
The heat is on 
Reforming executive pay
The Deloitte Academy: Promoting excellence in the boardroom
October 2016





Introduction
2016 may prove to be a pivotal moment 
in the history of executive pay. Year after 
year the level of executive pay continues to 
make headlines. Politicians, shareholders, 
regulators, journalists and commentators 
identify the causes, point the finger, 
discuss the wider implications and suggest 
potential solutions. 

The UK Corporate Governance Code 
sets out the way in which executive 
remuneration should be governed, best 
practice guidance from investors dictates 
how remuneration structures should be 
designed, disclosure regulations require 
companies to produce longer and longer 
remuneration reports and company law 
gives shareholders a vote on both the 
remuneration policy and the remuneration 
report. And yet all the time the gap 
between the pay of executive directors and 
the pay of the average employee continues 
to grow.  

The call for change is gathering 
momentum. The growing inequality in 
society appears to have been an important 
factor contributing to the result of the EU 
referendum and this, coupled with high 
executive pay, is top of the agenda of our 
new Prime Minister. It appears almost 
certain that further legislation around the 
governance and disclosure of executive pay 
will be introduced. 

Contributing to the debate is a recent 
report by The Executive Remuneration 
Working Group which concludes that 
boardroom pay has become too complex 
and is no longer fulfilling its purpose. While 
the Working Group did not specifically 
address the issue of quantum, the report 
proposes a number of reforms to improve 
the alignment between companies and 
shareholders, to improve transparency 
and to rebuild trust. We think it is helpful 
to consider some of these in the context of 
overall reform.

But it seems to us that we are all avoiding 
a discussion of the real issue and unless 
we address this head on, we are unlikely to 
solve it. The real issue is of course quantum 
– the levels of executive pay. We need to 
have an open and honest discussion not 
just about the gap between executive 
directors and the workforce and how this 
can be addressed but about the absolute 
levels of pay. How much the CEO of one 
of the UK’s largest companies should be 
paid will be perceived very differently by 
different people and while there can never 
be a ‘right’ answer to the question, we 
need to move towards a greater consensus 
around what is reasonable and what is 
not. It may be that current levels are about 
right, too low or too high but without a 
debate we will keep going around the  
same loop.

None of the various interventions over 
the years have addressed the issue of 
quantum and in some cases, particularly 
the disclosure requirements, may have 
made it worse. To solve it we will need to 
attack the issue from a number of different 
perspectives and, in our view, will need 
to have a frank debate on the absolute 
quantum of remuneration.

We should also bear in mind that the 
pay gap between senior executives and 
employees is not just a feature of listed 
companies; the problem exists across 
privately owned companies too and it is 
important that we do not inadvertently 
create a regulatory environment which 
deters our most talented individuals from 
taking positions in listed companies. If 
we are to truly address the issue some of 
the proposals being discussed could, and 
should, be extended to private companies 
of a certain size.

“ I want to see changes in the way that big business is governed…we’re going to have not just 
consumers represented on company boards, but employees as well. The FTSE…is trading at about 
the same level as it was eighteen years ago and it is nearly ten per cent below its high peak. Yet in 
the same time period executive pay has more than trebled and there is an irrational, unhealthy and 
growing gap between what these companies pay their workers and what they pay their bosses. 
So as part of the changes…I want to make shareholder votes on corporate pay not just advisory 
but binding. I want to see more transparency, including the full disclosure of bonus targets and the 
publication of “pay multiple” data: that is, the ratio between the CEO’s pay and the average company 
worker’s pay. And I want to simplify the way bonuses are paid so that the bosses’ incentives are 
better aligned with the long-term interests of the company and its shareholders.” 

Theresa May – 2016 speech to launch leadership campaign
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Quantum
Prior to 2009 we saw salary and incentive 
levels increase quite significantly driven 
by a number of factors which included 
over-benchmarking, global comparisons 
and a mindset that more pay linked to 
performance must be a good thing. To a 
large extent, the disclosure regulations and 
voting regime, introduced in 2013, along 
with pressure from shareholders and proxy 
agencies, have been successful in keeping 
the potential pay of executive directors 
in check.  In FTSE 100 companies, salary 
increases are now broadly in line with 
those given to the general workforce and 
increases to the annual bonus and long 
term awards happen far less frequently 
than in the past. 

The single figure disclosure now gives us 
a headline figure of overall levels of pay. In 
FTSE 250 companies the median pay for 
a chief executive is £1.6m and in FTSE 100 
companies £4.3m. With average employee 
annual earnings currently around £28,000 
it is not surprising that many consider 
these levels to be too high. But we need a 
debate about what a CEO of a large global 
company, with responsibility for thousands 
of employees and stewardship of significant 
shareholder value, should be paid so that 
we have a shared understanding of what 
can be considered the ‘right’ level of pay. 
Currently the remuneration committee, 
executives, shareholders, employees 
and other commentators will have very 
different views on what this level should be.

One area we think needs more attention 
is the payouts from short and long-term 
variable pay plans. Where variable pay is 
share based, some of the value may come 
from an increase in share price and this 
alignment with shareholders is of course 
positive, although as we note later on, 
it is important to consider the extent to 
which the broader employee population 
is benefiting from this success. But, with 
annual bonus plans in particular typically 
paying out at around 70% to 80% of 
maximum, the link between the payout and 
the performance often appears inadequate 
and this needs to be addressed. 

It is unclear whether greater disclosure and 
shareholder voting powers would make 
any real impact on quantum.  Realistically 
we are unlikely to see potential pay 
levels fall significantly but remuneration 
committees should still be vigilant. For 
example, the committee should be mindful 
of the impact, in absolute terms, of salary 
increases on the total pay package of a 
director compared with other employees. 
Based on a ‘typical’ package for a CEO of 
a large company, a 2.5% increase in salary 
for an individual with a salary of £1m can 
result in an overall increase of £150,000 
in potential earnings. Another area where 
remuneration committees may want to 
focus attention is benefits; while often 
not a major component of the overall 
package, these are often more generous 
than those provided to other employees 
and this helps foster a perception of 
unfairness. In particular, pension provision 
and the provision of a car or car allowances 
where the director already benefits from 
the provision of a chauffeured car, could 
be reviewed with an aim to making the 
benefits potentially less generous and 
more equitable across the organisation.

We think there are a number of reforms 
that could be made which would help to 
keep pay levels under control and would 
encourage a fairer distribution of wealth 
and we discuss these further below.

The impossible job
Remuneration committees find themselves 
in an almost impossible situation.
Determining the structure and level of 
remuneration taking into account the 
needs and circumstances of the business, 
the shareholders and the executive 
directors is challenge enough. Add to 
this the media, political and wider social 
attention and the role of the non-executive 
remuneration committee member 
becomes a rather unattractive one. 
Members are likely to find themselves 
between a rock and a hard place on many 
occasions.

The past few years have been particularly 
challenging for many companies. It is a 
very tough balancing act to ensure that 
the remuneration structure drives the 
strategy and continually evolves as the 
business evolves, that it incentivises the 
right behaviours while not inadvertently 
incentivising any wrong behaviours and 
to ensure that good performance is fairly 
rewarded and that poor performance 
is not. It requires a lot of time and an 
extensive knowledge of the business. Often 
there are real pressures to retain or recruit 
specific talent and at times this can be an 
overriding consideration. A company’s 
shareholders are not a single body and 
there will be many, often conflicting, 
views and opinions that need to be taken 
into account. There is little chance that a 
remuneration committee is going to please 
all of the shareholders all of the time. While 
there is general consensus that the 2013 
changes to the remuneration disclosure 
regulations and shareholder voting powers 
have resulted in better communication and 
engagement with shareholders, this has 
added time to an already time constrained 
non-executive director role. 

While many remuneration committees 
would like to take a more flexible approach 
to remuneration structures and to use 
more judgement and discretion in actual 
payouts, this adds yet more time and 
complexity to the process, requires 
more communication both internally and 
externally and opens up the possibility of 
a negative response from shareholders, 
directors, the media and other 
commentators. It is not surprising that 
committees have tended to take refuge 
in standardised structures and formulaic 
outcomes.

We must equally recognise that not all 
remuneration committees are applying 
enough rigour to the process and are not 
always looking at the remuneration of the 
executive directors in the context of all 
stakeholders.
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Can we fix the problem?
We don’t have all the answers but we do know that to achieve any real change will require action in a number of key areas and from a 
number of key players.

01

01

Corporate governance
Do we need to encourage companies 
to focus more on the long-term health 
of the business and all its stakeholders 
rather than a sole focus on increasing 
shareholder value?

02 Shareholder powers
Encourage shareholders to play their part 
in protecting the long-term interests of 
the companies they invest in, improve 
their engagement with companies and 
use their voting powers where necessary.  
Rather than making the annual vote 
binding, consider a ‘two strikes’ approach 
in cases of low voting.

04 Sharing success
Encourage companies to recognise the 
contribution of all employees through 
tax efficient incentives for profit 
sharing.

05 Disclosure
Rather than require the disclosure of a 
single blunt ratio of CEO vs employee 
pay, introduce a number of broader 
ratios and qualitative explanation, along 
the lines of the gender pay regulations, 
which would provide a fuller picture of 
how the company is sharing success 
across the organisation. 

03 Employee voice
Ensure that the remuneration committee 
understands and takes account of the 
views of the employees by introducing 
an employee forum with which the 
committee meets on a regular basis. 06 Remuneration committees

Introduce more rigour to the setting 
of performance targets, be prepared 
to make considered judgements 
on performance outcomes, making 
discretionary adjustments where 
appropriate, and guard against an  
over-reliance on benchmarking.

Corporate governance
Historically maximising shareholder returns was not the primary focus of companies but over the latter half of the 20th 
century the principle of shareholder primacy has taken hold. In 2006 this was enshrined in company law (see box). It is 
interesting to note that the legal duty to promote the success of the company includes a number of other factors which 

directors should ‘have regard to’. However, the phrase ‘have regard to’ is open to interpretation and typically the focus has been very firmly 
on the first part of the requirement. The principle that a company should act first and foremost for the benefit of the shareholders has 
been the driving force behind the way in which directors’ pay has been structured over recent years.

Duty to promote the success of the company

“A director of a company must act in the way he considers, in good faith, would be most likely to promote the success of the company 
for the benefit of its members as a whole, and in doing so have regard (amongst other matters) to:

(a)  the likely consequences of any decision in the long term, 

(b)  the interests of the company’s employees,

(c)  the need to foster the company’s business relationships with suppliers, customers and others, 

(d)  the impact of the company’s operations on the community and the environment, 

(e)  the desirability of the company maintaining a reputation for high standards of business conduct, and 

(f)  the need to act fairly as between members of the company.”
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The argument against shareholder 
primacy is beginning to build with 
many commentators, economists 
and academics pointing out that in 
reality other stakeholders (employees, 
customers, suppliers etc) are also making 
an investment in the company and that 
one stakeholder should not always be 
prioritised over another. There is evidence 
also being put forward that companies that 
focus on objectives broader than solely 
shareholder return may, as a result, create 
better shareholder return.

It is worth noting that in the 2012 update 
of the UK Corporate Governance Code, the 
preface included this statement: 

“While in law the company is primarily 
accountable to its shareholders, and the 
relationship between the company and its 
shareholders is also the main focus of the 
Code, companies are encouraged to recognise 
the contribution made by other providers of 
capital and to confirm the board’s interest in 
listening to the views of such providers insofar 
as these are relevant to the company’s overall 
approach to governance”.

In the 2014 update of the Code the main 
principle relating to remuneration was 
changed to put more emphasis on the 
long-term success of the business.

These concepts are important in the 
context of executive pay, since over 
the last few decades pay has been 
increasingly linked to shareholder returns, 
with alignment between directors and 
shareholders being the primary objective. 
The principle that shareholders, as the 
ultimate owners of the company, should 
police the pay of the directors of the 
companies they own is widely accepted. 
But it is not clear whether all shareholders 
really care about the way in which directors 
are paid, or indeed about the amount 
they are paid, as long as share price 
performance is satisfactory. 

02

As highlighted in a recent survey from the 
Office of National Statistics, 54% of the 
value of the UK stock market is owned 
by overseas investors, an increase from 
only 31% in 2008. Shareholders may have 
different approaches to executive pay, 
may not see it as a significant issue, or may 
default to proxy advisors to determine how 
they should vote.

As part of the solution it may be helpful 
to review the way in which the duties 
of directors are defined to ensure that 
wider stakeholders are given sufficient 
consideration. Over time, this may have an 
impact on the overall design and structure 
of directors’ remuneration by shifting the 
balance of the focus from alignment with 
shareholders and maximising shareholder 
returns towards greater long term 
stewardship.

We also support the move away from 
a requirement for quarterly financial 
reporting which may help to encourage 
shareholders to make longer term 
investment decisions and encourage less 
short-termism from shareholders and 
companies alike.

Shareholder powers
Theresa May has indicated 
that she intends to consider 
making the annual vote on the 

remuneration report binding, in addition 
to the three yearly binding vote on the 
remuneration policy. 

A number of countries have introduced say 
on pay votes including the US, Australia, 
Belgium, France, Germany, Sweden and 
the Netherlands. In some cases the vote 
is binding and in others is advisory only. 
There are mixed views as to the extent of 
the impact on executive remuneration but 
research appears to confirm a number of 
points across all of these countries:

 • Most companies receive a significant 
majority of votes to approve 
remuneration arrangements

 • A shareholder vote on the remuneration 
arrangements typically increases 
shareholder engagement

 • There does not appear to be any long-
term impact on executive pay levels

In the UK we have had an advisory vote 
on the remuneration report since 2002, 
and a binding vote on the remuneration 
policy since 2013. There is little doubt that 
the introduction of the vote has increased 
the level and quality of shareholder 
engagement and the voting opportunity 
has allowed shareholders to exert more 
pressure than they would otherwise have 
been able to do. 

This has contributed towards many of 
the positive changes we have seen over 
the past decade but whether there has 
been any impact on the levels of executive 
remuneration is less clear. The increase 
in the disclosure of remuneration for 
individual directors, introduced in 2002, 
has almost certainly contributed to the 
significant increase in remuneration 
levels by allowing easier benchmarking 
comparisons. 

On the other hand disclosure has resulted 
in more transparency for shareholders to 
assess the degree to which remuneration 
supports the business strategy and 
whether pay levels are sufficiently linked 
to performance. In theory this should have 
exerted a downward pressure on levels of 
pay. But for the most part this has not been 
the case. As noted above, the reality is that 
unless share price performance is poor, 
shareholders typically vote in favour of 
resolutions relating to remuneration.

It is true that for a few companies the 2016 
AGM season has been a bruising one and 
the number of companies receiving less 
than 75% of votes in favour is higher this 
year than in previous years. These are the 
companies which make the headlines. 
But as discussed above, although some 
shareholders will, and do, vote against 
companies, it is uncommon for a report to 
be voted down. 
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As can be seen in the chart above, 
typically around four out of five companies 
can expect to receive more than 90% 
of shareholders votes in favour of the 
remuneration report. In nine AGM seasons 
since 2008 only eight FTSE 100 and eleven 
FTSE 250 companies have received a vote 
against the remuneration report. In the 
three AGM seasons since the binding vote 
on policy came into effect in 2013, only two 
companies have received a vote against 
(both FTSE 250 companies).

As highlighted earlier, although we use 
the word shareholders as a generic term, 
they represent a very diverse group with 
shareholders based in different countries 
and having very different perspectives on 
pay and very different ways of expressing 
those views. For example, Aviva Investors, 
Fidelity Worldwide Management and 
Royal London Asset Management have 
not supported over a third of FTSE 100 
remuneration policies since the binding 
vote was introduced. On the other hand, 
Blackrock, Vanguard, State Street and other 
leading funds have voted in favour of over 
90% of reports.

There is a growing frustration from 
companies that a significant number of 
shareholders delegate their powers to 
proxy advisers which is evidenced by a lack 
of engagement and/or differences between 
the message given during engagement and 
the actual vote. 

2008 2009 2010 2011 2012 2013 2014 2015 2016 

More than 
90% of votes 
in favour 

Less than 
75% of votes 
in favour 

Vote against 

Voting on FTSE 100 remuneration reports since 2008 

82% 84% 82% 77% 76% 80% 85% 79% 81% 

10% 

2% 1% 

6% 8% 

1% 0% 

0% 6% 

2% 0% 

6% 4% 

0% 2% 

11% 1% 

0% 

In some cases the vote against is due 
to a single issue which could have been 
resolved at an earlier stage had the 
engagement feedback been clearer. At 
the very minimum shareholders should 
be required to publish their voting policies 
and votes and ensure that they engage 
with, and respond to, companies in a timely 
manner. 

A binding vote against the remuneration 
report would give shareholders the power 
to block controversial remuneration 
committee decisions, for example 
bonus and long term incentive payouts 
which do not appear to be sufficiently 
aligned with performance, increases in 
quantum which are unmerited, rewards 
for failure etc. However, the effectiveness 
of a binding vote against remuneration 
may be undermined by two key issues. 
Firstly it may be unclear as to which 
aspect of remuneration was at issue, 
making it difficult for companies to 
respond. Secondly, given the experience 
with the voting powers so far, the 
practical implications may actually make 
shareholders even more reluctant to vote 
against. 

An alternative might be to introduce a 
‘yellow card’ or ‘two strikes’ approach. For 
example, if a company received less than 
75% of votes in support, a binding vote 
could be required in the following year, 
giving the company time to address the 
problem. 

Alternative approaches across Europe 
include Belgium, where the Companies 
Code requires shareholders to pre-approve 
any termination payment that exceeds the 
amount of twelve months remuneration, 
and the more radical approach in Sweden 
where the nomination committee is 
made up of the five largest shareholders 
who recommend board appointments 
for approval by all shareholders at a 
general meeting. This latter approach 
is currently being championed by Chris 
Philp, Conservative MP for Croydon South 
in a recent paper entitled ‘Restoring 
responsible ownership’. The proposal 
suggests that in addition to the five largest 
shareholders the chairman of the board 
and an elected employee representative 
would attend the committee meetings and 
in both cases may speak but may not vote. 

However, the share ownership structure 
in Sweden is quite different to that in the 
UK and is typically concentrated in small 
numbers of major shareholders and 
in a large number of listed companies 
shareholders strengthen their position 
further through holdings of shares with 
greater voting rights. They often play an 
active ownership role and sometimes take 
a position on the board. 

Given the more diverse nature of the 
share ownership structure in the UK and 
the voting patterns we have observed 
since shareholders were first given a 
vote on remuneration, we are also not 
convinced that the introduction of a form 
of shareholder committee would have the 
desired effect.
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The voice of the employee
However we do believe that 
remuneration committees 
should ensure that executive 

pay is considered firmly within the context 
of the company as a whole and should be 
seen to be fair and equitable with general 
employee policies. Theresa May has floated 
the idea of an employee representative on 
the board. This is a well-trodden route in 
many European countries, both those with 
unitary and two tier board structures. 

Where this model exists there is research 
which suggests there may be some 
benefits. Employee representation on 
the board is likely to contribute to a good 
climate of co-operation and make it easier 
to embed board decisions throughout the 
organisations, potentially making tough 
decisions easier. But there is no evidence 
that employee representation has any 
impact one way or another on executive 
pay.

There are also some potential issues that 
would need to be addressed:

 • Should the employee representative have 
the same legal duties as other directors? 
Should they be excluded from some 
discussions where there may be a conflict 
of interest? 

 • Ensuring that employee representatives 
have sufficient knowledge and experience 
to understand all of the issues so that 
they are able to participate fully in the 
discussions. 

 • Avoiding the potential for the boardroom 
debate and discussion to effectively 
happen outside the formal board 
meetings.

 • Ensuring the employee representative 
does not feel intimidated or pressurised 
by other board members and feels able 
to contribute and speak out.

 • Consideration of the interaction 
between employee and trade union 
representation.

We are not convinced that employee 
representation on boards is the best way 
forward but we strongly agree with the 
concept of the employee’s voice being 
heard by the remuneration committee. 
An alternative solution could be the 
introduction of an internal employee 
forum which the remuneration committee 
chairman/board members would be 
required to meet with on a regular basis. 
This could be primarily focused on 
remuneration issues or could be extended 
to broader strategic issues. Again, a 
number of European countries have gone 
down a similar route and it may be helpful 
to look at the way in which these work and 
the impact they have. 

On the subject of remuneration, this would 
ensure that the remuneration committee 
understands the views of employees. 
Having to explain differences in policies 
and payments to a group of employee 
representatives would almost certainly 
bring another dimension to remuneration 
committee discussions. For example, if the 
executive bonus is set to pay out at 80% 
of the maximum whereas the employee 
bonus plan is only set to pay out at 50% 
of the maximum this would need to be 
explained and justified.

Although most remuneration committees 
have some insight into broader employee 
pay it is often limited. It would be helpful 
for all committees to be provided with 
more information on pay and practices 
across the organisation. This might include, 
for example, the overall size of the bonus 
pool and how it changes year on year, and 
information on pay increases and benefit 
provision by division and seniority.

Sharing success
Theresa May has stated her 
desire to tackle the growing 
inequality in society and 

to govern for everyone and not just the 
privileged few. In her speech to launch her 
national campaign to become Leader of the 
Conservative Party she said “we will make 
Britain a country that works for everyone: 
An economy that works for everyone, so we 
don’t just maintain economic confidence 
and steer the country through challenging 
times – but we make sure that everyone 
can share in the country’s wealth.”

Ensuring that when companies are 
successful the profits of that success 
are shared more fairly among the wider 
employee population is potentially an 
effective way of dealing with some of the 
issues around inequality.

This may require a greater recognition 
that the success of a company is not 
just down to the most senior directors 
of the company but is in part due to the 
contribution of every employee. The 
danger is that the focus on the talents of 
the CEO and a few other key executives 
leads to the the wider team on which 
success is built being forgotten.

There are many ways in which companies 
can share success and these should be 
encouraged. Currently there are tax-
effective all-employee schemes but these 
typically require a contribution from the 
employee. We hope the Government will 
look at this and consider ways in which 
companies can be encouraged to share 
a proportion of their profits with their 
employees, perhaps by introducing some 
form of non-contributory tax effective 
scheme.

Disclosure
Theresa May has also 
suggested that companies may 
be required to disclose full 

details of bonus targets and the ratio of the 
CEO pay to employee pay. The inclusion 
of pay ratios is supported by the report 
of the Working Group and the GC100 and 
Investor Group in the August 2016 updated 
guidance.

03

04

05
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Disclosure of bonus targets
The new disclosure requirements have 
greatly improved the disclosure of targets 
and the degree to which targets have 
been met. It may be helpful to require 
more narrative reporting to explain the 
target setting process and to justify bonus 
payouts in the context of overall company 
performance and other relevant factors 
but this in itself is not going to address the 
issue of better target setting.

We believe there needs to be more rigour 
in the target setting process and more 
discretion used to ensure payouts reflect 
overall performance. Equally we believe 
shareholders need to scrutinise and 
challenge both the targets and the payouts 
more thoroughly.

Pay ratios
There has been much discussion about 
pay ratios over the past few years. They 
were debated as part of the new disclosure 
regulations back in 2012/13 and have 
featured in drafts of the EU Shareholder 
Rights Directive although they are not 
included in the current draft. The High 
Pay Centre recently released a report 
advocating that companies include a ratio 
in the remuneration disclosures. The US 
Securities and Exchange Commission (SEC) 
introduced a rule requiring companies 
to disclose the ratio between the total 
compensation of the CEO and the median 
employee in 2015. Public companies must 
adopt the final rule for the first financial 
year beginning on or after January 2017 
(see below).

The disclosure of a pay ratio splits opinion 
with some believing that the disclosure 
of this number will help to close the 
gap between the CEO and the rest of 
the workforce by highlighting the issue 
which will generate pressure to reduce 
the gap. Others believe a simple ratio is 
meaningless given the diverse nature of 
companies and their employees. 

We think that remuneration committees 
should have an awareness of this ratio 
and how it changes over time. We are 
less convinced that publishing the ratio 
will be helpful. While it may provide a 
simple and understandable metric to 
measure inequality, a single ratio of total 
compensation is too blunt a tool and in 
many cases will be too simplistic to be 
meaningful.

There may be other, broader ratios which 
would paint a fuller picture of how the 
remuneration spend is spread across 
the company and having more than 
one measure would provide different 
perspectives. This might include, for 
example, data on how the top decile of the 
wage bill compares with the lower decile 
and looking at the total incentives paid to 
management relative to those paid to all 
employees. 

We also believe that there is room for a 
more qualitative explanation of the way 
in which the company is sharing business 
success across the organisation. This might 
include information on improvements to 
benefits, all employee share plans and 
bonus pools, reducing zero hours contracts 
etc. 

The draft gender pay regulations which 
take a similar approach are generating a 
lot of productive discussion in boardrooms 
and we think with further thought and 
consideration this approach might have 
a similar effect. Longer term we think a 
combination of a number of broader ratios 
and better qualitative explanations may 
have more impact than simply providing 
one number which may serve to supply 
journalists with easy headlines rather than 
acting as a catalyst for change.

Companies are required to define the 
median employee for compensation 
purposes – this need only be done 
every three years unless there has 
been a significant change in the 
employee population or compensation 
arrangements 

Median annual total 
compensation of 

all employees
Annual total 

compensation of CEO
Ratio of median pay of 
employees to median 

pay of CEO

The actual value of the disclosed 
total compensation for the median 
employee and the CEO must be 
calculated in accordance with 
the regulations. The ratio can be 
disclosed numerically 
or narratively

Includes full-time, 
part-time, seasonal and 
temporary employees. 
Non US employees 
must be included 
although there are 
some exemptions 
allowed

Determining the 
median employee – 
companies can 
choose the method 
used to identify the 
median employee 
using statistical 
sampling where  
appropriate and can  
choose the compensation 
elements e.g. salary only, 
salary plus overtime,  
annual total cash 
compensation etc.

SEC rules on pay ratio disclosure
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The impact of the 2013 Directors’ remuneration report regulations

As with the gender pay regulations 
there would be merit in extending this 
requirement to all companies above a 
certain size rather than just those listed 
in the UK as the pay gap is certainly not 
just limited to listed companies and if the 
problem is to be addressed it needs to be 
across all UK companies.

Remuneration 
committees
As we discussed earlier, the 
role of the remuneration 

committee is getting no easier. But the 
structure of remuneration, and the way in 
which remuneration is determined are key 
elements in the debate on how executive 
pay can be brought under control. 

The positives

 • Salary increases have remained around the 2% mark for a 
number of years; many executive directors have seen salaries 
frozen in at least one of the past few years. 

 • No increase in the median annual bonus potential across FTSE 
100 companies since 2007; the median bonus potential for the 
chief executive has decreased slightly since last year. 

 • The median LTIP award has also remained steady for the past 
few years across the largest companies. 

 • Ten years ago more than half of FTSE 100 companies had more 
than one long term plan in operation. Today less than one in five 
companies operate more than one long term plan. 

 • There has been a rapid rise in the number of companies 
including further holding periods, making plans longer term in 
nature, increasing shareholding requirements and introducing 
malus and clawback provisions.

The flipside

 • Shareholder engagement has, for all sorts of reasons, pushed 
companies to adopt a standardised approach to remuneration 
structures. 

 • For example, in FTSE 100 companies, over three quarters of 
companies now have an annual bonus plan and a performance 
share plan that looks very like all the other variable pay plans in 
FTSE 100 companies.

 • Performance measures, while varying slightly from company to 
company, are for the most part very similar.

 • This is not necessarily an improvement. It is unlikely that what is, 
in effect, the same plan, can support the diverse strategic aims 
of our biggest companies. 

 • Current structures are not always doing their part to drive the 
long-term strategy and success of the company.

The report of the Executive Remuneration 
Working Group highlighted a number of 
issues and proposed some solutions which 
are helpfully addressed as part of the wider 
debate.

New legislation, which increased the level 
of disclosure and introduced a binding vote 
on remuneration policy, was introduced 
in 2013. This encouraged shareholders to 
put pressure on certain design aspects 
of remuneration structures and overall, 
particularly in FTSE 100 companies where 
there is more intense scrutiny, this does 
appear to have put the brakes on the 
upward ratcheting of pay. 

Companies have also started to simplify 
pay structures in response to shareholder 
concerns about complexity, but there 
have also been some negative effects as 
highlighted in the diagram below.

06
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Recommendations from the Executive Remuneration Working Group

Flexibility vs complexity
A one size fits all approach does not work and we strongly support a move towards more flexibility. 

But with flexibility will come additional responsibilities and challenges. Remuneration committees must spend time ensuring that 
remuneration arrangements are appropriate for the business and properly support the business strategy. They must be:

 • Strong enough to act in the best interests of the company and not those of the executive directors. 

 • Satisfied that arrangements for executive directors are fair in the context of the rest of the workforce. 

 • Prepared to make considered judgements on performance outcomes and make discretionary adjustments where appropriate and use 
the malus and clawback provisions when justified.

Shareholder 
engagement

Companies need to 
listen and respond to 

shareholder views

Shareholders need to 
provide clear feedback on 

proposals

Flexibility
Increased flexibility 
to choose the most 

appropriate remuneration 
structure

Three proposed models: 
 – LTIP as at present

 – Bonus deferral
 – Restricted share  

awardsDiscretion
Remuneration 

committees should use 
discretion to assess all decisions 

and payouts to ensure they 
accurately reflect company 

performance

But any use of discretion 
must be clearly 
disclosed and 

explained

Levels of pay 
Should be justified 

relative to internal and 
external reference points 

including ratio between pay 
of CEO and employees

Remuneration committees 
and consultants should 
guard against potential 

inflationary impact 
of market data

Remuneration 
committees

Non-executive directors 
should serve on the committee 
for at least a year before taking 

on the role of chair
The company chairman and the 

whole board should be 
engaged in the 
remuneration 

setting process

Investors will need to be prepared to listen 
and understand the rationale for proposed 
remuneration structures, feedback any 
issues and support arrangements where 
they are clearly right for the business. 
They should listen to the explanations and 
justifications for discretionary adjustments 
and support these where appropriate. They 
must question and challenge where they 
believe elements of the pay structure are 
inappropriate.

There will need to be a trade-off between 
flexibility and complexity. Bespoke pay 
arrangements and an increased use of 
discretionary adjustments may not always 
lead to simplicity and transparency. 
Sometimes the ‘right’ answer will not 
necessarily be the simplest. But where 
arrangements include a degree of 
complexity it is important that they can be 
easily explained and justified and that the 
link between performance and reward is 
transparent.

Flexibility must not be perceived to be a 
way to increase the overall quantum of 
remuneration or in any way to encourage 
reward for failure. 

Re-building trust
The report of the Working Group is right 
to flag up the need for trust to be rebuilt. 
In our view there are a number of areas 
where remuneration committees need to 
re-focus and apply more rigour. This is key 
to rebuilding trust between companies and 
shareholders.
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Median bonus payments in FTSE 100 
companies have consistently been between 
70% and 80% of the maximum every year 
for the past ten years. In smaller companies 
this is not so extreme but payouts have 
still consistently been around 70% of 
maximum in almost every one of the last 
ten years. Plans hardly ever fail to pay out 
and in around three quarters of companies 
pay out above 50% of maximum every 
year. At least an on-target bonus seems 
almost guaranteed in many companies. 
The new disclosure requirements have 
improved the disclosure of targets and 
the degree to which these have been met. 
More disclosure may be helpful notably in 
relation to individual performance.

As highlighted earlier we believe there 
needs to be much more rigour in the way 
in which targets are determined and set. 
Boards debate budget at length but is it 
the case that budget should always equal 
target?

Benchmarking – remuneration 
committees should still be on their guard 
against an over-reliance on benchmarking 
and ‘chasing the median’ which can 
potentially lead to increases in the size of 
awards. Carrying out a pay benchmarking 
exercise every year is unlikely to be 
necessary for most companies. Regular 
benchmarking against the median of 
the market has undoubtedly fuelled the 
increases we have seen in executive pay 
over the years. There are a number of 
points that remuneration committees 
should bear in mind when thinking about 
benchmarking. 

These include: 

 • Giving careful thought as to the most 
appropriate comparator companies when 
conducting benchmarking exercises.

 • Considering how often the exercise 
should be undertaken.

 • Focusing on a market competitive range 
rather than ‘chasing the median’ and 
making an informed judgement about 
where an individual should be placed 
within that range.

 • Not viewing the outcomes of a 
benchmarking exercise as a substitute 
for exercising judgement in the specific 
context of the business.

The committee should also be aware of 
the remuneration structures and the 
benchmarking approach used at the 
executive committee level and one or two 
levels below this, and be mindful of any 
issues on internal relativities.

Recruitment and termination 
arrangements – dealing fairly and 
responsibly in recruitment and termination 
situations is critical and has been a cause 
of shareholder unrest in a number of 
companies in the past two to three years. 
These are usually high profile events and 
getting this wrong can be reputationally 
very damaging. It is not always appropriate 
or realistic to expect companies to consult 
with shareholders on such sensitive 
matters but more transparency after the 
event would be helpful. It is also important 
to remember that getting the contract right 
at the time of appointment is preferable 
to having to negotiate at the point of 
departure.

The annual bonus plan

50%

55%

60%

65%

70%

75%

80%

85%

90%

95%

100%

No Payout 
in 5% of 

companies

No Payout 
in 4% of 

companies

No Payout 
in 6% of 

companies

No Payout 
in 8% of 

companies

No Payout 
in 3% of 

companies

No Payout 
in 1% of 

companies

No Payout 
in 8% of 

companies

No Payout 
in 6% of 

companies

No Payout 
in 3% of 

companies

No Payout 
in 0% of 

companies

Median bonus payments in FTSE 100 companies over ten years – % of maximum potential

2006/07 2007/08 2008/09 2009/10 2010/11 2011/12 2012/13 2013/14 2014/15 2015/16

78% 80%

75%
71%

87%

74%

67%

73%

77%

70%
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Remuneration committee process – 
the Working Group has suggested that 
members of the remuneration committee 
should serve on the committee for at least 
a year before taking on the chairmanship of 
the committee and we understand that the 
Financial Reporting Council has agreed that 
this will be considered as part of the next 
review of the UK Corporate Governance 
Code. The report also recognises that the 
remuneration committee must have the 
full support of the board and that this may 
be better achieved if the chairman of the 
company is a member of the board or at 
least attends the meetings. 

The remuneration committee may also 
want to consider the extent to which 
management is present at the meetings. 
Clearly the input and perspective of 
management is vital to many of the 
discussions and deliberations of the 
committee. But the potential conflict 
of interest must be recognised and the 
committee should ensure that there 
are processes in place to ensure that 
management does not exert undue 
influence. 

Conclusion
As we write, politicians, investors and the 
media continue to debate the issue and 
the drive to reduce levels of inequality 
is undoubtedly gathering speed. The 
argument is no longer about whether 
or not the issues of inequality and the 
wider considerations of good corporate 
governance and social responsibility need 
to be addressed but how they are to be 
addressed.

The regulations introduced in 2013, which 
increased the level of disclosure and gave 
shareholders more voting powers, have 
clearly had, and will continue to have, 
a positive impact on pay structures, as 
we have outlined above. But they have 
not made any real difference to the 
quantum of executive remuneration and 
by definition have not lessened the gap 
between executive directors and the wider 
employee group. Accepting that this is 
the issue that we must now address, we 
believe that we need to take a more holistic 
approach and look at it from all angles. 

This may mean going further than looking 
at introducing more disclosure, more 
shareholder powers and taking more note 
of the wider employee population. 

We should also be considering ways in 
which directors can be encouraged to 
act for the benefit of a wider stakeholder 
group and focus more strongly on long 
term stewardship than maximisation of 
shareholder returns, ways in which there 
could be a greater sharing of success 
among all employees, ways in which 
shareholders can be encouraged to 
actively engage with companies and ways 
in which the governance of remuneration 
committees can be improved.

Addressing just one or two of these issues 
is unlikely to achieve results which will 
satisfy everybody and the issue will keep 
coming back to haunt British industry on a 
regular basis.

The truth is, it’s complicated, and we don’t 
expect it to be an easy or quick fix. The next 
twelve months are undoubtedly going to be 
both interesting and challenging. We could 
be on the threshold of a transformation in 
the landscape of executive pay in the UK.
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