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It is evident that as good corporate governance and reputation risks climb to the forefront of 
shareholder meetings and boardroom discussions, executive pay will increasingly be in the 
spotlight.    And it’s easy to see why when we consider that while the average multiple of pay was 
40-1 in the 1980’s it has now grown to 140-1 and, in some cases, even 335-1, according to the 
Economist’s feature “Neither rigged nor fair,” 25 June 2016. 
 
External Forces Shaping the Debate 
 
An analysis of the opinions that shape the debate on executive pay point to some of the following 
viewpoint: 

• A Market View that argues that it is the competitive nature of the market that is setting the 

level of pay and stresses that sounded cases (such as the 2012 scandal with Yahoo CEO 

Marissa Mayer) are the exceptions to the rule. 

• A Cartel View wherein executive pay is a rigged game where the self-correcting mechanisms 

of the market no longer work and the exceptions are fast becoming the rule.  

• A Policymaker’s Perspective driven by governments and the public at large and protesting 

the growing size and disparity of top executive salaries and the average worker.  

• A Shareholder’s Perspective that argues the problem is not the actual outlay or size of 

salaries, but rather, the fact that executive pay and performance are simply not aligned. 
 
While these different perspectives diverge on how executive compensation packages are viewed, 
they all focus on the impact of external factors and seemingly overlook one critical aspect of pay.  
And that is that executive compensation packages increasingly share a common underlying 
structure.  It is precisely the structure of compensation packages that introduces more risk into the 
equation, not only for the executives and for the company as well.  
 
Executive Stance 
 
Typically, executive compensation “comes in three flavors:” 

• Salary: the fixed annual compensation; 

• Short-term incentive:  typically an annual bonus paid upon achieving short-term 

performance targets for the division or company; and, 

• Long-term incentives: typically a premium paid out over multiple years and usually linked 

to meeting specific performance indicators set against market competitors.  
 
As the proportion of execution compensation becomes ever more weighted towards incentives 
that fluctuate based on factors outside their direct control, executives begin to demand greater 
rewards or compensation to offset this perceived increase in uncertainty and volatility in pay.  In 
other words, when executive perceive greater risks they demand higher compensation. 

 
Company Stance 
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While the structure of compensation packages introduces more perceived risk for executives, 
what may be even more worrisome is that it also seems to introduce more risk for the company.  
This is because incentives often include equity or stock options as a key component.  
 
The connection between equity incentives and risk appetite—the willingness of executives to take 
on certain amounts and types of risks—is increasingly under scrutiny.  Two conclusions seem to 
arise from the findings, namely that:    

• Equity tends to encourage managers to take on riskier projects that have greater potential 

returns; and, 

• Equity tends to encourage executives to misreport results in order to reflect greater 

returns.  
 
Riskier projects 
Depending on the contract terms of the stock option, equity may limit the downside risks for the 
executive without capping the upside potential for gain.  This may actually induce executives to take 
on ever-riskier projects that may push equity values higher and as a result, yield higher level of 
executive compensation. While the results of aggressive strategies may be positive for executives 
as well as their companies, it is nonetheless troublesome since executives engage in a wide array of 
projects and typically have wide discretionary power.  
 
 
Misreporting results 
Stock options also seem to encourage executives to misreport results if they believe that these 
practices are necessary to meet their performance targets.  Reporting greater returns by 
misreporting results helps assure executives that they will subsequently be awarded higher levels 
of compensation. While undertaking riskier projects may actually benefit the company, 
misreporting results usually benefits only the executive at the expense of the company.   
 
 
 
Bringing it all Together:  Risks and Rewards 
 
There is no easy answer. Risks and rewards are intrinsically bound together and executives will 
continue to demand compensation for taking on risks they believe to be necessary to capture the 
desired rewards.  However, as the clamor over executive compensation increases, boardrooms 
should consider the fact that corporate governance and reputation risk management is about 
building and sustaining a relationship of trust with the organization’s stakeholders.  In order to do 
so, boards should consider the following two points: 
 
First, the design and approval of the structure of executive compensation packages must become 
a board function for all companies, regardless of size, industry or country of origin.  While it’s true 
that remuneration committees are recommended as part of market best practices or even 
prescribed by regulation in certain countries, the majority of companies still fall outside the scope 
of these codes.  This fact should not discharge the board from performing the same functions and 
fulfilling the same responsibilities to the extent possible, especially since the structure of 

compensation packages puts the value of the company at risk. 
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The second point is that Boards must become increasingly adept at designing compensation 
packages that build a culture of trust by focusing on both professional competence and personal 
character.   While focusing on competence (capability and results) is important, it is an external 
measure of the results an executive achieves thanks to, in part, acquired skills or capabilities.  On 
the other hand, character (intent and integrity) is much more difficult to develop but it is precisely 
character that is necessary in building a culture of trust that serves to improve corporate 
governance and mitigate the reputation risks of the organization.   

 
So, if competence is about achieving results, character is about how you go about achieving it.  This 
is precisely what corporate governance and risk management reputation should be about—a 
delicate balancing act of risks and rewards made explicit in executive compensation packages. 

 
See also: 
Knowledge@Wharton article on Finance “Using Incentives to Calibrate a CEO´s ‘Risk Appetite’”, March 10, 

2014. 
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