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SUMMARY

In contrast to the recent past when even Labour
politicians were ‘intensely relaxed’ about high pay,
there is now widespread concern about the apparent
excesses of some pay structures in corporate
businesses.

Top pay has risen much faster than average levels

of pay in the last twenty years. This is in part the
consequence of globalisation and developments in
communications technology, but it may also be a
result of rigged markets and ‘crony capitalism’.

It is asserted that shareholders do not have

enough influence on setting executive pay, which

is determined by remuneration committees and
consultants with a vested interest in boosting top pay.
The public seems to distinguish between remuneration
for CEOs — who are essentially employees of large
businesses — and that of entrepreneurs, entertainers
and sports stars, whose earnings and wealth can more
easily be understood as related to their abilities and
efforts.

It is important to understand how pay data are
produced and used. It is also important when
assessing sensitivity to performance to look at changes
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in wealth (as a result of changes in share prices) rather
than simply at the current pay package.

In looking at trends over time we need to distinguish
between pay awarded and pay realised. It may be that
political pressures have recently reduced the reward
for future performance, but this will not be reflected
for a while in currently realised pay, the basis for
which will have been set some time previously.

A claim is often made that CEO pay bears no
relationship to company performance. To assess this
claim requires rather more sophisticated analysis
than is often employed by activists and the media.
Using such analysis it does seem that pay reacts (both
positively and negatively) to changes in performance,
though possibly less than it should.

The widespread adoption of Long-Term Incentive Plans
(LTTPs) has been widely criticised; it is felt that these
schemes are often badly designed and have led to
unnecessary inflation of executive pay.

Politicians and electors are also concerned about

high pay in the public sector, and in sectors where
government funding plays a major role, such as
universities, academy schools and many charities. This
has led to informal pay caps being administered by
regulators.

There is a ‘gender dimension’ to high pay: women are
underrepresented among very high earners. This

does not appear, however, to be the consequence

of discrimination, but rather the result of choices

and lifestyles which differ between men and women.
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This may be in part the consequence of inadequate
information and networks.

Governments need to be careful in how they react

to populist calls for action. The current requirement
for large businesses to spell out the basis of their
pay structure may be acceptable, and maintaining

a watchful eye on pay in the public sector is sensible.
But giving the state power permanently to fix pay
ratios or even pay caps brings dangers which are not
sufficiently discussed by those demanding government
intervention.
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1 InTRODUCTION

J. R. Shackleton

Background

Politicians are more concerned with other people’s pay
than ever before. Some of this concern is of long standing,
though today’s policies are taking a different form from
those in the past. In recent years, for example, we have
developed a complex system of ever-increasing minimum
wages. We require large organisations to publish their gen-
der pay gaps (soon, probably, their ethnic pay gaps as well)
and work towards narrowing them.

Such concerns are understandable, and policies are
aimed at improving the circumstances of definable groups
of disadvantaged people - low-paid workers, underpaid
women and so forth. Classical liberals might nevertheless
question the principle behind these interventions. Richard
Epstein (1992: 149), for example, asserts that

the terms of an employment contract are the business of
only the parties to it. Freedom of contract on this matter is
no different from freedom of speech or freedom of action
... unless the contract in question poses the threat of harm
to third parties or is procured by fraud or sharp practice.
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Other critics might argue about the form which policies
take, or worry about their effectiveness, or their knock-on
consequences — which may in some cases damage the very
groups that are intended to benefit. But the purpose of
such interventions fits into a long tradition of policy con-
cern for redistribution and assistance to the less-well-off.
However, the issues covered in this book do not concern
policies aimed in any very clear way at improving the pos-
ition of disadvantaged groups.

Large amounts of information of varying accuracy are
being published about the pay of FTSE-100 chief executives,
footballers, movie stars and other people in the public
eye such as newsreaders, university vice-chancellors and
heads of large charities. Here political interventions — ac-
tual and proposed - and social media pressure (which is
often as powerful as deliberate government intervention)
are not aimed at improving the circumstances of any indi-
viduals at all. Rather, politicians and activists are attack-
ing the moral basis of what they regard as over-generous
rewards thrown up by the market economy, and demand-
ing their suppression.

This concern for social justice, admirable as it may
seem, presents problems. For, as Hayek (1976: 58) wrote:

No agreement exists about what social justice requires
.. no preconceived scheme of distribution could be ef-
fectively devised in a society whose individuals are free
... though a great many people are dissatisfied with the
existing pattern of distribution, none of them has really
any clear idea of what pattern he would regard as ‘just’.
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This is certainly true. Even among those opposed to
high pay, concern is oddly selective. While listed company
executives are commonly excoriated, entrepreneurs often
get a free pass. Some people are quite happy with foot-
ballers being paid enormous amounts for kicking a ball
around, but get cross about radio DJs being paid a packet.

Be that as it may, in just a few years views seem to
have shifted sharply to become much more critical of all
high earners. We have moved from a cross-party neutral-
ity about the acceptability of high pay — most famously
encapsulated by Labour minister Peter Mandelson being
‘intensely relaxed about people getting filthy rich” - to
Conservative minister Caroline Nokes asserting that no
one should get a salary of more than £1 million a year.?

Theresa May promised to attack high executive pay
when she became Prime Minister, returning intermittent-
ly to this theme. One result is that regulation now requires
UK quoted companies with more than 250 employees to
publish the pay ratio between their CEO and average em-
ployee and justify its size. Companies must also publish
a narrative explaining changes to the pay ratio from year
to year and set them into the context of pay across the
workforce.

The government has also started to use regulators to at-
tackhigh payin quasi-publicsector areas such asuniversities

1 To be fair, Mandelson added the rider ‘so long as they pay their taxes’.

2 No one should get a £1m salary, says Tory minister Caroline Nokes, The
Times, 22 November 2018 (https://www.thetimes.co.uk/article/no-one-sh

ould-get-a-1m-salary-says-tory-minister-caroline-nokes-l1q9sjnxx).
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and academy school trusts, with institutions being required
to justify any executive salaries over £150,000.

Opposition leader Jeremy Corbyn and Shadow Chan-
cellor John McDonnell have at various times threatened to
give workers a direct say in executive pay in large compa-
nies through requiring worker representation on boards,
and to impose pay caps (maximum ratios of top pay to
that of the lowest paid) on the public sector, on utilities
they hope to renationalise and on firms working on gov-
ernment contracts.

Research for The Independent in January 2017* sug-
gested that Mr Corbyn’s proposed pay caps were supported
by 57 per cent of the public. Just 30 per cent of those sur-
veyed disagreed with the idea that the government should
set a limit, while 13 per cent said ‘don’t know’. Even among
Conservative voters, 47 per cent agreed with Mr Corbyn,
with only 40 per cent being opposed.

More moderate Labour MPs also want to see govern-
ment action to constrain high pay. Rachel Reeves, Chair

3 See: Letter to academy trusts about levels of executive pay, Education
and Skills Funding Agency, 4 December 2017 (https://assets.publishing.

service.gov.uk/government/uploads/system/uploads/attachment data/

file/665813/Letter to academy trusts about levels of executive pay
.pdf). And: Vice-chancellors must justify their salaries, which will be
published annually, Office for Students, 19 June 2018 (https://www
.officeforstudents.org.uk/news-blog-and-events/press-and-media
vice-chancellors-must-justify-their-salaries-which-will-be-published
-annually/).

4 Majority of public support Jeremy Corbyn’s plans to cap bosses’ salaries,
poll suggests, The Independent, 14 January 2017 (https://www.independent

.co.uk/news/uk/politics/majority-of-public-support-jeremy-corbyn-s

-plans-to-cap-bosses-salaries-poll-finds-a7527381.html).
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of the Commons business committee and an ex-Bank of
England economist, has said that government should take
tougher measures on pay if company boards, and the re-
muneration committees that set executive pay, fail to exer-
cise moderation.® She has argued that ‘excessive executive
pay undermines public trust in business. When CEOs are
happily banking ever-larger bonuses while average worker
pay is squeezed, then something is going very wrong.” And
fear that public trust in their particular housebuilding
business was being undermined by the huge bonuses paid
to their CEQ, Jeff Fairburn, led the Persimmon board to
sack him in November 2018.°

So top pay is clearly a very important issue, and is ex-
plored in contrasting ways by the contributors to this book.

Executive pay

Luke Hildyard of the High Pay Centre begins the discus-
sion by setting out the indictment against excessive CEO
pay. He points out that executive remuneration in the UK
has risen far faster than that of ordinary workers in recent
decades, and claims that this has occurred without any
corresponding improvement in company performance.

5 Toppayin UKup by 11% as workers’ wages fail to match inflation, The Guard-
ian,15August2018 (https://www.theguardian.com/business/2018/aug/15
uk-top-bosses-pay-rise-average-earnings-hit-39m-2017-high-pay-centre).

6 Persimmon boss asked to leave amid outrage over bonus, The Guardian,
7 November 2018 (https://www.theguardian.com/business/2018/nov/07,
persimmon-boss-asked-to-leave-amid-ongoing-outrage-over-bonus).
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He dismisses the idea that international competition
for rare talent justifies high CEO pay, pointing out that
most firms promote their CEOs from within the company.
His analysis suggests that long-established successful
businesses (as opposed to entrepreneurial start-ups) are
built on effective organisational systems rather than the
abilities of the current incumbent CEO, who therefore
has in many cases rather little influence over a company’s
success. He draws attention, too, to elements of ‘crony cap-
italism’ that give many big businesses protected markets
through their strong links to government.

Hildyard suggests that the ultimate providers of cap-
ital — the beneficial owners of company shares - would
like to see more modest levels of executive pay, but they
are separated from the operation of corporations by a web
of financial advisors, asset managers and pension funds.
These intermediaries are themselves highly paid and see
no problem in paying company executives generously.

Listed companies are required to have remuneration
committees which are independent of the company’s
management structure, but members of these committees
are themselves well-remunerated, are from similar back-
grounds to company executives and often hold, or have held,
executive posts at other companies. The committees are
advised by consultants who devise complex remuneration
schemes to justify their existence, and act to bid up pay.

In Hildyard’s view, this unsatisfactory situation is under-
mining the case for capitalism. Free-marketeers should be
worried about this, and support reforms including worker
representation on boards and remuneration committees,
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more detailed disclosure of pay structures and a require-
ment for institutional investors to consult ultimate benefi-
ciaries on pay issues.

In their chapter, Damien Knight and Harry McCreddie
offer a critical take on the way in which top pay data are
presented and interpreted. They argue that ‘journalists
and consequently politicians have been persuaded by re-
search and analysis which is fundamentally flawed".

In their view CEO pay is not by any means out of control.
Given that most schemes involve pay linked to future per-
formance in various ways — often with long time lags — pay
awards granted and pay awards realised in a period can be
very different. In reporting, these measures are often con-
fused, in some cases deliberately. Knight and McCreddie
argue that, although pay awards achieved have been rising
recently, pay granted has fallen, which means that pay re-
ceived will fall in coming years.

They also demonstrate that journalists and others fre-
quently err because they do not understand how to inter-
pret data — most obviously in frequent claims that there is
no relation between pay and performance.

Their view is that poor analysis has done more damage
to the reputation of business — and to social cohesion -
than companies have done by their executive pay policies.
It has created a bandwagon on which too many ostensible
supporters of business have felt obliged to climb.

Alex Edmans also criticises much writing on executive
pay. Drawing on his own and others’ academic research,
he demolishes a number of myths associated with the case
against CEO pay. For example, he shows that, contrary to
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popular belief, CEOs who perform badly do suffer finan-
cially - though he points out that it is their wealth rather
than their income which is affected, as much of their re-
muneration is in company shares and share options which
lose value with poor performance.

While Edmans believes strongly in the reform of com-
pany pay, he argues that disclosure of CEO/average pay
ratios (a feature of Theresa May’s policy) can lead to inap-
propriate conclusions and have unintended consequences
which may harm workers. For example, firms may out-
source low-paid work to improve their showing.

Edmans argues that reform efforts should focus on the
structure of pay schemes, rather than the /evel of chief ex-
ecutive pay. Current pay schemes are complex, opaque and
encourage short-termism. In particular, he argues that the
use of LTIPs (Long-Term Incentive Plans) allows for ‘gam-
ing and fudging’. He advocates instead that pay should
simply be in cash and shares with a long holding period.
If shares can at the same time be awarded to employees,
they will gain in line with CEOs, which will help address
concerns about fairness.

In her chapter, Vicky Pryce examines high executive
pay in an international context. She points out that the
phenomenon of rising pay for top executives is found in
many countries, not just in the US and the UK. In conti-
nental Europe she highlights Germany. Large German
companies are often held up as a good example of corpo-
rate governance, with wider stakeholder interests, includ-
ing employees, represented on supervisory boards. Many
British commentators argue that such representation will
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tend to inhibit excessive pay awards. However, as Pryce
points out, CEOs of some leading German firms are paid
extremely generously. She puts this down to the need to
compete for international talent.

Pryce also notes that, while the make-up of remunera-
tion (the mix of salary, bonuses, shares and share options
and so on) seems to differ in different parts of the world,
high executive pay is also becoming a feature in Asia and
Africa. She further points out that in some countries, for
example China, recorded pay may understate the advan-
tage executives enjoy from employment, as they also have
access to a range of other benefits.

Pryce notes that there is considerable opposition to ex-
cessive executive pay in many countries, although opinion
polls suggest that antipathy is, perhaps oddly, rather less
marked in those countries where executive pay is highest.
Governments have been inhibited in their responses, she
suggests, because they are concerned that precipitate ac-
tion might produce little gain. International cooperation
might encourage them to overcome their scruples, but so
far this has been limited to some minor European Union
initiatives.

In his chapter, Paul Ormerod tackles the differing rea-
sons for the high pay received by entrepreneurs, top sports
and entertainment stars (which is in his view acceptable)
and by executives of large corporations (which isn't).

Entrepreneurs provide a product or service which did
not previously exist, and are thus able to secure monop-
oly profits, at least until competitors produce something
equivalent or superior. These high returns (whether in
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salaries or in personal wealth through share ownership)
are a necessary stimulant to invention and innovation.

Top athletes, artists and performers possess unusual tal-
ents which have been increasingly rewarded in recent dec-
ades as advances in communications technology have cre-
ated worldwide markets for their services. But their highly
visible achievements typically require exceptional personal
effort and are not subject to great popular resentment.

By contrast, Ormerod argues, executive pay has risen
for reasons which have little to do with improved per-
formance and exceptional individual effort. Drawing on
network analysis, he argues that board opinions in favour
of high pay have spread for reasons which defy tradition-
al notions of rational, optimal behaviour. Networks of
non-executive directors, management consultants and
remuneration experts have in effect facilitated successful
rent-seeking by CEOs.

Other concerns

Judy Stephenson and Sophie Jarvis discuss the position of
women in the top pay debate. While they recognise that
women appear to be under-represented among top earn-
ers, they resist simplistic explanations in terms of discrim-
ination and victimhood. They point out that the gender pay
gap is widely misunderstood to involve women being paid
less than men for the same work, when it is rather that men
and women do different jobs, or work different hours, or
have less continuous work experience. While this is partly
the result of different choices and preferences, these are
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themselves gendered and reflect social, family and cultur-
al expectations which are difficult to change.

In an illuminating analysis, Stephenson and Jarvis see
the labour market as essentially an ‘information market’
concerning job opportunities and workplace behaviours.
Improving the flow of information to women is an essen-
tial element in improving employment trajectories and the
possibility of higher pay. This may also be an analysis which
has relevance to ethnic pay gaps: many ethnic groups are
similarly under-represented in high-paying jobs.

Stephenson and Jarvis welcome publication of gender
pay gap data as a step towards improved information flows,
while cautioning against ‘positive discrimination” policies
such as board quotas. The end goal should always be equal-
ity of opportunity rather than forced equality of outcome.

Alex Wild shifts the discussion to the public sector,
where the arguments for limiting high pay are apparently
clearer. Wild points out that, particularly taking pensions
and other benefits into account, lower-paid workers do
markedly better in the public sector than in the private
sector. But top earners in the public sector are paid sub-
stantially less than top earners in the private sector.

However, few public sector jobs are directly comparable
to those in the private sector. There are very limited op-
portunities in the public sector for independent judgement
and actions, as politicians inevitably determine broad
policy. There is also much less risk for people working in
the public sector, as in most cases predetermined revenue
comes from the government rather than the consumer.
Senior civil servants, local authority chief executives and

11
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similar functionaries face many problems, but they do not
operate in the same sort of competitive environment as
that faced by company CEOs. It is therefore appropriate
that they are paid less, though there should probably not
be strict pay ratios or upper limits on public sector pay.
Wild recognises, though, that the distinction between
public and private is not as clear-cut as is often assumed.
There are public sector leadership roles which do face compe-
tition, and private sector jobs which nevertheless have a close
symbiotic relationship with the public sector. Here it may be
appropriate to apply different criteria when determining pay.
One such area is higher education. As so many people
now have experience of university, and there is great con-
cern over the levels of debt which graduates have accumu-
lated, it is not surprising that the pay of vice-chancellors
and other key staff has attracted considerable (perhaps
disproportionate) attention, with the Office for Students
now having a virtual power of veto over the pay of senior
staff. Rebecca Lowe examines the issues in her chapter.
Lowe points to the considerable range of institutions
in the UK higher education sector, and suggests that they
should not all be treated the same, whether in pay terms
or anything else. She would prefer a formal segmentation
of tertiary education as is found in some other countries.
She notes that vice-chancellors are not particularly
well paid in relation to their counterparts in the US, Can-
ada or Australia, but points out that the roles in different
countries may not be completely equivalent.
Vice-chancellors are, however, paid reasonably well in
relation to other staffin their institutions and Lowe argues
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against letting pay rip at the top end. While UK universi-
ties are less directly dependent on the public purse than
they used to be, so long as significant government funding
supports higher education it is reasonable that we should
have special expectations about the way they are run, and
how their staff are remunerated.

Policy consequences

Most of these contributors have concentrated on deter-
mining the reasons for, and the circumstances in which,
governments ought to intervene. Several have drawn at-
tention to possible ‘market failures’ in the determination
of top pay.

However, government interventions always bring with
them a corresponding risk of ‘government failure’, where
policies produce unexpected or undesired consequences
which in some cases may exacerbate rather than mitigate
perceived problems. In a final chapter I point to some of
these.

They include the danger that publication of pay ratios
may encourage companies to delist and new businesses to
register outside the UK, to reduce headcount by outsourc-
ing particularly low-paid jobs, or to reduce the use of per-
formance-related pay for executives.

More radical measures such as imposing worker rep-
resentation on boards may increase union influence over
all aspects of company strategy and thus inhibit rapid
change and restructuring, with consequent negative ef-
fects on productivity in the long run.

13
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Imposing pay caps or maximum pay ratios will squeeze
pay distributions within organisations, with negative ef-
fects on the pay of middle management and functional ex-
perts. In the case of international businesses it will make
it difficult to attract or retain top foreign executives, who
currently make up a high proportion of UK companies’
leadership.

Within the public sector (and quasi-public sector areas
such as charities and universities), a fixed upper limit such
as the current £150,000 will, like MPs’ pay, be difficult to
change for political reasons. Over time it will become more
and more out of line with the private sector, leading to re-
cruitment and retention problems.

Finally

Opinions will continue to differ on the appropriateness
of high pay in some areas, and also on whether we need
government intervention or voluntary change if current
pay arrangements are thought to be suboptimal. Our hope
is that the various contributions in this book encourage
more thoughtful analysis of these issues.



2  WHY FREE MARKETEERS SHOULD
WORRY ABOUT EXECUTIVE PAY

Luke Hildyard

Concern about very high levels of executive pay is rare-
ly associated with proponents of unregulated markets.
Many of the most prominent critics of top pay practices
are animated by worries about income inequality. Free
marketeers do not, in general, consider this to be such
a problem in and of itself, preferring to focus solely on
absolute poverty, rather than relative income differences.
And many of the ways of reducing the pay gap between
top executives and the wider workforce would involve
the type of government intervention of which free market
supporters tend to be suspicious.

Thus it has typically been socialists, social democrats
and more paternalist conservatives who have generally
led the condemnation of the growth in CEO pay packages
that has occurred in recent years. In this chapter, however,
I will argue that there are very good grounds for advocates
of free markets to be worried by prevailing executive pay
practices. The pay-setting process is riven with conflicts
of interest, poor accountability and lax governance, ulti-
mately leading to something of a stitch-up that enables
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those in powerful positions to capture sums of money that
might otherwise be invested more productively.

Table 1 FTSE-100 CEO to worker pay ratios

CEO/employee Median UK full-time

Year CEO pay (£m) pay ratio® worker pay (£)
2017 5.66 146 28,758
2016 4.58 128 28,195
2015 5.47 129 27,615
2014 4.36 125 27,215
2013 4.71 137 27,011
2012 4.57 125 26,472
2011 4.43 124 26,095/26,244
2010 4.73 138 25,882
2009 4.22 130 25,806
2008 3.96 128 25,165
2007 3.89 151 24,043
2006 331 107 23,367/23,554
2005 3.30 121 22,888
2004 3.09 119 22,011/22,056
2003 2.79 112 21,124
2002 2.60 107 20,376
2001 1.81 75 19,722
2000 1.69 70 18,848
1999 1.23 59 17,803

Sources: High Pay Centre (2015c: 48); High Pay Centre and Chartered Institute
of Personnel and Development (2018: 14); Manifest/MM&K (2012: 78); and Of-
fice for National Statistics (2017).

2Annual change in pay ratios can be affected by changes to the composition of
the FTSE 100. For example, the addition of G4S - with a very large number of
low-paid employees - caused a significant increase in 2007.
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In short, executive pay is more akin to the rent seeking’
that free market purists condemn than to the productive
enterprise they aim to foster. Many of the measures which
might potentially put an end to this institutional stitch-up
would involve making the ‘market’ for senior executives
freer, more open and more efficient.

Rapid increases in pay for no reason

Public anger at executive pay levels is based around two
perceptions. Firstly, that executive pay has increased at a
far greater rate than the pay of ordinary workers in recent
decades. Secondly, that these executive pay increases have
occurred without any corresponding improvement in
company performance.

Though often snobbishly dismissed as populist preju-
dice, these perceptions are in fact largely accurate. Over
the past twenty years, the pay of the average FTSE-100
CEO has gone from around 60 times that of their average
employee to nearly 150 times in 2017 (Table 1). Compared
to the average worker across the UK economy as a whole,
CEO pay has risen from about 70 times to nearly 200 times.

Research from the CFA Institute and Lancaster Uni-
versity also found that, while pay for the median FTSE-350
CEO increased by 82 per cent between 2003 and 2014, the
median FTSE-350 company generated less than 1 per cent
return on invested capital per year. The study concluded
that (CFA Society UK 2017: 2):

Despite relentless pressure from regulators and govern-
ance reformers over the last two decades to ensure closer

17
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alignment between executive pay and performance, evi-
dence of more granular distinction between pay outcomes
and fundamental value creation remains negligible.

Similarly, a study by Incomes Data Services, commis-
sioned by the High Pay Centre (2015a), found that in-
creases to each of the different components of typical
executive pay awards had greatly outpaced the increases
in company performance, as measured according to the
performance metrics used in most executive pay pack-
ages (Figure 1).

Figure 1 Percentage change in median remuneration
of FTSE-350 companies and selected
corporate indicators, 2000-2013
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Source: High Pay Centre (2015a: 32).
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These independent findings are also endorsed by in-
dustry and government analyses. For example, a working
group convened by the Investment Association, the trade
body for the asset management industry, concluded that
rising levels of executive pay over the last 15 years have not
been in line with the performance of the FTSE over the
same period’ (Investment Association 2016: 17).

Figure 2 FTSE-100 CEO pay and company value
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Source: Minerva Analytics (formerly Manifest) Total Renumeration Survey via
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This argument is borne out by Figure 2, taken from the
Department for Business, Energy and Industrial Strategy’s
(2016) Corporate Governance Reform Green Paper. These
BEIS figures show the extent to which growth of FTSE-100
CEO pay has outpaced growth of the FTSE-100 index.

The data show that the increasing use of Long-Term
Incentive Plans (LTIPs) in particular drove the increase in
CEO pay over recent years. LTIPs usually take the form of
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share awards that pay out varying amounts depending on
the company’s performance over the coming three- or five-
year period.

As Figure 2 suggests, the growth in size and prevalence
of LTIPs has done little to raise the value of UK compa-
nies. Corporate governance experts have suggested their
near-universal use cannot be justified. The UK Investment
Association (2016: 12) working group called for more varia-
tion in executive pay structures:

The Working Group’s core recommendation is that the
market needs to move away from a one-size-fits-all ap-
proach to a system where companies have more flexibil-
ity to choose the remuneration structure which is most

appropriate for their business.

However, since the publication of their report, most com-
panies continue to cling to the LTIP model. The High Pay
Centre’s research found that in 2017 (the most recent year
for which data are available) 82 per cent of FTSE-100 firms
paid an LTIP, the same number as in 2016 (High Pay Cen-
tre and Chartered Institute of Personnel and Development
2018: 9). The fact that LTIPs pay out for almost every CEO
almost every year is particularly indicative of a problem,
given that they are supposed to be a performance-related
award, used to incentivise exceptional leadership.

The continuing use of LTIPs contributed to an increase
in average pay for a FTSE-100 CEO of 24 per cent on the
previous year in 2017, while the median pay rose by 11 per
cent (ibid.: 14). When increases like these - for the price
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of a product or service — are sustained for as long as the
growth in CEO pay has endured, sensible observers ought
to be suspicious.

The myth of the global market and
the overstated importance of CEOs

The arguments used to justify these pay increases usually
focus on the importance of the decisions taken by CEOs
to the performance of companies, and the (positive and
negative) effect of these decisions on company value. This
can dwarf the amounts paid to CEOs. Companies are sup-
posedly paying the minimum rate necessary in a global
market place to attract and retain the people who will take
the best decisions

However, evidence for the existence of this ‘global mar-
ket’ is limited. A High Pay Centre (2013) study found that
fewer than 1 per cent of the world’s largest companies had
poached their CEO from an international rival. CEO pay is
notoriously high in the US, yet it is rare for a UK business
leader to be recruited by a US company.

The risk of losing supposedly rare talent by reducing
executive pay is much lower than often suggested: 80 per
cent of companies in our study had promoted their lead
executive from within. Far from needing to pay signifi-
cant sums of money to convince an external candidate
to jump ship, most CEO appointments involve companies
taking a chance on a more junior executive and offering
them a significant increase in terms of profile, status and
responsibility.
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Whether ambitious candidates also require vast pay
incentives for promotions to more senior roles is ques-
tionable. In addition, the preference for internal appoint-
ments suggests that familiarity with the particular lead-
ership team, culture, strategy, markets and stakeholders
of a company is a key, non-transferable attribute for a
CEO. It also implies that the need to use pay increases
to retain the services of good executives is overstated -
if a company does find itself in that position, it reflects
poorly on the quality of its own training and development
programmes.

Furthermore, even if it were the case that reducing pay
for UK CEOs would result in losing them to international
rivals, it is debatable whether this would have much im-
pact on company performance.

Quite apart from the fact that the evidence highlighted
in Figure 2 suggests that UK CEOs haven' been taking de-
cisions that have greatly increased the value of their com-
panies, the notion that they are the key determinants of
company success is hotly contested.

And, as the prominent business leader Philip Hampton
notes, the impact of executives at more complex busi-
nesses with larger market capitalisation, more interna-
tionalised operations and larger workforces may actually
be less pronounced than at smaller companies (High Pay
Centre 2015a: 10):

The bigger the system, the more the system counts rather
than the person at the top of'it. ... Sometimes you just get
lucky. Perhaps you joined an industry at the right time,
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maybe you were promoted at the right time, and then the
circumstances of your industry suddenly became favour-
able. Even if you are a half-wit, you are going to do quite
well in this situation. So many financial incentives rely
on luck, the evolution of markets, rather than on people’s

contribution.

In other words, the executives of larger companies are
only able to personally oversee a much smaller propor-
tion of the business’s workings and thus are more de-
pendent on those to whom they delegate. Therefore, it is
hard to argue that the business would struggle to cope
without them. In fact, the demand for and importance of
executives has been greatly exaggerated in order to jus-
tify vast pay inflation.

This is particularly true in the case of long-established
businesses — most of the publicly listed companies in the
UK whose pay is the source of most controversy in this
country have histories stretching back many decades and
are led by managers and bureaucrats who have worked
their way up through the firm and inherited oversight
of its existing infrastructures, rather than built them up
themselves. They are not entrepreneurs on whom the com-
panies’ existences are dependent.

Indeed, free market advocates should be particularly
concerned by the extent to which these companies have
historically enjoyed and continue to enjoy support from
the UK state. The nexus between government and indus-
try is a critical engine of the dominant sectors in the UK
listed market. For example, UK mining and oil and gas
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companies’ extensive global operations have been estab-
lished with significant support from the UK government,
and, even in recent years, stories abound relating to UK
lobbying of African and South American governments
regarding legal issues and exploration permits facing com-
panies including BP, Shell and Rio Tinto.'

Similarly, UK defence and manufacturing firms oper-
ate almost in partnership with the UK state. The former
Foreign Secretary Robin Cook noted that the Chairman of
BAE Systems ‘appeared to have the key to the garden door
to number 10 [Downing Street] during his tenure.”? BAE
famously benefited from UK government pressure on the
Serious Fraud Office to drop an investigation into alleged
bribes paid in Saudi Arabia, while more recently it was re-
vealed that it had seconded staffto the Ministry of Defence
and a UK government body promoting defence exports.?
Recent corruption allegations against BAE’s competitor
Rolls-Royce have also brought into the spotlight financial
support for the company from a government agency, the

1 Tory ministers lobbied Brazil on behalf of Shell and BP, Government acci-
dentallyreveals, The Independent,20 November 2017 (https://www.indepen

dent.co.uk/news/uk/politics/tory-ministers-liam-fox-greg-hands-inter

national-trade-lobbied-brazil-bp-shell-oil-environment-a8066236.html);

Documents reveal extent of Shell and Rio Tinto lobbying in human rights
case, The Guardian, 6 April 2014 (https://www.theguardian.com/busine

$8/2014/apr/06/shell-rio-tinto-human-rights-nigeria-kiobel).

2 Why is government so close to BAE Systems?, Open Democracy, 24 April

2016 (https://www.opendemocracy.net/uk/andrew-smith/why-is-govern

ment-so-close-to-bae-systems).
3 Ibid.
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Export Credit Guarantee Department, for deals worth
$400 million.*

Other instances of so-called crony capitalism include
pharmaceuticals companies selling drugs developed from
publicly funded research or housebuilders’ sales rocketing
following the introduction of government subsidies for
homebuyers in 2013, enabling Persimmon Chief Executive
Jeff Fairburn to bank over £100 million from an incentive
payment linked to the company’s share price.® Bail-outs
for banks, and the support that implicit guarantees of bail-
outs provide for their stock market value, are a further
well-known example.

All told, there is scarcely a major UK company that
doesn't significantly benefit in some way from government
lobbying, subsidies, public research funding or underwrit-
ten guarantees. That is not to say each individual example
of state support for private companies is (necessarily) a bad
thing. However, it does suggest that paying UK executives
as if they were genuine wealth creators and risk-takers
who had started their companies from scratch, as opposed
to bureaucrats operating at the nexus of corporations and
the state, is inappropriate.

4 Rolls-Royce faces fresh bribery case, The Times, 7 February 2017 (https://
www.thetimes.co.uk/article/old-deals-land-rolls-royce-in-hot-water-2bs
1ft95d).

5 NHS pays pharmaceutical companies millions for drugs developed with tax-
payers’ money, The Independent, 22 October 2017; The Times, Taxpayers help
to buy £100m bonus for Persimmon boss Jeff Fairburn, 27 November 2017
(https://www.thetimes.co.uk/article/taxpayers-help-to-buy-100m-bon
us-for-persimmon-boss-jefffairburn-s55xmz3v8).
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So what are the market failures that have allowed this
to happen?

The ultimate providers of capital
want action on pay

Under the UK’s shareholder-policed corporate governance
system, the company boards and remuneration com-
mittees which set pay are supposed to be accountable to
shareholders. These shareholders are expected to exercise
effective stewardship, ensuring that governance standards
and management practices, including pay, are sufficient to
deliver good outcomes.

The money for investment in company shares very
often ultimately comes from ordinary people with a pen-
sion or savings plan. But, in practice, shareholdings are
usually managed by asset managers acting on behalf of
individual and institutional investors, who engage with
investee companies and vote at their annual general
meeting.

The complicated array of intermediaries separating
companies, as the ultimate recipient of investment, from
the individuals who provide the capital and are the in-
tended beneficiaries of any return, can also include, for
example, financial advisers, institutional investment con-
sultants and the different governance, trading and port-
folio managers within the asset management firms. This
means that the beneficiaries have little influence over the
behaviour of the investee companies, which in turn has
profound consequences in terms of executive pay.
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There can be little doubt that ordinary pension savers
would like to see the intermediaries managing their
money do more to address excessive top pay in their inves-
tee companies. Public opinion surveys consistently show
the scale of public disapproval of very high executive pay
packages. In recent years polls have shown that two thirds
of the public think it inappropriate for CEOs to be paid
over £1 million (just 7 per cent took the opposing view in
2012).° Similarly, in 2015, 80 per cent of survey respondents
felt that gaps between high earners and those on low and
middle incomes were too high and should be reduced.”
More recently, 57 per cent supported (versus 30 per cent
who opposed) Jeremy Corbyn’s plan to cap executive pay at
twenty times the level of the lowest-paid worker.®

The merits of capping pay and reducing intra-company
pay differences are usually debated in relation to their
economic and social impact. However, executive pay also
relates on principle to issues of governance, accountability
and even morality. The rights associated with share own-
ership ought to be asserted in accordance with the wishes
and values of the ultimate providers of capital - very often,

6 Public ‘want top pay reined in’, BBC News, 29 January 2012 (https:/www
.bbe.co.uk/news/uk-16778264).

7 Briefing 46: Most people think that differences in pay between high
and low earners are unfalr, Inequality Briefing, 3 October 2014 (http://
eople-think-that-differ

ences-in-pay-between-high-and-low).

8 Majority of public support Jeremy Corbyn’s plans to cap bosses salaries,

poll suggests, The Independent, 14 January 2017 (https://www.independent
.co.uk/news/uk/politics/majority-of-public-support-jeremy-corbyn-s
-plans-to-cap-bosses-salaries-poll-finds-a7527381.html).
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working people with pension plans, insurance policies or
savings accounts. There is a very high likelihood that these
people share the views of the majority of the cited survey
respondents.

However, weak accountability between the different
links in the investment chain prevents the providers of
capital from exercising due influence over the recipients,
including over practices such as executive pay.

Investment beneficiaries lack
capacity to influence pay

It is not enough to suggest that because those members
of the public that are in some way invested in companies
are not beating down the door of their financial adviser or
pension fund trustee to do more to challenge executive pay
practices, they therefore must find the status quo accept-
able. Levels of financial literacy are such that it is likely
that all but the most engaged savers (with the most time
on their hands) have very little idea how and why their sav-
ings are linked to levels of executive pay.

This is borne out by research for the NEST pension
provider, finding that many pension savers struggled to
understand and explain fairly basic financial concepts
such as a ‘stock’, a ‘bond’ or an ‘interest rate’, leading it to
conclude that ‘a lot of people across all levels of education
and achievement don't understand what investment is or
how it works’(NEST Corporation 2017: 12).

It is unrealistic to expect these people collectively to
assert their share ownership rights in relation to executive
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pay. This is the crux of the top pay problem, from a free
market perspective. In theory, one would expect the inves-
tors in a company to retain cost discipline in relation to
top pay, and to ensure that the company’s wider pay prac-
tices are fair and proportionate.

However, most savers lack the understanding or the in-
formation to engage with their asset manager (or with the
relevant intermediary, such as a pension fund) to create
pressure on them to exercise proper stewardship over in-
vestee companies in relation to pay (and potentially other
issues as well).

Institutional asset owners lack the expertise
or engagement to influence asset managers

This market failure could be mitigated if the institutional
investors, principally the pension funds through which
pension savings are managed, took more of an interest
in their asset managers’ stewardship on their members’
behalf.

However, this is not currently the case. The Financial
Conduct Authority (FCA) identifies over 44,000 pension
schemes in the UK, but few have signed the Financial
Reporting Council’s Stewardship Code, committing
them to holding their asset managers to account over
their stewardship practices. The Code sets out a series
of principles on which signatories can state their policy,
including monitoring of and engaging with investee
companies, and reporting on stewardship practices. For
asset managers, this covers their direct engagement with
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companies. For asset owners - such as pension funds - it
involves setting out expectations in this respect of asset
managers.

That so few pension funds have signed up to the code
perhaps suggests that they are not interested in using the
influence they have over the companies in which they are
invested, regardless of the views of their members.

The fragmented nature of UK pension funds has also
had an important impact on their ability to influence
their asset managers. The FCA’s Asset Management Mar-
ket study notes that the large number of smaller schemes
reduces the capacity of scheme governance in two ways
(Financial Conduct Authority 2016: 70):

o Investment expertise and resources to spend helping
them make investment decisions — a larger number of
schemes means a larger number of governance roles to
fill, and fewer resources for each scheme with which to
attract appropriately skilled individuals.

o Greater bargaining power and ability to benefit from
economies of scale — larger investors that form a larger
part of the asset manager’s client base are better
positioned to influence its activities.

The FCA relates the lack of scale to pension funds’ inability
to secure better value from asset management costs. How-
ever, the same problem - scheme governance bodies that
lack the time, expertise or financial clout to influence asset
managers — also bedevils pension funds’ efforts to shape
stewardship practices on issues such as executive pay.
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Pension funds account for around 44 per cent of the
£6.9 trillion worth of assets under management by mem-
bers of the UK Investment Association (Investment Asso-
ciation 2017). Therefore, they would represent a significant
bloc exerting downward pressure on pay — as shareholders
and bondholders - if lines of accountability were operat-
ing effectively.

Asset managers and remuneration
committees are biased and conflicted on pay

Without pressure from their individual clients or from
their institutional investors, the asset managers who en-
gage directly with companies and decide how to vote on
pay resolutions at AGMs are at best too apathetic and at
worst too conflicted to act over top pay of their own accord.

There is evidence to support this hypothesis in numer-
ous studies. The Kay Review (2012: 10) of UK equity mar-
kets and long-term decision-making noted the shorter and
shorter periods over which shares in companies are traded,
making engagement between investment managers and
investee companies much less common.

The UK’s share ownership market is also increasing-
ly fragmented, meaning that shareholdings are much
smaller and more geographically widespread. Just 16 per
cent of UK shares were held by overseas investors in 1994,
but 54 per cent in the most recent figures.’ The fragmenta-

9 Ownership of UK quoted shares: 2016, Office for National Statistics, 29
November 2017 (https://www.ons.gov.uk/economy/investmentspensions
andtrusts/bulletins/ownershipofukquotedshares/2016).
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tion makes it harder for those investors that want to assert
their stewardship rights to do so with enough weight to
influence the company.

Kay also questioned whether the interposition of inter-
mediaries, with their own business objectives which are
not necessarily aligned with companies and beneficiaries
(the people who are providing the money for investment),
might conflict with the underlying interest of the compa-
nies and their beneficiaries (Kay Review 2012: 41).

By the same logic, the personal objectives and biases
of the individuals working as investment intermediaries
are also potentially distortive of the concerns and in-
terests of their beneficiaries, particularly in relation to
executive pay. As Kay noted, pay for investment interme-
diaries is very high. Surveys have put the pay for a typical
portfolio manager — who oversees an asset manager’s in-
dividual investments - at over £200,000." Other research
suggests that average pay at some asset management
firms has passed the £1 million mark." Asset managers’
pay is subject to many of the same criticisms as executive
remuneration.

Despite their generous pay packages (paid for from the
costs ultimately accruing to ordinary savers) the majority
of investment managers usually fail to ‘beat the market’. A
study by S&P recently concluded that 86 per cent of ‘active-
lymanaged’ funds failed to achieve better returns than the

10 Best and worst paying jobs in finance, Emolument blog (https://www.emol
ument.com/career_advice/best and worst_paying jobs finance).

11 Has fund manager pay gone too far? Portfolio Adviser, 18 June 2018 (https://
portfolio-adviser.com/has-fund-manager-pay-gone-too-far/).
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FTSE All-Share index in 2016."* Over the previous decade,
74 per cent underperformed the market.

Similarly, asset managers are themselves major compa-
nies with very highly paid executives. Any move that the
asset managers make, as investors, to exert discipline or
downward pressure on executive pay is likely to have neg-
ative ramifications for the pay of their own executive team.

It is not excessively suspicious to think that the explicit
self-interest, as well as the unconscious biases, of asset
managers who benefit from a culture of high pay means
that their approach to this issue in investee companies
does not represent a functional, transparent, efficient mar-
ket in action. If people working for asset managers justify
their own very generous pay packages on the basis of their
unique skillset, the value they generate and the need to at-
tract, retain and incentivise key staff, it is highly likely that
they would be sympathetic to similar claims made in rela-
tion to company executives, however dubious these claims
may be, and however they may contravene the views and
expectation of their clients.

With the intermediaries in the investment chain un-
willing and/or incapable of holding companies to account
over their pay practices, the pay-setting process is depend-
ent on the remuneration committee to deliver appropriate
outcomes. Unfortunately, such committees are typically
riddled with similar biases and conflicts of interest to
those of the asset managers that hold them to account.

12 Nine in ten popular Isa funds fail to beat the stock market, Daily Telegraph,
26 October 2016 (https://www.telegraph.co.uk/investing/funds/90pc-of
-popular-isa-funds-fail-to-beat-the-market/).
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Like the asset management industry professionals,
the business leaders and financiers who populate remu-
neration committees benefit from a culture of very high
top pay. Research from the Trades Union Congress (2015)
found that over a third of FTSE-100 companies have ex-
ecutive directors from other companies sitting on their
remuneration committee, while 246 out of 383 FTSE-100
remuneration committee members held additional board
positions at other companies. Average pay for a remunera-
tion committee member (from all their various positions)
was £441,000 (about sixteen times the national average).

This implies that those setting executive pay are person-
ally incentivised to maintain a high market rate for execu-
tive roles and are instinctively sympathetic to arguments
that also justify their own high pay packages. The fact that
executive pay has continued to climb with no obvious jus-
tification, the very rare instances in which remuneration
committees exercise discretion to revise pay downwards,
and the continuing and near universal use of LTIPs as part
of CEO pay structures despite extensive expert criticism all
suggest that remuneration committees are insufficiently
sceptical of prevailing executive pay levels and structures.
There are good grounds for thinking that overt self-interest
and unconscious bias are at least part of the reason for this.

It is in this aspect of the executive pay-setting process
that the charge of rent-seeking most readily applies. Re-
muneration committees are appointed by and account-
able to serving or former executives and other leading pro-
fessionals from similar backgrounds in major businesses
or finance and investment firms. Executives as a group are
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able to extract disproportionate pay awards from com-
pany funds through their dominance of this process, rather
than through their productive contribution and enterprise.

Remuneration committees are also typically advised by
consultants, who provide market information on the levels
and structures of CEO pay, and help to design pay policies.
Again, though, this process is blighted by conflicts of inter-
est. It is in the interest of consultants to devise ever more
complex pay structures in order to justify their own exist-
ence. There is much less work involved (and therefore less
need for consultants) in developing a pay package consist-
ing of a basic salary and perhaps some form of share award
or profit-sharing arrangement than for a policy involving
multiple different incentive plans covering different time
periods and 10-12 performance metrics.

The ultimate result of this growing complexity - bolt-
ing additional components onto CEO pay awards, with
increases in the value of performance-related components
to compensate for the fact that executives are likely to
apply a discount rate to conditional payments made over
a period of years — has been the increases in executive pay
discussed in the opening section of this chapter. Any bene-
fits to businesses, their stakeholders or the wider economy
are harder to discern.

Why does this matter and
what should be done?

I have argued that executive pay has increased without any
justification. The ultimate providers of capital — those who
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own shareholdings in companies and to whom the compa-
nies’ leadership should be accountable - lack the under-
standing, information and resources to engage with where
their money is invested. Those entrusted with managing
their investment are compromised by biases and conflicts
of interest. This has resulted in a situation where executive
pay is unnecessarily, disproportionately and undeservedly
high.

But why should this be important for free market advo-
cates? There are three key reasons. First, the unsatisfactory
outcomes resulting from the executive pay-setting process
and their high profile will help to create a perception that
free markets deliver unsatisfactory outcomes more gener-
ally. This is likely to result in anti—free market policies in
other policy areas. Second, though headline executive pay
awards represent sums of money that are often immaterial
to major companies, this does not tell the full story of the
costs of rising top pay. The trend of higher CEO pay, with
bigger bonuses and more generous share awards made
through LTIPs, has probably been reflected in the pay
packages for other senior managers across companies.

Since the late 1970s, the share of incomes taken by top
earners in the UK has increased from around 6 per cent to
about 14 per cent according to the most recent figures."”
The share going to the top 0.1 per cent has risen from 3 per
cent in 1990 to 6 per cent.

A similar increase within companies would represent
a substantial shift in spending that could otherwise be

13 World Inequality Database, 2014 (https://wid.world/).
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used for pay across the wider workforce, for investment in
research and innovation or as returns to shareholders. The
opportunity costs of rising executive pay have perhaps not
been sufficiently discussed or analysed.

Finally, free market advocates should be concerned
about CEO pay as a ‘canary in the coal mine’. The sensible
and sustainable management of UK companies depends
on responsible stewardship by investment managers and
rigorous accountability between the different intermedi-
aries that form the investment chain.

Executive pay inflation highlights the inadequacies of
current stewardship practices and levels of accountabil-
ity. It raises concerns that negligent and/or self-serving
boards and shareholders are not properly holding their
companies’ management to account - and potentially on
other issues as well as pay. This has worrying implications
for the productivity and sustainability of the UK’s biggest
companies and the wider UK economy.

So what is to be done? The High Pay Centre has his-
torically advocated worker representation on boards and
remuneration committees as a means of introducing a
more challenging, less conflicted perspective into the pay-
setting and oversight process. Free market proponents
have traditionally been sceptical of stakeholder voices in
corporate governance structures, arguing that it could
subvert market forces, by making companies accountable
to a separate vested interest, as opposed to their customers,
or the shareholders who have ‘skin in the game’ through
their investments. There are occasions when it could be in
the company’s long-term interests to take decisions that
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would be painful for the workforce, such as making redun-
dancies or reducing expenditure on training and develop-
ment, and worker directors may make tough but necessary
decisions more difficult.

However, worker directors would not have a controlling
say, so ought not to be able to prevent such decisions when
they are justified by a business case. Furthermore, as we
have seen, shareholder oversight of corporate governance
is also very often shaped by the vested interests of invest-
ment intermediaries. Company workers’ interests are
closely aligned with the long-term success of the company
in that their jobs depend on it.

It should perhaps also be noted that while stakeholder-
oriented governance structures with worker participation,
as commonly found in continental Europe, are not asso-
ciated with free markets, there is no reason in principle
why they are inconsistent with the low-tax, low-regulation
economy that is the long-standing objective of most free
market proponents. Indeed, changes to the governance
framework under which businesses operate that bring
about more equal market-based outcomes are likely to lead
to a reduction in taxation and in the regulatory interven-
tions that are traditionally anathema to free marketeers.

Greater transparency is a further measure that could
bring about changes in respect of high pay via market
mechanisms - the government has recently required com-
panies to publish the pay ratio between their CEO and their
median UK employee. More detailed disclosures on pay
distribution - showing, for example the amount spent on
the pay of the top 1 per cent of earners within the company
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- might encourage investors to recognise the opportunity
cost of high pay, and exert better stewardship and more
effective downward pressure.

Finally, the stewardship process could be made more
accountable and democratic by requiring institutional
investors to offer some form of voting on company AGM
resolutions to their ultimate beneficiaries. The disengage-
ment of savers and low levels of understanding of invest-
ment processes mean that this would not be instantly
transformative. But it would remind investors of their
duties to their underlying clients, and could also engender
efforts to better engage consumers with their savings and
investments.

These measures are all potential constraints on the un-
justifiable executive pay increases that have become too
common across UK companies, and are consistent with a
pragmatic free market approach to governance and stew-
ardship. The diversion of company resources from already
generous executive pay packages to more productive in-
vestment would represent the positive economic outcome
that free market proponents desire.

By enacting these measures, the government could en-
sure that an economic system based largely on free market
principles maintains popular support at a time when it is
being seriously questioned for the first time in a generation.
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3 UNDERSTANDING THE ‘FACTS’
ABOUT TOP PAY

Damien Knight and Harry McCreddie

Introduction

The issue of executive pay, and by this we really mean the
pay of directors oflisted companies, has been overtaken by
concerns which are essentially political, with both a large
and small P.

None of the protagonists in this field is innocent. The
government is worried about public opinion, while the Op-
position maintains its constitutional role of stirring things
up. Institutional shareholders are afraid of being accused
of poor stewardship. Remuneration committees want to
keep below the parapet of ‘best practice’. Journalists sell
copy (or generate retweets) when they attack ‘fat cats’ - or
indeed remuneration consultants like us.

We argue that journalists and consequently politicians
have been persuaded by research and analysis which is fun-
damentally flawed. They have repeated myths which have
served to increase divisions in our society - in particular, the
myth that executive remuneration continues to be ‘out of
control’ and the myth that there is no link between executive
pay and company performance in large UK listed companies.
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Pay granted is not the same
thing as pay realised

To understand the research, it is necessary to have some
mathematics. The representative of one of the major man-
agement institutions announced with pride at arecent con-
ference that he scraped a C in GCE maths, proud because it
was a badge of the common man. But this conference was
a meeting to receive the results of analytical research on
executive pay. To have a valid opinion on executive pay you
do need to have mastered some maths - or at least have
some logical understanding,.

Firstly, there is an important distinction to be made be-
tween total remuneration awarded (or granted) and total
remuneration realised. It is all to do with the treatment of
long-term incentives such as LTIPs and share options. The
inclusion of salary, benefits and annual bonus in the total
is the same in both cases.

With total remuneration awarded, the value of long-term
incentives included is the fair value or expected value of the
share awards at the time of grant. Typically, these values are
obtained using a mathematical method based on the Black-
Scholes model (Black and Scholes 1973) — in simple cases the
Black-Scholes formula itself, in more complicated cases an
iterative method such as a Monte Carlo simulation, to which
spreadsheets lend themselves wonderfully.

Total remuneration awarded is a measure of the gener-
osity of decisions made by the remuneration committee. If
remuneration is ‘out of control’ it will show in the evolu-
tion of this figure over time.
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With total remuneration realised, the value of LTIPs
included is the market or cash value at the end of the
performance period when any performance conditions
have been applied and share prices have (hopefully)
gone up. This is typically three years after the date of
the award.

Total remuneration realised is the figure to use if we
want to see if the eventual executive remuneration ‘trou-
sered’ by bosses is justified by the performance of the com-
pany or explicable by market movements. The decisions
the remuneration committee made (level of grant, plan de-
sign and performance targets) were taken three years earl-
ier, so total remuneration realised this year is not a good
measure for assessing if remuneration is out of control.
The government’s own Single Total Figure of Remunera-
tion, prescribed in the Directors Reporting Regulations, is
a measure of total remuneration realised, so it needs to be
viewed with some caution.

What has been happening?

The first thing to say is there is no question that pay for
FTSE-100 chief executives has increased hugely and
changed greatly in structure over the past forty years (Fig-
ure 3). When Damien started remuneration consulting in
1978, chief executives in general had a maximum bonus of
30 per cent of salary and only a handful received share op-
tions. LTIPs did not exist. The board usually waited until
the union negotiation was concluded before the manage-
ment award was decided (annual increases were the norm),
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so as to make sure the management award was no higher
than the general settlement.

On the other hand, most senior executives would have
had a final salary pension scheme, often at an accrual rate
of Yaoths or ¥ssths. Large salary increases in the final year
were not unknown. Non-cash benefits were tax free, so
payment of school fees and accommodation costs was a
regular perk, as was the provision of a large car (or two)
and a driver.

There are many factors that led to a polar change in exec-
utive pay — among them the introduction of the UK tax-ad-
vantaged share option scheme in 1984 and the reduction of
the top rate of taxation to 40 per cent by the Thatcher gov-
ernment in 1988. It was now worth earning a bonus.

Figure 3 FTSE-100 CEO total remuneration: the dot-com
boom and pre-2008 were the periods of excess
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Sources: Hay Group, Watson Wyatt, Minerva.

But more fundamental was the effect of technological
change. In 1980 the only effective means of communication
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was through the management hierarchy and it was com-
mon to have twenty layers of management. Chief executives
were often not seen as adding much value to the work of
their team, so small differentials were the norm.

This changed fundamentally with the advent of distrib-
uted computing and mobile telephones. The new gener-
ation of top executives believed they personally made a
fundamental difference and created huge value. And their
boards, too, believed this to be the case and were prepared
to pay top dollar for the right person. There was a small re-
cession at the beginning of the 1990s, and as we came out
of that the Internet took off, leading to the dot-com boom,
which peaked in December 1999.

Increases have flattened out since the banking crisis
in 2008. We will see later median figures for more recent
years, showing the extent of constraint more accurately.

Lastly the trend in pensions value has been downward
as companies have moved to defined contribution plans
and to cash in lieu, in response to punitive taxation. With
the £10,000 limit to the annual pension allowance we can
expect to see top executive pension benefits disappear
completely. It is often argued that LTIPs have replaced
pensions as the executive saving vehicle, and as a percent-
age of salary this is probably true.

In Figure 4 we have indexed FTSE-100 CEO pay since
1983 to contrast it with a range of other indices: the FTSE-
100, profits and average earnings. All this supports the
view that executive pay has outstripped everything. But
the ‘excess), if that is the right word, happened between
1997 and 2007.
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Figure 4 FTSE-100 CEO pay outstripped all other indices
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How did companies get away with it at the time? The
research behind Table 2 was carried out jointly by MM&K
and the proxy agency Manifest (previously Minerva) on be-
half of the CBI, which produced a report Getting the Facts
Right in 2012. We studied the 67 FTSE-100 firms in place
over the whole period from 2002 to 2010.

The table shows total realised earnings as a percentage
of the monetary value of total shareholder returns over the
period - that is, the increase in the market capitalisation
of each company plus the value of dividends reinvested in
the company shares. The median figure is less than halfa
percent (although the average, not shown here, is just over
one per cent). Ifas a board or a shareholder you believe that
your CEO has a significant impact on shareholder returns,
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why would you worry about how much he or she earns if it
is less than 1 per cent? And what business has the govern-
ment (or the Archbishop of Canterbury) to tell you what to
do? But we will come to that.

Table 2 FTSE-100 CEO total remuneration as a percentage
of absolute shareholder returns, 2002-10

Lower quartile 0.19%
Median 0.40%
Upper quartile 0.67%

Source: Minerva.

Figure 5 shows in more detail what has happened since
the global financial crisis. Here we have shown medians.
Unlike mean averages, you cannot stack the medians of
each element to reach a median total remuneration, be-
cause the median company for one element will not be the
same company as the median for another element. So we
have shown the median total remuneration as a separate
line. You can see that, with this sample, the median total
remuneration is higher than the stacked medians for the
elements (this means that companies that rank high in
one element generally rank lower in another).

But the important conclusion from this graph is that,
at the median, awarded remuneration fell after 2011 and
remained flat until 2016. The 12 per cent uplift from 2016 to
2017 resulted from a number of highly paid new entrants
coming into the FTSE-100 index, causing an increase in
the median remuneration that was not due to remunera-
tion committee decisions. The same report from Minerva
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shows the median increase company by company on a
‘same incumbent’ basis: it was just 1 per cent. This illus-
trates well the dangers in interpreting pay statistics.

Figure 5 FTSE-100 CEO total remuneration awarded:
since 2011 pay has flattened out
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To repeat, ‘awarded’ remuneration depends on the
decisions of the remuneration committee. The long-term
incentive element is measured by the fair value at grant
and this is the right measure when judging if remunera-
tion committees are ‘out of control’ in their remuneration
decisions.

The unavoidable conclusion is that, for FTSE-100 CEOs,
remuneration has been entirely under control, in the major-
ity of cases, since 2011. Between 2014 and 2015 median total
remuneration awarded fell slightly. Yet Theresa May prom-
ised, when appointed Prime Minister in July 2016, to tackle
further the ‘problem’ of executive pay. The Commons Select
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Committee for business produced a report in March 2017
which said that ‘levels of pay for those at the top [are] in-
creasing at a rate that vastly exceeds increases for ordinary
employees and which seemingly is at odds with the value
created in the company’ (House of Commons 2017: 37).

The research above shows that the first part of this
statement is plainly wrong. But so is the second part, as we
can demonstrate.

As we showed earlier, there are two ways of looking at
executive remuneration. The figures above are total remu-
neration awarded. However, the government-defined ‘Sin-
gle Total Figure of Remuneration’ (the figure in Directors’
Remuneration Reports) includes the value of long-term
incentive awards at the point that they vest to the indi-
vidual, i.e. at the end of the performance period, usually
three years. The 2018 Minerva survey includes company
data up to March 2018, with December 2017 the most com-
mon year-end. In the three years to December 2017, the
FTSE-100 index increased from 6,566 to 7,688, an increase
of 17 per cent. It is not surprising that in the latest year,
the Single Total Figure increased by 6 per cent at the me-
dian. It has nothing to do with remuneration committees
awarding excessive amounts but everything to do with
the increase in share prices. On paper, at least, the value
of FTSE-100 companies increased by 17 per cent, which
gives the lie to the second part of the Select Committee’s
belief ‘which seemingly is at odds with the value created
in the company’. The value increase may be due to mar-
ket sentiment rather than executive performance, but the
statement is still wrong.
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And this is where the mischief starts. The High Pay Cen-
tre' alsoruns asurveyalongthelines ofthe Minerva survey:
it predictably tells a story of executive excess. Their head-
line is ‘CEO mean pay has increased by 23%’. They should
never report mean pay as it is grossly distorted by exces-
sive pay in a few companies (e.g. Persimmon’s £47 million
to then-CEO Jeff Fairburn, including a £45 million realised
LTIP). Hidden in a paragraph further down their report is
an admission that the median increase is only 6 per cent
(the same as the Minerva figure — not surprising as it is
taken from the same annual reports). But the newspapers
see 23 per cent and so, we are afraid, does the Commons
Select Committee. Thus the ‘fat cat’ story is perpetuated,
although companies have really been exercising restraint
for the past ten years.

Flawed research and interpretation

Which brings us to the role of flawed research and its in-
terpretation. But first a quick maths quiz, which points to
some of the common errors made by non-mathematicians
interpreting pay data.

Question 1

A cosmetic company employs two sales teams of three
people each.

1 The High Pay Centre is the successor to the High Pay Commission, a crea-
tion of the left-wing Compass campaigning group.
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In the first year the London team is very successful.
All three receive a salary of £40k and a £25k bonus. The
Manchester team doesn’t do as well and each member just
receives the £40k salary and no bonus.

In the second year, the position is reversed. Manchester
gets £40k and a £25k bonus each, while the London team
simply gets the £40k basic salary.

What is the average percentage increase in earnings?

The (perhaps counter-intuitive) answer is 12 per cent.
Not zero, because the increase for each member of the
Manchester team is off a lower figure than the decrease in
the London figure, so their percentage increase is greater
than the London team’s percentage fall. You can just see
the headline in Cosmetic World Weekly: ‘Sales team pay in-
creases by 12 per cent when shop floor pay is frozen.’ This
distortion is always present when looking at average in-
creases. The percentage increase in the average earnings
(as opposed to the average increase) is zero.

Question 2

In 2010, in each of 88 FTSE-100 companies executive di-
rector total remuneration realised increased by 8 per cent;
total remuneration awarded increased by 2 per cent in
these companies.

In the other twelve companies, executive director total
remuneration realised increased by 390 per cent (because
no LTIPs or ESOs had vested the previous year).

What was the median increase in remuneration realised,
and what was the median increase awarded?



UNDERSTANDING THE ‘FACTS’ ABOUT TOP PAY

What was the average increase in remuneration realised?

This is the picture that emerged in the financial years
up to March 2011. The numbers are simplified, but the an-
swers are: median realised, 8 per cent; median awarded,
2 per cent. But the effect of the twelve companies on the
average increase in realised remuneration (including
the ‘cosmetic salesman’ effect from Question 1) resulted
in an average increase of 49 per cent for FTSE-100 execu-
tive directors. The research firm, Incomes Data Services,
which used to publish an annual analysis of increases,
issued a press release headlining this second figure:
‘FTSE 100 directors award themselves a 49 percent in-
crease in pay.

There was a national outcry from which the reputation
of big company directors has never recovered. David Cam-
eron waded in, saying he found the figure ‘very disturbing’.
The then Archbishop of Canterbury (Rowan Williams)
condemned the greed of the executives. All this happened
at the time Vince Cable, then Business Secretary, was con-
sulting on the new reporting regulations.

Despite this condemnation, both the government and
the investor institutions were repeating the philosophy
that they had no problem with high pay, provided it was
justified by corporate performance. This had always been
the position of those supporting free markets.

We believe that this position has changed - that there is
now a common acceptance that executive pay is too high
full stop, and it is the disparity between top pay and average
pay that is socially divisive. Few people now dare repeat
the old free market philosophy. This marks a fundamental
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shift from shareholder primacy to governance based on
‘social justice’ principles.

The High Pay Centre has had a seminal role in this
change. It commissioned research by the now-defunct
IDS Remuneration Services, looking at the top 350 com-
panies. The IDS report® was launched at a public meeting
of the High Pay Centre in October 2014. Its conclusion was
that ‘based on the research presented here’, increases in
all the key elements of FTSE 350 directors’ remuneration
had far outstripped a range of corporate metrics and
there was little discernible link between executive earn-
ings and corporate performance. A distinguished panel
received the research. This included Financial Times
leader writer John Plender, who observed that ‘we always
suspected that was the case and I am not surprised’. The
launch was attended by several journalists and the con-
clusion made headlines. The lack of a link between execu-
tive earnings and corporate performance is now received
wisdom, repeated endlessly by journalists, politicians
and trade unions, and as seen above, by the Commons
Select Committee.

Unfortunately, the analysis was seriously flawed and its
conclusions were totally incorrect. To illustrate why, here
is Question 3 in our maths test.

2 New High Pay Centre report: Performance-related pay is nothing of the
sort, High Pay Centre, 28 October 2014 (http://highpaycentre.org/pubs/
new-high-pay-centre-report-performance-related-pay-is-nothing-of-the

-sort).
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Question 3

In a sample of six companies, every CEO is paid a bonus
based on a pure percentage of operating profits (OP). The
percentage share is different in each company. The results
of their bonus calculations are given in Table 3.

Table 3 Bonus calculation

Company Company Company Company Company
C D E

A B
CEO profit share 0.5% 2% 4% 5% 10%
OP £000 Bonus £000

0 0 0 0 0 0

1,000 5 20 40 50 100

5,000 25 100 200 250 500
10,000 50 200 400 500 1,000
15,000 75 300 600 750 1,500

What is the correlation between CEO bonus and perfor-
mance across the whole group?

It is clear that the correlation between operating profits
and bonus is 100 per cent for each of the companies in the
set. R squared in each case is 100 per cent. We can say the
bonus is completely linked to performance and this is true
of each of the five companies. But R squared for a regres-
sion analysis of the whole set drops to 38 per cent — not a
good fit. Why is this?

The reason can be seen in the combined scattergram
below. Because each company has a different profit share
percentage, the points are all over the place and the
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regression analysis is not a good explainer of differences
in bonus (Figure 6).

Figure 6 Bonus and performance across the sample
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Our scattergram is the result of combining five compa-
nies all with asingle profit measure. The IDS analysis for the
High Pay Centre carried out the same analysis for a sample
of 350 companies in the FTSE 100 and FTSE 250. As well as
the sheer number of companies, most of them would have
had a range of measures of which profit would be only one.
Not surprisingly they got a very low R squared (1.3 per cent)
and concluded there was no link between bonus and profit.
But, as in our example, there could in theory have been a
perfect link in each individual company. The IDS analysis
as it stands could not reject such a hypothesis.

If studies are going to look at the link between pay and
company performance, in order to test a hypothesis that
pay is not explained by performance, it is essential that
companies are looked at individually and tested in the
light of their own stated measures of performance. Now
it is perfectly legitimate to debate the measures chosen by
an individual company and whether they indicate success
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as perceived by shareholders or other stakeholders. But
it is not legitimate to look for correlations with standard
measures across 350 companies at the same time.

But the journalists bought the story, of course, as it fed
into the narrative that they ‘always suspected’ was the
case.

Conclusion

Our view is that poor research and analysis has done more
damage to social cohesion than the companies themselves
have done by paying their top executives highly. It has cre-
ated a bandwagon onto which the historical champions of
free market capitalism - Tory governments, institutional
investors, non-executive directors and the financial press
- have all felt obliged to clamber.

We are glad to say that, as things have turned out, the
government has been sensible in the new corporate gov-
ernance measures it has so far introduced. The year 2018
was the culmination of a journey that began with a Green
Paper and consultation in November 2016. In 2018 the Fi-
nancial Reporting Council issued a new edition of the UK
Corporate Governance Code and it is revising the Steward-
ship Code for institutional investors. It has been sponsor-
ing the new governance principles for large private compa-
nies — the “Wates Principles’ (Financial Reporting Council
2018). BEIS introduced significant new disclosure regula-
tions covering the CEO pay ratio, reporting on engagement
with various stakeholders and additional remuneration
reporting requirements. The Investment Association has
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introduced, on the government’s instigation, the ‘name
and shame’ register of AGM resolutions that fail to receive
80 per cent or more of votes.

To achieve change in relation to supposed ‘fat cat’ pay,
the government, and the FRC under its direction, has fo-
cused on improving disclosure as a change lever and has
avoided bringing in specific prescriptions in remuneration
policy. This is encouraging. But we have not seen the end
of lobbying and in the event of a change of government the
Labour Party has promised a cap on total remuneration.
It makes it doubly important that all parties involved in
policy-making are working with honest and rigorous stat-
istics — and that they brush up their basic maths.



4  THE RIGHTS AND WRONGS OF CEO PAY

Alex Edmans

Introduction

Few business topics capture the public’s interest — and
anger — as CEO pay. Indeed, a major reason why execu-
tives carried little weight in the Brexit referendum may
have been the belief that our business leaders are overpaid
crooks.

But does perception match reality? The public’s view is
largely shaped by what the media reports. And the media
have the incentive to report the most egregious cases - of
CEOs being paid millions despite poor performance — be-
cause they make for good stories. There might be thousands
of cases where pay is fair, which never get reported. This is
similar to how views on immigration (another topic argu-
ably misunderstood in the referendum) may be skewed by
newspapers only reporting stories of benefit-scrounging
immigrants, when there are millions of others working
hard and paying taxes.

Executive pay should definitely be reformed, and I've
argued for reform on many occasions. But, just as a doc-
tor needs to make an accurate diagnosis before prescrib-
ing the treatment, we need to start with the facts before
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proposing any reform. What are the areas in most serious
need of remedy, and what are the ones that are working
well? We want to avoid amputating a limb that’s actually
healthy. Most of what we think we know about executive
pay is actually untrue, because it’s based on flimsy re-
search, coupled with confirmation bias - the willingness
to accept half-baked evidence because it confirms what we
would like to be true (the idea that executives are crooks).

Some common myths about CEO pay

CEOs are unaccountable for poor performance

This myth is based on the view that salaries and bonuses
are relatively insensitive to performance, propagated in
part by a well-cited study' by MSCI. But changes in salaries
and bonuses are only a very small part of a CEO’s overall
incentives. The biggest component is his or her stock and
options holdings. Some studies take into account stock
and options granted this year, but we must also take
into account all stock and options granted in previous
years. What matters is wealth-performance sensitivity,
not pay-performance sensitivity - i.e. the sensitivity of
the CEOQ’s entire wealth to performance. (I have discussed
other issues with the MSCI study elsewhere.?)

1 Are CEOs paid for performance?, Your SRI (http://info.msci.com/are-ceos
-paid-for-performance).

2  Why the MSCI study does NOT show that equity incentives backfire,

Access to Finance blog (http://alexedmans.com/why-the-msci-study
-does-not-show-that-equity-incentives-backfire/).
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As a simple example, Steve Jobs was famously paid $1 a
year at Apple, regardless of performance. Does this mean
he didn’t care about performance? Clearly not, because he
had billions of his own wealth invested in the company’s
stock. Taking this into account, the median S&P 500 CEO
loses $6.7 million when the stock price falls by just 10 per
cent (Edmans et al. 2017). Moving to the UK, PwC calcu-
lates that this figure is £650,000 for the median FTSE-100
CEO.? It’s smaller, but still substantial, and if anything the
comparison might suggest that UK CEOs need more equity
compensation, not less as many politicians claim.

Sir Vince Cable, the leader of the Liberal Democrat
party and the former Secretary of State for Business, In-
novation and Skills, has frequently quoted unpublished,
non-peer-reviewed studies claiming that CEOs are not
punished for poor performance. But these studies simply
do not measure incentives properly. They only study sala-
ries and bonuses and ignore the CEO’s shareholdings.

CEOs are overpaid because
shareholders are powerless

The myth is that pay is designed by directors who are in
the CEO’s pocket, and rubber-stamp excessively generous
packages. Shareholders are too small for directors to listen
to them.

3 Executive pay in a world of truthiness, PwC (https://www.pwc.co.uk/ser-
vices/human-resource-services/insights/demystifying-executive-pay/
executive-pay-in-a-world-of-truthiness.html).
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So what happens when shareholders can run the show?
Evidence shows that, when private equity firms and hedge
funds take large stakes in firms, theyre not afraid to make
major changes. They improve operating performance, in-
crease innovation, and even fire the CEO in many cases.
But they very rarely cut the CEO’s pay. While large inves-
tors see many things to fix in a firm, the level of pay doesn’t
seem to be one of them.

Incentive pay doesn’t work

There are various studies that show that incentives
don’t work for many jobs. This is because performance
measures only capture one dimension of performance.
For example, paying teachers based on test results may
encourage them to teach-to-the-test. But none of these
studies are on CEOs. For CEOs, there is an almost all-
encompassing performance measure - the stock price. In
the long run (always an important caveat), the stock price
reflects all CEO actions, including employee satisfac-
tion, customer satisfaction, environmental stewardship,
and patent citations.

Indeed, a comprehensive study (von Lilienfield-Toal and
Ruenzi 2014) finds that CEOs with high stock ownership
outperform those with low share ownership by 4-10 per
cent per year. Moreover, further tests suggest that it’s
share ownership that causes outperformance, rather than
CEOs who predict that their stock will outperform being
more willing to accept shares in the first place.
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High pay inequality causes poor performance

Even if the level of pay is too small compared to firm value
to have alarge direct effect — a point we'll revisit later — per-
haps it has an important indirect effect through affecting
morale? But a recent study (Mueller et al. 2017) finds that,
in the UK, firms with higher within-firm pay inequality
exhibit higher operating performance and higher long-run
shareholder returns. Faleye et al. (2013) find a similar pos-
itive link between pay ratios and performance in the US.

While the book 7he Spirit Level (Wilkinson and Pick-
ett 2009) is frequently quoted as showing that inequality
causes negative outcomes, the statistical analysis is ex-
tremely weak. Most of the analysis regresses an outcome
variable (e.g. happiness, obesity) on inequality with no
controls at all. There are very many other potential deter-
minants of the outcome variables (e.g. the average level of
income, rather than inequality) which are ignored. Such
an analysis, with no control variables, would never get
through peer review at even a low-tier academic journal,
but has been accepted uncritically by people who are eager
to believe the findings.

Binding say-on-pay is better than advisory say-on-pay

Theresa May initially advocated moving from advisory say-
on-pay to binding say-on-pay. It certainly sounds tougher.
But a careful study of eleven countries (Correa and Lel
2016) has found that advisory say-on-pay has proven more
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effective than binding say-on-pay in both decreasing the
level of pay and increasing its sensitivity to performance.

There are clearly many dimensions of the pay debate
for which facts are irrelevant. For example, whether pay
should be driven by efficiency or equality is a subjective
topic about which reasonable people can disagree. And
even given a set of facts, reasonable people can disagree
on how to interpret them. But we should at least start the
discussion with facts, rather than myths and hunches.
Companies cannot launch a new drug without providing
evidence of its safety and effectiveness. In contrast, politi-
cians and policymakers feel they can make calls for reform
without even attempting to back them up with evidence.

We must stop obsessing over CEO pay ratios

In 2017, the average S&P 500 CEO in the US earned 361
times the pay of the median worker.* The median UK FTSE-
100 CEO earned 137 times more (High Pay Centre and
Chartered Institute of Personnel and Development 2018).
These figures are the number one piece of evidence that ex-
ecutive pay is excessive and the number one statistic that
advocates of pay reform argue should be fixed. According-
ly, both the UK and US are mandating pay disclosure. It is
hoped that such disclosure will shame firms into lowering
the ratio; investors, customers and employees can boycott
firms with overpaid bosses.

4 Executive Paywatch, AFL-CIO (https://aflcio.org/paywatch).
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I strongly believe that executive pay should be reformed.
My own research demonstrates the substantial benefits to
firms of treating their workers fairly. However, disclosure
of pay ratios may have unintended consequences that ac-
tually end up hurting workers. A CEO wishing to improve
the ratio may outsource low-paid jobs, avoid employing
part-time workers or invest in automation rather than
labour. He or she may raise workers’ salaries but slash
other benefits: pay is only one dimension of what a firm
provides. Research shows that, after salary reaches a cer-
tain (relatively low) level, workers may place a higher value
on non-wage benefits, such as on-the-job training, flexible
working conditions and opportunities for advancement.
Indeed, a high pay ratio can indicate promotion opportun-
ities, which motivate rather than demotivate workers. A
snapshot measure of a worker’s current pay is a poor sub-
stitute for their career pay within the firm.

The pay ratio is also amisleading statistic because CEOs
and workers operate in very different markets, so there is
no reason for their pay to be linked - just as a solo singer’s
pay bears no relation to a bassist’s pay. This consideration
explains why CEO pay has risen much more than worker
pay. As an analogy, Wayne Rooney was not clearly more
talented than Bobby Charlton, but he was paid far more
because football had become a much bigger, more global
industry by the time he was playing.

Just as the football industry has become bigger, so have
firms (also as a result of the global marketplace), and so it
is worth paying top dollar for top talent. Even if the best
player is only slightly better than the next-best player at
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that position, the slight difference can have a huge effect
on the team’s fortunes and revenues.

Median firm size in the FTSE 100 today is £9 billion.
Thus, even if a CEO contributes only 1 per cent more to
firm value than the next-best alternative, this contribution
is worth £90 million - much higher than the £4 million
median salary. Gabaix and Landier (2008) show that the
sixfold increase in CEO pay between 1980 and 2003 can be
fully explained by the sixfold increase in firm size.

The same argument does not apply to average workers.
A CEO’s actions are scalable. For example, if the CEO im-
proves corporate culture, it can be rolled out firm-wide,
and thus has a larger effect in a larger firm. One per cent
is £10 million in a £1 billion firm, but £90 million in a
£9 billion firm. In contrast, most employees’ actions are
less scalable. An engineer who has the capacity to service
ten machines creates, say, £50,000 of value regardless of
whether the firm has 100 or 1,000 machines. In short, CEOs
and employees compete in very different markets, one
that scales with firm size and one that scales less.

In addition to creating misleading comparisons be-
tween firms of different size, the pay ratio is not compar-
able across different industries. It is lower in investment
banks than supermarkets — but that’s because mid-level
bankers are paid pretty well rather than because banking
executives are paid poorly. Even within an industry, aver-
age pay depends on which countries a firm operates in and
its mix of capital and labour.

I fully share the aim behind revealing pay ratios, which
is to consider other stakeholders. But this aim is best
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achieved by encouraging CEOs to increase the pie for all,
rather than shrinking CEOs’ share of the pie. The website of
the AFL-CIO, the largest federation of trade unions in the
US, implies that high CEO pay means ‘more for them, less
for us’. But a salary of £4 million is less than 0.05 per cent
of a £9 billion firm value. The amount of the pie that can be
redistributed to other stakeholders by reducing CEO pay is
tiny. Instead, what matters for the size of the pie isn't the
level of pay, but the incentives that it provides to CEOs: as
Jensen and Murphy (1990) famously argued: ‘It’s not how
much you pay, but how’. The best way to encourage CEOs
to consider all stakeholders is to link pay to the long-run
stock price. For example, research shows that improving
employee satisfaction increases long-run stock returns
by 2.3-3.8 per cent per year, but takes four to five years to
fully show up in the stock price (Edmans 2011, 2012). Ex-
tending the vesting horizon from three years to six years
will encourage CEOs to invest in employee satisfaction. It
is better to focus on reforms that create 2.3-3.8 per cent of
firm value, not 0.05 per cent.

Indeed, a study by Flammer and Bansal (2016) shows
that granting CEOs long-term incentives has a positive
causal effect onboth firm value and operating performance.
The channel is that it leads CEOs to increase both innova-
tion and stewardship of customers, the environment, soci-
ety, and, in particular, employees. This makes sense - such
investments take a long time to pay off, so only far-sighted
CEOs will undertake them. Thus, if we want companies to
be more innovative and purposeful, lengthening horizons
is much more effective than cutting pay.
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What’s wrong with LTIPs?

Pay reform should thus focus not on the level of pay, but its
structure. Current pay schemes are complex, opaque, and
encourage short-termism. Take, for example, the case of
BP’s CEO Bob Dudley: how did he get paid £14 million in
2015, despite the stock price falling by over 15 per cent?

Figure 7 LTIP payoff

Bonus
cap

=
Q Target
& bonus

Hurdle
bonus

Lower Target Upper
threshold threshold

£4 Performance £8

It was the result of his Long-Term Incentive Plan (LTIP).
LTIPs pay the executive according to multiple perfor-
mance measures — for example, stock price, profitability
and sales growth - at the end of an evaluation period (say,
three years). For each measure, there’s a lower threshold
(say, a stock price of £4) that the executive must beat for
the LTIP to pay off, as Figure 7 illustrates. The value of the
LTIP rises with further increases above £4, before maxing
out at a higher threshold (say, £8).
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The philosophy behind LTIPs is sound - to link pay to
future performance. But it does so in a needlessly compli-
cated way that allows for gaming and fudging.

Let’s start with gaming. Despite the name, evidence
shows that ‘long-term’ incentive plans lead to short-
termism as the end of the evaluation period approaches. If
the stock price is just below £4, the CEO may cut R&D, to
boost earnings and get the short-term stock price over the
hurdle. The CEO might also gamble. If the gamble fails, the
stock price falls to £3, but the LTIP wouldn’t have paid off
anyway, so the downside is limited. If the gamble succeeds,
the stock price rises to £5, and the CEO cashes in. Effective-
ly, the LTIP gives a one-way bet. And the problems aren’t
limited to the bottom end. If the stock price is just above
£8, there is no further upside. Rather than innovating, the
executive may coast and become excessively conservative.

These thresholds are crazy. Society loses if firm perfor-
mance is disastrous (£3) rather than bad (£4). And society
gains if firm performance is great (£9) rather than good
(£8). But, for the LTIP, there’s no difference between disas-
trous and bad, or between great and good.

Turning to fudging, there is a huge amount of ambigu-
ity on how to design an LTIP.

What performance metrics should be used? Should there
be non-financial measures, e.g. treatment of workers? But
if so, any measure will be incomplete, and encourage focus
only on the measure being rewarded. For example, meas-
uring worker pay won't capture working conditions.

How do we weight the measures? Should it be 52 per cent
on the stock price, 27 per cent on profitability, and 21 per
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cent on sales growth? Bob Dudley received his £14 million,
despite the stock price fall, as a result of heavy weighting
on the safety and profit targets. Even worse, the weightings
are sometimes changed after the fact, to overweight the
dimension that the executive performs best on.

How do we choose the thresholds? There’s no clear reason
for £4, £8 or any number. In practice, the lower threshold
is often easy to hit, leading to perceptions of unfairness —
why should executives get abonus for average performance,
when ordinary workers don’t? Moreover, the thresholds
are sometimes lowered if there’s a bad external shock (in
BP’s case, an oil price decline) - but they are not adjusted
upwards when good luck happens - again leading to a one-
way bet.

Just pay them with shares! Simplicity,
transparency and sustainability

What's the solution? Corporations should get rid of LTIPs
and other bonuses, and move towards paying the CEO in
cash and shares (with a long holding period). This satisfies
three principles.

Simplicity. Make it simple. You don’t need to choose
particular measures, weightings or thresholds, and so the
CEO doesn't divert attention to gaming the system. It’s
simpler than the alternative of giving executives cash and
making them buy shares (even though it reaches the same
outcome) as CEOs can game when they buy the shares (e.g.
by releasing bad news to depress the stock price just before
buying).
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Transparency. While it’s very difficult to value an LTIP,
the value of stock is unambiguous. We know how much the
CEO gets paid, and under what circumstances - according
to the long-term stock price.

Sustainability. It leads to sustainable performance. As
discussed earlier, while the short-term stock price can be
manipulated, the long-run stock price captures stakehold-
er value as well as shareholder value, and granting long-
term equity has a positive causal effect on future profita-
bility, innovation and stakeholder relations.

Note such shares would not be given for free; they would
be accompanied by a reduction in cash salary. To repeat,
this is superior to paying CEOs in cash and making them
buy shares, as they might strategically time the purchase
of their shares.

The idea of de-emphasising LTIPs and increasing
long-vesting equity was also recommended by the House
of Commons Business, Energy and Industrial Strategy
Select Committee on Corporate Governance (2017), the
Norwegian Sovereign Wealth Fund (Norge Bank 2017),
the UK government in a Green Paper on Corporate Gov-
ernance Reform (2016) and the Purposeful Company
Executive Remuneration Report (2017). In 2018, the Weir
Group became the first FTSE-350 company to replace
LTIPs with long-vesting equity with support from both
proxy advisors.

A very important advantage of shares is that they can
be given to all employees as well. Giving shares to all em-
ployees will allow them all to — quite literally — share in the
firm’s success that they all helped create.
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This will help address fairness concerns. If the firm
succeeds, why should only executives benefit? Employees
contributed to the firm’s success as well. If they are given
shares, they will benefit too. CEOs can't gain without em-
ployees gaining also. By contrast, if CEOs get LTIPs while
workers get shares, the LTIP might pay off even if the
stock price falls, leading to concerns of ‘one rule for them,
another rule for us’ Evidence shows that broad-based
equity plans improve performance, perhaps due to a team
mentality.

Conclusion

In sum, let’s move away from the pie-splitting mentality of
pay ratios, and towards the pie-enlarging mindset of value
creation. Rather than bringing the CEO’s pay down, reform
should incentivise the CEO to bring everyone else’s up.
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5  WHAT CONCLUSIONS CAN WE
DRAW FROM INTERNATIONAL
COMPARISONS OF CORPORATE
GOVERNANCE AND EXECUTIVE PAY?

Vicky Pryce

In a world where large multinationals dominate and can
move money, headquarters and production around at will,
keeping track of developments and being able to regulate
them have now become too difficult for a single country
to achieve on its own. Coordination in approach is needed
to avoid arbitraging taking place, which can be destabilis-
ing. We have seen areas where countries working together
helps, such as in the imposition of sanctions, being tougher
on controls to prevent money laundering, greater checks
on illegal or unexplained capital flows and attempts by
Western institutions such as the OECD to ensure that
multinational firms, especially those in the technology
sector, are paying their fair share of tax in the country
where revenues are earned. The EU competition authori-
ties are becoming increasingly effective at using compe-
tition policy against internet giants and other dominant
international players.
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Yet so far there is very little coordination to mitigate the
sometimes astronomical pay awards for top executives in
countries such as the UK and the US, despite increasing
shareholder and popular discontent. Yes, we have seen
a rise in shareholder activism and some countries have
legislated to give increased powers to block remuneration
committees’ recommendations. But we are far from an
international consensus on executive pay - except per-
haps in such small ways as the EU’s attempts to restrict
bonuses in the financial sector. It certainly looks from the
outside like a failure of corporate governance, particularly
of multinational firms, despite the increase in awareness
and publicity and the increased reporting that now exists
through pressure from the corporate social responsibility
movement.

How the debate has evolved

There is no doubt that perceptions have changed. With
accelerated globalisation the stakes seem to have become
much higher.

The issue has been around for some time and positions
have been hotly contested. An important starting point is
the work of Michael Jensen and Kevin Murphy (1990). These
authors questioned whether the perception that CEOs were
overpaid was correct. In their view CEOs were rather being
underpaid by historical standards. The authors agreed
that compensation policy was a crucial factor in a com-
pany’s success but argued that protests from the business
press, unions and politicians intimidated board members,
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who were reluctant to link pay to performance as this
might produce highly visible rewards for top performers.
The corollary was that they were also reluctant to impose
meaningful financial penalties for underperformance
and took refuge in risk-averse bureaucratic compensation
systems. Jensen and Murphy concluded that average CEO
pay would ‘be higher if the relation between pay and per-
formance were stronger’ and that ‘managers would have
greater incentives to find creative ways to enhance corpo-
rate performance’ as a consequence.

Much more aggressive performance-related pay has
certainly been implemented since then and, although
it may have flushed out some bad managers, the results
haven't always been pretty to watch. They have often led to
perverse behaviour by CEOs and other executives, appar-
ently focused on improving their own rewards rather than
the firm’s long-term sustainability - the classic principal/
agent problem.

What do the facts tell us about international
variations in executive pay?

A common belief in Britain is that most instances of very
high pay arise in the US and the UK, which have been run
on what is (usually disparagingly) known as the ‘Anglo-
Saxon’ or meoliberal’ economic model. What is the evi-
dence? A Bloomberg report in November 2016' looked at

1 The best and worst countries to be a rich CEO, Bloomberg, 25 November
2016 (https://www.bloomberg.com/professional/blog/best-worst-countri

es-rich-ceo/).
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25 of the world’s largest economies and compared what
CEOs of listed firms on the main benchmark index of each
country received, and then compared that with the aver-
age CEO pay across the 25 countries surveyed, which was
$6.5 million.

This showed that the US came top in that year with an
average payment of $16.95 million for a CEO of companies
listed on the S&P 500. This was 2.6 times that of the aver-
age CEO pay of all the countries on the list. Switzerland
came second - at 1.6 times the average. Then the UK at an
average of $9.61 million for CEOs of companies on the FTSE
100, followed by Canada and the Netherlands. But rather
surprisingly Germany came in seventh, with an average
CEO pay of companies listed on the Dax 30 of $8.36 million,
only around $1 million dollars less than the UK.

Another way of looking at the issue is to focus on what
top executive payisinrelation to average per capitaincome
in the country in question. This is illustrated in Table 4. On
this metric South Africa and India were the most gener-
ously compensated countries despite scoring low in abso-
lute terms, showing the degree of inequality that exists in
those countries. However, on this measure the US was still
very high in third place and the UK in fourth. Canada and
Switzerland slipped to fifth and sixth but Germany was
there again in seventh place.

Germany’s high ranking may come as a shock. We are
accustomed to thinking that large German firms, subject
to a supervisory board where worker representatives sit,
should be an example of transparency, perceived fairness
and moderation. But we forget how open and externally
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focused big German firms are and how much they trade
with the rest of the world. They compete for top people like
every other player in global markets. Bill McDermott is
an American who heads SAP, Europe’s largest technology
firm. In 2017 he was the highest-paid CEO in Germany,*
reportedly having a package worth some €21.8 million,
including what were termed Tetention share units’. Like
other large multinational firms, SAP can probably justify
this to shareholders in terms of needing to offer a package
attractive enough to secure and retain international talent.

Other highly paid German CEOs covered in the Bloom-
berg figures include the boss of the chemicals firm BASF
and the CEO of the electronics firm Siemens. Then there is
the erstwhile CEO of Volkswagen, Matthias Muller, ousted
in April 2018 after his company was heavily involved in
and fined for the ‘Dieselgate’ scandal,® which put the spot-
light on German company corporate governance and firm
behaviour. The CEO of Daimler, Dieter Zetsche, who has
had to recall thousands of Mercedes vans and explain
himself to the transport minister in Berlin, is another top
earner. There are also reports of deepening EU investiga-
tions into collusion of the main car makers BMW, Daimler
and Volkswagen.

2 German executive pay gets supersized, Handelsblatt 15 March 2018

-supersized-898574).
3 Billions of euros in fines are possible if diesel emission tests were inac-

curate, Handelsblatt, 28 May 2018 (https://global.handelsblatt.com/com

panies/dieselgate-mercedes-benz-diesel-recall-puts-daimler-boss-ceo
-dieter-zetsche-in-the-hot-seat-928165).
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Table 4 Global CEO pay-to-average income ratio, 2016

CEO pay
Pay Smillion, GDP p.c. PPP
Rank  Economy ratio latest filing 2015/16 (5)
1 S. Africa 514.40 7.14 13,194
2 India 483.06 3.10 6,423
3 US 298.98 16.95 56,689
4 UK 228.70 9.61 42,006
5 Canada 202.98 9.32 45,921
6 Switzerland 179.34 10.58 59,011
7 Germany 175.65 8.36 47,582
8 Spain 172.42 6.15 35,656
9 Netherlands 172.32 8.66 50,235
10 Israel 119.42 411 34,444
11 S.Korea 113.98 4.25 37,280
12 Australia 113.07 5.45 48,225
13 Norway 100.99 6.96 68,944
14 Denmark 82.07 3.79 46,163
15 Sweden 74.95 3.67 48,938
16 France 67.65 2.84 41,930
17 Hong Kong 66.20 3.81 57,487
18 Malaysia 66.03 1.76 26,723
19 Singapore 64.89 5.60 86,232
20 Japan 62.33 2.40 38,518
21 Finland 61.20 2.54 41,461
22 Austria 46.57 2.21 47,421
23 China 43.00 0.64 14,882
24  Poland 23.94 0.65 27,107
25 Thailand 3.94 0.06 16,483

Source: Bloomberg.
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The figures in Table4, and other data, suggest that
Asian countries’ CEO pay has in some cases risen to par-
ity with the West. And it may be that in countries such as
China, where stock options offered by public companies
remain limited, there may be some serious under-record-
ing or under-reporting, as bonuses are often hidden. There
may also be unreported payments for on-duty consump-
tion such as food and travel and office expenses, which can
often substantially increase overall compensation levels.

It is, however, difficult to generalise from these figures
about whether the overall remuneration of CEOs is exces-
sive in some countries and too low in others, and what the
‘best’ system should be. Differences in effective pay may in
the end simply reflect different cultures rather than being a
sign of widely differing CEO capabilities. Before the German
elections in September 2017, the socialist SPD was working
to introduce a bill taxing CEO bonuses more heavily and
reducing tax deductibility on pension contributions, as well
as allowing shareholders to set CEO salaries as a multiple
of average pay in the firm. The supervisory board, which
includes worker representatives in big firms, would also
have the right to reduce executive pay in the cases of poor
performance or misconduct.’ The SPD is currently in power
as part of the CDU/SPD coalition after many months of

4 Shrouded in mystery: Chinese executive compensation and the numbers
behind the numbers, Knowledge@Wharton blog, 14 May 2012 (http://
knowledge.wharton.upenn.edu/article/shrouded-in-mystery-chinese-ex
ecutive-compensation-and-the-numbers-behind-the-numbers/).

5 Focus on executive pay expected to sharpen as German poll looms, Fi-
nancial Times, 11 April 2017 (https://www.ft.com/content/f1733428-157c
-11e7-b0cl-37e417ee6c76).
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post-election negotiations and it remains to be seen how
many of its proposals will survive. But German politicians
will undoubtedly have to respond to ongoing concern over
CEO pay packages: despite in most cases remaining well
below American levels, they have nevertheless been rising
sharply as a multiple of average wages.*

Following consultation on the Company Corporate
Governance Code, the UK government has accepted sev-
eral recommendations made by the Business, Energy and
Industrial Strategy Select Committee in 2017. Legislation
taking effect in 2019 requires listed companies with more
than 250 UK employees to produce an annual report out-
lining what the ratio of CEO pay is to the median pay, to
the 25th percentile and to the 75th percentile pay of their
UK workforce.” And firms also need to produce a narrative
explaining reasons for those differences. This development
follows the compulsory pay reviews that were put in place
to increase the transparency between pay of men and
women in big organisations (and are proposed for ethnic
pay differences as well). It is possible that any new require-
ments will be extended to large private firms as well as
listed companies.

The Conservative government acknowledges that there
are likely to be justifiable differences linked to size of

6 Germany’s SPD out to cap CEO salaries, Deutsche Welle, 24 February 2017
(http://www.dw.com/en/germanys-spd-out-to-cap-ceo-salaries/a-37709
544).

7 Corporate Governance Reform, House of Commons Library, 4 January

2019 (https://researchbriefings.parliament.uk/ResearchBriefing/Summa
ry/CBP-8143).
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businesses and also to sectors. It recognises that in retail
there are large numbers of lower-paid employees in each
firm, whereas this isn’'t the case in the financial sector.
There is no suggestion that a cap may be imposed on the
private sector: the emphasis is just on publishing and ex-
plaining - for the moment, at least. The Labour Party may
well go much further if it gets into power.

France on the other hand introduced a cap in 2013,
set then at €450k, for executives in the many companies
where the state has a majority stake.® This was justified
on grounds of ethics, justice and transparency and was a
multiple of the pay of the lowest 10 per cent of employees in
fifteen state companies. The then finance minister, Pierre
Moscovici, also promised that salaries in state companies
would become public and also expressed hope that the
state companies’ actions ‘would inspire the stabilisation of
certain practices in the private sector’. Since then France
has also passed a law allowing shareholders a say in the
CEO’s pay packages and allowing them also to stop each
year the performance-related part of the package,’ follow-
ing revolt over what were considered to be extravagant
compensation awards for the CEOs of Renault and Peugeot,
among others. But no actual cap has yet been placed on
the pay of executives of private sector companies across
the economy.

8 France to cap executive pay at 450,000 euros for state firms, France 24,
13 June 2012 (http://www.france24.com/en/20120613-france-moscovici
-hollande-ceo-executive-pay-cap-euros-state-firms).

9 Frenchshareholders win say on executive pay, Financial Times, 10 June 2016
(https://www.ft.com/content/240318b2-2ed9-11e6-bf8d-26294ad519fc).
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Does culture account for some of the
differences in attitudes to pay?

Evidence collected by Jelle Bonestroo' in 2017 for a thesis
for the University of Groningen and Uppsala University sug-
gests that the more individualistic a culture the more neces-
sary it may be to provide strong incentives in the compen-
sation package linked to future growth to ensure that the
interests of executives and shareholders are better aligned.

Looking at fourteen countries, the research found that
while in the US incentive-based compensation accounted
for some 80 per cent of the overall package it represented
only 50 per cent of the total package in France and just
27 per cent on average in Japan (Bonestroo 2017). Yet they
are all developed economies and members of the G7 with
roughly comparable per capita incomes.

How is this possible in an increasingly integrated world
economy where top talent can easily move? The answer
may lie in different economic structures, varying levels
of state involvement in the economy and a more or less
dominant financial sector. But is incentive compensation
a good thing in itself? Studies suggest that depending on
the type of non-salary compensation such packages may
in fact offer perverse incentives that encourage too much
risk-taking, which, though good for share prices in the
short term and providing the CEO with large rewards, may
jeopardise the long-term sustainability of a business.

10 CEO incentive-based compensation, investment opportunities and insti-
tutional heterogeneity, Uppsala University, 21 March 2017 (http://uu.diva
= jsf?pid=diva2%3A1083291&dswid=7533).
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The role of the shareholders here is significant. As we
saw when the full drama of the financial crisis unfolded
after 2008, in many instances shareholders may have
been complicit in supporting excessive short-term risk-
taking by managers of companies. The question therefore
is whether the current focus of government intervention
to enhance shareholder engagement and rights is the
correct approach to ensure that directors adhere to long-
term performance goals rather than short-term ones. It
helps if the company is aware of who its shareholders are.
The EU’s Shareholder Rights Directive, which came into
force in 2017 and is due to start being properly adopted
by individual countries in 2019, aims to remedy this by
improving the transparency of shareholder arrange-
ments and encouraging greater shareholder involve-
ment in large European companies. It is hoped that, as
a consequence, pay will be more reflective of long-term
performance than has been the case. The European
Commission has also made a number of recommenda-
tions on executive pay aimed at tilting the balance away
from short-term rewards and also at increasing public
perceptions of fairness by suggestions such as banning
severance pay in cases of failure (International Finance
Corporation 2015).

The directive still gives considerable discretion to
individual countries to decide on the exact strength of
shareholder rights and on whether votes are binding or
not. A number of countries such as the UK have already
moved to allow shareholders to vote on remuneration pol-
icy. This year the EU will also be able to impose fines for
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non-implementation of the full directive.! Even if the vote
ends up being only advisory in some countries, there will
still be the requirement that a firm will have to publicly
disclose their remuneration policy after a vote and that
policy will have to remain on the website for the duration
of the period to which it applies. There is no express re-
quirement for firms to abide by a CEO/employee pay ratio.
However, a country can transpose into domestic law the
need for firms to disclose as a ratio the annual change of
each director’s pay over a period against the evolution of
the average pay of full-time employees, which would in-
crease transparency.

Bonus capping

This is all very welcome for those who seek greater trans-
parency and equity in top pay, particularly as the early
focus after the financial crisis seemed just to be on lim-
iting short-term bonuses, at least in Europe. That in itself
had some perverse but wholly predictable results. A study
in 2014 by Patrick Kampkotter (2015) examined German
and Swiss financial sector bonuses before and after the
financial crisis, just as the EU cap of paying no more than
twice the base salary in the financial sector was being

11 New EU directive to introduce say on pay, govern shareholder intermedi-
aries and establish rules for related party transactions to take effect in
2019, Linklaters, 31 May 2017 (https://www.linklaters.com/en/insights/
publications/uk-corporate-update/uk-corporate-update---may-2017
new-eu-directive-to-introduce-say-on-pay-govern-shareholder-inter
mediaries-and-establish-rules-for-r).
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introduced and two years before the regime was tightened
further by the European Banking Authority (concerned
about the use of extra ‘allowances’ paid to circumvent the
cap) in 2016."2

The impact of banks tightening bonuses even before the
regulations came into effect was, not surprisingly, a move
to higher base salaries, which therefore led to a ‘lower per-
formance sensitivity of compensation’. Kampkotter found
that fixed compensation packages varied little between
banks but there were big differences in bonus payments
between individuals. One of the differences between the
two countries he studied is that the bonuses compared be-
tween companies were broadly similar in Switzerland but
seemed to vary greatly between banks in Germany, pos-
sibly reflecting widely different fortunes and global reach.

The evidence so far is weak on the question of whether
the bonus cap has led to a more secure financial sector. But
at least it may have had some impact on assuaging public
concern. For the rest of the business sector, that is rather
less the case. So while bankers in the EU continue to be
subject to bonus cap restrictions, other businesses are not,
and the unease continues.

What next?

Despite the important place this issue has taken in the
political agenda in many countries, there are problems in

12 EUbonus cap: the net widens, PwC, March 2015 (https://www.pwc.com/us/
en/industries/financial-services/regulatory-services/library/eu-banker

-bonus-cap.html).
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tackling it. Looking at practices in OECD nations, the evi-
dence suggests that countries and regions are moving to
greater transparency and there are increasing voluntary
and regulatory requirements for organisations to justify
the pay they award their top executives. The financial sec-
tor has been under greater scrutiny but large chunks of
business outside the banking system - for example, hedge
funds and non-listed financial intermediaries — still seem
very much to do their own thing without any constraints.

Very high rewards still seem to be there across most
sectors, for example in business services (such as the re-
wards of the former CEO of WPP, Martin Sorrell,”® until his
recent departure), in earnings of founders and directors of
the large tech firms (Facebook, for example) which are now
coming under increasing scrutiny given the mounting
concerns over perceived dubious practices and misuse of
data. And there are concerns about compensation in firms
which are argued to be making inadequate payments to
the tax authorities despite high turnover volumes in many
countries (Google and Amazon in the UK). Yet many firms
proudly display their corporate and social responsibility
reports while keeping executive pay at a huge multiple of
median wages in their firms.

A 2016 PwC study using Pew Research Centre and OECD
data' found widespread concern about inequality among
OECD countries, though surprisingly countries such as

13 WPP’s Sir Martin Sorrell turned a tiny firm into a global titan, BBC News,
15 April 2018 (https://www.bbc.co.uk/news/business-43668207).

14 Time to listen, PwC, 1 July 2016 (https://www.pwc.co.uk/services/human
-resource-services/insights/time-to-listen.html).
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Italy, France and Spain worried about it a lot more than
people in the UK and the US, where inequality is much
greater.”” Nevertheless, research carried out by Opinium
for PwC found that even in the UK some two thirds of the
population believed that top pay was too high and 87 per
cent believed that the issue needed to be addressed. And
there was a widespread view that pay should be limited to
no more than twenty times average earnings.

The problem is that individual countries will hesitate
to do much more until they can see clearly the evidence
that caps or other measures will eventually lead to an
improvement in company performance and that from the
economy’s perspective these measures actually result in a
better allocation of resources.

In theory anything that links performance to the
long-term sustainability of a company should be good for
growth and productivity. The measures so far seem to have
tackled perverse short-term incentives but it remains to be
seen whether they end up really incentivising longer-term
growth. Share buybacks and lack of investment in produc-
tive capacity still seem to be common. Critics of high pay
argue that more needs to be done in an internationally
coordinated manner to achieve fundamental change in in-
centives and to improve the perceived fairness of rewards.

15 Interestingly, the issue of ‘fairness’ in relation to executive pay was cor-
related less with actual inequality in a country but more to concerns and
anxiety about jobs and stagnating wage growth.
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6 TwWO KINDS OF TOP PAY

Paul Ormerod!

Introduction

The dramatic rise in the remuneration of top earners rela-
tive to most of the labour force is well documented. Forty
years ago, the typical compensation of a CEO in America
was around thirty times greater than that of the average
employee. By the mid 1990s, this ratio had risen to 100 to 1,
and now it is over 300 times as much. In the UK, to give a
smaller-scale example, there is much controversy over the
way in which the salaries of university vice-chancellors -
university presidents in America - have grown enormous-
ly, even in the most undistinguished institutions.

These developments have attracted a great deal of ad-
verse comment in the media. Popular resentment is high.
Yet the even greater amounts of money made by both
entrepreneurs and stars of popular culture appear to be
accepted with equanimity.

For example, in 2018 (according to Forbes), George
Clooney earned $239 million and Dwayne Johnson was the

1 Tam very grateful to an anonymous referee for some stimulating and help-
ful comments.
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second highest among male actors at $119 million.? The
same magazine noted that, in the year to June 2018, the
100 best-paid athletes made $3.8 billion between them.?
The boxer Floyd Mayweather topped the list with $285 mil-
lion. Even these sums are of course dwarfed by the wealth
of entrepreneurs such as Mark Zuckerberg and the late
Steve Jobs.

The public’s apparent unconcern about some people’s
fabulous incomes may seem paradoxical. However, I will
argue shortly that economic theory offers a sound justifi-
cation for these stupendous numbers in popular culture
and in entrepreneurship.

By contrast the rewards of corporate board members
are harder to justify, though there is an extensive litera-
ture in economics which attempts to do precisely that. It
might be thought that this is a challenging task. Until rela-
tively recently in the corporate world, to become seriously
rich you had to be an entrepreneur and take risks with
your own money. What we have seen with the rise in CEO
remuneration is that mere employees who are only risking
other people’s money, not their own, have also been able to
become seriously rich.

2 The world’s highest-paid actors 2018: George Clooney tops the list with
$239 million, Forbes, 22 August 2018 (https://www.forbes.com/sites/na-
talierobehmed/2018/08/22/the-worlds-highest-paid-actors-2018-george-
clooney-tops-list-with-239-million/#7154e5e17dfd).

3 Full list: the world’s highest-paid athletes 2018, Forbes, 13 June 2018
(https://www.forbes.com/sites/kurtbadenhausen/2018/06/13/full-list-the

-worlds-highest-paid-athletes-2018/#915d89f7d9f9).
4 'This applies to a wider range of employees in the banking and financial
sectors, though I do not discuss them here.
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In this chapter I consider arguments made by some
leading economists in defence of corporate top pay levels.
I also offer a broad perspective on the empirical evidence.
But a distinguishing feature of my analysis is to make a
case that the rise in corporate pay can be accounted for by
the spread of social norms.

Top pay in popular culture

The top-ranked Journal of Economic Perspectives had a
symposium of papers in one of its 2013 issues on the ‘top
one per cent’. The paper by the leading Harvard economist
Greg Mankiw was explicitly entitled ‘Defending the one
per cent’.

Mankiw relies essentially on two arguments, both of
which are based upon technology. He cites with approval
the work of Goldin and Katz (2008), who argue that tech-
nological change usually increases the demand for skilled
labour. Unless society is able to educate and train people
so that the supply of skilled labour increases at least as
much as the demand, the earnings of skilled workers will
rise relative to the rest of the labour force. As Mankiw
(2013: 23) puts it, ‘the story of rising inequality there is
not primarily about rent seeking, but rather about supply
and demand’.

We might wonder what the impact of the huge growth
in business schools in recent decades has been. These are
meant to teach executive skills and so the supply of people
capable of filling top executive roles might be presumed to
have increased substantially.
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Mankiw does concede that the Goldin and Katz argu-
ments apply to the broad changes in inequality in general,
and are not necessarily focused on the rewards of the top
1 per cent. But Mankiw invokes a further aspect of tech-
nology to account for why pay at the very top has grown so
spectacularly.

Changes in technology have allowed a small number of
often highly educated and exceptionally talented individ-
uals to command superstar incomes in a way which was
not possible a generation ago. Brynjolfsson and McAfee
argue this strongly in their book Race Against the Machine.
Mankiw quotes from the book: ‘aided by digital technol-
ogies, entrepreneurs, entertainment stars and financial
executives have been able to leverage their talents across
global markets and capture reward that would have been
unimaginable in earlier times’ (Brynjolfsson and McAfee
2011: 44).

A similar argument was used well before the digital rev-
olution really took off, by Sherwin Rosen (1981) in his paper
‘The economics of superstars’. This is the article invoked
by Kaplan and Rauh (2013), also defending the pay of the
top 1 per cent, in the same issue of the Journal of Economic
Perspectives as the Mankiw article.

An example which Rosen gave very early on in his paper
was ‘sales of elementary textbooks in economics are concen-
trated on a group of best sellers, though there exist a large
number of very good and highly substitutable alternatives
in the market’ (Rosen 1981: 845). This shows an amusing
prescience, given that Mankiw is the author of what is per-
haps the number one basic textbook of our times.
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Rosen’s arguments are based on some subtle concepts
in economic theory, and the paper itself rapidly becomes
rather dense in its use of maths for the general reader. Even
when set out in English, they require some effort to follow.

The key is what is described in the jargon of economics
as a ‘public good’. It is important to realise that the phrase
is not being used here in any natural sense. It has a specific,
technical meaning in economics.

A classic example of a public good in economics is defence.
Individuals cannot effectively be excluded from consuming
it, and the use of it by one person does not reduce the availa-
bility of it to others. To introduce some more jargon, a public
good is ‘non-excludable’ and ‘non-rival in consumption’.

So, for example, once a decision has been made to pro-
vide a country with a nuclear deterrent, no citizen can be
excluded from the services which it provides. Indeed, in this
case even the most ardent pacifist is obliged to ‘consume’ it.
And the fact that one individual benefits from its existence
does not mean that anyone else is prevented from benefiting
to the same extent. If I buy up all the bananas on a market
stall, until the seller restocks the stall, no one else can buy
them. But this is not the case with a public good.

In essence, public goods are not consumed individually,
but jointly.

Even in the pre-internet era, radio, television and the
telephone had greatly increased the level of connectivity in
society. A hundred years ago, for example, the only people
who could have any direct experience of Manchester United
playing soccer live were those present in the stadium during
the game. In 1927, the BBC began broadcasting live football
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commentary on radio. Although the BBC® began transmit-
ting soccer on television in 1938, the games were few and far
between, and regular coverage did not start until the early
1960s. It was only around that time that more than 50 per
cent of UK households had a TV. Now, of course, Manchester
United can be watched by literally billions around the world,
using a variety of delivery channels.

Rosen argued that the provision of many cultural ser-
vices, for example (and using the word ‘culture’ in a wide
sense) involves joint consumption, not unlike a public
good. A performer or author must make the same effort
almost regardless of whether 100 or 100,000 people watch
him or her, or read the book. The costs of production do not
really rise with the size of the market.

However, the difference between this technology and a
public good is that people can be, and are, excluded from
consumption. Unless you pay, you don't get to see the show
or read the book. But the joint consumption features of
these products and services means that a relatively small
number of sellers can in principle service the entire market.
And the more talented they are, the fewer still are needed.

So, as Rosen (1981: 847) puts it, ‘the possibility for tal-
ented persons to command both very large markets and
very large incomes is apparent’.

Kaplan and Rauh argue that, in the age of the internet,
the arguments made by Rosen have become even more
powerful. Professional athletes and artists, for example,
can now reach much bigger markets than ever before.

5 Which then held a domestic monopoly on radio and television in the UK.
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Technology enables Wall Street investors and executives to
acquire information and trade in hitherto unimaginable
amounts.

There is considerable validity in the opinions offered by
Mankiw and (via Rosen) Kaplan and Rauh. But these argu-
ments are much more relevant to stars of popular culture
and to entrepreneurs than they are to the board members
of massive companies which have been around for a con-
siderable amount of time.

As far as entrepreneurs are concerned, we can also in-
voke the argument made by Schumpeter (1934). A success-
ful innovation, which provides a product or service which
did not previously exist, enables the entrepreneur to earn
monopoly profits until such time as competitors are able
either to replicate the innovation or to produce a superior
competitor.

The theoretical justifications for the earnings of pop
stars, actors, athletes and entrepreneurs appear to be well
founded. In practice, people do not seem to begrudge these
individuals their rewards, vast though they may be. They
are perceived as being based upon individual merit.

Top pay and corporate executives

In the simple models of basic economics textbooks, indi-
viduals are rewarded in line with their productivity. The
more value they add to the organisation, the more they get
paid.

In the jargon of economics, this is known as marginal
revenue productivity theory. In competitive conditions, it
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is asserted, employees will receive the value of their mar-
ginal contribution to a firm’s revenue. Straightforward
expositions of this proposition are readily available on the
internet, so there is no need to expound the argument in
detail here.

Marginal contributions may be fairly easy to see on
factory production lines, in restaurants or in fruit picking.
When we are considering the pay of, say, CEOs, the theory
is more complicated. It reflects an important discussion in
economics which dates back to the end of the nineteenth
century, and is still very much alive today.

In the decades before World War I, two highly accom-
plished mathematicians who occupied the top chairs in
economics at the time, Alfred Marshall at Cambridge and
Francis Edgeworth at Oxford, wrangled over the issue.

Edgeworth thought that, in most situations, there was
an inherent indeterminacy about the price which emerged

- in the current context the ‘price’ is the salary of the CEO.
He wrote: ‘It may be said that in pure economics there is
only one theorem, but that it is a very difficult one: the the-
ory of bargain’®

Marshall simplified matters dramatically. He assumed
there are so many economic agents in a market that no
single one of them can influence the price. This enabled
him to draw, in his own best-selling textbook, the supply
and demand curve diagrams familiar to generations of
students.

6 F.Y.Edgeworth, ‘On the application of mathematics to political economy’,
reproduced in Marchionatti (2004: 137).
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At the time, Marshall prevailed. His textbook domin-
ated the teaching of economics for decades. Recently,
Edgeworth has returned with a vengeance. A lot of mod-
ern economic theory is about developing Edgeworth’s view
that economics is basically about bargaining. It makes
theory much more difficult, but potentially more realistic.

The implication is that there may be a wide range of
possible outcomes to any given bargaining process, rather
than there being a unique one dictated by marginal prod-
uctivity theory.

Nevertheless, the idea that executive contracts some-
how represent an optimal outcome retains a strong follow-
ing in economics.

A recent and very detailed survey of the literature on
executive pay was carried out by Edmans et al. (2017).
They spend considerable time discussing what they call
the ‘shareholder value’ view of CEO pay. This proposes
that CEO contracts are the outcome of shareholder value-
maximising firms competing in an efficient market for
managerial talent.

The authors immediately qualify the concept of opti-
mality in this context. For example, the optimal contract
theoretically may be highly non-linear and never be ob-
served in reality. More generally, they describe what they
term ‘bounded rationality’ where boards are not aware of
some performance measures that ‘could theoretically im-
prove the contract if included’.

Areasonable interpretation of the latter phrase is that it
describes imperfect information rather than bounded ra-
tionality in the sense which Nobel Laureate Herbert Simon
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used the phrase. Simon (1955) believed that in most practi-
cal situations it is simply not possible to know the optimal
strategy to follow or the optimal decision to make. It is not
a matter of a simple lack of information. The environment
in which agents take decisions is too complex at a point
in time and it evolves in too unpredictable a manner over
time, for the concept of optimality to have any meaning.

Nevertheless, even though optimality may not be a ter-
ribly useful concept in this context, it is of course still pos-
sible that the main motivation in determining executive
contracts is an attempt to increase shareholder value.

Edmans and his colleagues suggest that there are three
main hypotheses put forward in the literature to account
for the huge increase in executive pay in recent decades.

The first is the ‘shareholder value’ one already men-
tioned. The second is the Tent extraction’ view, which
argues that contracts are set by executives themselves to
maximise their own rents. The final perspective is that pay
is shaped by institutional forces, such as regulation, tax
and accounting policies.

The conclusion which is drawn is firm, while at the
same time being heavily guarded. From an empirical per-
spective, the authors argue that no single hypothesis can
explain all the evidence. The outcomes which are observed
are some combination of all three.

They also emphasise further limitations to our ability
to draw unequivocal conclusions. For example, much of
the formal theory around the issue has been developed
for the ‘shareholder value’ approach. But they point out
that seemingly innocuous differences in assumptions in
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models can lead to quite different outcomes. Further, this
hypothesis is consistent with a wide range of potential em-
pirical outcomes.

Much of the evidence discussed in the paper is, however,
of a detailed and technical nature. In the next section, I set
the discussion around executive pay in a broader context.

A broad perspective on the empirical evidence

We might usefully begin with a thought experiment. Im-
agine someone working for, say, $10 an hour. We wave a
wand, and are in a world where everything else remains
unchanged but the same worker is now paid just $5 an
hour. We could reasonably expect an adverse impact on
this person’s motivation.

Now consider someone receiving $10.1 million a year,
which according to Edmans and colleagues was the me-
dian CEO compensation in the S&P 500 companies in 2014.
Our wand performs the same trick, and this is reduced
to $5.05 million. It requires more imagination to believe
that someone paid this amount would somehow be insuffi-
ciently motivated to perform his or her job.

The fact is that, for long periods of time, CEOs and other
top executives were paid very considerably less than they
are now, and the economy nevertheless performed well.

Edmans and colleagues cite calculations by Frydman
and Saks (2010) on the real levels of compensation of the
three highest paid executives in the fifty largest US compa-
nies since the late 1930s. From the end of World War II to
around 1970, the median level of total compensation was
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just under $2 million a year in 2014 dollars. It is now well in
excess of $10 million.

It may of course be important to an individual company
that Mrs Smith rather than Mr Jones is appointed as CEO,
and the markets can and do take an interest in such things.
But the relevant context is not that of the individual com-
pany, but of the corporate sector as a whole, and within
this the large companies which dominate the economy.

Given the increase in CEO compensation, we would
expect to see an improved performance of the overall
economy in recent decades. The evidence, however, points
firmly in the opposite direction. The rate of growth of the
economy as a whole has slowed. Real GDP in the US grew
by 3.5 per cent a year between 1957 and 1987, but by only
2.5 per cent between 1987 and 2017.

GDP of course measures the output of the economy, the
amount of goods and services which are produced. The
value of companies is more complex, and is not simply re-
lated to how fast their revenues are growing. It depends
upon the expected future stream of dividends which inves-
tors might receive in return for holding equities.

Strong revenue growth might well increase the value of
a company. But investors will look not just at the actual
profits which are made on those revenues - because div-
idends can only be paid from profits — but will also form
expectations about the future growth in profits.

Undoubtedly, the market value of major companies
has grown spectacularly in recent decades. Stock markets
across the West have boomed, the crash of the late 2000s
notwithstanding. In 1987, the Dow Jones stood at - using
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very round numbers here to make comparisons easy
— about 2,000. In 2017 it averaged some 22,000: an eleven-
fold increase, which represents a dramatic acceleration
of growth compared with the three decades immediately
preceding, from 1957 to 1987. Over this earlier period, the
Dow Jones rose from 500 to 2,000.

The contrast is even more marked when we examine the
average annual rate of growth in real terms, after allowing
for inflation. Between 1957 and 1987, the Dow Jones rose by
4.6 per cent a year, but inflation averaged 4.3 per cent. Effec-
tively, it was more or less unchanged in real terms. For the
period 1987-2017, the comparable numbers are 8.3 per cent
and 2.1 per cent, a real increase of over 6 per cent a year.

Valuing financial assets is of course a complex business.
The American economist Robert Shiller got the Nobel Prize
for his analysis of financial markets. Using over a century’s
worth of data, he showed that the short-term fluctuations
in share prices were much greater than those of the divi-
dend streams which were paid out.”

But over longer periods, certainly over several decades,
the excess swings in equity prices, both up and down,
should to a substantial extent cancel each other out. We
should expect to see over the longer run a closer, albeit
still not perfect, relationship between changes in the stock
market and changes in the prospect of firms’ earnings.

The rate at which output is expanding has slowed in
recent decades, so we might imagine that the growth in

7 Robert]. Shiller Prize Lecture, The Nobel Prize, 8 December 2013 (https://
www.nobelprize.org/prizes/economics/2013/shiller/lecture/).
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the earnings of companies had also slowed. However, the
amount of profit which companies make from any given
level of output has risen.

The share of wages in national income was essentially
the same in the late 1980s as it was in the late 1950s. But
since then, there has been a fall of some four percentage
points, and a similar rise in the profit share.® This may
seem small, but in money terms it amounts to almost
$1 trillion a year.

The rise in asset prices — and hence the value of compa-
nies — is underpinned by the fact that profits have grown
faster than the economy as a whole over the past three
decades.

Might this, then, be arational explanation for the boom
in top executive pay? The stock market value of companies
has also boomed, and executive remuneration has risen
commensurately.

This explanation is, however, rather undermined by a
detailed analysis of CEO pay at the individual firm level
carried out by Ethan Rouen of Harvard Business School.
Rouen (2017) obtained confidential establishment-level an-
nual data provided by the US Bureau of Labor Statistics for a
large sample of firms in the S&P 1,500 from 2006 to 2013. He
found ‘no statistically significant relation between the ratio
of CEO-to-mean employee compensation and performance’.
In other words, in publicly traded companies there was no

8 In the national economic accounts, there are some minor categories of
income other than wages and profits, so that changes in the two are not
exactly equal and opposite.
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connection between how much the CEO was paid relative to
the average worker and how well the company did.

More generally, there has been a very powerful factor
operating across the developed world over the past three
decades or so which has held wages down relative to
profits. The absorption of China and India into the global
economy from around 1990 onwards added over a billion
workers to world labour supply. This process created
downward pressure on wage rates, particularly among
the less skilled.

Less dramatically, many of the countries in Eastern
Europe which were under Soviet domination entered into
the capitalist world after the fall of the Berlin Wall in 1989.
Christian Dustmann of University College London and col-
leagues provide detailed evidence on the impact on wages
in the old West Germany of the opening up of economies
such as Poland and the Czech Republic.

The implication of their empirical evidence is that CEOs
in general have not created the massive rise in stock mar-
kets, and therefore the value of companies, by their skill
and enterprise. They appear to have simply ridden on the
backs of the powerful economic forces which generated
the growth in the profitability of companies (Dustmann et
al. 2014).

A network perspective

Earlier we argued that many prices — and executive com-
pensation is one such price — are set not at a unique level
determined by supply and demand, but by a process of
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bargaining. There is a potentially wide range of indeter-
minacy in the price which emerges from any process of
bargaining.

The existing literature within economics on executive
pay largely neglects the role of social norms, and how these
may evolve and influence the bargaining process.

One of the most rapidly growing areas of knowledge in
the past two decades or so has been the field of networks,
more specifically, knowledge about how ideas, beliefs,
behaviours and the like either spread or are contained in
networks of connected agents.

The phrase ‘connected agents’ means agents who are
connected to each other in the sense that one, or both, of
them has the potential to influence the behaviour of the
other in a specific context. The group of others who may
influence any given agent may, indeed almost certainly
will, vary from setting to setting. I may, for example, pay
attention to the opinions of certain people on restaurants,
but when it comes to thinking about financial products, I
look to an entirely different set of people.

Two key assumptions of standard economic theory are
that the tastes and preferences of each ‘agent’ (individual
or business entity) are both formed independently and do
not vary over time. The decisions that an agent takes can
certainly be affected by what others do, but only indirectly
via prices. I may like bananas and go to the market intend-
ing to buy some, only to find that demand has been high
today and the price has gone up so much that I choose not
to buy any. But my liking for bananas has not altered. If the
price is lower tomorrow, I will buy.
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In a networked world of the type discussed here, these
assumptions no longer hold. A seminal paper, many years
ahead of its time, was by Nobel Laureate Thomas Schell-
ing (1973). With the intriguing title ‘Hockey helmets,
concealed weapons and daylight-saving time’, Schelling
was inspired by a story in the sports pages of his local
newspaper.

Anice hockey player had not been wearing a helmet and
had suffered serious head injuries when struck by the puck.
The rational choice was to wear a helmet. When a star play-
er was asked why he continued not to wear one, he replied
T don’t because the other guys don't’ In other words, his
preferences were not fixed. They were determined by the
behaviour of others.

Twenty years later, the now famous paper by Bikhchan-
dani and colleagues (1992) described how information cas-
cades can grow through Trational herding’ in a sequential
social learning process, with each agent balancing what
he or she already knows against what others can be seen
to be doing.

A landmark paper on how behaviours and opinions
spread across networks was published by the mathemat-
ical sociologist Duncan Watts. In this model (Watts 2002),
agents pay no attention at all to the attributes of the alter-
natives presented to them, in complete contrast to stand-
ard economic theory. Their decisions are based entirely
on what the agents to which they are connected - those
which can potentially influence them - do.

A key point from both the Bikhchandani et al. paper
and the much more formal analysis by Watts is that the
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information which spreads, the ideas which become popu-
lar, are not necessarily those which have superior qualities
to the rest.

Indeed, in the Watts paper by definition no single alter-
native is better than any of the others. Agents can only be
in one of two ‘states of the world’. To give a contemporary
UK example, an agent could either want to remain in the
EU or be in favour of leaving. By construction in Watts’s
model, at the start all agents hold the same view. Then a
few, at random, change their mind. Agents base their de-
cisions solely on the opinions of those to which they are
connected.

Most of the time, the switch of opinion fizzles out. But
occasionally, there is a ‘global cascade’ across the network,
and almost all agents alter their initial opinion. In essence,
the eventual size of the change depends upon some rather
subtle mathematical properties of the structure of the
network.

Of course, in practice things are much more complex.
Scientific models such as those of Bikhchandani and Watts
make deliberate simplifications in order to get a better
understanding of reality.

The key point to draw from this is that the optimal
choice among the alternatives in any given situation does
not necessarily win out. This goes against the arguments
put forward by, for example, Mankiw. He implicitly as-
sumes that the market always leads to optimal outcomes.
Modern technology simply enables rewards to a small
number of talented individuals to be leveraged on a mas-
sive scale.
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There could be justification for the size of the reward
if the best really did emerge. In sport, for example, it is
usually pretty clear. Either Bolt runs faster than you or he
does not. It is much less clear cut among CEOs as to who is
actually the best.

What executives save been really good at is in ensur-
ing that the narrative that they in some way deserve their
pay has become the dominant one in the relevant net-
work. The network here is the pool of people from whom
non-executive directors, management consultants with
the large firms, remuneration ‘experts’ and the like are
drawn.

Before the financial crisis, Piketty and Saez (2006: 204)
advanced the argument that executive pay had grown so
rapidly because of ‘the increased ability of executives to set
their own pay and extract rents at the expense of share-
holders’ They did not suggest exactly how this had hap-
pened. But the view is consistent with the idea that a set
of values which had previously held top pay in check has
been replaced, in the relevant network, by a set in which
traditional constraints no longer obtain.

Conclusion

Although the arguments of this chapter have perhaps been
complex, the conclusion to be drawn can be stated rather
simply.

The dramatic rise in the remuneration of athletes, film
stars, musicians and entrepreneurs has a sound justifica-
tion in economic theory. It has been created by the huge
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advances in technology, principally communications tech-
nology in the broader sense.

The increase in executive pay, in contrast, is hard to jus-
tify, whether from a theoretical or from an empirical per-
spective. In my view, it is difficult to escape the conclusion
that it has been primarily based on successful rent-seeking.
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7 TOP PAY FOR WOMEN

Judy Z. Stephenson and Sophie Jarvis

Introduction

There is a gender pay gap at all earnings levels. The rela-
tively few women at the top of large organisations such

as FTSE-100 companies can earn substantial amounts of
money, but even they earn much less than their male coun-
terparts.! However, it is not at all clear that the underlying

cause of this pay gap is unfair discrimination. The results

of the UK’s new compulsory gender pay reporting by large

organisations tell us what we already knew, that pay is

gendered, but they also show that the reasons for this

are complex. In this chapter we try to explain how labour
markets work, and how they work for different groups, as

a means of understanding what can or should be done to

ameliorate labour market gender inequality

It is tempting to write a chapter that champions the

cause of women’s pay and equality as a matter of govern-
ment policy, labour law and equal rights. To do so would
be timely and probably quite popular, though rather

1 Pay gap: what seven women FTSE CEOs earned in 2017, Wealth Manager,
15 August 2018 (https://citywire.co.uk/wealth-manager/news/pay-gap
-what-seven-women-ftse-ceos-earned-in-2017/a1146884).
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predictable. But there is a more interesting, and useful,
discussion about women and their pay to be had - why are
there a small number of women earning top pay in some
sectors rather than others?

Gender pay gap basics

First, some basics. According to a recent YouGov survey,?
64 per cent of people erroneously believe that the gender
pay gap means paying men and women different amounts
for the same work, i.e. unequal pay. Much of the heated
debate around the gender pay gap has been caused by this
confusion. The gender pay gap is in fact defined as a meas-
ure of the difference between men’s and women’s average®
earningsin an organisation or thelabour market as awhole.
It is expressed as a percentage of men’s earnings. The gen-
der pay gap for hourly pay across the UK in 2018 was 9.1 per
cent for full-time workers. The gap is largely attributable to
different kinds of careers and working patterns. Generally,
men work in higher-paid occupations, and they are more
likely to work full time in those higher-paid occupations.
They have longer career trajectories, and steadier work.
While the reasons for these are the outcome of many so-
cial, educational and possibly discriminatory inequalities

2 Most Brits have the wrong idea of what the gender pay gap is, YouGov,
14 September 2018 (https://yougov.co.uk/topics/economy/articles-repor
ts/2018/09/14/most-brits-have-wrong-idea-what-gender-pay-gap).

3 This can be the mean or the median: the gap is greater for mean earnings,
but the Office for National Statistics prefers the median measure as it is
more representative of ‘typical’ experience.
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and gendered patterns, it is rare that men and women are
paid different amounts for identical work, which would be
illegal. The gender pay gap is much more complex.*

As statistical analysis of the reported figures by the
ONS?® shows, only just over a third of the difference in gen-
dered pay for all workers (36.1 per cent) can be explained by
factors that affect labour market earnings generally — age,
sector, tenure, working pattern, business size and region.
Occupation (men are attracted to and generally work in
higher-paying occupations, while some occupations that
are seen as traditionally male pay more) accounts for al-
most a quarter of the difference between men and women’s
pay. The second biggest explanatory factor is working pat-
terns. Women earn roughly the same as men in most oc-
cupations until childbearing age or motherhood. Women
are much more likely to work in part-time roles, and in
part-time work they earn more than male part-timers —
but in the long run part-time roles pay less well, because
part-time workers do not attain the same seniority in large
organisations as full-time ones. Although tenure is a huge
determinant of pay in the labour market generally - men
and women who have worked for one employer for more
than twenty years earn on average 20 per cent more than

4 So too is the ethnic pay gap, which is coming under increased scrutiny.
Many of the arguments about the reasons for pay inequality discussed in
this chapter apply to ethnic disadvantage as well.

5 See:Understanding the gender pay gap in the UK, Office for National Statis-
tics, 17 January 2018 (https://www.ons.gov.uk/employmentandlabourmar

ket/peopleinwork/earningsandworkinghours/articles/understandin
thegenderpaygapintheuk/2018-01-17#a-breakdown-of-the-gender-pay
-gap).



https://www.ons.gov.uk/employmentandlabourmarket/peopleinwork/earningsandworkinghours/articles/understandingthegenderpaygapintheuk/2018-01-17#a-breakdown-of-the-gender-pay-gap
https://www.ons.gov.uk/employmentandlabourmarket/peopleinwork/earningsandworkinghours/articles/understandingthegenderpaygapintheuk/2018-01-17#a-breakdown-of-the-gender-pay-gap
https://www.ons.gov.uk/employmentandlabourmarket/peopleinwork/earningsandworkinghours/articles/understandingthegenderpaygapintheuk/2018-01-17#a-breakdown-of-the-gender-pay-gap
https://www.ons.gov.uk/employmentandlabourmarket/peopleinwork/earningsandworkinghours/articles/understandingthegenderpaygapintheuk/2018-01-17#a-breakdown-of-the-gender-pay-gap

TOP PAY FOR WOMEN

people who have worked for an employer for one year — the
effect is very similar for both men and women and so it
accounts for only just over 2 per cent of the difference be-
tween them.

The unaccounted-for gender pay gap

This still leaves the largest part — almost two thirds of the
considerable gap between what men and women earn in
the labour market - as ‘unexplained’. There is a common
belief that the gender pay gap is related to sexual discrim-
ination. Pay inequality may be related to sexual discrimi-
nation, but it is not directly caused by it. Employers who
respect the law don’t generally set out to pay women less.
Women are thought to be less confident in asking for pay
rises — but does this explain such a significant chunk?

We are taught to understand labour markets as mar-
kets where, in simplified terms, labour and skill are ex-
changed for wages and the position of a job. Associated
with this is the idea that wages should be ‘fair’ and that
more productive workers will be paid more. Key to the idea
of wage equality is that similar levels of skill should be re-
warded similarly. But labour markets are not exchanges
for skill and wages — they are markets where information
is exchanged and where skill only plays a small part in de-
termining pay.

Workers seek information about the availability of
work, wages, hours, colleagues, commutes and various
working conditions, while employers seek information
about the availability of workers, their likely cost and
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productivity, and their personal characteristics. The
information that both sides have is imperfect and asym-
metric in that neither side can ever truly obtain the infor-
mation they seek about the other, but in the attempt or
completion of every transaction many different types of
information are gathered.

By way of example, an employer in Exeter who hires
a 35-year-old male accountant, with a degree in man-
agement from the University of Nottingham, six years of
post-CIMA experience and a wife and two children, living
in Tiverton, on a permanent, four-day-a-week contract
and finds he does the work required very well and is faster
at producing the quarterly updates than his predecessor
might be predisposed to other Nottingham graduates,
other management graduates, other 35-year-old males,
other people from Tiverton with a wife and two children,
other CIMA-qualified accountants or all of the above. A
warehouse manager who hires two Polish women to count
stock part-time through an agency and finds them to be
efficient, tidier and more accurate than the English school
leavers who were doing the job until last week has gath-
ered information about the agency, Polish female stock
checkers, the youths she was using until last week, and
how quickly she can fill such a position. A major retailer
who poaches a marketing executive from a rival gathers
information about the rival’s marketing plans and wage
rates as well as the kind of information on personal perfor-
mance and characteristics described above.

It is clear that gender is part of the personal character-
istics of any employer or employee, and the associations
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about how one’s gender may affect work is what equality
legislation tries to regulate. It’s also clear from the descrip-
tions above that personal circumstances and choices about
working conditions will affect work choice. The 35-year-
old accountant might not have been keen on a commute
to Bristol because he drops his three-year-old at nursery
on the way to work, and he simply was not available five
days a week. This is more difficult to legislate for. Society
does not legislate the division of labour inside the home
(although there are some who believe that we should do
more in that regard). We know that women are still doing
two-thirds of all housework and domestic chores, and this
and parenting responsibilities are usually given as the ex-
planation for why they choose part-time work.

The information gap

Because the performance of any employee (or the work-
ing conditions at any employer) cannot be known before
work begins, the information that is exchanged in the
labour market is exchanged outside of employment or
in what we might call the ‘open market’ where potential
employers and employees transact through signalling.
Qualifications, previous employment history and other
personal characteristics indicate to employers that
employees will be productive. Share prices, media and
marketing, the quality of the coffee and the office furni-
ture, the style of any uniform and premises all signal to
employees what working conditions might be. Employers
and employees use such signals to sort potential matches
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and the business of exchanging this information is what
we all recognise as job search.

Information is also exchanged internally, within firms,
as performance becomes known. Changes to working con-
ditions such as hours, benefits and team changes also give
both sides information about relative performance and
likely future behaviour. If the employer of accountants in
Exeter described above had never previously employed an
accountant on a four-day-week contract, they will have
gathered information on part-time workers through the
performance of the 35-year-old male. But the 35-year-old
male will be missing information on what happens in the
office on the fifth day.

Part-time work

There is a large volume of research showing that, particular-
ly in the professions and more skilled occupations, women
suffer a ‘career penalty’ for motherhood. Generally, the pat-
tern is that women participate equally in the labour force
until they have children, then leave for a time - either for
maternity leave or for extended parental leave, or out of the
labour force altogether for a period — and when they return
they don't see the same progression. Although it is not en-
tirely clear from the figures, it is true that mothers are more
likely to work part time, and part-time workers are less
likely to rise to senior positions in organisations. This may
be because those who choose to work part-time miss out
on key information and networking opportunities that ad-
vance a worker’s career. Similarly, employers may not invest
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in them through training as much as full-time employees. It

seems fair to many people that those who stay late and are

always available and reliable are the ones who receive top

pay. not those who are trying to do something else impor-
tant as well as the job. Although this might sound harsh, in

reality there is no difference to a firm whether their employ-
ees, outside of working hours, are looking after their child or
enjoying extra leisure time. As women predominantly take

more part-time work than men, rewards to those who spend

more time at the office hit them hardest. In the long run this

means women on average don't receive top pay, and are side-
lined into work that pays less.

The ‘ratchet effect’ and the gender pay gap

Research into markets for information broadly predicts
two things that are relevant to gendered pay. The first is
that in any market for information there is always some
dispersion in the price paid for a good - or in this case the
wages paid for a particular level of skill - because infor-
mation is always imperfect. What this means is that the
same product will be offered at different prices from dif-
ferent sellers because they will each add different services
or benefits or costs to the product. Different negotiations
with different people produce slightly different outcomes.
Prices tend to converge when there are lots of transactions
- meaning lots of information - or where there is little
information (or skill) required. In markets where there is
a lot of activity, information eventually travels well and
everyone understands the ‘going rate’ or usual price. In
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markets where there aren’t many transactions, informa-
tion may be hard to find, and search costs very consider-
able. This means that absolute equality of pay or reward for
everyone doing the same work is uncommon, but it is more

likely at the lower-skilled end of the market or where there

is a high turnover of staff. Employers find out that they are

not paying enough when lots of people quit. Sometimes

employers ‘wage post’ at a slightly premium wage to at-
tract and retain workers and avoid the costs of hiring and

having to gather so much information. For women workers

what this means is that gender inequality in pay is likely to

be least in lower-skilled occupations, and where there are

lots of transactions, or where there are lots of transactions

by both men and women.

For example, take the accountancy profession. A qual-
ified accountant in the UK has broadly the same qualifi-
cation as all the other 260,000 accountants in the country.
By contrast, there is no standardised qualification for TV
presenters and broadcasters. And there are nowhere near
260,000 TV presenters and broadcasters in the UK. Women
working in accounting are more likely to be paid fairly as
there is plenty of information and there are plenty of ways
to signal in this market. In the TV industry there are fewer
signals and fewer players.

Another comparison would be the housing market. It’s
very easy to discern the right’ price of a house on a street
where there are twenty other houses that all look fairly
similar. It’s a lot harder to discern the price of a remote
house, where there are significantly fewer comparisons.
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Limited information and less time spent in the work-
place makes women more susceptible to inequality in
one important aspect of workplace and pay bargaining -
the ‘ratchet effect’. The ratchet effect relates to situations
where workers who are paid for their performance - or
paid ‘fairly’ - face a bargain with employers over the way
that this performance is assessed. If workers give a very
high output or level of productivity, they fear - often cor-
rectly — that employers will change the way they assess
performance, to set the bar higher or ‘move the goalposts’.
The ratchet is the upward movement of productivity or
effort expectation. Workers respond by limiting output or
effort short of their absolute highest level of productivity.
Employers respond by sanctioning certain behaviours -
breaks, holiday timings and duration, expenses and so
on. Such bargaining is subtle, strategic and ongoing in
all aspects of workplace activity. Women who feel less
secure in their positions because they have other depend-
encies - childcare or elder care, a need for flexible hours

- will limit output less, and may in fact give more to try

to gain security. If they spend less time in the workplace
they don’t see and absorb the ‘rules of the game’ that
everyone else is observing about output and productiv-
ity. Co-workers who are more regular may sense this and
exclude them from networks. This can directly impact
on their career progression. In other words, women may
be at a disadvantage in the subtle game of pay bargain-
ing inherent in workplace behaviours and performance
standards.
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Networking gap

Which leads on to another issue: people with better net-
works and information do better or gain more in such
markets. Search costs in labour markets are the costs
of finding and retrieving information about two things.
Firstly, workers don’t know if the kind of work they would
like to do, in the kinds of organisations they would like, at
the kind of pay rate they would like is available until they
begin to search for work. This kind of information is mar-
ket information - is there a going rate? What is the usual
contract and terms? Secondly, they don't really know what
the job will entail and whether the hours, co-workers, cul-
ture, expectations and other aspects of jobs that people
find important will suit them. This kind of information is
organisation-specific, and in any career progression com-
monly happens in the organisation’s internal labour mar-
ket. Some labour market information can only be gathered
by working for a particular kind of employer. This explains
the clubbiness that people who have worked for secretive
or idiosyncratic organisations can display.

If there are few women, or people that she knows, in
the sector, occupation or firm that a woman would like to
work in, then information will be harder to come by and
she is at greater risk of getting a poor deal. Firstly, search
is potentially more difficult for women. In order to gather
information about what working at a firm at a given pay
rate will be like for them, they need to find others like
them, and in the best-paid professions there are fewer
women to glean information from. The market is thin. In
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thin markets it is harder to search, and transactions are
harder to put together. One can illustrate the concept
by showing how search becomes more difficult later in
women’s careers. A young woman who is searching for her
first job after university has information from all her peers
and from university careers services and employers who
advertise. Her information is probably as good as any of
her friends’, whether male or female. Fifteen years later,
after maternity leave, and extended parental leave to help
look after children, and working in a part-time role, she is
much more isolated. There are fewer like her in her chosen
occupation, and because they are part time they see each
other and possibly exchange information less.

Almost counterintuitively, this means that women in
very specialist or very idiosyncratic work may have very
high or very low pay - but because it’s much harder to know
what the pay ‘should’ be, it will all come down to individual
bargaining, rather than signalling and information. This
explains why some women in specialised fields - such as
the well-publicised BBC cases - have very good outcomes,
and some very bad. It's much harder to say what is ‘fair’ if
there is no market information. Some BBC women were in-
deed being paid different amounts for doing the same job
and having more or less the same experience. The one case
that dominated the news, Carrie Gracie,® was a situation
where there were very few comparable signals to offer in-
formation to either side, yet the reportage treated this as a

6 BBC reaches equal pay deal with former China editor Carrie Gracie, The
Guardian, 29 June 2018 (https://www.theguardian.com/media/2018/jun/
29/bbce-reach-equal-pay-deal-with-former-china-editor-carrie-gracie).
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straightforward story of inequality. To say this should not
exonerate the BBC, and many similar organisations, for
some very poor monitoring of performance and general
HR standards. It is to highlight that unless we understand
how such pay bargains happen, and how pay information
works in the labour market, the inequalities that many
people understand as ‘discrimination’ will persist.

Better information

What does this all mean for the gender pay gap? If the labour
market is one for information, then good information - real
data on what matters and how markets work - is vital for
women. So the information being gathered from the com-
pulsory reporting of all organisations with over 250 em-
ployees is very good news for women - and men - because
it gives everyone better information. Everyone can search
for information on pay gaps in their firms, in their sectors
and in their occupations. The fact that the information is
available to everyone also has a positive impact if misinfor-
mation is a reason behind the pay gap. The real news is that
the reasons for the differences in men’s and women’s pay are
multifarious and the outcome of many choices, behaviours
and signals. Labelling the gender pay gap as about discrim-
ination risks ‘informing’ women that they are all victims of
injustice. This is poor information. This would not do young
women (or young men) any favours in the workplace in
terms of working towards top pay.

There is anecdotal evidence that good information has
already had some effect. There have for instance been
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several high-profile cases of women in broadcasting nego-
tiating pay rises as a result of the BBC’s declarations.” Their
assumption is that big pay increases were brought about
by their employer being unwilling to face another round
of critical scrutiny for unacceptable or higher-than-aver-
age pay differentials. The publication of reported pay gap
figures has also stimulated women’s groups and networks
to collaborate to share better information. At one of the
big banks an internal pay group has been meeting since
the spring of 2018. There are, apparently, active female net-
works sharing information in two of the big accountancy
firms. These micro-networks are a positive result of gender
pay gap reporting, and they will probably have a positive
impact on equality of earnings, and on productivity.

What can organisations do about the gap?

That the part-time nature and longevity of women’s careers
have such a big impact on pay is undoubtedly related to
childcare commitments. One of the reasons women take
such a long time off looking after children is because child-
care is too expensive. It doesn't make economic sense for
most people to work and have their children looked after by
other people if childcare costs outweigh their salaries, and
there is only a slim chance that such investment will yield
higher pay in the long run. Recently an ex-BBC journalist
reported to the Work and Pensions Committee that she

7 BBC to reveal list showing increase in high-paid women, The Guardian,
11 July 2018 (https://www.theguardian.com/media/2018/jul/11/bbc-to-re
veal-list-showing-increase-in-high-paid-women).
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would only have had £60 a month left after childcare costs
in London on a £32,000 salary.® If time out of the workplace
damages women’s earning prospects, and damages work-
place equality, then it should perhaps be a policy goal for
women to go back to work more quickly. A striking aspect
of the childcare market is how little innovation and how few
productivity changes there have been in it over the last two
decades, compared to other labour-intensive services such
as food services and medicine. There are many barriers to
entry in the childcare market such as limits on the number
of children carers can look after (Bourne and Shackleton
2017). For example, in Sweden and France carers can look
after up to eight children per carer, but in England this
number is only four, increased from three in 2013.

A higher proportion of women taking up flexible work
is also a reason why women don't receive top pay. Research
suggests that people working in jobs which offer flexibility
pay a penalty for this. On the other hand, jobs where hours
are long and commitment is required pay a significant pre-
mium. This can be readily seen in the long-hours culture
that has emerged in the high-paying professions in the City,
where hours in banking, finance, law and consultancy
have soared in the last two decades. In jobs where hours
and conditions have to be the same for all position holders,
there is a smaller gender wage gap. This suggests that not

8 Universal Credit is ‘women’s human rights issue’, ex-BBC journalist tells
MPs after revealing she turned down £32,000 salary as it would leave her
with £60-a-month after childcare, Daily Mail, 24 October 2018 (https://
www.dailymail.co.uk/news/article-6312869/Universal-Credit-womens

-human-rights-issue-ex-BBC-journalist-tells-MPs.html).
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only do women pay a penalty for part-time working (Costa
Dias et al. 2018), but that men earn a premium for being full
time, and in high-paid occupations they earn what econo-
mists call a ‘compensating differential’ for being more than
full time - constantly available and working long hours.

It might seem, therefore, that one route to closing the
gender pay gap, and increasing women’s participation at
the top of the market, would be to offer flexible work for all,
not just to parents.” One top law firm in the UK has offered
flexible work to all employees at partner level. This is not
applicable just to child caring but any reason for working
flexibly. If men were to take up flexible working at the same
rate as women do, it might be expected that the gender pay
gap would fall. It is perhaps an idea to encourage — albeit
with alight hand - companies that are able to offer flexible
working to all to do so, if they want to see a smaller gender
pay gap. But more work needs to be done to understand the
barriers to flexible working for all, and whether employers
and businesses are really getting maximum productivity
from a long-hours culture or whether it is just needlessly
perpetuating inequalities.

Quotas

There is evidence that policies favouring gender diversity
have led, in some cases, to senior executive women being
promoted more quickly than men, and that in such a high-
ly qualified pool, in some locations being female actually

9 Asargued for the similar American market by Goldin (2015).
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increases the statistical chances of becoming CEO. How-
ever, a recent ILO report shows that while women hold
50 per cent of middle-management positions, less than
5 per cent of CEOs of publicly listed companies in OECD
countries are women (just 2.8 per cent in the European
Union) (International Labour Organization 2015). This is
because, although a woman may have more of a chance
when it comes to the executive board deciding the next
CEO, there are significantly fewer women in the final pool
in the first place.

The evidence on positive discrimination towards
women, where quotas are used to balance board appoint-
ments, is surprisingly mixed. In Norway, for example,
where they implemented corporate board quotas in 2003,
the promotion of high-achieving women to public boards
has donelittle to boost corporate performance or to change
gendered business patterns elsewhere in the economy.
One report notes that, seven years after the board quota
policy fully came into effect, ‘we conclude that it had very
little discernible impact on women in business beyond its
direct effect on the women who made it into boardrooms’
(Bertrand et al. 2019: 191).

Conclusion

The current discourse around the gender pay gap tends
to generalise the gap as discriminatory and unjust. The
figures themselves and an understanding of labour mar-
kets as markets for information demonstrate that the
problem is much more complex, and not something that
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can be easily, or fairly, legislated for. Different workplace
behaviours and activities are the result of different choices
and preferences, themselves gendered, arising from social
and family roles and responsibilities which are the result
of long-standing cultural institutions. Many of those cul-
tural issues are undergoing rapid change among some
groups, particularly among well-educated urban families
where fathers are taking a much more active role. In gen-
eral, however, much of the current difference in pay is
the consequence of career patterns which are governed
by women and men making different choices about how
work and care-giving fit in with their lives. The evidence
suggests that, apart from encouraging flexible work for all,
legislating how employers behave and how they pay will
not affect these things, except perhaps in unforeseen ways
which may not help gender equality in the workplace or
pay. Only by women’s increased participation in work and
in pay bargaining will pay become more equal.

If labour markets are markets for information, we
should be optimistic because in 2018 the information
available improved greatly. But we need to analyse that
information properly within an understanding of how
markets work rather than jump to hasty conclusions, or
legislation. And the end goal should always be equality of
opportunity, not equality of outcome.
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8  PUBLIC SERVICE OR PUBLIC PLUNDER?

Alex Wild

It is relatively easy to dismiss concerns over high private
sector pay as people are not forced to contribute to remu-
neration packages of private sector executives. If you have
a moral disagreement with the amount a private sector
employee is paid, you can usually choose to cease trans-
acting with that individual or company. The same cannot
be said of the public sector, which is largely funded by tax-
ation which you must pay or face legal sanctions.

Definitional issues

There are, it should be said, several areas where distinc-
tions between private and public sector are unclear. Parts
of the public sector, such as Ordnance Survey and the Met
Office, are run on a commercial basis and do not have
any direct recourse to taxpayer funds. Likewise, there
are some private sector companies (such as outsourcers
Capita and G4S) and charities which are heavily, in some
cases almost totally, reliant on government contracts.
NHS General Practitioners are usually considered part of
the public sector but are in reality private businesses, for
example.
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Put simply, there are people in the private sector paid
almost exclusively with public money and people in the
public sector paid almost exclusively with private money.
This needs to be taken into consideration when trying to
set hard and fast rules.

Who is better off?

Since 2010, much has been written about pay restraint
in the public sector. What has often been referred to as a
‘freeze’ or a ‘cap’ has been restraint in increases of pay scale
increments rather than a freeze on any individual’s pay.

Leaving aside for a moment whether or not this is the
optimal way in which to set public sector pay, it is impor-
tant to consider how well public sector employees are paid
relative to private sector employees as best we can. Table 5
sets out some basic comparisons. It shows clearly that the
typical public sector worker is better paid than the typical
private sector worker.

This table shows the figures without any context.
People working in the public sector are on average better
qualified than those in the private sector, and this needs to
be borne in mind. After adjusting for characteristics such
as education and experience, mean private sector pay ac-
tually overtook public sector pay in 2017, according to the
Office for National Statistics.' This is, however, only part of
the story, as the data exclude pensions.

1 Is pay higher in the public or private sector? Office for National Statistics,
16 November 2017 (https://www.ons.gov.uk/employmentandlabourmark

et/peopleinwork/earningsandworkinghours/articles/ispayhigherinthe

publicorprivatesector/2017-11-16).
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Table 5 Gross weekly pay by percentile, 2017

Public Private Difference in favour

Percentile sector (£) sector (£) of public sector (%)
10 177.9 139.9 27
20 276.6 229.4 21
25 318.0 277.9 14
30 353.1 309.0 14
40 424.2 368.9 15
60 567.3 513.6 10
70 661.9 612.3 8
75 707.0 672.2 5
80 762.3 751.6 1
90 920.6 1,006.2 -9

Source: Office for National Statistics.

Table 6 Gross weekly pay within top decile, 2017

Public Private Difference in favour

Percentile sector (£) sector (£) of private sector (%)
90 920.6 1,006.2 9
91 949.3 1,054.1 11
92 985.8 1,105.8 12
93 1,026.4 1,158.7 13
94 1,075.2 1,235.0 15
95 1,128.0 1,317.2 17
96 1,206.8 1,424.1 18
97 1,319.9 1,571.9 19
98 1,535.6 1,812.1 18
99 1,934.6 2,232.1 15

Source: Office for National Statistics.
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Table 6 looks in more detail at pay comparisons. Above
the 90th percentile the gap in favour of the private sector
increases to 19 per cent by the time we get to the 97th
percentile.

At a superficial level, this could lead us to conclude that
at the top end of the income distribution, public sector
workers are relatively poorly paid compared to their pri-
vate sector counterparts. However, even at a simple stat-
istical level, such an argument doesn’t stand up to scrutiny.

Pensions are far more generous
in the public sector

As is the case across all income percentiles, gross pay fig-
ures fail to account for pensions. Pensions in the public
sector are, almost exclusively, unfunded defined benefit
schemes.” Such defined benefit schemes see employers
bearing more risk as they guarantee to make pension pay-
ments to retirees at an agreed rate, irrespective of invest-
ment returns, if indeed any investments are made.

In funded schemes, assets are easy to value. They
mainly consist of securities such as bonds and shares for
which prices are regularly quoted. Liabilities are, however,
far more difficult to value, depending on inflation, future
investment performance and life expectancy. Accounting
standards mandate that the discount rates used to value
liabilities are based on high quality (AA) corporate bond

2 The biggest exception being local government pension schemes, which are
partially funded defined benefit schemes.
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yields. A prolonged period of low interest rates, such as
we have been experiencing since the financial crisis, can
therefore substantially increase a scheme’s liabilities, at
least in an accounting sense.

In the private sector, defined benefit schemes are ef-
fectively closed to new entrants. In 2016 there were just
58,000 private sector entrants into open defined benefit
schemes.? The number of active members of open defined
benefit schemes (i.e. those paying into them) in the pri-
vate sector fell from 1.4 million to 0.5 million between
2006 and 2016.

The cost to the taxpayer of providing these old-style
public sector pensions is extremely high. While employee
contribution rates are higher, so are employer contribu-
tions. In the average open defined benefit scheme in 2016,
employee contributions were 6.3 per cent but employer
contributions were 15.6 per cent. On top of this, £12 bil-
lion was put into public sector schemes by the Treasury in
2017/18 to cover the shortfall between contributions and
pension payments. Indeed the true costs of public sector
defined benefit schemes are significantly understated as
they use an artificial discount rate (Record 2014).

The contribution rate required by the most highly paid
public sector workers varies significantly. For instance, a
member of the NHS Pension Scheme earning a salary of
£112,000 would be required to make a contribution of

3 Occupational Pension Schemes Survey, dataset, Office for National Sta-
tistics, 6 September 2018 (https://www.ons.gov.uk/peoplepopulationand
community/personalandhouseholdfinances/pensionssavingsandinvest
ments/datasets/occupationalpensionschemessurvey).
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14.5 per cent,’ but a member of the Civil Service Pension
Scheme earning the same amount would only be required
to contribute 7.35 per cent.” The Bank of England Pension
Scheme requires no employee contributions at all. On aver-
age, public sector pensions are around five times as gener-
ous as those on offer in the private sector.®

These schemes have survived (albeit in a modestly
reformed state) in the public sector for a number of rea-
sons, financial and political. The state is not under the
same financial constraints as private employers because
it has the power to tax, and politicians make decisions
for electoral rather than commercial reasons. The costs
of providing these extremely generous pensions to public
sector workers are both largely hidden from voters (as
pension liabilities are excluded from public sector net debt
figures quoted by Chancellors at budget time) and widely
dispersed among taxpayers.

False comparisons

Various public sector bodies and unions have sought to
make comparisons between the private and public sector

4 Pension contributions and tax arrangements, NHS Employers, 24 March

2017 (https://www.nhsemployers.org/your-workforce/pay-and-reward/pe

nsions/pension-contribution-tax-relief#Employer).

5 Contribution Rates, Civil Service Pensions (https://www.civilservicepen
sionscheme.org.uk/members/contribution-rates/).

6 A nation divided: public sector pensions worth five times private sector
pensions, Tilney Group, 24 February 2016 (https://group.tilney.co.uk
press/articles/a-nation-divided-public-sector-pensions-worth-five-times

-private-sector-pensions).
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in arguing for higher top pay. Granted, government depart-
ments, large local authorities and quangos are comparable

to large businesses in terms of number of employees and

revenues, but the similarities usually end there.

The best-paid people at such large public sector organ-
isations are Permanent Secretaries and Chief Executives
but they do not fulfil the same role as private sector chief
executives. Local authorities and government depart-
ments do not operate in competitive conditions, have little
or no responsibility for bringing new products and ser-
vices to market, and are reliant on handouts from central
government and/or taxes or charges they can levy.

Moreover, by and large, their employees implement in-
structions from elected politicians. They are, as Sir Hum-
phrey Appleby would say, ‘humble functionaries’.

Around 18,500 active companies became insolvent in
2017 Public sector organisations on the other hand cease
to exist only when the government of the day decides that it
no longer wants them to exist. Such decisions are at least as
political as they are financial, subject to considerable public
scrutiny and are invariably met with considerable resist-
ance from politicians, unions and user groups. The result is
that public sector organisations are far less likely to make
headcount reductions or close down altogether than private
sector businesses. Poor decision-making by senior manage-
ment does not result in falling revenues and job losses.

7 Insolvency statistics - October to December 2017 (Q4 2017), Insolvency

Service, 26 January 2018 (https://assets.publishing.service.gov.uk/govern

ment/uploads/system/uploads/attachment data/file/675931/Insolvency
Statistics - web.pdf).
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Granted, there is in principle scope for competition be-
tween local authorities, but in practice there is currently
very little autonomy with councils largely responsible for
fulfilling over a thousand statutory duties. Competition
between authorities is therefore minimal compared to
other countries with greater devolution of responsibilities.
Indeed, many politicians oppose more devolution on the
grounds that it would create ‘postcode lotteries’ or start
a ‘race to the bottom’ on service provision and local taxes.

Even in areas of the public sector where quasi-markets
operate and providers compete with one another and can
theoretically go bust (in some parts of the NHS and edu-
cation), trusts and schools are seldom allowed to fail out-
right and are instead bailed out or placed in some form of
special measure or conservatorship. The roles of public
sector headteachers and senior hospital managers and
administrators are in some ways more similar to their
private sector counterparts than the roles of, say, local
authority chief executives are to private sector chief exec-
utives: a hospital is responsible for treating patients and
a school is responsible for teaching children, regardless
of whether it is in the private sector or the public sector.
But they remain significantly different owing to the far
lower chance of their organisations failing and not being
bailed out.

The need to compete with the private sector

High public sector pay is often justified by trade unions on
the grounds that the public sector needs to compete with
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the private sector for top talent. While there are obvious
risks if the public sector cannot recruit certain scarce
skills and competences, the benefits of having public sec-
tor pay rates that persuade top talent to leave the private
sector (or not enter it in the first place) have to be consid-
ered alongside the loss of their skills from the productive
side of the economy. Almost all public sector workers are
a net cost to the private sector and this net cost has to be
paid for with tax revenues, present or future, which create
deadweight losses.

There are greater similarities between public and private
sector jobs in some roles rather than others. In lower-paid
jobs such as basic administrative work for example, there
are unlikelyto be considerable differences between the skills
required to work in the public sector or the private sector,
nor are there likely to be significant differences between the
nature of tasks employees are expected to perform. How-
ever, the most highly paid jobs in the private sector do not
have an obviously analogous role in the public sector.

Regional differences

In some parts of the country, the problem is not one of the
public sector’s inability to recruit and retain workers, but
rather the reverse, as Table 7 suggests. The loss of private
sector talent to the public sector is exacerbated by na-
tional pay bargaining. While pay at the 90th percentile
for the UK as a whole may be higher in the private sector
than in the public sector, in some regions the reverse is
true. Given that pay at the lower end of the public sector
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Table 7 Regional pay differentials between
public and private sectors, 2017

Difference in
Gross weekly  favour of private

Region Sector pay (£) sector (%)

Public sector 845.7

North East . 1.9
Private sector 861.6
Public sector 904.3

North West . -2.7
Private sector 879.7

Yorkshire and Public sector 830.7 17

The Humber Private sector 845.2 '

Public sector 856.6

East Midlands 0.4
Private sector 860.2
Public sector 860.8

West Midlands 6.3
Private sector 915.1
Public sector 890.9

East 7.6
Private sector 958.2
Public sector 1,149.7

London 33.4
Private sector 1,533.2
Public sector 893.6

South East 20.0
Private sector 1,072.1
Public sector 854.9

South West 2.5
Private sector 876.1
Public sector 858.1

Wales -9.9
Private sector 773
Public sector 890.6

Scotland 4.4
Private sector 929.6

Source: Office for National Statistics.

is significantly higher than in the private sector, before
even considering more generous annual leave, pensions
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and greater job security, higher public sector pay outside
London and the South East must have a considerable
crowding-out effect, leaving regions such as Wales and
the North West reliant on transfers. For skilled workers
in such regions, there is little incentive to work in the pri-
vate sector.

Some difficult cases

Universities

The pay of university vice-chancellors has been the sub-
ject of significant public scrutiny and comment lately,
largely owing to concerns over levels of tuition fees and
student debt. This highly politically charged area pro-
vides a challenge to the analysis offered so far for a num-
ber of reasons.

On the one hand, universities are considered by some
to be part of the public sector. They receive significant
amounts of taxpayers’ money both directly and in the form
of tuition fees largely paid with taxpayer-subsidised loans
and are covered by freedom of information legislation.

The Office for National Statistics classifies universities
as ‘Non-Profit Institutions Serving Households’, together
with such varied institutions as trade unions, political
parties, religious organisations and charities. They are
also not considered to be part of the public sector by the
OECD - unlike in some other countries, where higher edu-
cation is directly controlled by the state.

In contrast with most parts of the public sector, uni-
versities compete in a global marketplace for students and
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are far more freestanding than any other part of the public
sector that springs to mind. There are also relatively few
people capable of doing vice-chancellors’ jobs and, despite
their pay (sometimes in excess of £450,000 a year®) being
very high in comparison to senior public sector employ-
ees, it is not obviously high compared to those who do the
same job in other countries. Indeed, in the US and Austra-
lia many college presidents earn in excess of the equivalent
of £1.5 million a year.

Furthermore, the skills and knowledge required to
run a major university are far more transferable between
countries than, say, those required to run a government
department in another country with a different system of
government and fundamentally different ways of deliver-
ing public goods and services. This issue is discussed fur-
ther in the next chapter.

Medical professions

As with university vice-chancellors, the skills and qualifi-
cations of medical professionals are largely transferrable
across borders. At the same time, one of the few advan-
tages the NHS has over other developed countries’ health-
care systems is that it is relatively easy for governments
to constrain costs through more acute rationing and by
restraining pay. The result is that hospital doctors in the

8 £500,000-a-year London Business School don puts £1 bag of M&S crisps
on his expenses, Daily Mail, 20 January 2019 (https://www.dailymail.co.uk/
news/article-6612739/500-000-year-London-Business-School-don-puts-1

-bag-M-S-crisps-expenses.html).
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UK are relatively lowly paid compared to hospital doc-
tors in comparable countries,” despite being among the
highest-paid public sector workers.

The BBC

Another area in which top pay has received national
attention is the BBC. Some of this attention has been in
response to perceived discrimination and has taken the
form of, for example, comparing the pay of the female
China editor with that of the male US editor."” Such com-
parisons are arguably invalid considering the markedly
different attitudes to press freedom and viewers’ inter-
est levels in these countries, but this issue is beyond the
scope of this chapter.

However, the wider furore has led to disclosures of top
pay, with ‘stars’ such as Gary Lineker and Chris Evans
being paid in excess of £1.5 million a year and newsreaders
and current affairs programme presenters being paid up
to £500,000.

In some of these areas, the BBC does undoubtedly
compete for talent with commercial broadcasters such as
ITV and Sky. Indeed, the BBC has tried to defend generous
pay packages by pointing to the higher amounts earned
by presenters on channels such as Sky Sports. However, it

9 Health at a glance 2017, OECD iLibrary, 10 November 2017 (https:/www
.oecd-ilibrary.org/social-issues-migration-health/health-at-a-glance
-2017 health glance-2017-en#page=159).

10 BBC China editor Carrie Gracie quits post in equal pay row, BBC News,
8 January 2018 (https://www.bbc.co.uk/news/uk-42598775).
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is not obvious why the BBC should be trying to compete
with commercial broadcasters given that it is primarily
a public service broadcaster funded by what is in effect
a poll tax.

Furthermore, public suspicion that some BBC staff are
overpaid has been confirmed by the voluntary pay cuts
some have taken in response to the public uproar."

Bailed-out companies

The government’s response to the financial crisis involved
the state taking a majority shareholding in a number of
financial institutions, most (in)famously Royal Bank of
Scotland, Lloyds and Northern Rock. In the wake of these
bailouts, senior management was removed and replaced
with new executives. The pay of bankers is much com-
mented on and, with the transfer of the employees of these
institutions to the public sector, has become a much more
political issue.

It could be argued that, as majority shareholders, tax-
payers should have a role in determining the compensa-
tion levels of senior executives at such institutions as RBS;
however, the practicalities of giving this responsibility
to the public make it impossible. While the government
clearly has a duty to rein in excess at government-owned
institutions, there are difficult questions as to where its
role should begin and end.

11 BBC pay: John Humphrys says he will earn ‘hugely less’, BBC News, 26 Janu-
ary 2018 (https://www.bbc.co.uk/news/entertainment-arts-42840517).
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And unlike previous examples, bailed-out banks are
in unequivocally direct competition with the private sec-
tor. Ultimately, it is in taxpayers’ long-term interest that
bailed-out companies are commercially successful and
they are less likely to be so if senior executive pay levels are
similar to those in the civil service.

Charities

Charities provide another challenge. Along with the sig-
nificant tax benefits of charitable status bestowed by the
state, large numbers of charities are heavily,”” in some
cases almost entirely (Norton 2014), dependent on the
state for their income. This blurs the line between public
and private sectors, raising legitimate questions as to
how some charities should be categorised. High pay at
charities has been the subject of much negative media
coverage in recent years, and major concerns have been
raised about large charities’ governance and auditing'®
standards. Unlike most parts of the public sector, how-
ever, they can be, and have been, allowed to fail like

12 The 27,000 charities that survive on taxpayers’ cash and lobby for the pet
causes of politicians, Institute of Economic Affairs, 11 June 2012 (https://
iea.org.uk/in-the-media/media-coverage/the-27000-charities-that

-survive-on-taxpayers-cash-and-lobby-for-the-pet).

13 Accounts monitoring: Concerns highlighted by auditors in their audit
reports 2017, Charity Commission for England and Wales, 15 March 2018
(https://www.gov.uk/government/publications/accounts-monitoring

-concerns-highlighted-by-auditors-in-their-audit-reports-2017/ac
counts-monitoring-concerns-highlighted-by-auditors-in-their-audit
-reports-2017).
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private companies dependent on the state for the bulk of
their income.

Conclusions

While it’s clear that pay levels at the very top of the private
sector are higher than they are at the top of the public sec-
tor, people employed in senior roles in each sector perform
fundamentally different roles. Poor decisions made by
private sector executives can result in the demise of the
companies they manage but the same is rarely if ever true
in the public sector. The making of high-level decisions in
the public sector is usually the responsibility of politicians
rather than top officials.

Rigidity of pay scales and national pay bargaining mean
there is little variation in top public sector pay regionally,
and between well and poorly performing public sector or-
ganisations. That said, it is often difficult to assess the per-
formance of many public sector organisations which do
not produce goods and services that have a market value."

There are a number of challenging areas, however,
which do not fit into a simple public versus private distinc-
tion. It is sometimes difficult to find clear justification for
such organisations being linked to the public sector at all,
unless as a temporary measure. If they were clearly in the
private sector and fully exposed to market forces, high pay
issues should not be of any concern to the general public.

14 Indeed, some public sector activities could be argued to have a negative
value.
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And in areas where it is less clear-cut that organisations
should be in the private sector, such as schools and hos-
pitals, there is considerable scope for them to be exposed
to greater market discipline which might allay some con-
cerns over high pay.



9 ARE VICE-CHANCELLORS PAID TOO MUCH?

Rebecca Lowe

Introduction

Concern over high pay is not confined to growing atten-
tion on business executives with multimillion-pound sal-
aries and generous pensions. The individuals running the
UK’s ever-expanding higher education sector have also
received considerable negative publicity of late. Although
vice-chancellors (VCs) - who are essentially chief execu-
tives with extra status and obligations - are paid rather
more modestly than their corporate counterparts, accusa-
tions of exploitation abound from all sides.

The government has responded to concerns about VC
pay by affording a new regulatory body, the Office for Stu-
dents (OfS), the power to monitor and publish VCs’ remu-
neration packages, and to require universities to provide
‘detailed justifications’ for these packages, including con-
sideration of pay ratios. This chapter explores the situation
and arguments in detail.
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The costs and value of the
higher education sector

Although a substantial Higher Education and Research
Act received Royal Assent in 2017,' and a new review? is
currently under way, clarity has often been missing from
public discussion about the UK’s provision of post-18 edu-
cation. Obfuscation has driven cynicism and impaired
the general understanding of policies, not least those
related to fees and funding. Meanwhile, important ques-
tions relating to the existing and normative role of higher
education (HE) remain overlooked. Arguments about pay,
and particularly that of HE’s top executives, typify this
problem. Fundamental questions need serious delibera-
tion before the remuneration of those executives can be
addressed, not least because top pay rates do not occur
in a vacuum.

Universities are highly bureaucratic, complex, growing
systems, often supporting thousands of students and em-
ployees — and they are highly varied. Recognising variety
is key to understanding the sector: all universities are not
the same; neither should we expect their employees to be
the same, or to be paid the same. Many types of institu-
tion sit under the umbrella of ‘university’; in the UK, the
word largely equates to what other countries tend to call

1 Higher Education and Research Act 2017 (https://www.legislation.gov.uk
id/ukpga/2017/29).

2 Prime Minister launches major review of post-18 education, Department
for Education, 19 February 2018 (https://www.gov.uk/government/news/
prime-minister-launches-major-review-of-post-18-education).
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‘the tertiary education sector’. While all UK universities
provide HE, all providers of UK HE are not universities.
Meanwhile, even the institutions referred to as ‘universi-
ties’ are highly disparate, in terms of parameters ranging
from purpose, to results, to size, and more.

The number of students participating in UK HE grew
dramatically over the twentieth century,® in line with
changes of attitude and policy. In 1920, just 4,357 people
gained an undergraduate degree. By 1950, this had risen to
17,337. There was relatively little change by 1960, but over
50,000 graduated in 1970. Numbers continued to grow
gradually, before a notable change at the end of the century.
In 1990, 77,163 gained undergraduate degrees; in 2000, this
had risen to 243,246 — an increase of 215 per cent in just
ten years. Numbers have continued to increase since, and
are now around 400,000 annually.

Extended provision has been driven by a desire to
equalise: to try to ensure that everyone suited and keen to
pursue a university education is able to attain one. There
are flaws in any expansion-based approach to achieving
this admirable goal, however, and an equalising approach
has not only branded all students (or, often, more accu-
rately, all 18-year-olds) the same, it has also done the same
for HE establishments.

Financial commitment has been central to govern-
ment involvement in HE over the last century. With the
sector’s growth has come increased expense and new

3 Education: Historical statistics, House of Commons Library, November 2012
(http://researchbriefings.parliament.uk/ResearchBriefing/Summary/SN

04252#fullreport).
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approaches to funding, as well as changing attitudes to
the extent to which the state should be involved.* The
Treasury estimates 2018 HE spending at £17.3 billion
(Institute for Fiscal Studies 2018: 65). However, while
expense has been gradually transferred to graduates
and direct funding reduced, the cost to the taxpayer of
student loans remains extensive. The Institute for Fiscal
Studies (Crawford et al. 2014) calculated in 2014 that for
each £1 loaned, the ‘long-run cost’ to the government
was 43.3p (this cost has now risen since the earnings of a
larger proportion of graduates have fallen below a higher
repayment threshold). £17.7 billion of HE providers’ cur-
rent £35.7 billion income comes from fees.

An awareness of the intrinsic and instrumental value of
the teaching and learning of knowledge has always been
behind state support of the HE sector. The economic value
of university education - to graduates and wider society -
is well-documented (see, for example, Oxford Economics
2017). It is also essential to recognise the wider value HE
brings in terms of a shared democratic and deliberative
pay-off. Martha Nussbaum has championed ‘the case for
liberal arts education, in connection with democratic
citizenship, criticising how related skills acquired from
studying humanities and arts subjects are often seen by

4 All but five of Britain’s universities are currently completely government
regulated, and partly publicly funded. Although these ‘public’ institutions
are responsible for their staff (who are not civil servants, as is often the
case in Europe), and have their own assets, their research and teaching
standards are externally regulated, as are their funding and fee-setting
arrangements.
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policymakers as ‘useless frills’, unrelated to ‘stay[ing] com-
petitive in the global market’’

The setting of VC pay

Universities’ societal obligations seem extensive, owing
to both the educative nature of their purpose and the
privileged place they hold in society — not least regarding
the taxpayer support they receive. For many people, this
brings certain expectations about the remuneration of HE
employees, and leads to criticisms about the escalating pay
rates of VCs. Of course, these kinds of expectations are not
limited to discussions of higher education (Lucas 2013):

How much should the Queen be paid? There is no market

in Queens, and if there were, it would be impracticable to

choose between the many would-be Queens who had of-
fered themselves. Although there are many jobs that can

be left to the market to sort out, there are others where

some social consensus is needed about appropriate levels

of pay.

Agreeing with Lucas does not equate to suggesting that
the state — or some kind of bureaucratic people’s tribu-
nal — should determine the levels of pay for those jobs
about which ‘some social consensus is needed’, however.
In the case of VCs, it seems appropriate for universities to

5 The education crisis and the depletion of democracy, ABC Religion and Eth-
ics, 15 February 2011 (http://www.abc.net.au/religion/articles/2011/02/15/
3139497.htm).
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recognise and choose to meet their own societal obliga-
tions. But if being a VC is indeed an example of such a job
- and, for the purpose of this investigation, we might take
it to be - then how should current rates of pay be assessed?
Are pay ratios relevant? Whether a VC is ‘worth’ x times as
much as a y depends not only on the extent to which we
value y; but also whether we think such crude comparisons
are helpful.

There are three main issues that are in need of consid-
eration when assessing pay rates: what they are, how they
came to be so, and whether what they are is right - and
right’ could be grounded on ideas of market freedom, effi-
ciency, fairness, or other factors. That the UK has a min-
imum wage, the introduction and setting of which was
predicated on concepts such as need and fairness, means
that pay at the bottom end of most sectors is standard-
ised and regulated. This has detrimental effects on the
flexibility of the labour market in terms of compressing
pay differentials, and can be particularly problematic for
lower-skilled workers and small businesses. In certain in-
dustries, the high degree of influence of trade unions and
other industry bodies also has a direct impact on pay rates.

John Hicks’s The Theory of Wages (1932, 1963) remains
one of the best accounts for understanding how pay works
in a competitive market. Wages, Hicks explains, are ‘the
price of labour; and thus, in the absence of control, are
determined, like all prices, by supply and demand’. How-
ever, he points out that, although a simple supply-demand
model of pay works well in descriptive terms, its explana-
tory powers are lacking (ibid.: 4-5):



ARE VICE-CHANCELLORS PAID TOO MUCH?

Wages, say the text-books, tend to that level where de-
mand and supply are equal. [...] Now this, as I hope to
make abundantly clear, is quite a good simplified model
of the labour market. [...] But, since it is a simplified
model, it is extremely likely to be misconstrued by those
who take it to be an account of how the real labour mar-
ket works.

Hicks explains that, in order to understand phenomena
such as unemployment, it is necessary to recognise that
the determination of wages is a ‘special case’ of the general
theory of value: the demand for labour is a derived demand,
that is, it is generally what the labour produces that is
valued rather than the labour itself.

For expository purposes, Hicks uses a static equilib-
rium model to set out his general principles. But in truth
the labour market is ever changing, because, as he ex-
plains, its economic determiners are (ibid.: 18):

changes in tastes, changes in knowledge, changes in the
natural environment, and in the supply and efficiency
of the factors of production generally. As these things
change, so the marginal productivity of labour changes,
and these changes in marginal productivity exert pres-
sure in one direction or other on the level of wages.

Hicks builds on previous work, including that of Alfred
Marshall (1890), in emphasising how the principle of mar-
ginal productivity is central to explicating wage setting,
but he points out that the market is insufficiently flexible
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- owing to factors such as investment in fixed capital - to
allow for rapid adaptations to the level of wages following
significant changes in the marginal productivity of labour.

Now, if the general labour market is special and com-
plex in these senses, then surely the HE labour market is
even more so? It is not only that the latter is affected by
the standard factors Hicks emphasises, including the
minimum wage and the rigidity that comes with a focus
on cost-effectiveness in the investment of large amounts
of public capital. The salaries of HE’s lower-to-mid-range-
paid employees are also, in large part, determined by na-
tional pay scales, and, at the very top end, there are a fixed
number of jobs: one VC per university.°®

Regarding the setting of VCs’ pay, it is important to
recognise the difference between the majority of the sec-
tor, which receives public funds (on which this chapter
focuses), and alternative providers. Publicly funded uni-
versities are guided on issues of remuneration by the Com-
mittee of University Chairs (CUC) - and, most importantly,
by the CUC’s HE Code of Governance, its note on remu-
neration committees, and its recent Remuneration Code

(Committee of University Chairs 2014, 2015, 2018). The aim
of the Remuneration Code, published in June 2018, is to
inspire good practice; the CUC claims that governing bod-
ies that ‘visibly adopt’ this code will be ‘demonstrat[ing]
leadership and stewardship in relation to remuneration
within their institutions’. Rather than making specific

6 New alternative providers will enter the market — and at an increased rate,
following the changes set forth in the recent HE Act - but it will take time
for this to have any real effect on wages.
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recommendations on ranges of appropriate pay, the code
focuses on the abstract concepts of fairness, transparency
and independence. Institutions abiding by the code are
required, however, to publish an annual statement, includ-
ing information such as their ‘choice of comparator insti-
tutions/organisations’, the ‘pay multiple of the Hol” and the
median earnings of the institution’s whole workforce’, and
‘an explanation of any significant changes’.

Each university has a remuneration committee, which
determines and oversees the pay and conditions of senior
staff. The membership of these committees often includes
VCs or their equivalent, although the majority of members
are expected to be ‘lay governors’ (who are not in the pay
of the university), and VCs are also expected to leave the
room when their own pay is discussed. Senior pay is usual-
ly set in terms of a base salary, although a number of insti-
tutions give performance-related bonuses, via systems of
varying clarity — some based on quantitative metrics, and
others on qualitative assessments of achievements. More-
over, transparency in the system as a whole unsurprisingly
sometimes leads to universities increasing their senior
staff’s remuneration when they learn that competitor in-
stitutions are paying significantly more.

A few other factors should be noted. Recently, signifi-
cant changes have taken place in the distribution of many
VCs’ pay: for their tax benefit, the balance between salary
and pension has varied. While such changes do not alter
the overall cost to institutions, they do affect headline

7 Head of Institution.
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figures. It is also well documented that some VCs took
voluntary pay freezes during the Great Recession, and it
is also sometimes claimed that VCs make sizeable dona-
tions to student welfare programmes, and other similar
enterprises. If we were to consider acts of charity as rel-
evant to justifying pay rates, however, surely that would
effectively be to argue that distributing funds differently
in the first place - cutting senior pay, and spending the dif-
ference on such programmes - would be a better approach.
Finally, once again, differences in the sector are key. The
highest-paid individuals in institutions with medical and
business schools — where rates are driven up by externally
determined clinical pay, or the benefits that strong con-
nections with big business can bring — are not always VCs,
but VC pay is pushed up relatively, nonetheless.

The headline finding of the 2018 annual Times Higher
Education survey is that average VC remuneration (salary,
bonuses, and benefits) rose by 3.9 per cent in 2016/17, to
£268,103 - or, when pension contributions are included, to
£289,756 (an increase of 3.2 per cent). Median VC pay for
2016/17 was £261,289, or £287,000 including pensions, and
VCs’ total remuneration including pension costs is shown
to range from £136,000 to £808,000. The top figure is an
outlier, however, owing to a ‘pay-off for loss of office’; the
next highest amount is £471,000. The University and Col-
lege Union (UCU) also publishes annual reports into VC
pay.® These reports, which depend partly on Freedom of
Information requests, reveal (most) VCs’ salaries; the rates

8 Transparency at the top? University and College Union, 25 May 2018
(https://www.ucu.org.uk/vcpay).
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of increase in those salaries; the extent of VCs’ expenses,
including property, spend on air fares, accommodation
and consultancy fees; and the pay, and pay increases, of
their staff. UCU also requests the minutes of universities’
remuneration committee meetings.

Is current VC pay ‘right’?

To attempt to assess whether current VC pay rates are
appropriate, it seems sensible first to consider what being
a VC might entail. Disparity in pay between VCs is more
easily explicable if they are carrying out highly varied
duties. But what are those duties, and are they being ful-
filled? If they are, are VCs rewarded fairly? If not, are they
held accountable? Do the disparities between pay and role,
or performance, match? And how else might we assess
whether the system is working efficiently, whether it is fair,
and whether pay sends the right message?

Few VCs are as distinguished as the Australian Nation-
al University’s 2015 appointment: Brian Schmidt has not
only won a Nobel Prize, he also runs a famous vineyard. It
is worth noting at this point that Schmidt, with a salary
of around $618,000 (or £360,000), was, in June 2017, ‘likely
among the lowest paid of all Australian vice-chancellors,
despite [ANU] being among the highest-ranked in the
country, according to The Australian.’ While few match

9 Nobel-winning ANU V-C Brian Schmidt is one of our worst-paid, The
Australian, 15 June 2017 (http://www.theaustralian.com.au/higher-educa
tion/nobelwinning-anu-ve-brian-schmidt-is-one-of-our-worstpaid/news
-story/ee31bbb84adbbf2516f45530ee776317).
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Schmidt’s eminence, many UK VCs have held prominent
positions - in the public and charity sectors, on powerful
committees, advisory councils, and more. And nearly all
high-ranking universities demand strong academic cre-
dentials in their leaders (although an increasing number
of VCs come from more practical academic backgrounds,
such as business or engineering). But whether the heads
of universities should be successful academics, as well as
good ambassadors, depends again on what it is their job
entails.

VCs’ duties vary widely depending on factors such as the
size, prestige and aims of their university, yet the following
statements relate to most holders of the position: the VC
is a university’s principal academic and administrative
officer, its chief executive and often the chair of its primary
academic body and a member of its governing body; the
VC determines their university’s ‘strategic direction’ and
must maintain and build on its reputation, not least its
place in league tables; the VC usually has responsibility for
thousands of staff, and a sizeable financial turnover (for
instance, the University of Warwick’s is £0.6 billion);' the
VC also has regulatory responsibilities, performs a cere-
monial and civic role, and creates and maintains business
and governmental partnerships in the UK and abroad.

One former university executive describes running a
university as being ‘similar to running a small town’ — not
only is it effectively the biggest hotel in the area, its leaders

10 Finance, Warwick University (https://warwick.ac.uk/about/profile/finan
ce/).
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also have to provide local leadership on issues ranging
from environmental impact to terrorism. Universities
might be said to be public authorities rather than public
bodies, which raises the level of risk involved for their lead-
ers. As the sector has become more competitive and inter-
national, a greater degree of risk and complexity has also
arisen. Closer to home, VCs’ engagement with external
bodies also includes dealing with multiple trade unions.
Again, however, it is clear that these demands vary greatly
depending on the specific institution.

When asked to justify the level of VCs’ pay in terms of
what they actually do - rather than by making compari-
sons between their pay and the pay of others in or out of
the sector — VCs often emphasise the (large) size of their
institution and the (high) quality of its achievements. It is,
they claim, a huge responsibility to run such a place. Signif-
icant correlations are often assumed, therefore, between
pay and performance, and pay and size. Although it would
theoretically be possible to compare performance changes
against pay changes, there are so many complicating fac-
tors (differing lengths of tenure; the time it takes for a VC
to effect change; shifts in pay composition; universities
falling down the rankings not because their performance
has worsened, but because other universities’ performance
has improved; external financial problems; and so on) that
this does not seem worthwhile.

The extent to which any pay-performance link can be
made also depends not only on the duties of the VC - and
the extent to which those duties have been successfully
completed - but also, again, on the way in which university
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performance is judged. Within the standard rankings,
performance is assessed in a complex manner, taking all
kinds of, sometimes subjective, factors into consideration.
And many of the standard factors could be challenged -
for instance, high spending on services could imply inef-
ficiencies. This returns us to a discussion about purpose:
to determine whether an institution is successful, it is
necessary first to decide what it is it should be doing. To
determine whether a leader is successful depends partly
on that prior decision, and partly on the extent to which
the leader has had (or is seen to have had) a positive effect
in that way. That UK HE institutions are so varied makes
it extremely difficult to compare and rank them. If institu-
tions have different aims, they should be judged according
to those aims.

As well as performance, it is also useful to take size of
institution into account. Size is a less subjective distinc-
tion than performance, but a small highly specialised
institution will have different aims from a small ‘average’
one, and bigger institutions will have certain advantages
- not least economies of scale — that might make it seem
inappropriate or inefficient to pay their VCs substantially
more. Relying upon arguments such as ‘my university is
very big’ or ‘my university is near the top of x league table’
is clearly insufficient.

It is often argued that high VC pay is justified because
VCs are players in a competitive market covering over 100
countries, and that UK VCs receive substantially lower
average pay than their counterparts in America and
Australia. But it is hard to know how many UK VCs have
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received offers to move to competitor institutions abroad,
and how many would genuinely consider such a move; it
is also clear that certain UK institutions provide a much
bigger draw than others when attempting to attract top
candidates from abroad. It is also important to recognise
international variety. As there are significant differences
within the UK system, there are also significant differ-
ences between (and within) international systems — not
least when comparing the UK with the US, where VCs’
equivalents have, typically, been more involved in fund-
raising and alumni relations, and where there is a clear
distinction between public and private colleges.
According to the Chronicle of Higher Education, the
eight highest-paid US private university presidents
earned $2,000,000 or more in 2014, and the highest earned
$5,449,405 (around £4,108,000)." In 2015, the eight highest
paid US public university presidents earned $1,000,000 or
more."”” In August 2017, The Australian reported that, in
2016, average public university VC pay in Australia had
risen to $890,000, that eleven VCs earned over $1,000,000,
that the highest paid earned $1,385,000 (around £817,000),
and that pay at the 38 relevant institutions ranged from
$225,000 to $1,385,000."* The highest-paid South African

11 The highest-paid private college presidents, Forbes, 5 December 2016
(https://www.forbes.com/sites/karstenstrauss/2016/12/05/the-highest
-paid-private-college-presidents/#201d4710444e).

12 The highest-paid public university presidents, Forbes, 17 July 2017 (https://
www.forbes.com/sites/laurensonnenberg/2017/07/17/the-top-paid-public

-university-presidents/#42a9fecall4c).

13 Uni vice-chancellors’ average salary package hits $890,000, The Australian,
5 August 2017.
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VC (of the universities revealing VC pay rates) is the head of
Stellenbosch University, currently on a salary of R4.5 mil-
lion (around £260,000).*

That UK VCs earn markedly less than their counter-
parts in the US, and somewhat less than their counter-
parts in Australia, does not in itself justify their levels of
pay: it may be the case that their counterparts abroad
earn far too much. After all, there is ongoing criticism of
South African VCs, who, on average, earn significantly less.
Moreover, once again, it is important to remember the
many differences between these institutions - and their
locations - not least concerning living costs, and levels of
public funding.

Another approach often taken in assessing UK VC pay
involves employing comparisons with other UK sectors. In
September 2017, Louise Richardson, VC of the University of
Oxford, was widely criticised for attempting to justify her
pay by claiming she earned less than footballers. If she was
referring specifically to the average pay of Premier League
footballers, then, at least, she was correct: the Global
Sports Salary Survey 2017 reported this to be £2.4 mil-
lion per year;" the Daily Express calculated that Premier
League team averages ranged from £954,000 (Burnley) to

14 SA’s cash-strapped universities pay bosses multimillion-rand salaries, Sun-
day Times (South Africa), 11 November 2018 (https://www.timeslive.co.za/
news/south-africa/2018-11-11-sas-cash-strapped-universities-pay-bosses

-multimillion-rand-salaries/).

15 Global Sports Salaries Survey 2016 (https://www.globalsportssalaries
.com/GSSS8%202016.pdf).
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£5.77 million (Manchester United), at the time.'®* However,
players in the lower leagues do not command anywhere
near the same amounts as Premier League stars. But are
these comparisons in any sense relevant? In that there is
only a small, relatively fixed number of jobs both in the
Premier League and at the top of UK universities’ mana-
gerial structures, there are some similarities. It is harder,
however, to think of ways in which the duties of the people
in these very different jobs might correspond.

Which jobs might be more suited to comparisons with
VCs, then? Ministers? Judges? Heads of NHS trusts? And, if
we accept that universities have many of the same obliga-
tions as businesses, then how are VCs paid in comparison
with CEOs? If pay ratios are, in any sense, relevant in terms
of wider societal fairness, then what can we take from the
fact that the average VC is paid almost ten times more
than the average UK worker?

Research by the Equality Trust (2017) analysed the 2015
annual reports and accounts of all FTSE-100 companies
and found that average pay for the CEOs of these compa-
nies was £5,217,803. That figure is almost 200 times higher
than average UK pay, and the Trust reported it to be 165
times more than a nurse’s pay and 312 times more than
that of a care worker. The bigger the differentiation within
the pay of those doing a certain job, the less directly useful

16 Premier League wages confirmed: how much did every team spend last
season? Daily Express, 8 May 2017 (http://www.express.co.uk/sport/foot
ball/801919/Premier-League-wages-confirmed-Man-United-sportgaller
ies).
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this information is, but using the same approach, the aver-
age pay of a FTSE-100 CEO is 20 times more than the aver-
age pay of a VC. Comparing VC salaries with executive pay
rates in schools might be more appropriate, however, not
least owing to the public nature of the VC role, and any
special expectations we might have for those in the field
of education. Headteachers, who are paid on an official
scale, which currently ranges from £45,213 to £111,007
(excluding London weighting), clearly earn much less
than VCs." Considering the relative scales of enterprise,
however, comparisons with the CEOs of multi-academy
trusts (MATs) might be more relevant. The highest-paid
MAT head earned £420,000 in 2016, a figure not dissimilar
to the highest-paid UK VC, but this particular MAT role
is generally taken as an understandable outlier.'® Schools
Week reported in March 2017 that the average pay across
the twelve largest academy trusts was £210,000, however —
again, not much lower than average VC pay.”

Other points of comparison include the following: the
average earnings for an NHS chief executive in 2016 were
£172,000;* the highest ‘salary group’ on the April 2017 Min-
istry of Justice Judicial Salaries’ scale was £252,079, and

17 See: https://www.nasuwt.org.uk/uploads/assets/uploaded/e2c3ba3f-20f3
-410c-ae4b83329cbe3e4a.pdf

18 The Harris Foundation is one of the biggest and most successful MATs.

19 Academy CEO pay: salaries soar, but who comes out on top? Schools Week,

March 2017 (https://schoolsweek.co.uk/academy-ceo-pay-salaries-soar

-but-who-comes-out-on-top/).

20 For example: NHS nurses, midwives, managers and directors pay scales

for 2016/2017, Hospital Dr (http://www.hospitaldr.co.uk/blogs/guidance/
nurses-and-nhs-managers-pay-scales).
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the lowest, £108,171;* the Prime Minister’s pay is currently
£153,907; and, since April 2018, the basic annual salary for
MPs has been £77,397.2 Many executives receive consider-
able expense allowances and extra benefits on top of their
salaries, however; an employee’s salary is not their entire
cost to their employer. Nonetheless, these basic compar-
ators are interesting. But what more than novelty can we
take from the findings that the average VC earns signifi-
cantly less than the average FTSE CEO or Premier League
footballer, about the same as a judge in the highest MoJ
salary group, and somewhat more than the Prime Minister
or an NHS chief executive? Again, we would first need to
assess what it is we expect from people holding those pos-
itions, and also - if fundamental justification is the aim
- whether it is right that anyone earns such an extreme
amount more than the average income in their society.
Two main themes re-emerge: purpose and variety.
Dealing in averages is clearly unhelpful - there is vast
variety within and without the HE sector. And we must
also remember special expectations we might have
for those in public roles, particularly when those roles
are supported by public funding, or have a link to edu-
cation. Any useful assessment of pay in the HE sector
must be grounded with an awareness of these themes
of purpose and variety. And so should any exploration

21 Judicial salaries and fees: 2016 to 2017, Ministry of Justice, 21 April 2016
(https://www.gov.uk/government/publications/judicial-salaries-and
-fees-2016-t0-2017).

22 See, for example: Pay and expenses for MPs, Parliament (https://www
.parliament.uk/about/mps-and-lords/members/pay-mps/).
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of the application of pay ratios in general. If a pay-ratio
approach is deemed appropriate regarding VCs, then,
surely, to be consistent, similar considerations should
be extended more widely: to the CEOs of private sector
companies receiving large amounts of public funding, for
instance - and, particularly, those within the education
sector (such as the companies providing technical ser-
vices and resources in schools, which are paid for out of
school budgets). This seems extremely problematic for
many reasons, not least the extraordinary effort it would
require, but it is the logical conclusion - or potential un-
intended consequence - of such an approach.

Perhaps more significantly, it is often asked whether
it is ‘right’ that so much money is spent on VC pay when
many early-career academics struggle with low pay and
the often precarious nature of their employment. Is pay
throughout the sector fair? Are administrative roles
valued more highly than academic roles? In May 2017,
Times Higher Education reported that, in 2015/16, the
overall mean average full-time salary for the sector was
£40,449, that the average pay of staff on academic con-
tracts was £49,908, and that the average pay for professors
was £79,030. Again, it must be recognised that these aver-
age remuneration rates are partly tied to a national pay
scale. The Single Pay Spine — which is nationally agreed
via negotiations between the Joint Negotiating Committee
for Higher Education Staff (JNCHES) and the Universities

23 Times Higher Education also published a list of the institutions with the
highest professorial salaries, as well as various pay gap calculations (by
both gender and ethnicity).
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and Colleges Employers Association (UCEA) - covers most
UK HE institutions: 148 universities are represented in the
annual negotiations. From August 2017, the national spine
ranged from £15,417 to £60,410. Universities publish their
own frameworks, which match the national spine, but are
divided into pay grades, as no national grades are set. Pay
grades differ between institutions, not least so institutions
can respond to their local market, and supplement basic
pay to remain competitive. London weighting (inner, outer,
and fringe) is also nationally agreed, and applied by rele-
vant institutions, with a division between pre- and post-
92 institutions. Universities also typically set professorial
pay scales. Most institutions offer discretionary extras
throughout, respond to bargaining, and professors can
often negotiate super-payments. Different universities
have different systems, and it is worth remembering that
a mid-career academic at a small, low-ranked university
might earn more than someone at a comparable stage at
Oxbridge - not least because Oxford and Cambridge can
rely partly on knowing that academics will always be
drawn to working there.**

Most universities also employ some academics on
hourly-paid rates. It seems generally understood within the
sector that, although individual experiences differ vastly,
working as an early-career or part-time academic can be

24 Pay is only one factor determining the attractiveness of a job; prestige is
another. Thus pay, other things being equal, may be expected to show an
inverse relationship to the relative attractiveness of working at different
universities. This is the principle of ‘compensating differentials’, which
goes back to The Wealth of Nations by Adam Smith.
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precarious and financially straining.”* In response to such
criticism, universities often claim that the ending of the
awarding of block grants has brought instability to the sec-
tor, as there is no longer a steady income stream. It is also
emphasised that it remains the case that researchers apply
for projects or fellowships for a fixed number of years (the
average salary for these jobs is within the £30,000-£40,000
bracket). Now that more students go on to doctoral study,
competition is fierce, even though there are increasing
numbers of institutions and posts. And policy changes
throughout the wider education system can also cause vola-
tility between subjects.

The future

Any need for a change of attitude towards pay or employ-
ment practices at the bottom end does not necessarily
equate to a need for reforms at the top end, however. Re-
ducing pay at the top is sometimes assumed to provide a
quick route to improving overall finances, but the amounts
saved, even by substantially cutting VCs’ pay, would not go
farin increasing the salaries of those at the bottom.?® There

25 See, for example, UCU analysis within: 2017/18 Joint Higher Education
Trade Union Pay Claim, Unison, 22 March 2017 (https://www.unison.org
.uk/news/article/2017/03/higher-education-unions-submit-2017-18-pay
-claim/); and: The rise of academic ill-health, Wonkhe blog, 5 September
2017 (http://wonkhe.com/blogs/the-rise-of-academic-ill-health/).

26 Similarly, claims that increased tuition fees are being used to raise VCs’
salaries are also somewhat trite: one university executive claims that each
student would only need to contribute £4.80 per year to pay their VC’s sala-
ry in full.
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is also the serious fear of unintended consequences. The
most obvious concern related to reducing VC pay - aside
from unease about who it would be that would drive or
enforce this reduction - is that the regulation or capping
of executive pay would hinder institutions’ attempts to at-
tract the highest calibre candidates.

However, it is clear that universities could benefit in cer-
tain ways from addressing remuneration from top to bot-
tom, and that they should be made aware of such potential
gains. Even though there is little to suggest that increased
pay at the top of a society or organisation has a detrimen-
tal economic effect on those further down the distribution,
there are other factors to consider. Legitimate questions
remain regarding distributional equality’s instrumental
value, in fostering social goods such as happiness, for in-
stance. Paying VCs less might not have much effect eco-
nomically, but resultant benefits to the sector - and the
value of its societal messaging — could be substantial. And,
given that most universities remain largely ‘public’ institu-
tions, it does not seem inappropriate for citizens to have
an interest in the remuneration of HE executives, not least
because the sector continues to have a significant depend-
ence on general taxation. If universities were to choose to
reduce executive pay - or, at least, to choose to clarify and
justify their decision-making more transparently in cases
of particularly high pay, as requested by the Committee of
University Chairs - this could also send a unifying mes-
sage to their students and employees, and particularly
those facing financial hardship or insecurity related to
their studies or employment.
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Finally, it is clear that, rather than continued govern-
mental tinkering around the edges of highly publicised HE
problems, such as fees and funding, some systemic faults
could be addressed with a formal segmentation of tertiary
education, to allow for a greater degree of specialisation
and competition. Treating all HE providers the same
in terms of our expectations and the way in which their
performance is judged is inefficient and societally det-
rimental — not least regarding the stretching of funding,
and the disadvantage faced by potential students who are
less informed about the relative merits of institutions. The
sector is currently so over-extended, complex, and govern-
mentally and bureaucratically driven that it is impossible
to hope that fighting for the space for standard econom-
ically liberal principles to hold sway could lead to much
improvement without serious change first, particularly in
terms of funding. This may seem defeatist, but it is hardly
surprising that half-hearted attempts to increase competi-
tion in the setting of fees have failed. A substantial rethink
is long overdue.

Nonetheless, aslong as universities remain to any extent
dependent on the taxpayer it is hard not to conclude that
we should have special expectations regarding the way in
which they are run, and that there is a particular public
interest in their spending and other financial activities.



10 GETTING TOUGH ON TOP PAY:
WHAT CONSEQUENCES?

J. R. Shackleton

Politicians from Theresa May to Jeremy Corbyn, and com-
mentators of many different persuasions, think that some-
thing should be done to rein in high pay in UK business.
They don’t always spell out exactly what this ‘something’
should be. If they do, little is said about the possible nega-
tive consequences of policy interventions.' In this contri-
bution I look at some proposed policies and outline pos-
sible knock-on effects.

Publishing pay ratios and
‘naming and shaming’

In its 2017 Corporate Governance green paper the govern-
ment proposed publishing CEO pay ratios and supporting
explanations, including context, as a way to increase trans-
parency and help shareholders hold boards to account
about executive pay (Department for Business, Energy and
Industrial Strategy 2017).

1 Orindeed changes of business practice driven by twitterstorms of activist
disapproval, as distinct from genuine shifts in consumer opinion.
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Consequently, the Companies (Miscellaneous Report-
ing) Regulations 2018 now require UK quoted companies
with more than 250 UK employees to disclose pay ratio
information and to account for the results and for any
changes over time.

The figures must be set out in a table within the an-
nual directors’ remuneration report. The figures that
should be reported are the CEO’s total pay as a ratio to
the median, the 25th percentile and the 75th percentile.
Eventually, the table must include these ratios for the
previous ten years.

Beneath the table of figures, companies must provide
supporting information and explanation including the
methodology chosen for calculating the ratios and the rea-
son for any changes in the ratios from the previous year.
For the median ratio (50th percentile), the company must
explain whether the company believes that this indicator
is consistent with the company’s general employee pay,
reward and progression policies and, if so, why. The infor-
mation, like the requirements for reporting on gender and
ethnic pay gaps, will be costly and irksome for companies
to provide in the required format.

In addition, a ‘naming and shaming’ register is being
set up listing any FTSE all-share company where at least
one in five shareholders have voted against company pay
policy in the last year.

It is unclear quite why this information will be of more
than passing interest to shareholders. Few are likely to
be influenced, in deciding whether to vote for or against
incumbent management, by pay structures — any more
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than they would be by a description and explanation of the
capital equipment used or the real estate occupied by the
company.

Most FTSE-100 company shares are held by overseas in-
vestors who may be much less concerned about pay issues
than the British. The ultimate beneficiaries of UK shares
are very often passive investors via pension funds or other
financial intermediaries. These intermediaries are usually
required to serve their clients’ interests by securing the
highest possible return on their investments without get-
ting involved in questions about appropriate levels of pay
or double-guessing the management. If they are unhappy
with the stewardship of the company, they can sell their
shares.

But if the bulk of shareholders may not be concerned,
the media and political activists will no doubt pick up on
what they see as particularly noxious pay ratios. From
what we have seen with gender pay gap figures, few will
note any nuances.

Thus CEOs in the retail sector, where average pay is
low, will probably be castigated for their high ratios, while
CEOs on similar pay in the financial sector, where average
pay is higher, may escape censure.

Company managements are likely to react to this ar-
bitrary threat of unfavourable publicity (and demands
for action) in a number of ways. They may indeed reduce
or moderate the growth of the headline pay of CEOs and
other top management, as the government intends. But
they might also take evasive action. For example, they may
escape scrutiny by reducing the headcount of employees.
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This could be done by outsourcing workers,* particularly
those on low pay. This could well be disadvantageous to
these employees, casualties in somebody else’s campaign
against high pay.

One possible unanticipated consequence might be
firms reducing or eliminating the performance-related
part of CEO pay, as otherwise a successful run of results
could boost the recorded pay ratio and put the company
under an unwanted spotlight. As a frequent complaint is
that top pay is insufficiently sensitive to results, this would
be a perverse outcome.’

In the longer term, companies may choose to delist
and go private, or else switch company headquarters to
another jurisdiction, to avoid this scrutiny. Given that
three-quarters of the revenue of FTSE-100 companies is
earned outside the UK,* this may make sense. And certain-
ly some newer companies considering issuing shares in
this country might pause before doing so.

Another possibility is that, while top pay may be re-
duced or held down, firms will compensate their senior

2 UK employees are defined as those employed under a contract of service,
except people employed to work wholly or mainly outside the UK. Con-
tractors or agency workers are not included because they are employed
under a contract with a different organisation. Individual contractors and
consultants with a personal contract with the company but who may con-
tract for services to other companies would typically not be included in the
headcount either.

I owe this point to Ryan Bourne.

Tracker funds - three questions to ask before investing, Hargreaves Lans-
down, 11 September 2017 (https://www.hl.co.uk/news/articles/archive/
tracker-funds-three-questions-to-ask-before-investing).
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management in other ways. For example, as occurred in
the past when incomes policies held pay down and very
high marginal tax rates anyway made large nominal sala-
ries less attractive, we may see an expansion of the ‘perks’
associated with senior management — company cars, jets,
luxurious offices and so forth. This proliferation of com-
pany expense was a significant concern in the 1960s, as
mentioned in Chapter 3, and led future Nobel Prize winner
Oliver Williamson (1964) to develop an influential theoret-
ical model with a managerial utility function incorporat-
ing staff expense.

A further implication might be that another aspect of
the reward structure is affected: namely the risk of losing
jobs. UK chief executives may be highly paid, but the cor-
ollary is that both in the private® and the public (see, for
example, Timmins 2016) sectors the likelihood of being
dismissed for poor performance has increased. This is,in a
sense, part of the deal. But if rewards for these risky posts
are reduced, it is likely that potential applicants will seek
guarantees of greater job security when taking a post. This
may affect both the quality of applicants and the behav-
iour of boards, not necessarily for the better.

Workers on the board

One frequently touted policy is a requirement for large
firms to have employee representatives on boards and/or

5 UK CEOs have less time than ever to make their mark, PwC, 15 May 2017
(https://www.pwc.co.uk/press-room/press-releases/uk-ceos-have-less

-time-than-ever-to-make-an-impact.html).
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remuneration committees. These representatives would, it
is argued, exercise a restraining influence on pay deals for
top executives. This seems to be a policy with considerable
support among employees.°

Theresa May appeared to promise that she would im-
pose employee representation on boards during her cam-
paign to become Prime Minister. She subsequently backed
away from this position as a result of pressure from cabi-
net colleagues and business organisations.’

The Labour Party, however, now seems to have made
a binding commitment to such a policy, although its
proposals are not just focused on high executive pay but
are aimed at a wider reorientation of company policies
to break from what Jeremy Corbyn has called a ‘reckless
corporate culture’ which has in his view exploited workers
and damaged Britain’s economy. Another aspect of this
is John McDonnell’s plan to require firms to give workers
shares in their businesses.®

At Labour’s Annual Conference in Liverpool in Sep-
tember 2018, Mr Corbyn outlined plans which would re-
quire companies (public or private) with a workforce of
250 or more to reserve at least a third of positions in the

6 Public support employee representatives on boards, Survation (https://w
ww.survation.com/public-support-employee-representatives-on-boards/).

7 John Lewis and CBI object to plans for employees on boards, Drapers,
3 November 2016 (https://www.drapersonline.com/retail/john-lewis-and
-cbi-object-to-plans-for-employees-on-boards/7013553.article).

8 Labour conference: John McDonnell unveils shares plan for workers,

BBC News, 24 September 2018 (https://www.bbc.co.uk/news/uk-politics
-45621361).
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boardroom for employee representatives. These employee
directors would be elected by the workforce and paid at a
level equal to other board members.’

We cannot predict how these precise proposals would
be implemented and how they would affect pay. However,
the experience elsewhere of employee representation
on boards does not suggest that board representation in
itself has much impact. Germany and France have such
representation, but both countries (Germany in particu-
lar) have some very highly paid executives. In 2017 the
highest-paid CEO of a German company, for instance,
earned €21.8 million."”

If German experience is anything to go by, though, em-
ployee representatives will largely be union activists. They
are unlikely to confine their concerns to executive pay, or
even the pay of the workforce as a whole, but will also want
to influence wider issues such as investment policy, merg-
ers and plant expansion or closure. Indeed, this is what the
Labour Party wants to see as it promotes ‘democracy in
the workplace’.

German unions have traditionally been more moderate
than those in the UK, but even in Germany unions have
acted as an inhibiting force on large companies where

9 Workers to make up one third of company board members under Labour,
Jeremy Corbyn vows, The Independent, 23 September 2018 (https://www.in
dependent.co.uk/news/uk/politics/jeremy-corbyn-workers-boards-la
bour-conference-one-third-union-a8550946.html).

10 German executive pay gets supersized, Handelsblatt, 15 March 2018
(https://global.handelsblatt.com/companies/german-executive-pay-gets

-supersized-898574).
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there is codetermination."! Gorton and Schmid (2000), in
a much-quoted study, claim that employee resistance to
restructuring cost West German firms about 26 per cent of
shareholder value in the period after reunification. There
is no reason to suppose that employee representation on
UK boards would be any less likely to inhibit necessary
change: rather more likely, if anything, given the histori-
cal record of UK unions. So adding compulsory worker
representation on boards might well slow productivity
growth in larger firms.

Binding pay ratios and upper limits on pay

Unease about high pay in the public sector led the coali-
tion government to set up an enquiry under Will Hutton,
a long-standing critic of high pay. It was expected to lead
to a cap on the ratio of chief executive to lowest-paid
worker, rumoured to be 20 to 1. However, Hutton’s report
(2011) rejected such a cap. He reflected that the extent of
high pay in the public sector was exaggerated and that a
hard-and-fast rule would be difficult to maintain given the
way ratios can be manipulated. More fundamentally, he
pointed out that ‘the UK must take care to avoid making
the public sector a fundamentally unattractive place for
those with talent and drive’ (Hutton 2011: 10).
Nevertheless, there are now substantial restrictions on
top public sector salaries. Any new salary above £150,000

11 The Mitbestimmung laws mandate employee representation of just under
half of the supervisory board in firms with more than 2,000 employees: for
companies with 500-1,999 employees a third are elected.
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in the public sector has to be signed off by the Cabinet
Office. This restriction has been extended to institutions
which are not, strictly speaking, in the public sector. For
instance the pay of university vice-chancellors and other
senior university staff is now regulated by the Office for
Students, and any salary over £150,000 has in effect to be
approved by one man, Sir Michael Barber, an ex-Labour
Party political activist who has threatened universities
with large fines if they don't convince him of their argu-
ments for higher pay packages."

The £150,000 figure is arbitrary, but seems to have
originated in a rough assessment of the Prime Minister’s
salary. However, it is unclear why this is a reasonable basis
for setting pay limits. Apart from the prestige associated
with the role, prime ministers have accommodation and a
whole range of services provided for them. Moreover, their
salary has been repeatedly held down for political pur-
poses. Some prime ministers have had private incomes or
high-earning spouses. In any case, they can expect vastly
higher incomes in retirement from memoirs, speaking en-
gagements, prestige international roles and so forth.

The value of this £150,000 limit will shrink year on year
in real terms with inflation and tax increases. At some
stage the limit will have to be raised, but what government
will dare to raise it? Fixed upper limits are worse than pay
ratios in this respect.

12 Universities could face ‘significant’ fines over vice-chancellor pay packages,

regulator warns, The Independent, 19 June 2018 (https://www.independent

.co.uk/news/education/education-news/vice-chancellor-pay-universities
-fines-office-for-students-regulator-michael-barber-a8403506.html).
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If the current government is trying to hold down public
and quasi-public sector salaries, the Labour Party wishes
to restrict pay for a wider group of high earners. It now in-
tends to impose a 20 to 1 ratio beyond the current public
sector - on the utilities which it intends to renationalise,"
and even on businesses which bid for public sector work.
Jeremy Corbyn says that his government would

extend that to any company that is awarded a govern-
ment contract. A 20:1 ratio means someone earning the
living wage, just over £16,000 a year, would permit an ex-
ecutive to be earning nearly £350,000. It cannot be right
that if companies are getting public money that can be
creamed off by a few at the top."

It remains to be seen how exactly this would work. Mr
Corbyn clearly has in mind such bétes noires as Capita and
G4S, whose business largely consists of work for the gov-
ernment and whose sometimes poor performance has not
prevented their CEOs from receiving pay packages worth
many millions.

Government outsourcing is a market worth well over
£100 billion annually,”® and involves a huge range of com-

13 John McDonnell targets water bosses in renationalisation plan, 7The Guard-
ian, 24 September 2018 (https://www.theguardian.com/politics/2018
sep/24/john-mcdonnell-targets-water-bosses-in-renationalisation-plan).

14 Corbyn calls for wage cap on bosses at government contractors, The Guard-
ian, 10 January 2017 (https://www.theguardian.com/politics/2017/jan/10
corbyn-proposes-maximum-wage-for-all-government-contractors).

15 Services contracted out to the private sector include everything from
accounting services to advertising to pest control. For many of these
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panies for whom government work, however, may be a
minor source of revenue. To this might be added many bil-
lions of pounds of government procurement - everything
from nuclear submarines to office furniture, from hospital
beds to paperclips. If Labour is serious about this, presum-
ably the same restrictions should be placed on companies
providing goods as on those providing services.

If so, firms which were not heavily committed to pro-
viding goods and services to the public sector would avoid
this kind of provision rather than have their pay structures
dictated by, and presumably intrusively monitored by, a
government regulator.

The result would be that competition for government
procurement would be reduced. Prices would therefore
tend torise, and in some cases government might find that
no private providers would be forthcoming at all, perhaps
forcing the government to take services in-house at higher
cost and to buy goods from overseas suppliers.

Squeezed pay distributions

A little-discussed implication of restrictions on top pay is
the consequences for pay structures within organisations.
One train of reasoning in the economic analysis of pay is
provided by tournament theory (Lazear and Rosen 1981).
The argument here is that high executive pay acts as a
motivator for other people within an organisation. A high

contractors the government may only account for a small part of their busi-
ness. A partial listing is provided at http://www.crsvat.com/wp-content/
uploads/2015/06/CRS _A4-COS-List v4.pdf.
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salary for top executives relative to other staff motivates
people at the next level down to work harder to secure
eventual promotion. Thus restricting top rewards might
have adverse effects on the effort of employees lower down
organisations.

Supporters of this approach point to the evidence of
sporting tournaments. A classic study of the European pro-
fessional golf tour (Ehrenberg and Bognanno 1990) has often
been cited: these authors claimed that those tour events
with a bigger gap between the reward for the winner and for
the runners-up elicited greater effort from the participants.
This was indicated by lower average scores (controlling for
weather and other special factors) from the contestants.

Frick (2003) has argued that the evidence from a wider
range of sporting tournaments is less conclusive, and in
any case it would be difficult to argue that the scale of re-
wards for top CEOs is always indicative of an optimal pay
structure. Nevertheless, tournament theory does direct
attention to pay structures rather than simply top pay.

And certainly tight pay caps imposed in some areas
might have negative effects. For example, holding down
university vice-chancellors’ pay year after year would
necessarily also hold down the next levels of pay for
pro-vice-chancellors, deans and other managers. As sen-
ior academics such as professors can earn substantial
amounts from their basic pay and outside consultancies,
it could become increasingly difficult to attract academics
to take on institutional leadership roles.

The same arguments apply within the civil service and
local government, where specialists such as scientists,
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computer experts, accountants, lawyers and economists
have potential earnings in the private sector which consid-
erably exceed those in the public sector. They are also ap-
plicable in those industries which the Labour Party seeks
to renationalise. Over time, fewer specialists are likely to
find it attractive to move into top roles, leaving the field to
generalists with little depth of knowledge and competence
in many areas of the organisations they run.

International competition

It would certainly be difficult to attract good overseas
applicants for vice-chancellor roles, when similar posts in
other English-speaking countries already pay much more
generously. Two years ago eight US college presidents were
earning over $2 million (£1.5 million). Nine Australian
vice-chancellors earned more than A$1 million (£600,000).
In Canada, as far back as 2010, Ontario’s top university boss
was being paid more than C$1 million (£600,000). Even in
New Zealand, the University of Auckland’s vice-chancellor
earns more than NZ$710,000 (£400,000).*°

More generally, the UK operates in an international
market for executive talent and needs the freedom to pay
internationally competitive salaries. This assertion is often
dismissed by pointing to the relatively few UK nationals
who operate in top jobs abroad. However, this is not the
point at all. The international market works both ways,

16 UK vice-chancellors are not overpaid, Times Higher Education, 3 August
2017 (https://www.timeshighereducation.com/opinion/uk-vice-chancello

rs-are-not-overpaid).

177


https://www.timeshighereducation.com/opinion/uk-vice-chancellors-are-not-overpaid
https://www.timeshighereducation.com/opinion/uk-vice-chancellors-are-not-overpaid

TOP DOGS AND FAT CATS

178

and the UK has benefited from inflows of top business tal-
ent in the same way that the Premier League has gained
from an influx of foreign footballing talent - despite few
English footballers ever playing abroad.

In 2017, 40 per cent of FTSE-100 companies were headed
by non-UK nationals, from twenty different countries;"”
30 per cent of Board Chairs and Chief Financial Officers
were also born abroad. No other leading exchange had
more than a third of its CEOs drawn from non-nationals.
The US and France had less than 10 per cent. No other
country, incidentally, has as the head of its central bank
a non-national: few allow non-nationals to occupy senior
civil service positions.

The UK, then, has one of the most internationally diverse
and open business leaderships in the world, something
we need to maintain and build on after Brexit. The danger
with tighter regulation of top pay is that some of the highly
skilled UK nationals who are mobile will move abroad and
we lose the prospect of similarly skilled people coming into
the country. The result of a shortage of talent in relation to
the demand for it would probably be lost output.

Longer term

The current political focus is on pay for corporate executives,
heads of public sector organisations, universities and chari-
ties. This is already a very large number of organisations for

17 Number of foreign-born CEOs in the UK doubles, Economia, 13 March 2017
(https://economia.icaew.com/news/march-2017/number-of-foreign-born
-ceos-in-the-uk-doubles).
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a range of regulators to monitor. When added to existing
controls on public sector pay and the ever-increasing scope
of minimum wages, further expansion of government’s in-
fluence over pay will soon be reaching levels last seen in the
days of the Prices and Income Commission.

Yet these interventions have grown up in an ad hoc
manner and are likely to produce inconsistent results,
which will lead to pressure for greater control and greater
uniformity in pay, which would shift the labour market fur-
ther away from market forces and closer to a pay structure
determined by politicians and effectively unaccountable
regulators. There is no reason to suppose that they would
be particularly good at this task.

Moreover, why stop at listed company executives? Cur-
rently, there is little pressure to regulate the pay of such in-
dividual high-earners as entrepreneurs, people in private
equity, top sportsmen and women, fashion models and
movie stars. Yet we have already seen a backlash against
the high pay of BBC TV presenters, with social media anger
leading managers to pressure people such as John Hum-
phrys to accept ‘voluntary’ cuts in pay. Some have moved
out to private radio stations to avoid this sort of pressure.
But this bolt-hole may not be open indefinitely.

Claims are made that chief executives of quoted compa-
nies are in a rigged’ market which exaggerates their contri-
bution to their organisations; that government has a right
to insist that public servants (whether in the civil service,
local authorities, future nationalised industries or the BBC)
should have their pay limited; and that vice-chancellors or
charity heads, though not directly employed by the state,
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nevertheless receive income and privileges from govern-
ment and thus should be ‘accountable’ to it. Other people
who come outside these categories might be threatened if
their activities were felt to be reprehensible in some way.

Once the principle is established of interfering with pri-
vate sector businesses through restrictions on their ability
to pay whatever salaries they wish, or by imposing worker
representation, the barrier to further incursions into prop-
erty rights is lowered. Calls are being made for large private
businesses to be subject to similar disclosure rules as listed
companies. Denise Coates, the founder of Bet365, the online
betting company, has no obligations to outside shareholders.
But she has attracted hostility from activists for the large
amounts she has paid herself from profits which accrue in
part from gambling addiction."® Large numbers of entrepre-
neurs might fall foul of some group or other if fairness is to
be judged on the basis of a beauty contest.

It is in any case doubtful that antipathy towards high
pay will continue to be confined to large businesses. It is
more likely that it will increasingly be considered ‘unfair’
that there should be huge disparities of income, whatever
their origin. In an environment where some of these ‘in-
equities’ have been reduced or removed, there is a clear
possibility that there will be demands for reducing the pay
of other people who fall into the category of ‘the 1 per cent’

- either through further regulation or much higher levels of
personal income tax.

18 Bet365 chief Denise Coates paid herself £217m last year, The Guardian,
12 November 2017 (https://www.theguardian.com/business/2017/nov/12/
bet365-chief-denise-coates-paid-217m-last-year).
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GETTING TOUGH ON TOP PAY: WHAT CONSEQUENCES?

This would be worrying on grounds of personal lib-
erty. But it would also have implications for the ordinary
taxpayer.

At present around 28 per cent of income tax is paid
by the top 1 per cent of earners, up from 21 per cent in
1999.” Over the same period the share of income tax
paid by the bottom 50 per cent of earners has fallen from
12.6 per cent to under 10 per cent. Some individuals pay
enormous amounts of tax. For instance, during the last
election campaign Lord Sugar posted on social media an
image of a cheque he had recently paid HMRC: it was for
£58 million.*

If top pay is forced down, some highly paid individuals
will move abroad, and pay no UK taxes. Those who remain
would be earning less, and would pay lower taxes. Assum-
ing public spending remains the same (or more likely in-
creases, whichever government is in power), the logical
conclusion is that taxes would have to increase for middle
and lower earners.

Conclusion

It is understandable that the public dislikes huge discrep-
ancies in earnings, and may well feel that much high pay is

19 Do the top 1% of earners pay 28% of the tax burden? Full Fact (https://full-
fact.org/economy/do-top-1-earners-pay-28-tax-burden/).

20 Election 2017: Lord Sugar reveals £58m tax payment after row with Jer-
emy Corbyn supporters. The Independent, 8 June 2017 (https://www.in
dependent.co.uk/News/business/news/election-2017-alan-sugar-tax-pay
ment-58-million-jeremy-corbyn-supporters-labour-peer-lord-hmrec
-a7778831.html).
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undeserved, or even corruptly obtained. But reducing top
earnings would have no discernible positive effect on the
income of people at the bottom of the pay distribution. It
could well, directly or indirectly, negatively affect the pre-
and post-tax incomes of middle earners.

Governments need to be careful in how they react to
populist calls for action. The current requirement for lead-
ing plcs to spell out the basis of their pay structure, while
it could lead to adverse consequences, may be acceptable.
But giving government the power to fix pay ratios or even
pay caps brings dangers which are not sufficiently dis-
cussed by those demanding action.

Moving to a world where the state - influenced by con-
stant pressure from activists on social media - fixes pay
for top earners, and indirectly therefore for employees all
the way down the pay hierarchy, would be a radical step. It
would be a world very different from that we have known
in peacetime. It would make all pay increases highly polit-
icised, as was the case with incomes policies in the 1960s
and 1970s, and strain the competence of government, al-
ready stretched much too far. It would surely lead eventu-
ally to lower growth and productivity.

While some on the left might deny this, and in any case
place equality for its own sake high on their agenda, it is
disappointing to see so many of those ostensibly favour-
ing free markets and limited government join the clamour
against high pay.
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