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OTHER COMPENSA TION
ARRANGEMENTS

and bonus, pensions, deferred compensation, and stock
the bulk of the corporate exccutive’s

While salary
options certainly comprise
compensation package, they
at least some use of other devices. For our purposes such arrangements
may be separated into two groups: those which are very important in
reward structure and are well reported on in its

are not the whole story. Most firms make

a particular firm’s
proxy statements; and those which are common to almost all firms but

of lesser significance and are not spelled out for individual executives i
any published source. The first category. which includes such schemes
as profit-sharing and stock bonus plans, commands attention because
it is occasionally important cnough to distort both time serics data and
comparisons amorg firms if ignored. For ¢cxample, one company in the
sample uses a profit-sharing plan as a substitute for a pension; it would
be inappropriate to group the experience of that firm's cxecutives with
the experience of those of other firms which do provide pensions un-
less their profit-sharing rewards arc also cvaluated by means of a
“current equivalent.” The second category, however. consisting of the
now-familiar “fringe benefits,” such as life insurance. medical in-
surance, expense account privileges, etc.. is almost certamnly more uni-
form in terms of value among different companies and is also likely
not to represent a very sizeable proportion of the total pay package for
the top executives of the farge publicly held firms which comprise the
current sample.! The complete lack of information about these ar-

!‘Some support for this claim insofar as expense accourts are concerned can
be 10und. in Challis A. Hall. Jr.. Effects of Taxation on Executive Corpensaion
and Retirement Plans, Cambridge. Mass.. 1951, where he says (p. 1) A
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rangements in proxy statements would. of Course, make it impossible
to cvaluate them cmpirically in any event. Nonetheless, because they
could be handled within the same sort of analytical framework that has
been developed above for more visible instruments, if sufficient in-
formation were available, they will be discussed bricfly here, in the
interest of comprehensivencss, before we turn to profit-sharing and
stock bonus plans. Even the latter need not be examined in the detail
afforded the threc major supplenients to salary and bonus, since much
of the analysis thus far presented is directly applicable to them as well.

Life and Medical Insurance

The group insurance benefits financed by a corporation for its em-
ployees may cover a broad range of contingencics. Whatever the
combination of provisions in question, their monetary value can readily
be appraised by determining whether and to what extent similar ar-
rangements are available to individual employees clsewhere should they
seek to obtain equivalent protection on their own. The worth of a
firm’s insurance program to one of its exccutives, for instance, can be
mieasured by asking: How much would his salary have to be increased
in order that he be as well off via that increase as he is as a participant
in the observed plan? The amount of the required increase is the cur-
rent income equivalent of whatever the arrangement may include.
Since individual life and medical insurance policies which duplicate
the features of almost any corporate plan are sold by private insuring
agencies, the job of finding an appropriate index of value from the
executive’s standpoint is a simple one. The annual premium which
would enable him to purchase an individual insurance policy having
the same benefit structure as his firm’s plan is precisely the after-tax
current equivalent of the latter instrument.?

Onc issuc in this connection might be the time period over which
cording to executives interviewed. company-paid-for expenses of the type which
really reduce executives’ buying costs and represent extra income are of negligible
importance in large companies.”

?As was true before, it may be necessary to define “same” in terms of
present value if for some reasor the company plan cannot be exactly dupli-
cated on an individual basis. It is also necessary. of course. to deduct the

present value of the contributions the executive must make toward the plan,
if it is contributory.
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such premiums shonld be thought of as being spread. For medical jp.

surance this is not a problem. sincc premium rates do not depend o
the policyholder's age and are, 1o fu.ct. quoted on an 11“"“}” basis
subject to change depending on the msum‘ncc experience. The only
possible figure is the relevant calendar yeur's currcrﬁnt ;m.nu;ll rate. In
the case of life insurance. however, the time period is a decisiop
variable. The position here is that, if the insurance remains in effect
only so long as the exccutive in question 1$ an ;.1ct1vc cmplovee, the
equivalent individual arrangement should be considered to be a rery
life insurance policy covering—and paid for in annnal installments
over—that same interval® If, instead, the insurance supplied by the
corporation becomes paid up and the executive acquires title to it upon
retirement, then a standard *x-payment™ individual life insurance policy
is the appropriate alternative—where x is the number of years from the
time the executive first comes under the company's plan through his
normal retirement age. In either case, if the amount of the death benefi
is raised by the corporation as the man's carcer progresses, the com-
plete after-tax current equivalent over his working life will consist of
several concurrent and overlapping streams of premium payments, each
one corresponding to a particular benefit increase.?

Both life and health insurance can thercfore be analyzed with hittle
difficulty. Very close, or even perfect, substitutes are available to execu-
tives individually from insurance companics. The arnual premium cost
of those substitutes is a convenient and preeise statement of the value
—in terms of additional current income—of a corporation’s group
insurance program.

Expense Accounts and Pavments in Kind

The compensation represented by the provision of various goods and
services to the executive by his employer, cither through assuming their

$ Take, for example, « man who joins a firm at age 25 and is provided with
$10,000 worth of life insurance good until his retirement at age 65. The after-
tax current cquivalent of that benefit is, in the view here. the forty equal an-
nual premiums that would purchase a $10.000. forty-year individual term in-
surance policy. If term life policies of this duration are not commonly avail
?‘13;-:, the preminms for a series of, say. tive- or ten-year policies would do &

1.

*In the same manner in which increases in pension benefits were treated.
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cost, as with mcal and travel allowances, or by furnishing them directly
—company cars and rent-free housing, for example—is still easier to
assess, at least in theory. To the extent that ¢xpense account payments
permit the executive to consnme rather than merely meet legitimate
business-induced expenses, they should be defined as additions to in-
come. Their after-tax current equivalent in any year would simply be
the dollar amount by which such payments exceed actual expenses in
that year. The really sticky definitional problems of where and how to
draw the line between consumption and “necessary” expenses will be
left open, however, since it is not possible to do anything empirically
with this component of the pay package for lack of published figures
on even gross cxpense account awards to particular individuals. None-
theless, the principle is clear and the methodology of valuing such
devices in a “current equivalent™ manner an obvious one. They are,
in fact, extra current income and should be so regarded. Employer-
provided housing, automobiles, domestic servants, and similar emolu-
ments fall in the same catcgory. These items are worth to their recipient
exactly their replacement cost on the open market and may be char-
acterized by an after-tax current equivalent cqual to that cost. If the
beneficiary of such services is unfortunate enough—or perhaps un-
skillful enough—already to be taxed on the basis of their market value,
then the indicated curreni cquivalent should be smaller by the amount
of the tax.

It scems fair to conclude, therefore, that there are no conceptual
barriers to measuring the compensation implicit in these schemes. The
approach is simply to determine the outlay that would be required of
the executive were he to provide the same services or benefits on his
own. That figure then provides an index of the value of the compensa-
tion arrangement in question which not only cnables a comparison with
other rewards but docs so in what should be the clearest possible man-
ner: as an equivalent salary increase.

Stock Bonuses

The stock bonuses employed by corporations come in several different
forms. While in each instance they consist of awards made to the
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executive in shares of his company’s stock. the iin-n'ng and duration of
the payments involved may vary Con.‘;ldcr::bl?,'. The variant which g
easiest to handle is that in which. like a straight cash bomis. there j
but a single payment occurring at the end of the year during which the
services that gave rise to the bonus were performed. Such a payment j
taxed to the exccutive as ordinary income and valued for that pur-
posc by the IRS at the market price of the shurcsion the date they are
transferred.* This type of bonus may be treated just as a cash awarg
wouid be. It is worth, in after-tax terms. the gross markcet value of the
stock received minus the applicable tax liability. and its *
rent equivalent” is simply that same amount.®

A second common arrangement is also very mwuch like a form of
cash bonus already discussed. In it. payments are spread over a period
of several years immediately following the award year rather than being
made in a single lump sum. A series of four or five equal annual in-
stallments is the most frequent choice. In this case again. the install-
ments are taxed as ordinary income at their market value when re-
ceived. and thercfore their after-tax current equivalent wiil be defined
as the corresponding series of net additions to salary. The only dif-
ference between this scheme and that in which the bonus is in the form
of cash is that the final value of the award is not fixed at the time it is
made but instead depends in part on stock price developments during
the next few years. This means that it is necessary to record the price
of the firm's stock on four or five separate dates rather thar oa just

after-tax cur-

onc in order to construct the desired current cquivalent. This is a
simple task. however. and merely implics that the appropriate alterna-
tive to this kind of stock bonus is conceived to be a series of salary
increments which themselves are a function of the firm’s stock price

S Internal Revenue Code, Section 402,

“It should be stressed that it is again irrclevant to the valuation process
whether the executive under consideration promptly disposes of the shares he
receives or instcad retains them in his portfolio. In the latter case he will, upen
their eventual sale, be taxed in addition at capital gains rates on any apprecia
tion in their value subsequent to the d:ie they were reccived (Iriternal Revenue
Code, Section 402). On that date, howcver. he formatly acquires a particular
vaiuable asset. is assessed u tax thercon. and is then free to do with it as ke
pleuses..Whu(ever his decision, the results experienced are not part of the bonus
transaction itself and should not be regarded as such. The same argument Wi
made earlier in connection with stock option profits.
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over time. There is nothing conceptually incorrect—or even adminis.
tratively inconvenient—in such an arrangemient.

The third, and most interesting, varicty of stock bonus is really just
another form of deferred compensation. Rather than a given amount of
cash being set aside for payment to the exccutive following his retire-
ment, a given number of shares of stock are so allocated. Thus, the
executive may stand to receive a scries of stock allotments beginning
at age 65, continuing for a specified number of years, and taxable at
ordinary income rates. if he should dic before attaining retircment age
or thercafter before receiving his bonus in full, his estate is entitled to
the remaining shares. As is evident. the difference again between such
a promise and a cash-payment contract is the deperdence of the value
of the ultimate receipt on interim stock price movements. However,
since the objective is to derive a current income equivalent which ap-
plies—as all previous ones have—only to the executive’s active work-
ing life, it is not possible to wait until the time of each scheduled receipt
of stock before fixing the amount of that equivalent.” An alternative
must be designed which. as in the case of a stock option, anticipates the
final outcome. The approach that is suggested here defines the after-
tax current cquivalent of a deferred stock bonus to be a series of an-
nual salary increments which: (1) begin in the year the bonus is
awarded; (2) continue to the executive’s normal retirement age; (3)
have the same prospective after-tax present value as that estimated
for the deferred bonus payments; (4) are revised each year in response
to any change in this estimate.

For example, suppose that, in 1950. an executive age 50 is promised
a deferred stock bonus of 1,000 shares per year in cach of the first five
years following his retirement at age 65. At the time of this promise,
the market price of his firmv’s stock is $25 per share. The initial estimate
of the ultimate value of his bonus is therefore $25,000 per year, before
taxes, for five years. Given the size of the man’s salary in 1950, some
“outside income” may be projected for him in retirement.® With that
figure and an estimate of deductions and exemptions, the after-tax
value of the five bonus payments can be determined. as in the case of

“In which case. of course. it would not really be a current income substitute

for the deferred payments.
8 See pp. 21-22.
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a conventional deferred compensation arrangement, The present value
of this expectation as of 1950 is then calculated,® and the first stag::
of the after-tax current equivalent specified to be simply that series of
fifteen equal annual additions to after-tax salary which. if reccived
from 1950 through 1964, would have the same present value.'® The
amount of the current cquivalent for the year 1950 1s. accordingly, the
first payment in that series. Supposc further that. in 1951, the stock
rises in price to $30 per sharc. Our estimate of the worth of the
deferred bonus is now revised upward by $5.000 per year, the adgi
tional after-tax present value implied by that revision computed. and 5
second stream of fourteen payments cstablished having a present valug
cqual to the ircrement. The current cquivalent for 1951 is then the
sum of this new figure plus the one from the 1950 calculations. The
process is repeated cvery year up to and including age 65. the result
being a current equivalent consisting once again of a number of over.
lapping “layers” and covering the full time period from the date the
borws arrangement is instituted up to the exccutive’s retirement, By
this latter date. the executive will have been credited with extra income
over the years cqual in value to that dollar amount which. after taxes,
his bonus now promises him. He, thercfore, will have been made as well
off—which is the test here of "‘equivalence.” 1

The effect. then, is to consider the deferred stock bonus to be simply
a deferred compensation contract which happens to require not just one
but a series of appraisals in order to be analyzed completely. All the
ancillary arguments offered previously in support of the current cquiva-
lent designed for such contracts are therefore applicable and will not be

$ Diseounting for both futurity and mortality, using for the {atter the 1951
Group Annnity Table referred to carlicr. The present value of the death
benefits payable under the bonus arrangement is also inclided in this caleulation.
They are of the same form as in the case of regular deferred compensation
contraet.

10 Mprlalily as well as futurity is relevant to thiy computation also, Again, the
reasoning has been developed previously in conpection with deferred compensa-
tion arrangements.

.“ He.also..il may be noted. would in practice have been provided during
”llS.Pcnod with the same incentive to concern himself with the price of his
firm’s stock as the bonus in question would have engendered, siiee the size of

the current equivalent constriieted s tied to acruai stock price  developments
over time. See the related discussion in connection with stock options.
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reiterated.” In the empiricai portion of the study, in fact, the two de-
vices arc treated as a single category of reward,

Profit-Sharing Plans

If the valuation model just outlined is accepted. there is httle that need
be added to permit profit-sharing plans to be dealt with. The typical
arrangement, including ail the ones there will be occasion to examiue
here, provides that in cach year a certain sum related to his firm’s
prefits be sct aside in the exccutive’s name and nsed to purchase
shares of its stock for him on the open market.' The award. however.
is not taxed to the executive when it is made. Instead, the shares pur-
chased arc kept in trust by the company until he retires. at which time
he takes title to them and is taxed on the fuli anmount of their then-
current market value at the capital gains rate.’* This sort of plan, there-
fore, differs from a deferred stock bonus in two respects: the award is
made initially in terms of a specified dollar fignre rather than a given
number of shares: and the executive receives all his benefits im-
mediately upon retirement instead of in several installments. '~

The first of these differences is purcly nominal. since the “cash”
awarded is immediately transformed into stock. In fact. the number of
shares thus acquired is specifically recorded in the firm's Proxy state-
ments. The second may appear a more substantive difference. but in
fact simply means that the present value of only a single prospective
receipt need be considered for plans of this kind, In addition. since the
at the income levels relevant here—is a flat rate, the

capital gains tax

12 One change that shonld be made is in the discount ratc used to arrive at
the various present values, In the case of deferred compensation arrangements.
215 per cent per annum was adopted and rationalized on the basis of the low
degree of uncertainty associated with the postretirement benefits aniicipated.
A deferred stack bomus is more like a stock option in this respect. however. sirce
the eventual outcomes may well vary considerably. Accordingly. the 5 per cent
per annum after-tax figure used for stock oplions is taken to be an appropriate
choice for stock bonuses as weli.

¥ In some cases. authorized but unissued or treasury shares arc “purchased™
frem the company itself.

Y aternul Revenue Code, Section 402.

" As with deferred compensation and stock bonuses, the executive’s estate
claims his accumulated profit share if he should die prior 1o retirement.
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computations arc actually a bit casivr than in the <.tnc.l: honus Stliation
As stock prices vary following an award. th‘c after-tax value o‘f the
lump-sum benefit enticipated changes by precisely 75 per cent of thy
amount.

Given the similarity between such plans and deferred stock bonuses
the conclusion is that their “current cquivalents™ may be constreeq
in the same manner. Thus. when stock is allotted in a particnlar year
to an exccutive’s profit-sharing account. its observed market price at
that Gme is used as an initial cstimate of the size of the benefit he wil]
eventally receive. A scries of cqual annnal payments beginning thep.
running through his expected retirement age. and having the same
after-tax present valne as the cstimate thus obtained. constitutes the
first component of the current equivalent for that award. Each tip,
stock prices change thereafter up to retirement. an additional—and sye.
cessively shorter—serics of payments is added to this basic stream
The total of all such payments over time represents the complete after-
tax current income countcrpart of the profit-sharing award. In effect,
the valuation procedure cstablished in the Tast scction is adopted
virtually withont alteration. and its suitability depends on the validite
of the arguments made there.t

Other Benefit Formats

Every stock bonus and profit-sharing plan does not, of course. look
exactly like the arrangements described above as “typical.” The precisc
duration and timing of benefit payments may vary widely from com-
pany to company. as may the conditions to be satisfied bv the exccutive
in return for those payments. Space limitations and a desire not to be-
come too preoccupicd with detail militate against cxamining here cach
possible combination of provisions. 1t should be truc. however. that
just about any peenliarity that may arisc can be taken care of within
the framework discnssed on the preceding pages. simply by computing

""In order 1o keep the number of computations znd ihe data collection
effort required within manageable bounds. the stock price will be examined for
change only once a year—on the anniversary of the original award.

' Incliding the appropriateness of a § pu'.r cent per annum discount rate and

the desirability of discounting for mortality as well as futurity in determining
the size of the Payments in the current cquivalent.
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the after-tax present values of the relevant benefits and proceeding
from there to the same sort of sequentially adjusted current income
equivalent suggested. Appendix H contains full statements of the pres-
ent value and current equivalent formulas for the prototype deferred
stcck bonus and profit-sharing plans, and may be used as a reference
point for the analysis of other devices in these two general categories.

One variant of these basic arrangements which does deserve men-
tion kere should serve to illustrate the kind of adaptation to different
circumstances that is possible. It sometimes happens that a particular
plan will provide for benefits payable partly in cash and partly in
shares of stock. If this should occur, the plan may simply be treated
as two separate instruments, the cash-benefit portion analyzed as would
pe a conventional cash bonus or deferred compensation contract and
the stock-benefit portion as just indicated. The current equivalents of
the two pieces thus determined can then be added together to form
the current equivalent of the whole package.

Savings Plans

There is a final class of compensation arrangements which has not
yet been considered and which does not quite fit into cither of the
two groupings that were established at the beginning of this chapter. In
recent years there has been a small but growing trend toward adoption
by corporations of what are usually referred to as “savings” or *“thrift”
plans. While it is not difficult in principle to evaluate the compensation
these devices provide and to redefine them in equivalent current in-
come terms, the information which appears in published sources is
almost invariably insufficient to permit the application of those tech-
niques to the experience of actual exccutives. On the other hand, it is
not possible either to say with the confidence displayed in the case
of group insurance benefits that we may safely ignore savings plans and
not be concerned about introducing some distortion into an empirical
analysis of compensation histories. It is not that such plans are more
valuable in the aggregate than company-provided insurance—indeed,
they are not—but they are less universally employed and also less
uniformly designed. Therefore, for a few of the firms which use them,
they can be a reasonably important iten of compensation. There is little
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choice here but to ignore them, however, since the reporting in proxy
statemients is just not complete cnough to allow the necessary story
to be told in a systematic fashion. Certainly for the large “‘Eij“fi‘)' of
the companics in the present sample. savings .pl;ms \?'erc cither ip-
significant or nonexistent as of the end of the umc' period studied., 1y
nc; case did a rongh cstimate of the value of a [?urncnlen.' scheme evep
approach that of any of the major compensation devices Cf.llploycd
by the same firm. et alonc their combined worth. Of nccessity. apd
with some justification, therefore, savings plans are cxeluded from
the current cmpirical investigation.

It may be useful, however, to mdicate how such arrangements would
be analyzed if it were possible to do so. The tvpical savings plan in-
volves an annunal contribution by the exccutive of a portion of his
salary—nsually on the order of 2 to 6 per cent—to a fund which js
managed for its employces by the corporation. The firm itself also
contributes a specificd amount to the fund in the man’s name, in some
cascs matching his contribution but more commonly adding, say, 50
per cent as much. The fund is then invested in a spccified portfolio of
sccuritics and the results thercof distnbuted to the executive upon his
retirement. Contributions to the plan by the executive are not tax-
dednctible, but neither is he taxed on his emplover's contributions untij
he actually collects his benefit. At that time he pays a capital gains
tax on the difference between the payment received and his own total
contributions.’8

Variations in plans among companics arise not only in the size of the
exceutive’s contributions ** and in the degree to which the firm supple-
ments those ameunts but also in the composition of the portfolio 10
which the investment fund is committed. In connection with this last
item, three choices predominate: all government bonds, part govern-
ments and part common stock of the cmployer corporation, all common
stock of the ecmployer. Seldom arc the bonds or the shares of other
firms acquired—or cven permitted. As it turns out. the reason savings

8 Internal Revenne Code, Section 402,

In most instances. the executive is free to choose from among a range of
possible contribution rates in deciding upon the extent of his participation in
the plan. In one situation observed, for example, he could pick any figure

from 2 0 § per cent of his salary and have the company automalically match
that contribution.
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plans are difticult to treat crapirically is the madequate reporting of
the 1nvestment results realized from the plan’s portfolio, especially as
they relate to an individual executive’'s account.® In the case of a
stock bonus or profit-sharing plan, because we are told the number
of shares involved to begin with, it is possible to trace changes in their
value over time and therefore to construct a current cquivalent which
reflects those changes. The same kind of information is unavailable for
savings plans. however, and there is no indication given of the cffcct
of subscquent transactions by the fund’s managers. All one can do is
speculate on the status of a particalar individual’s account at any
point in time-—and then only in the most general way. Were it nec-
essary for corporations to publish such a statement cach year for their
senior exccutives. savings plans could be converted into current in-
come cquivalents with little difficulty. Appendix H outlines the sug-
gested approach, which is similar to that developed for profit-sharing
arrangements and utilizes the same kind of scquential adjustment
process. In fact, a savings plan which specifies that its funds are to
be invested entirely in the common stock of the employer corporation
is really just a contributory profit-sharing plan.

Summary

The manner in which a group of rewards which are cither not com-
monly used or not thoroughly reported on by corporations may be
evaluated by mecans of “current income cquivalents” has been de-
scribed. Intentionally, the discussion has been less exhaustive than it
was for the major compensation devices treated in previous chapters.
That it couid appropriately be so illustrates what scems an important
point: Once an analytical framework and seme basic principles of
valuation are established, they can be adapted to virtually any com-
pensation arrangement, no matier how peculiar its characteristics.
Company-provided life and medical insurance, expense accounts, pay-
ments in kind, and savings plan benefits must be exciuded from the
empirical investigation that follows because of a lack of published in-
formation relating to the experience of individual executives. For all

2 Occasionally, however. even the rate of the executive’s contributions and
the nature of the portfolio are not clearly stated.
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but the last device, this omission is deemed very unlikely to affect the
of the results. While the same vonclusion is perhaps less appro
ings plans. the problem is still not a serious one. and jtg

ely scattered in ary cvent. Were suflicient data available

profile
priate for sav

impact is wid
however, all these rewards could casily be converted into current in

come cquivalents and compared with the other components of the pay
package. ’

The reporting of stock bonus and profit-sharing plans permits a more
satisfactory solution. There s cnough evidence in proxy statements
about such plans to allow their role in compensating the executive to be
fully assessed. The kev to an analysis of both instruments was scen to
be a periodic reappraisal of the size of the benefits anticipated there-
under and a corresponding series of adjustments in their current income
counterparts. Hopefully, the procedures described have sueceeded in
capturing the spirit as well as measuring the monetary value of the two

devices.






