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You may not know Frederic W. Cook, but if you are a shareholder or employee who has watched executive pay rocket in recent years, you are likely to be acquainted with his work.

As the nation’s leading executive compensation consultant, Mr. Cook and his colleagues at Frederic W. Cook & Company are probably responsible for creating more wealth for executives over the last 20 years than any other. 

Mr. Cook invented “reload stock options,” the financial equivalent of perpetual-motion machines, which helped bestow millions of lucrative shares on executives over more than a decade until an accounting change forced them into disfavor.

Reloads are awards that were automatically replaced each time they were exercised. For example, if an executive received a grant of 1,000 options carrying a strike price of $10 a share, and later exercised them for $20 a share, he or she instantly got 1,000 more options with a new strike price of $20. Some reloads even had a special feature that covered the tax bills generated by option exercises. In these cases, the replacement option covered a larger number of shares than the original award to pay for taxes due, further diluting the equity stakes of existing shareholders.

From 1970 to 2000, according to a Harvard study, the median compensation awarded to the three highest-paid officers at major American corporations rose to $4.6 million from $850,000. More recently, that figure has settled down to around $4.35 million. 

Concerns about shareholder value, corporate governance and the economic and social impact of soaring C.E.O. pay has led to mounting criticism of compensation practices. 

Since its founding in 1973, Mr. Cook’s firm has served more than 1,800 clients, including more than half the world’s 250 largest corporations. 

Creativity where executive pay is concerned is something in which Mr. Cook takes great pride. On many occasions — at conferences and before Congress — he has identified himself and his firm as “the thought leader” on matters involving executive compensation.

 “It’s not so much that the consultant facilitates, but that the consultant doesn’t apply the brakes,” said Brian Foley, head of an independent consulting firm in White Plains. “You have to read clients the riot act from time to time — you have to be willing to walk away to the point of being fired.”

It is entirely possible that in recent years Mr. Cook and his colleagues have tried to brake the runaway pay train at some or all of the companies they advise. Mr. Cook cited two occasions when he encouraged clients to rein in exorbitant executive retirement plans but lost the argument. Asked if he ever thought about walking away from clients with whom he disagreed, he said, “It wasn’t a quitting issue.”

Compensation consulting firms range from smallish, independent shops like Cook & Company to huge conglomerates like Hewitt Associates and Towers Perrin that house sizable pay-advisory subsidiaries. Although nearly 50 compensation consultancies operate nationwide, up from just a handful 20 years ago, they have been largely hidden from investors’ view because publicly traded companies have not had to identify them in their pay disclosure filings. That is about to change: the Securities and Exchange Commission has instituted new rules that will require companies to identify their compensation consultants in public filings next year.

The business is very profitable, but analysts say that large firms often use pay consulting as a loss leader so they can snare more lucrative consulting contracts. Any consultant that pushes back on executive pay packages runs the risk of putting other consulting contracts at risk.

In that context, some consultants say, the new S.E.C. disclosure rules would have been more robust if, in addition to mandating disclosure of the consulting firm’s identity, they also required a rundown of other services a firm provides to each of its clients. But they do not. 

Consultants and the companies often justify pay packages by relying on comprehensive surveys of compensation practices among peer companies. It is out of these studies that the percentiles emerge that keep pay rising. Companies report their executives’ pay as landing in a particular percentile of their peer group — the 75th is common — to make it seem reasonable.

But the data set that these surveys use can be skewed to include, for example, large, one-time stock option grants given to corporate executives for a specific reason — to reward a promotion, for example, or to induce a top manager to join the company. Though these awards are unusual, they are included in surveys, driving up the pay of every executive who used them. 

The bull market in stocks that began in 1982 and ran with some stumbles through the 1990’s also gave consultants an opportunity to juice their clients’ take by showing them that total compensation across corporate America was rising. Mr. Cook pointed this out in a speech last year. Because option grants were valued at the price of the underlying stock when awarded, he said, in periods of rising share prices, consultants could use the fact that total compensation from options was rising in their studies. For companies whose stock prices lagged behind the market or their peers, consultants recommended increasing the size of the option grants, to remain competitive. 

“All the benchmarking data everyone is using has been inflated over the past 15 years so most of that data is useless,” Mr. Romanek said. “Everybody should start fresh.”

Cook & Company advised Computer Associates on a pay plan that in 1998 produced a $1.1 billion stock award for Charles B. Wang, its chief executive; Sanjay Kumar, its president at the time; and Russell M. Artzt, an executive vice president. The plan generated its first big payment to the executives in 1998. Mr. Wang received shares worth $670 million while Mr. Kumar got shares worth $335 million. Mr. Artzt got a grant worth $112 million. All three executives later returned 22 percent of the shares to settle a stockholder suit.

High-level executives at Computer Associates were found to have artificially inflated sales figures in 1999 and 2000. Mr. Kumar pleaded guilty earlier this year to eight counts of fraud and obstruction in the case.

As for the Cook firm’s work for Tyco, which related to stock options, a spokeswoman for Tyco declined to comment. Last year, Mr. Kozlowski, Tyco’s boss, was found guilty of looting the company and covertly selling shares while artificially inflating company results.

As Bank One’s new chief executive, Mr. Dimon immediately cut back on pay items and perquisites — supplemental retirement plans, company cars and club memberships — awarded to top executives. It was too much, he said, because well-compensated professionals should be able to pay their own club dues and car bills. And he eliminated supplemental retirement plans at Bank One.

Who designed the plans that Mr. Dimon so happily and proudly scrapped? Cook & Company.

http://www.nytimes.com/2006/10/15/business/yourmoney/15pay.html


QUESTIONS TO ANSWER IN CLASS:

1) One of the first things Daimler did when it took over Chrysler was match German executive compensation to the Americans: good/bad, why?

2) What was the economic (and moral) impact of giving East Germans ¾ pay?

3) What about Siemens and Benq?

4) How do “PISA” studies affect benchmarking of education?

5) Is there anything missing in this report (hint: Airbus’ Head Honcho selling stock)?

6) Write three questions of your own for others to answer in class:

A. ________________________________

________________________________

________________________________

B. ________________________________

________________________________

________________________________

C. ________________________________

________________________________

________________________________

7) List words you didn’t know and their meaning:

A. ___________________  ____________

________________________________

________________________________

________________________________

B. ___________________  ____________

________________________________

________________________________

________________________________

8) List phrases where you don’t know the meaning although you know the words:

· ________________________________

________________________________

________________________________

· ________________________________

________________________________

________________________________

9) Write two (2) more True / False statements based on the article:

T / F
Increased compensation is based upon inflated statistics.

T / F
________________________________

________________________________

________________________________

T / F
________________________________

________________________________

________________________________

10) Write two (2) more Multiple Choice statements based on the article:

If the stock price goes down, losing money for the owners:

A. management should be congratulated.

B. management should be paid less.

C. management should be given compensating “extra” stock options.

D. management should be given a golden parachute.


________________________________

________________________________

________________________________

A. ___________________ 

B. ___________________

C. ___________________

D. ___________________


________________________________

________________________________

________________________________

A. ___________________ 

B. ___________________

C. ___________________

D. ___________________
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