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Key takeaways

e Total CEO compensation significantly increased across all
industries in fiscal 2010.

e More companies are clearly disclosing benchmarking
peers, the median number of which stood at 15 companies
in fiscal 2010.

e Companies tend to select peers that are between 0.5 to

two times their revenue size, while small-cap companies CORPORATE
continue to pick large-cap peers.
. SERVICES

Disclosure of target percentiles in setting pay remains
poor.

e Peer selection remains a key concern with roughly 1,400 An MSCI Brand
companies including peers that significantly increased their
CEO pay while, concurrently, shareholders saw weak
returns.

e Highly paid CEOs are the most prevalent peers for
benchmarking. For the highest paid group in our study, the
average number of times that a company is benchmarked
is 27, which is 34 percent higher than that of the lowest
paid group at 20.2 times.

e For a sizeable portion of study companies, our analysis
finds a significant misalignment between our measure of
relative pay rank and relative performance rank.


mailto:daniel.cheng@isscorporateservices.com

Executive Pay Through a Peer Benchmarking Lens

CORPORATE
SERVICES

An MSCI Brand

Introduction

The enhanced executive compensation disclo-
sures mandated by the U.S. Securities and Ex-
change Commission in 2006 have provided a
significant new data set for investors and com-
panies to analyze and benchmark pay practices
across a broad set of U.S. corporate issuers.

Moreover, precisely how companies choose to
benchmark their pay practices has received
much attention following the outcry over Wall
Street payouts and the recent promulgation of
legislation requiring most U.S. issuers put their
pay to a precatory shareholder vote.

Against this backdrop, Executive Pay Through a
Peer Benchmarking Lens summarizes key find-
ings from ISS Corporate Services’ study of al-
most 15,000 Def 14A filings over the past four
years. Drawing on ISS’ executive compensation
database, the focus of the analysis is on both
pay levels as well as the processes by which
companies benchmark their pay relative to
peers.

Trends in Total CEO Pay

The median value of total CEO compensation

for S&P 500 companies decreased 4.8 percent
in fiscal 2009 but jumped 20 percent to $10.6
million in fiscal 2010. A similar trend was ob-
served among small-cap companies (defined
here as members of the Russell 3000 index ex-
cluding the S&P 1500). The decline in median
CEO pay for those issuers was 10 percent from
2008 to 2009, followed by a 26 percent surge in
fiscal 2010.

Although the gains are evidenced across all in-
dustries in fiscal 2010, those with the biggest
increases were financial and information tech-
nology companies with jumps in median pay of
47 percent, followed by energy companies at 30
percent. In fiscal 2009, utility companies were
on top, paying their CEOs 13 percent more than
the previous period, followed by consumer dis-
cretionary companies’ 11 percent jump, when
most other industries cut CEO pay.

In fiscal 2009, the global economic slowdown,
coupled with increasing pressure from investors
to rein in executive pay, resulted in a sharp de-
cline in the use of equity-based compensation.
Our study shows that the median option value
granted by S&P 500 companies in 2009 declined
almost 17 percent, while nearly half of small-
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cap firms suspended option awards. Instead,
discretionary and non-discretionary bonuses
became popular alternatives. S&P 500 compa-
nies increased their payouts of cash bonuses to
CEOs by 13 percent from levels in 2008, for ex-
ample, while cash bonuses climbed 28 percent
at small-cap firms in 2009.

In fiscal 2010, this trend saw dramatic growth.
Companies across all indices not only resumed
the grant of equity-based compensation but
also increased discretionary and non-
discretionary bonus awards. S&P 500 compa-
nies raised equity-based compensation by 28
percent, while small-cap firms increased such
pay by 46 percent. Much of the increase can be
attributed to the growing popularity of stock
awards. For instance, 53 percent of equity-
based compensation was composed of stock in
2010 among S&P 500 companies--up from 46
percent in the previous period. Continuing the
trend from 2009, large-cap companies gave 40
percent more in bonus awards to their CEOs,
while small-cap companies rewarded their
chiefs 54 percent more, as reported in 2011.
Figure 1 above illustrates the breakdown in pay.

Peer Benchmarking Disclosure

Size Matters in Choosing Peers

More Companies Clearly Disclosing their
Benchmarking Peers

More than 97 percent of S&P 1500 companies
disclosed their benchmarking practices in fiscal
2010, compared with 84 percent in 2007.
Among companies reporting in 2011, we see
nearly 60 percent having selected 10 to 20
peers to benchmark their CEQ’s pay level, with
a median number of peers selected of 15. In
addition, we found that peer group size typical-
ly increases at larger companies. More than 30
percent of S&P 500 companies selected over 20
peers to benchmark pay with only 23 percent of
companies beyond the S&P 1500 doing so.

When determining peer groups, a key observa-
tion is that a majority of companies tend to se-
lect benchmarking peers whose sizes are be-
tween 0.5 and two times their own. Another
observation is that the most popular standards
to measure company size are corporate reve-
nue, market capitalization and assets, in des-
cending order of prevalence.

We studied over 40,000 pairs of company-peer
data disclosed for fiscal years 2010 and 2007.
Our analysis shows that about 60 percent of
peers’ sizes are between 0.5 and two times that
of the choosing company’s revenue. The trend
is consistent between fiscal 2007 and 2010 and
applies across all indices. If the focus is turned
to the percentage of total peers composed of
larger cap companies, defined as companies
with revenues of more than two times their
own, we find the percentage is about 19 per-
cent for S&P 500 companies, and increases to
33 percent for small-cap firms, as illustrated
below in Figures 2 and 3.

Fig. 2: Relative size of selected peers -
2010 S&P 500 (measured by revenue)
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Fig. 3: Relative size of selected peers -
2010 small cap (measured by revenue)
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Payout Targets Can be Vague or Moving

Despite the SEC’s guidance to encourage com-
panies to increase transparency and disclose
targeted levels of compensation, our study
found more than 66 percent of the studied
sample did not specify targets or provided am-
biguous disclosure. The poor quality of disclo-
sure is more prevalent among small-cap com-
panies, with 72 percent of Russell 3000 compa-
nies (excluding S&P 1500 constituents) failing to
disclose what percentile levels of pay they plan
to target, as reported in 2011. For companies
revealing the targeted percentile, we find over
half set the target at peers’ medians while
another 40 percent target the top quartile or
above median.

Fig. 4: % of companies with poor
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Peer Selection Remains a Challenge

Do Peers Pay for Performance?

To gain more insight into the relationship be-
tween CEO pay and corporate financial perfor-
mance, we examined all the peers selected by
Russell 3000 companies in fiscal 2010. Our data
shows that more than 170 companies’ CEOs
received a significant increase (greater than 25
percent for the same CEO) in total compensa-
tion while their performance, as measured by
both one- and three-year total shareholder re-
turns, were both below the median levels of
Russell 3000 peers in the same industry. Never-
theless, CEOs pay at these 170 companies were
benchmarked by roughly 1,400 Russell 3000
companies, and, in one notable case, a CEQ’s
pay was benchmarked by 42 other companies.

Higher Paid CEOs are Popular Peers for
Benchmarking

Peer benchmarking in setting executive pay and
cherry-picking highly paid peers has long been a
hot-button issue for governance observers. One
recent study shows companies tend to select
higher paid peers when setting executive pay.’
Here we provide similar evidence utilizing our
dataset. To control for company size, the same
research is conducted for S&P 500, 400, and
600 companies. Adopting a portfolio approach,
we divided the data set into three groups — top
and bottom 10 percent and middle 80 percent —
based on total CEO pay. We further ranked the
data to study the number of times a company is
benchmarked; in effect, its “popularity” as a
compensation benchmarking peer. Our data
show the average CEO compensation among
the top 10 percent highest paying S&P 500
companies is $34.8 million, while that for the

1
Yang and Faulkender (2010); Journal of Financial Economics
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bottom 10 percent of S&P 500 companies is
$2.9 million. For the highest paid group, the
average number of times that a company is
benchmarked is 27, which is 34 percent higher
than that of the lowest paid group at 20.2
times. The spread increases inversely based on
company size. Among S&P 600 firms, the top-
paid group is benchmarked on average 13.3
times, which is almost twice as often as the bot-
tom-paid group of 6.8 times.

Table 1: Pay Rank Across S&P Indices, 2010

Average CEO total : Average number of
compensation times being ben-
(in $million ) chmarked

S&P S&P S&P | S&P S&P S&P

Pay Rank 500 400 600| 500 400 600
Top 10% 348 14.4 8.0:270 151 133
Middle 11.4 55 26: 224 16.0 10.8

Bottom 10% 29 14 0.7 20.2 127 6.8

Popular Peers Tend to Have Higher CEO Pay

Similarly, we re-rank the data by “popularity”
and derive the average pay for each of the
three groups. Our analysis shows the average
number of times the top 10 percent most popu-
lar S&P 500 companies are used in benchmark-
ing is 45.2 times, while the average for the bot-
tom 10 percent least popular group is 7.6 times.
And the average total compensation for the top
10 percent most popular S&P 500 companies is
$17.2 million, which is almost two times more
than that of the bottom 10 percent least popu-
lar ones, which stands at $8.8 million.

Across virtually all sizes of companies, the high-
er the average CEO pay, the greater the popu-
larity, and vice versa.’

2 It is likely that “popularity” further depends on other factors,
such as: the average number of peers that a company selects as
benchmarks in a peer group; the difference in tendency of disclos-
ing peer benchmarking details in different segments; and the

Table 2: Popularity Rank Across S&P Indices,
2010

Average number | Average CEO total
of times being compensation
benchmarked (in Smillion)

Popularity S&P S&P S&P: S&P S&P S&P

Rank 500 400 600: 500 400 600
Top 10% 452 32.0 24.2| 17.2 6.2 43
Middle 22.2 155 10.4: 13.0 6.2 2.8

Bottom 10% 76 45 20 8.8 46 28

Mind the Gap:
How Pay Aligns with Size and Performance
Under Companies’ Benchmarking Practices

Leveraging ISS data, our analysis also looked at
the correlation between pay, performance, and
firm size to identify trends in compensation
benchmarking. Our analysis ranked study com-
panies against their disclosed peers by three
criteria: total CEO compensation; firm size as
measured by total revenue; and shareholder
returns over the previous three years.

We then introduced three measurements to
evaluate how compensation is relatively ben-
chmarked: Relative Pay Rank; Relative Perfor-
mance Rank; and Degree of Misalignment.

e Relative Pay Rank is the spread be-
tween rank in pay and company size. It
measures the alignment between pay
and firm size, whereby Positive Relative
Pay Rank indicates rank in pay is higher,

difference in the number of potential peers available as bench-
marks within a segment of similar business and size. Indeed, a
regression analysis of our data set shows that these factors are
statistically significant in general. We also conducted similar re-
search while based on regression-adjusted “popularity” to ac-
count for the influence of these factors. In most cases, the results
still support the same conclusion of statistical significance despite
some differences in quantitative details.
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while zero Relative Pay Rank suggests
pay rank is in line with size rank. For ex-
ample, rank in pay at the 75" percentile
and rank in size at the 45" percentile
leads to Relative Pay Rank of 30 percen-
tage points.

e Relative Performance Rank is the devia-
tion of a firm’s performance rank from
the median of peers’ performance rank,
(i.e., the 50™ percentile). Positive Rela-
tive Performance Rank represents bet-
ter performance than more than half of
selected peers, while zero Relative Per-
formance Rank means performance is
in line with that of the median level for
disclosed peers. For example, perfor-
mance rank at the 75™ percentile leads
to a Relative Performance Rank of 25
percentage points.

e Degree of Misalignment is the differ-
ence between Relative Pay Rank and
Relative Performance Rank. A Positive
Degree of Misalignment indicates high-
er pay than performance, while a zero
Degree of Misalignment implies that
pay and performance are comparable.

Analyzing S&P 500 companies shows 34 percent
of studied companies set their pay relatively in
line with their performance, within a 20 percent
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deviation in ranking. As illustrated in Figure 5,
this bell-shaped distribution centering on zero
deviation in ranking suggests that “pay com-
mensurate with performance” is the norm while
fat tails for this distribution suggest a notable
amount of deviation from the pay-for-
performance link. For example, nearly 30 per-
cent of companies more aggressively ben-
chmarked their pay yielding the Relative Pay
Rank considerably higher than Relative Perfor-
mance Rank by more than 20 percentage
points. Conversely, 36 percent of study compa-
ny pay is at a lower level considering their rela-
tively better performance against peers.

In line with our previous observation that small-
caps tend to select larger-cap companies to
benchmark their pay, Figure 6 illustrates that
although 31 percent of small-cap companies are
within the norm, nearly 43 percent of compa-
nies have Relative Pay Rank much higher than
Relative Performance Rank, leaving only 26 per-
cent of companies on the left tail with a higher
rank in performance and lower rank in pay.

With the recent regulatory mandate for an ad-
visory shareholder vote on pay and growing
investor pressure on issuers to align pay and
performance, governance watchers will monitor
how this trend continues to evolve.

Figure 5: Degree of Misalignment - S&P 500 companies

17%
14%
8%
5%

2% 1%

-150% <=D -100% <=D -80% <=D < -60%<=D<-40%<=D<-20%<=D< 0%<=D< 20%<=D< 40%<=D< 60%<=D< 80%<=D< 100%<=D

<-100% <-80% -60% -40% -20%

0%

20% 40% 60% 80% 100% <=150%

Published July 21, 2011

Page 6

© 2011 ISS Corporate Services Inc. All rights reserved. The information contained in this report may not be republished, rebroadcast or redistributed without the prior written consent of ICS.



Executive Pay Through a Peer Benchmarking Lens

CORPORATE
SERVICES

An MSCI Brand

25% - Figure 6: Degree of Misalignment - Russell 3000 (excluding S&P 1500)

20%

15%

10%
10% 8%

% of Companies

5%
5% L
1% 2%

0%

3%

-130% <= D-100% <=D -80%<=D -60%<=D -40%<=D -20%<=D 0%<=D< 20%<=D <40%<=D <60%<=D <80%<=D < 100%<=D

<-100% <-80% <-60% <-40% <-20%

Conclusion

The growing prevalence of peer benchmarking
by companies and improved disclosure around
the benchmarking process creates new oppor-
tunities for the analysis of peer benchmarking
composition and its impact on executive pay.
Our study shows higher paid CEOs are more
likely to be selected for benchmarking. Moreo-
ver, many CEOs’ pay is not commensurate with
performance, which in turn may lead to higher
risk related to both executive retention and firm
performance. With compensation benchmark-
ing a growing concern for a broader number of
governance stakeholders, issuers and investors
alike will face growing pressure to analyze re-
lated patterns to ensure best practices are
maintained. Using our comprehensive compen-
sation data set, ISS will continue to monitor
trends in pay benchmarking.
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About ISS Corporate Services

ISS Corporate Services understands corporate governance. Since 1997, corporate issuers have leveraged
our expertise in executive compensation, governance ratings, capital structure, sustainability, voting
trends and corporate governance research to build shareholder value through strong governance pro-
grams.

ISS Corporate Services' global client base extends to more than 1,400 companies each year in the U.S,,
Canada, U.K., Europe and Asia, as well as other established and emerging markets worldwide. These in-
dustry leaders leverage ISS Corporate Services' resources, tools and advisory services to help them de-
sign, manage and measure their corporate governance programs in order to improve shareholder value
and reduce risk. For more information, please visit www.isscorporateservices.com.

This document and all of the information contained in it, including without limitation all text, data, graphs, charts (collectively, the “Information”) is the property of
ICS. The Information may not be reproduced or redisseminated in whole or in part without prior written permission of ICS. The Information has not been submitted
to, nor received approval from, the United States Securities and Exchange Commission or any other regulatory body. None of the Information constitutes an offer to
sell (or a solicitation of an offer to buy), or a promotion or recommendation of, any security, financial product or other investment vehicle or any trading strategy,
and ICS does not endorse, approve or otherwise express any opinion regarding any issuer, securities, financial products or instruments or trading strategies. The
user of the Information assumes the entire risk of any use it may make or permit to be made of the Information. ICS MAKES NO EXPRESS OR IMPLIED WARRANTIES
OR REPRESENTATIONS WITH RESPECT TO THE INFORMATION AND EXPRESSLY DISCLAIMS ALL IMPLIED WARRANTIES (INCLUDING, WITHOUT LIMITATION, ANY
IMPLIED WARRANTIES OF ORIGINALITY, ACCURACY, TIMELINESS, NON-INFRINGEMENT, COMPLETENESS, MERCHANTABILITY AND FITNESS FOR A PARTICULAR PUR-
POSE) WITH RESPECT TO ANY OF THE INFORMATION. Without limiting any of the foregoing and to the maximum extent permitted by law, in no event shall ICS have
any liability regarding any of the Information for any direct, indirect, special, punitive, consequential (including lost profits) or any other damages.

ICS is a wholly owned subsidiary of Institutional Shareholder Services Inc. (ISS). ISS' Institutional Global Research Depart ment, which is separate from ICS, will not
give preferential treatment to, and is under no obligation to support, any proxy proposal of a corporate issuer (whether or not that corporate issuer has purchased
products or services from ICS). No statement from an employee of ICS should be construed as a guarantee that ISS will recommend that its clients vote in favor of
any particular proxy proposal. ICS and ISS are subsidiaries of MSCI Inc.
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