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Over the last five years, the averagecompensationof the CEOsof 1,224 publicly listed industrial

companieshas increasedat a compoundannualgrowth rate of 6 percent. Hasthis growth been a fair

representationof the shareholdervaluecreated?

In fact, at these companies,only a quarter of CEOswere paid in line with shareholdervalue creation,

accordingto the FernwehExecutiveCompensationIndex. Another quarter were underpaid,while the

majority receivedmore than the value they generated. Strikingly,high-performing CEOsand CEOsof

smallercompanieswerethe most likelyto beunderpaid.

This article digs into our data to explain five reasonswhy ǘƻŘŀȅΩǎmodel is flawed. Then we offer a

frameworkcompaniesshouldconsiderusingto aligncompensationmorecloselywith valuecreation.
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At industrials, executive compensation rarely reflects value creation, on 

the contrary it is regressing to the median and underpaying the best. To 

realign with value creation, Governance should consider three questions.
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During the period 2016ς20, averagecompensationof the CEOsof 1,224 publicly listed industrial
companiesreached$5.8 million, growingat a compoundannualgrowth rate of 6 percent (Exhibit1).
Over the same period, realization ratesτmeasured as the ratio between actual and target
compensationτrose from 1.2 in 2016 to 1.6 in 2020. In other words, /9hǎΩcompensationwas
exceedingthe targetedamountsmoreandmoreoverthe five-yearperiod(Exhibit1).

Exhibit1

Viewingcompensationat the levelof individualcompanies,we found additionalpatterns. Most striking,
compensationstructure for CEOsis remarkably similar acrossall the companies. When industrial
companiesset executivecompensationtargets, they typically apply a framework that has three main
components: a basesalary,short-term incentives,andlong-term incentives(Exhibit2).

Thebasesalary is typicallya fixed cashamount designedto attract and retain qualifiedexecutivesand
compensatefor competencies,skills,experience,andresponsibilities.

The typical short-term incentive is an annual variable cash incentive linked to near-term operating
performancetargets,suchasorganicrevenuegrowth, adjustedoperatingincome,andfree cashflow. To
ensurealignment with ǎǘƻŎƪƘƻƭŘŜǊǎΩinterests,executivecompensationusuallyemphasizeslong-term
incentives. Thiscomponentis an equity-basedincentivethat rewardsexecutivesfor achievementof the
ŎƻƳǇŀƴȅΩǎlong-term financialtargets. It alsopromotesretention becauseit includesmultiyear vesting
terms that require continuousemployment. Long-term incentivesconsistof a combinationof multiple
vehicles:
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ÅRestricted stock units (RSUs). RSUs are a time-based incentive that is granted annually. They generally 
vest in three yearsτeither 100 percent in year three or in increments of 33 percent per year. Vesting is 
generally subject to continued employment during the period.

ÅPerformancestockunits (PSUs). Alsograntedannually,PSUsare a performance-basedincentive. They
are granted each year based on performance relative to a two- or three-year preestablished
performanceplan. Theactualnumberof sharesto be grantedis determinedat the end of the vesting
period,typicallybasedon a rangeof 0 to 200percent.

ÅStockoptions. LikeRSUs,stockoptions are a time-basedincentivegrantedeachyear. Theygenerally
vest in three or four years and have a 10-year expiration. The strike price is the stock price at
grantdate.

Exhibit2
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Tostructurallyassessthe strengthof the link betweenŎƻƳǇŀƴƛŜǎΩexecutivecompensationpackagesand
shareholdervaluecreation,we haveintroducedthe FernwehExecutiveCompensationIndex(FECI).

Thismeasureof the efficacyof aŎƻƳǇŀƴȅΩǎCEOcompensationplan
provides insights for better aligning CEO compensation with
shareholder value creation (see sidebar, ά!ōƻǳǘthe Fernweh
ExecutiveCompensationLƴŘŜȄέύ. An FECInear 1τin the rangeof 0.8
to 1.2τindicatesthat anŜȄŜŎǳǘƛǾŜΩǎcompensationis alignedwith the
shareholder value created. Indexes below 0.8 signify executives
whosecompensationpackageis not fully reflectingthe valuecreated,
and indexes above 1.2 signify overpaid CEOs,meaning they have
receivedcompensationhigherthan the valuetheygenerated.

FernwehExecutive 

Compensation Index 

provides insights for 

better aligning CEO 

compensation with 

shareholder value 

creation

About the FernwehExecutiveCompensationIndex

TheFernwehExecutiveCompensationIndex(FECI)hasbeendevelopedbasedon the assessmentof
1,224executivecompensationpackagesof publiclylisted industrialcompaniesin North America. The
indexincorporatesthreeelements:

ÅStructureof the target compensationpackage. Thiselementmeasuresthe targetŎƻƳǇŜƴǎŀǘƛƻƴΩǎ
exposureto long-term companyperformance. The metric is long-term ŎƻƳǇŜƴǎŀǘƛƻƴΩǎshareof
total targetcompensation.

ÅTarget setting. This element measures the linkage between actual compensation and the
shareholdervaluecreated. Todo this, it comparesthe compensationrealizationrate, computedas
actual compensationover target compensation,with the relative performanceagainstrelevant
benchmarksfor several metrics (total shareholder returns, EBITDA,free cash flow, revenue
growth).

ÅAbsolutecompensationamount. Thiselementmeasuresthe/9hΩǎabsoluteactualcompensation

versusthat of CEOswithin the samerelativeperformancecluster.

For each/9hΩǎcompensationpackage,the analysisassignseachelementa scorebetween0 and 2.

Eachscoreis then weightedto reflect its relative importance. Thesumof the weightedscoresis the

FECI,a value between 0 and 2, with 1 representinga distinctive alignment between executive

compensationandshareholdervaluecreation.

FernwehExecutive 
Compensation Index
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Byusingthis measureto assessthe 1,224industrialCEOsin our
sample,we found that only one-quarter of CEOs(24 percent)
are paid fairly (Exhibit3). Another 24 percent are underpaid,
and52percentareoverpaid.

Exhibit3

Only one-quarter of CEOs 

are paid fairly. 24 percent 

are underpaid, and 52 

percent are overpaid.

Digging deeper, we found that underpaid executivesare not evenly distributed among industrial
companies. Viewedby companyperformance,they are most likely to be found amongtop performersτ
33 percent of total, versus 15 percent among other performance groups (Exhibit 4). In particular,
underpaidtop performersdisplaylower exposureto performance-basedincentives(12 percentof total
compensation)anduncalibratedplans(thoseachievingonlya 33percentrealizationrate).

In addition,we founda largeamountof underpaidCEOsamong
companieswith revenueslessthan $1 billion (34 percent),as
well as a significant21 percent at companieswhere revenues
werebetween

Underpaid executives are most 

likely to be found among top 

performers and among smaller 

companies with revenues less 

than $5 billion
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Exhibit4

Exhibit5

$1 billion and$5 billion (Exhibit5). In contrast,where revenueswere at least$5 billion, underpaidCEOs
weremuchlesscommon,at 12percent.
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Analyzingin detail the compensationpackagesof the 1,224CEOs,we found five maincausesof the weak
link with shareholdervaluecreation:

ÅThereis a regressionto the median. Companygovernanceis overrelyingon peer benchmarkingto set
targetcompensationfor the CEO.

ÅPerformancetargets underlyingthe long-term incentiveare often underwhelming. Targetsare set as
incrementalimprovementsrather thananchoredin theŎƻƳǇŀƴȅΩǎfull potential.

ÅLong-term incentivesare skewedtoward time-basedelements. RSUsand options are often trumping
the relevanceof PSUs.

ÅYear-over-yearCEOadjustmentsto compensationhaveonlya weaklink with financialperformance.

ÅHigh-performingCEOsarepaidonly incrementallyhigherrelativeto their peers.

Regression to the Median

CompanyƎƻǾŜǊƴŀƴŎŜΩǎrelianceon peer groupbenchmarkingis not a secret. Everypublic-companyproxy

statementdiscloseshow the peergroupleveragedis built andwhichcompaniesareusedfor comparison.

However,our analysissuggeststhat peerbenchmarkingis trumpingeverythingelse. Thestrongestpattern

emergeswhenwe categorizecompensationpackagesbycompanysizein termsof revenues.

Why current model is flawed

Acrossthe board, industrial companiespromote a compensationphilosophyanchoredaround common

principlesaimed at attracting the best talent and reinforcing the link with shareholdervalue creation.

Companiesexpresstheseprincipleswith variousterms,suchaspaycompetitiveness,long-term retention,

payfor performance,andstockownership.

ώΧϐ ŘŜǎǇƛǘŜ ǘƘŜ ōŜǎǘ ǇǊƛƴŎƛǇƭŜǎ 

and good intentions, there is a 

regression to the median, with 

/9hǎΩ ŎƻƳǇŜƴǎŀǘƛƻƴ ǇŀŎƪŀƎŜǎ 

looking increasingly similar

GivenŎƻƳǇŀƴƛŜǎΩdifferent starting points and the value at

stake,we would expectCEOcompensationpackagesto be fully

customized. Indeed, at first glanceacrossCEOcompensation

packages,there issignificantvariation,both in total amountand

in structure (the mix of basesalary,short-term incentives,and

long-term incentives). However,when we dig deeperand look

at CEOcompensationpackagesby subsegmentsand revenue

clusters, we find that despite the best principles and good

intentions, there is a regressionto the median, with /9hǎΩ

compensation packages looking increasingly similar within

eachcluster.
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Exhibit6

Underwhelming Targets 

In addition to a regressionto the median,we haveobservedthat a largenumber of CEOsare achieving

andgoingbeyondtheir target compensation. Thistriggeredour attention to pressure-test whether this is

drivenbyoutstandingperformanceor enabledbyeasy-to-achievetargets.

Anaspirationaltarget wouldbe onethat fully reflectstheŎƻƳǇŀƴȅΩǎtrue full potential andthat onlya few

companiessucceedin meetingτor, at the very least,a target that, if met, would makecompaniesstand

out bygeneratingreturnshigherthan the relevantbenchmark. Nevertheless,despiteŎƻƳǇŀƴƛŜǎΩbest

Perhapsmost notable, however, is how little compensationvarieswithin revenueclusters(Exhibit 6).

There is a regressionto the median in the sensethat pay is closer to median for the cluster than

performancedifferenceswouldaccountfor. Most CEOsearnwithin plusor minus$1.5 million.

In general,compensationpackagesare consistentlylarger for

largercompanies,and long-term incentivesare a greatershare

of compensationat largercompanies.
ώΧϐ ǇŜŜǊ ōŜƴŎƘƳŀǊƪƛƴƎ ƛǎ 

trumping everything else
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Exhibit7

ώΧϐ ŎƻƳƳƻƴ ǇǊŀŎǘƛŎŜ ƻŦ ǎŜǘǘƛƴƎ 

targets as incremental 

improvements, rather than 

based on the true full potential a 

company could achieve.

This is driven by the common practice of setting targets as

incremental improvements relative to the previousȅŜŀǊΩǎ

performance,rather than basedon the true full potential a

companycouldachieve.

intentions to reward for performance,we found that during the 2016ς20 period, only 17 percent of

companiesposted returns above the industrial S&P500, but more than twice as many CEOs(35%)

exceededtheir targetcompensation(Exhibit7).

Considerthe examplesof two industrial machinerycompanies(Exhibit8). The first ŎƻƳǇŀƴȅΩǎtargets

includeimprovingEBITDAmarginto 19 percent,only one percentagepoint abovetheŎƻƳǇŀƴȅΩǎaverage

over the previousthree years. Thesecondcompanyset the revenuehurdle rate, the thresholdat which

long term incentive is triggered, at $1.49 billion, which is only 1 percent higher than the ŎƻƳǇŀƴȅΩǎ

previousthree-yearaveragerevenueof $1.47billion.
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Exhibit8
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Exhibit9

Stockownershipis a great tool for aligningǎƘŀǊŜƘƻƭŘŜǊǎΩvaluewith CEOcompensation. Thevehiclesfor

doing soτRSUs,PSUs,stock optionsτhavedifferent mechanismsand are triggeredby different hurdle

rates. At the highestlevel,RSUsand optionsare mainly time-basedincentives,asthey are vestedover a

predetermined time frame and can be monetized as long as CEOscontinue employment. This is

somewhatdifferent from PSUs,which are performancebased,meaningthat vestingoccursonly if the

companyachievespredeterminedperformanceresultswithin a predeterminedtime frame.

As long as CEOs stick around 

ώΧϐΣ ǘƘŜȅ ŀǊŜ ǎǘƛƭƭ ŀŎƘƛŜǾƛƴƎ 

a significant part of their 

long-term compensation.

A heavily performance-based plan would therefore include a

significantshareof PSUs; however,we ŘƻƴΩǘsee this happening.

On the contrary, we see that long-term incentives are heavily

skewedtoward time-basedincentives,at 31 to 47 percentof total

compensation (Exhibit 9). This diminishes the weight of

performance-basedincentives. As long as CEOsstick around and

ŘƻƴΩǘdestroy value, they are still achievinga significantpart of

their long-term compensation.
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Inadequate Compensation of High Performers

Asa result of the practicesjust described,industrialstend to pay their CEOsabout the sameamount as

CEOsareearningat their peersof similarsize. However,someof thosecompaniesareoutperformingthe

Exhibit10

Eachelementof a/9hΩǎcompensationpackageis adjustedeveryyear. In a pay-for-performanceculture,

we would expectthat target CEOcompensationpackageswould be adjustedin line with theŎƻƳǇŀƴȅΩǎ

intrinsicperformance.

ώΧϐ ǘƘŜ ƛƳǇŀŎǘ ƻŦ ǇŜǊŦƻǊƳŀƴŎŜ ƻƴ 

adjustments to CEO compensation 

is negligible; 

less than 1 percent of the observed 

variation can be explained by 

changes in performance metrics.

However,at the companiesin our analysis,annualadjustments

to target compensationwere unrelated to the most important

performancemetrics,suchas total shareholderreturns, EBITDA

growth, and free cashflow (Exhibit10). For all thesemeasures,

the correlationcoefficient,R-square,is lessthan 1 percent. This

statistical term means the impact of performance on

adjustments to CEOcompensation is negligible; less than 1

percentof the observedvariationcanbe explainedby changesin

performancemetrics.
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Exhibit11

market,while others lag. Thissituation raisesa

questionof fairness,assumingwe agreethat a

leaderwho createsmorevaluefor aŎƻƳǇŀƴȅΩǎ

shareholdersshould earn more than a leader

who merelymaintainsthe statusquo.

ώΧϐ ŀ ƭŜŀŘŜǊ ǿƘƻ ŎǊŜŀǘŜǎ ƳƻǊŜ ǾŀƭǳŜ ŦƻǊ ŀ 

ŎƻƳǇŀƴȅΩǎ ǎƘŀǊŜƘƻƭŘŜǊǎ ǎƘƻǳƭŘ ŜŀǊƴ ƳƻǊŜ ǘƘŀƴ ŀ 

leader who merely maintains the status quo.

ÅTounderstandthe magnitudeof thisbias,we sortedcompaniesinto four groups:

ÅTopperformersτthosewhosetotal returns to shareholdersexceeded9.8 percent,the averagegrowth

rate achievedfor the S&P500Industrials

ÅBelowbenchmarkperformersτthosewith a TSRof 5 to 9.8 percent

ÅMediocreperformersτthosewith TSRgrowth up to 5 percent

ÅNegativeor no TSRgrowth

Thetop performersτthe CEOsof companiesthat outperformedthe S&P500 industrialsover the 2016ς

20 time frameτreceived more than below benchmark performers, averaging$9.3 million in total

compensationversus$8.7 million (Exhibit11). However,the differencewaslessthan$1 million.
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Thosewho moved their companiesfrom the bottom quartile to the top in terms of total shareholder
returns earnedon average$6.5 million, versus$5.8 million on averagefor all the CEOsin our sample
(Exhibit 12). Their compensation realization rate, computed as actual performance over target
performance,averaged135percent,versus160percentfor all the CEOs.

Exhibit12

What if a ŎƻƳǇŀƴȅΩǎimprovement under a CEO is truly
dramaticτsay,propellinga bottom-quartilecompanyinto the top
quartile?We find that evenCEOswho movedtheir companiesto
top-quartile performanceearnedpayoutsthat were in line with
the average. Thosewho movedtheir companiesfrom the bottom
quartile to the top in terms of total shareholderreturns earned
on average$6.5 million,

ώΧϐ ŜǾŜƴ /9hǎ ǿƘƻ ƳƻǾŜŘ 

their companies to top-

quartile performance earned 

payouts that were in line with 

the average.
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To bring CEOcompensationat industrial companiesinto alignment with value creation, corporate

governanceoughtto considerthreequestions:

Å What is the right absolutetarget compensation?Thetarget compensationneedsto be linked to the

level of value creation the companyaspiresto achieve,not a peer group benchmark. It also should

take into accountthe level of effort required. For example,to move from the bottom quartile to the

top will take more effort than a small improvement that will leave the company in same

performancequartile.

Å What is the right structure?Companiesneedto balanceshort-term and long-term incentives,aswell

as time-basedincentives(RSUsand options)and performance-basedincentives(PSUs). Theobjective

should be to ensure the most effective alignment between ŜȄŜŎǳǘƛǾŜǎΩinterests and competing

company priorities, such as generating immediate positive free cash flow versus executing a

programmaticlong-term M&A strategy.

Å How shouldwe measureperformance?Governanceneedsto set targetsup front and calibratethem

to achieve next-quartile or top-quartile performance, not just incremental improvements over

previousyears. Payoutsshouldbe multitiered, with CEOsunlockingthe first tiers by deliveringagainst

controllableoperatingmetrics. Rewardsare compoundedand reachtheir maximumwhen operating

performance translates into growth in shareholdervalue in excessof a predetermined relevant

benchmark.

Answeringthesequestionswill requirecarefulanalysisof theŎƻƳǇŀƴȅΩǎstartingpoint, an understanding

of its true potential, and recognition of the transformative effort required to achievethat potential.

Averagecompanygovernancemaybe tempted to revert to benchmarkingand set targetsasincremental

improvementsversuspreviousyears. Virtuousones, instead,will do the hard work required for linking

compensationto value,which offers the double benefit of protecting shareholdervalue and rewarding

their CEOsfairly.

Fixing the Compensation
Formula
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Disclaimer

Thisdocumentand anyrelatedmaterialsare confidentialandmaynot be distributedor reproduced(in
whole or in part) in any form without written permission. By acceptingor accessingthis documentor
anyrelatedmaterialsyou agreeto be boundby the limitationsandconditionsset out hereinandwill be
takento haverepresented,warrantedandundertakenthat you havereadandagreeto complywith the
contentsof this disclaimerincluding,without limitation, the obligationto keepinformation containedin
this documentandanyrelatedmaterialsconfidential.

The information in this document does not purport to be comprehensiveand has not been
independentlyverified. No reliancemay be placed for any purposeswhatsoeveron the information
containedin this documentor relatedmaterialsor in the completenessof suchinformation.

While this documenthasbeenpreparedin goodfaith, it doesnot constitutea representation,warranty
or undertaking,expressor implied, with respectto the information or opinionscontainedin it and no
responsibility or liability is accepted as to the accuracy,completenessor reasonablenessof such
information or opinions or any other written or oral information made availableto any party or its
advisers.

Without prejudiceto the foregoing,we do not acceptany liability whatsoeverfor any losshowsoever
arising,directly or indirectly, from use of this documentand/or related materialsor their contentsor
otherwisearisingin connectiontherewith. Theinformationsetout hereinandin anyrelatedmaterialsis
subject to updating, completion, revision, verification and amendment, and such information may
changematerially. We are under no obligation to provide the recipient with accessto any additional
information or to update this document or any related materialsor to correct any inaccuraciesin it
whichmaybecomeapparent.

All statementsof opinion and/or belief containedin this documentand all viewsexpressedrepresent
our own assessmentandinterpretationof informationavailableasat the dateof this document.
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