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EXFCUTIVE COMPENSATION

THURSDAY, JUNE 4, 1992

U.S. SENATE,
SUBCOMMITTEE ON TAXATION,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 10:16 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. David L. Boren
(chairman of the subcommittee) presiding.

Also present: Senators Baucus, Daschle, and Danforth.

[The press release announcing the hearing follows:]

[Press Releoss No. H-31, May 27, 1092}

Tax SuBcoMMITTEE HEARING PLANNED ON EXEcCUTIVE COMPENSATION; EXCESSIVE
CoMPENSATION A “REAL PROBLEM,” BOREN SAys

WasHINGTON, DC—Senator David Boren, Chairman of the Finance Subcommittee
on Taxation, Tuesday announced a hearing on executive compensation.

The hearing will be at 10 a.m. Thursday, June 4, 1992 in Room SD-216 of the
Dirksen Senate Office Building.

“I am looking forward to this opportunity to hesar from sharcholders, the business
community and government officials on the topic of executive compensation. Exces-
sive executive compensation is a real problem in our country, and it is my hope that
this hearing will provide a good discussion of possible solutions, from increased dis-
closure to changes in the tax code,” said Boren (D., Oklahoma).

Legislation limiting the tax deduction for executive compensation to $1 million a
year was included in the tax bill passed by Congress and vetoed by the President
n March. The House Ways and Means Cominittee has reported a bill using an iden-
tical executive compensation provision to help finance atfditional emergency unem-
ployment compensation benefits.

OPENING STATEMENT OF HON. DAVID L. BOREN, A U.S. SEN-
ATOR FROM OKLAHOMA, CHAIRMAN OF THE SUBCOMMIT-
TEE

Senator BOREN. Good morning. We will commence the hearing at
this time. Today we are considering an issue that has received con-
siderable attention over the last several months, the issue of the
amount and structure of executive compensation.

CEO compensation in this country rose 76 percent in real terms
during the 1980’s. In 1990, the median total compensation for chief
executive officers, including cash, benefits, and long-term com-
pensation, was $1.397 million per year.

Perhaps more disturbing than the actual amount of compensa-
tion is the disparity between what an executive is paid and what
an average worker 1n the company is paid.

Ten years ago, the CEO made 36 times more than the average
:glorker did. Today that ratio has jumped to approximately 100

imes.
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The chasm between average salaries and executive compensation
is alarming for two reasons. First, the ratio is dramatically out of
line with ratios in other countries that are our most effective com-
petitors in the global marketplace.

For example, CEO’s in Japan make about 17 times what their
average workers earn. The ratio in Germany is 23 to 25 times. As
I have indicated in the United States, it is 100 times.

More importantly, it illustrates the increasing divide between the
most highly-compensated in our economy and the average Amer-
ican.

As incomes and lifestyles become increasingly divergent, the
sense of community—the feeling that all Americans are working to-
gether as one team in a common effort to improve the economy and
our society for ourselves and for future generations—is lost.

Instead, the average worker feels alienated, permanently ex-
cluded from the American dream that is a reality for fewer and
fewer of our citizens.

In fact, while executive compensation has been skyrocketing, the
average real wage for American workers has been dropping during
the last decade,

The jobs that we lost in this country during the decade of the
1980’s averaged $440 per week, while the new jobs that we added
in our economy during the 1960's averaged only $280 per week.

So we have been moving in the wrong direction, dropping from
$440 per week to $280 per week for new jobs for average Ameri-
cans in our economy, a time when executive compensation has been
skyrocketing out of sight.

‘We saw the most extreme result of this sense of division and
alienation in our society last month, tragically in Los Angeles.

And while certainly no one would argue that executive compensa-
tion was the immediate cause of that disorder, such excess is a
symptom of a society comprised of citizens who share fewer and
fewer common experiences and goals than we shared even a decade
ago.

Of course, this is an economy founded on free enterprise prin-
ciples, principles that include the basic tenet that a job well done
should ge rewarded by appropriate compensation.

So we would be less concerned about the amount of compensation
paid to executives if we believed that pay tracked performance. The
statistics suggest otherwise.

While CEO pay rose 7 percent in 1990, for example, profits fell
7 percent—-not exactly a correlation between performance and pay.

And during those years that CEO pay was increasing 76 percent
in real terms, the decade of the 1980’s and early 1990’s, corporate
profits before taxes fell by 17 percent. Real compensation up 75
percent; performance and profits down 17 percent.

Currently, it is a matter for discussion whether corporate profits
are the only, or necessarily the best, proxy for firm performance,
but these statistics are sufficient to raise questions in our minds.

The focus of the hearing is on the proper governmental response
to this problem. Most of the discussion of solutions has centered on
ways to increase disclosure to the shareholders of the amount and
the structure of executive compensation.
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These discussions have prompted responses by both the Legisla-
tive and Executive Branches. Knd we will hear updates on those
initiatives today. L

Senator Levin will discuss with the Subcommittee his legisle.tion
that is designed to assist shareholders by increasing the informa-
tion available to them about executive compensation and by allow-
ing them ways to influence compensation decisions.

Chairman Breeden is here today to discuss with us the SEC’s ac-
tions in this area and the developments since it announced its
proxy proposals in February.

Another type of solution is of particular interest to this Sub-
committee because it involves changes in the tax code. The com-
prehensive tax bill passed in March and the House version of the
unemployment insurance bill include a revenue-raising provision
that would limit the deduction for compensation paid to corporute
executives to $1 million.

In other words, not more than $1 million a year would be allowed
in terms of deductions by the company as a business expense for
executive compensation.

This is a change from current tax law which allows a deduction
for a “reasonable”—I put that in quotes—amount of salaries or
other compensation. In fact, the current system imposes no limit on
the amount that a corporation can deduct for executive compensa-
tion.

The law does not currently define what is reasonable compensa-
tion. This proposal—which has been in the tax bill, which is again
in the unemployment extension—would consider all compensation
over $1 million to be per se unreasonable.

The Joint Committee on Taxation has estimated that this provi-
sion would raise a little over $2 billion between 1992 and 1997.

When the Finance Committee considered the comprehensive tax
bill, we did not analyze this tax provision in depth. Now that the
provision may soon be before us again, we should use this oppor-
tunity to discuss the consequences of adopting such a tax change.

I encourage all of our witnesses and my colleagues to comment
on this tax provision in the course of our discussion today.

The information that we gather today and the perspectives of our
witnesses will be of great help to this Subcommittee and the Fi-
nance Committee as a whole as we consider over the next few
weeks various tax proposals that may affect executive compensa-
tion and that raise money to allow us to pass important tax legisla-
tion: the extension of unemployment benefits, and the expiring tax
provisions.

According to the rules under which we operate, we must find a
way to pay for those important extensions in the current tax code,
extensions that are crucial to our economy. And this is one of the
options that we have under serious consideration.

I am very pleased that several of my colleagues have joined us
this morning on the Committee. And I know that others are on
their way.

I would like to turn at this time and ask if Senator Baucus har
any opening comments that he would like to make.
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OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA

Senator BAucus. Thank you, Mr. Chairman. First, I thank you
very much for holding this hearing.

I think it is one of the more constructive steps that we are taking
to help turn our country away from the excesses of the 1980’s, a
period that I believe was marked by not only conspicuous consump-
tion, but also by conspicuous compensation.

I think it is important to remember the words of an English cler-
gyman, Charles Colten who in 1822 said, I will quote him, Our in-
comes are like our shoes, if too small they gall and pinch us, but
if too large, they cause us to stumble and to trip.

Well, I think frankly, it is time for corporate America to wear
shoes that fit, not too small and not too large.

Executive pay bas become in too many instances an excessive
free-for-all divorced from reality of corporate results. And unfortu-
nately, this comes at a time when rank and file workers have lost
Jjobs at the rate of 2,600 a day.

The growing gap between executive compensation and the salary
that an average worker receives, if allowed to continue, will breed
more cynicism and more indifference in our country. And I think
that detracts from the shared sense of commitment which is vital
to successful, competitive business and to a strong country.

The real question is less whether executives are paid too much,
rather it is whether shareholders and employees are getting their
money’s worth from their executives.

Mr. Chairman, you have stated that the statistics are very
alarming. I think they are worth hearing again because repetition
sometimes does help to get a point across.

CEO’s pay in America far exceeds that of CEO’s in any other
country. And in Germany as you stated, Mr. Chairman, the CEO’s
make about 23 times what average workers do. In Japan, the fig-
ure is 17 times, whereas in the United States, CEO’s enjoy a dis-
parity that exceeds 100 times.

This exorbitance in executive compensation is increasingly unre-
lated to increased profitably at American firms. At one erican
corporation, profits have declined by 71 percent. At that time, the
compensation received by that corporation’s CEO totalled nearly
$18 million.

Another American corporation had its profits decline by 27 per-
cent. It filed for bankruptcy the same year. And the reward for the
CEO was a 38 percent pay raise.

Corporate America should be willing to set examples. After all,
CEO’s are leeders. All leaders must set examples. They should not
take bonuses while their employees lose their jobs.

What happens to American competitiveness, for example, when
workers get the message that performance does not affect com-
pensation?

What happens to the quality of American products when Amer-
ican workers get that message, that performance does not affect
compensation or quality of product?

It is demoralizing. It actually condones slip-shod performance
and unnecessary cost. It can also result in a flight of capital away
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from those corporations in which executive compensation is di-
vorced from performance.

While I generally believe that wages should be left to fair and
free competition in the market, I also believe that government
should not subsidize this excess.

Corporations need to inject performance, scrutiny, and disclosure
into the executive compensation equation. And if they refuse, we
have an obligation to ensure that tax policy or other public policy
provides no comfort. ‘

I am very interested in the proposals of Senator Levin. I think
they have merit. I am very interested in your proposals, Mr. Chair-
man, and others that I am aware of. I am also particularly inter-
ested to hear from Chairman Breeden.

I was once an employee at the SEC. I worked then in a division
called Corporation Finance. I examined proxy statements of share-
holders. And it is my very strong belief when I worked at the SEC
that shareholders really had no control over executive compensa-
tion.

I would scrutinize footnotes very closely, trying to determine
what, in fact, the executive compensation was. It 1s very hard to
determine. We didn’t really know what it was.

And even when we did know, because of the powers of inside di-
rectors and the powers of management in portraying what they do
in the proxy statements, as a practical matter, the shareholders
had no control over it.

I think there is no doubt that something is wrong here. Some-
thing is glaringly wrong. There is excessive greed too often amon
too many American CEO’s which does have these deleterious ang
unfortunate consequences that we have all mentioned and will con-
tinue to mention until there is a solution. ,

And I believe, Mr. Chairman, we in the Congress have not only
the right, but more importantly as public servants, we have the
duty to do something a‘l;out it. That is, we have a duty to do all
we can to encourage more cooperation in our country, more of a
sense of team work in our country.

We have a duty to address excessive executive compensation be-
cause I think in doing so ironically, we will be not only helping
American employees, the American workers, we also are going to
be helping those CEQ’s, encouraging them to spend more time on
performance, more time on team work, more time in cooperation
with their employees, and less time on their perks and on excessive
compensation.

Senator BOREN. Thank you very much, Senator Baucus. I think
you have pointed out very well the importance of developing a
sense of teamwork in this country.

We are not going to solve our economic problems, we are not
going to get back our share of the world marketplace, we are not
going to stop replacing $440 jobs per week with $280 jobs, if we do
not have a sense of teamwork. Everyone is a part of it.

And how in the world can we have our leaders in the business
community effectively obtain cooperation from those in the work
force to tie compensation to productivity when we have had a dec-
ade where real executive compensation goes up 75 percent, while



“ = et

6

profits have gone down 17 percent? There is simply no way, as you
pointed out.

Also, we have been joined by our colleague, Senator Daschle. We
are glad you are with us this morning and welcome any opening
comments that you want to make.

OPENING STATEMENT OF HON. TOM DASCHLE, A U.S.
SENATOR FROM SOUTH DAKOTA

Senator DASCHLE. Thank you very much, Mr. Chairman. I, too,
want to commend you for your leadership mn holding this hearing
this morning and welcome our colleague, Senator Levin, who has
really taken an active role in providing leadership in the Senate it-
self. We are delighted he is here.

We spend nearly $6500 billion a year on tax expenditures. I am
amazed that this Committee or the Senate itself does not have a
better appreciation of the magnitude of those expenditures from a
budgetary point of view and the ramifications that those expendi-
tures have each and every year.

We are told that, over the next 5 years, we will be sPrending close
to $2.5 trillion through tax expenditures of all kinds. Tax expendi-
tures are a subsidy.gl'here is no other way to look at them. They
are a subsidy. And we rightfully subsidize many business-related
activities,

Yesterday, we held a hearing in here all day long on whether or
not businesses ought to be subsidized if they locate in economically
depressed areas. I happen to believe that they should be. And that
i8 a proper form of nugsidization.

Subsidization really takes two forms, direct government pay-
ments and indirect tax expenditures. The question is should we
provide unlimited subsidization to those companies that pay their
executives many millions of dollars in salary and benefits?

Already we have laws which are intended to limit all business
deductions to that which is reasonable.

Well, my belief, Mr. Chairman, is that we really cannot afford
unlimited subsidization of this practice, not with a $400 billion def-
icit, not with a debate looming about whether or not we ought to
have a Constitutional amendment to balance the Federal budget.

If we were to examine tax expenditures annually like we exam-
ine all the other forms of governmental involvement in our budget,
I would believe that this subsidization of excessive executive com-
pensation should be one of the first tax expenditures we should
question.

With a $400 billion deficit, can we afford a $2 billion subsidy to
businesses that pay their executives unlimited compensation?

I do not thinﬁ compensation ought to be regulated, but at the
same time I do not think excessive compensation should be sub-
sidized. Businesses should have a right to pay their executives
whatever they choose, but not at taxpayers’ expense.

I think we are making a real contribution to the debate on tax
expenditures today. There are different approaches with which to
address this issue, and I think it is important to have them on the
table. We must consider which is most meritorious and come to
some conclusiors about the availability of Federal revenues for tax
expenditures such as this.
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So again let me commend you for your chairmanship in holding
this hearing this morning. I am delighted that we have the arra
of witnesses that we do.nf think we are going to learn a lot. Than
you.

Senator BOREN. Thank you very much, Senator Daschle. And
again, you are right in focusing on the fact that we are using the
tax code to subsidize excessive executive compensation.

And that certainly is the focus of the Finance Committee where
w% have a direct responsibility to examine how the use of the tax
code.

Our first witness this morning is Senator Carl Levin from Michi-
gan. He has been a leader in addressing the issue of excessive exec-
utive compensation. In fact, I would say the leader in the Congress
on this subject.

One of the first voices to be raised in concern about this issue
was his. He suggested legislative solutions to the problem. He has
introduced legislation that would simplify the disclosure of com-
pensation information to shareholders.

One of the problems in the past has been that very little informa-
tion was available. And the information that was available was
presented in a way that the average shareholder simply could not
grasp what it meant.

And he has also proposed that shareholders be given an ability
to vote on compensation plans through the proxy process.

He has held hearings on the issue in the Subcommittee on Over-
sight of Government Management. He has been very effective in
terms of his involvement with this issue.

Senator Levin, we welcome you this morning and would appre-
ciate any comments that you m:ght make.

STATEMENT OF HON. CARL LEVIN, A U.S. SENATOR FROM
MICHIGAN

Senator LEVIN. Thank you, Mr. Chairman and Senators Baucus
and Daschle. Thanks for the invitation to join you this morning to
talk about a very, very critical issue. And that is the issue of execu-
tive pay.

First, I want to use some illustrations to illustrate some of the
facts which are so compelling here.

The first chart that I have up there shows what has happened
during the 1980’s through 1987, with executive pay and with prof-
its. You can see that the top line, which is executive pay, went up
dramatically during the 1980’s. At the same time, corporate profit-
ability, which is the bottom line, stagnated during the 1980’s and,
as a matter of fact, fell somewhat.

That shows the disconnect between corporate performance and
corporate pay. The problems that result from that are immense, in-
cluding big morale problems in the factories and plants, and also
ablacl:1 of competitiveness between ourselves and our competitors
abroad.

The first chart also shows that while corporate pay was going up
dramatically during the 1980’s, the rest of us got nowhere. Those
two middle lines show that the inflation rate, which is the top of
the two middle lines, was actually slightly higher than the wage
increases for the rest of us, for the rest of society.
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That is why the chairman rightfully said that real wages actually
went down during that period while corporate pay skyrocketed and
corporate profitability stagnated.

ow, this pattern of skyrocketing executive pay at the time that
corporate profits are falling continued into the 1990’s. Here are the
statistics on that. In 1990 while corporate profits fell 7 percent,
CEO pay went up 7 percent. And in 1991, while corporate profits
fell twice as fast, by 15 percent, CEO pay rose another 4 percent.
So that the pattern of the 1980’s continued into 1990 and 1991.

The next chart—the Chairman and I believe Senator Baucus also
mentioned—CEO pay in America is 100 times that of average
workers. That is tripled the pay gap of 15 years ago.

So the gap between the CEO’s and their workers is not only 100
times, the (%EO getting 100 times more than their average, but
that gap has gone up, has tripled in the last 15 years.

Even J.P. Morgan, who was one of America’s leading capitalists,
advocated limitin% CEO pay to no more than 20 times the pay of
average workers. It is now 100 times in the United States, that pay
differential.

In Japan, it is 17 times in the pay differential. In Germany, it
is 23 times.

Now, what this chart also shows is that CEO pay almost doubled
in the last 5 years while workers’ pay has not kept up with infla-
tion.

So this chart brings up to date the lines of the first chart and
shows that again from 1986 to 1991, worker pay has not kept up
with inflation. At the same time, you have this runaway executive
pay on the top line.

Finally, CEO pay in America far exceeds CEQ pay in the rest of
the world. At mid-size companies with $250 million in assets, this
chart shows that U.S. CEO’s typically receive twice as much pay
as CEO's in Germany and Japan, even though, again, many of
their companies are beating our socks off.

As you mentioned, Mr, Chairman, the disconnect between CEO
pay and corporate performance, the disconnect between CEO pay
and worker pay and the disconnect between our CEO’s and CEO’s
abroad were the subject of hearings before my Subcommittee a year
ago, May, and in January of this year.

What these hearings dramatized is that the Federal Government
is part of the problem. And that is the point that I would like to
emphasize here this morning.

The Federal Government is part of the executive runaway-pay
problem in America. At least its policies have contributed to execu-
tive pay excesses. And that is why my legislation was introduced
a year ago, S. 1198,

First, until the bill was introduced, until about February of this
gear, the Securities and Exchange Commission acted as a road-

lock to stockholders who were trying to put the brakes on run-
away executive pay in their companies.

That may be hard for people to believe, but it was the rule for
decades in the SEC that if a corporation objected, which they rou-
tinely did, that a stockholder ha(s) no right to circulate even an ad-
visory opinion relative to how pay was set for a vote at the annual
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meeting. This was referred to I believe by Senator Baucus in his
opening statement.

What my bill did was to direct the SEC to reverse that policy and
to allow these advisory stockholder proposals. I emphasize that
they are advisory. This is a very modest proposal, just to allow
stockholders, the owners of a corporation, to advise their directors
and executives as to how pay should be set at their own corpora-
tion.

Eight months later, the SEC did that, in response to my legisla-
tion, in February of this year. In fact, the SE(% has now reversed
that policy, and as a result, about 10 corporations’ proposals urging
pay reforms have been presented for votes.

The second reform involves improving SEC regulations on pay
disclosure. Right now, even exgerts frequently cannoi figure out
from these proxy statements what executives are paid at the cor-
porations.

And again, Senator Baucus was referring I believe to the com-
plexity, the murkiness, as you did, Mr. Chairman, in your opening
statement when you pointed out how difficult it is for the public,
for shareholders, and for investors to even figure out what execu-
tives are paid from looking at these proxy statements. ~~ 7 °

Here is a 20-page proxy statement. There are references to pay
on 11 pages. You can spend hours reading that statement and at
the eng I will guarantee you, you still cannot figure out the total
that the executives at this company are being paid. That has got
to be changed.

We have got to make it simple for owners, stockholders, potential
investors to know what it is the CEO’s are being paid. The only
way they are going to have a chance to change it 1s if they can un-
derstand it. And that is going to require a change in the rules.

Up until now, the Federal Government has been on the wrong
side on this issue. We have allowed this murkiness, this
nondisclosure to occur.

I am happy to say that in February, Mr. Breeden announced that
there was going to be a new regulation on this subject. It has not
yet been promulgated. We are awaiting it. We are hopeful that it
will be just as strong as he outlined.

I congratulate him for what he did in February, but we do not
yet have the details of this regulation on pay disclosure.

By the way just to summarize this one point, my bill would re-
quire proxy statements to provide a clear disclosure—a chart which
would list all types of pay and a bottom-line total for each execu-
tive.

The third and final reform in my bill involves accounting for
stock options. Stock options give executives the right to buy com-
pany stock at a set price for a period of time, usually 10 years.

ile companies in other countries like Japan rarely use stock
options, over 90 percent of our companies do grant stock options to
executives. And they provide a significant portion of CEO pay, not
5 percent of the totaf)usually, but typically 30 percent and often
650 percent of executive pay comes in the form of stock options.

One business publication recently ran a story entitled, “If CEO
P&Er Makes You Sick, Don’t Look at Stock Options.” It featured a
CEO who had received a 1991 stock option grant valued at $120
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million on top of previous grants valued at $2256 million for a 4-
year total of $346 million.

The reason that companies can afford to provide this level of
stock option compensation is that stock options are the only type
of executive pay which a company can deduct as an expense on its
{;)ax 1:'e:i;urn, but does not have to list as an expense in the company

ooks.

Yeeping stock options off the books as an expense means that
even huge option grants have left corporate earnings untouched.

Charles Munger, who is the vice chairman of a leading invest-
ment firm, Berkshire Hathaway, has called this accounting system
“contemptible.” A Barron’s commentator has criticized stock option
rules for creating a “tax subsidy.”

Because these options never appear on the company books as an
expense, I call them stealth compensation.

Mr. Chairman and members of the Committee, everybody agrees
that stock options have value. And yet they do not show as an ex-
pense on the company’s books. It simply does not make sense. In
fact, I think most people agree on that.

Now, the SEC, which has been considering this issue for a long
time, has still not acted, except that they have directed their staff
to make a recommendation on how to bring stock options under the
rules of ordinary compensation.

Mr. Chairman and members of the committee, if the SEC does
not act on this and if the Financial Accounting Standards Board
does not act promptly on this, Congress should. This has been
going on too long, where options have not been shown as an ex-
pense on the company books.

In closing, executive pay unrelated to corporate performance is a
threat to our competitiveness. It rewards poor results, causes work
place resentment, and it raises red flags in international trade ne-
gotiations.

Constantly, our trading partners negotiating with us are pointing
to our compensation as an answer to why they should not do some-
thing. They say, “Look how excessive your compensation is. You
should do something about that rather than demand that we do
something overseas.”

So one of the reasons to address this issue is to remove that red
flag, to remove that argument from the possession of our competi-
tors.

So I congratulate this Committee for holding this hearing, for
considering what you are. I feel that we must continue to move for-
ward in this area.

The SEC is doing that, but we do not know the details yet in two
of the three areas that I described. And until we have some ad-
vances locked in in this area, I believe we’ve got to keep the vres-
sure on.

I thank you, Mr. Chairman, for your invitation.

[Tht:l ‘pr]epared statement of Senator Carl Levin appears in the
appendix.

enator BOREN. Senator Levin, we appreciate the comraents you
have made. Just to make sure I understand the areas in which you
think we still have the most serious, unfinished business remain-
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ing, one would be the evaluation of stock options nc that they are
cleaily spelled out.

Would you also advocate that stock options show as an expense
of doing business tor the company?

Senator LEVIN. That is correct. That is the major one.

Senator BOREN. I gather that you are not necessarily opposed to
the use of stock options as a form of compensation as long as that
is disclosed and as long as that is fully considered as part of the
enfire compensation package?

Senator LEVIN. I think that there is a legitimate function for
stock options, particularly when they relate to performance, but
that legitimacy does not exist when tﬁey are hidden from the eyes
of the owners of the corporation, the stockholders, and potential in-
vestors.

Senator BOREN. Now, the other area that you are most concerned
about is to make sure that we do simplify the way in which infor-
mation is given in the proxy statement about compensation?

Senator LEVIN. Yes. We should require that compensation of all
forms be disclosed in one simple, straightforward chart.

The SEC is hopefully about to do that. They have announced
that they are about to do that, but the rules setting forth the de-
tails have not been promulgated. Until it is done, we should keep
the pressure on.

Senator BOREN. Would you also favor the proposal of this Com-
mittee, one that it may soon have under consideration again, to
limit the deductibility of executive compensation as a business ex-
pense for corporations?

Senator LEVIN. I think from the perspective of tax fairness that
there is some merit to that. It is somewhat of a blunt instrument
because it treats large companics, small companies, old companies,
new companies all in the same way.

So perhaps you can make it less blunt in some way to address
the differences that exist between companies.

But I think from a tax-fairness perspective, there is some merit
in that proposal. It does not really address the excessive compensa-
tion issue 1n the ways that my proposal does, because what I do
is use the capitalist system, the inﬁerent kernel of the capitalist
system, which is the stockholders and the owners and the potential
owners, and say, “You should have some rights to at least advise
your own board on how a pay is set. You should at least be able
to understand what your executives are paid.”

That is the disclosure part which to me is the preferable way and
the real way to get at the problem of runaway executive pay.

But from a fairness perspective in terms of the rest of society, in
terms of our deficit and what we have to do in order to bring our
tax code into some fair balance, 1 think there is some merit to a
deductibility cap, but again, I would seek ways to make it more ap-
plicable to different situations in different ways.

Senator BOREN. So you see it as really a separate issue. It is an
issue of tax fairness, gut it is not as effective as your proposal in
terms of really involving the owners of companies in policy deci-
sions, for example, to tie compensation to performance.

Senator LEVIN. Exactly.
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Senator BOREN. As we explained, the provision would prohibit
the ability of corporations to deduct compensation above $1 million
as a business expense. That really does not at all get into the ques-
tion of whether or not that $1 million was based upon fantastic
performance by the CEO that caused profits to go up or whether
that $1 million or an amount in excess of $1 million was compensa-
tion that reflected a raise in pay when the company was losing mil-
lions of dollars.

Senator LEVIN. That is basically correct, Mr. Chairman. There
may be some impact of the cap on CEO pay, but I do not think it
is nearly as a desirable or an appropriate approach for that pur-
pose. It does have again a very strong tax-fairness compelling ele-
ment to it.

Senator BOREN. I notice in your proposal, you call for only vote
by the shareholders that would be an advisory to the board of di-
rectors, not mandatory.

Why do you feel that it should be advisory only?

Senator LEVIN. First, I think it will work, I believe the directors
will listen to advice when the majority of the stockholders render
that advice. So I think it will have an effect, but it avoids directly
putting the stockholders in the director’s seat.

It leaves some discretion to run the company for the directors
and the executives. So it is a balance between letting the execu-
tives and the directors run the company at the same time allowing
shareholders a greater role.

If history shows that shareholders are regularly giving advice
which is ignored, then I think we will have to consider the next
step(;vhich is to make it binding. But I believe it would not be ig-
nored.

Senator BoreN. On the terms of compensation, do you include
clear descriptions of compensation pay to members of the boards of
directors as well as to the top executive officers?

Senator LEVIN. Yes, we do.

Senator BOREN. Senator Baucus.

Senator BAaucus. I just have one quick question, Carl. We all
cited these international comparisons on executive compensation,
Do you know the extent to which they reflect expense accounts,
housing allowances and similar payments?

I raise that because I once raised the issue with a CEO of a ve
major American corporation. And right away he said, “Well, I'll
shift.” He was very upset that the issue was raised, saying that
Marita at Sony gets paid less, but gets all his housing free and has
a gigantic expense account, and so on.

So whenever we Americans say that U.S. compensation is so dra-
matically high compared with the compensation of CEO’s of foreign
companies, 18 this an accurate comparison? Are we comparing ap-
ples with aiples, not apples with oranges?

Senator LEVIN. It is my understanding that the comparisons
which are made on my charts include perks. I think that is the di-
rect answer to your question, that this chart includes the perks.

Senator BAuCUS. So it is your understanding that it does include
all the expense accounts and so forth?

Senator LEVIN. That is correct. But we can double check that for
the record.
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Senator Baucus. Thank you.

Senator LEVIN. This is not my chart by the way. All these charts
are other folks’ charts. We can just ask the people who put these
figures together to double check that, but it is my understanding
from my staff that perks are included in these numbers.

Senator BAucus. I think there is an unfortunate ethic among too
many American CEO’s to be too concerned about their own com-
pensation. It often comes at the expense of the compensation and
the well-being of too many other employees who work within the
corporation, which in my view has a very deleterious effect on mo-
rale.

I know it is true because I recently travelled to several areas of
the country. My sole quest was to determine how American busi-
ness sees American competitiveness. And I also spent some time
with employees and labor unions.

I will say I was not surprised when I learned the depth of their
disgust with their companys’ CEO’s compensation compared to
theirs. And it very definitely seemed to have a very adverse effect
on morale and therefore, it must have an adverse effect on quality
and on performance.

Senator LEVIN. There are just too many cases where companies
have asked their employees to take pay cuts and are laying off
workers at the same time the CEQO’s are getting big pay increases.

Senator BAucus. Thank you.

Senator BOREN. Thank you very much. Senator Daschle.

Senator DASCHLE. Carl, you made reference to the question of
performance and the function that compensation has in recognizing
performance. That seems to me to be the novelty argument of those
who say there ought not be any constraints, that it really is the
tool by which a board can encourage its CEO’s to maximize their
performance and %"ive them whatever compensation may be re-
quired to get the job done.

Have you been able to analyze that argument? To what extent
is there a relationship between pay and performance?

Senator LEVIN. The first chart shows clearly that during the
1980’s, there was a tremendous gap between pay and performance
and that continues right through 1991. The pay line, which is the
top line, goes up dramatically.

The performance line, which by the way most CEQ’s view as the
key measure of performance, is company profitability. That one
went down during the 1980’s.

The figures are that during 1991 that continued. First, during
1990, again corporate profits fell 7 percent in 1990. CEO pay went
up 7 percent in 1990.

So that gap between pay and performance, it was dramatic from
1979 to 1987 and continues to be dramatic.

Senator DASCHLE. You mentioned that limiting deductibility is a
blunt instrument. I guess I would note that, with respect to meals
and entertainment, the business use of automobiles, the practice of
paying so-called “golden parachutes,” and pension plans, we have
applied the argument that deductibility should be limited with
some success. I am not aware of any proposals which would call
upon the Congress to liberalize deductibility in those areas.
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So, in light of the fact that we have limited deductibility with re-
spect to these other business practices, do you have any further
comments on the advisability or the applicability of reasonable lim-
its on the deductibility of compensation!;

Senator LEVIN. The only comment I would add—-and I think this
supports your position on this issue when you are looking at the
pros and cons. One of the reacons that I think you can fairly use
to limit the deductibility is that the corporate share of the tax bur-
den in this country has fallen 25 percent since 1980.

So that putting a cap on companies paying over $1 million to one
person is probably a burden which they would be able to bear,
given the sﬂiﬁ in the burden in terms, of again, the corporate share
of the tax burden having gone down in the last 10 years.

That would be the only additional comment. I am not sure that
is directly responsive to your question, but it perhaps bears on your
questions somewhat.

Senator DASCHLE. The real concern I guess one would have in
this deductibility argument is how one quantifies the value of stock
options?

This form of compensation presents some practical questions that
we would have to resolve. That is a legitimate concern.

It is easy to quantify annual forms of pay, but once one adds
stock options into the mix, it becomes a fittle more complicated,
and that would have to be addressed.

Senator LEVIN. It is a very important point. Given the signifi-
cance of stock options, it is such a big part of pay in America for
CEOQO’s that you do have to figure out how to deal with that in your
deductibility approach.

But the SEC aﬁain has directed their staff to give them a rec-
ommendation in this area. And in due time, I am sure that you will
be asking Mr. Breeden about this and that may clarify this issue
because there is a commitment that he has made publicly and to
me that the staff of the SEC will make a recommendation shortly
on the issue of valuing stock options.

It is not a simple question, but it is a question which has to be
answered. It has been unanswered for over 10 years now. Every-
body agrees they have value to the recipient and a cost to the com-
pany, and yet no one has decided, well, how do we figure out when
to value those options and how?

Sure, it is complicated. There is a lot of complicated issues in the
world. The Accounting Standards Board has decided more com-
plicated issues than tlns one. This one has taken 10 years and they
still have not decided it.

So, yes, it 18 a critical question in terms of determining the de-
ductibility issue, but it should be determined in the next few
months hopefully by the SEC and if not by them, by Congress.

Ard then that, in turn, can fill in that plug in that hole or that
uncertainty that exists in the deductibility approach.

Benator DASCHLE. Well, let me again commend you for an excel-
lent proposal and for your presentation this morning. I think you
have made a major contribution to the debate and I, for one, appre-
ciate it a great deal.

Senator LEVIN. Thank you, Senator.
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Sgnator BOREN. Thank you very much, Senator Daschle. And
again, Senator Levin, thank you for testifying this morning. And
thank you for your leadership on this issue.

Senator LEVIN. Thank you so much.

Senator BOREN. We now welcome as our next witness Richard
Breeden, the Chairman of the Securities and Exchange Commis-
sion.

The SEC has been very receptive to the concerns of shareholders
about executive compensation, as Senator Levin has indicated.

And in February, Chairman Breeden announced a new proposal
which was designed to give shareholders relevant information
about compensation and to permit shareholders to make their
views known to members of boards of directors.

I am looking forward to hearing about the initial results of the
implementation of this proposal and the chairman’s views on this
topic, and on the pending tax legislation as well.

And also I hope that he will be able to give us an update on the
matter that Senator Levin has just discussed in terms of settin
some standards for evaluating stock options, and for additiona
simplification of the way in which information is presented to
shareholders in proxy statements.

So, Chairman Breeden, we welcome you this morning and look
forward to hearing your comments.

STATEMENT OF HON. RICHARD C. BREEDEN, CHAIRMAN,
SECURITIES AND EXCHANGE COMMISSION, WASHINGTON, DC

Mr. BREEDEN. Thank you very much, Mr. Chairman and Senator
Daschle. This is my first opportunity to testify before the Finance
Committee. And I appreciate this oppo:tunity to discuss an issue
that is obviously timely and of greal importance to shareholders
and citizens across America.

I might add at the outset a word of warning. And that is that
certainly the SEC is not the repository of the nation’s expertise on
tax policy. That is not normally our bailiwick, protecting sharehold-
ers 18,

As the committee requested, my remarks address the tax issue.
However, they focus on some of ti:e shareholder considerations in-
volved in the SEC’s work.

Certainly, the subject of executive compensation has aroused con-
siderable public concern. Rightly or wrongly, there is a perception
of abuse when a company whose financial results have deteriorated
goes ahead and rewards its senior executives with substantial com-
pensation increases.

The same perception may arise when a company has seriously
underperformed the market for a sustained period if the CEO con-
tinues to receive multimillion dollar compensation.

Stock options or restricted stock worth tens of millions of dollars
have also raised questions of proportion and perspective, even
when the issuer itself has had positive earnings and increases in
its stock price.

In some cases, to be frank, it is difficult for an outside person to
understand what factors a board of directors could possibly have
relied on in reaching some of the compensation decisions we have
seen.
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Some practices, such as resetting the price of management’s
stock options where a company’s shares have plummeted in value,
are difficult to justify as consistent with shareholder interest.

Similarly, interlocking compensation committees, where one CEO
serves on the compensation committee of another company, whose
CEOQ, in turn, serves on the compensation committee of the first
company, creates certainly the appearance, and possibly worse
than that, of conflicts of interest.

Stock options are the source of some of the largest amounts of
compensation for managers of large, publicly-traded companies,
and are very much at the center of this debate about compensation.

However, it is important to understand at the outset that stock
options are absolutely vital to the small and high-tech businesses
in this country that produce most of the new technology in our
economy, and certainly by far the largest proportion of jobs in the
United States.

Small companies, especially the high-tech, startup companies,
use options quite widely in recruiting and retaining executive and
scientific talent. Indeed, many small companies use options widely
within the ¢ompany, providing for participation by all employees in
stock option plans as a very important means of motivating em-
ployees to work for long-term corporate growth.

Increasingly, this use of stock options to motivate employees and
to give them entrepreneurial incentives is spreading to larger com-
panies. General Electric, Pepsico, Merck, General Mills, and many
others are examples of companies that are now using stock options
as a means of providing entrepreneurial incentives to e large num-
ber of employees within the company.

Once thought of as largely compensation for executives, stock op-

tions have become a common and widely used means of instilling
the dpride and economic incentives of ownership in literally thou-
sands of employees.
This conversion of employees into owner-employees seems a very
" positive trend. Indeed, Mr. Chairman, it is consistent with efforts
of this Committee and the Congress in the past to foster employee
stock option plans, TRASOP’s, and other devices.

So this trend is one that I think Congress has consistently tried
t? encourage, and it is one that we see occurring in the market-
place.

Of course, many companies go to great efforts to seek to align the
incentives for executives with the long-term interests of sharehold-
ers.

Here, the stock option is a tool for creating management incen-
tives to improve shareholder value.

Unlike the payment of straight cash salary or cash bonus, with
stock options, except in the reset case that I mentioned earlier, the
executive does not profit unless the shareholders also profit.

That 18 an important difference from a shareholder-interest per-
sEective. It helps align the financial interest of the executive with
the financial interest of the shareholders.

I think there are far fewer problems when executives make their
shareholders rich if they also make themselves rich. The problem
is really when those two factors are not connected.
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One factor that we have observed in the current market that de-
tracts from this normal trend of aligning manager and shareholder
inl;e;gsts is the way some of the huge option grants have been
priced.

During the decade from 1981 to 1991, a time of rising stock mar-
ket price levels, the S&P 6500 rose 240 percent. During this period,
if you granted a 10-year executive stock option and the market
price of the underlying stock rose by those levels, if all the execu-
tive had to do was to get the price of the stock up 5 percent or 10
percent in order to begin to profit, the executive could have profited
notv;{ithstanding the company’s serious under-performance in the
market.

In fact, for the decade of the 1980’s, that certainly was the case.
A 10-year option granted in 1981 at the then—market price cer-
tainly did not require good corporate performance in order for the
executive to profit handsomely upon exercise.

Recently, some major companies have begun to issue options
whose conditions of exercise include what we call a hurdle rate.
This requires the company’s stock price not just to increase, but to
increase more than a certain amount.

Certainly, incentives moving in the direction of requiring compa-
nies to perform, not just positively, but to outperform the market
or to outperform their competitors, are increasingly being utilized
in the market today. That seems to me to be a healthy trend.

Although abuses have undeniably occurred in some companies, it
is important to keep these cases in perspective. America’s economy
includes several miﬁion corporations ranging from the tiniest start-
up companies to some of the world’s largest corporations.

The appropriate level of compensation of corporate officers de-
pends on the specific circumstances of each particular company in
a particular time period.

xecutive compensation that might seem excessive in one com-
pany could be inadequate in another. What is deemed appropriate
must be constantly adjusted to reflect the evolving circumstances
of the company.

For example, a company that lost money, but that managed to
move from tenth to second place in market share or earnings in a
particular industry could very justifiably be deemed to have had an
extremely successful year.

If the average in that particular industry was to lose 30 percent,
and you managed to only lose 6 percent, that was a very successful
record in that year.

So the question of evaluating corporate performance is not so
simple that we can establish bright-line tests without trying to
evaluate the particular facts and circumstances of the company on
a case-by-case basis.

Who can say what the appropriate level of compensation would
have been for Sam Walton, Walt Disney, or Henry Ford? Each of
these entrepreneurs created businesses from nothing that went on
to employ hundreds of thousands of Americans.

Even with mature corporations, who can say for sure what is the
correct amount of pay for running GE or AT&T? Those two compa-
nies have 284,000 and 317,000 employees, respectively, and
490,000 and 2.4 million shareholders.



18

Obviously, the same could be said for trying to specify exactly
what network newscasters, fashion models, sports stars, or others
who typically earn enormous salaries are really worth.

Determining how much compensation is appropriate is fun-
damentally a market decision. Since there is not any universal
measure of what is appropriate under our traditional system of cor-
porate governance, tﬁe board of directors is charged with deciding
the issues of executive tenure and compensation 1n the best inter-
est of the corporation and its shareholders.

To play this role successfully, a director should have both the
knowledge and the independence necessary to serve as an informed
and active representative of the shareholders.

Limiting compensation to a formula, such as 26 times the salary
of entry level workers or an arbitrary amount, such as $1 million,
would certainly damage incentives for risk-taking and cause a gen-
eral loss of valuable flexibility in the economy.

A company that consisted of Albert Einstein and three clerks
might justifiably want to pay its CEO more than 25 times the low-
est salary.

Furthermore, creating the equivalent of an excise tax on CEO
rar would not penalize executives, but would penalize the share-
1olders because their cost of providing market levels of compensa-
tion would rise.

One need only look at the quality of certain economies around
the world, such as that in Russia and some of the other former
communist states, to see the ultimate results of governinental rath-
er than private control of pricing in an economy.

Indee(f, this question of deductibility has very wide implications
beyond simply %EO'S. If any corporation cannot deduct salaries in
excess of a certein amount, if the Baltimore Orioles cannot deduct
Cal Ripken’s salary or the Bulls cannot deduct Michael Jordan’s
salary, then it is not likely that those salaries are going to go down.
They are set by the market.

What is likely is that the ticket prices for the Orioles and the
Bulls are going to go up. I am not sure that this is the best way
of contributing to fairness or a strong economy in America.

These examples are not meant to 1ignore the reality of excess and
abuse that has occurred in specific companies, and that frankly
causes many Americans to react adversely to practices that are oc-
curring in the corporate community.

Certainly, some of those practices need to be corrected. They
need to be addressed by the corporate community as a high prior-
ity.

But, I think we need to recognize that use of the tax code or any
absolute set of rules to govern every company irrespective of its
particular situation will involve enormous cost and unintended
ne'%ative results.

hus, if ever there were a decision that would appear best left
to the flexibility of the market, this is it.

In many respects, the most serious problem is not the amount of
pay, but whether our current system provides adequate account-
ability for producing good corporate performance.

Where senior executives have not been able to Produce superior
earnings and increased value for shareholders for many, many
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years, the issue should not be how much they get paid, but wheth-
er or not they should be fired.

Too many shareholders, employees, and others depend on the
performance of the large corporation for the board of directors to
allow it to deteriorate indefinitely without forcing a change in man-
agement.

When executives do not perform, board action to replace them is
a far better way to promote economic growth than imposing new
taxes.

The recent action of the hoard of directors of General Motors in
forcing senior executive personnel changes after a period of adverse
financial results is an example of the kind of forceful action by a
board of directors that we need more of to create a greater sense
of accountability for corporate performance.

Greater director independence and involvement in the affairs of
the companies on whose boards they sit may well be more nec-
essary in the future, than was true in the past, to assure good cor-
porate performance.

As I mentioned, Mr. Chairman, in dealing with these issues, we
believe it is best to focus on removing impediments to the working
of market forces.

To this end, the SEC is trying to focus on improving sharply pub-
lic disclosure concerning corporate performance and compensation
awards, and creating broader opportunities for shareholder input to
the boards of directors on the appropriateness of executive com-
pensation policies and practices.

We are currently working on, and I expect to announce later this
month, a proposal seeking public comment on amendments to the
disclosure requirements concerning executive compensation.

Since the shareholders ultimately pay these compensation pack-
ages, we believe that shareholders have every right to know what
decisions the board has made and to know exactly what and how
the company is paying its executive officers.

Today, proxy disclosure is all too often a very lengthy, abstruse
narrative that obscures the relevant facts. In its place, we plan to
require summary charts and graphs that will set forth clearly and
in detail the components of compensation awards to senior officers.

In addition to enhancing disclosure, the SEC will also propose to
require that the members of the compensation committee of the
board of directors state publicly in the proxy statement, signing it
to indicate their support, the factors that they relied on in granting
specific compensation packages.

It should not be enough just to announce the total. If you have
awarded multimillion-dollar incentive compensation, it ought to be
the responsibility of the directors to say why and what were the
underlying factors. If they were not profits, were they improve-
ments in quality? Were they improvements in other aspects of how
the company is run?

And if the directors cannot explain the awards, then the share-
holders ought to know that also. So we believe that this require-
ment for public disclosure for what the reasons for compensation
decisions were will have a very great and a positive impact.

Where companies do not have a compensation committee that is
exclusively composed of outside directors and exclusively composed
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of directors who do not serve on an interlocking compensation com-
mittee, then we will propose even more detailed disclosure.

I might add, we will propose extremely detailed disclosure con-
cerning the facts that went into decisionmaking and all the finan-
cial interrelationships among these decisionmakers.

Because we believe that where there are these types of “inter-
locks,” or directors serving on each other's compensation commit-
tees, then the shareholders have even more reason to be concerned
about the motivation for compensation decisions. We are going to
require very detailed disclosure for those situations.

Effective earlier this year, the SEC tovk what I believe to be a
very important step. That was to begin to require all public compa-
nies to include in corporate proxy statements resolutions setting
forth shareholder views concerning compensation for senior execu-
tives.

Traditionally, shareholders were not allowed to express a view or
to vote on the appropriateness of board compensation decisions.
But we now believe—and I certainly credit Senator Levin for help-
ing to bring attention to this issue—that shareholders who are pay-
ing these compensation awards ought to be able to express quite
directly and quite openly their views on whether the compensation
programs are appropriate.

While shareholder resolutions are only advisory in nature, they
allow shareholders to provide direct input concerning decisions on
compensation without having to mount an expensive and disrup-
tive proxy election contest to remove the bcard.

Pursuant to this new voting policy and interpretation, 10 compa-
nies were required this year to include resolutions regarding senior
executive and director compensation in their 1992 proxy state-
ments.

An additional 33 shareholder proposals were submitted to share-
holders regarding executive compensation disclosure and golden
parachutes,

The SEC program in this area is simple. Our goal is to assure
that shareholders are well informed and that all the facts regard-
ing compensation that the shareholders are being asked to pay are
out in the open, on the table for everybody to see.

At the same time, we seek to foster better accountability of the
board of directors to the shareholders for the decisions that they
reach because the board is legally responsible for protecting the in-
terests of shareholders.

Through these steps, we hope to allow shareholders, directors,
and management to work out for themselves in a totally open proc-
ess what is the best decision for each particular company. Thank
you.

[The prepared statement of Mr. Richard C. Breeden appears in
the appendix.]

Senator BOREN. Thank you very much, Chairman Breeden. We
appreciate your comments. And I want to commend you for the ac-
tions which you and your colleagues at the SEC have taken in
terms of providing greater disclosure and accountability so that
shareholders really can have a greater say in determining what
levels of compensation should be.
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And I think you are absolutely right that disclosure and account-
ability are really the two most important factors here because there
can be unique circumstances that apply to one company, reasons
for setting compensations at a level given the circumstances at one
company that might not apply to another.

I esfpecially like the idea of requiring the compensation commit-
tees of corporations to provide a clear rationale for these decisions,
setting forth the factors, and signing these statements, thereby as-
su.ming responsibility. Again, these actions strengthen the whole
area of accountability.

And I understand what you said about stock options and that
stock options can be a very important device to compensation to
performance in the way of uniting the interest of the managers and
the owners, the shareholders of companies.

What progress are you making in terms of finding a way to pro-
vide evaluation of stock options and to communicate that informa-
tion about the evaluation of stock options to the shareholders?

And perhaps you could also—I know it is a very complex sub-
ject—explain to us some of the technical problems that are con-
fronting you and confronting the accounting profession in trying to
make these evaluations and set these standards.

Myr. BREEDEN. Mr. Chairman, I will try, although I should indi-
cate at the outset that I am not an accountant, and these get to
be very complex questions.

The fundamental difficulty or the first thing to understand about
options is that they are awards of something that is contingent, be-
cause exercise is not a certainty.

Options are contingent in two major respects. First, options typi-
cally have a period between when they are granted and when they
vest—that is, when they become a legal entitlement that the execu-
tive may exercise. There may be a period of 4 or § years that the
executive has to remain with the company before he actually has
a right to exercise the option.

If the executive retires or leaves the company for any reason in
the interim, then the option is worthless. It may not be exercised.
So that is contingency number 1.

Contingency number 2 is a price contingency, unlike restricted
stock where you have only the vesting contingency. In the case of
restricted stock, you at least know that you have stock of XYZ cor-
poration when it vests. So that stock, unless its price falls to zero
and the company is in bankruptcy, will be worth something.

With an option, there is a “strike price.” The option is either
what we call “in-the-money” or “out-of-the-money.” If the company’s
stock has stayed level or fallen, as might occur in the case of a
company that might not be performing well, then the option may
vest, but it is “out-of-the-money.”

The legal requirement is there, the opportunity to exercise it, but
it is not worth anything. You would have to pay $20 to get a $10
stock. So, options may expire worthless.

Now, when an option is granted for, let’s say, 100,000 shares of
stock at market Yrice of 10 for a period of 10 years, that contract
right now certainly has value.

Any investment banker would say that a 10-year call on the com-
panys stock at a fixed price has value, in the same way that a 10-
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year call on 1 million barrels of oil at a fixed price would have
value. But, it is value that may not be related to what the option
will actually ultimately be worth to the executive at exercise.

We can do no more than come up with a rough estimate of what
that value is. There are a number of different formulas that people
use. The answers you get are only as good as the assumptions you
p]ug into those formulas.

If we use one of those formulas for disclosure, it has the benefit
of making clear that a contract right was received that had value.
And, that value may be estimated at, say, $5 million, $10 million
or whatever it might have been.

The disadvantage arises down the road, when the option is exer-
cised, and the amount that the executive gets may be dramatically
different. The number that we put in for value in the year of grant
might prove to be either too high or much too low.

I would be a little concerned if a company disclosed to sharehold-
ers that an option was worth $1 million, and 6 years later it was
exercised for a $100 million gain. People would turn around and
say, “Well, why was the SEC allowing people to suggest that this
option was worth so little?”.

Unfortunately, at the time the option is granted, all we can do
is guess at what it will finally be worth. So, the two alternatives
for how an option grant ought to be disclosed are: (1) to value it
using a formula under whicﬁ we know the result will not be accu-
rate, or (2) to give a range of possibilities—to say, “Here is how
many options were given out at this price. If the company's stock
goes up 50 percent, this is what it mﬁ be worth. If it goes up 200
percent, this is what it will be worth. If it goes up the same
amm}:‘nt it went up in the last 10 years, this is what it will be
worth.”

Then investors can make their own judgment as to what they
think the company'’s stock price will do.

Senator BOREN. Is that where you think you will probably end
up perhaps giving a range using a formula under different sets of
assumptions?

Mr. BREEDEN. Well, that decision has not finally been made, and
I would not want to foreclose my colleagues. So obviously, that is
a decision that will be made by a majority vote.

I personally have come down on the side of a range of possibili-
ties rather than a single number after looking at it very carefully.

That is a bit of change for me. Earlier on, since today we do not
assign any grant-date value, I thought we ought to at least have
one number. After considering the matter, I think providing the
range of pessibilities is probabfy better disclosure.

Senator BOREN. Well, I think it is important that something be
put in the reports, because, as you say, 1t certainly is not accurate
to say that it has no value. All understand that it does.

Mr. BREEDEN. That is the one thing we know for absolute cer-
tainty.

Senator BOREN. We certainly do know that. At least you can give
some general idea about the ranges because, for example, stock-
holders might think if the value of an option was potentially
$600,000—1f the stock continued to appreciate at the rate it has ap-
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preciated, say, in the last 10 years—that compensation might be
appropriate.

However, on the other hand, if the potential is $200 million, they
might think that is excessive.

One last question: you talked about using the tax code and your
concern about that. And you certainly have spoken very effectivel
about the need for disclosure, and for the involvement of sharehold)-'
ers, the owners of the company, in setting the appropriate com-
pensation levels.

The other issue that has been raised is this differential, the gap
between the salaries of average workers in the United States and
the executive compensation versus the size of that gap in other
countries.

You heard from Senator Levin’s testimony and Senator Baucus’
comments that it has been estimated that the average CEO com-
pensation today is maybe 100 times that of the average worker in
the United States; whereas, in Japan, it is 16 or 17 times, and in
Germany, somewhere between 20 and 25 times.

Do you see any problem with this disparity in our country versus
the disparity in other countries?

And I might also ask the question that was posed to Senator
Levin. Do you think that these are accurate comparisons from your
own study of it?

They take into account fringe benefits often paid to CEO’s in
other countries that tend to reduce the amount of cash paid and
increase the noncash compensation, such as housing, cars, and
other kinds of benefits?

What is your position about that? Is that something that should
concern us in terms of the size of the ga and especially the size
of that gap compared to other societies? (gr is this something that
simply ought to be left to the marketplace if the shareholders are
fully made aware of it?

Mr. BREEDEN. Mr. Chairman, it is a very, very good question. I
think that data in comparing other countries’ experiences with our
own raise some troubling questions.

1 personaliy am not convinced that the data are accurate. People
come up with estimates. I do not know how many and what type
of companies are in the samples used for comparison purposes.

We have 13,600 public companies in the United States, whose
compensation practices vary widely. If all you did was samyle the
behavior of the Fortune 600 and you left out 13,000 other compa-
nies, you will get a rather distorted picture than perhaps what is
the average of the entire sample of public companies.

The United States has far, far more emerging-growth companies
than those in other economies that tend to get sampled.

As you point out, the fringe benefit practices are totally different,
as I know from my own work in just comparing registration state-
ments of companies from around the worlcf.)

We have a huge number, ap roachini 500, of foreign companies
whose securities are traded in %.S. markets. From reviewing those
financial statements, I know that there are enormous differences in
the way accounting rules work, and in the way compensation prac-
tices work.
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So you get into an element of comparing apples and oranges.
Thus, I am a little leery of making decisions of this significance re-
garding how we are going to run our economy based on some ste-
tistical analyses that may or may not be really accurate.

In the long run, I do not want to suggest that there is not a prob-
lem out there. I think there are cases in which the abuse is clear
and gtanifest and the shareholders’ interest has not been well
served.

There are cases in which the directors certainly must have been
asleep. That is the best you can say for what some of them are
doing in terms of looking out for shareholder interest.

I prefer a market solution to such problems. I prefer making
those directors individually sign on the bottorh line. There is a re-
freshing bit of self-examination that goes on when you have to sign
a document that is going to give you personal liability for stating,
“Yes, I made that decision. I am willing to say it is appropriate.”

People need to think a little harder about some of the decisions
they have been making. Let’s let the shareholders and the directors
and the management of these companies work it out among them-
selves—they are the interested parties—rather than trying here in
Washington to come up with a rule for every company in the Unit-
ed States. The only thing we know for sure is that whatever rule
we come up with will not be adequate and will not be flexible
enough.

Senator BOREN. Would it be appropriate to include in the state-
ment or the summary of what the compensation is, the figure com-
pares the total executive compensation package is in comparison
with the salary of the average worker and then let the sharehold-
ers have that information?

If it is 26 to 1, if it is 100 to 1, if it is 300 to 1, let the sharehold-
ers know what the CEO compensation is in terms of the compari-
son to the wages of the avera%e employee of that company.
afin, leave it up to the flexibility of the company to work out
whether it is appropriate or not.

Mr. BREEDEN. I personally do not think that is the most relevant
information. I think the relevant information—this is a personal
view—is to compare the profitability level of the company, or how
it is doing at creating shareholder wealth, with how the company
is doing creating managerial wealth. .

I accept that there are considerations involved in comparing ex-
ecutive pay versus other pay for other people in the company, but
industry by industry, those multiples may vary dramatically.

In the entertainment industry, to include the multimillion dollar
salaries of the anchor persons reading the news may askew the
numbers rather to the high end. The same would hold true of stars
in movie productions as opposed to an industrial company.

I am not sure whether those multiples are as good a disclosure
as forcing the company to disclose how its profitability in the mar-
k{atplace compared with that of other companies in the market-
place.

Is it outperforming its competitors or is it under-performing
them? That is where I think we need to focus attention, where ex-
ecutives ought to be held accountable. They are not there {ust to
be ceremonial figureheads. They are there to produce wealth for
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the shareholders and security along the way for their employees.
If they do not do that, then we should not be debating pay. We

gught to be debating when it is time to find somebody who can do
etter.

Senator BOREN. Well, I understand what you are saying. I will
just leave you with the thought that I think it is worth considering
whether or not information should be available to the shareholders
in terms of the disparity between compensation of the average em-
ployee and the leadership of the corporation. There are important
social questions involved Ylere.

One of the most disturbing things to me in terms of social devel-
opments in this country over the last decade or so is the shrinkage
of the middle-income group in this country. The middle class which
has been the glue which has held the country together.

I think we only need to go to countries like Brazil, for example,
where the middle has begun to disappear, where there is extreme
polarization of a society divided between the “haves,” and the “have
nots,” to see the kind of impact this phenomenon has on a society
and the social fabric of a society. Moreover there is an impact on
the corporate culture of people inside a business who may no longer
feel they are a part of a team, that we are all striving for some-
thing, rather than some taking more advantage than they should.

Even perhaps, what is the appropriate level of disparity even in
a company wﬁere there is good performance? Obviously the man-
ager deserves some credit, but the employees obviously would de-
serve some credit, too, if a company is doing well and has high lev-
els of productivity.

When employees see a gap widening, there is a morale factor
that_at least the shareholder should be aware of it in the proxy in-
formation that is given out.

Mr. BREEDEN. Mr. Chairman, we certainly will think about that
as a disclosure item. If we can do it without a 500 page set of regu-
lations, just defining what is in and out of the formula, we will cer-
tainly look at it.

It might be interesting to note here that at least one of the reso-
lutions that we required to be voted on this year in the proxy sea-
son was a shareholder resolution to cap salary at a multiple of
worker wages.

Senator BOREN. Right.

Mr. BREEDEN. So from this point on, it is the law of the United
States of America that companies must include resolutions of that
kind for shareholder votes.

There is nothing, as of last February and going forward, that
would prevent shareholders, motivated exactly by the concerns that
you expressed much better than I could, from putting forth such a
proposal. Let the management, if it opposes, say why, and let’s see
what all the shareholders think about it.

So we have forced those questions into the domain in which the
shareholders get to have a say about how the company is doing it.

Senator BOREN. Very good. Senator Daschle.

Senator DasCHLE. Thank you, Mr. Chairman. I could not agree
more. I think that, in the interest of full disclosure, an approach
of that kind would do wonders at stockholder meetings ang would
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create an opportunity for stockholders to be far more aware of the
dealings and operations of the business themselves.

We have talked a lot about the marketplace and its role in mak-
ing these determinations. And I think, to the largest degree, that
really is the issue. But I think we would be foolish to ignore com-
pletely that the taxpayers also have much at stake here. Taxpayers
are also a part of this decision.

As the chairman indicated, this is a $2 billion com ritment. The
failure to limit the executive compensation deduction alone is a $2
billion commitment on the part of the taxpayers.

So it becomes more than just a marketplace question. It is also
a tax subsidization question. It represents, in my view and 1 would
be interested ia your thoughts, Mr. Breeden, a cost shifting away
from the stockhoﬁlers onto the taxpayers in the form of a tax sub-
sidy when compensation questions are determined.

Mr. BREEDEN. Senator, I do not believe so. Again, as I indicated
in my statement, I think it is very likely that we will cause enor-
mous economic damage to the country—there will be lower profits
to be taxed, less revenue to the taxpayers and, therefore, larger
budget deficits if we start getting in the business of micro-manag-
ing how corporations conduct their business.

f American business were run with the same quality with which,
in the aggregate, the American government is run, we might have
considerably higher bills for the taxpayers because companies
would be performing less well. We would have more unemploy-
ment. We would be paying more unemployment benefits.

You take a company like Wal-Mart, which began with one store
in Bentonville, AR. Tﬂe investors who paid $16.50 a share in the
original IPO now have stock worth $27,000 per original share. That
company employs over 370,000 people coast to coast now.

If we had in the early stage made it tougher for that company
to finance its business through arbitrary rules on what could be de-
ducted and what could not, maybe we would not have 370,000 peo-
ple working for Wal-Mart today.

So, I accept the point that we should not be encouraging, as a
matter of public policy, what some would perceive as an excess, but
I do not know where you stop when you start picking out ordinary
business expenses and saying, “Wel{ you cannot deduct this one
and you cannot deduct that one.”

The result of that kind of an approach is not that the executive
ﬁays more tax, but that the shareholders pay a higher cost and

ave a lower return. That provides less incentive for them to invest
unless they receive a higher rate of return.

So, the cost of capital will go up. That will raise the cost of doing
business for every company in the country, even those that are not
paying excessive compensation. So I just do not agree.

Senator DASCHLE. I guess I have heard you answer the question
twice now. The first answer was that it did not represent cost shift-
ing.

And now I think I just heard you say, if we limit deductibility,
it is going to mean a greater shift of the burden onto the stockhold-
ers, which could have a detrimental effect on overall profitability.
Did I misunderstand what you said?
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Mr. BREEDEN. Well, if you start disallowing selectively, various
deductions. We can disallow deductions for the salaries of corporate
employees above a certain level. We can disallow payment of adver-
tisin}g‘ bills above a certain level that we deem not to be socially
worthwhile. We can disallow payment of legal bills to lawyers who
charge more than a certain amount per hour.

I mean, we can go through every type of expense that businesses
have and announce from Washington our policy on how much com-
ranies ought to be J)aying. But what a company pays for salary or

egal services or advertising in New York City may be different
than what it would spend in Bend, Oregon. How do you set a sin-
gle, i?nﬂexible tax formula that will try to answer aﬁ those ques-
tions

The result when you disallow deductions is that you are, through
subterfuge, raising the effective tax rate.

Senator DASCHLE. But do we not now limit the deductibility on
a whole range of business activities?

Mr. BREEDEN. You cited some of the limits that exist today.
Again, I want to repeat that I am not here as an expert in tax pol-
icy, and I do not represent the administration in that capacity. So
I can only give you my personal view——

Senator DASCHLE. But you have used the tax argument as a rea-
son why we should not do it and then cite your lack of experience
in the tax area as a reason why we ought to keep the practice as
it is.

Mr. BREEDEN. Oh, no. I am only saying that, if you ask me to
describe all the deductions in the current tax code, others can do
that better.

Senator DASCHLE. So you would acknowledge that we do limit
tax deductibility in many areas of business practices today.

Mr. BREEDEN. I do not know if it is many. I know we do for cars.
And there are some——

Senator DASCHLE. Do you support the concept of reasonableness
in our approach to tax deductibihity?

Mr. BREEDEN. I think the tax code has certain general standards
about reasonableness of deductions that do not attempt to apply
specific micro-managed limits of “X” dollars per salary, for example,
and a general limit that can be applied by the courts or the IRS
in an across-the-board fashion. It may be more appropriate in cer-
tain very specific circumstances.

But I think the idea of trying to put an express cap on salaries,
whether you pick $100,000 or $500,000 or $1 million, is something
that would lead to a higher cost of capital for every business in
America.

That will make it much harder for the small businesses that are
trying to grow and create jobs and opportunity in this country to
do so. I think that will be counterproductive.

Senator DASCHLE. Let me make sure we all understand what it
is we are talking about here. No one is capping salaries. I do not
know of anyone who has come forward to say there ought to be a
complete cap on salaries.

The question is whether or not there should be some limit on the
deductibility of compensation from a taxpayer’s point of view when
we face a $400 billion deficit?
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Isn’t it in the taxpayer’s interest to consider limiting the deduct-
ibility of compensation at some point, some level of compensation,
whether it is $10 million, $20 million, $30 million, whatever it is,
if indeed we are as concerned as we profess to be about the deficit?

Isn’t there some level beyond which it is detrimental to the tax-
payer to be subsidizing compensation, not capping compensation,
but subsidizing compensation through the tax code?

Mr. BREEDEN. I disagree respectfully that it is a subsidy of com-
pensation. If we are looking at what is important in taxation, it is
to look at{ the net. Did the company make a profit or did it not?
At what rate do we want to tax the profit or loss that they had?

By picking out individual components of that, but not others, I
think you run the unfortunate risk of effectively raising the tax
rate on equity holders.

Instead, if we have a problem in our tax code today as it applies
to the capital markets—and I am on a little stronger ground
there—it is that we tax people who make equity investments at too
high a rate.

We are the only country in the world that provides no relief for
the double tax on dividends. We have not in my judgment made
wise decisions about capital gains in this country.

So we tax the holders of equity securities as opposed to people
who invest in debt securities. Yet, equity securities provide the
greatest flexibility, the greatest ability for investing in long-term
R&D, long-term plant and equipment or other productivity-enhanc-
ing investments. :

We hit equity investors over the head with a two-by-four through
the tax code. The proposal you are discussing would make it worse,
and I do not think that is tf\':e direction we ought to be going.

Senator DASCHLE. Well, that is a completely different issue. And
I share some of your concern about double taxation.

1 guess we are going to have Graef Crystal here later on. As I
understand it, one of his points—which is the same as Senator Lev-
in's point—is that there really is very little correlation between
compensation and performance,

We saw it with Senator Levin’s chart, and we have seen a sub-
stantial degree of evidence in other contexts. Studies have been
done time and again. So I do not think that argument is as meri-
torious as some would believe.

But again, thank you for your comments. And thank you, Mr.
Chairman.

Senator BOREN. Thank you very much, Senator Daschle. We
bhave also been joined by Senator Danforth, a very active member
of this Committee.

And Senator Danforth, I will turn to you now for questions. And
since you were not here when we began our opening comments, if
you have any additional commec_ats you would like to make as you
proceed with the questions, I will certainly allow you to do so.

Senator DANFORTH. Mr. Chairman, thank you very much. Mr.
Chairman, first of all, following directly on the colloquy between
Mr. Breeden and Senator Daschle, Senator Daschle dia ask impor-
tant questions about tax policy. And I want to say that I agree en-
tirely with Mr. Breeden’s testimony.
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But I think that because the issues of tax policy are so important
here, we really should hear from the Assistant Secretary of the
Treasury for tax policy.

He is the expert on what constitutes an ordinary and necessary
business deduction. And he is also an expert on those instances
where Congress has attempted to create its own definitions beyond
the genera?rdeﬁnition of ordinary and necessary business deduc-
tions.

And I know that we hope to take this up before the Committee
next week, but it would seem to me to find an hour sometime when
Mr. Goldberg could come before us and talk to us about the tax pol-
icy implications.

This does have major consequences with respect to tax policy. It
might sound like it is a reasonable thing to do. It is kind of good,
popular stuff. Let's cap what an ordinary and necessary business
deduction is.

We have been through this time and time again. And I can re-
member a former and great Chairman of this Committee, Russell
Long, on the floor of the Senate.

At one time, I was for one of these schemes to cap business de-
ductions. And he said, “This is just big brotherism. It is an over
manipulation of private decisions through an attempt to fine tune
the tax code.”

And because of the tax policy implications, we really should have
the tax policy person of the administration at least giving us the
benefit of his wisdom.

I agree with Mr. Breeden. I think that—and 1 am sure it would
be politically popular to say I did not agree with Mr. Breeden.

But just sitting here thinking about the great lesson to me of the
1986 Tax Act, the great lesson of that Act to me is the danger of
doing dumb things to the tax code that seem like smart things
when we are doing them. '

I wanted to serve notice to the Committee about what I would
consider to be a matter of common fairness which will turn up as
an amendment that I will offer if we persist on this course.

I think if we are going to do this, we should provide that there
is going to be & limit to deductibility for payments made to all em-
ployees, not just some employees.

The way this proposal, this legislation is written, only those
called covered employees, meaning officers of businesses have this
limit to the deductibility applied with respect to their salaries.
Therefore, Mr. Breeden raised the question of athletes.

Athletes are not ccvered employees. How do we in Congress say,
well, we are going to cap deductibility for corporate officers, but not
for athletes? :

Why do we say, okay, the St. Louis Cardinals can pay Ozzie
Smith whatever they want to pay him? We won’t have any limita-
tion on that deductibility, but we will have a it on the deduct-
g)i“tﬁ of what is paid to the chief executive officer of Anheuser-

usch.

I mean, why not do it to everybody? And why have only covered
employees? Why onl.g/ officers? Why only officers of companies? And
why employees only? How about partnerships?

60-289 0 - 92 - 2
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I mean, what if a partner is drawing $2 million? Why should we
have what amounts to an exception for lawyers? Are lawyers of
greater value to this country than corporate executives? [Laughter.]

Do we make the decision here in Washington handed down from
on-high that we really think that American business is spending
too much money on people who know how to run a business, but
it is quite all right to pay whatever they want to to their lawyers?

Ang then, of course, there is—

Senator BOREN. I am glad, Senator Danforth, you are refraining
from populist appeals. [Laughter.]

Senator DANFORTH. I know when to make them. [Laughter.]

How about movie stars? I do not think they are covered by this.
Do you know, Mr. Breeden? I mean, you are not the tax authority,
butdl will just assert that what is paid to movie stars is not cov-
ered.

Now, on of the matter of public policy, do you understand why
we should limit the deduction for payments to corporate executives
and have no limits for the deduction of payments to movic stars?

Mr. BREEDEN. Senator, you are demonstrating rather effectively
that this kind of approach gets us out on a slippery slope of trying
to engineer the economy through the tax code, which I think woul
be disastrous.

I do not believe that the people who produce the jobs in America
are less important than the people who produce touchdowns in
America. In fact, I happen to think both are important, but if we
start picking and choosing which ones we think are more important
to the economy, the only thing that is certain is that we will do a
bad job of that. We will end up having slower economic growth
than we would otherwise have.

Senator DANFORTH. We should at least treat them the same way,
don’t you think? I mean, if we are raisin§ all this money, why not
raise money from Michael Jordan’s salary?

I mean, why not say to the Chicago Bulls, “Look, if you want to
gay all this money to Michael Jordan or to the Chicago Cubs’ Ryan

andburg, if you want to pay whatever it is, $7 million to him, we
are going to cap your deductibility?”’ It would make just as much
sense, wouldn't it? And it would produce a lot of dough for Uncle
Sam. That is what we need, more money here so we can spend it.

Mr. BREEDEN. Well, it may well produce more income, but it will
do so by raising the ticket price of movies and raising the ticket
price of going to a baseball game or a basketball game.

In effect, you are—through the back door—taxing the general
public rather than taxing the people that are involved. That to me
sounds like bad tax policy. I know it is bad economic policy.

Senator DANFORTH. Let me just ask you this. This is something
that I think you do clearly know. There are corporate headquarters
located all over the country, aren’t there?

I mean, there are—we have corporate headquarters in Missouri,
St. Louis, and Kansas City in particular ang elsewhere as well.
And there are corporate headquarters in Oklahoma. There are cor-
porate headquarters all over the place, aren't there?

I mean, there are corporate executives, CEO’s of corporations
who live in Nebraska and who live in Minnesota and Colorado and
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all over the country. And there are also some corporate executives
who live in New York City.

And is there in your opinion a difference in the value of com-
pensation to a corporate executive who lives in New York City and
a corporate executive who lives in, say, Mexico or Missouri?

Mr. BREEDEN. I assume that there are considerable cost-of-living
differences.

Senator DANFORTH. Amazing, wouldn’t there be? I mean, if you
would pay a—what 18 a major corporation located in New York?
Just name one headquartered in New York.

Mr. BREEDEN. AT&T.

Senator DANFORTH. AT&T. If you were the President of AT&T
and you were paid, say, $1.25 million a year, would that be worth
s much than if you were paid $1.25 million—I am sure he is paid
more than that, but—and your headquarters were located in, say,
Tulsa, Oklahoma?

Mr. BREEDEN. Well, I suspect there is a bit of a cost-of-living dif-
ference in those two locations.

Senator DANFORTH. There would be a rush for the door in New
York, wouldn’t there? I mean, the moving vans would be packed.
Maybe that is iood. I mean, maybe that—we want to share the
wealth around here and get these people moving their corporate
headquarters elsewhere. We can get them to move to who knows
where, to the bomb shelter of the Greenbriar, you know. [Laugh-
ter.}

Senator DANFORTH. The CIA facility in West Virginia. I mean,
there are all kinds of places where we could dispatch our corporate
executives if we make it punitive enough to corporations to con-
tinue ogerating in high-cost places.

Mr. BREEDEN. Well, Senator, as I tried to express in my testi-
mony, I think that among shareholders in this country as among
the general population, there is a justifiable sense of outrage at
some of the practices that have occurred.

I do think that any of us would suggest that some of the pay de-
cisions that some companies have made are outlandish, to be chari-
table. So I am not here to say that there is not a problem.

But, the question we have to focus on is what is the best way
of addressing that problem?

I would far rather see us turn America’s shareholders, who must
pay that compensation, loose on the directors who are handing it
out, through giving shareholders better information and a better
ability to speak up in their companies, than to try and handle it
through swarms of IRS agents or changing the tax code.

I thank it is a question of what is the best means to try and re-
spond to a legitimate issue.

Senator DANFORTH. I agree with that. I want to ask just one
other informational question, if I can, Mr. Chairman. This limita-
tion in this legislation applies only to so-called covered employees.
And covered employees are defined to mean any employee of the
taxpayer who is an officer of the taxpayer.

Is that a term of art that is clearly established in the law? Or
would it be a matter of constant litigation to determine who is, in
fact, an officer and who is not an officer?
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In other words, is it true in the world of corporate organization
that a rose by any other name smells as sweet?

Mr. BREEDEN. That is an excellent point. There are huge dif-
ferences, just industry-by-industry, in the level of people who are
deemed to be officers. We have several different definitions of offi-
cer for different purposes within the securities laws alone.

I am sure that, if you look through all the laws of the United
States, you would probably find dozens or hundreds of different
definitions of what an officer is.

In a bank, for example, it is very common to have the loan offi-
cers in every branch have a title of Assistant Vice President, for
example, and be an officer of the bank. There may be many, many
officers of the bank.

In other companies where you do not have a need to create this.
tif%e in dealing with the customer base, you may have few so-called
officers.

Senator DANFORTH. Is it conceivable also that the resident genius
of a particular corporation, that person without whom the business
coulcr not exist could be paid a very, very large salary and in order
to circumvent this provision be given no official title at all?

Mr. BREEDEN, Well, I think the Boston Celtics are a publicly-held
company. I doubt that Larry Bird is considered to be an officer of
the company, but he would fit most people’s definition of an em-
ployee who is rather important to the organization and its profit-
generating capabilities.
~ Going beyond the sports world, clearly, in high-tech industries
you have the people who are vital to our competitive future as a
nation, the scientists and che engineers who are responsible for in-
venting products in the first place and designing ways of making
them at low cost and high quality. These people may not be cor-
porate officers, but may in some cases be very highly compensated
where they have scientific talent, for example.

So I think you head into a nightmarish approach of twi(r’l(f, in es-
sence, run a centrally-planned economy through the tax code when
you start saying who can deduct expenses and who cannot.

In fact, why should we stop at salaries? If we are going to pick
out things that we think do not have social utility, well, then
maybe we should not allow deductions for other types of activities.

Maybe we should not allow deductions for payment of legal bills
or payment of advertising bills or other kinds of payments.

Who is to pick and choose? It is a very slippery slope. And it re-
Jjects wisdom that has been embodied in the tax code—to the extent
that anyone can associate wisdom and taxes in the same breath—
of trying to focus on what overall profitability was and then tax the
profits that result from these activities, not the components.

Senator DANFORTH. Well, 1 hope to at least help the Internal
Revenue Service in its regulatory capacity to deal with this present
problem because the definition of officer is going to be a nightmare.

So my amendment will provide that all remuneration is going to
be covered by this provision.

And I just want to serve notice, Mr. Chairman, to the Committee
and anybody else who is interested that if we are going to do this,
wf% are going to do it for all remuneration, not just for corporate
officers.
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Senator BOREN. Thank you very much, Senator Danforth. Let me
say that Mr. Goldberg is already scheduled to testify before the Fi-
nance Committee. He had been scheduled to testify on the subject
of the Unemployment Extension Bill which also include the tax
provision as a possible way for paying for part of that extension.

So he will be testifying before us. And we will make certain also
that his comments that specifically relate to this issue be included
in our hearing record.

Chairman Breeden, again I want to thank you for being with us.
And I want to commend you again for the steps which the Commis-
sion has taken in the area of greater disclosure and greater ac-
countability for compensation decisions to shareholders.

Mr. BREEDEN. Thank you very much, Mr. Chairman,

Senator BOREN. ThanK you very much.

Could I ask our visitors to please keep order?

I ask the next panel to begin to come up to the table.

And I want to thank my colleague, Senator Danforth, for high-
}ighting the attractiveness of Tulsa as a place for corporations to

ocate.

It 1s not only a matter of cost of living, but I will also say that
according to a survey of executives across the country, the last
three surveys have all ranked Tulsa in the top three cities for qual-
ity of life, the cultural life of the city, as wels) as the cost of living.
So I want to thank my colleague for pointing that out.

Our next panel is com oses of 4 witnesses. The first is Mr. Graef
Crystal, Bud Crystal, who is an authority of executive compensa-
tion, having served for several years as a compensation consultant,
now studying the issue as a professor and as commentator and also
as an author of a book on this subject.

He is an adjunct professor at the Haas School of Business at the
University of California at Berkeley and the author of “The Crystal
Regort”, a widely circulated newsletter on comfpensation issues,

lena Berg is the Chief Deputy Treasurer of the State of Califor-
nia and here today representing the State Treasurer’s Office. The
California Treasurer is the trustee of the California Public Employ-
ees Retirement System and the California State Teachers Retire-
ment System as well.

Ms. Berg represents the Treasurer in meetings of these trustees.
Of course, these state pension funds are very influential and impor-
tant institutional investors. And they have been outspoken on the
issue of executive compensation. Ms. Berg, we welcome you to
these hearings today.

I am especially pleased to also be able to welcome today Jean
Gumerson, an individual shareholder who is also President of the
Presbyterian Health Foundation in Oklahoma City, a person that
Ishave known for a long time, and a very valued civic leader in our

tate.

She is a member of the United Shareholders Association which
is a nonprofit organization that works to ensure shareholder inter-
est. She will be representing the views of the United Shareholders
Association.

I also want to welcome Mr. George Sollman who is president and
l<}hief %)jfcutive officer of Centigram Communications Corp. of San

ose, CA.
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Centigram was incorporated I believe in 1980. Is that correct?

Mr. SOLLMAN. Yes.

Senator BOREN. And it became a publicly-held corporation in
1991. A significant part of the compensation paid to its employees
is a combination of incentive stock options andp profit sharing plans.

And we have had discussion already about the importance of—
providing compensation incentives, particularly for new startup
companies, innovative companies.

I might say as an aside, this is one of the issues that has inter-
ested me for a long time. I have long advocated special capital
gains differential tax treatment for appreciated value of stock in
companies, especially thoge that are new startup companies, as a
way of encouraging this kind of entrepreneurial activity which I
think is very important in terms of maintaining the dynamism of
our economy.

So we welcome all of the members of our panel here today and
apIpreciate your taking the time to be with us.

might ask if you could be brief because we have been going a
bit overtiine this morning. We want to hea- everything that you
want to tell us. I do not want to cut any of you short, but if you
could summarize and highlight your statements as much as pos-
sible for us, I would appreciate it.

We will receive your full statements for our written record. And
I think in that way, we can go to the heart of the points that you
wish to make. And we can conserve some time.

I know some of the members of our panel have airplane reserva-
tions and other appointments to keep. So if we could keep our testi-
mony within boundaries of time constraints as much as possible, it
would be appreciated.

Mr. Crystal, we will begin with you. And we welcome you.

STATEMENT OF GRAEF S. CRYSTAL, PROFESSOR OF ORGANI-
ZATIONAL BEHAVIOR AND INDUSTRIAL RELATIONS, UNI-
VERSITY OF CALIFORNIA, BERKELEY, CA

Mr. CRYSTAL. Thank you, Mr. Chairman. I will try to be brief.
Although having been paid by the hour for 20 years, it is very dif-
ficult for me to work against my own incentives. [Laughter.]

Mr. CRYSTAL. I will not repeat the statistics which have already
been eloquently presented concerning the growing differential be-
tween American CEO'’s and their workers and between American
CEO’s and the CEO’s of other countries. Rather, what I would like
to do is concentrate on the pay for performance issue, because to
me a market is by definition something that allocates resources in
an efficient and rational manner.

To the extent that you do not meet that test, then you do not
have a market. A lot of people are quite fond of saying that, “Look,
you should not challenge the CEO compensation market, that is
the market, that is supply and demand. If Americans make $5 mil-
lion a year, well, that 1s just the way it is.”

But there is the troubling aspect of this pay for performance
issue, To put this in perspective, Kenneth Lehn, who was formerly
the Chief Economist of the SEC, conducted an interesting study for
his dissertation. And that was to try to predict the pay of baseball
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players. That is to say why does one baseball player make more
than another?

And he found that he could account for approximately 756 percent
of the differences in their pay if he knew such rational things, in
the case of a batter, as his batting average, his runs batted in, the
number of bases stolen, etc.

And in the case of pitchers, how many éames he won, his earned
run a]verage, whether or not he won the Cy Young award? Very ra-
tional.

You can never explain 100 percent of the market because all of
us :lnake dumb buys from time to time, but 75 percent is pretty
good.

Now, let me contrast that with a study that I just finished, using
data from Forbes magazine’s cwrrent issue in June on the pay of
some 800 CEQ’s. I concentrated on some 200 CEO’s who are among
the CEO’s of the 300 largest companies and all of whom had been
in their company jobs as CEO for at least 5 years.

So I had b years of aggregate pay data on these CEQ’s, not just
in any year, but all 6 years taken together: their 5 years worth of
salaries, their bonuses, their stock options, exercised profits, their
free share grants. You name it, it was in there, at least according
to Forbes.

And so I thought to myself, here is an interesting test. Let us see
what the relationship might be between the pay of these CEO’s on
the one hand and the performance of the company. And in this
case, my performance measure was the 5-year total, shareholder
returns counting stock price appreciation and dividends.

You would think there ougﬁt to be a robust connection, That is
to say, the hiﬁher the performance, the higher the pay. Well, you
would be totally wrong. You can only explain 0.8 of 1 percent of the
difference in pay if you know the performance of these companies.

Let me put it another way, if I were to take a spreadsheet and
go down one column with the 200 companies and list in each case
their compounded total returns for 6 years, that is one column.

In the second column, I get out a table of random numbers and
I pick a number somewhere between $2560,000 a year and $12 mil-
lion and just put it down next to the companies. That would be the
result that I obtained,

There is no relationship whatsoever. And if there is no relation-
ship, to my mind, there is no market.

urthermore, if you look at the unfortunitely, you see too cozy
relationships between CEO’s and their boards, where the CEO se-
lects the directors, where the directors seem to see the CEQO as the
boss because he is the chairman of the board, rather than the re-
verse, and where you see the tremendous barriers to entry for
qualified women and minorities into top-management ranks.

I am sure that any number of talented women would probably
gladly turn their bacﬂ on the protection of the Equal Pay Act and
take the job for $1 million a year instead of the more normal, say,
$2 million, just to get the market Eoing.

So we have a serious problem. But whether the problem involves
the solutions, some of them contemplated by this Committee, is an-
other issue. I certainly applaud Senator Levin’s work in the area
of better disclosure and in charging and earnings for stock options.
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The issue of deductibility of compensation is one I have some
problems with. I do not think, in centrast to perhaps some earlier
speakers, that it will be the end of western civilization if you actu-
ally enact this provision. It will probably have a relatively modest
impact.

ut nonetheless, from a conceptual standpoint, you are sort of
going for a one-size-fits-all approach. And so if you say $1 million
18 the cut point, if $1 million 1s the right number for an outstand-
ing performing CEQ, it is clearly the wrong number for a poor per-
forming CEO.

And if it is the right number for a poor performing CEO, it is
clearly the wrong number for an outstanding performing CEO.

I am not saying that you should not do tiis. My own preference
would be, if it could be done, to unleash the Internal Revenue Serv-
ice into this area.

I was very disheartened to learn in talking with senior officials
of the Internal Revenue Service that they have had only the most
modest success in challenging the reasonableness of executive com-
pensation. And that is only where we are talking about closely-held
corporations and where we have involved the so-called disguised
dividend issue.

But when it comes to challenging the reasonableness of the pay
of a CEO of a huge corporation, a huge publicly-owned corporation,
and where the pay may be as much as $80 million a year, the IRS
has told me that they just do not even bother to try because they
have no basis they feel to even assert what this standard of reason-
ableness is.

So to my way of thinking, if it were possible—and I am not a
lawyer—if it were possible for your Committee, for the Congress to
provide some better standards for the IRS, where based on the
facts and circumstances they could go up against a specific com-
pany and say, “Look, this is too mujl,” and 1if they could then, in
effect, cause other companies to look at this and say, “Hey, what-
ever this barrier is, let’s stay a good way away from it,” that would-
be an approach that I would myself prefer.

I think I have used enough time. So I will just stop at this point.
Thank you, Mr. Chairman.

[Th?1 _prjepared statement of Mr. Graef S. Crystal appears in the
appendix.

enator BOREN. Thank you very much, Mr. Crystal. Next we will
hear from Ms. Jean Gumerson. And as I have indicated, she is rep-
resenting the United Shareholders Association. I am told that she
is also accompanied by Mr. Ralph Whitworth from the Association.

And Mr. itworth, we welcome you as well. And if at any point
you wish to add a comment during our question period, please feel
free to do so.

Ms. Gumerson, we are very glad to have you.

STATEMENT OF JEAN G. GUMERSON, OKLAHOMA CITY, OK, ON
BEHALF OF THE UNITED SHAREHOLDERS ASSOCIATION, AC-
COMPANIED BY RALPH WHITWORTH, PRESIDENT, THE UNIT-
ED SHAREHOLDERS ASSOCIATION, WASHINGTON, DC

Ms. GUMERSON. Thank you, Chairman Boren and members of
the Subcommittee. I am pleased to be here today.
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I am Jean Gumerson, appearing as a member of the United
Shareholders Associrtion to offer the perspective of an individual
shareholder on executive compensation in American corporations.

USA is a nonprofit, grassroots, shareholder rights, and advccacy
group. USA worY(s to improve the competitiveness of American cor-
porations through greater corporate management accountability to
shareholders.

USA has 65,000 members nationwide and local chapters in 40
American cities. I am one of those members. And as an individual
shareholder, it is a privilege for me to share my concerns with you.

I am concerned agout what cften appears to be irrational execu-
tive compensation. In other words, executive pay that has no ap-
parent correlation to performance. And I as a shareholder am less
cor_lgerned with how much executives are paid than how they are

aid.

P After all, when resources of a company are used for irrational
compensation packages, the shareholders, the owners of that cor-
poration, ultimately pay the price.

I amm alarmed at all the attention devoted to the pay that seems
to have done so little to actually align compensation with perform-
ance.

According to Business Week’s recent survey, average total CEO
compensation last year rose 26 percent to an average of more than
$2.4 million, while corporate profits fell by 18 percent.

I am concerned that the real problem of executive pay is often
misunderstood. This is reflected in some of the remedies that have
been proposed, which could end up creating more problems than
they solve.

Any solution must start from an understanding of why executive
compensation is out of control to begin with. In fact, executive com-
pensation is only the most dramatic symptom of a deeply-rooted
problem, the lack of management accountability. .

Studies show that this same problem is also sapping this coun-
try’s competitiveness and contributing to our economic doldrums.

Let me make it clear, shareholders do not want to micro-manage
executive compensation decisions. What they do want is a system
that gives them the ability to demand compensation packages that
link pay to performance.

Several pending proposals offer a tax solution to irrational man-
agement compensation. These proposals, no matter how well inten-
tioned, miss the point. But what is worse, if passed, these mis-
guided proposals will end of costing shareholders more than they
are already paying in a system that has no accountability.

For example, one proposal would deny corporate-level tax deduct-
ibility to executive pay over $1 million. This may sound appealing,
but it will not change any compensation decisions. It will not work
because we must remember that corporate officers and directors do
not pay corporate taxes.

It is not their money. It is the shareholder’s. Tax penalties will
not impact éompensation decisions, especially when you consider it
is the executive’'s own personal wealth at stake.

With higher taxes, shareholders would be hit twice: once for their
irrational executive pay and again when higher taxes lead to lower
returns, reduced dividends, and a higher cost of capital.
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Chairman Boren stated that this would be a revenue raising pro-
posal, raising $2 billion. This revenue estimate assumes that the
new tax will not impact executive decisions. And that is correct,
but shareholders will have to pay the $2 billion, not the executives.
;Nhy penalize those who already paying? Let us fix the real prob-

em.

There are 50 million shareholders in America. That does not in-
clude those who benefit from stock ownership through pension
funds, insurance policies, and mutual funds.

Placing a tax penalty on compensation, even if it does not work,
would send the wrong message tc the many creative and hard-
working corporate executives who are creating jobs, expanding the
tax base, and helping to improve America’s competitiveness.

Corporate executives should have the incentive to earn rewards
if justified by corporate performance. Again, the problem with exec-
utive compensation today is n - high pay for superior performance.
'The problem is high pay regardless of performance.

And finally, attempting to limit compensation through higher
corporate taxes would send the message that government has ad-
dressed the problem and found a solution. When in reality, govern-
ment has missed the point and did nothing to foster discipline * »ay
for performance in American corporations.

Some have even suggested giving more power to the Internal
Revenre Service to regulate against excessive pay packages
Please, whatever you do, we urge you not to appoint the IRS as an
executive pay czar.

Why replace the proper function of a corporation’s owners with
a vast, government bureaucracy? The IRS would have only the
most narrow basis for judging the proper pay of thousands of cor-
porate executives.

But even worse, in cases where the IRS did not act against an
executive's pay package, it would be signaling that the pay is ap-
propriate and placing the IRS' stamp of approval on it. This is not
a judgment call for the government,

Fortunately, there is a clear solution. And Congress should play
a role. Congress should act to strengthen shareholder participation
in corporate governance through market-based reforms that would
create real accountability.

Shareholders are supposed to elect a board of directors to rep-
resent and advance their interests in the corporation, including set-
ting management’s compensation.

But the way corporate governance really works is that for all
gractical purposes, management appoints the members of the

oard. There 18 no accountability to the shareholders because there
i8 no competition for the board seats and no mechanism for direct
shareholder nomination of directors. That is the crux of the prob-
lem, corporate directors beholding first and foremost to the CEO,
not the shareholders.

So when you get to the heart of it, the CEC’s are setting their
own pay. It is not a tax issue. It is an accountability issue.

We are encouraged that the Securities and Exchange Commis-
sion is taking the first important steps toward reform. We are anx-
ious to review the forthcoming SEC proposals for improving com-
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pensation disclosure and reforming its proxy voting rules to allow
more communication among shareholders.

These are steps in the right direction, but more fundamental
change is required. Congress should consider legislation giving
qualified shareholders the ability to directly nominate truly inde-
pendent r::ﬁresentatives to corporate boards of directors.

Rather than seeking arbitrary pay limits or putting our faith in
IRS us compensation watchdogs, we believe market forces offer the
best; solutions.

Empowering shareholders with the authority that reflects their
ownership in American corporations is the key to resolving irra-
tional executive compensation.

I, for one, do not want my children to have to take care of me
nor do I want the government to take care of me. I want to be a
responsible shareholder and take care of myself.

I want less government r..1 not more. It is obvious, we cannot
afford what we already have. [hank you.

[The prepared statement of Ms. Jean G. Gumerson appears in
the appendix.]

Senator BOREN. Thank you very much, Ms. Gumerson. I think it
is an important point that you make—which I do not believe it has
been made previously in the hearing—that it is the shareholders
who end up bearing the major cost, assuming there is no change
in behavior, for the nondeductibility of the compensation above the
$1 million level—if that happened to be the figure that is chosen.
Thank you very much.

Mr. SOLLMAN.

STATEMENT OF GEORGE H. SOLLMAN, PRESIDENT AND CHIEF
EXECUTIVE OFFICER, CENTIGRAM COMMUNICATIONS
CORP., SAN JOSE, CA, ON BEHALF OF AMERICAN ELEC-
TRONICS ASSOCIATION

Mr. SoLLMAN. Mr. Chairman and members of this distinguished
Committee, I am George Sollman, President and Chief Executive
Officer of Centigram Communications Corporation in San Jose,
California.

We are a profitable, publicly-held company employing about 240

eople in the United States. Last year, we had revenues of about
536 million. We develop, manufacture, and market voice processing
equipment that provides voice messaging capability, as well as in-
tegration with electronic mail and fax messaging.

am appearing before you this morning on Eehalf of the Amer-
ican Electronics Association. The AEA represents over 2,700 com-
panies in all sectors of the information technology industry.

The U.S. electronics industry has become the nation’s largest
manufacturing industry, directly employing over 2.4 million Ameri-
cans.

Mr. Chairman, I appreciate the opportunity to contribute to the
hearing today. I want to devote most of my statement to one spe-
cific part of the executive compensation debate which is unusually
important to the global competitiveness of America’s technology
companies, that is the treatment of employees stock options.

We are especially concerned about legislation and regulatory pro-
posals that would change stock option accounting rules to force
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companies to carry estimates of the present value of their outstand-
ing options on their financial statements as a charge against cur-
rent earnings.

This accounting change could severely damage the entrepreneur-
ial culture of America’s vital, high-technology industries. One of the
foundations of that culture is the large percentage of employees at
all levels who receive stock options.

By dramatically reducing their reportable earnings, this account-
ing change that would force many companies to abandon their
broad-based, employee stock option plans.

There is a lot more at stake here than a debate over arcane ac-
counting procedures. The global preeminence of America’s vital
high-technology industries was achieved by the enterprise and in-
novation of young entrepreneurial firms.

Neither Japan nor Europe can match the job-creating vitality of
America’s growth-oriented companies. We are serious when we tell
you that this change would threaten the ability of our system to
continue to spawn those companies.

As you have just heard from Chairman Breeden, the SEC is de-
veloping a serious proposal to improve the information that compa-
nies disclose to shareholders. Additional disclosure of stock option
plans is scheduled to be included, as we understand.

We believe this is a positive approach. And it is the right answer.
The returns of shareholders should not be hammmered down just to
offer them a new form of unflawed data.

Because companies in other industries tend to grant stock op-
tions only to their most senior employees, stock options have taken
on a “fat-cat” image in the press and in many government circles.

That repu! ition is geriously misleading when it comes to the
high techno: gy sector. Employee participation in stock option
plans is brcad cad deep in Silicon Valley and other technology
a}:‘eas. I cc 1e .epared today with a chart on the left to illustrate
that.

Plans like Centigram’s that cover large percentages of employees,
in our ct:¢ 100 percent, are common especially among venture-
backed companies.

A 1990 Radford Associates survey of 300 electronics companies
found 86 percent of the companies using options they gave to mnid-
dle managers and 30 percent included non-salaried employees.
Only 15 percent limited their options to officers.

Let me explain why stock options are so unusually important to
technology companies. One, employees stock options allow young,
cash-strapped firms to compete against more established companies
for scarce technical talent.

Two, stock options merge the interests of employees and the in-
vestors.

Three, stock options enhance productivity, innovation, and share-
holder value.

4 ﬁnd four, stock options stretch the very scarce, venture-capital
ollars.

The last time FASB proposed stock option accounting was in
1987. At that time, Coopers and Lybrand conducted a study of the
impact of this accounting treatment for the AEA. The average re-
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duction of the earnings of companies participating in that study
was 43.5 percent.

We readily concede there is an element of compensation involved
in the granting of employee stock options. These are equity trans-
actions. They already appear in the fuotnotes of the P&L statement
as well as in the balance sheets.

You have heard stock option critics contend it is somehow unjust
that the exercise of stock options can generate tax deductions while
{)10 I::orresponding entry is required in the company's financial

ooks.

You should remember that the only reason companies get to take
deductions on the tax side is to match the tax their employees are
having to pay as they exercise nonstatutory options.

The critic’'s standard solution to this alleged inequity is to impose
“present value” accounting on the financial side. &Ve ge]ieve this is
ix misleading comparison. It mixes apples and oranges to justify a
emon.

First, I believe it is incorrect and misleading to try to equate the
treatment required on the tax side with a different set of principles
of financial accounting.

Second, even if it were valid to compare the two accounting sys-
tems, in no way would the existence of a difference between the
two justify the kinds of penalties against the earnings that are
being sought here.

But this is a debate that we should be allowed to pursue with
FASB, not before Congress. We need your help on the tax side,
where you have expertise and jurisdiction. It is very important that
Congress not let itself be stampeded into legislating the fine points
of financial accounting.

Mr. Chairman, you have requested our opinion of the pending
proposal to cap the deductibility of compensation for corporate offi-
cers. I have to tell you we thinlz this proposal would be both harm-
ful to our industry and poor public pogicy for the following reasons.

One, it is a form of retroactive taxation. It would do little to alter
executive compensa.ion in the near term. Instead, it would raise
taxes on companies who issued stock options in prior years and
tlhus harm the very shareholders supposedly being protected by
this.

Second, we think it unjustly singles out the business community
for a new tax burden while explicitly exempting athletes, entertain-
ers, or even lawyers, as Senator Danforth indicated.

"The provision generates an unfair bunching effect by taxing the
appreciation on stock that has been held over multiple years as if
it were earned in a sinﬁle year.

In conclusion, Mr. Chairman, we would ask you to consider what
effect both the accounting provision and pay cap would have on the
industrial policy of the United States? We think they would both
be very negative and should be carefully avoided.

We hope our industry will be able to work with you and your col-
leagues to develop some pogitive alternatives to these damaging

roposals. I would be pleased to respond to any questions you may

ave.

[The prepared statement of Mr. George H. Sollman appears in
the appendix.]
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Senator BOREN. Thank you very much, Mr. Sollman. '
And the concluding member of our panel from the Treasurer’s Of-
fice, Ms. Berg, we are very happy to have you.

STATEMENT OF OLENA BERG, CHIEF DEPUTY TREASURER,
STATE OF CALIFORNIA, SACRAMENTO, CA

Ms. BERG. Thank you, Mr. Chairman. On behalf of California’s
Treasurer, Kathleen Brown, I appreciate the opportunity to appear
before you today. I do not want to waste my few minutes on 1ntro-
ductions, but I think it is important to explain that I wear a couple
of hats as I appear before you.

Firat of all, Kathleen Brown is the trustee on the two California
State pension funds which together invest over $100 billion in as-
sets.

Second, she is Co-Chair of the Council of Institutional Investors
which represents institutional shareholders on such issues.

And third, she is the Chief Fiscal Officer of the seventh largest
economy in the world. And in California, of course, we depend on
healthy corporations for a healthy tax base and to provide good,
solid-paying jobs for our citizens.

Wearing each of these hats, we care about executive compensa-
tion. And our position can be stated pretty briefly. Executive com-
pensation is primarily a matter of concern between the owners of
corporations and the management, their employees.

In U.S. corporations, it is the board of directors representing the
interests of shareholders who are responsible for executive com-
pensation. And in our view, their major responsibility is to be sure
that compensation fairly reflects performance.

Unfortunately, as we have heard about today, boards sometimes
fail in this responsibility. At that point, it is the obligation of the
shareholders as owners to step in and do something about the situ-
ation. And we at the Public Funds in California have been active
in doing so.

I would just like to give you a couple of examples of the kinds
of things we as owners ﬁ'ave tried to do.

First of all, when there is a compensation-related is3ue on a
proxy, we make an analysis of whether or not we belicve it is in
the best interests of shareholders and we act accordingly.

Second, when we believe that there is a compensation problem
that is linked to the lack of independence on the part of £rectors
of the board or on the compensation committee, we will sponsor
shareholder proposals to try and change the composition of either
the board or those committees.

And finally, there are cases where executive compensation
abuses occur at companies with long-term performance problems,
and we ultimately determine that the abuses are systematic of the
more general absence of accountability on the part of the board and
management to shareholders.

In those cases, we do one of two things. We will either work
quietly with management and the board behind the scenes to try
to effect change or we have withheld votes from the board of direc-
tors in order to make our views known.

Shareholders have a responsibility to insist on good corporate
governance. Walking away by selling, waiting for a takeover, or a



43

bankruptcy is not responsible behavior on the part of shareholders.
Using the vote to keep companies at the cutting edge is what we
should responsibly do.

We are gduciaries for millions of workers and retirees. And it is
their interests that we have to actively represent.

What I am trying to do here is make the point that if we do not
do our jobs, there is no amount of regulation that you can impose
that would do it for us. But that does not mean that there is not
an ame)priate role for government in these areas.

And much of the discussion today has already addressed this, so
I will try and be brief and say that we care very much about the
SEC'’s current effort on proxy reform.

We believe that the changes that are being proposed will go far
to enable us to do our job as owners, which is to manage the boards
and management of corporations.

Second, and I will take off my institutional investors’ hat here for
a moment and say that Treasurer Brown as an individual and as
Treasurer of Calif{,)mia does believe that there is a proper tax pol-
icyé role in considering the sorts of options that you are considering
today.

And I will only say in that to the extent that there are proposals
that could be fashioned, some of which Mr. Crystal has already
suggested, that might differentiate between types of compensation
and the relationship between pay and performance that we would
encourage those for your consideration.

Finally, there is certainly a role for government in the disclosure
area. And I can only applaud Senator Levin’s efforts in this regard.
You cannot determine whether or not you are paying for perform-
ance if you cannot even determine what you are paying.

And I just offer as an interesting example, at our last Council of
Institutiona! Investors’ meeting, we took three proxy statements
and gave them to our group of institutional investors and analysts
who are experts on the subject and asked them to determine from
the proxies—and gave them overnight—how much the executives of
the corporations were being paid.

There was a frightening disparity, not so much because these
K:aosle do not know how to evaluate stock options and the other

inds of compensation, but because it was so difficult to find the
information in the documents. So again we applaud the efforts of
Senator Levin and SEC to improve disclosure.

And finally, we do also support the efforts, again undertaken by
Senator Levin, to have FASB quit treating options essentially as
“funny mom?/’. Options have real fiscal effects and those ought to
be considered in aﬁ of these deliberations.

S0 I thank you, I thank the SEC, and I thank Senator Levin for
their encouragement of reform. And again we as active sharehold-
ers look forward to working with you on this issue.

[’I('lhe prepared statement of Ms. Olena Berg appears in the ap-

endix.
P Senator BOREN. Thank you very much, Ms. Berg.

And I want to thank aﬁ the members of the panel for the com-
ments that you have made today. They have been very helpful to
us.

T T
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Thae perspectives that you have expressed will certainly be of
benefit to us as we consider not only this legislation, but as we con-
tinue to provide oversight of the reactions of the SEC as well.

Let me go back and just ask each one of you two or three ques-
tions. And maybe you can just give a brief response. I will just sort
of go down the line again.

You heard our discussion earlier about our concern. I think it is
a general concern we all share that pay and performance do not
seem to be linked nearly as closely as they should be.

Mr. Crystal said there is almost no relationship in his statistical
studies between the level of pay, rate of increase of pay, and the
level of performance of companies.

This is certainly alarming. It is alarming not only to sharehold-
ers, it has to be a{arming to us from the point of view of public pol-
icy in terms of encouraging and providing incentives for improved
productivity to make our country more competitive. And all four of
you have expressed that point of view.

We also %ave general agreement that greater accountability,
greater disclosure of information in a form that the shareholders
can understand it and then participate more meaningfully in the
process, is a very good thing.

And that action is already undertaken by the SEC, or a good
start has begun. We hope they will continue along, down this path.

We discussed one other issue, of course, and that was this dispar-
ity between the level of executive compensation in this country
compared to the level of compensation of the average employee.

The ratio given is 100 times as much in this country compared
to much lower ratios in other countries. And while there is some
reason to perhaps question whether all the statistical comparisons
are exactly right, obviously 100 to 1 is a lot different than 17 to
1 or 23 to 1, even if we were off, let us say, by a factor of 100 per-
cent. It will still be 50 to 1 versus 100 to 1. T

So obviously, there is a much greater differential here in the
United States as compared to other countries. This has impact on
morale of workers, on the corporate culture, and indeed the social
culture of our country. '

Should this be an item that should also be included in the disclo-
sure by the SEC either as a ratio or as a statement as a bench-
mark comparison of the compensation of the average employee of
the company so that when shareholders take a look at that and the
boards of directors and compensation committees take a look at it,
that would also be something that they focus upon?

I will just go down and ask the four of you your views on that.

Mr. CrysTaL. Well, I think, Senator, the notion is compelling.
However, I take Chairman Breeden’s point that if you are going to
have a company provide the ratio, we are going to get right into
a Vietnam-thicket evaluation of executive pay packages and all
that sort of thing.

Senator BOREN. Yes.

Mr. CRYSTAL. But it might be very simple to just put a little item
somewhere in the proxy statement, or it could be in the annual re-
port, as to the average wage of the lowest 1 percent of workers in
the company.
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That is easy to calculate because all they get are salaries,
amounts per hour. And then you can leave it to other people to try
to look at those ratios.

But I think it would be useful to do that because among other
things it requires the board to look down.

Senator BOREN. Right.

Mr. CRYSTAL. And the boards do not look down. They look out.
And by looking down, maybe they won't do anything about it;
maybe they will. But it is useful information for their decisionmak-
in% process.

enator BOREN. So perhaps not ratios, because this may be dif-
ficult to figure, but at least some statement as to what your lowest
paid category of employees are making or perhaps also maybe an
average.

Mr. CrRYSTAL. Well, the average, of course, is going to be influ-
enced by the top and then we get into the other forms of compensa-
tion.

Senator BoREN. That is true.

Mr. CRYSTAL. But if you just provided the bottom. And then if

ou could pass a law to keep me from being fired as a journalist,
fwill do the analysis for you. {Laughter.]

Senator BOREN. Ms. Gumerson.

Ms. GUMERSON. I think it would be interesting to see how the
shareholders responded to something like that. I, for one, would ap-
preciate seeing that.

I feel I can make a better decision if I knew that. I do not feel
that I am connected at all with any of the stock and any of the de-
cisions at this stage.

Ralph, do you have any comments? ,

Mr. WHITWORTH. 1 would just say that Ms. Gumerson’s state-
ment as a shareholder may be the %est piece of information that
you could receive here.

I think if 1 were going to look at it and step back in a more theo-
retical way, it could be that such comparisons could be misleadin
or lead to some inflammatory results that may not be well based.

But otherwise, I-always feel that in the area of disclosure, you
really cannot hurt yourself because I do not feel that shareholders
are as foolish or as misinformed or outright stupid as people ofter
would suggest by saying that, “Well, you might mislead them or
you might confuse them by giving them this information.”

They are pretty sophisticated folks. And they should take care of
themselves as she said. And this kind of information, I do not see
how it could hurt. I have not really decided how productive it
would be either though.

Senator BOREN. Thank you very much. Mr. Sollman.

Mr. SOLLMAN. It is an interesting concegt. I think if you applied
it in the high-tech industry, you would probably come out with very
different results than 100 to 1.

Senator BOREN. Yes.

Mr. SOLLMAN. In our company, it is dramatically different from
that. So the issue I think at the end of the day is to what use will
all of these ratios be put? As a shareholder, which I also am, I am
more concerned about earnings per share at the end of the day.

Senator BOREN. Right.
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Mr. SoLLMAN, And I would like to keep everybody focused on
earnings per share primarily so I can see appreciation of my stock.

I am afraid there will be abuses made of those employee ratios
and some very interesting cases that will come up that will destroy
the inherent value that had appeared earlier as we discussed it.

Senator BOREN. So focus on performance accountability as to per-
formance is what you think the emphasis ought to be?

Mr. SOLLMAN. Yes. I was very heartened by the direction that I
see the SEC taking.

Senator BOREN. %Vls. Berg.

Ms. BERG. Yes. Two comments. One is I would underscore what
Chairman Breeden said this morning in answer to the same ques-
tion that probably the most important statistic to us as sharehold-
ers is the relationship of the compensation and changes in com-
pensation to performance.

On the other hand, I will also say that one of the most important
assets of any company is it8 employees. And you so aptly pointed
out earlier today that the effects of the issue that we are talking
about is the negative potential effect on the morale of employees
and their feelings about how the company for whom they work
treat them.

And so I would say that this would be an important indicator
that would be useful to us in a disclosure that would help us to un-
gerstardld if there is a problem there that should be further ad-

ressed.

Senator BOREN. I think it is important that we think about the
effects on morale and how we build team work. I know some of the
companies that I have visited personally where I felt there was a
high level of morale have been our younger, high-tech companies
in California. There has been a sense of team work. We are all in
this together. There is a real team environment.

And even in terms of the way the hierarchy is structured, simple
things are important, such as whether people enter the facility or
the corporate headquarters by different doors, park in different
areas, have eating facilities that either impede or encourage mixing
and mingling of all the employees from the officers up and down.

All of these things have an effect. And it does seem to me that
if the differential is just huge in terms of what some members of
the team are making compared to other members of the team, this
is bound to impact after awhile their attitude. “Are we all devoted
to the company? Or are we all devoted to the same ohiective? Or
are we really more devoted to ourselves individually?”

And there has to be a balance. I understand that. You want to
encourage entrepreneurship. You want to encourage the right kind
of leadership, the right creativity. And you want to reward that,
but I think it is something that we have to think about.

Let me go back to the stock options and talk about that issue and
whether or not there should be some increase disclosure. As we
provide the information on which there is a lot of common agree-
ment, providing ﬁeneral information about the compensation levels
to stockholders, how far we should go in terms of providing infor-
mation about stock options?

And again this is not to discourage the use of stock options be-
cause I think in many cases, as it has already been indicated, it
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is a very appropriate method of compensation, if it is vsed within
reasonable bounds in the senee that it tends to tie performance and
compensation together in the interest of the shareholder and the
managers.

But clearly there is some value attached. And it seems to me
that if the shareholders are going to meaningfully participate, they
ought to at least have some ﬁind of general idea about the possible
value that an option might have.

We have heard Mr. Breeden discuss several possible options. One
of the things that he indicated could be considered, certainly with-
out speaking for the Commissioner at this point, is you might pro-
vide a range of possible values as opposed to one particular state-
ment of the value.

Assuminithe stock goes up ten-fold, assuming the stock doubles,
assuming the stock goes up at the rate of return over the average
of the last 6 years or 10 years, what would be the value of the op-
tion of exercise?

Would that seem to be an appropriate way to provide information
in terms of ranges under different scenarios as opposed to, say, one
aumber under a one-set formula?

Or are there better ways of doing that that would not follow ei-
ther one of those two options?

Ms. Berg, let me begin with you this time.

Ms. BERG. Certainly. And I will put in the disclaimer that we
have heard several times today which is I am by no means an ex-
pert on this. I would say it is less important whether or not there
is a range or one-set formula than there be some kind of provision
that applies equally across companies so that you know the same
methodology is being used everywhere because, again, one of the
primary things that we are trying to do is look across industries,
across companies and see what their policies are relative to their
peers.

So I think either of the suggestions that have been mentioned
could work. The important thing is getting the disclosure.

Senator BOREN. Would another element be helpful in terms of
disclosure? And we heard Mr. Breeden talk about the statements
from the compensation committees or the directors, the require-
ment that these statements be signed in terms of giving rationale
about compensation decisions.

Would some data included in the compensation committee state-
ment about performance of this particular company as compared to
the performance of the industry segment be hef;)fu ?

Is there a disparity of other companies in their own industries
and their own line of work, their own markets?

Ms. BERG. I think certainly the views of the board on that kind
of matter are important and would be helpful.

Senator BOREN. Mr. Sollman.

Mr. SoLLMAN. I am not sure which question you are asking.

Senator BOREN. Why don’t we start with the stock option evalua-
tion question first.

Mr. SoLLMAN. Yes. The evaluation as proposed by Chairman
Breeden is something that we support. We are following his efforts
on it, whether it is single point or multiple point. I would agree
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with the comment made previously that uniformity is probably in
our best interest at the end of the day.

Senator BOREN. Thank you. Listening to your opening statement,
you are not opposed to disclosure of information about the value of
stock options?

Mr. SorL.LMAN. Not at all.

Senator BOREN. You are concerned about how it is accounted for
in terms of tax policy generally. Is that the way I understand it?

Mr. SoLLMAN. I think our concern is the intermixing of financial
accounting policies together with tax accounting policies.

Senator BOREN. Right. 1 understand. So really, as long as we are
talking about disclosure, you are not opposed to it there?

Mr. SoL.LMAN. We have no problem.

Senator BOREN. Ms. Gumerson.

Ms. GUMERSON. I7 1 remamber correctly, at one time CEQO’s were
criticized because they did not own stock. Does this have anything
to do with the fact since they did not own stock, this was the way
of solving that problem: by stock options? Because I remember a
lot of criticism several years ago.

Senator BOREN. I think the companies have moved toward stock
options partly for this reason. In other words, that the ownership
of companies it was felt had become too divorced from the manage-
ment of the companies.

And if managers are also stockholders, they will have much more
interest in the performance of the company than they will if they
are just simply paid employees.

And so it is an attempt I think to try and join the interests of
the owners with the interests of the managers.

Ms. Gumerson. If that is the case, then I want to be sure that
the board are people that I respect and trust as a shareholder.

Senator BOREN, Right.-Mr. Cp atal.

Mr. CRYSTAL. Senator, I think it is important to distinguish be-
:‘ween the disclosure of stock option information and the accounting
or it.

On the disclosure, I certainly take Chairman Breeden’s point
that if you put in some present value estimate or whatever and
people are going to go bananas if they saw the actual number
never turned out to be what you predicted.

Senator BOREN. Right.

Mr. CRYSTAL. It will never turn out to be what you almost pre-
dicted, never.

Senator BOREN. No.

Mr. CRYSTAL. So the idea of providing what you might think of
as a sensitivity analysis and, say, “Welf, if we get this much per-
formance, a person earns this. If we get this much, a person earns
that,” I do not think that would be unuseful to know, especially if
you combine all of the past options that had been granted together,
not just the current grant.

Hence, you could say of all the options that the person has out-
standing today, if the stock rose by 12 percent a year, here is how
much would a person eventually earn. I think that would be useful.

On the accounting side, 1 think you have to come up with a sin-
gle number. I firmly believe that you have to have some discipline
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here to charge earnings for a cost. I mean, the cost may be socially
useful, but it is still a cost nonetheless.

And if you ignore it, you ignore it at your peril. Everywhere in
economics you find where the cost of something is too low, you get
excessive consumption. And you have seen this in stock options
where we have mega grants of 4 million shares at a time.

If you stop someone and say, “Pardon me. Are you charging the
earmings?”’ They say, “No. That is why we gave 4 million shares be-
cause we do not have to charge the earnings.”

And, in fact, the issue that options are a tremendous incentive
needs to be examined, too because in my long experience as a con-
sultant, I found companies’ decision process being shifted by this
sale that the accountants have been holding on stock options.

And they say, “Well, it may be that it would be better to give
someone in a (fi,vision of a company an incentive based on their di-
vision’s performance. But if we do that, we have to charge the earn-
ings because that is cash. Why don’t we give them an option on the
company’s stock?”

And someone might say, “Pardon me. But this is 1 of 83 divi-
sions. And this person has almost no influence on the market
prices of the stock.” They reply, “Well, that may be, but it is cheap.
Let’s give them one anyway.”

So I think you get tf:;vt sort of distortion. So I think you need to
separate the two issues.

enator BOREN. You are saying it really depends upon the ability
of the person getting the stock options, the relationship between
that option and the overall performance. In other words, in your
last example, it may be appropriate in some circumstances. Is that
what you are saying?

Mr. CRYSTAL. Oh, absolutely. |,

Senator BOREN. But not be appropriate in others?

Mr. CRYSTAL. That is right. Xnd ig you create a level-playing field
of cost where the company says, “Well, if we do this, here 18 the
cost. If we give an option, here is the cost,” then I think you have
a better chance for the company to come up with the informed,
right decision, and not the one that seems to be cheaper.

Senator BOREN. Well, let me ask this. And I am going to let Mr.
Sollman comment on this because he may disagree with you in
terms of the accounting matter.

But let me just ask Mr. Sollman. Do you agree with what Mr.
Crystal has just said about the importance of charging this in some
way against the company so that you dc not encourage options as
ogposed to bonuses or whatzver, you do not really bias it in favor
i) og?tions because there is no cost to the company currently at
ecast?

Mr. SOLLMAN. There really are several issues that are inter-
mingled in this. We could start off with the separation of financial
accounting and tax accounting.

But why don’t we go way. way back in terms of how the high-
tech industry uses options. Options for us, Mr. Chairman, are used
for capital formation.

The reason why so many companies, that is the smaller compa-
nies on the left-hand side of this chart have used so many options
is this is a way to attract employees to the company to be able to
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grow the company and use stock incentives in lieu of salaries. This
has allowed us to generate many, many jobs. .

To the extent that we now start having heavy charges against
those stock options, we are now going to seriously dislocate the way
in which we have job formation today.

Today we have proven ourselves successful, competing against
Japan and Europe in terms of job creation. I think it would have
a very adverse impact.

Senator BOREN. Let me ask Mr. Crystal to respond to that.

I have talked to people at some of these new startup companies
that might have left a $1 million-a-year job to go to work for, say,
$100,000 in the hope that by being part owner of the company or
receiving an option that they might make even more.

And it is a way for companies starting out to start out with very
little capital, low annual cost and charge-off and cash flow.

That 18 one of the reasons that I have always believed in the cap-
ital gains differential, if you had a long enough holding period, par-
ticularly as it relates to newer startup companies.

How do you answer what Mr. Sollman satd?

Mr. CrYSTAL. Well, again I come back to noting that the argu-
ment seems to be that if something is socially useful and it hap-
pens to be a cost, then we can ignore it because it is socially useful.
And someone is going to say, “Pardon me. It is still a cost.”

Mr. Sollman had mentioned, I believe, something to the effect
that if you did charge earnings, the profits of many of these high-
tech firms would drop by an average of about 43 percent. That_is

a rather startling revelation. It seems to me the shareholders ought

to know that.

I would also point out that based on studies I have done and oth-
ers have done, I do not think we will see the end of western civili-
zation, no matter what we do here.

Markets look beyond the actual financial statements. There is no
evidence that I can see that if you did charge earnings, stock prices
would drop. Stock prices already impound the future dilution from
option grants, which, of course, as Mr. Sollman indicated, are al-
ready discussed in the annual report.

What would happen is you just get a higher price earnings ratio.
The earnings would drop. The price would stay the same. You
would have a higher price earnings ratio.

I do not think it would have much effect at all, except the effect
of causing a board to think harder about the question, “Should we
give the CEO 4 million option shares?” Someone might then say,
“It will cost us $120 million charged to earnings.” They will say,
“‘Maybe we won’t give the 4 million shares.” That might be useful.

Mr. SOLLMAN. Mr. Chairman.

Senator BOREN. Mr. Sollman, you can have a brief last word on
this matter.

Mr. SoLLMAN. I totally disagree with Mr. Crystal on this. The
markets will make an adverse judgment as they see reported cor-
gorate profits plummet by 43.5 percent. What is at stake here, I

elieve, is American competitiveness.

As our industry becomes a less attractive investment vehicle in
the international marketplace, you will see less investments made
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in our companies and we will lose the edge we still have in high-
technology.

It is simplistic at best to believe that analysts and investors
would back out the cost of options. If they are required to back out
the cost of these options, why do we put those costs in there in the
first place? It makes no sense.

Senator BOREN. Thank you very much. I again want to express
my appreciation to all members of the panel.

If our discussion today on any of the issues that we have raised
and the testimony of our earlier witnesses have sparked any addi-
tional thoughts or comments you would like to make to the Com-
mittee, let me say that we will hold the record open.

If you would like to make any additional comments beyond what
you have already made in your full statements, which will be in the
record as well, we welcome you to do so.

While there are some disagreements on the tax deductibility
question, while there is some gfference of opinion obviously as we
have just heard on the question of the standard of evaluation and
charge against earnings on stock options, there seems to be a very
high level of agreement from all of our witnesses today about the
need to continue on the disclosure path so that the owners of the
companies, the shareholders, will have the best possible informa-
tion in the most usable and understandable form as decisions are
made about executive compensation.

And this certainly gives us reason to want to continue to encour-
age the SEC along the path that they have started and to monitor
this action very closely. o

And more accountability and more openness in terms of how
these decisions are reached in terms of compensation is bound to
be good for the country, bound to be good for the economy, the own-
ers of these companies, the shareholders, and for our ability to
compete in the internationa! marketplace.

So there was much very useful information given today. And I
know that all of my colleagues on the Finance Committee will want
to study the record of this testimony before we reach decisions on
the issues that are before us.

So again I want to thank all of you.

Ms. GUMERSON. I would like to make one more comment. Bio-
technology is very important. It is economic development. And
stock options are extremely important in that situation.

Senator BOREN. Right.

Ms. GUMERSON. And so I do not want anyone to forget that.

Senator BOREN. That is certainly an area very similar to the
computer technology and others in the country right now, an area
v;lhere we are on the cutting edge and have an opportunity to stay
there.

Again, I want to thank all of you for being here. It has been a
very interesting and stimulating hearing. And we appreciate your
participation in it.

The committee will stand in recess.

[Whereupon, the hearing was concluded at 1:00 p.m.]
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ADDITIONAL MATERIAL SUBMITTED

PREPARED STATEMENT OF OLENA BERG

Mr. Chairman, on behalf of California’s Treasurer, Kathleen Brown, I thank you
for this opportunity to discuss an imlportant subject. I do not want to waste my few
minutes here on introductions, but I do think ii is important to explain that I am
here wearing a number of hats.

First, as Tr:asurer, Kathleen Brown representas two of the ten largest ownera of
corporate America: she is & trustee of both of California’s two largest pension plans,
which invest over 100 billion dollars. Second, she represents the main organization
that addresses shareholder investment isaues: Treasurer Brown is Co-Chair of the
Council of Institutional Investors. Third, she represents the seventh largest economy
in the world: Treasurer Brown is responsible for the finances of California’s govern-
ment, which depends on a healthy corporate tax pase for its revenue and for stable,
high-paying jobe for its voters and tax payers.

earing each of these hats, Treasurer f%ro:m cares about executive compensation.
There is no question that executive compensation both affects and reflects the
health of US companies and their ability to provide jobs and shareholder value.

Her thoughts on executive compensation can be stated very briefly. First, execu-
tiive compensation is primarily a subject that owners must address with their em-
ployees.

Iry; US corporations, boards of directors—which represent corporate share own-
ers'—are responsible for executive compensation. In the compensation area, a
board’s primary job is to tie pay to performance.

There are still too many cases in which boards fail to tie pay effectively to per-
formance. When this happens sharcholders should step in. They should not step in
to set the pay themselves. But there are things they can do to insure that boards
set it properly. I will give you three examples, all three of which we at the Califor-
nia Public Employees’ Retirement System and California State Teachers Retirement
System are pursuing actively. )

First, in the past, shareholders routinely voted for manalgement proposals that al-
lowed boards to set pay without. regard to performance, For this, we shareholders
have only ourselves to blame. Bui these automatic votes for management pay pro-
posals are chaxsgini, and we are leading the way: we are adopting proxy voting poli-
cies that provide that we only vote for executive pay proposals that are in share-
holders’ and employees’ inlerests.

Second, when we discover an executive compensation problem that is Jinked to an
absence of independence on the board or its compensation committee, we sponsor
shareholder Ju'oposals to remedy this problem. We were the first to do so success-
fully. We did it at [TT, where the introduction of our proposal led, after a number
of interim steps, to a newly negotiated pay Fackage that was more consistent with
shareholder and employee interests. We will continue to use shareholder proposals
when appropriate in the future.

Third, when executive compensation abuses occur at companies with long-term
performance problems, we tend to conclude that these abuses are symptomatic of
a more general absence of accountability by the board to its shareholders. In these
situations we do one of two things. In some cases we work quietly, behind-the-
scenes, as we did over the past few years with GM, until the%oar begins to do
its job. In other cases we withhold our votes from the board to remind them that
they are working for us and that we expect them to do a better job. We did so this
year at Champion International where a record number of shareholders—nearly
10%—voted against the board. This kind of action is critical: we all know in our day-
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to-day lives that if we do not insist on good performance from our employees we will
not get it.

Shareholders must get used to insisting on good corporate governance. Walking
away by selling, or waiting for a takeover or a bankruptcy, is not responsible. Using
the vote to keep companies at the cutting edge is responsible. We are fiduciaries
for millions of workers and retirees: if we do not act like owners, we, and the US
economy generally, will suffer.

Our first point to you, then, is that if we, as owners, do not do our jobs, no
amount of legistation or regulation will solve, the problems that excessive executive
compensation packages reflect. But this does not mean that there is not an appro-
priate role for government in these areas. There is. In fact, current laws and regula-
tions already heavily influence corporate governance and executive comrensaﬁon
issues, 80 it is only proper that governments look at those laws and regulations to
trﬁlto %;t thera right. I will therefore spend one minute on each of three areas in
which Treasurer Brown believes it is currently important that government examine
or alter its role.

First, we care very much about the SEC’s current effort to reform the proxy rules.
The current rules are the single biggest barrier preventing us from acting l{ke the
long-term owners we are. Unlger the cwrent rules, we, as owners, cannot even talk
to other owners about our concerns without making expensive government filings
and incurring unacceptable risks of litigation. Indeed, under the current rules we
cannot even find out who our fellow owners are—our employees can, but we cannot.
So the first step must be proxy reform, because the first step must be to let us do
our jobe as owners.

Second, Treasurer Brown definitely believes there is a proper tax policy role in
the executive compensation arena, We have all read of abusive pay packages that—_
raise legitimate questions about whether such payments are “ordinary” business ex-
penses. Most of us could agree that there is no reason that US tax policy should
encoura e such payments.

Therefore, I would urge you to consider the approach that Mr. Crystal describes
in his testimony. We owners need room to address unusual situations with unusual
compensation packages, so we must be very careful in defining the payments that
tax policy will deem to be abusive.

Third, there is certainly a role for government in the diasclosure area. Senator
Levin should be commended for leading the way here. There can be no question that
one of the things that allows executive compensation abuses to occur is the current
ability of managements’ and boards’ to obscure what is really being paid.

I will give you one example. At a recent Council meeting, our members reviewed
proxy statements from three companies. These proxy statements are supposed to be
the documents that tell shareholders what they need to know as owners, including
what they need to know about what they are paying their executives. We asked
members to read the proxy statements and tell us what the CEO was being paid.
They could not do it, even though we are as expert a group of owners as you are
apt to find. Members could not even consistently differentiate between a package
gaying one million dollars and one paying over fifty million! You shouldn't have to

e an executive compensation consultant to know what you are paying your own

employees.

'lgﬁs problem occurs for at least two reasons. The first is that compensation pro-
poseals are needlessly complex—indeed many are so complex that I can only conclude
that the reason they are complex is to obscure how much is really being paid. The
second reason is that current disclosure rules are flawed. Surely there can be little

oint to any disclosure rules concerning executive pay if they do not provide share-
ﬁoldera the answer to one key question: “What are we paying these people?” Or, to
state this differently, what is the approximate value of the total of all types of com-
pensation, including options, that sgm‘eho]ders are paying. Until shareholders know
what they are paying, they cannot begin to j ige whether it is performance related
or anything else.

In this area I must thank Senator Levin for his crusading work pushing FASB
to stop allowing companies to treat options like “funny money.” I must also thank
Chairman Breeden for the Commiseion's on-going effort to reform the executive com-
renaation disclosure rules. I trust these efforts will bear fruit shortly. And, Finally,
af;._hank yoltll and the Committee for giving me this opportunity to address an issue

ect us all.
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[(Submitted by Senator David Boren]

PROPOSAL TO LIMIT DEDUCTION FOR EXECUTIVE COMPENSATION
[Joint Committes on Taxation, June 3, 19932, JCX-19-92]
I. PRESENT LAW

Under present law, a deduction is allowed in computing Federal income tax liabil-
ity for ordinary and necessary expenses paid or incurred during the taxable year
In carrying on a trade or business, including a reasonable allowance for salaries or
other compensation for personal services actually rendered.

II. DESCRIPTION OF PROPOSAL
Background

The provision described below limiting the deduction for executive compensation
has been included in the following bills %hat recently have been passed by the Con-
gress or reported by committee.

The conference report on H.R. 4210 (“Tax Fairness and Economic Growth Act of
1992") was passed by the House and the Senate on March 20, 1992 (see H. Rept.
102-461), and was vetoed by the President on that date. H.R. 4727 was reported
by the House Committee on Ways and Means on May 27, 1992 (H, Rept. 102536,

art 1), and H.R. 5260 was reported by the House Commiltee on Ways and Means
on June 2, 1992 (H. Rept. 10{-643, Part 1). H.R. 4727 and H.R. 6260 provide an
extension and revision of Federal unemployment compensation benefits.
Explanation of Provision

For purposes of the regular income tax and the alternative minimum tax, the oth-
erwise allowable deduction for compensation with respect to a covered employee is
limited to no more than $1 million per year. A covered employee means any em-
ployee of the taxpayer who is an oﬂgl’cer of the taxpayer, other than an employee-
owner of a personal service corporation.

For urg:sea of the provision, whether an individual is an officer is determined
upon tge sis of all the facts, including, for example, the source of his or her au-
thority, the term for which elected or appointed, and the nature or extent of hia or
her duties. Generally, an officer is an adwinistrative execulive who is in regular and
continued service, regardless of the employee's job title. An employee who has the
title of an officer but does not have the authority of an officer is not considered an
officer. Similarly, an employee who does not have the title of an officer but has the
authority of an officer is an officer for purposes of this rule.

An employee-owner of a personal service corporation is generally defined as under
section 269A of the Code. Thus, a personal service corporation is a corporation the
principal activity of which is ‘he performance of personal services if the services are
substantially performed by ::mployee-owners. An employee-owner is any employee
who owns more than 10 percent of the outstanding stock of the personal service cor-

oration.
P The provision applies only t« ccmpensation of employees who are officers (or, in
the case of former employees, who were officers at any time while active employees).
The provision does not apply to payments to partners in a partnership because they
are not employees. The provision also does not apply to peyments to independent
contractors.

The term covered employee includes former employees. Thus, for example, the
provision applies to compeneation of a former employee for services performed as
an employee (e.g., nontiualiﬁed deferred compensation that is not received until
after termination of employment).

The deduction limitation generally applies to all remuneration for services, includ-
ing cash and the cash value of all remuneration (including benefits) paid in a me-
dium other than cash. The limit does not apply to fringe benefits excludable from
income under section 132, meals and lodging furnished on the business premises of
the employer that are excludable under section 119, or any payment made to, or
on behelf of, an employee or beneficiary (1) from or to a qualified pension, profit-
sharing, or annuity plan, or (2) under a simplified employee pension (SEP) or tax-
sheltered annuity (other than elective deferrals to such a plan or annuity). The de-
duction limitation applies to all compensation paid to a covered employee, regardless
of whether the compensation is paid for services as an officer.

The deduction limitation applies at the time the deduction would otherwise be
taken by the employer, whether or not the remuneration to which the deduction re-
lates is for service performed during the taxable year.



66

Certain related employers are treated as a single employer for purposes of the
provision. In particular, employers treated as a single employer under section 62(a)
or (b) or section 414(m) or (n) are treated as a single employer. An employee who
is an officer of any of the members of a group of emp]oyers treated as a single em-
ployer is treated as an officer of the single employer. Similarly, compensation from
related employers is aggregated for parposes of the $1 million limit.

The report language on the H.R. 4210 conference agreement, H.R. 4727, and H.R.
6260 indicates that it is intended that the Secretary will prevent avoidance of the
rule through the use of arrangements other than employee-employer arrangements
or through vther means.

Effective Dates

The provision in H.R. 4210 would be effective for taxable years beginning after
December 31, 1991.

The provision in H.R. 4727 would be effective for amounts paid or accrued on or
after July 1, 1992.

The provision in H.R. 5260 would be effective for taxable years beginning on or
fter January 1, 1992,

PREPARED STATEMENT OF RICHARD C. BREEDEN

Chairp.an Boren and members of the Subcommittee: 1 apFreciate the opportunity
to testify before the Subcommitiee on Taxation on behalf of the Securities and Ex-
change Commission regarding the issue of executive compensation. While the SEC
does not have any responsihiqity for tax policy, we do have responsibilities for ad-
ministering the proxy voting system pursuant to the Securities Exchange Act of
1934, anﬁor overseeing generally accepted accounting principles (“GAAP”). Pursu-
ant to this responsibility, the SEC will shortly be proposing for public comment new
rules designed to improve the public disclosure otP information concerning executive
compensation packages. We also plan to require boards of directors to explain the
specific rationale for compensation decisions.

PUBLIC CONTROVERSY OVER COMPENSATION

The subject of executive compensation has aroused considerable public concern.
Rightly or wrongly, there is a perception of abuse when a company whose financial
resu'ts have been deteriorating awards its senior executives substantial compensa-
tion increases. The same perception may arise when a particular company has seri-
ously underperformed the market as a whole (or its princiﬁal competitors) for a sus-
tained period’ yet the CEO continues to receive multimillion dollar compensation.
“Mega-grants” of stock options or restricted stock with a value of tens of millions
of dollars have also raised questions of proportion and perspective even where the
issuer itself has had positive earnings and increases in its stock price.

In at least some specific instances, it is difficult to understand what factors a
board of directors could have relied on in reaching compensation decisions. Some
particular practices, such as “resetting” the price of management’s options where a
companf’s shares have plummeted in value, are difficult to justify as consistent with
shareholder interests. Similarly, interlocking compensation committees, where one
CEO serves on the compensation committee of another company, whose CEQ in turn
s?rves on the compensation committee of the first company, create outright conflicts
of interest.

USE OF STOCK OPTIONS

Stock options are the source of some of the largest amounts of compensation for
managers of large, lrubliclf; traded corporations. However, stock options are abso-
lutely vital to small and high-tech businesses. Smaller companies—especially the
lﬁqh-tech startup companies that provide a significant portion of new U.S. tech-
nology—use options in recruiting and reteining executive and scientific talent. In-
deed, many small companies utilize options widely, often providing for participation
by all emplogees, as a means of motivating employees to work gor long-term cor-
porate growth.

Stock-based incentives are particularly vital for companies in a high-growth
phase, where every possible dollar needs to be reinvested in the business. These
com%anies often use options to avoid cash demands for benefit or pension programs
purchases of technology rights or for many other purposes. Options are widely used
1n venture capital situations to attract and compensate employees, and also as extra
incentives for investment in highly risky companies. Since the U.S. tax code now

S TU e
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faila to create any incentives for inveeti.r:g in small startup companies, it is vital for
these companies to be able to utilize other economic incentives, such as stock op-
tions, to attract investment.

Increasingly, large companies like G.E., Pepsico, Merck, General Mills and others
are using stock options as a means of providing entrepreneurial incentives to a large
number of employees throughout the company. Once thought of largely as com-
pensation for executives, stock options have gecome a common and widely used
means of instilling the pride and economic incentives of ownership in literally thou-
sands of employees. This use of stock options parallels incentives for widespread em-
ployee stock ownership that Congress has traditionally provided, such as favorable
tax treatment for Employee Stock Ownership Plans. However, unlike indirect own-
ership of company stock through a peneion plan, options are provided to selected
individuals and result in economic incentives that are identical to direct ownership
of stock. From a policy perspective, converting employees into owners is highly de-
sirable, and we should be facilitating, not impeding, this trend.

Many companies—large and small—go to great efforts to seek to align the incen-
tives for executives with the long-term interests of shareholdera. Here, the stock op-
tion is one of the very best toole for creating management incentives to improve
shareholder value. Unﬂke straight cash salary or bonus, with stock options the exec-
utive does not usually profit unless the shareholders also profit.! Some of the largeat
amounts of “executive compensation” have also corresponded with enormous in-
creases in shareholder wealth. Furthermore, the growth in value of options, though
it may be realized in a single year, may represent the fruits of many years of work
for an executive.

Though use of options as compensation (as well as to encourage investment)
seems very desirable, the current pricin%)of huge option grants may be less than
optimal from a shareholder’s perspective. During a time of steadily rising stock mar-
ket levels, stock pricea shouls be expected to rise as a consequence of inflation and
other market factors rather than company-specific factors. From the end of 1981
through the end of 1991, the Standard & Poor’s 500 stock index rose 240%. Thus,
an option granted in 1981 at a cormpany’s then-current market price for a term of
10 years, for example, did not require good corporate performance in order for the
executive to profit ﬁandsomely. That option would have had considerable value even
if the company’s stock had underperformed the market by 200%. Recently, some
major companies such as AT&T have begun to issue options whose exercise price
includes a “hurdle rate” that requires the company’s stock to improve more than a
specified amount before the option becomes exercisable. From a shareholder per-
spective this represents a major improvement, because the com;{)any’s stock must
rise by varying amounts over time before the option becomes valuable.

DETERMINING PERFORMANCE AND COMPENSBATION

Though abuses have undeniakly occurred in some companies, it is important to
keep these cases in perspective. America’s economy includes several million corpora-
tions, with approximately 13,600 publicly owned companies, These firms include
tiny startup companies with only a few employees and stockholders. They also in-
clude some of the world's largest corporations with billions of dollars of shareholder
investment and tens of thousands of employees.

The appropriate level of compensation of corporate officers depends on the zpecific
circumstances of each particular company in a particular time period. Compensation
that might ecem excessive in one company could be inadequate in another, and
what is deemed “appropriate” must be constantly adjusted to reflect the cir-
cumstances of the company at the most recent times. For example, a company that
lost money, but moved from tenth to second in market share or earnings in a par-
ticular industry, could justifiably be deemed to have had an extremely successful
year. A company might wish to increase compensation for an executive who was suc-
ceasful in substantially reducing defects in the company’s products, or who devel-
oped unique and valuable technology for future products, even if the company lost
money that year. By contrast, another company that actually had some profits, but
seriously underperformed the market or the company’s competitors, could possibly
be deemed to have had inadequate {though proﬁtagle) performance.

1This is why “resetting” or “swla!Pping" options is a questionable practice. In such a case, the
utockfrice may have fallen significantly, yet by lowering the strike price the board has per-
mitted the executive to profit even where the company’s value to stockgolders has fallen. Inves-
tors, of course, cannot simply "reaet” their acquisition cost for stock. In such a case the executive
profits if the company does well, but the executive also profite when the company does badly,
measured by changes in stock value.
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Who can sa& what the exactly “appropriate” level of compensation would have
been for Sam Walton, Walt Disney, or %Ienry Ford? Each of these entrepreneurs cre-
ated businesses from nothing that went on to employ hundreds of thousands of
Americans over many generations. jcally, such entrepreneurs benefited through
the creation of value of their shareholdings, thereby aligning their own personal in-
terests with those of other shareholders. L .

For example, few shareholders who purchased shares in Wal-Mart’s initial public
offering in 1970 at $16.50 per share would complain about their board’s compensa-
tion decisions. Each of those shares is now worth $27,840. An investment of only
$602.50 in Wal-Mart stock then would be worth $1 million today.? Similarly, inves-
tors in Microsoft's IPO in March of 1986 at $21 are unlikely to complain about the
value of CEO Bill Gates’ compensation. Each of their shares is now worth over $700.

The same problem arises in deciding what pay is appropriate for an executive of
a mature corporation, who frequently must oversee the deployment of billions of dol-
lars in shareholder investment. Again, who can say for sure what is the “correct”
amount of pay for running G.E. or AT&T? These executives have an enormous im-
pact on the 284,000 and 317,000 employees, respectively, of the two companies, and
on their 490,000 and 2,426,354 shareholders. Ogviou.sly the same could be said for
trying to specify exactly what network newscasters, fashion models, sports stars or
otﬂen who typically earn enormous salaries are reaﬁy “worth.”

Determining how much compensation is appropriate is, fundamentally, a market
decision. Companies that make shareholders wealthy and provide opportunities for
their employees have a greater rationale for offering significant rewards to their
senior managers than do companies that are performing miserably. Since there is
not any universal measure of what is appropnate, under our traditicnal system of
corporate governance, the board of directors 18 charged with deciding issues of exec-
utive tenure and compensation in the best interests of the corporation. To play this
role successfully, a director should have both the knowledge and the independence
necessary to serve as un informed and active representative of the shareholders.®

If directors do not take thal responsibility seriously, the systemn will fail to
sroduce an a‘f]propriate result, at least in the short term. However, at that point

irectors should expect that their actions will be publicly reported, and that they
will have to justify those decisions to well-informed shareholders. Enabling share-
holders to provide effective oversight of the board's performance is more likely to
froduce the best decisions over time than any system that tries to substitute lhe
ederal bureaucracy or the federal tax code for private market decisioniaking by
those with a direct stake in the matters at issue.

Limiting compensation to somne bureaucratically devised formula (such as 25
times the salary of entry level workers) or arbitrary amount (such as $1 million)
would certainly damage incentives for risk-taking, and result in a general loss of
valuable flexibility. A company consisting of Albert Einstein and three clerks might
justifiably want to pay its CEO more than 25 times the lowest salary. Similarly, a
company ranked first in the world in its industry should perhaps want to be able
to keep its management or scientific team intact, even though it might have to pay
$1 million in order to match domestic or foreign competitors trying to recruit them.
Indeed. no sooner did legislation proposing a ?1 million cap on sa deductibility
come before Congress than leﬂ'slatim proposing a $600,000 cap on deductibility was
introduced. One need only look to the quality of the Russian economy to see the ulti-
mate results of government rather than private control of pricing in an economy.

These examples are not meant to ignore the reality of excees and abuse that have
occurred in specific companies. Certain types of practices do need to be corrected by
the corporate community. However, we need to recognize that use of the tax code
or any absolute set of rules to govern every company, irrespective of its particular
situation, will invelve enormous costs and \m.inl;endec! negative results. Thus, if ever

2Many employeee of Wal-Mart became millionaires in exactly that fashion. Starting from one
store in Bentonville, Arkansas, Wal-Mart has grown into a company that employs 366,000 peo-
ple.

3In a recent apeech, William T. Allen, Chancellor of the Delaware Court of Chancery noted:

“QOutside directora should function as active monitors of corporate management, not just
in crisis, but continually; they should have an active role in the formulation of the long-
term atrategic, financial, and organizational goals of the corporation and should approve
plans to achieve those goals; they should as well engage in the periodic review of short
and long-term performance eccording to plan and be prepared to press for correction
when in their judgment there is need.”

fi»eoch to the Ray Garrett Jr. Corporate and Securities Law Institute, April 30, 1892. p. 10—~
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:lllle're were a decision that would appear best left to the flexibility of the market,
is is it.

The ability of numerous companies to compete for executive talent, or to use stock
options to lower cash ocutlays or reduce capital costs, could be prejudiced bly at-
tempts to use the tax code to constrain decisionmaking that appropriately belo
with the board of directors. Many small, high-growth companies could have their
very survival imperiled if the use of stock options became financially prohibitive.
Though Co a8 might think it was shooting at CEO pay, the first casualty would
most li.kelynﬁ broad-based employee stock option gans that really benefit both
workers and companies. Even for {arge companies, tax legislation could only raise
the cost to shareholders of compensating management. Creating the equivalent of
an excise tax on CEO pay would only penalize shareholders, not executives, since
companies will still have to pay what their board determines to be a market value
to their executives.

PAY OR PERFORMANCE—WHAT I8 THE REAL ISSUE?

In many respects, the most serious problem is not the amount of pay, but rather
whether our current aystem demands adequate accountability for pro&ucing good
corporate performance. Indeed, where an executive has not been able to produce su-
perior earnings for the company and increased value for the shareholders for a pe-
riod of years, the issue should not be pay, but tenure. Too many ghareholders, em-
plogleee and others depend on the perK)rmance of a large corporation for the board
of directors to allow it to deteriorate indefinitely without forcing a change in man-
agement. When executives don't perform, board action to replace them is a far bet-
ter way to promote economic growth than creating new taxes.

The recent action of the board of directors of %:general Motors in forcing senior ex-
ecutive personnel] changes after a period of adverse results is an example of forceful
action by a board that may help to restore a greater sense of accountability for per-
formance. Board action with respect to inadequate management may ultimately
avoid replacement of management through a hostile acqusition or a bankrupt?'
groceed.ing at vastly higher cost to the company, its employees and shareholders. If

oards are not adequately vigilant in either replacing management or making rea-
sonable compensation decisions, public pressure will certainly mount for stronger
action—preferably through increased shareholder participation in decisionmaking.4

In my personal view, it would be best to focus our efforts on removing impedi-
ments to the workings of market forces in dealing with these issues. Here, improved
public disclosure concerning both corporate performance and compensation awards,
and better opportunities for shareholder input to the board of directors, should help
control abuses without creating significant new problems.

ENHANCED DISCLOSURE FOR INVESTORS

The SEC is currently working on amendments to the disclosure requirements con-
cerning executive compensation. Our proposals will be designed to get the facts out
into the open in a clear and unambiguous manner. Since the shareholders ulti-
mately pay these compensation packages, they have every right to know exactly
what decisions the hoard has made, and what the company that they own is paying
to the officers. Today proxy disclosure is all too often a very lengthy, obtuse nar-
rative filled with legal boilerplate that obscures the relevant facts. In its place, we
plan to require summary charts and graphs that will clearly set forth, in dgtail, the
components of compensation awards to senior officers.

In addition to eniancing disclosure, the SEC will propose to require the members
of the compensation committee of the board of directors to state publicly the per-
formance factors in the company that were relied on in granting specific compensa-
tion packages. If companies do nol have a compensation committee that is exclu-
sively composed of outside and non-interlocking cﬁ.rectors, we will propose even more
detalled disclosures concerning the facts that went into these decisions, and the
value of interrelationships among the decisionmakers.

Especially where a company is losing money, this requirement for directors to ex-
plain publicly their actions will enhance their accountability for the decisions that
they reach. It will also permit shareholders to understand better the board’s actions
where there are perfectfy legitimate factors in particular compensation decisions.

4Executive compensation is frequently analogized to compenesation for baseball players. It is
genmlly (though not universallz) true that pitchers with an E.R.A. that is extremely high will
ind themselves looking for another team, and managers whose teama consistently finish in last
place may receive the opportunity to explore another line of work.
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Another step that the SEC has already taken should complement be iaclo-
sure. Effective earlier this {year, the SEC began to requireAaﬁ public cog;l;\n?:: lgo
include resolutions setting forth shareholder views concerning compensation for sen-
lor executives in corporate proxy statements. While these resolutions are only advi-
sory in nature, they allow shareholders to provide direct input to the board concern-
ing the board’s compensation decisions witgout the need to mount an expensive and
disruptive proxy election contest to oust the members of the board.

Thou%h seeking to replacc imembers of the board who do not adequately represent
shareholder interests is the ultimate recourse under the proxy system, the ability
to vote on pro;‘yuresoluhons concerning compensation should result in a better-in-
formed board. suant to the new voting policy interpretation, ten companies were
required to include resolutions regarding senior executive and director compensation
in their 1992 proxy statements,” and an additional 33 shareholder proposals were

submitted to sharehulders regarding executive compensation disclosure and golden
pearachutes.

The SEC’s program is simple. Cur goal is to assure that shareholders are well-
informed, and that all the facts regarding the compensation that the shareholders
are being asked to pay are out in the open. At the same time, we seek to foster
better accountability of the board of directors to the shareholders for the decisions
that they reach, because the board is legally responeible for protecting the interests
of the shareholders. Through these steps, we hope to allow shareholders, directors
and management to work out for themselves, in a totally open process, what is the
best decision for each particular company. Market forces, not governmental dictates,
should decide what is Eest for America’s publicly owned corporations.

In keeping with this philosophy of market dieciplines for compensation decisions,
the SEC strongly and unequivocally opposes direct government regulation of com-
peneation. We also oppose the indirect use of the tax code or legislatively mandated
accounting rules to try to accomplish the same objective. Artificial tax rules might
provide regulation that would be better camouflaged, but it would still represent
government regulation,

In our view, shareholder interests in corporate performance should be at the fore-
front in decisionmaking on compensation. Boards of directors should be prepared to
reward executives who perform well, but they must also be prepared to act with re-
spect to those who simply never perf'onn. Well-informed shareholders and independ-
ent and active board members can help achieve greater accountability for perform-
ance in corporate governance, therehy Futting the appropriate focus ol concern back
on devising the best ways for America’s businesses to be successful global competi-
tors.

PREPARED STATEMENT OF GRAEF CRYSTAL

Mr. Chairman, I very much appreciate the opportunity to appear hefore your sub-
committee and to present my views on the subject of senior executive compensation.

There clearly is one serious problem here, and there may be a second serious
problem as well. The first concerns the fact that there is hardly any correlation be-
tween what a senior executive receives and either the short- or Jong-term perform-
ance of his company. The sccond concerns the possibility that senior execulives in
America, taken as a group, are earning substantially more compeneation than they
should be earning, with possible adverse consequences for our economy.

8Of the twelve proposals that the Commission decided should be included under the new pol-
icy, only nine have come to a vote. Proposals for Battle Mountain Gotd Co. and Grumman Corp.
were not voted upon because the prcponents did not make revisions necessary to bring the pro-

aals within the requirements of Rureo 14a-8. A proposal for Gerber Products will be voted upon
i August. The voting on the other nine proposals waa:

N For Agairet Abetaln
Astna Life & Conually CO. ..o crisnt e 7.5% 80.3% 122%
Balimore Gas & Electric Co. 12.2 8.6 42
Bl ABaNBC COMP. v secsirnsssisrsinns e 109 746 145
Biack Ht Corp. »9 418 155
Chrysler Corp. v 58 798 149
Eastman Kodek Co. 15.9 678 183
Equimark Comp. 16.5 814 21
Int] Business Machines Corp. .. 16.7 83 Not Avall.
Reebok Inc. 192 519 280
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Let me start by addressing the pay-for-performance issue. In study after study,
I have found that about lgg of the differences in CEO pay can be accounted for
on the basis of differences in company size. However, 1 have also found that typi-
cally less than 5% of the differences in CEO pay can be accounted for by differences
in company performance, specifically compounded annual total shareholder return
(counting bo&e stock price appreciation and dividends), whether the time window of
return is defined as one-year, two-years or any wider time window up to and includ-
ing ten years. 1 have also found that separating my global database into various in-
dustries does not, on balance, result in any discernible improvements in the rela-
tionship between pay and performance.

To illustrate, permit me to note the findings I just obtained using a database pub-
lished by Forbes, in its issue of May 25, 1992. Forbes defines total corapensation
to mean the sum of the CEO’s base salary, his bonus for annual performance, pay-
outs under so-called performance unit plans, the value of restricted stock grants,
measured at the time the restrictions on such grants lapse and the paper profit on
stock option exercises, measured on the date of exercise. The magazine also reports,
;_vhere possible, the aggregate total compensation a CEO has received in the past

ive years.

Surely, total compensation, as Forbes has defined it, ought to be sensitive to com-
any performance. After all, total compensation includes bonuses for annual per-
ormance, the increase or decrease in the value of restricted stock grants and the

gains obtained from stock options through appreciation in the market price of the
company’s stock. And when total compensation is measured, not over a single year
but over a sufficiently long period, like five years, the correlation between pay an

performance ought to be even better.

Sadly, however, | found there to be no significant relationship whatsoever be-
tween five-year CEO pay, as just defined, and the company’s five-year, compounded
annual total return to shareholders.

This finding is particularly compelling, because label{ a nwrober of compensation
experts have claimed that though there may be a problem in the area of executive
compensation, that problem is confined to just a few “bad apples.” Remove the bad
apples from the barrel, the ar ent goes, and, voilaﬁou will find a robust rela-
tionship between CEO pay and company performance. The bad apples are generally
claimed to constitute no more than 10% of CEOs.

Yet when I eliminated from my database the 5% of CEOs with the highest total
compensation and also the 6% of CEOs with the lowest total compensation, I found
that no more than 0.8% of the differences in pay among the remaining 90% of CEOs
could be traced to differences in their companies’ five-year returns to investors.

This dismal relationship between pay and performance needs to be examined in
the light of two other findings: '

¢ Research conducted by Professor Charles O'Reilly of the University of California
at Berkeley, Professor Brian Main of the University of Edinburgh and me show
that there is a significant and positive relationship between the pay of a CEO
and the pay earned in their own companies by the CEOs who sit on that CEO’s
board compensation committee. Indeed, a :Iynical CEQ would quickly discover
that a raise can be obtained far more easily by packing his board with high-
aid CEOs than by struggling to increase his own company’s performance
D) Yn his doctoral dissertation, Kenneth Lehn, formerly the Chief Economist of the
Securities Exchange Commission, found that he could account for more than
70% of the variation in major league baseball players’ salaries if he knew sa-
lient facts about their performance, facts like the batting average for a hitter
and the number of games won for a pitcher. Explaining 70% of pay variation
on the basis of performance is a far cry from explaining 0.8% of pay variation.

Supporters of the current system of senior executive compensation contend that

ay 18 set in a free market. Yet how can we seriously believe that a free market
18 operating here when there is almost no relationship between pay and perform-
ance and when some 80% of the differences in CEO pay seem to be virtually ran-
dom? A free market is supposed to allocate economic resources in a rational manner,
and by that definition, there is no free market for senior executive talent in the U.S.

If there ia no free market, that in turn raises the question of whether senior exec-
utive pay levels are too high. Look abroad and you will not find the average CEO
in any major industrialized country earning anywhere near the level of pay of the
average major-company CEQ in the U.S. Various analyses suggest that an American
CEO of a major company earns about five to six times more than his Japanese coun-
terpart and perhaps three to four times more than his German counterpart. More-
over, there is a widening Fap between the pay of American CEOs angptheir very
own workers. In a study of ten major-company CEOs, who were chosen at random
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and who had held their joba at least between 1973 and 1990, I found that the me-
dian CEO earned 34 times the pay of an average American manufacturing worker
in the period 1873-75 and 109 times the pay of an average American manufacturing
worker in the period 1987-89.

One cannot also fail to note the barriers to entry that exist in the labor market
for senior executive talent in the U.S,, if indeed there is a labor market. Talented
women and minorities seem to be systematically excluded from the CEOs’ chairs in
major companies. Does anyone doubt that if the market were opened to these capa-
ble people, pay levels would drt;p substantiallEv before reaching a new, lower equi-
librium level? Though the paﬂ or a given CEO’s job may currently be $2 million
Eer year, I have li?t?e doubt that many a talented woman would wi lingl{ turmn her

ack on the protections afforded by the Equal Pay Act and take the job for $1 mil-
lion per year.

The problems that exist in executive compensation today, if not solved, can lead
to some serious consequences and perhaps already have {ed to some serious con-
sequences. First, there are the added costs involved. Here, it is important to note
that the pay of a CEQO, like a 4,000-horsepower vacuum cleaner, has the effect of
sucking up the pay of other executives as well. In one study I conducted, I found
that if you give the CEO a $1,000 raise, you also give the C{nief Operating Officer
on average, a $400 raise, and you give the Chief Financial Officer a $260 raise an
you give the Chief Legai Officer a $150 raise. So the cost of the $1,000 raise has
almost been doubled, yet we have looked at only three other genior executives. Can
anyone doubt that the wtimate cost of the raise is going to be much higher when
its impact on all a company’s executives is taken into account?

These added costs would perhaps not be 8o unbearable if there were a close rela-
tionship between pay and performance. But as | have already indicated, the rela-
tionship is virtually non-existent, and because that is 8o, the added costs become
a dead hand on the proceedings. They must of necessity either be passed on to the
company's shareholders in the form of lowered profits or on to other employees in
the company in the form of lower salaries or on to consumers in the form of higher
prices. Any of the three outcomes is patently undesirable.

But the greatest damage of excessive pay cannot be measured, and that is the im-
pact on workers. Unfortunately, we have lately witnessed case after case of abuse
of power. We have CEOs who iay off thousands of workers and yet are rewarded
with extra bonuses in the millions of dollars. We have heads of charitable organiza-
tions awash in pay and perquisites. And we have university presidents who receive
substantial pay raises at the same time they are increasing the tuition for their stu-
dents who, like students of all generations, are perennially poor. Then we read sta-
tistic after statistic about how the trp earners in our economy have garnered the
lion’s share of increased income during the rast decade, while the lowest earners
have seen their income drup in relative terms. And then we wonder why so many
people in this country are so cynical and, as a result, less than willing to pitch in
and improve our economic prosperity.

Having set forth the problems, what are the solutions? First, I endorse whole-
heartedly Senator Levin's attempis to refoimi the system. He has propoeed fun-
damental changes in proxy disclosure, and these will go a long way in helping
shareholders to understand how much CEOs and other senior executives are really
earning. Equally as importent, he has been moving to require the Financial Ac-
counting Standards Board to immpose charges to corporate earnings for the cost of
stock option grants. It is these grants, more than any other element of executive
compensation, that have contributed to the explosion in senior executive pay.

Parenthetically, I would observe here the efforts of entrepreneurial companies,
typified by those in Silicon Valley, to scuttle Senator Levin's efforts in the account-
ing area. These companies would have you believe that stock options are the only
factor fueling their productivity and that by forcing a charge to earnings, the United
States will be doomed in its competition with Japan and Germany. In a way, they
are argu.ing that if a cost, like the cost of stock options, is socially desirable, then
it need not be charged to earnings. Paradoxically, it is this sort of Alice-in-Wonder-
hand reasoning. that, in my opinion, is more likely to be the cause of our economic

oom.

I would also note that many of the companies arguing for a continuation of the
no-charge-to-earnings approach are more than willing to call in formerly-granted op-
tions and lower their strike prices whenever the market price of their stock fa‘?s
out of bed. It is not unheard of for a Silicon Valley firm to engage in such “option
swaps” two times in a sinﬁle year. If a firm is willing to abide by the judgments
of the market only when the market is rising, but not when it is falling, can that
firm really be serious about paying for performance?
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In short, I agplaud the work of Senator Levin. He has aimed at the heart of the
problem, and that he is under so much fire from corporate America, shows that his
arrow has found its mark.

A primary issue before your committee, of course, lies in the taxation of various
forms of executive pay. It is to that issue that I would like to address the remainder
of my remarks.

In recent months, legislation has been introduced to curb the corporate deductibil-
ity of high executive pay. Under legislation sponsored by Representative Sabo, a
company would not be permitted to deduct pa&1 in excesas of 26 times the pay of the
lowest worker in the company. And under the comprehensive tax bill passed in
March, a company would not be permitted to deduct executive compensation in ex-
cess of $1 million.

All of this legislation seems to be addressed to the concept of reasonableness.
Whether the standard is 25 times the pay of the lowest worker or $1 million, the
underlying notion seems to be that there is some point beyond which executive com-
pensation is patently unreasonable.

Thoujh I agree fully that there has to be some line of reasonableness drawn, I
ersonally do not favor either of the above two approaches, for both incorporate a
one size fits all” type of reasoning. Thus, a high-performing company, which might

well be justified in paying its CEO more than 25 times the E:y of his lowest worker,
is denied some tax deductions, while another company, which, because of its poor
perform?nt}:le, ought not to pay its CEO anywhere near the 25-times limit, is given
a green light.

'0 me, %he solution to this issue of unreasonableness lies with the Internal Reve-
nue Service. In its work in the area of closely-held corporations, the IRS has intro-
duced the notion that executive compensation is deductible only to the extent that
it is necessary and reasonable. Thia same concept of reasonableness of executive pay
has also been introduced into Defense Department contract negotiations and into
the determination of allowable public utility rates.

Yet it is my understanding that the IRS is effectively hobbled when it attemgta
to apply the doctrine of pay reason ableness to a large, publicly-owned company. Of-
ficials of the IRS with whom I have spoken have indicated that the Service has be-
come do dispirited that it has all but given up trying to convince a court that there
i8 some leve] of pay in a publicly-owned corporatlon%eyond which no tax deduction
should be allowed.

I am not a lawyer, and I am especially not a tax lawyer, and therefore I am not
competent to suggest to your committee apecific changes in tax law. But there must
be a way for the Congress to introduce into law the notion that executive pay that
is unreasonable may not be deducted and thereby to give the IRS the legislative
support it needs to go after those companies that cross the line. For example, the
Congress might shift on to a company the burden of proof of compensation reason-
ableness whenever the total pay of the executive being examined exceeds by three
or more standard deviations the pay of executives with sim responeibilities in
a comparable group of companies, none of whom is himself being paid in a totally
aberrant manner.

To me, this approach is far preferable to the “one size fits all” approach, because
it allows for a case-by-case evaluation of all the facts and circumstances. Moreover,
because the line between reasonableness and unreasonableness will of necessity be
fluid, it may have the effect of encouraging companies to think twice before even

etting close to the line. That sort of encouragement would be amplified if any new
egislation required the company to disclose in its proxy statement the name of any
executive for whom compensation had been disallowed by the IRS, as well as the
amount of such compensation.

Another tax possibility would be to apply different rates of tax to different forms
of executive compensation. For example, a favorable tax rate, combined with contin-
ued corporate deductibility, might be offered for a nou-swappable stock option that
could not be exercised for, say, seven years and which carried a atrike price that
embedded a minimum return at least equal to what a shareholder could have
earned by placing his funds in zero-coupon Treasury bonds. At the same time, other
and less productive forms of executive compensation such as base salaries, annual
bonuses and free share grants might be taxed at marginal rates much higher than
currently exist. The idea here would be to achieve revenue neutrality for the Federal
government but to tilt the balance of executive compensation towards long-term
risk-oriented decision maki.n? and away from forme of compensation that, for all
practical %m:posea, offer pay for little or no performance. However, having suggested
this possibility, I am troubled by the complications of drafting legislation which
assures that exactly what is desired will be accomplished, and for every company
and in every circumstance. It is entirely possible here that the best of intentions
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;;vill, at the end of the day, accomplish very little and may even, on balance, prove

In summary, [ again applaud the thinking of Senator I.evin. His legislation will
go a long way to make the market for executive compensation the free market that
manFRgeople keep saying it is. At the same time, I believe it is important to give
the such legislative tools as it requires to challenge the deductibility of execu-
tive pay when the same has passed the point of reasonableness. I would also favor
further Congressional utg;}g as to whether the pay-for-performance process might be
enhanced by imposing erent levels of taxation on different types of executive

compensation, but without causi
Mp. Chairman, I thank you agglgn

your sub-committee.
Attachment.
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“In Question

Perspeclives on business issues-in-progress

In the current media feeding frenzy, pay for
performance has been replaced by political

correctness.

Who Should Set

CEO Pay?

The Press? Congress?
Shareholders?

by Andrew R. Brownstein and Morns J. Panner

For the past several years at proxy
time, executive compensation has
become the 1ssue du rour. Business
magazines compete to print the
starkest black-and-white photos of
the “highest pasd” CEOs. Experts
tease out of the data evermore refined
determinations: who was the “best
bargain,” the “worst buy,” the “most
valuable player

This year several new factors have
brought executive compensation
even more actentson. The first s the
politicized arena for corporate con-
trol. Now that the tender offer wave
of the 1980s has subsided, institu-
tional investors, who control on aver-
age over 50% of the voung stock of
the largest U.S. corporations, cannot
rely on raiders or takeover fears to
“discipline” management. Instead
they promote various technigues -
such as proxy rule reform, sharehold-
er resolutions, and sharcholder ser-
vices groups - 10 gain access to the
boardroom and make their positions
known Indced, the threat of a proxy
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battle over compensation 1s a power-
fu} club. Companies ke [TT, UAL,
and General Dynamics have been
forced to negotiate with large institu-
tional investors over executive pay.

That 1n stself would be news, but
add in a second factor-the recession -
and you have a front-page story. Read-

Rampant
populism has
tumned CEO pay
into a political
issue.

ers can’t hel, rut notice the sharp
contrast between million-dollar pay-
days for CEOs and a growang num-
ber of layoffs for other workers.
Poignant and painful stones of eco-
nomic hardship underline the obwv1-
ous inequalities.

And a third factor 1s closely related
to news of the recession The percep-
tion of Amenca’s decluang competi
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any net losa of revenues to the U.S. Treasury.
for giving me the opportunity te appear before

uveness, particularly in companson
with the Japanese, has fueted public
anxiety. When President Bush made
his ill-fated trip to Japan this past
January, he took with him a dozen
CEOs who together earn approxi-
mately $25 mullion a year. The duffer-
ence between highly paid U.S. CEOs
and Japanese execunives, who are re-
portedly better performers for lower
paychecks, made for good television
but bad public relauons

Finaily, rampant popuhst feeling
1n this election year has turned exec-
utive compensation 1nto a favornte
topic for pohiicians. The compensa-
uon debate has been bolstered by re-
cent studies showing that, over the
past decade, the wealthiest Amen-
cans have made the greatest gains,
while the poorest citizens and the
middle class have lost ground. Most
people believe the nich have gotten
ncher and the poor poorer and that
CEOs ate now linung their pockets at
the expense of everyone else

As a result, pohticians on both
sides of the aisle have taken shots at
executive compensation Arkansas
Governor Bill Clinton has proposed
changing the tax code to curb high
salanes, Vice President Dan Quayle
has criticized excessive salanes as a
drag on American compettveness.
Congress 1s considenng legislation
that would himut the deducubility of
“excessive executive salaries.” Mean-
while, both the Secunities and Ex-
change Commussion and the Finan-
cial Accounting Standards Board are
under pressure to preempt such il
advised legislative 1nitiatives with
acuons of their own.

The last time executive compensa-
tion commanded the attention of su
many elected officials and bureau-
crats was 1n 1939, when President
Franklin D. Roosevelt railed against
the “entrenched greed” of corporate
executives. Taking its cue from the
president, the Treasury Department
caused a national scanda! by publish-
ing a list of American executives
who made more than §15,000 a year.
At the height of the controversy,
more than half of the respondents to
Andrew R. Brownstein is a partner
and Morrnis | Ponner is an associate
at the New York law fum «{ Wach-
tell, Lipton, Rosen &) Katz.




a public-opinion poll felt that execu-
tives of large corporations were over-
paid. 140 one, they argued, could be
worth $15.000 a year. The Securities
and Exchange Commission started
requuring corporations to submit a
detailed disclosure of executive com-
pensation to their shareholders - and
the debate over executive compensa-
tzion began in earnest, Thus Chairman
Richard Breeden’s recent announce-
ment that the SEC may require more
extensive compensation disclosure s
a replay of events that took place over
50 ycars ago.

Little has changed 1n the teems or
argumentative style of this debate.
Today’s populists agree with therr
1939 counterparts: no one, they in-
sist, could be worth $25 million, cven
if this represents earnings accumu-
lated over a lifecime. And surely any-
one who makes that kind of money
must be doing something either 1l-
legal or immoral Many Amerncans
distrust the nch, and corporate ex-
ecunives are obvious trgets.

Very simply, it 1s politically correct
to consider executive compensation
excessive And, as 1s often the case
with political correctness, its adher-
ents tend to oversimplify the issues
and sensationalize the debate. First
and foremost, they make the usual
mistake of misdefining the issue.
The question 1s not “Are executives
paid too much?” The real question is
“Are shareholders getting thewr mon-
ey’s worth from their executives?”

So far, the pudlic has heard only
the populist answer to these ques-
tions. However, we will consider a
more refined analysis that shows a
link between pay and performance.
We will also uncover arguments that
cast i~ 2 dubious light the 1ssue of
whether American CEOs are truly
paid mor: than the Japanese. In shore,
we seek to remove th. sensational-
1sm and put the debate over executive
nay back where 1t belongs: in a busi-
ness context, not a political one.

The Populist Case

The argument against the current
system of executive compensation
consists of two distinct but related
points. First, populist critics state
that American CEOs are paid alto-
gether too much and that their
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A Short Course
on Compensation

In Search of Excess:

The Overcompensation of
American Executives

by Graef S Crysul

New York: W. W. Norron, 1991

“Executive Compensation i the
US.: A More Objective Evaluation
and Examination,” a specch by
Michael S. Kesner of Arthur
Andcrsen & Co. to the Nauon.l
Association of Corporate
Dureceors, December 12, 1991,

Executive Compens: ion:

A Strategic Guice fc the 19905
edited by Fred K Foulkes
Boston: Harvard Business School
Press, 1991.

“Congress Can Put Executives oa
2 Diet,” by Marun O Sabo
New York Times, March 7, 1992

“Stealth Compensation of
Corporate Executives: Federal
Treatment of Stock Options”
hearnings before the Subcommuttee
on Oversight of Government
Management of the Senate
Coman.ittee on Governmental
Affans, anuary 31, 1992.

Value at the Tops So! [ oos to the
Executive Compensation Crisis
by lra T. Kay

New Yock: Harper Business,
forthcoming in 1992

The Conference oa Corporate
Governance: Performance and
Compensation

Kellogg Graduate Schooi of
Management, Nocthwestern
University

January 13, 1992
{proceedings in press).

Notice of 1992 Annoal Meeting
and Proxy Statement
A Telephone & Tel \

Company
February 25, 1992.

“CEO Inceatives-Ity Not How
Much You Pay, But How”

by Michael C. Jensen and

Kevin J Murphy, Harvard
Business Review, May-june 1990,

salaries bear almost no relation to
the performance of their con. sanies.
Second, cnitics suggest that this ir-
rational system of executive incen-
aves 5aps the compettiveness of U.S.
companics and is a magor contnbutor
1w US cconomic waes.

Like 21l good political mowments,
the curzent populist crusade has its
own patron saint - reformed sinner
Gracf Crystal, author of the compen-
sation basher's bille, In Search of
Excess The Overcompensation of
American Exccutives, In his previaus
hfe, Crystal reportedly pulled down
$850,000 » r devising the very
compensation schomes he now at-
tacks But having seen the error of his
ways, Crystal has undertakena new
mission to reveal the sins of execu-
tive pay And he brings to his calling
the zealousness and <elf-righteous-
ness that ofter accompany those
who have repented and now seek
to wnflice theie conversion on every-
one else

In his first and major argument,
Crystal asserts that the average pay of
an Amencan CEO is $2 4 million a
year, or 130 umes the average pay of
an Amerncan worker. According to
Crystal, this amount 1s oniy loosely
tied 10 corporate performance. Crys-
wl cites 2 1990 compensation study
in which he found that long-term ex-
ecutive compensation was almost
completely unrelated to total retuns
to shareholders [defined as capital
gains pius dividends). He claims that
only a paltry 4% of the salary duffer-
ential among executives can be ex.
plained by the performance of theur
companues.

By not linking pay to performance,
American CEOs have created a nsk-
free compensation system, says Crys-
tal. “CEOs get paid hugely in good
years,” he wntes, “and, if not huge-
ly, then merely wonderfully in bad
years.” To make the point, Crystal
conjures up numerous anecdotal ca-
amples of what he charactenzes as
“win-win” situations for corporate
executives. For example, Crystal
points to option-repricing schemes
in which the “strike pnee” -the price
at which an option can be exercised -
15 lowered as the stock price falls. Op-
tion-repnicing schemes reward man-
agers even when the performance of
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their company slips. Such technuques
have been used to compensate execu-
tives like Frank Loren=o of Texas Air
and Armand Hammer of Occidental
Petroleum.

In Crystal’s warldview, executive
compensation, Amencan-style, is the
ultimate insider’s gzme: everyone in-
volved wins - except the sharehold-
ers. A cynic sahout the conduct and
competence of corporate boards of di-
rectors, Crystal clsims that the CEO
appoints his or her friends to the
board, caters to them, keeps them
happy, pays them handsomely, and
expects to have the favor recurned
when it's time for the board to ratfy
a compensation plan. The CEO hires
high-price * compensation consul-
tants, *s ho « ;port that the market for
execut e walent requires the board
to deliver yet another tidy fortune to
the CEO Since these compensation
consultants define what the market
for executive talent is or is not,
this finding 1s good news for CEOs
everywhere - and for the consultants

who line their own pockets by tell-
ing CEOs exactly what they want
tohear.

Politicians carry this cynicism into
the political arens, where they make
a2 second argument about the state of
the U.S. economy. They blame Amer-
ica’s competitive decline on 1ts top
executives, who apparently benefit
from a compensation system that
leaves them overpaid and undermou-
vated. This was clearly the message
sent home by the medis from Prest-
dent Bush's tnp to Japan.

A Reality Check: You Get
What You Pay For

Cerunly, Crystal’s arguments and
those of the politicians who have
pressed his case score an emotional
hit. Yet a more thorough examina-
tion of the evidence suggests that
these conclusions are open to ques-
tion. While Crystal asserts only a
minor link between pay and perfor-
mance, studies based on 8 more re-
fined analytical framework have

shown dramatically dufferent results.
Take, for insiance, the work of
Michsel Kesner, a national director
on compensstion and benefits at the
accounting firm of Arthur Andersen
& Company. Kesner presented his
study, “Exccutive Compensation in
the U.S.: A More Objective Evalua-
tion and Examination,” in a recent
speech to the National Association
of Corporate Directors. Kesner as-
sembled a database of 129 companies
in 7 industry groups, from retailing to
manufactunng. What he understood
- and what most critics refuse to
acknowledge - 1s that the jobs of atl
CEOs in al] companies in all indus-
tries are not the same. Consequently,
Kesner's approach carefully adjusted
the compensation formuls and - ¢-
counted for such factors as indu: ¥
complexity, the importance of man-
agement initiauves, and business
nsk. And Kesner’s {indings contra-
dict the claims of cntics like Graef
Crystal: a minonty of CEOs are o #-
paid, and 2 minonty ar: underpaid;
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When your customers get more for
EDS helped Detroit Diesel answer yes.

With entreprencur Roger Penske
at the wheel, Detroit Diesel in-
creased its share of heavy truck
engine sales eightfold in just four
years. The company roared from
3% to 26% of the market.

Along the way, EDS worked with
Detroit Diesel to develop new infor.

mation technology systems. Sysiems
that helped the company and its cus-
1omers increase revenues and profits.

One system improves fuel econ-
omy and prolongs engine life by
aliowing Deuroit Diescl to customize
cach engine’s on-board com, ‘ter.
Now each enginc can be tiloreu for
the loads that customers haul and
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but 80% of US. executives are paidin
line with their performance.

In other words, unlike those who
express moral outrage simply at the
size of a CEO’s paycheck, Kesner re-
minds us that the paycheck is at-
tached 10 a real job and that we have
0 assess executive compensation 1n
terms of a company’s business situa-
tion. Taken out of context, any pay
plan will appear nonsensical and un-
fair. But when viewed 1n the prop-
er business context, the relation-
ship between pay and performance
reemerges

This failure to appreciate the busi-
ness context of compensation ac-
counts for a second failure of logic on
the part of populist critics' their in-
ability to recognize that the nise n
executive pay dunng the past decade
was a direct result of stock-based
compensation plans designed to hnk
pay with performance. In the 1980s,
apostles of good management in the
United States argued successfully
that CEOs and top executives should
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manage for shareholder value. Fur-
thermore, .0 uighten the link be-
tween this corporate goal and the
CEO, a large portion of his or he -
compensation should come intl .
form of stock or stock options. L.
other words, the compensation car-
roz for the CEO should correspond
to shareholder interests.

That 1s, in fact, what has hap-
pened. Theodore Buyniski, Jr, a con:

sultant for Sibson & Company,
points this out in “The Past, Present,
and Possible Future Role of Executive
Stock Compensation.” Buyniski‘s
essay 1s pant of the useful and com-
prehensive Executive Compensa-
tion: A Strategic Guide for the 1990s,
which was edited by Fred Foulkes
of Boston University Buynisk: cal-
culates that more than 80% of the
largest U.S. companies now use
stock compensation to link long-
term performance of a company to
executive salaries. And when you
look at some of the most contro-
versial pay packages, it 15 the stock
clement rather than base pay that
accounts for the largest toual com-
pensation smounts. For example, in
1990, Anthony J. F. O'Reilly, chair-
man at H. |. Heinz, received $71.5
million 1n gains on stock options
held for years compared with an an-
nual salary and bonus of $3.4 million.

tronically, these stock-option plans
were designed to focus executive at-
tention on sharcholder value There-
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their money, will they get it from you?

the terrain in which they operate.

To mcet the demand for these
moncy-saving engines, EDS also
helped Detrort Diesel create new
systems that increosed capatity,
manufacturing speed and produc-
tivity. Another system guarantees
parts orders will be shipped within
24 hours. Customers can now keep

their trucks on the road longer,
producing more revenuc.

Customer satisfaction has soared. So
have sabes. And as 2 perceniage of sakes,
operating costs have even declined.

Changes in technology create
opportunities to help customers
get more for their money. To
learn how, contact EDS. the world

leader in applying informauon
technology. Write Barry W Sullivan,
Director of Marketing, EDS, 7171
Forest Lane, H2,
Dallas, TX 75230.
Or you can call
(214, 190-2000,
exten.on 702. -
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fore, the run-up in stock market
prices and the resulting increase in
sharcholder values was in some ways
an 1intentional consequence of the
change 1n executive compensation
plans. Yet it is the very effectiveness
of these plans that has made them
controversial.

In order to make this point more
clearly, let’s look at one of Crys-
tal’s favorite targets, Time Wamer's
Steven Ross. As Crystal would have
1t, Ross was overpaid. However, a
closer look at Ross’s pay package
reveals that a large poruon of his
compensation came from stock-pnce
increases that benefited all share-
holders. By Crystal’s own admission,
Ross delivered 2 23.9% compounded
total annual return to sharcholders
for each of the years between 1973
and 1990. In other words, $100 in-
vested with Ross in 1973 tumed into
more than §4,000 1n 1990

Indeed, those who doubt Ross’s
worth to the company and 1ts share-
holders should consult their brokers.
In December 1991, on rumors that
Ross was serwously 1ll, Time Wamer's
stock dropped 4.75 pointsan five
days Even a one-point drop in Time
Warner’s stock pnce costs its share-
holders more than $90 million, 2
sum that far outstrips Ross’s annual
compensation package.

The cntics are also wrong when
they say bad performance does not
translate 1nto cuts in pay. CEOs are
not tnsulated from the upheavals
that have shaken the U.S. economy.
Many companues, including Eastman
Kodak, Avon Products, General
Dynamics, and UAL have recently
announced changes in their execu-
tive pay packages. At [BM, for exam-
ple, Chairman John Akers expects his
pay to be cut by about 40%. The re-
duction results from a pay-for-perfor-
mance formula IBM has used for over
a decade. After suffering its first loss
in history - $2 8 billion 1n 1991-1BM
said that the cuts in executive com-
pensation simply reflect the compa-
ny's decision to leave a large portion
of management's compensation
“variable and at risk.”

Still, these faces have not satisfied
politicians, who hawve scttled on exec-
utive compcnsanun as an mponant
source of compctitive disadvantage
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IN QUESTION

| in the United States. The politicians
i keep searching for an easy expla-
nation for America’s inability to
compete with the Jap in critical
| industries like automobile manu.
' facturing and consumer electronics.
1 But again, the facts are not as clear ss
| many suggest.
Contrary to conventional wisdom,
. when perks and other cuitural fea-
| tures are taken into account, U.S. ex-
j ecutives do not appear to be paid
| more than their Japanese counter-
parts. Wesley Liebtag, a former per-
sonnel director at IBM and now a pro-
fessor at the University of Illinoss,
has compared the compensation lev-
els of U.S. and Japanese executives in
“Compensating Executives: The De-
velopment of Responsible Manage-
ment,” another essay from Executive
Compensation: A Stzategic Guide for
the 1990s

As Licbtag points out, Japanese
executives benefit from extensive
perquisites, hifeume job secunty, and
lifetime pay. Also, according to Lieb-
tag, Japanese companies typically
use a team-management approach
| that places much less emphasis on
a CEO’s individual abilities and
importance than U.S. companies
do. Therefore, companng the salanes
of chief executives at U.S. and Japa-
nese companies isn’t really relevant.
Rather, the compensation of an
American CEO should be compared
with the collective compensation of
the group of top executives who run
a Japanese company.

Given what we know to be true
about executive compensation, 1t is
hard to imagine that the primary
cause of America’s competitive dis-

advantage lies in the way US. execu-
tives are compensated. In these reces.
sionary times, COrporate executives
and their big paychecks make invit-
ing targets. But the competitiveness
problem that the United States faces
is complex. And neither CEO bash.
ing nor legislative regulation of com.
pensation is the solution

Political Problem, Business
Solution

There 15 an old saying among
tawyers that bad cases make bad laws.
In this circumstance, “good” politics
may very well lead to bad laws Much
of the current cnticism surrounding
executive compensation is ssmplistic
and sensauona! stuc Our fear is that
the current s ic outcry could lead
to unneces ary and even damaging
intervention by governmental and
regulatory bodies. Broad-based leg-
1slative solutions may be good pols-
tics, but too often they result in bad
policy. Consider the following “solu-
tions” now under consideration

From Congress. Legislators have
put forward a number of new bills
that seek tonfluence executive com-
pensation. The bills that are most
controversial would Limit the de-
ductibility of executive pay, either by
capping it at some avsolute level or
at some multiple of what the lowest
paid worker eamns.

In his recent New York Tumes arti-
cle, “Congress Can Put Executives
on a Diet,” Minnesota Congressman
Martin Sabo explains why he intro-
duced a bill that would disallow tax
deductions for executive salanes in
excess of 25 times the salary of the
lowest paid employee in the same or-
ganization. “This proposal doesn’t
cap executive pay,” Sabo writes. "It
would just mean that companies that
want to compensate executives ex-
travagantly wouldn’t be subsidized
through tax deductions for downg s0.”

Let’s put aside the question of
what constitutes “extravagant” com-
pensation. The factis that legislation
that limits wx ¢ . Juctions for execu-
tive salaries will not result in lower
pay. It will only make these salaries
more expensive for shareholders. By
imposing what is, in effect, an excise

continued on page 34
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tax on executive salaries, Congress
may satisfy populist political de-
mands. But it will hardly improve the
economy or respond to the interests
of shareholders.

A tax penalty may discourag. o
corporation from paying an exccutive
an extra dollar, but it will not radical-
ly change the underlying economucs
of the executive compensation mar-
ket. In this regard, the history Jf

" Congress's attempt to legistate a tax

penalty against “golden parachutes”
is instructive. In his article Con-
gressman Sabo cites the tax penalty
against golden parachutes as a prece-
dent for bus proposed law “In 1984,
Congress set a formula for determun-
ing if a golden parachute was cxces-
sive and took away business tax de-
ductions for any settlement over the
allowed amount,” Sabo writes. What
he neglects to point out is that this
law failed 1n pracuce. Corporations
simply added a “gross up” to their
pay packages for executives - that is,
companies paid an additional tax on
behalf of the individual receiving the
golden parachute. Rather than ehmi-
nate golden parachutes or reduce
their size, the excise tax just made
them more expensive for the compa-
ny and ultimately the shareholder.

From the FASB. Meanwhile, as
politicians attempt to respond to
populist critics, professional groups
and regulators are trying to head off
the politicians. From 1984 to 1988,
the Financial Arcounttng Standards
Board, the professional board that
sets public accounting standards,
studied the accounting treatment of
stock options granted to executives.
The FASB tentatively decided that
the cost of stock options should be
treated as an expense and deducted
from company profits dunng the pe-
riod in which they were granted.
However, FASB members were un-
able to agree on exactly how the op-
tions should be valued, and the ini-
tiative was tabled in 1988. Feeling
the political heat, the FASB is now
considering this issue again.

The desire to portray accurately
the true costs of granting stock op-
tions 15 understandable, and the
FASB’s carly pronouncements on
this topic may reflect the correct
technical accounting approach. But

3

will this approach serve larger pol-
icy goals?

For exar.'ple, the decision to move
ahead wir this issue may threaten a
significant and important trend in
compensation: granting stock op-
tions at all levels of an organization.
The threat applies particularly to
startups, which are precisely the type
of companies whose growth should
be encouraged. Startups rely on stock
options to attract a high-quality work
force, encourage ownership 1n and
commitment to the new company,
and create an entreprencunal envi-
ronment. But some older, established
companies are also beginning to
spread stock options throughout
their organizations. In this respect,
the FASB approach may be in direct
conflict with Congressman Sabo's
espoused goal: to reduce the disparity
between top executives and lower
level employees.

To see how the FASB change might
hure stertups, consider the case of
Centigram Communications,  Cali-
fornia manufacturer of voice-mail
equipment with roughly $40 million
annually in sales. The company
maintains a stock-option plan in
which every one of its 250 employ-
ees participates. In testimony before
the Senate during the *Stealth Com-
pensation” hearings on executive
compensation, George Sollman, pres-
ident ar ' CEOQ of Centigram, ex-
plained at stock options were
*crucial to the founding, growth, and
success” of high-technology entre-
prencurial compsnies like Cen.i-
gram. Sollman’s company began as &
venture capital startup in 1980 and
conducted an initial public offenng

| in 1991. All along the way, Sollman
i relied on stock options - and the fact
¢ that granting them had &9 negative
effect on the earmungs of his company
~to motivate employees. The options
. held out the prospect of very large re-
tums at a tme when the company
lacked the cash flow to pay competi-
~ tive salanies. Forcing companies hike
i Centigram 1o reflect the value of op-
tions granted to employees in their
profit and loss statements would de-
ter them from granting options to all
employees - not just top executives.

£from the SEC Chairman Richard
! Breeden recently announced that the
i Secunties and Exchange Commis-
ston would no longer permit corpora-

1 tions to exclude from their proxy -

statements nonbinding shareholder
proposals conceming executive or di-
rector compensation. By changing
the rules, the SEC gave individual in-
vestors the nght to voice their opin-
ions, via proxy, about how much se-
nior executives should eam. Because
of the rule change, ten companies
are facing sharcholder proposals on
executive compensation in 1992

While significant, this change in
long-standing SEC policy 1s dwarfed
by the already powerful force of 1nsu-
tutional investors. Even before the
regulatory changes were made, com-
panies met with their largest share-
holders to discuss the way seruor ex-
ecutives should be compensated. In
September of 1991, ITT, after meet-
ing with the United Shareholders
Association and the huge California
pension fund CALPERS, announced
that it would change its compensa-
tion system to more closely link pay
and performance. UAL, the parent
of United Airlines, and General Dy-
namics have done the same.

The SEC is now considering a sec-
ond rule change that would require
disclosure of the present value of
stock-option grants and data that
show the relationship between CEO
compensation and corporate perfor-
mance. Although it is hard to argue
with the principle of more disclo-
sure, in this particular case, it’s not
clear what type of additional infor-
mation would help. There are many
ways to value a stock option, which
represents the nght but not the obli-
gation to purchase a stock at some fu-
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ture date. Indeed, there are so many
different ways that the FASB, com-
prised of some of the best technical
minds in the United States, has been
stumped by this issue for years. Over-
simplifying the process by coming
up with one valuation may be as
misleading as leaving out a number
altogether.

Clearly, the whole debate over ex-
ecutive pay must be informed by a
more sophisticated analysis that in-
cludes the complexities of structus-
tng appropriate compensation pro-
grams. All of this political haggling
distraces from the real 1ssue of how
you motivate your employces, from
the CEO to the custodian.

The Real . ;sue:
Pay fo. Pe formance

In a public corporation, managers
act as agents of the owners, who are
the sharcholders. Compensation
plans seck to motivate the agents to
do the best job possible for the own-
ers. However, and this is a cniucal
point missed by many cntcs, differ-
ent types of incentives will create
different kinds of performance. Ira
Kay, managing director at the Hay
Compensation Group, contends in
his new book, Yalue at the Top: Solu-
tions to the Executive Compensation
Crisis, that executives who are grant-
ed stock options will take more risks
than executives who are only given
cash compensation.

Stock options represent the right
to buy a stock at a fixed price during a
set period of time. Therefore, 1n order
for the options to be worth anything,
managers mus: inake the stock move
past the strike price of the option
within that time. That tums man-
agers who were once caretakers into
nsk takers

Kay goes further by asserting that
the absence of down-side risk in
stock options makes managers more
nsk-prone than shareholders when it
comes to acquisition strategy; he
even suggests that the prevalence of
stock option: vas a primary cause of
the 1980s takcover craze. While Kay
takes this particular concept to its
extreme, his basic thinking is sound.
Strictly based cash-compensation
schemes do cause caretakung because
executives won't take risks that re-
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sult in short-term hits to the income
statement and their annual bonus.
And stock-option schemes do en-
courage risk taking because execu-
tives wiil benefit from long-term
strategies and results.

Consider for 8 moment the new
compensation package being offered
1o top executives at ATAT Formerly
a regulated monopoly, AT&T has
recently increased its competitive
stretch by making major acquisitions,
such as 1ts 1991 takeover of NCR. To
create a compensation system in line
with its current aggressive thrust, at
least five corporate executives, in-
cluding CEQ Robert Allen, have been
awarded “premium priced” opuons
The most imponant feature of these
options is that a large portion can be
exercised only if the stock price rises
20% to 50%. Under this plan, ATAT
executives have much to gain; but
the premium element 1s designed to
factor out the effect of overall mar-
ket performance on company perfor-
mance. Allen's options, for example,
could be worth mullions of dotlars 1n
the year 2001 - 1f AT&T's stock were
to perform tmpressively But the op-
tions also send a clear message to top
management about the strategic di-
rection of the company: management
will be rewarded if true shareholder
value s created.

Such prem um priced opuons were
created in response to criticisms of
stock-option plans that allowed exec-
utives to profit from broad changes in
the stock market. However, they're
an open target for new criticism
when they result in bigger paydays for
executives. In an attempt to diffuse
such controversy, we suggest that
companies take two Lmportant steps
that make both business and politi-
cal sense. First, corporations should
design plans that allow workers
throughout an organization to share
in the large bonuses and generous re-
wards of stock-option plans. Second,
corporations should create plans that
encourage employees to continue to
hold the shares awarded to them in
stock-option programs.

By expanding the employee eligi-
bility pool for stock options, com-
panies will solve two problems si-
multaneously. They will take the
pnnciple of pay for performance and

spread 1t throughout the organiza-
tion. And they will address the politi-
cal problem of pay disparity between
workers and executives. The proper
response to this issue is not to cut
the pay of top executives arbitranly.
Rather, it 1s to create incentive-based
plans throughout the company.

Indeed, in The New Owners. The
Mass Ernergence of Employee Own-
ership in Public Companies and
What It Means 1o American Business,
Joseph Blasi and Douglas Kruse of
Rurgers University document the
trend toward increasing employee
ownership. Blasi and Kruse list 1,000
companies in which employees own
more than 4% of the outstanding
stock The average employee holding
in these companies was over 12% 1
1990, and Blasi and Kruse pred. t
that, by the year 2000, one-quarter
of all U.S. public corporations will
be more than 15%-owned by their
employees.

The second step major corpora-
tions should take to reform th - r pay
plans 1nvolves encouraging C£Os
and other executives to use stock-in-
centve plans to acquire large blocks
of shares that they hold onto As
Michael Jensen and Kevin Murphy
wrote in their article, “CEO Incen-
uves - it’s Not How Much You Pay,
8But How” {HBR May-June 1990), the
most powerful link between share-
holder wealth and executive wealth
is direct stock ownership by the CEC.
Yet Jensen and Murphy also noted
that CEO stock ownership for large
public companies has actually de-
clined over the past 50 years. Using
the percentage of total shares out-
standing as their yardstick, Jensen
and Murphy found that CEO stock
ownership was ten times greater in
the 1930s than in the 1980s.

Although business has changed
dramatically in the last 50 years, that
trend has recently been confirmed by
Kay, who found that less than 50% of
the shares acquired through option
programs are held for any significant
period. We agree with Kay’s assess-
ment that this problem represents a
major shortcoming of stock-option
programs. Even given certain com-
plexities (for example, the need to

continued on page 38
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IN QUESTION

come up with cash to pay taxes on
option exercises), stock-option plans
would be much more effective if
executives were required to hold
onto their shares after exercising
their options.

The Process of Compen.ation

While we believe that these should
be the guiding principles behind pay
for performance, we also recognize
that all _ompanies are different.
There is no one right way to compen-
sate employees, and each company’s
needs are unique. Indeed, this is a
fundamental fact that compensation
critics ignore and another reason why
legislative regulauion of corporate
compensation is not a good idea. Yet,
unless boards do a better 10b of set-
ting compensation, Congress may at-
tempt to do it for them. Thus the fo-
cus for boards and executives must be
on process: the role and performance
of the compensation committee in
making intelligent, well-informed
decisions. Based on our experience in
advising boards, we have come up
with the following three guidelines.

Establish Independence Compen-
sation commuttees should be com-
posed of independent, outside direc-
tors. Corporations should avoid the
practice of interlocking compensa-
tion commuttee memberships; CEOs
should not sit on each other’s com-
pensation cormmuttees. The appear-
ance, if not the reality, of “you
scratch my back, Ill scratch yours”
compensation it a political liability
that companies cannot afford. Nor
skould individuals who provide sub-
stantial services to the company,
such as outside legal counselors, in-
vestment bankers, or representatives
from suppliers, be included on com-
pensation committees.

Articulate @ Mandate. The job of
the compensation committee is to
adopt a specific compensation plan
and philosophy that supports the
strategic objectives of the company.
Therefore, the compensation com-
mittee should have a clear picture of
the strategic plan and the human re-
source requirements of that particu-

Yar plan, always recogmizing that the
corporate plan and needs will change
over time. To develop s mandate, the
compensation committee should
meect regularly during the year and
not only when salaries and bonuses
are set o1 incentive grants sre made.
Committees should consult with
qualified advisors. However, we don’t
re.ommend that committees retain
thei: own set of adversarial advisors,

Cor. municate to Constituencies.
Finally, t)»e board of directors and the
compensaiion committee have an
important respun<bility to commu-
nicate their decisions, rauonales, and
strategics to shareholders In Light of
the current controversy over execu-
tive pay, compensauon committees
cannot be blind to the preferences of
the marketplace. Thus simplicaty is
important in desigang a compensa-
tion plan. Institi:iional investors dis-
trust complexity per se, so a straight-
forward plan will automatically allay
some criticism.

Compensation committees must
not only articulate how compensa-
tion packages have performed durning
previous years but also justify results
in relation to industry standards. To
shore up shareholder relations, com-
pensation committees and boards of
durectors should be prepared to ar-
ticulate the company philosophy
on compensation and to lay out an
understandable explanation of the
compensation system. Committees
should also be able 1o demonstrate
the link between pay and perfor.
mance. And compensation commit-
tees must clearly communicate who
they are and the basic procedures
that govern their actions.

The overall message to companies
is unmistakable: 1n politically turbu-
lent times, executive compensation
will continue to be controversial.
The only way to handle the issue re-
sponsibly 15 to manage compensa-
tion responsibly. That means articu-
lating a philosophy of compensation
that applies throughout the corpora-
tion -and then making that philoso-

phy areality in a consistent way. O
Repnint 92302
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PREPARED STATEMENT OF JEAN GUMERSON

Chaiman Boren and members of the subcommittee, thank you for inviting me to
testify today. My name is Jean Gumerson. I am testifying today as a member of
the United ghareholdem Association to present an individual shareholder’s perspec-
tive on executive compensation in American corporations. I am accompanied at to-
day’s hearing by USA’s president, Ralph V. Whitworth, who will also be available
to answer your questions.

The Uni{ed Shareholders Association is a nonprofit grassroots organization work-
ing to advance shareholder interests and improve the competitiveness of American
corporations by advocating greater corporate management accountability to share-
holders. USA ias 65,000 members nationwide anz local chapters in 39 American
cities.

As an individual shareholder, I am very concerned about what often appears to
be irrational executive compensation, After all, when the resources of a company are
used for irrational compensation packages, the shareholders—the owners of the cor-
poralion—ultimately pay the price.

Obviously the current system is not tproducing rational results. Last year, accord-
ing to Business Week’s recent survey of executive pay packages at 363 of the largest
American corporations, total CEO compensation rose 26%—to an average of more
than $2.4 million—while corporate profits fell by 18%.

This disparity between pay and performance in such a broad cross section of
American corporations is a clear indication that something is terribly wrong. I am
concerned, however, that amid all of the attention now devoted to executive pay, the
real problem is often misunderstood. This is reflected in some of the remedies that
have been proposed which, although well-intentioned, could end up creating more
problems than they solve.

Any solution must start from a recognition of why executive compensation is out
of control. In fact, executive compensation is only the most dramatic symptom of a
deeply rooted problem—-the lack of management accountability to shareholders in
American corporations. This lack of accountability in the most prominent American
corporations is sapping America’s competitiveness and contributing to our economic

sugqlnation.

archolders are not interested in dictating precise levels of executive pay or in
placing arbitrary caps on compensation. For shareholders, the real issue is not how
wnuch, but how. What we need is a rational system that demands accountability
from management and gives shareholders the ability to encourage compensation
packages that link pay to performance.

There have been certain proposals in Congress which seek a tax solution to irra-
tional management compensation. These tax proposals, however, would not address
the fundamental accountability issues at the heart of irrational executive compensa-
tion, and would actually result in a greater burden falling on the shoulders of the
shareholders,

The tax bill recently passed by Congress would deny corporationa tax deductions
for compensation paid to any executive in excess of $1 million. Although the com-

rehensive tax package was vetoed by President Bush, this compensation provision
lt; included in legislation recently approved bty the House Ways and Means Commit-

e.

Another proposal, introduced by Representative Martin Sabo, would disallow cor-
porate tax deductions for any executive's compensation which exceeds by more than
26 times the salary of the lowest-paid employee in the corporation. For example, if
the lowest-paid worker has an annual income of $10,000, deductibility would not be
allowed on compensation over and above $260,000 paid to any manager.

We do not believe it is the proper role of government to set arbitrary limits on
executive pay. Attempting to do so througbghigher corporate taxes would be the
wrong policy approach, for these reasons:

1. It would fail to achieve the desired results. Placing a tax penalty on compensa-
tion would create the impression that the government can do something that it can-
not do: use corporate taxes as leverage to contrel the personal compensation of ex-
ecutives. Corporate officers and directors do not pay corporate taxes. It's not their
money—it's the shareholders. Thus, tax disincentives will have no real impact on
management compensation decisions. With higher taxes, the shareholders would be
hit twice—once for the irrational paﬂ and again when higher taxea lead to lower
returns, reduced dividends, and a higher cost of capital.

2. Attempting to arbitrarily cap compensation—even if it doesn’t work—would
send the wrong message to the many creative and hard-working corporate execu-
tives who are creatinggobs, expanding the tax base, and helping to improve Ameri-
ca’s competitiveness. Corporate executives should have the incentive to earn high
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rewards—if justified by corporate performance. The problem with executive com-
pensation today is not high pay for superior performance. The problem is high pay
regardleas of performance.

3. Attemrtmg to limit compensation through hi%l‘\jr corporate taxes would do
nothing to foster a disciplined, pay-for-performance philosophy in American corpora-
tions. Instilling such a philosophy requires that accountability be brought into the
system.

One approach that has been recommended by some observers would be to give
more power to the Internal Revenue Service to determine whether compensation is
excessive. This would, in effect, eastablish the IRS as a compensation czar. We be-
lieve such an approack: is profoundly wrong-headed.

Giving the JRS such power would be a futile effort to replace the proper function
of a corporation’s owners with a vast government bureaucracy that would have only
the most narrow basis for i\ﬁ?ng the proper pay of thousands of corporate execu-
tives. In cases where the did not act against an executive's pav package, it
would be signaling that the pay is appropriate and placing the IRS stamp of ap-
proval on it. But that is a judgment that can only be made by the shareholders.

Although irrational executive compensation does not lend itself to a tax solution,
Congress can play an i.:portant role by strengthening shareholder participation in
our corporate governence system through market-based reforms that create real ac-
countability for execv.tive compensation decisions.

Shareholders are supposed to riect a board of directors to represent and advance
their interests in the corporation, including selecting & manugement team, setting
management’s pay, forinulating corporate strategy, and oversecing management's
day-to-day operation of the business.

ut far too often, members of the board are management apporntees. There is no
accountability to the shareholders becauae there is no competition for board seats
and no mechanism for direct shareholder nomination of directors. The incumbent
chief executive dominates the director selection proceas and then, in the overwhelm-
ing majority of cases, serves as the board’s chairman.
is is the crux of the problem—rather than functioning as an independent mon-
itor of management on the shareholders’ behalf, the corporate director serves at
r}:lmigagement’s behest and is beholden first and foremost to the CEO, not the share-
olders.

Is it any wonder that at many companies there is no discipline on executive com-
pensation decisions aud compensation is virtually out of control? In this system, cor-
porate executives are virtually free to set their own pay, with no accountability for
their decisions. The restraint that shareholders are supposed to impoee through the
board of directors has been eliminated from our system.

The solution lies in a market-based approach that establishes a meaningful role
for shareholders to exert accountability, reflecting their position as the corporation’s
:irue owners. With accountability, rationality will be restored to 2xecutive compensa-

on.

We are encouraged that the Securities and Exchange Commission has begun to
take the first important vteps toward reform. The SEC is developing new rules that
will require disclosure of more complete, accurate and clear compensation informa-
tion to shareholders in the proxy statement. Improved disclosure will produce great-
er discipline in executive compensation decisions by corporate boar&. USA urges
the SEC to swiftly begin formaf consideration of these vital rule changes.

USA applauds the Commission’s February action to allow votes on shareholder
qroxy proposals relating to executive compensation at corporate annual meetings.
'hese shareholder proposals, while non-binding and adviaory in nature, allow share-
holders more direct input on management compensation decisions.

The SEC is also working on revisions to the shareholder communication provi-
sions of the proxy voting rules to allow more open communication among sharehold-
ers. This mﬁ bhe a great aid to shareholders who wish to participate in the Iroxy
system but are stymied by the SEC’s burdensome review and approval procedures.

But even more fundamental reform is required to expose executive compensation
to market-based disciplines and incentives. For any market to function properly,
there must be free choice and open competition. As I've already stated, however, in
the selection and election of corporate directors, there is no choice and ne competi-
tion.

Government regulation of the corporate proxy voting system, hand-in-hand with
long-standing traditions and practice, have preven development of truly inde-
pendent boards of directors.

The ultimate remedy to restore management accountability ;% our corporations
and sanity to executive compensation is a mechaniem allowing shareholders to elect
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guly ti‘ndopem‘lent directors who will unquestionably act on behalf of the owners' in-
rests.
In its 1990 proxy reform rulemaking petition to the SEC, USA proposed allowing

ualified shareholders to place independent director nominations in the corpora-
tion's proxy materials. But the Commission has not indicated whether it will act on
this recommendation. We encourage C ss to consider legislation that would give
shareholders the ability to nominate and elect truly independent representatives to
corporate boards of directors.

ther than seeking arbitr ay limits, or authorizing the IRS to become a na-

tional compensation czar, w:rﬂe?ieve market forces offer the best solutions. The
problem is that a freely functioning market has not been allowed to operate because
shareholders have not had the ability to demand accountability from their corporate
directors and officers. Empowering shareholders with the authority that reflects
their ownership role in American corporations is the key to resolving the executive
compensation problem.

PREPARED STATEMENT OF SENATOR CARL LEVIN

Mr. Chairman, thank you for inviting me to speak to the Subcommiitee today
about the issue of executive pay.
First, some facta:

—In the 19808, while corporate profits stagnated or fell, CEO paf skyrocketed.
The same pattern is holding in the first two years of the 1990s. In 1990, while
corporate profits fell 7%, CEO pay rose 7%. In 1991, while corporate proﬁts fell
twice as fast, by 16%, CkO pay rose by another 4%,

—CEO Fay in America is 100 times that of average workers, triple the pay g?
of just 16 years aéo. Even J.P. Morgan, one of America's lcading capitalists, ad-
vocated limiting CEO pe:'y to no more than 20 times the pay of average workers.
The pay differential in Japan is only 17 times, while in Germany it’s 23 times.
But in America, it is 100 times.

—CEO pay in America far exceeds CEO pay in the rest of the world. At mid-sized
companies with $260 million in assets, US CEOs typically receive twice as
much pay as CEOs in Japan and Germany—even though many of their compa-
nies are beating our socks off.

The disconnect between CEO pay and corporate performance was the subject of
hearingg held before my Subcommittee on Oversight of Government Management in
May 1991 and January 1992. These hearings showed that CEO pay in America is
out of whack—it ie out of line with corEorate performance, out of line with the pay
of other workers, and out of line with CEO pay in the rest of the world,

The hearings also showed that the federal government is part of the problem. At
least three federal policies have contributed to executive pay excesses, and that's
why I introduced legislation a year ago to change them.

—First, until my bill was introduced, the Securities and Exchange Commiasion
acted as a roadblock to stockholders trying to put the brakes on runaway execu-
tive pay in their own companies. It did so b{1 supporting corporate actions that
denied stockholders even an advisory role in how CEO pay is set.

—Second, SEC disclosure regulations haven't produced easy-to-grasp information
on executive pay. Today, even compensation experts need hours of research to
figure out the bottom line pay of many CEQs.

—Third, stock option accounting rules, backed by the federal government, do not
reflect their true cost to companies and stockholders. In fact, mcat stock option
compensation is never included as an expense in a company’s books, even when
claimed as an expznse on the company’s tax return.

The bill I introduced last June, the Corporate Pay Responsibility Act, S. 1198
would change these federal policies. And while the bill has already spurred sever
reforms or promises for reform, more needs to be done. I'd like to summarize for
you what's happened 8o far.

The first reform involves the federal government's interaction with stockholders
who want to recommend pay reform in their own companies. For decades, the SEC
staff had ruled that, if a corporation objected, a stockholder had no right to circulate
an advisory resolution on pay reform for a vote at the annual meeting. My bill di-
rected the SEC to reverse this Folicy and allow advisory stockholder proposals.
Eight months later, in February of this year, that's exactly what the SEC Xid. About
10 stockholder proposals urging pay refurms have now been presented for votes at
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companies across the country. Each has sparked a spirited debate. That's a healthy
development.

The second reform involves improving SEC Ll;:‘g\ﬂationa on pay disclosure. Right
now, even experts can be confounded by pay information in company proxy state-
ments. For example, last ’;ear, the Wall Street Journal variously reported the same
CEO’s compensation at $7.3 million and $11.4 million. In the case of another CEO,
Business Week reported his 1990 salary at $8 million, while Fortune said it was $2
million. These are not small discrepancies. Much of the confusion is due to prox
statements filled with legal jargon and inadequate disclosure of the value of stoc
oplion grants.

To clarify the situation, my bill would require proxy statements to provide a sin-
gle chart listing all the types of pay and a bottom-line total for each executive. It
would require the SEC to provide a uniform method for valuing stock options and
corapanies to provide pay totals from prior years to-permit pay comparisons. Agein,
in February, eight months after my bill was introduced, the SEC announced its in-
tention to issue disclosure regulations along these lines. The proposed regulations
are expected this month.

The third and final reform involves accounting for stock options. Stock options
give an executive the right to buy company stock at a set price for a period of time,
usually 10 years. While companies in other countries like Japan rarely use stock
ontions, over 90% of large corporations in the United States grant them to their ex-
ecutives. And they provide a significant portion of CEO pay—not §% of total pay,
but 30%, 50% and sometimes more.

Many of the 1991 pay increases for CEOs were due to stock options. One business
publication recently ran a story entitled, “If CEO Pay Makes You Sick, Don't Look
at the Stock Options; It featured a CEO who received a 1991 stock option grant val-
ued at $120 million, on top of previvus grants valued at $225 million, for a 4-year
total of $346 million. Each time the company’s stock rises $1, this CEO stands to
gain $6 million. Stock option gains for other CEOs in 1991, a recession year, also
ran sky-high, in one case topping $70 million.

Part of the reason companies can afford to provide these levels of stock option
compensation is that stock options are the only type of executive pay which a com-
pany can deduct as an expense on its tax return,ygut doesn’t have to list as an ex-
pense in the company books. Keeping stock options off the books as an expense
means even huge oplion grants leave corporate earni untouched.

For example, a company that pays its CEO $1 million in cash must reduce its
earnings to reflect that expense. But a company that gives its CEQ atock options
valued at $10 million doesn't have to charge even a penny against the eanu[':ﬁﬁ re-
pigxétel(il on its profit-loss statement. And it can still claim a tax deduction for millions
of dollars.

Charles hunger, vice chairman of a leading investment firm, Berkshire Hathaway,
has called this accounting system “contemptible.” A Barron’s commentator has crifi-
cized stock option rules for creating a “tax subsidy.” Because stock options never ap-
pear on company books as an expense, I call them stealth compensation.

Everyone agrees that the current accounting rules—which assign the typical stock
option a dollar value of $0—don't make sense. Since 1984, the Financial Accounting
Standards Board, which issues generally accepted accounting principles, has put re-
fot'mingI stock ?tion rules on ita agenda. Each time it has consigered the issue,
FASB has voted unanimously that there should be a charge to company earnin
for issuing stock options. When the FASB board met laat month, the vote was again
unanimous, and exactly what my bill would require.

But waiting for reafv action on that issue has been like waiting for Godot. After
eight years, FASB has yet to change its rules. The SEC, which has been considering
the issue since my bill was introduced one year ago, is waiting for a recommenda-
tion from its chief accountant, due this month. It's time for the federal government
to bring stock options under’ the rules of ordinary compensation. And if FASB and
the SEC don't act promptly, Congress should.

Some critics complain t“;at accurate stock option accounting will hurt businesses
that issue stock options to all employees or pay stock options in lieu of cash when
they are starting up. They say stock option charges will skew their profit picture
which is important to attract new investment.

First, we've found that stock options are almost always limited to top executives.
A 1991 review of more than 1,000 U.S. companies (by Executive Compensation Re-
ports which tracks compensation trends) found that only 16—or less than 0.02%—
issued stock options on a company-wide basis. The Wall Street Journal has recently
reported that less than 6% of U.S. companies give stock options to anyone below
top executives.
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New companies that want to use stock options will continue to be able to do so.
The FASB and SEC are well aware of the unique circumstances apf&h;‘cable to new
companies and can design accounting rules to take those circumstances into ac-
count. For example, since the stock options of a new company will usually be worth
less than those of an established company, new companies shou'd be able to take
a lower charge to earnings. The rules are also likely to value sto:k options on the
date they are granted or vested, rather than on ‘he date they are cxercised, which
will further reduce the charge to earnings. The resultit.,g charge can also be identi-
fied in the financial statement as due to stock options so that investors can take
that fact into account. Finally, it is worth noting that all other forms of executive
pay already appear in a new company’s books as an expense; there is no reason to
treat stock options differently.

Executive pay unrelated to corporate performance is a threat to American com-

etitiveness. It rewards poor results, causes workplace resentment, and raises red

ags in international trade negotiations. Federal policies have been part of the prob-
lem. That’s started to change, but more needs to be done. I congratulate the Sub-
committee for holding this hearing to move us in that direction.

Attachment.
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Hnited Stares Senate

WASHINGTON, OC 20810

June 5, 1992

The Honorable David Boren

Chairman

Subcommittee on Taxation

S. nate Committee on Finance

2 5 Dirksen Senate Office Building
Washington, D.C. 20510

Dear Mr. Chairmani

Thank you for the opportunity to testify on June 4,
1992, before the Subcommittee on Taxation about executive pay
in corporate America and my bill, the Corporate Pay Responsi-
bility Act, S. 1198.

At t!» hearing, a question vas raised as to whether
perquisites were included in one of the charts I used
providing pay totals for CEOs in the United States and other
countries. I can now confirm that they were included.
Because my chart was based on a world-wide compensation
comparison prepared annually by Towers Perrin, a leading
compensation consulting firm, I have enclosed a copy of the
relevant Towers Perrin chart from which all of the figures
were taken. The Towers Perrin chart presents pay data on 20
countries, and it clearly indicates that perquisites were
considered in calculating each of the CEO pay totals.

In addition to this explanatory material, I ask that you
include in the hearing‘record my complete statement, copies
of the three charts I used in my presentation, and a recent
article from Business Week magazine containing thoughtful
suggestions for pay reform. These materials are enclosed.

I hope this additional information is of assistance.
Thank you again for the opportunity to address the
Subcommittee.

Sipgerely,

Carl Levin

CLiejb
Bnclosures
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CEO Compensation Rate Compared With
Inflation, Wage, and Profit Rates, 1977 —'87
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THE WIDENING GAP
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1990 Executive Pay in 10 Countries

Total compensation (cash, benefits, perquisites and long-term incentives)
as of 1/1/90 for chief executive officers of organizations with
$250 million in annual sales. (U.S. $ in thousands.)

$308 $308

oo $233 §233 3292
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EXECUTIVE PAY

COMPENSATION AT THE TOP IS OUT OF CONTROL. HERE'S HOW TO REFORM IT

Our wncomes are like our shoes: 1f
too small, they gall and pinch us but
if too large they cauze us to stunible
and (o tnp.

~—Charles C. Colton, Englsh clergy-
man, 1822

Amencun conpanies luse ground to for-
eiyn rivals, whose chiels are often pand
pittiinces by U.S. standands, the debate
over executine pay i3 reaching fever
pitch. Now, CECs are on the defensne,
stumbling sbuut w those 100-big shoes—
and maybe headed for a fall

Even some ol the countrn's most

pruminent executives have joined the
cntcal chorus. “The American public is
tred of seeing executives make many,
many millions of dollars a year when the
stock prce goes down, the dividends are
cul. and the book value is reduced,” says
Stunley C. Gault, chairman of Goodyear
Tire & Rubber Co. Too often. he adds,

ne by one, some of orporate
America’s most —
lucratively pad

executives have been
making the pilgnmage
to the spartan olfices of
United  Shareholders
Asan. [n recent months,
the parade has included
1Tt Corp. Chairman
Rand V. Araskog and
UAL Corp. Chairman Ste-
phen M. Wolf. The un-
easy topicc how much
maney each is paid
After the execuuves’
visita to the Washing-
ton-based shareholder
advocacy group, both of
their compsanies an-
nounced changes in
thewr pay practices. At
ITT. executive slock op-
tions cannot be exer-
cised for 10 years unless
the company's stock
rises by 40%. At UAL,
execulives agreed to im-
prove the disclosure of
pay policies o share
hoiders.
sians croavs. The epi
sodes underline the cur
rent tension over the »-
sue of executive pay.
Throughout the 1980s, a
hefty runup in compen-
saton for chief execu-
lves sent many swag-
genng off W the bank
The CEO of a large
American corporation
now earns about §2 mik
fion a year—a sum that
has more than tripied in
the paat decade,
the pay of factory work-
ers has (ailed to keep
pace with inflation. As

41
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STRIVE FOR SIMPLICITY 1. Returm to the bosics. Pay the
boss a satary, bonus, and stock options. Throw every other
-1y gimmick out, from performance shares fo stock-opprecia-
non rights. 2. Limit perks, golden parachutes, and million-
dollar pensions. 3. Fire every consultant who tells you to do
otherwise. 4. Don't fudge by repriing stock options if your
compony’s shares fall below their exercise price

pay wsn't linked o how
well the company’s own-
ers do, and “the only
one who gets the short
end of the stick is the
shareholder.”

Not every corporste
leader sees it that way.
For some, the furor over
executive pay is media-
fueled, populist hooey.
They argue that a free
market for wages appro-
priately rewards produc-
tivity and talent, to the
ultimate benefit of the
economy and the astion.
“The prize goes to the
person who sees the fu-
ture the quickest” says
William P. Stiritz, chair-

mans the grestest in- [
centive to innovation,
risk-taking, aand hard
work. But the executive-
.pay derby has become,
“in s6me cases, an exces-
y sive (ree-for-all, divorced
L from the reality of cor
porate resuits. What

boss gets paid has
ceased o be an issue of
economxs snd has be-
come instead one of
lesdership, competitive
ness, and [airness. The
swelling chorus of pud
lic and political outrsge
makes 1t increasingly
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mﬂy that Corporate
Amenca will feel tha ob-
trusive hand of govern
ment 1f it doesn’t ¢clean
up its act on it own.

What to do? The nght
answer won't be the essy
one. Already, doth the
House and the Senate
have passed broad tax
packages that would-pre-
vent companes from ak-
Ing & deduction on pay
excess of §1 milion per
executive, a cap that in-
cludes stock opuons and
perks Representative
Marun O Sado (D-Minn)
would have established a
ceilling 4t ¢5 umes the
salary of a company's
lowest pud emplayee.

But controlling pay by
taxauon would lead only
to higher costs for the
shareholders Many com-
panies would sunply foot
the bill for the tax, just
as many dd for the most
nchly embroidered gold-
en parschutes of the
19808 Ultmately, the an-
“ror s ointertwined with
1 We range of other 1»-
su . involving corporate
governance. sharehold-
ers’ nghts, leadership,
seif restraint, and proxy
dusciosure.

Like all other com-
tracts wages shouid be
left to the fair and
free compention of tAe
market and should nev-
er be controiled by
the intevjerence of the
leqisiatures

—David Ricardo. 1817

Ricardo s sull nght
Executive pay doesn t re-
quire & legusiated fix. Re
form needs to Legin in
the bosrdroom. Even

LAY FOR PERFORMANCE—FOR RPAL 1. Limit the boss’s
base salary to § 1 milion a year, even for the largest compo-
fes. Every cent beyond that cop should be paid only when
the CEQ meets tough performance targets. Set financial goals
ogainst an industry peer group. 2. Give boards discretion e
reward improvemant in such key creas as qudity, custorer
sotisfochon, and manogement development. 3. Charge»
sTock options ogainst samings, becouse they do have o vai-
ve. 4. Price large option grants at a premnam, 30 sharehold-
ss_bmﬁl before executives 5. Encouroga stock ownership
‘among executves

At 4 minmum, the chwl
executive should excuse
Himself (rom the room so
his Firey adviser and the
Jdirectors can speak more

freeiy on the boss's
pay—stil 2 ranty in the
boararoom

Lesides changing the
process by which pay
fiuus are considered,
boaras should change the
prncipies that govern the
process Compensation
leveis should be based
not on wnat other compa
nies Jo. but on what a
management team ac-
complishes Fcr years,
compensalion surveys
have served only to
rstchet up pay' If each
company seeks Lo pay its
own executves in the top
quarule of the industry,
COMpENsaLOn s perpeiu-
ally fored upward In-
stead, if u company's per-
formance s average for a
gven group, pay should
be only average Then,
eliminale the bewsldenng
array of safety nets wnd
gveaways that puts cash
and stock Into the hands
of top execuuves regard-
lesa of how their compa-
nies  perform (table,
page 55 Stock-appreca-
bon nghts, performance
thares and un U, and re
atricted stock—except
when used in liew of
cash—should be relegat-
ed ty the scrap heap
wissINe Uee. [n chop
PINg these piveawnys, d-
rectors shouid aim for
simphicity  The intensity
of todays debate over
pay has opened the gutes
to & drove of hungry coo-
suitants peddling novel
and quirky Jews—ways
to index stock options.
link corporate cash flow

Senator Carl Levin, the
Iiberai Michigan Democrst who insugat
ed Senate heanngs on pay, agrees o
that "l dont support the government
setung CEO pay in the tax code.’ he
says 'Government should not be mak
Ing decistions as to what the nght levers
of pay should be *

ve s axti The tradiional regulator
remains the best one. the board of direc
tors Bul now more than ever, directnrs
who serve on the compensabon commit

of ‘ndependence Lawyers. investment
bankers. and consultans who draw (ees

I who might be chummity npen ta uppeng

tee must beqin to sssert & higher degree .

Cover sroer

from the company shouli not sit on the *
committee thut sets the « AY's juy Ne
ther should such committees he com-
posed enureiv of other chief executives

the ante Indetst sume . nuc3 sugest
that no ('FOs shoubl sit on 3 (omjpeensa
tGon cemmittee at a!

Now |4y consuitants are Gpkcaly
hired by the « £0 But anen revwewing 3 |
new pay pan for Lop eveculves  the
compensation cammittee should muatine
s he able th Mire re nwn rutsrde consyl

o geting pad what I'm frustrated by

to bcnus payouts, or offer nonrecourss
loans to executives to buy stock Mostly,
what they do w further compicate & pro-
ceas that u oo complicated 0 begin
with and make 1t all the harder for
shareholders W figure out whos reaily

layers of compensauon programs that
are difficult o understand.” says Donaid
S Periing, the former chairman of Jew. .
el Cos and a director nn seven compen-
saurn committees  What we ought to |
be 4 scning 10 corporate halls 8 am

plict.  Aw so0n as 4 program doesnt |
sl .

LRt e an indepene o B secon ) iimoen
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That means dirnvetors should not re
ward exovubves (or xhort-term runups
M AUk e or cuntinge per share bat
{or the konp-ternn itangnibles that creata
coymtitive advantige. “That can be
anythiyr (rum becottung Lthe leader in
chvtrines W «aying alive 0 the stesd
wndustry,” notes Frexlbeun. True, it aan
I hard W anasuce oljectively how well
an execuuve has impruved comparstive
quality, enl l a company's repuis-
twn, developed 1 management depth,

work. we nowi ot Invent a4 mew ome.
Singuacily dovs not nocersanly wan
low pay. But it ahoukl mean umberatard-
able pay amd competmation partifual by iy
00 weil dow. For docahn, twe clunsor
has been for jav for peefuanance. an
oftenempty sloyan foe ks of cousul-
tanta selhge the Lutest new famghal plan,
The mussinie link==betwevn (xiv aml the
corporation « performance—uis  mysir
fied investum, emphoyoen. i ~.
and politictans

resuits, they were becoming less com-
petitive becauss they wers losing
ground in quality, cuslomer satsfacton,
and productvity. Such nobions stll re-
mam . largely. absent from the pay-for
performance debate.

Nothing has contnbuted more to the
disjunction between pay and perfor
mance than the atock opioa. When it
<came into vogue after Congress granted
1t favorable tax treatment in 1950, few
could imagine the impact stoek opbons
would ¢ lly have on the compensa-

INCREASE BOARD SCRUTINY 1. Add non-CEOs 10 the compensation
commities. Exclude investment bankers, lawyers, and consultants whoe
draw fees from the company. 2. Hire an outside consuitant te provide &-
rectors with a third-party opinion on the (EQ”s packoge. 3. Pay directars
in stock to forge better links with the company ‘s sharehoders

Whats Ladlh needed s clanty Com- | oc boosted its productnity But it's vital
pensation shonld be comprsed of a sala- | o do so—and vital to try o ink axecw
V. 2 bonus, and a single stockopuon | Uve pay to such yanistcks
plan that encourages ownership Consxk Detrost's Big Thrve are an objrct lee
er the vunple vf juving a hase salary | son 0 the disuncton betweeo ey foe
of $600 0 with 4 cash bonus of wqual | euming or stock perforniance asd pay
amount Half the onus woukd be cont ' for competlvemss During the appar
gent un mecuny stingent standanin of | snt proepenty of the i(9%0s, auto ingkery
fiancai perfonaance The compenaa F mcked up years of record emmngs,
bon commutice woukl haml vat the romt | while thewr CRUR ruked 1 evermore-lu-
not far soculled 11y for performaice. | crative poy packages But much I the
but for what Cveie F Frewdheun, vces | profit was the result of soluntary import
chairman of ooz Alken & Hanoiton e | rentrunts <ot Ly the Japanese. (o faet,
calls “pas for coingm titivenens cves as U S camic tern oated recoed

Gon gume. In the early days, stockop
ton awirds were fairly conservauve,
even miserly. But since the late 1960s,
the aversge size of an opton grant has
tripled, as boards began doling out stock
opaons ke Monopoly money lo 1389,
Walt Duney Co.'s Michael D. Eisner waa
handed 2 then-unprecedented 2 mullion
optons—s record broken a year later
when Anthony J.F. O'Relly, chauman
of H.J. Heinz Co., received a 4 mibos
grant in ooe fell swoop. And earlier op-
toa grants have made O'Reilly the win
oer of Uus year's pay derdy so far, with
s new one-year record of §75.1 million 1n
psy. bonus, and stock opuons (page 581
The sad truth is that accounting rules
make opoons as free 13 those unted do}
lars in the Parker Brothers game. Its
funny money. Everyone agrees that a
stock optwa has resl value, yet compe-
nies 4% DOt required lo charge them
aguinst .amnings. Becsuse option awards
are essentally free, they're “never mes-
sured, pever managed,” says Raymond
C. lauver, & former member of the F
sanaisl Accounung Standards Board
FASEL
smARP wetwina. The grants grew be
yond the imaginations of directors, many
of whom were as surprised or shocked
as the public 0 see what valus they
eventually had. ‘“This stock-market esen-
Iation has mesnt that some of these
numbers aren't what we all meant them
to be.” says Donald P. Jacobs, desn of
Northwestern's J. L. Kellogg Graduale
Sehool of Mansgement and a director on
several compensation commitises.

peced st & premuum of between 0%
50% la the case of Chief Executive
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crafung the plan,
ATAT rejected the
ure of restricted
shares or a sock-
option megsgraat

s
body s pift"” ex-
lains Harold W.
uringame, 28 ATST
senior vice-preudent.
“Only after you de-
liver something to
the shareholder do
you reach a new pls-
teau.”  Directors
would do well to fob
kow ATAT's lead, pne-
ing all sizable opooa

ly 1950s, nluon(h
sccountants
agres 0D any IP‘

ndudoun mm M\glﬁ.po"mdvduomlha
plan 1o the top officers if the stock annually appreciates by 5%,
10%, or 20% over the 10-year period of the gront

slock owDershup, Dot
opuoas. that forge
the conaection. As
Warren E. Buffett
once observed, the
executve does not
lose any money oo
an opoon when the
stock prnice plum-
mets. because he
a0t requred W >
vest. Or a3 the wel-
known pay cntce
Grase! 3. Crystal
puts 1t “While the
sharehoiders’ boat
parung the waves
and gowng down to
Davy Jones's locker.
e CEO 8 sitting on
the QE2 n s plush

their stock for s de
fined penod of tme.
There are some

speafic stockowoer

When the Accourtung Prinapies

rals earnuings m this day of megagrann.
Hay Group [ne., s consulting fim,

ship objecuves for executryra, and ooe =
four restncts or discourages s execu-
tives from selling the s'ock. At a few
companes, according 10 & recent sarvey,
4 stock sale by an execative will affect
the number of ~yture stock opaons he or
she recerves 1nd mugit evea be regarded
A8 corporata duloyvuity.

Finally, companies
most onprove the duclosure of ther pay
plans. A good deal of the :hpomm
over pay resul's from the pubbe's mabd-

ity to underntand t Many compames
have contnbated to the prodlem by mak-
ing the pruxy statement an exercse m
obfuscatica. ‘“The yrowth in long-term
compensatios was largely tecause 1t
was far leas disclossd and certamly far
jess understandadbh.” sy Jary K

A GUIDE TO THE GOODIES

SIOCE-APPRBCLATION RISETS These por-
=it on enpriive 10 ke owt the puin @ ¢
seck aptien wwihowt making evy Frvesuent
PERFORIMARCE SBAREL Exeartives get @
grent of lroe svares # the commparry hets cor
hain parfaresancs trgen

PERPORIMANCE BIFTS Rother than sioch,
ook ewurds besed on ‘wnity' of sheck ere
doiod out e execrirves ¥ the company esen
by pertermence gesis

PYASORAL NELARGAL (ONSIKTYIS Mary

omroarees novw toot the b tor e CEQ's owm

Anancal conedtant. H_, Hewa, for axangle,

MQO Ansthory O Rodly $471.350 ter A-
aancal advcs from 1917 te 1990

ST Jo Mmost of thew 1300 eptens.
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Some companws have already takem &
lesdership position. Citicorp, for exam-
ple. now reports on psy, boons, and
stock option payoffs 1o a smgie, eassyto-
read table in ils proxy. Another table
inciudes pay tots's for each of the pest
three years, 50 mvestors can figure oot
cn thewr own whether the op executives
received increases or culs in pay.

When a2 ompany installs s new stock
plan. 1t should include 8 short “impact
statement” similar to the ooe Mn:

used o penson beoefi

fap oo the political spectrum, thal prob-

Poopls of pn
thar complele destruction rother han
survender any maleral part of thar

advaniage.
—Johin Kenneth Galbrmth, 1977

The debate over pay has moved out of
the boerdroom and squarely into the po-
litieal arena—a fact rewnforced by the
eoncerns over compensation ramed {roem
such disparate quarters as both Demo-
astic frontrunner Bill Clinton and Vics-
President Dan Quayle. “If you can have
that much unammity from that wxde s

2 _
PAY CRITKC GHAEF §. CRYSTAL His detractors
dub him tha dariing of the corporation-
bashers. The formar pay consultant and
businesss -hool professor has dooe more
than anyne else 0 heightan sensitivey

over exe;uuve pay in the boardro of
Corportta Amenca. Even 30, ha's shapt-

tne Corp., that they've cut CEOS’ pay.
“To appeass Lhe public,” he saye,
“they're cutting the cash sad then com
ing through the back door with s big
opoon package. [t's pot a cut. [Us & bage

i "

compenasaton comumittees of other com-
perues’ boards. “One way for & CEO &

What those comm:ttees might explore
are two approaches to pay: Ooi alterna-
Gve, says Crystall s to pay plaaty, bat
only when the chief exscutivi delivers
big rewards to his shareholders The oth-
erm o the Japanese model “They
don’t even try o pay for perfcemance,”
be says. “They don't have say ong-term
incentives. At the end of the year, the
CEO gwis about $500.002 in Japna . .. and
that's it

|
|

companies that pey thewr «z-
conservatively aow waat
sscond opiions, and

Chin gos believes that high pay reflecta
the liutec namber of axacutives who are

I
§ ;aéizéég
iy
R
il
EEcinhes

pensation So
libers! Democrat must have taken some
mpknun when the issne made
ines during Preadent Bush's trade
:‘l:.ionkw annnn and when thnk&undu

proposed new disciosure rules ow pay.
Lavin, who sarms roughly $125000 a
your. says he found it sppalling
“ownpenies wers laying off
ssk;ng workers for sacnfices, while at
,eantly increasing their own salaries.
When there is no relationship batwess

j

&

fr

sxecutive's own financml stustion.”
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lem nocds 8 solubon,”

. , — - i a hvely show, as

(5:“,,-“. & m‘. ﬂ‘w*-—tuﬁmm—-wu-nx disgrunthed {mdo(f o

ommusion Chairman loyees aml

Richard C. Brecdes ﬁrnauwnuuu—umuhm- ity m,m“:”'w‘"'
roturm bur shock optians “You are go-

warmed a group of cor o ove

GncenP dote hor lop e nectives in preary. Inchudet
Porata leaders al & e | o o com bemvest. -':1 one table

mu to see shareholder

and sptions s one
cent oa ray. meelings Wirn o pay
;m only 'd".'f yon: ﬁ::-wm:;mnmw-w 40% of wait 10 yeans betore exec~ ,r?*‘c’,;.m‘.. predicts
you'; r prorng disonms of pey P Py ecriding 1 om Michaei S. Kesner, »
buwmpy pow hmem- penaos @cCoes 40 0n indh o m'e‘r&nl Arthur An-
ot hand. As the latest aiotad To biunt the referm
balch of proxies tumbles out, maay ob- allow m@m&ng thareholder votes on the B le has

servers expect Lo see rising numbers, a8
execulives, spurred by the surprising
vigor of the stock market. rxercise op-
tions. {n February, the SEC agreed Lo

1
Atlantic, Ownhf w!luanui(odnk.
Together with the latest paychecks, that
shift will make this yesr's annual maet-

weighed in with its own lukunm agen-
da that includes mesasures already prac-

tced by many boards. r\ndsomanf!ho
best-known corporutions, including Avon

SIX BIG GUNS SOUND OFF

‘%
SANYO ELICTRIC PRESINT SATOSHI R As s
leader of coe of Japea's first-rank coo-
sumarslectronics gianu, fae doesn't

HALSTON PURINA CEQ WILLLAM 2 STIRITY Like

many top executives, the chieftain of one

of the world's lading food companies

blames the current brochaha over exece-

tive pay largely oa maedis hype. "R’n:bo

lowest form of yellow journaliam,™
reportars,

earn nearly a3 moch 18 the typical Amer

corporate chiaftaio. Average pay for
tha CTO of s big compeny in Japan s
roughly one-fourth a3 much as his Amer
lcan counterpart’s—e fact that often sur
faces is the debats over executive pay.
But hn cmm sgainat making such

r

told m.mmuu
s qoesbon about his pay—$138 million
last year in salary, bonus, and stock
awards—at the company’s anavsl meet-

ing m Janusry. “IUs an easy hit...a red | majority of shareholders. “The CE0s are, | shmplistic

bamng. [t raises highly divisive issues | by and large, setting their own pay, t's very hard o compars Ameriea
smong smplayces, sharsholders, and | Whitworth says. “fzpﬂthbeudol snd Japan, first beciuse we don’t have
management.” directors, aad they the compensasion | encugh miormation, and because
To Stiritz’ way of thinking, eritics of- | consuitant. The uitimate solution is to | the job is 8o different in the two coun-

trise.” ha says. “In miny cases, the pres-

ten overiook what he contiders Lhe “mast
hha:olul&mmp-nynw

mmllm‘;m‘p-rhmol
ita ve P

in an xndunry “The populu press and
ften mislesd and

oversmplify,” Stirits says in a writtam n betwees pay asd perfor | of the bardes of decsionmaking is die-

to BUSINKSS “They i @ cased | tribated amony subordinates and where
mw:wu-mwy,mm manththollmpuy,udml s0 much is uitimataly decided by group.”
compensation needs o be viewsd in rele- | oaly Tos says his frequent Uavels to e
tion to kasats under management ... le- ses  would hhywhbohnthx U.S have lodhm\latheomluna(h‘l
cenive com needs o be aligned b salaries wast be paid to attrect sad | American chief exscitives put in more
with the urique challenges and degres of | retain these chisf exscutives. {t's not | houry on the job than many lop exece-
difficulty of the tasks at hand. No gener | troe. Abowt 30% of all CX0s come from | tves of Japanese concerns. “My (ealing
wlised industrypay ratics, ranges, o | within their own compau 6. aod tley | is thal American compuny presidents
€308 ean offactively be applied s meche- bave besa salivating for Lhe job for | work extremely hard and are under a lot
. misma to ¢ ol management compensa- yeoars. [a s free market, they woold prob- | of stress. If | had 1o work in Americs,
tos while sJu_qu rak-re- Muhhjafu‘l.ryngm l’l:uﬂpmﬁhl'dmnobcm
ward performance. of the perks, power, prestige.” ke sa Amenican.”
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fiml a quick resolution. Greed knows no
ounis. Compensatsn u 3 complex and
wntrovernl iaue. Few ontcw agree
even abuut the precse nature of the
problem. ket abone 1ts slutions. Yet sud-
stant) reform o sordy needal. amd
soroe comgrunwes are beonnmy 1o move.
“This 13 3 batdeship. wad 1 think «t's
tumme 10 the water.” savs Perkins,

“But it's going to take ume to turn, for

P

& very simple human reason: [t's hard to
take away a benefit” That may be.
Socoer or later, however. Corporata
America’s chieftaing will have o settle

By JoAn A Byrne in New York, with
Dwan Foust 1z Waskington, Lows Therrvm
in Chicoga, and bureau reports

" TONY O'REILLY: TURNING KETCHUP INTO BIG DOUGH

s's charming, werdly, and

the Standard & Poor's 500-stock index.

14% drop in operating income, after ex-
cluding P

Hshnvd.‘ Now add stperrich to | Even s0. Heinz's impressive record s $221 million gain from the
the sdjectives often ised to de- | trumls those of such hey food-industry | sale of its corn-milling business.
seribe Anthony O'Railly, cuef exevu- | competitors as Sars Lee. Philip omms, As extrasordinary as his income was
tve of H J. Heins Co. O'Railly may | and Kellogg, which boasted annual | in 1991, O’'Radlly stands 0 gain much
have set & new record in @ecutive pav | sharehokder retums of vver 30 for | moee. [a March, 1990, be signed a five
last year by collecdng $7S1 mullica 1n | the gest 10 yesrs. For the first nune contract that awarded him the
salary, bosus, and stock o xons. moaths of fiscal 1992, Heinz reportad a E"nmmtof stock options
Is sny basiness executive eve 4 millica shares. Hemns's
worth that muoch ? Heinz ¢ | antsd up because they
directors certainly think k. “T'm ve. afnud of losing him—part-
o4 3 hero iper ncmally, Jy becanse of a conversation
but [ tell you this guy mally is more than s decade ago. When
uonsual” says Heins diretor F. O'Rally, aow 55, was named CLO
James MeDoosld, a forour Gen- B U, the board asked him
eral Motors Corp. ide it who what he would like to be doing
heads i 10 yoars down the road “Ha |
tee. “We foal that we've ;20¢ for stid, ‘When [ reach my mid-S0s,
1 would prodably leave business
et —ea eccellent contrsct with work and o something
an outstanding CEO.” oo, " McDooald
‘The vast majority of O'Lailly’s swmoes. Besides his work at
$7T8.1 million, of course, wus the Heins, O'Reilly @ » majority
rcnkolu:lz-!hco(n&op- Wlwb{i&yh‘ﬁ
tiong, some of which ware grase company with newspapers in
od to hirn a8 far back ss Jano- lead and Anstralia, What's moee,
ary, 1962 O'Pailly’s bass 10lary, with all the consolidation in the
st $514,000, certainly wouida't food industry, directors dered
break azny psy records. “T probe- B0t ignore rumors that O'Railly
bly have ooe of the lowest base ‘was being wooed by any number
salaries in Pittsburgh for some- of unnamed competitors.
m-h:hnulmyl‘: Sﬂlmeriﬁdaoflul
Heinv's "~ says O'Railly. megagrant a8 overiill “ 't
ummm"mm O'REILLY MAY SET A NEW RECORD think there's any question that
based oa opersting gosls, and ORailly is tremendous merchan-
his caah compeosation came to | 10T ks OVCopen Jud oy MBst | ige, but st some point, some
$36 million for the flecal year 1821 ANTHONY ORERLY H. ). Hewa $75.1 body ought to say enough is
ended May L Stock options, be 1990 STEPHI WOU UAL 18.3 | eoough” argues pay critic
says, are the ultimate lor T S Crystal “The reward that he
m':u' i "M._j_.‘_ s 1969 NG MetAW $3.9 will now recetve is far in excess
Mmu" e . e b dmmh"m.ﬂr
company, [ prae- | 1987 OMMIS LAZARS Toys 1 Us 0.0 meists that s
tes it,” seys O'Railly, who is go0d for him wnll pay off foe the
Heinr's ¢ sharehold | 1986 LB LACOCCA Owywer 205 | ghareholder. "Heins Co. was
of, with a staks worth 193 VICT0R PORMER OWG 127 :‘oﬂ.hMmmm in 1980, and
$152.8 millica. 1 " DIONE PICKENS Petoeom ns it's worth §10 billion today—wnth
survns sams. There’s no dowbt s v m. 132 the same number of shares i
that O'Reilly haa done well by | 1983 WRLAM AMOERON nC -2 | soed.” be boasta. Now, everyone
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PREPARED STATEMENT OF GEORGE SOLLMAN

Mr. Chairman, and members of this distinguished committee, my name is George
Scllman. I am President and Chief Executive Officer of Centigram Communications
Corporation of San Jose California.

About Centigram

Centigram develops and manufactures voice processing equipment that provides
voice messaging capability. as well as integration with electronic mail and FAX mes-
saging. Our equipment widely used by the telephone industry. government offices,
untversities, and businesses, large and small. We were incorporated in 1980 with
the backing of several professional venture capital investors, and became a public
company in 1991. We currently employ 240 people in the U.S. and eeveral abroad.
I.ast year we had revenues of about $36 million. We have generated about 15 per-
cent of our revenue from export sales, and devote 16 percent of our sales to R&D.

Centigram is typical of many young, growth-oriented technology companies in this
country in that one hundred percent of our regular employeés participate in employee
stock options plans. We motivate and reward our employees with a combination of
incentive stock options and profit sharing.

About The Amcrican Electronics Association

I amn appearing before you this morning on behalf of the American Electronics As-
sociation (AEA). AEA is the nation’s largest electronics association, with over 2,700
member companies. In addition to the leading U.S. computer, semiconductor, and
software companiee. AEA aleo represents the industry’s emerging companies. Over
80 percent of our membership consiets of emall, entrepreneurial firms with fewer
than 200 employees.

Introduction and Summary

Mr. Chairman, I very much appreciate the opportunity you have given me to con-
tribute to your hearing today. I want to devote the bulk of my statement to one spe-
cific part of the executive compensation debate which is unusually important to the
global competitiveness of America’s technology companies: the tax and financial ac-
counting treatment of employee stock optiona.

The global preeminence of America’s technology industries was achieved by the
enterprise and innovation of young. entrepreneurial firms like Centigram. Neither
Japan nor Europe can match the jobe-creating vitality of America’s growth-oriented
companies. I am convinced, and my CEO colleagues are convinced, that without the
ability to grant employee stock options to large percentages of our workforce, firms
like Centigram would no longer be able to start-up and make their vital contribution
to the economic future of this nation.

The SEC is developing a series of proposals to improve the information companies
provide to their shareholders. Additional disclosures of stock option plans is sched-
uled to be included. We believe this positive approach js the right answer. Share-
holder returns should not be hammered-down just to offer them a new form of
flawed data.

I want to devote most of my written statement today to explaining the positive
case for retainingethe current financial accounting treatment of employee stock op-
tions because I believe we have an excellent story to tell. I will explain why em-
ﬁ}:)yee stock options are crucial to the foundinq{ growth and succeas of com%:niea

ike mine. I also hope to communicate to you the severe damage that could be in-
flicted on America’s vital technology industries by some of the proposala being advo-
cated at this hearing.

After I make the positive case for employee stock options, I think it's important
to respond to the highly publicized and inisleading comparison between the tax and
financial accounting treatment of options which is being used to justif’ impoeing‘ a
major reduction in our earninge. I)also want to answer several of the most fre-
quently asked questions about our position on stock options.

1 will then respond to your invitation for our views on the limitation on deductibil-
ity of officer compensation.

1. THE POSITIVE CASE

Stock Options are Essential to the Entrepreneurial Culture of Silicon Valley

Mr. Chairman. the American electronics industry is proud of the entrepreneurial
culture we have developed in Silicon Valley and other technology centers around the
country. That culture is one of this county’s most important comparative advantages
in the battle for global competitiveness. We need you to understand that the high
percentage of our employees who share in the ownership of our companies through
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stock options is one of the basic foundations of that culture. We believe widespread
use of employee stock options is an important social policy goal that should be ac-
tively encouraged by our government.

We are well aware of the unfavorable publicity that has surrounded the com-
pensation of certain high profile corporate executives lately. Although we think
these perceived abuses are the exception, and not the norm, under these cir-
cumstances, it is entirely appropriate for regulatory agencies and Congress to exam-
ine the issues involved in corporate compensation.

In the course of your study, however, it is important that you consider the crucial
contribution employee stock options make to the dynamism and success of America's
vital high technology aectot.%lia group of industries—upon which the U.S. is de-
pending for much of its economic success in the future—is uniquely vulnerable to
ill-considered efforta to discourage the use of employee stock options.

A Powerful and Pervasive Incentive in High Tech Companies

Because companies in some industries tend to grant stock options only to their
most senior employees, stock options have taken on a “fat cat” image in the press
and in many government circles. That reputation is seriously misleading when it
comes to the high technology seclor.

Employee participation in stock option plans is broad and deep in Silicon Valley
and other technology areas. Plans like Centigram's that cover large percentages of
the employees are common, especially among venture-backed companies.

A 1990 Radford Associates survey of 300 electronics companies found 856% of the
companies using options gave them to middle managers, and 30% include non-sala-
ried people. Only 156% limited their options to officers.

Our colleagues in the Industrial Biotechnolcgy Association report a similar experi-
ence. According to IBA, 76% of their companies use stock options. Fully 60% grant
options to their entire workforce. Only 8% limnit their options to officers and a few
managers.

In 1991, ShareData, Inc., makers of a widely used PC-based stock option manage-
ment program, conducted a formal survey of their 800 company users group. They
received 300 responses. The following chart dramatically illustrates both how impor-
tant and how pervasive broad-bas:g stock option plans are to smaller companies.

COMPANY SIZE VS. OPTIONS GRANTED LEVEL

0 All Empl.
3 Sr. MgmL Only

Percent of
Companles

fpne, P28 04 20

ey 5!

1000-1999  2000-5000  Over 5000
Number of Empicyees

1991 8hareDats, inc.
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Why Stock Options are Vital to America’s Entrepreneurial Sector

Stock Options Allow Small, Risky, Cash-Strapped Enterprises to Compete Against
Morg Established Companies for Scarce ’I‘ecﬁical Ta?e’nt. pete Ag

Studies, have repeatedly shown that small, high technology companies grow faster
and create more jobs than mature industries. Yet despite their disproportionate con-
tribution to technological innovation and economwic growth, young companies fre-
quently have difficulty competing in the job market l%l;' ‘alented managers and sci-
entists. .

Smaller companies can ill afford to pay the salaries necessary to compete with
Fortune 500 companies for talented employees. But they can partially offset that
disadvantage with stock options. Because the value of stock oEtions depends on
growth in value of the company’s shares, the stock price of smaller companies can
rise, on a percentage basis, far fuster than that of established companies. Thus, op-
tions are potentially more rewarding for small business employees than for people
in larger companies. :

Young companies also rely on broad-based stock options to make \:K for their in-
ability to offer generous retireraent and employee benefit plans. If' they lose their
ability to grant options to the bulk of their employees, the cost of these benefits will
come crashing down on America's young technology companies. And I can promise,
you will hear a lot about it.

The initial empl%ees at Centigram came from established corporations like IBM,
Xerox, and Rolm. We used stock options to attract them. Without stuck options we
could not have attracted those key people.

Employee Stock Options Promote Risk-Taking, Innovation and Job Creation.

Normally, few employees would have the capital needed to become significant
owners in the companies that employ them. But stock options can give them the
opportunity to achieve the benefils of ownership without having to make the up-
{ront cash outlay. Instead of cash, they invest their time, careers and talents.

A stock option only has value to the employee if the price of the company's stock
increases through growth in its sales and profits. Therefore, options give employees
a strong incentive to find ways to expand the company's business and conduct that
business more efficiently. Business growth creates more jobs. Increaszd efficiency
also results in greater productivity and competitiveness.

Stock Options Promote Capital Formation and Broaden the Base of Corporate Own-
ership.

The exercise of employee atock options provides additional e?uity capital for both
private and public companies. This is especially important for small businesses
whose rapid growth creates an insatiable demand for working capital. The use of
stock options also increases the prcbability that a private compaay will go public
to create additional liquidity for its options. This cycle results in more people own-
ing equity in American corporations. It can also lead to faster growing stocks which
are prime candidates for investments by employee pension fu.ng

What FASB Proposed Last Time

We haven't yet seen the specific changes the Financiel Accounting Standards
Board (FASB) may soon propose. But apparently the board has revived an earlier
effort that sought to require companies to treat stock options as a compensation ex-
pense and assign a continuous value to each option until it is exercised. That ex-
pense would directly reduce the profit and earnings per share that companies with
stock option plans could report.

But since the size of tins stock option expense would be directly affected by the
market price of the company’s stock, natural swings in the market that hav~ noth-
ing to do with the company’s performance would be fed back into the company’s
books and cause dramatic and erratic fluctuations in profitability.

Ironically, on the upside, the better a company’s stock performed, the greater the
charge that would be levied against earnings because of the increased velue of
unexercised stock options. At the same time, disasters like 1987's “Black Monday,”
could actually cause a huge profit to be reported!

This woulg eatly distort the true picture of the company’s performance, and
damage our ability to raiee capital. Although “present value” accounting is put for-
ward as a way of presenting a more accurate piciure of a company's performance,
in the real world it could introduce significant new distortions for financial analysts.

A High Degree of Subjectivity Would be Unavoidable.

Debating this issue at the conceptual level is easy for supporters of the previous
FASB approach. The difficulty comes whenever an actual model is put forward that
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s rts to tell companies how they should periodically estimate the value that to-
ay s unexercised options will hold in the future when t%ey are exercised,

ong the impossible-to-predict issues that have to be predicted are: future earn-
inﬁ! cash flow, and capital spending requirements. How great a factor should be
left for a general bull or bear market? How should the valuation account for employ-
ees that will leave the company without ever exercising their options? Is it possible
to &'edict technological breakthroughs that will help or hurt the company’s position
in the future?

If corporate executives could see into the future with this kind of vrecision, tb-i{
wouldn’t need to work long hours in their companies. They could simply make a kill-
in%:;n the stock market.

y valuation model that seriously tries to g'rapple with issues like this will be
unavoidably arbitrary and subjective. The FASE version attempts to artificially con-
struct stock option value using historical stock price volatility to predict the future,
Although the Board is reported to be proceeding on the assumption that this will
fenerat.e an acceptable estimate, we strongly doubt it can. We look forward to ana-
yzing FASB's new proposal when it is released.

All “Big Eight” Accouniing Firms Opposed the Earlier FASB Project.

Because of these and other considerations, all of the major accounting firms pub-
licly stated their opposition to the earlier FASB proposal for vesting date stock op-
tion accounting. They were joired by the Financial Executives Institute, the Na-
tional Venture Capital Association, the Pharmaceutical Manufacturers’ Association
and the American Electronics Association.

Why “Present Value” Accounting Hits High Technology Especially Hard
The negative impact of this pro'F}o‘sal would fall disproportionately on Arerica’s
vital high technology industries. The profile of these industries coincides exactly
with the types of firms that would suffer the most harm:

e A large percentage of U.S. high technologrﬁrma are small companies with
fewer than 200 employees. More than two thirds of AEA's membership falls into
this categoaxx. In smaf'l companies a higher gercentage of the firm's total value
would be affected by erratic and unpredictable changes in reportable earnings.

« An unusually high proportion of the employees in high technology firms enjoy
the benefits of employee stock option plans. So a much higher percentage of the
firms total compensation packeage would be affected by the new accounting
standard. ‘

e A high pefrcentaie of these companies are privately held, with no public market

rice for their shares. The added volatility injected into their earnings would
elay or prevent many of them from going public. And that could be fatal. The
uncertainty of an Initial Public Offering can easily prevent companies from at-
tracting crucial second-tier financing from venture capitalists, who depend on
ublic offerings to recover their investments.

thxl' e only a relatively small number technol start-ups achieve sufficient

success to offer their stock to the public. a significant percentage of those that

do go public have eﬁerienoed rapid growth in their share prices. Whatever
growth or decline would otherwise occur would be dramatically distorted by the
new accounting requirement.

The 1987 American Electronics Association Study

To assees the impact of the valuation model previcusly suggested by FASB, twelve
companies belonging to the American Electronica Association opened their books for
the years 1982 through 1985 to the accounting firm of Coopers and Lybrand. These
companies came from a variety of electronice sectors, including computers, semi-
conductors, and instruments.

Under FASB’s proposed stock option reporting rules, the companies profits were re-
duced an average of 43.5 percent from those actualiy reported. In some cases the
company’s earnings were completely obliterated and companies were required to re-
port losses despite significant operating profits.

How Would The Technology Industries Be Injured?

The injury caused by this seemingly insignificant accounting treatment would
have been 80 great that this country’s technology companiea wouid have been forced
to give up their broad-based stock option plans. That would have severely damaged
the pervasive entrepreneurial culture those plans have spawned in our country's
centers of technology.

The professional venture capital industry would have lost much of its ability to
create the amazing start-up companies like Apple Computer, Sun Microsystems, or
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Federal Express, that go on to spawn whole new industries. Much of the dynami
of Silicon ?;lley would have been dissipated. ° ynamism

No Charge to Earnings Should be Required

We readily concede there is an element of compensation involved in the granti
of em.ployee stock options. But we are satisﬁezf that the “costs” associated wit!
granting atock options do not meet the financial accounting definition of an expense
and accordingly no charge to earnings should result. These are equity transactions.
They already appear in the footnotes to the P&L, as well as on the balance sheet.

But this is a debate we should be allowed to pursue with FASB, not Congress.
We need your help on the tax side, where your have expertise and jurisdiction. It's
very important that Congress not let itself be stampeded into legislating the fine
points of financial accounting.

II. REBUTTING THE CRITICS8

Why the “Tax Deduction Without a Financial Expense” Charge is Misleading

The most often-repeated charge against employee stock options these days is that
they generate a tax deduction, without requiring a corresponding expense deduction
against earnings on a company’s financial books. The recommsénded response to this
“offense” is to force companies to reduce their reportable earnings by the amount
of their outetanding options.

In the opening statement to the January 31 hearing on the federal treatment of
stock options, which he chaired, Senator Carl Levin said: “A company gets the tax
deduction, but it doesn’t have to list the expense on its books. There is no other form
of CEO pay which is a deduction on a corporativn’s tax returm but not expense on
the corporate books.”

Senator Levin's solution, as described in the summary of his bill, 8. 1198, is to
mandate the Securities and Exchange Commission, to “require the cost of this com-
pensatiozz to be included in a corporation’s bearings statements and reduce corporate
earnings.”

lﬂmEs I believe it is incorrect and misleading to equate the treatment required on
the tax side with the very different principles of financial accounting.

Second, even if it were valid to compare the two accounting systems, in no way
would the existence of a difference between the two justify imposing the kind of pen-
alties against our earnings that are being sought here.

It’s Wrong to Compare Tax Accounting With Financial Accounting

As the members and staff of this committee know very well, tax accounting is
very different frén financial accounting. Tax accounting 1e mandated by Congress
40 raise revenue and maintain a sense of political equity in the tax system. Finan-
cial accounting wvolicy, on the other hand, is promulgated by FASB, which is pri-
marily concernea with the fair and consistent presentation of financial statements,
Not surprisingly, there are hundreds of differences between the two systems.

A few examp{es: When a company acquires another firm, financial eccounting re-
quires that goodwill be expensed, while goodwill ia not deductible for tax purposes.
In that same situation, financial accounting requires assets acquired to be stepped-
up to current market value, while the tax code requires the original basis be carried
over. Various costs expensed for financial accounting are required to be capitalized
for tax accounting as inventory. Asseti reserves, expensed for financial accounting,
are not deductible for tax. Many financial accruals on financial statements are not
currently tax deductible. In many cases pension and benefit accruals are not tax de-
ductible until paid. Capital losses are recognized on financial books, but may not
be deducted from taxes. The list goes on and on.

A very visible current example is the new tax depreciation treatment under con-
sideration for intangible assets. Financial accounting looks at the useful lives of in-
tangible assets and writes them off accordingly. Software, for instance, is writlten-
off immediately or in three years or less, Tax accounting works much the same way
right now, but Congress may soon require intangibles to be written-off over 14 years
(or whatever period of time 18 needed to raise sufficient revenue).

The question I ask you to consider is should the creation of such a difference on
the tax side trigger some sort of penalty on the financial side, Just for consistency
sake? Once the intangibles bill passes, should Congress go on to punish companies
with intangibles by requiring that financial accounting be changed to require them
to be written off over 14 years as well—just to make it consistent with the tax law?
Hardly. Yet that is exactly the argument Senator Levin and others are making in
the case of stock options,
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Does The Punishment Fit The “Crime?”

And now that a difference between the two accounting systems has been discov-
ered for stock options, what should be done about it?

As members of this committee well underatand, the reason employers are allowed
a deduction for certain stock option transactions is because the employee in those
cases is treated as having received taxable compensction from his company and
must therefore pay a tax on it. The deduction to the company onl%reﬂe the tax
its employee is K)roed to pay. There is no windfall to the company. But even if there
were, the existence or abeence of such a rule, created by Congress on the tax side,
certainly would not juslify imposing an extraordinarily expensive new form of ac-
counting on the financial side.

Because technolog‘y companies share stock options with such a high percentage
of their workforces, forcing them to reduce their earnings by the estimated “present
value” of those options would wipe-out huge portions of their reportable earnings.

An Analogy: Trucks vs. Trains

Let me pose Senator Ievin's ?il’:?wnent for you in a different context and see what
you think. I suggest that the difference between tax accounting and financial ac-
counting can be likened to the differance in the regulation of trucks and trains. Both
trucks and trains are designed to carry freight, but with different modes of oper-
ation. They have different rules of the road, which are handed down by separate
regulatory agencies (State highway commission, vs. State Railroad commisaion).
Trains and trucks may run parallel some of the time, but no one is surprised that
they have separate rul)és, ang that those rules can differ.

ow suppose hypothetically, the trucking industry came to Congress and said it

just isn’t fair that trucks have to stop at surface-level railroad crossings while trains
don’t have to. They contend this gives trains an unfair advantage over trucks. That
certainly sounds wrong on its face doesn’t it? But if the truckers then asked you
to remedy this alleged injustice by cutting in half the reportable earnings of the rail-
road companies, how long would it take you to see through that proposal? You
would certainly ask the truckers to explain how this minor difference in treatment
could possibly justify this tremendous penalty.

My point is that just because tax and financial accounting differences are a little
more subtle than trucks and trains doesn't change the principle one bit.

Senator, Levin’s is comparing apples and oranges here, to justify a lemon.
You should not be misled].,

Have The Critics Clearly Identified Who Is Being Hurt By Today’s Financial
Accounting Treatment?

Once the famous, but misleading tax ve. financial accounting comparison is gone,
it's fair to ask, who exactly is being injured by the current financial treatment of
employee stock options? The cost of employee stock options is borne entirely by the
corapany’s shareholders through dilution og their shares. If anyone is bein;i‘gurt, it's
the shareholders. Yet investors willingly approve these plans because they know
stock options mo.ivate atimulate greater returns by motivating a company’s employ-
ees.

Stock option plans are the only element of compensation that currently requires the
express approval of shareholders. Further, they are already subject to annual proxy
disclosure and footnote treatment in financial statements. These diaclosure require-
ments are about to be expanded and simplified by the new SEC proxy reform
project. It seems to us thaf critics of option accounting have identified no victims,
and quantified no real injury.

Will We Really Be Hurt? Why Can’t We Expect Investors To Overlook These
Changes When They Decide Where To Invest?

The question often comes up, since mandating present value accounting for stock
options won't affect anything “real,” in a company, like its cash-flow, why won’t so-
phisticated investors simply back these changes out and follow our companies just
as accurately as they do today?

First, even if we were confident that investors would go to the trouble of research-
ing our companies to offset these changes, it's fair to ask, why should we make them
do that? Will financial statements really be improved by introducing changes that
have to be backed right back out? We don’t think so.

Second, we believe that in the real world, with & or 6 thousand public companies
competing for scarce capital, any company or industry that has to ask potential in-
vestors to hop through extra hoops to understand its true performance 18 at a clear
disadvantage in the global competition for investment. Investing in technolegy com-
panies is already famous as “not for the faint of heart,” We can't afford still another
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dimension of uncertainty for investors, if we want to hold on to our global market
share. We would simply have to stop granting stock options to so many of our em-
pl(gees—which is exactly the opposite of what our government should be trying to
achieve.

Economic Nationalism

But the most important answer to this so-called “perfect market” theory is that
it overlooks a fundamental policy imperative: American national interest.

It's easy to forget that while the U.8. Government establishes the network of poli-
cies that American companies have to compete within, the market unly looks at effi-
ciency, and gives no weight to national affiliation.

The perfect market theory suggests that American technology companies are
somehow competing in an academic “state of nature,” against firms from other coun-
tries that treat their companies just as arbitrary as the United States Government
does. That is a dargerous fallacy.

In the real world, American finns today are competing noee-to-nose against cor-
Korate giants from countries that deliberately target their tax and trade policies to

elp their companies capture world markets—especially ours. Those foreign compa-
nies know exactly which American tecl.nologies and companies they would like to
bu(vfto maximize their global market share.
our government hobbles America’s most competitive companies with a horren-
dously expensive accounting change, which destroys our entrepreneurial culture, the
market won't care. It will keep right on rewarding efficiency, and hand America's
share of the global technology markets to our more efficient foreign competitors.

“Present value accounting” for etock options would introduce a major disruption
into the chronically weak capital market for American technology companies. We be-
lieve that while the market was “adjusting,” meny key U.S. %grzns, with vital tech-
nology, would disappear or have to sell their technology to foreign competitors.

We simply do not believe that any potential improvement in financial reporting
can outweigh this damage.

III. THE CAP ON DEDUCTIBILITY OF CORPORATE REMUNERATION

Mr. Chairman, in your letter of invitation to appear here today, you expressed an
interest in our views on the cap on deductibility of corporate remuneration which
was included in the comfrehensive tax bill that passed the House and Senate in
March. Since we received your request, this compensation limit has been added by
the House Ways and Means Committee to an extension of unemployment benefits.

The Accounting Concern :

First, though it may not be apparent on its face, we believe that this provision
would generate the very same kind of damaging accounting treatment for employee
stock options which we have lf‘unt deacribed and asked your help avoiding.

Because the bill covers “all remuneration, both cash and non-cash,” it clearly cov-
ers employee stock options. We are concerned that applying such a cap to Incentive
Stock Options, which have no tax basis at present, would force the creation of an
arbitrary option valuing formula. Once an option valuing formula is imposed in the
tax arena, we expect that the same kind of dgmands for equivalency on the financial
side, which we are heering today, would lead to that valuation formula being used
to impose present value accounting on America’s vital technology induatries.

Retroactive Taxation
We believe this proposal is both harmful to our industry and poor policy. This pro-
poeal ie driven, in large part, by concerns that corporate shareholders are being
robbed by excessive compensation paid to corporate executives. However, instead of
helping shareholders, thie provision would only hurt them.
any of today's outstamﬁng stock options were issued as part of binding contracts
entered into with executives years ago. Companies cannot simply choose to unwind
these contracts and revoke existing atock options. Consequently, this proposal would
do little to alter executive compensation in the near term. Instead, it would raise
taxes on companies who issued stock options in prior years, and thus harm the very
shareholders reportedly being protected. We believe that much of the revenue that
might be raised by this provision would come from this unfair, retroactive taxalion.

Discrimination Against Business

We believe that having Congress set fixed levels of “reasonable” compensation ap-
plicable to all businesses simply is poor poh'%y. The draflers of this proposal have
acknowledged that compensation in excess of $1 million paid to owner employees
of perso service corporations (athletes, singers, etc.) is reasonable. It is absurd

60-289 0 - 92 - 5
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to argue that corporate executives, who manage companies with tens of thousands
of employees, are, in all cases, worth less than entertainers and athletes. This is
a distinction that demonstrates the absurdity of setting an absolute dollar limit on
the deduction for corporate compensation. ’ﬁu‘a is certainly the kind of provision
that has generated our government's reputation for having an adversarial attitude
toward business.
Penalizing Risk-Taking

The problem of a fixed annual dollar limitation is compounded greatly when stock
options enter into the picture. As mentioned earlier, stock options typically impart
substantial risk to the employee receiving the option. This rigk factor is further
compounded in cases where skilled talent must be attracted to smaller start up com-
panies and troubled companies needing reatructurir:i. While much focus is placed
on seemi g generous compensation arising from the stock options of successful
com anies‘. equently unnoticed are the many companies that fail, rendering their
employees’ options worthless. This “risk premium” paid to peraons who succeed is
not sbusive or harmful to shareholders. In fact, it is exactly the tie between pay
and performance that shareholders want and expect.

Unfair “Bunching”

A fixed compensation limitation creates additional problems with stock options.
Typically, emp{oyees receive a Jump sum benefit when stock options are exercised.
'Iﬁ,s lump sum represents, in effect, many years of income for the employee who
has been waiting for the stock price to rise and his option to become exercisable,
The corporation’s tax deduction gwwever is deferred and calculated as if this com-

ensation were all paid for and received for a single year's work. Thus, this “bunch-
ing” effect can cause the income for a single employee to easily exceed any fixed
compensation limit.

e believe the risk element and bunching effect created by stock options render
a fixed limitation on compensation both unworkable and unfair. Tax law changes
are no substitute for informed shareholders in executive compensation maiters. The
market should be allowed to set pay in corporations as well as in athletics and en-
tertainment. The compensation limitations proposal should be abandoned.

IV. CONCLUSION

What Kind of Industrial Policy Shall We Have in This Country?

Mr. Chairman, even though we don’t have an overt, glanned, industrial Policy in
this country, it's clear we've long had a defacto indusatrial policy. This nation’s indus-
trial policy 18 comprised of the cumulative effects of the policies contained in our
tax code, our capital formation climate, our trade and anti-trust policies, and our
environmental regulations.

This committee needs to recognize that the accounting change Senator Levin and
others are calling for today would have an enormous impact on the de facto indus-
trial policy of the United States. Therefore, it is important that you carefully con-
sider whether the treatment being advocated would contribute to the international
competitiveness of American industry.

ould this “improved” disclosure of compensation expenses contribute to the abil-
ity of American companies to create jobs and economic growth for our nation? Would
the users of financial information derive enough benefit to justify the costs this pro-
posal would inflict?

I believe the answer to each of these questions is a clear and emphatic NO.
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STATEMENT OF THE INDUSTRIAL EIOTECHNOLOGY ASSOCIATION

The Industrial Biotechnology Association (IBA) appreciates the opportunity to
submit this statement to the Taxation Subcommittee of the Senate Committee on
Finance. We welcome the opportunity to work with this Committee on the issue of
employee compensation an other issues important to the U.S. biotechnology indus-

try.

Biotechnology companies widely use employee stock options to attract and retain
talented employees. Senator Carl Levin has proposed that companies calculate the
value of employee stock option compensation and include it in their corporate earn-
ing statements. This woufd reduce corporate earninge for 76% of the independent
biotechnology companies, and thereby make it more difficult for biotech companies
to start-up, grow, and create jobs. ngle we support SEC action to siﬁh’fz) and im-
prove shareholder disclosure information, we strongly oppose propo change
the tax treatment of emplt}yee stock optiona.

As the leading voice of biotechnology the Industrial Biotechnology Association
(TBA), represents companies of all sizea er?aged in every aspect of this emerfing
industg, including ]%riculture, health care, food, energy and environmental applica-
tions. Collectively, IBA’s 1356 members account for more than 80% of all private U.S.
biotechnology research and development expenditures which total over $2.4 billion.

U.8. BIOTECHNOLOGY: AN INDUSTRY OF SMALL FIRMS

The U.S. biotechnology industry is vitally important to America’s global competi-
tiveness position. The U.S. is the world leader in the research, development, and
manufacture of biotechnology products.® In 1991, the U.S. biotechnology industry
groduced sales of $4.0 billion, inctuding net exports of $640 miltion. Industry sales

ave neerly doubled in each of the past four years and the President’s Council on
Competitiveness mectu that biotechnology will be a $50 billicn industry by the
year 2000. Even ugh the economy’s recent sluggish years, our industry has cre-
ated new jobs and wealth. In a May 7, 1992 presentation to the Congressional Bio-
technology Caucus, Selig Solomon, Maryland's Director of the Office of Technology
said the direct employment of biotechnology workers in the U.S. was about 87,000
and is expected to reach 415,000 by 2001.

Biotechnology is an industry of small businesses. Of approximately 1,100 bio-
technology firms in the U.S., more than 99% qualify as "smaﬁ companies” using the
Small Business Administration criterion of fewer than 500 employees. In fact 90%
of all biotechnology companies employee 135 or fewer employees, yet neither Japan

nor Furope can match the job creating vitality of these growt oriented firms.

CAPITAL REQUIREMENTS OF BIOTECHNOLOGY COMPANIES

Not withstanding the small size of these companies, they have formidable financ-
ing needs, owing to the fact that it typically es a company 10 years to research,
develop, and obtain regulatory approval to market its first product. The costs of de-
veloiing any biotechnology product runs in the millions of dollars and the usual
biopharmaceutical costs in the range of $100 to $200 million. To finance this long
ahd expensive product development cycle, biotech companies need to both raise an
conserve substantial amounts of capital in order for any product revenues to occur.

The average biotechnology company has $28,829,000 in paid-in capital. At its

resent rate of expenditure, the average biotechno company will run out of
unds in 46 months. Because product development cycles are so long, most compa-

1Except as otherwise noted, all data are derived from Ernat & Young, Biotech '92: Promise
to Reality, an industry annual report by Q. Steven Burrill and Kenneth B. Lee, Jr.
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nies will need to raise an additional $50 to $100 million within the next two years
to finance their continued operation.

In addition to financing their product development and growth, biotechnology
companies need to attract and retain highly trained employees. These employees are
often among America’'s brightesi, most innovative, and entrepreneurial. Bio-
technology companies compete worldwide drawing from established industry and
academia for talent. In ourr';xigh-riuk high-tech indua‘tzg, job performance is detnand-
ing and compensation plans and practices are tailored to recognize that companijes’
biggest assets wear tennis shoes. These talented managers and scientists are what
enable small, high technology companies to grow faster and create more jobs than
the more established mature industries.

USE OF EMPLOYEE STOCK OPTIONS

To conserve needed capital and yet attract and continue to motivate its employ-
ees, most biotechnology companies offer employee stock options and avoid high eal-
ary and benefit compensation plans. It is precisely these stock options which allow
small risky cash-starved start-ups to compete against established companies for
scarce technical know-how.

Employee participation in stock option plans is both broad and deep. In an JBA/
Radford-survey of biotechnology companies, 76% of the companies responding use
stock options as a long-term incentive plan for employees.? F\lll{ﬁGO% grant options
to their entire’ workforce, while only 8% limit participation to officers and top man-
agement. By granting an oplion at time of employment or awarding an employee
with options, a company is saying, “if goru stay with us and help the company g:‘t;
results that are recognized in the market, then you will share in the benefits.
you willing to work hard and take that risk?’ It is important to note that few bio-
technology companies offer cash benuses or company funded retirement plans.

At date of grant (award), options are generally granted at the then-publicly traded
market price, This means that the employee is granted a right to buy a specified
number of shares at that price. This also means that only if the public perceives
greater value, and the stock price goes up, will the tl)s::ion have any value. If the
stock price goes up—the employee and all other stockholdera benefit. If the stock

rice remains the same or drops belcw the option price, the employee geta no bene-
it.

Restrictions on grants usually require a vesting period, tygica]ly 4 to 6 years. This
means an employee must remain with the company over a long term and the stock
price must rise. Should the employee leave the company prior to vesting, or the
stock value fail to rise, the employee’s option would be worthless. In our industry,
stock prices are very volatile and uncertain. Employees, like investors assume risk
in the biotechnology field and stock options are an important employment com-
pensation tool. Talented people are attracted to young biotechnology companies de-
agite the risk because stock options enable an employee to share in the ownership
of his or her comgany.

The exeucise of stock optiens b em‘ployees provides additional equity capital for
young companies. Unlike any other form of compensation, upon exercise an em-
ployee pays into the company treasurﬁl::oney that is equivalent to the price per
share at the time the option issued. This cash infusion can be a great benefit to
young cash starved start-ups.

In summary, stock options are as much a benefit to the employee as they are to
the employer. Stock options efford employees the %pportunity to becorie owners in
the companies that employee them. Perhaps best of all, stock options allow em§loy-
ees to obtain ownership by investing time and talent in lieu of up-front cash. Stock
optione put the employee in the same shoes as the company’s shareholders and pro-
vide an incentive for employees to work hard, as an option only has value if the
company does well and the atock price increases.

PROBLEMS WITH PROPOSED CHANGES TO S8TOCK OPTION ACCOUNTING RULES

The current accounting treatment of employee stock options allows high-risk high-
reward technol companies to form, thrive and create jobs yet both genator Carl
Levin and the Financial Accounting Standards Board (FASB) may threaten all of
this. They are considering a proposal that would require companies to treat stock
options as a compensation expense and a charge against earnings. Companies would
be required to agsign a value to each option and treat that value as an expense for

2Results of the IBA/Radford Associates/Alexander & Alexander Consulting Group Bio-
gec:)hnology Compensation and Benefits Survey—1991. A total of 172 companies submitted data
in the survey.
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financial reporting purposes. This expense would be a body-blow to many biotech
companies. Lowering the profit und earnings per share that companies with stock
options plans could report, companies would find it difficult to raise funds from in-
vestors. Option use would therefore be discouraged. Replacing stock options with
higher salaries and better benefits is not an alternative available to cash starved
compenies in our emer?ing industry.

Some of the nroposals considered by FASB would tie the size of the stock option
expense to the market price of the company’s stock end be a serious deterrent to
small company use of stock options. If a company performed well it would have to
increese the charge against earnings. And if the market price took a at tumble,
the expense would drop. In other words, swings in the market that have nothing
to do with company operating performance would be fed into the expense column
and cause irrational fluctuations in reported profitability.? Ironically, this is more
likely to mislead investors than to inform them. -

Furthermore, it is unclear how stock options should be valued for financial state-
ment oaes. Some of the proposed valuation formulas require an entirely specu-
lative look into the future, FKSI? has not been able to recommend a valuation proce-
dure even though it has reviewed the issue for more than ten years. Employees indi-
vidually place an imputed personal value on stock options based on their risk taking
ability, when assessing a job offer and when offered options in performance incen-
tive plans. And companies grant stock options as a form of compensation in lieu of
cash. However, this does not qualify the granting of a stock option as an expense
for accounting purposes. This is purely an equity transaction and we oppose changes
to accounting procedures.

It is ultimately the shareholders, not the taxpayers that bear the cost of employee
stock options. This cost is borne through dilution and the creation of additional
stock. Investors willingly approve employee stock option plans in their annual stock-
holdera proxy vote because they know that stock options attract and help retain top
personnel and motivate employees to produce greater value in the company. Unlike
salaries and benefit packages, stock options are expressly approved by shareholders.
The number of optioned shares and the exercise price are completely divulged in
proxy statements and financial statements.

DISCLOSURE: A BETTER ALTERNATIVE

The SEC is developing a series of proposals to simplify and improve the informa-
tion companies must provide their shareholders. We understand that one of these
proposals will address stock option disclosure. Qur industry believes that this SEC
approach is correct and is all that is warranted. Because the current financial ac-
counting treatment of employee stock options (no expense) is working very well, let’s
not fix what is not broken.

Finally, there have been proposals by Senator Levin to reduce the tax deductions
currently available to companies for certain stock option traneactions. The current
tax law is equitable and revenue neutral with respect to these stock options trans-
actions. The company receives a deduction only when and if the employee is deemed
to have taxable income. Over time, the company’s stock option tax deductions accu-
mulate to provide biotechnology companies a powerful incentive to invest in re-
search and development—at no net cost to the government. Thus current stock op-
tion deductions provide important public policy incentive without placing a burden
on the taxpayers.

CONCLUSION

The Industrial Biotechnology Association is convinced that without the ability to
grant employee stock options to nearly all of our workforce, biotechnology firms
would no longer be able to start up and create the promising economic future so
many have projected for our industry. We are convinced that changing the account-
ing rules for employee stock options would have this negative result. We, therefore

3E.g. The AMEX Biotechnology Index dropged from 180 on March 31, 1992 to 130 on April
30 and on May 29 it closed at 160. (As reported regularly in BIOWORLD TODAY).

This two month look at the index highlights the problem in the volatile biotechnology indus-
try. Using this index as if it were the price of one stock rather than a basket-full, the company’s
financial atatement at the close of business on March 31 would have a much greater stock option
expenss (38%) than it would on April 30. As the stock price drops so drops the stock option ex-
pense, yet our market moves up and down in large swings with nothing to do with company
operating performance.
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urge Mermbers of the Subconmittee to reject proposals to change the tax treatment
of and accounting for employee stock options.

STATEMENT OF LEVI STRAUSS & CoO.

I am George B. James, Senior Vice President and Chief Financial Officer of Levi
Strauss & Co. (“LS&Co"), the manufacturer of Levis jeans and other apparel. 1 ap-
preciate this opportunity to present the views of L8&Co in writing on the executive
compensation i1ssue. I also apﬁreciate hnvinﬁ the opportunity to outline L8&Co's de-
sire to eventually award stock oplions to all of the Company’s employees, and why
an amendment to the tax code is needed before this plan can be implemented. I look
forward to working with the Subcommittee and welcome any questions my state-
ment may raise.

LS&Co is a 150 year old company with ita headquarters in Sen Francisco, Califor-
nia. The Company has been privately held during most of these feara. As the
world’s largest appuarel company, we have annual sales of approximately $4.9 billion.
These rales represent the efforts of our 23,000 employees who have manufacturing,
sales and administrative posilions in more than 30 locations throughout the United
States, and more than 8,000 employees in 40 locaticns around the world. We are
a global company.

EMPLOYEE. COMPENSATION GOALS

1.8&Co’'s worldwide sourcing philosophy has always been based on our belief that
manufacturing operations should be located whenever possible in the country where
the goods are to be sold. Accordingly, a majority of the products we sell in the U.S.
are manufactured here; the goods we sell in Europe are generally manufactured in
those countries.

The apparel industry ias labor intensive and highly cormpetitive throughout the
global marketplace, which places increasing pressure on LS&Co’s sourcing philcso-
phy. The largest number of our industry employees do not have extensive edu-
cational or training experience, and they are typically at the low level of the indus-
trial pay scale. Thougfz our employees represent our gre~test costs, we also view
them as our greatest resource. We want our U.S. employees to have incentives to
work to their fullest potentied and to help us to identify and implement ways to en-
hance production. If we are not successful with these ecfforts, we face increasing
pressure to cutc back on domestic pay and benefits or move our manufacturing oper-
ations overseas, where the cost of labor is considerably cheaper. This is why we con-
tinue to seek innovative employee compensation plans that help us reward employ-
ees for their contributions and enable us to be competitive internationally.

We believe that our ultimate success depends on our ability to align the interests
of our employees and our shareholders so that both benefit when the Company does
well. We share Chairman Breeden’s view that stock options can provide “entr--
preneurial incentives to a large number of employees throughout the company” and
that “we should be facilitating not impeding, tfu's trend.”t

Accordingly, as the Subcommittee reviewa the impact of the tax code in address-
ing executive compensation and stock option concerns, we hope that attention will
be given to employer stock arrangements that cover employees at all levels, Such
arrangements are valuable tools for companies which must meet and beat foreig
competition and should not be unintentionally impeded by the tax code. I descri
below an impediment that all private comﬁsanies face, including LS&Co. We hope

that the Subcommrittee will eliminate this obstacle during their deliberations on the
execulive compensation issues.

PROPOSED COMPENSATION PLAN

In 1991, a task force of LS&Co's employces, represeutiug a wide range of income
levels ia the Company, developed a new single, “seamless” compensation system to
support our employee incentive philosophy. If fully implemented, our employee com-
pensation would include a base salary, annual bonus and long term bonus. The long
term bonus would involve nonqualified stock options, bonuse stock, phantom shares
or performance units, which would be granted on the basia of each employee’s per-
formence. Each employee would be eligible to receive the options and shares. How-
ever, because LS&Co 18 privately held, the Company would be the only permissible
market for the stock.

! Teatimony of Richard C. Breeden, Chairman, U.S. Securities und Exchange Commission at
3 (June 4, 1992).
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CURRENT LAW

As the task force developed this compensation plan, it became clear that the [n—
ternal Revenue Code (“Code”), as interpreted by the Internal Revenue Service
(*IRS"), would present insurmountable obstacles. As previously described, the task
force wanted to provide stock to all of the Company’s employees under a pian which
would allow the employees to sell their stock back to the Company. A major problem
for a privatel helcr corporation, however, is achieving liquidity for the employees’
stock. The only feasible market for the employces’ stock is the company. The Code,
however, impedes such a corporation from providing this market. As described more
fully below and in the attached memorandum, current law can impose an unwar-
ranted and burdensome task on the employee that is both unfair and bad policy.
The Code should be amended so that private companies like LS&Co can provide a
reliable, liquid market for their employees’ stock.

Current law, under Section 302 of the Code, states that if a company buys back
its own stock, that transaction is a “redemption.” For employee ownership, these
rules mean that each employee is required to determine if the redemption is treated
for tax purposes as a dividend or as a sale. If treated as a dividend, the entire pro-
ceeds from the sale, not just the gain, are taxed as ordinary income. The amount
paid by the employee to purchase the stock (i.e., “basis”) is allocated to all other
outstanding shares held by the employee. This means that until the employee com-

letely terminates ownership of the company’s shares, he or she is given no “credit”
or their basis. The employee muat deterrine the amount of any gain or loss from
the stock sale as if nothing had been paid to purchase the shares (if a stock option)
or if they were taxed on the receipt of the stocK as compensation.

As an example, consider Employee A who owns 200 ehares of Company B stock.
Employee A paid $60 for each siare of that stock which now has a fair market value
of $100. When Employee A aska Company B to redeem 20 shares of thie stock (10
percent of the total), the employee would expect to be taxed only on the amount re-
ceived in excess of the amount he or she paid to obtain the stock, or $1000 as a
capital gain. Instead, if the redemption is treated as a dividend, Employee A is
taxed on the full $2000 as ordinary income.

In summary, the Code currently presents serious obstacles to a privately held
company with a stock ownership covering all employees. These rules often do not
allow the employee to recover his or her basis when the stock is redeemed. In most
cases, the orSy way to recover basis is for the employee to make a complicated,
after-the-fact calculation, as described in the attached memorandum. Sewing ma-
chine operators and other workers should not have to hire lawyers and accountants
to understand and comply with a benefit that is readi‘liy available to their counter-
parts in public companies. They should not be required to “hold their breath” until
they learn what other employees have done with their stock in order to know what
their tax treatment will be.

PROPQSED AMENDMENT

The IRS has been as flexible as it could be in light of the statutory languege of
section 302(b) of the Code. In order to fix this problem, we need a legislative de
minimis safe harbor rule, e.g., protection for employees with stock ownership of one
percent or less. This is consistent with the previous legislative history under section
302, as more fully described in the attached memorandum. Under asuch a rule, an
employee who owns less than a small percent of a privately held company's out-
standing stock, would not receive dividend treatment when redeeming agares. This
treatment is appropriate because the employee would never be able to control the
corporation, even though a minuscule increase in ownershir may occur as a result
of a redemption. An additional limitation could exclude employees who are directors,
director nominees or executive officers. If enacted, the rule would place qualified de
minimis ermployee shareholders on the same ground as if they were employees in
a publicly heldy company. Complicated calculations and temporary double taxstion
would be eliminated. ’

COMPANIES WHICH BENEFIT FROM A DF. MINIMIS RULE

Without the de mininis rule, employees of privately held companies (with no pub-
lic roarket for their shares) are not treated the same as employees of public traded
cou:zﬁanies. Specifically, when an employee of a publicly traded company receives
stock of his or her companﬁr, the employee can eitger keep the stock as a long-term
investment or sell the stock in the open market. In the event of the sale, the trans-
action is treated as an exchange with either short term or long term capital gain
subject to the appropriate holding period. The same employee of a privately eld
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comlpany has no compsrable opportunit‘y to control the tax treatment. Instead, he
or she is unfairly subject to the whims of other shareholders’ actions.

The addition of a de minimis rule under section 302 would resolve preblems under
current law for all privately held companies wanting to establish compensation
plans involving stock. Such companies may be small or large, family owned or other-
wise privately held. In many cases, etarZup companies would particularly benefit
from this type of compensation plan which provides a substitute for current cash

payments.
CONCLUSION

LS&Co strongly supports the use of employer stock, including stock options, as
an effective way to encourage employees to be creative and committed to working
efficiently over the long term. This belief applies not only to LS&Co’s executives,
it applies equally to our sewing machine operators. In both cases, an employee, who
is also a shareholder, has a true, vested interest in their employer and erneﬁts di-
rectly from the employer’s growth. .

The Code currently prevents privately held corporations, like L.S&Co, from iraple-
menting compensation arrangements which include employer stock for all employ-
ees. Although executives are 1n a position to fairly assess their risks on redemptions,
other employees (particularly those with de mimimis holdings) ceannot confront that
risk. A new safe harbor rule under section 302(b) would eliminate this imopediment
to privately held companies. The rule would allow such companies to Erowde stock
or stock options to all their employees under rules comparable to public companies
whose stock is sold on the public market.

APPLICATION OF SECTION 302 TO EMPLOYER STOCK PLANS

GENERAL RULES

Section 302 of the Internal Revenue Code of 1986, as amended, (“Code”) provides
rules applicable when a privately held compandv redeems its employee’s stock. In
order to calculate the tax consequences of a redemptisn, the employee must make
a determination whether his or her individual iransaction is an exchange or a divi-
dend. See Treas. Regs. §1.302-2(b). Subsection (b} provides a general rule and three
safe harbors which, .7 applicable, allow a taxpayer to avoid dividend treatment. The
general rule under paragraph (1) requires that the distribution be “not essentislly
etiuivalent to a dividend.” Paragraphs (2), (3), and (4) provide safe harbors for the
following specific types of redemptions:

Paragraph (2): “substantially disproportionate redemption”—requires the
shareholder to compare ownership percentages before and after the redemption,
re%umn' ing knowledge of other shareholders’ transactione.

aragraph (3): complete termination of shareholder'’s interest—requires the
shareholder to redeem all of his or her stock.

Paragraph (4): partial liquidation redemptions—requires the redeeming cor-
poration to partiaﬁy liquidate.

Privately held companies cannot rely on these safe harbors to protect an arrange-
ment covering a large number of employees. These safe harbors mandate that either
*(i) the unsophisticated employee must make a complicated, after-the-fact calculation,
or completely terminate their interest in the company, or (ii) the company must par-
tially liquidate. Accordingly, under these safe harbor rules, taxpayers cannot know,
in advance of a redemption, whether they will have to pay tax on the full amount
they receive from the redemption. In general, they must calculate their tax bared
on what other employees are doing with their stock in order to assure that the per-
centages are appropriate, or be required to redeem all their stock at a time.

OFFICIAL INTE~.PRETATIONS

Treasury and courts rely on a Supreme Court holding to interpret section
302(b)X1), as applied to redemptions not qualified under the safe harbor rules of
(bX2), (3), or (4). The Court held that the section 302(b}1) test requires the share-
holder to determine whether, in fact, a “meanin, reduction” in the interest of the
ehareholder occurs vis a vis the other shareholders. U.S. v. Davis, 397 U.S. 301
(1970). The facts in that case required the Court to consider a shareholder who had
control over the corporation. The Court discussed whether a “business purpose” test
was incorporated in the section 302(b)(1) rule. In rejecting such a teat, the Court
provided the “meaningful reduction” test, but there was no discussion on how this
section should apply to de minimis shareholders. The IRS has applied the legislative
history and the Supreme Court’s “meaningful reduction” test in a ruling in which
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it held a de minimis reduction in stock ownersbip in a corporation from 0.0001118
percent to 0.0001081 percent should not be considered a dividend. Rev. Rul. 76-385,
1976-2 C.B. 92. However, the IRS has also held that a .2 percent shareholder,
whose interest remained .2 percent after a redemption of multiple shareholder inter-
ests, does not satisfy the section 302(b)1) test. Rev. Rul. 81-289, 1981-2 C.B. 82,

LEGISLATIVE HISTORY

The legislative history of the 1954 act, which codified section 302(b), indicates
that Congress was concerned primarily about certain redemptions which might not
receive dividend trealment, even though the sharcholder hed control over the re-
demption. According to the legislative history, the House passed section 302(b) to
eliminate “the considerable confusion which exist{ed] in this area.” H.R. Rep. No.
1337, 83rd Cong., 2d Seas. 36. Accordingly, the Houc2 bill included only the more
specific safe harbor tests of section 302(1))(%) and (3). The Senate Finance Committee
believed that a broader rule was needed because the House provisions

aneared unnecessarily restrictive, particularly, in the case of redemptions
of preferred stock which might be called by the corporation without the
shareholder having any control over when the redemption may take place.

S. Rep. No. 1622, 83rd Cong., 2d Sess. 44—45 (emphasis added). The Finance Com-
mittee’s broader rule, section 302(bX1), was accepted in the final package.

MAYER, BROWN & PLATT,
Washington, DC., June 10, 1992.

Hon. Davip L. BopeN, Chairman,
Committee on Finance,
Subcommittee on Taxation,
SD-205 Dirksen Building,
Washington, DC.

Re: Propoeed Limits on Tax Deductions for Executive Compensation

Dear Senator Boren: This is submitted for the record of your June 4 Subcommit-
tee hearing on proposed limits on deductions for executive compensation.

In summary, whatever problems exist regarding excessive executive compensation
can beat be addressed through greater corporate responsibility, not through arbi-
trary limits on compensation enforced or encouraged through deductions allowed by
the Internal Revenue Code. If, however, the Congress decides to limit deductions for
executive compensation, consistent with the focus of the perceived abuses, any such
limit should apply only to publicly-held corporations.

At your June 4 hearing, all witnesses expressed concerns over present levels of
executive compensation and endorsed ongoing efforts to increase accountability in
corporate governance through means such as improved communication on com-
pensation issues between corporations and their shareholders. No witness supported
any limit on deductibility, and all but one characterized such proposals &s mis-
guided and potentially damaging to corporate performance and shareholders.

Our clients enera{l support these views. The proposed “one size fits all” ap-
proach is fundamentally flawed because it ignores the fact that executives make
vastly different contributions to their corporativns. Some may be worth less, and
some much more, than $1 million per year.® The proposed limit, however, applies
regardless of the particular executive’s performance. Moreover, even where execu-
tives are overcompensated, the proposal seeks to “remedy” the problem by increas-
ing taxes (by partially disallowi.ng the deductions) on the victims of exceasive com-
pensation, tf‘;e corporation’s shareholders.

Should the Congress, nevertheleas, decide to limit deductions, any limit should
apply only to publicly-traded corporations.? This approach is consistent with the

} [ndeed, one of our non-publicly traded corporate clients was recently audited by the Service,
but no adjustment was proposed where the corporation had paid its majority shareholder and
resident $1.1 million, $3 million, and $2.9 million, respectively, in three recent taxable vears.
e Service concluded that the compensation paid was reasonable in light of the corporation's
petformance and dividend history and, thus, was fully deductible.
3The proposal should apply only to C corporations and partnerships that are publicly traded
under aection 7704, and, thus, taxed as corporations. The limit should not apply to S corpora-
tions or to partnerships which are not publicly traded.
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limited deductions and excise taxes triggered under sections 260G and 4999 by ex-
cessive “golden parachute payments” made by large, publicly-traded corporations. In
this regard, we note with litnited approval that the bill recently introduced by Sen-
ator Harkin (S. 2329) to limit deductions for executive compensation would apply
on%syr to public corporations.
oblems with unreasonable executive compensation are generally attributed to a

lack of effective accountability on the part of corporate executives and directors. The
disclosure of information to shareholders on executive pay is often incomplete or in-
comfrehensible. Moreover, collective action on the part of the myriad, diverse share-
holders of-large corporations is inherently difficult. As a result, executives may re-
ceive compensation in excess of what their performance warrants.®

P‘rivater -held corporations do not face these problema because they have rel-
atively few shareholders (who often manage the corporation theruselves). As a re-
sult, information about executive pay and verformance travels relatively easily and
accountability is greatly enhanced.

Moreover, the potential for unreasonable compensation payments by private cor-

orations is minimized by Internal Revenue Service audits. The Service refularl
mvestigates the reasonableness of compensation by private corporations throug
analyses of corporate earnings, dividens history, comparisons to salaries for com-
parable work by like entities, and other factors.* In contrast, compensation paid b
public corporations is assumed to be reasonable and uniformly goes unchallenged.

Thus, it is our suggestion that (i) limits on deductions for executive compensation
are inappropriate, but (ii) if enacted, should be limnited to publicly-traded corpora-
tions.
b We would welcome the opportunity to answer any question you or your steff may

ave.

Respectfully,
JERRY L. OPPENHEIMER.

STATEMENT OF THE NATIONAL ASSOCIATION OF MANUFACTURERS

Mr. Chairman and Members of the Subcommittee: We appreciate being given the
opportunity to submit for the record the following statement concerning tax and ac-
counting treatment of executive compensation. This statement is submitted on be-
hﬁl&f more than 12,000 members of the National Association of Manufacturers
( ).

1. USBE OF THE TAX CODE TO LIMIT EXECUTIVE COMPENSATION

The current Congress has seen several proposals to employ the tax code in an ef-
fort to limit the compensation paid to senior corporate executives. Congressman
Martin Sabo introduced H.R. 30586, a bill to disallow tax deductions by companies
for executive compensation that exceeds 25 times the salary paid to the lowest com-
pensated company employee. The Tax Fairness and Economic Growth Act of 1992,
which was ve by the president, contained a provision limiting the deductibility
of compensation thal exceeds $1 million, and a near identical provision was recently
adopted by the House Ways and Means Committee and is receiving consideration
by the ful{ House as part of H.R. 5260, the Unemployment Compensation Amend-
ments of 1992.1

We believe each of these proposals represent flawed tax policy and Congress
should reject use of the tax code in such a fashion.

3As Chairman Breeden noted in hjs testimony, the SEC has recently promulgated new rules,
and will adopt additional rules shortly, which enable shareholderas to advise corporations on the
propriety of executive compensation and require clear and full disclosure on these matters.

4See, e.g., Katka, 380-2nd T.M., Reasonable Comﬂemation, p.- A-5 (“[I]t ia safe to assume that -
an{ compensation arrangement between a close’lﬁ‘ eld corporation and one of its shareholders
will receive close audit and judicial acrutiny.”). These audits are premised on the concern that
such corporations may be too accountable to shareholders and, therefore, might attempt to pay
out nondeductible earnings as disguised deductible salaries.

8See id. ("Thia suggests that any amount of compznsation paid by a large, publicly held cor-
poration, such as IBM, would be per se reasonable.”).

1Two additional related proposals were introduced this year in the Senate. S. 22C1, sponsored
by Senator Daschle, would limit deductions to $500,000, indexed for inflation, and S. 2329, apon-
sored by Senator Harkin, would limit deductibility of executive compensation for publicly-traded
companies to $500,000.
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A. Misguided Movement Away From Taxing on a Net Income Basis
As a general proposition, NAM opposes emp!oying the tax code in a manner that
g,?%arte from the longstanding approach of texing business income on & net basis.
cial NAM policy reads:

{als applied to business taxpayers, the federal income tax has traditionally
-been a tax on net income, i.e., on gross income leas deductions for all costs
incuwrred in producing such income.

Denial of a deduction for all or part of costs incwrred in the ordinary course
of trade or business changes tﬁe nature of the tax system from a tax on
income to a tax on gross receipts. Gross receipts are an inappropriate and
inequitable base for the imposition of federal taxes on business income,
leagi.ng to widely disparate tax burdens among business tax-
payers.* * * Singling out a particular type of business expenditure for non-
deductible treatment is objectionable in principle. * *3

While we appreciate there exist numerous provisions in the code that arguably
violate the net income taxation principle, NAM believes it is a sufficiently important
pelicy to merit continued fidelity. We bilieve its preservation is reason alone to op-
pose introducing a compensation deductibility limitation into the tax code beyond
the current “ordinary and necessary” general limitation on tax deductions and the
“reasonable” limitation on compensation deductibility.®

- B. Will Undermine Ability of CompuardestoCowipete for Executive Talent

In addition to being inconsistent with a net income system of taxation, introduc-
tion of a deductibility limit will harm the ability of many companies to compete for
executive talent. Whether one believes that current executive pay is too high or too
low, the pay levels de facto represent the current going rate as judged by the mar-
ketplace. Establishment of an arbitrary ceiling will put certain companies at a com-
petitive disadvantage because a sufficient number otP firms will place the importance
of attracting and retaining talent on a higher plain than reducing income tax liabil-
ities. Those companies not in a position to sustain the tax consequences of paying
market salaries will have a diminished ability to compete for the pinnacle of execu-
tive managers and may ultimately be plagued by higher than necesesary turnover
rates. The disadvantaged firms, moreover, will more often than not be the smaller
entrepreneurial firms who arguably have the greatest need for stellar talent. The
most dynamic, yet fragile, sector of the U.S. economy will therefore be the final
“beneficiary” of deductibility limitations.

The consequences of below-market compensation likely will manifest themselvea
not only on a company-to-company basis but alse on an industry-by-industry basis.
In what has now become a seminal work in the compensation area, Profes.ors Mi-
chael Jensen and Kevin Murphy decry a “brain drain” that afflicted the traditional
corporate sector during the 1980s. Pointing out that “[bly 1987, more than helf of
all CBS [Harvard Bueiness School] graduates entered investment banking or con-
sulting [occupations paying signiﬁcantly higher salaries], while under 30% chose ca-
reers 1n the corporate sector,”* they argue the “simple proposition” that “[i]f some
organizations pay more on average and offer stronger pay-for-performance systems
than other organizations, talent will migrate to the higher paying organizations.”®

Retarding the ability of all companies in all market segments to pay market-com-
pensation thus may have harm}\)xl inter-company as well as inter-industry con-
sequences.

C. Deductibility Limitations Will Ultiniately Punish Sharehclders

Whether coming or going, shareholders will ultimately bear the burden of the pro-

osed tax code changes. Shareholders who invest in firms that opt to limit tax liabil-
1ty rather than competiniefor superior executive talent will nol realize the gains
that may have otherwise been derived from obtaining the desired quality of execu-
tive talent. Similarly, shareholders who invest in companies which are committed
to competing in the marketplace for the best available executives irrespective of tax
lcon;::lequences will be haraed by the company having to sustain significant new tax
iabilities.

30fficial Policy Positions, National Association of Manufacturers, at 94 (Mar. 1992)
38ee 26 U.8.C. Sec. 162(a).
¢Jeneen and Murphy, CEO Incentives-—It's Not How Much You Pay, But How, Har. Bus. Rev.
ldf'SMay-June 1990).
id.
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Proponents who believe shareholder intereats would be served by establishing de-
ductibility limits are gravely mistaken.

D. Proposals Are Unnecessary

If the purposee of these tax code proposals is to bring greater scrutiny to the com-
pensation practices of industri', recent and contem‘f)lated policy changes render them
unnecessary. Most significantly, the Securities and Exchange Commiasion (SEC) an-
nounced a major change in its policy regarding shareholder resolutions. Under its
previous interpretation of Rule [4a-8(c)7),® resolutions dealing with executive com-
pensation were deemed to relate to the conduct of “ordinary business” and therefore
excludable from a company’s proxy statement and ballot. In February 1992, the
commission indicated that because “there is now widespread public debate concern-
ing compensation policiea and practices relating to senior executives and directors,
end an increasing recognition that these matters raise significant policy
issues . . . ,”7 companies may no longer exclude auch resolutions on the basis that
they concern ordinary business. This revised shareholder resolution mechanism will
doubly assure that shareholder interests are reflected in the compensation policies
of publicly-traded companies.

e JEC is also undertaking yet another review of its rules governing disclosure
of executive compensation. Stating that “the appropriate amount and structure of
compensation for corporate employees—whether on the ehop floor or in the execu-
tive suite—is a question that should be resolved in the private marketplace[,]”® SEC
Chairman Breeden announced that the commission is revising its rules to give
“shareholders information about executive compensation that 18 easier to under-
stand and more relevant.”®

On the issue of nccountinﬁ treatment of stock options (see Sec. IV below), the Fi-
nancial Accounting Standards Board (FASB) has again placed the topic on its 1992
aFenda‘ Although NAM disagrees with the proposition that accounting treatment
shiould be altered and opposes a significant deviation fromo the current standard, the
fact that FASB is revisiting the question should indicate to Congress that this as-

ect of accounting policy and all others will continue to receive review, study and,
if need be, updating.

O. THREE MYTHS ABOUT STOCK OPTIONS

There has been considerable focus on the role of stock options in executive pay
packagea. During the course of debate over their effectiveness at aligning the inter-
ests of management with those of the shareholders, several myths about stock op-
tions have wrongly become “common knowledge.”

Myth No. I: CEOs Incur No Risk Under Stock Options

Compengation critice would have us believe that CEOs incur no risk under atock
option compensation programs because if the stock doesn’t increase in price, the ex-
ecutive simply chooses not to exerciee his or her options. Therefore the executive has
no “down-side” risk. The argument is of limited merit. Options granted to executives
represent a significant, and increasing portion of average CEO pay. The executive
exchanges labor for the stock option grant. If the price of the stock on which the
ogtion was granted does not increase in value, the total compensation received by
the executive is directly reduced by the percentage amount represented by the op-
tion grant.

AaBZn example, assume an executive’'s annual total compensation package was re-
formulated to create stronger incentives to pursue long-term share value by replac-
ing 60 percent of direct compensation with a grant of stock options. The executive
here haa clearly put half his annual pay at nsk. Should the stock not increase in
price, or goes down in price, the executive has lost half a year's pay. The outlay is
real, the down-side risk is substantial, and the ultimate outcome 18 highly variable.

Myth No. II: Stock Options Shortchange the Company and Shareholders

Although it is technically true that stock options have a “diluting” impact on all
other outstanding shares, it is erroneous to describe it as “shortchanging” sharehold-
ers. First, shareholders approve most stock option plans as well as issuance of au-
thorized, unissued stock. e market has therefore discounted the existence of
unissued stock and the share price reflects that “dilution.” Second, the difference in
financial consequence between a grant of stock options and simply paying the execu-

817 C.F.R. 14a-8(c)(7).
7 International Busineas Machines Corporation (Feb. 13, 1992) (SEC “no-actions” letter).
:?;atoment of Richard C. Breeden on Executive Compensation lsaues at 1 (Feb. 23, 1992).
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tive out of the corporate treaaurK for the intrinsic value of the option is insignifi-
cant. The capital “forgone” by the company due to the grant is equal, albeil ac-
counted for differently. And third, rather than being harined by stock options, share-
holders generally applaud their use, recognizing that management's interests there-
by become more closely aligned with those of the shareholders.

Myth No. II1: Stock Options are “Stealth Compensation®

Critics have erroneously described stock options as “stealth compensation” be-
cause of an apparent anomaly belween accounting and tax treatment. Generally ac-
cepted accounting principles treat equity-based compensation differently from other
forms of compensation, which results in options being accounted for indirectly
through statement footnotes rather than directly by a charge to the company’s earn-
ings statement. At the same time, the exercise of stock options results in a tax de-
duction for the corporation and a tax liability for the option recipient. Some have
wsuggested this “anomaly” holds public policy significance. The concern is misplaced.
Annual financial statements are intended to be a substantially accurate portrayal
of the actual financial activity (cash flow, profit & loss, etc.) and position (assets,
liabilities and shareholders’ equity) of the grm In other words, they represent re-
ality as closely as possible. Tax documents, on the other hand, are beat described
as “working papers’ that are merely used to determine u “taxable income” figure.
They are not parallel documents by any stretch of the imagination. As the Supreme
Court recognized,

[tlhe primary goal of financial accounting is to provide useful information
to management, chareholders, creditors, and others properly
interested . . = . The primary goal of the income tax system, in contrast,
ia the equitable collection of revenue. . . . [A] presumptive equivalency be-
tween tax and financial accounting would create insurmountable difficulties
of tax administration.1®

Any attempt to compare a company’s tax returns with its financial statements, or
the assumptions they both reflect, thus, is to compare apples with oranges and to
needlessly confuse important issues.

Accounting treatment as’de, rather than being “stealthy,” stock options are in fact
just the opposite. Indeed, they are the only element of compensation explicitly ap-

roved by the shareholders.!* Stock options are thereafter subject to ennual proxy
orm disclosure, footnote treatment in financial statements, and the estimated
present value of options annually grace the pages of numerous business publica-
tions. A virtual cottage industry of proxy advisore and analysts, moreover, has
sprung up to inform the world about the compernsation practices of publicly-traded
companies.

Under the SEC’s new Rule 16,'2 furthermore, stock options acquired, disposed of,
or beneficially owned must be reported 10 days after the end of the month during
which a change in ownership of such options occurs, as well a8 on an annual basis.
The disclosure must include in tabular form the date and tge of transaction, the
exercise price, market price and amount of securities involved. To suggest there is
anything but the fullest disclosure and public discussion of stock options, therefore,
is to deliberately ignore plain truths.

HI. Disclosure and Valuation of Stock Options

A. Present Valuation of Stock Options Will Not Serve the Purposes of Disclosure

Senator Levin's Corporate Pay Responsibility Act would require companies to in-
clude in their annual proxy statement the estimmated “present value” of all forms of
deferred, future and contingent compensation provided during the disclosure period
as well as comparable estimates for total compensation to be paid in each of the
succeeding five years. The SEC also is exploring requiring use of a stock option pric-
ing model to value stock option grants at the time of the grant award. Because all
such valuation methods are fundamentally conjectural, we believe requiring use of
such a method would result in the diminution of the quality and reliability of disclo-
sure.

Policymakers should not stray from the principle that disclosure should be gen-
erally free of conjecture. The entire edifice of disclosure policy is based upon the
principle that, for the protection of investors, disclosure must be full, fair and accu-
rate. Implicit in the requirement of accuracy is that disclosure based on conjecture
should be eschewed, unless accompanied by “key assumptions,” which “are of such

1% Thor Power Tool Co. v. Commissioner, 43% U.S. 522, 542 (1979).
11 89¢ NYSE Company Mannal, Sec. 312.
t38ee Rule 18, Form 4 and Form &, 17 C.F.R. 249. 104, 105.
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significance that their disclosure is necessary” to meet reasonable basis and good
faith standards,

We believe the pertinent facts relating to option grants are those currently re-
quired to be disclosed—the shares granted, the exercise price, and the net proceeds -
realized from options exercised.!* An estimate of the present value of options grant-
ed i3 simply not a factual matter.

Even if accuracy could be assured, it is not clear the market would place any
value on this type of disclosure. Notwithstanding a few vocal commentators, there
is scant, if any, interest among the investor community for present valuc disclosure.
Not only is investor demand ?or such disclosure uncertain, there is a strong likeli-
hood that rather than serving to inform investors and the market, it would confuse
the issue of executive compensation—overstating it in one instance and understat-
ing it in another. Using present valuation in the disclosure context would beatow
upon it an imprimatur of accuracy and faithfulness it is incapable of rendering.

Irrespective of the technical requirements of disclosure rules, investors are free
in any case to use a valuation method of their choosing to make independent cal-
culations of the velue of stock options. To the extent that current disclosure require-
ments are insufficient to permit such-independent valuations, NAM has indicated
its willingness to work with the SEC to develop alternative disclosure rules. It
should be pointed out, however, that disclosure of executive compenesalion is not a
new area of commiesion focus. Over the course of the last decade, the disclosure
rules have been the subject of repeated commission attention, being reformulated
in several material respects.1®

At bottom, the business community and the investment community share the
same common goal: full disclosure of accurate, meaningful information relevant to
investment decisions. Any more or any less hampers the effective functioning of our
capita markets.

B. Valuation Models are Hopelessly Conjectural.

No matter what method one uses to determine the present value of stock option

ants, they all suffer from the same fatal flaw. Namely, central elements in pre-

icting the future price of a company’s slock are unknown, and unknowable, vari-
ables. Similarly, the specific variables in the present value equation are themselves
“best guesses.” Indeed, as FASB eloquently stated:

%]resent value meagurement is always based on estimates of the future,
ecause the future cannot be known in the present, those estimates will
usually turn out to be “wrong” to some extent. Choosing present velue does
not, as sometimes suggested, imply an ability to make estimates with great
precision. Indeed, the opposite is true,1®

“Reasonably” accurate estimates, moreover, are not themselves sufficient, since
“lsJmall changes in estimates of interest rates or the amount and timing of future
cash flows [dividends] can produce significant changes in the measurement.” 17

Although we recognize that option valuation has become far more sophisticated
in recent years, and presumably marginally more accurate, stripped of its technical
cloak oplion pricing will never serve to predict future earnings, cash flow, market
share, capita spending requirements, the \::lgaries of economic and market trends,
or governmental policy. In short, until a model is developed to predict those factors
that determine the future price of a company’s stock, calculating the ﬂYmsem; value
of stock options with any degree of certainty will remain an elusive goal.

Realistically, present valuation should be viewed merely as a tool among several
to value an asset or liability. When viewed in the appropriate context, and their liro-
itations fully understood, present valuation techniques are useful. To import this
valuation tool into the realm of disclosure policy, and to present it as a factual rep-
r?e(fint?tion that may be relied upon by investors, is to greatly diminish the value
of dieclosure.

13 Securities Act Rel. No. 084 (June 25, 1979). At one time the commisaion's own rules made
the inclusion of projections per se misleading. See Note to Securities Exchange Act Rule 14a-
9, 17 C.F.R. Sec. 240.14a-9 (1968). Overly optimistic projections, furthermore, can result in li-
ability under Sec. 10(b) of the Securities Exchange Act.of 1934. See, e.g., Elkind v. Liggett &
Myers, Inc. 635 F.2d 166 (2d Cir. 1980).

14 See Item 402(a), Regulation S-K, 17 C.F.R. 229.402(a).

18See Ex. Act Rel. No. 20220 (Sept. 23, 1983), Ex. Act Rel. No. 17301 (Nov. 14, 1980), Ex.
Act Rel. No. 16380 (Dec. 4, 1978).

18 Present Value-Based Measurements in Accounting, Financial Accounting Standards Board,
at‘%OIéDec. 7, 1990).
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NAM has recommended that if the SEC feela compelled to seek public comment
on a particular valuation method, the release should contain a historical demonstra-
tion of the method's accuracy and predictive value by selecting a sample grouﬁx of
stocks representative of the broad market (i.e. cyclical, growth, mid-cap, as well as
across industry sectors). By then choosing a hypothetical exercise period (1982-
1992, for example) and option grant, the commission will be able to test the degree
to which the model accurately predicts the future stock price.

A demonstration of this kind will either powerfully answer the critics or dem-
onstrate the futility of attempting to meaningfully express the present value of stock
options.

IV. ACCOUNTING TREATMENT OF STOCK OPTIONS

Senator Levin's corporate pay bill directs the SEC to “require the issuer to reduce
its earnings, as reflected in its earnings statements to its security holders, by the
estimated present value . . . of stock options and other forms of deferred, future,
or contingent compensation paid to the directors or senior executives. . . .”1® The
exact diagnosis this section is intended to remedy is not entirely clear. Nevertheless,
in an effort to be responsive to the concerns of or7. ., the SEC recently directed
its chief accountant, in consultation with the Firuncial s\ccounting Standards Board

and other pertinent accounting bodies, to strZy the adequacy of current accounting
rules for grants of stock options and to report to the corumission within 120 days.

A. Current Treatment of Stock Options is Appropriate. .

The issue of accounting for stock options appears to have arisen prirmarily as a
result of misunderstanding of the seeming anomaly between tax and uccounting
treatment of stock options. As discussed above, we do not believe the differing treat-
ment of stock options is anomalous and thus find no fault with current accounting
standards.

B. Accounting Changes Could Harm Growth and Mature Companies Alike.

Not only are we unable to discern any problems with current practice, we are
deeply concerned that requiring the present value of stock options to be charged
against earmings will pro?oundly harm many companies. The most palpable result
would be felt society-wide. Stock options as a pay-for-performance mechanism would
greatly diminish in use. For a great number of smaller, growth-oriented enterprises,
moreover, a standard requiring an earnings charge would all but force the abandon-
ment of significant use of stock options.

One of the great success stories of managerial innovation, the widespread use of
stock options has brought entrepreneurial instincts to a wide range of companies.
Enhanced productivity, innovation and shareholder value have been the direct con-
sequence of the increase in option-based compensation. Whether through tax code
or accounting changes, it wuurd be a tragic mistake to encourage or adopt a policy
that would make it economically impracticable to gain the pay-for-performance ben-
efits of stock options.

C. Shareholders Would Face an Economic “Catch 22.”

Critics advocate accounting changes in the name of protecting shareholders, yet
it is the shareholders who would bear the brunt of such changes. Shareholders
would face an economic “Catch-22.” They would either lose the benefits of stock op-
tions as a means of aligning management interests with those of the shareholders,
or alternatively, by retaining stock options they would suffer the share price con-
sequences that would result from requiring a charge to earnings. The ultimate loser,
of course, would be the U.S. economy.

” 1

CONCLUSION

For ell the foregoing reasons, we oppose limiting the deductibility of legitimate
compensation expenses.

18 Corporate Pay Responsibility Act, Sec. 2(h) 3(B).



112

ReAL EsTATE BoARD BuiLbING oF NEW YORK, INC.,
New York, NY., June 2, 1992,

Hon. DAavip BoreN, Chair,

U.S. Senate Finance Comnuittee,
Subcommittee on Taxation,

U.S. Senate,

Washington, DC.

Dear Senator Boren: We are writing on behalf of the nearly 5,000 members of the
Real Eatate Board of New York, Inc., to ask your assistance in obtaining clarifyin
language to H.R. 4727 a8 amended by the House Ways and Means Committee an
now under discussion in both the House and Senate as the deadline to extend the
unemployment compensation program draws near.

QOur concern stems from the current bill’s lack of clarit; regarding the treatment
of real estate brokerage commissions which may exceed $1 million 1n a given year
when the broker who receives that level of commission income is also an officer of
the brokerage agency (“house”). It does not appear to us that the bill intends to cap-
ture such circumstances which would inadvertently penalize the “house” itself, oper-
ating on just a narrow 5-10% profit margin before taxes. The “house” generally acts
as a pass through entity for 60-66% of the commission income which is given di-
rectly to the individual broker. Therefore, to create certainty in this regard, we
would like to suggest that language be added to the definition of “remuneration” in
section (3YB) of the orig*inalTR. 4727 to the effect that, “amounts based upon or
in the nature of brokerage commissions shall not be included in the term “remu-
neration.”

We hope that you will agree with our suggestion and include this technical en-
hancement to the bill as it moves forward.

Sincerely,
DeBORAH BECK, Executive Vice President.

STATEMENT OF STERN STEWART & Co.

MAKE MANAGERS INTO OWNERS: THE ANSWER TO THE EXECUTIVE COMPENSATION
DILEMMA

INTRODUCTION

Recently, American CEOs have been in the spotlight—not for superior perform-
ance or vigionary leadership in uncertain times, but for their coropensation. In the
U.S,, regulatory and legislative bodies are taking actions, shareholdera are voicing
dissatisfaction, and the media continues to create controversy. Many cite skyrocket-
ing compensation as contributing to the deterioration of U.g. competitiveness in a
global economy,

Regardless of claims that CEQ pay fails to correlate to corporate results, there
is only one performance measure that matters—increasing shareholder value.

The problem is quite clear—how to link pay to shareholder value-added perform-
ance for the CEO and the entire management team. Currently, a dysfunctional sys-
tem rewards a few senior executives for results delivered by hands-on operating
managers.

Solutions offered to date are merely bandaids. The real answer to linking pay to
performance is to make managers into owners. An ownership imperative for man-
agers is certain to align the interests of management and shareholders. Corporate
America must adopt a financial management system which both measures perform-
ance and compensates executives based on shareholder value creation.

Stern Stewart's answer is “Economic Value Added” or EVA™, the performance
measure most directly tied to market value. An EVA-based compensation system
powerfully ali shareholder and management interests. (See Exhibit 1 for an over-
view of Stern Stewart & Co.)

THE SINGULAR FOCUS ON CEO PAY 1S WRONG

The preoccupation with CEO pay ia wrmg and overlooks the real issue. CEO pay
ts the merely the visible tip of the tceberg. Problems with CEO pay will not sink the
Titanic of UYS. productivity and competitiveness.

Consider an exarople: General Motors. Fixing the CEO pay of General Motors will
not fix GM. In 1990, Chairman Stempel’s pay was .002% of GM revenues and was
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merely .02% of the $10 billion in shareholder wealth destroyed by GM over the past
five years. Obviously, slashing his pay will not rescue the shareholders.
Other factors serving to cloud the real issues include:

e CEO pa is established by a unique supply-demand marketplace, in which ;‘Fo-
sition” dictates pay more than performance. Pay for CEOs, like that of royalty,
is inherently more ceremonial than economical.
The root of current confusion is the failure to distinguish between “pay” from
“payoff.” “Pay,” the value of an executive’s compensation at grant date, is a be-
!{J’re-t e-fact, calculated determination of worth. Alternatively, “payoﬁ” is the
after-the-fact realized reward to management based on corporate and market
performance. Ultimately, a company’s objective should be to minimize pay and
maximize payoff—maximizing payoff means gains for shareholders. (See Exhibit
2 for an elaboration of “pay” versus “payoff’)
¢ Accountants are the culprits of this confusion. FASB's insistence that options
have no pay value when granted forces a focus on payoff, a value that account-
ants measure.

THE REAL PROBLEM: HOW TO LINK PAY TO PERFORMANCE FOR THE ENTIRE
MANAGEMENT TEAM

What will sink the T¥tanic of U.S. competitiveness is the bulk of the iceberg lurking
beneath—the failure to address pay-for-performance throughout the organization.

Traditional financial management systems emphasize convoluted and often con-
flicting performance standards that are only minimally tied to stock prices. Use of
such inapgro riate measurea—EPS, ROE, earnings growth—results not only in in-
accurate CEO pay, but nore importantly, poor business decisions that undermine
American competitiveneass.

For shareholders, the key problem with compensation lies not in the CEQ’s office,
but, in the fact that the compensation of the entire management group is not
aligned with shareholders.

¢ Currently, 85% of management coropenaation represents senior liabilities of a
company (e.g. wages, retirement and medical benefits). Only 16% can be consid-
ered equity equivalents (e.g. profit sharing, options). To align interests of man-
agement and shareholders, the liability-equity balance should be 50-6§0%.

¢ Stock options, popularly lauded as management’s link to shareholders, is also
more compensation than true incentive, Because managers g?'pically pay noth-
ing for their options, they bear no direct risk of cash loss. Moreover, the com-
monly employed fixed exercise price lets managers accumulate wealth just by
sitting around long enough to watch the stock market escalate.

In addition, the haphazard construction of executive compensation packages is also
at fault. Incentive bonus plans designed by compensation consultants, who typically
lack financial theory expertise, resuft“1 in substantial discrepancies between executive
and shareholder rewar£.

Moreover, compensation experts developed a proliferation of pay packages during
the flat stock market of the 1970s. At any point in time and under any economic
clémate, management could be assured of payout regardless of any shareholder ben-
efit.

THE ANSWER: MAKE MANAGERS INTO OWNERS

Much of the pay-for-performance problem stems from too much empheasis on com-
pensation and not enough on incentive. The answer must make managers think and
act like owners—risk tag(ers with upside potential, around for the long-term, enthu-
siastic managers with vision.

The answer is “Economic Value Added.” EVA™ is the centerpiece of an integrated
financial management system focused on value creation—the solution to aligning in-
terests of management and shareholders. As a performance measure, EVA allows
key management decisions to be clearly modelled, monitored and motivated in terms
of value added to sharcholders’ investment. Specifically, EVA can be used to: set
goals and measure performance, evaluate corporate strategies and capital projects,
value acquisitions, communicate with investors, and structure executive compensa-
tion.

With an EVA plan, managers are offered unlimited bonuses tied to incremental
value creation, or EVA. Therefore, when bonuses are large, shareholders have noth-
ing to lose, and indeed much to gain—higher EVA generated by managers means
more value for shareholders. With unlimited upside, managers become highly moti-
vated to pursue aggressive plans. By rewarding the end of creating vaFue rather
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than the means, EVA bonus plans represent the ultimale in pay-for-performance
and the empowerment of line managers.

The EVA incentive syatem is a vast simplification of both the number and com-
plexity of current plans, and both simulates and creates real ownership with only
two essential plans: (1) cash bonus plan—concurrently a short- and long-term plan,
and (2) equity plan—a redesigned option plan that powerfully aligns shareholder
and management interests.

The EVA Cash Bonus Plan

The EVA incentive system breaks the link between budgets and bonuses. It is a
catastrophic mistake to tie bonuses to fixed budgets—managers are motivated to
minimize risk, avoid change, increase empires, and diffuse responsibility. In the
EVA system, bonuses are based simply on growing economic value, not on a goal
of expected performance negotiated Wltg the corporate office. Also, a deferral mecha-
nism, whereby payouts are contingent upon sustained performance improvements
over several years, makes the EVA bonus both a short and long-term program.

A New Option: The Leveraged Equity Purchase Plan (LEPP)

Stock option plans should be constructed to provide both a real risk of cash loss
as well as gain Fthe carrot-and-stick principle). In addition, management should par-
ticipate only in exceass returns for superior performance. To do this:

¢ Instead of a grant, management pays for the option at a price equal to 10% of
the stock price. Initial exercise price is equal to the stock price less the 10%
urchase price.
¢ Management faces a rising standard of excellence: the option’s exercise price in-
creases annuelly to adequately protect shareholders’ interesta.

The flexibility of such a pay-for-performance system gives managers autonomg to
devise and successfully execute value enhancing strategies. LEPP's can be used at
the corporate level for top management, or applied at the business unit level, using
an appraised value, to rightly reward division management.

EVA IN ACTION

Several leading companies have already successfully adopted elements of the
EVA™ Framework. Exhibit 3 profiles five companies—Quaker Oata, CSX, Coca-
Cola, Briggs & Stratton, and ﬁall Corporation—illustrating market performance
pre-and post-announcement of EVA plans.

For further information about the EVA financial management system and execu-
tive incentives, please contact Deborah A. Cohen, Director of Marketing and PR, at
(212) 836-0476.

EXHIBIT 1.—STERN STEWART & CO.

Adding Economic Value Through Superior Financial Management Systems,
Executive Incentives, Financings and Transactions

Stern Stewart & Co. is a unique corporate financial advisory firm founded by Joel
Stern and Bennett Stewart in 1982. Our financial management and executive 1ncen-
tive systems focus managers on the critical link between corporate strategy and
shareholder value creation. We also help senior managemer:t and boards of directors
assess and execute value-adding transactions.

Stern Stewart & Co. originated and popularized the concept of “economic value
added,” or EVA™., Very simply, EVA is operating profit less the cost of all capital
employed to produce those profits. Optimally, EVA should be uied as the basia for
settinq goals and assessing performance, communicating with irvestors, evaluating
capital projects, pricing acquisitions, formulating strategy, cud structuring com-
Eensation truly linked to market-value-adding-performance. The firm’s proprietary

VA framework is documented in The Quest For Value by Bennett Stewart (Harper
Collins, 1991, 800 6agee), and is presented in an ongoing series of public forums.

Evidence that EVA is the single performance measure that drives market price
is provided by the Stern Stewart Performance 1000. This annual survey ranks
prominent publicly-iraded companies according to the market value they have added
to or subtracted from their shareholders’ investment.

To introduce EVA to a senior management team, we offer customized one-day
Kresentations. Afterwards, we frequently advise a corporate steering committee on

ow to implement EVA financial management practices and incentives. To internal-
ize EVA, we also offer PC software, FINANSEERR | and provide training and appli-
cations recommendations.
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Reflecting our commitment to staying abreast of leading developments in cor-
porate finance, we publiah the highly-regarded Journal of Applied Corporate Fi-
nance on behalf of the Continental Bank. This quarterly publication communicates
the best of recent academic financial research to senior corporate practitioners.

. Our _EVA:baaec! corporate financial advisory aservices are offered independently or

In conjunction with transaction planning and execution. We emphasize diligence,

personal attention, and the hfghest of analytical and ethical standards. Regardless

of the assignment, our overri 'nﬁ dal is to identify and pursue for our client the
o

alternative that maximizes share er wealth creation.

JOEL M. STERN

., Mr. Stern has been Managing Partner of Stern Stewart & Co. since jts co-found-
ing in 1982, Prior to that, he served as President of Chase Financial Policy, the fi-
nancial advisory arm of the Chase Manhattan Bank, which he joined after complet-
ing graduate studies in Economics and Finance at the University of Chicago. In ad-
dition to his consulting work, Mr, Stern is also the keynote speaker at Stern Stew-
art’s management seminara. He has served on the faculty of several graduate busi-
ness schools, including Columbia, Fordham and the University of Witwatersand, Jo-
hannesburg, South ica, and is currently an advisor et several other institutions.
Mr. Stern is the author or co-author of six books on economics and corporate fi-
nance. He has appeared on the television business news programs, “Wall Street
Week” and CNN’s “Moneyline.”

G. BENNETT STEWART 111

Mr. Stewart is Senior Partner of Stern Stewart & Co. Prior to co-founding the
firm in 1982, he was a vice president with the financial advisory arm of Chase Man-
hattan Bank. Mr. Stewart has an M.B.A. from the University of Chicago, and a B.S.
in electrical engineering from Princeton University. He is a principal speaker at the
firm’s executive seminars, and spearheads development of FINANSEERR, the firm's
value-planning software. Mr. Stewart is the author or co-author of four books, in-
cluding “The Quest for Value” (Harper Collins, 1991, 800 pages). He also serves as
co-executive editor of the firm's publication, “The Journal of Applied Corporate Fi-

" nance.”

EXHIBIT 2.—“PAY” VERSUS “PAYOFF": WHAT'S THE DIFFERENCE?

Outsized executive payouts under any true pay-for-performance plan are a meas-
ure of succees in all respects, not a cost to shareholders. A failure to distinguish
“pay” from “payofl” is a root cause of much confusion over proper executive com-
pensation.

“Pag" is the value of an executive’s compensation at the time first granted, a be-
fore-the-fact estimation of expected cost. “Payoff” is the after-the-fact reward man-
agement realizes based on corporate and market performance. Ultimately, a compa-
ny’s objective should be to minimize pay and maximize payoff—maximizing payoff
1means management ia sharing in Lhe gains realized by shareholders, too.

The accountants are to blame. The FASB's insistence that options have no pa
value encourages compensation critics and the media to focus wrongly on the payo
from stock options as a cost when in fact that is a reflection of the gain realized
by the shareholders.

Proxy statements are unhelpful, too. Reporting stock option gaina that executives
may have been earned over a long time frame does nothing to clarify whether pay
for performance is at work.

1e flaw in both accounting and regulatory disclosures is that the true effective-
ness of an executive’sefay package can only be assessed before-the-fact, not after-
the-fact. What's needed is a achedule that plots Lyrospective annual executive com-
pensation as a function of shareholder returns. Consider the following hypothetical
compensation schedule for two executives:

CUMULATIVE 3-YEAR SHAREHOLDER RETURN

-25% % +25% +50% +75%
EVACEO .....ccovniienriviirnnrenn, $50 $75 $125 $200 $300
Treditional CEO ........ccccoocmenns 100 100 100 100 100

Though in this example the “EVA CEQO"” is likely to earn more, possibly far more,
than his counterpart, his payoff profile ia actually far better for the shareholders.
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Hcsx ADOPTS A LEVERAGED EQUITY PURCHASE PLAﬁ]'

CSX has stated that its
overriding goal is to increase
shareholder value. To support
its mission, The CSX Way, the
Company amended its
executive compensation
programs to encourage and
reward exceptional
performance more actively.
CSX shareholders approved a
powerful stock purchase plan
deswyaed to inlrease
management’s stake—both as
employees and shareholders—
in the future success of the
Company.

CSX’s new leveraged equity
purchase plan (LEPP)
functions as an “internal LBO.”
Approximately 160 managers
purchased CSX stock leveraged
20 to 1. In other words, with an
average personal investment of
$35,000, a manager has upside

opportunity of $700,000 of CSX

stock.
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€SX MAKES MANAGERS INTO OWNERS

With its novel compensation scheme, the railroad is making sure
that management and shareholders share the same rewards.

A rdicath new program tor ¢xec-
utne compensation at CSX mav
bave solved one of the most vexing
Corporate governance issucs of the
dav how to make managers think
like owners Inan era when evecu-
¢ compensagon shemes often pav
up cven it stook paces fall, CSX has
won applause trom some tery
demanding vnoes ~Ttis most cer-
tar b something thar should be a
e 1d,” savs Kevin Murphy, assouate
protessor at Harvard  Business
School and an cxperr on exccutne
compensanon, *It's necessary tor
evecutines to ahign themseives more
with the interests of sharehalders
and the war to do that 1s to make
their wealth change when the wealth
ot sharcholders changes,™ he savs

But thoudh the obreetive s laud-
able. hading a wav to pur substannal
ownersup o g company w tw hands
ob manayers s not eask, Mone man-
agen wn’t attord o buv g big
cnoueh Jhunk ot thar emplover’s
stexk to muke 4 real ditferenee in tharr
neentn e to pertorm. Quenghe stock |
or stonh option grants thar don't
FCUIFS MANIEen [ pOM up wsh nex
onlh dhlute sharchodden” equiny, they
alser b o make mmanaeers think like
ather siarchoiden Even when such
grants are made i hien o walaey
nereases, “dwere’s a visceral ddference
beow een fongoing safary soarcoses and
acrually wrany a chek to put chae
money 32 sk, ” svs Bennert beewart,
3 suor parmer of the tinancal con-
sulang hrm of Stern Stew art.

Under the program. approacd by
shancioiden n e pamg, SN lowwed
Mg nast, but oo adl, ot the
ey I nevued o B about 2 ol
Ly shares o new iy isoed seek aemars |
ket prces The amoune o seock |
a0k o cach mangeer depended on ’
fhe manager s rantk m the vxeenoe
aerarcy Manaeen who dws to par
ey s reeanad g onccoune doan |
o S\ lor V3 penent of te stk

poce, but had 1o put up 5 percent of
the pnce as 3 down pavment. Down
pavments ranged from $10,000 to
$100.000, depending on how much
stock the manager bought, but the
average down pavment was about
$35.000. The down payments and the
kxn obbganons add up 1o a sigrubicant
chunk ot wealth ac nsk lor paroapanng
managers “This is a tor-real Joan, ™ savs
Alan Rudruck, ke pressdent. general
vounscl. and corporate sccrerary of
CSX. “leople were amazed because
thev got real foan documents.™

CSX duphicares one ctfect of an
LBO without acruaily kveraging up the
company. [nstead. CSX leveraged up
the managers. One abvantage of LBOs
s that 3 tughh kn eragred capreal seruc-
fure makes 1t possible tor managers to
b 2 sigruneant stake i thewr company
at an attordable price. The disapiine ot
Intencst pavments cnsures that man-
Jgers-ontiers wll carn 3 miimum
Marprabke retum on cpil. of clse they
wll warch thar equn meit down n a
hankruptey o 3 restructunng [ the
LB(Y s succasstul then the managers-
owners are rewarded wath an almost
unbrmured upside potenoal profit

The upside more than matches
the nsk. An crecunve who put up
$33.000 to parncipate in the CSX

program s leveraged at 20 to-|.
which means that the execuusc has
potental weaith ot $700.000~—pro
vided that stock apprectation out
paces interest on the loan It creates
2 sense of urgency to create value and
create value now,”™ says Stewart
Rudnick savy that the program
was well received, with 98 pereent ot
clipbie managers clectung to but into
the company *Two miilion shares
were otlercd under the plan and we
had requests tor 1 4 mibon addinon-
al shares.™ he savs He stresses that
dhus 15 not an opoon progam “Those
who subsunibed ro the program are
sharcholders ot record and thev vote
their shares at meeungs,™ he savs
Yer the CSX program muninizes
dilunon ot exisnng shareholders by
requINng Managers to pay 7 9 per
went interest that provides sharchold-
ers Wath, 3t WOrst, 3 minimum refurn
on their invesement Taken rogether,
these clements add up to a strony
ingenme tor management to buiid
sharcholder value =Todav's evecu-

oves controt billioas ot dollars wnrth
ot wealth and it's cruaially important
1o not ol ¢ot the nght people ar the
helm bur to make sure they hase the
Aaght mcenmes.” Murphy savs
—Greaors [ Mullan
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COKE: AN EVA LOYALIST PERFORMS

Since the early 1980s, The Coca-Cola
Company has practiced EVA finan-
cial management. As stated in its
1991 Annual Report, “management’s
primary objective is to maximize
sharc-owner value over time” (sec at-
tached). Such commitment and focus
has propelled Coke to the #4 ranking
in the 1991 Stern Stewart Perfornance
1000, a ranking of leading companics
according to “market value added”
(MVA) 10 shareholders’ investment
over ime.

So how does Coke stand in the Pepsi
challenge? PepsiCo, Inc. ranked an
impressive #11 overall, created $27
billion of market value from $13
billion of capital invested, for MVA
of $14 billion. However, Coke, an
EVA company, performed even
better. At #4, Coke created $34 biltion
of market value from merely $6
billion in capital, less than half that
of Peps, for “market value added” of
$28 billion.
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Financial Review Incorporating
Manag

Management's primary objective 18 10 maximize share-owner
value overtime. To accompiish this objective, The
Coca-Cola Company and subsxdiaries (the Company) nave
developed a comprehensive business strategy that empha-
sizes maximizing long-tam cash flow by increasing galion
sales. optimizing profit margins, expanding global business
systems through investment in areas offering attractive
retums and maintaining an appropriate capital structure.
Tha success ol this strategy 18 avidenced by the growth in
th . Company’s cash flow and eamings, its increased
relums on total caprtal and equity and the total retumn to

s share owners.

Economc Profit and Economic Vaiue Added: A signsficant
portion of the increase in the raic oi growth of the Company’s
6amings, retums and cash fiows can be attributed to the
Company taking actions (o (a) increass share and gation-
saies growth for its products, (D) incraase its investments in
the high-margin, high-retum soft drink business and (c) man-
age its existing asset basa effectively and efficiently. Eco-
nomc Profit and Economic Value Added provide &
management framework 10 measure the impact of thess
value-oriented actions. Economic Profit is defined as net
operating profit after taxes in excess of capital charges for
average operating capital empioyed. Economic Vaiue Added
represants the growth in Economic Profit from year to year.

t's ion and Analysis e Cocs-Cole Compsny and Subssanes

Over the last five years, Economic Profit has grown
maore than 3 times, resulting in Economic Value Added to the
Company of $732 mullion. Over the same penod. the
Company’s stock pnce has increased more than 4 imes
Management believes that, over the long term, growth in
Econom«c Protit, or Economic Vaiue Added. will have a
positive impact on tha growth n) share-owner value.

Return to Share Owners: Dunng the past decade. the
share owners of the Company have enjoyed an erellont
return on tneir investment. A $100 investment 1t .
Company’s common stock at December 31, 1t 31, together
with reinvested dividends, would be worth approximately
$1,902 at December 31, 1991—an average annual com-
pounded retum of 34.3 percent.

Ecanomic Protit and
Fconomic Value Added vs.
Stock Price Appreciation

.



BRIGGS & STRATTON BECOMES AN EVA COMPANY—JI

Briggs & Strattor’s stock value
has increased 70% in the past
year. In his remarks to
shareholders at the 1991
Annual Meeting, the Chairman
cited the Economic Value
Added performance
measurement and incentive
compensation system as a key
to the Company’s success.

Economic Value Added, or
EVA, is defined as net after-tax
cash income from operations
less the cost of capital
emnloyed. Briggs & Stratton is
committed to adding value for
its muvestors, and believes that
EVA ir iiie performance
measurement most indicative
of market value. ;2 addition,
by measuring both corporate
and division performance,
EVA provides the backbone of
an incentive compensation
program that effectively
encourages management
decisions that maximize the
value of investors’ capital.
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BRIGGS & STRATTON CORPORATION

BRIGGS & STRATTON

REMARKS
by
FREDERICK P. STRATTON, JR.
Chalrman
at the
BRIGGS & STRATTON CORPORATION
1921 ANNUAL MEETING

OF SHAREHOLDERS

OCTOBER 16, 1991

Onmayolmmwmmwwm.m
prica of our stack was 22 1/2, Today i is about-
38 12 That's & significant improvement, It 1s

uselul, | think, lo comment on some of the things

that may have led lo this i . An

important factor is the improvement in the market

as a whole. A year ago the stock market was in a

slump, rom which it hus recovered. The S&P 500,

of which our stock i a component, is up 30%: Our»
3tock Is up 70%, 8o dlearty the Increass ks more-
than just the markel. From listening to the

invastmant analyst and oney managers wha,
cail us, w conclude that thé Increasa is a result

ol the increased 8aIning powsar we are demon-

slraling, the tree cash flow we are gener, .. and

thewr expactalion that we will use it wisely, and the:
Increased accountabiity they sea in our new.
performance measurament syslem ard our new

cumpensation system, which betier links pay to

peilormance

| wit spend a few minutes discussing that new

. measuremen| system. which we, and a fow
" others, call Economic Valye Added, or “EVA*

EVA 15 net after lax cash income lrom operations
lass the cost of the capital employed to produce
thatincome. It is the value added 10, or sublracled
from, the capial provided by shareholders and
lenders Value is added by earning a return
greater than these mvestors require. Value 1s
sublracled by eaming a return less than they
require. EVA s the performance measurement
we believe ts most closely related to market value
Under an EVA measurement system, there are
three basic ways to improve performance The
hist s 1o increase cash earnings without increas-
Ing the capital employed In the business The
second s to withdraw capr:al Irom operations that
do not provide an adequate return The third ts fo
nvest capilal in aclivilies that provide a relurn
greater than the cosl of capital

! We use EVAeonmpt;bmpmomoMom:

* ance of ou operating divisians, We alsg he LUA
 concepls to measure our corporale periormancs.
You can tind a presentation of our corporate
resulls for fiscal 1991 on page 25 of our 1999
Annual Report. You will see that our net cash after
lax income from operations as a percent of
average capilal employed was 8.2% in fiscal
1991, which is tess than our 12% cost of capital.
This is an unacceptable return. Howaever, our
relurn improved in fiscal 1991 despite a number of
unusual expenses, and we expect il lo improve
further in fiscal 1992. We are committed 10 adding
value lor our investors.

Wa are using EVA nat only 1o ineasurs pariom!

ance but aiso lo determing managément compan-:.

satian. We are now using an incentive compensa-
tion system that tigs the Pay of corporate officers
and dwision managers dieclly to corporate
economic value added and 10 the economic value
added by the operalions for which they have
responsibilily We bell that this meast 1,
and incenlive compensation linked to it, can
effectively ancourage management decisions that
maximize the market value of the capitai contrib-
uted by investors.
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BALL CORP. INSTITUTIONALIZES EVA

Ball Corporation is a manufacturing
company with principal interest in
metal and glass packaging products

sold o the food and beverage Ball Corp. vs. S&P 500
indusiries. Headquartered in Mun-
cic, Indiana, Ball also provides
acrospace products, professional
services and industrial products to
government and commercial custom-
ers. Stern Stewart worked with Bal}
Corporation to develop an EVA-
based management incentive com-
pensation plan t¢ be implemented
during 1992. The plan was an-
nounced in the fourth quarter of
1991

“Focus an Shareholder Value Increased:
The maximizing of long-term wealth
by providing an attractive total
return to investors remains the
overall objective of Ball. During 1992,
we will be implementing Economic
Value Added (EVA) financial man-
agement concepts throughout the
company. Since changes in EVA are
highly correlated with changes in a

company’s share price, it’s appropni- n

ate to adopt EVA as the principal

measure of operating performance 2 . .

and to link incentive compensation to

this measure.” — Letler to Sharehold- Dec. 91 Jan. ‘92 ko March ‘92

ers, 1991 Anni. .«eport.
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Ball Corporation those with declining EVA are destroying value.
1991 Annual Beport Changes in a company’s share price are highly cor-
related wath changes in EVA. Those corporations
that have focused attention on EVA, with resule-
ing improvement, have seen their stock price

respond accordingly.
Ball's adoprtion of Total Quality Management

(TQM) principles throughout 1ts op-
erations complements EVA. While
one focuses on continuous improve-
ment of products and processes. the
other emphasizes continuous value
creation. Under EVA, efficient use of
capital is the yardstick by shich
operating performance w . b\ mea-
sured. Long-term business plans,
incentive compensation, capual in-
vestments and new business develop-
ment will all be linked 1o EVA.

The value-creating dnivers for
Ball’s operating segments will include
improvement of proht margins, bet-
ter utilization of exisung assets, and
the idennification of new, value-cre-
ating investments. Senior managers
will see their incentives tied to 1den-

tfying opportunities where investment will Likelv
To achieve Ball’s overall obiecuve of maximiing  vield retums in excess of capical costs. EVA can also
sharcholder wealth. management has begun to mont-  be improved by increasing the rate of return on
tor the Economuc Value Added (EVA) of our opera-  exisung capital and by eliminating investments
uons. EVA is the amounr of operating profit left over  which are not eaming the cost ot capital and which
after deducting taxes and a charge for the uwse of capi- are not likelv 1o be improved.
tal. The capical charge 15 based on Ball's weighted Over ume, we believe this philosophy will enable
average cost of capieal. Ball to generate consistent retums in excess of its
Under EVA, growth 1n sales, market share and  cost of capital. resulting in enhanced shareholder
even eamn'ngs per share are not necessanly mea-  value. In tum. this kind of pertormance will also
sures of success. What counts 15 value creation.  ensure the company’ access to the capiral ne isarv
Companies with increasing EVA create value:  to sustain and grow the business.



