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Newsletter March 2015 
In our March newsletter we open with two articles that deal with Board matters, including 

enhancing Board effectiveness and the role of the remuneration committee. 

Afterwards our focus moves to variable remuneration, where we delve into research on the efficacy 

of providing bonuses to CEOs and compare bonus appetites in Australia and New Zealand. 

Lastly, we look at pay relativity, exploring research into the link between high CEO pay ratios, 

company performance and risk. 

. 

 

3 Key Questions to Lift Board Performance 

We outline the questions Boards should be asking in their Board reviews to 

achieve a new level of performance and contribution. 

 

Joining a Remuneration Committee? Prepare for the Learning Curve 

Being a member of a Remuneration Committee requires Directors to be well 

informed on a broad spectrum of remuneration issues that affect employees 

at all levels of the organisation.. 

 

High CEO Pay Inspires Better Performance – Until It Doesn’t 

Creating a larger differential between CEO pay and that of a typical worker 

can lead to better performance and lower company risk, according to a 

recent US study. 

 

New Zealanders More Daring than Australians on Bonuses 

A recent Hays survey has revealed that New Zealanders are more willing to 

sacrifice salary for variable rewards than Australians. 

 

Would Bonus Caps Boost Company Performance? 

Recent Australian and US research has concluded that statutory limits on 

performance bonuses might be beneficial to organisations. 
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3 Key Questions to Lift Board 

Performance 

Vince Murdoch 

In my Board review work I’m often approached by Chairmen who tell me their Board is operating 

well, is contributing positively to strategy, has a well thought-out, forward-looking calendar, has 

compliance and risk management under control and has implemented a succession planning process 

resulting in a Board of dynamic and diverse composition. 

They then ask me how they can use the Board 

review process to take their Board to the next 

level in performance and contribution. Which 

questions might they ask in a time-efficient 

manner that will provide the best insights 

necessary to take the most effective steps? 

My response is that the most value will be 

provided by constructing questions that address 

three different, though interrelated, high leverage 

areas: 

1. The value the Board provides 

2. The leadership of the Chairman 

3. The relationship between the Board and the CEO 

Given most Boards are busy, choosing one question from each of these broad areas should serve 

Chairmen well in gaining the insights they are seeking. 

Examples of such questions are: 

1. Value addition or creation 

Value can come from a variety of sources eg composition, diversity of the Board, strategic insights, 

access to networks, interaction with external stakeholders, specific capabilities etc, so the question 

should spark a dialogue about the sources of value creation and how the board can or should 

contribute. 

Questions to provide insights into this area include: 

a. How does this board create great value for the enterprise? 

b. What changes in composition, size, diversity, tenure will help us to add more value? 

c. How can we contribute more to the strategy of the organisation? 

d. What assistance can we as a board provide in networking or alliances? 

Asking any one of these questions will result in a broad ranging discussion ranging from the 

capabilities required for the future to changes in the way the board works or in how it interacts with 

the CEO and senior team. 
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2. Leadership of the Chairman 

My view is that the Chairman is the single greatest influence on how the Board conducts itself. It is 

incumbent on chairmen to seek out information that will help them be as effective as possible. 

Depending on the current mood of the Board and the state of the business and industry, I would 

recommend one of the following questions to provide insights to this area: 

a. If you were Chairman what changes would you make in the way this Board is being led? 

b. Can you please identify what support you can provide to the Chairman in leading this Board? 

c. What changes does the Chairman need to make (leadership style, dynamics, discussions 

etc)? 

d. How can the Chairman use their strengths to greatest advantage? 

e. Where should the Chairman devote their time and effort most to lead this Board most 

effectively? 

3. Inspiring the CEO and senior management team 

Boards often focus on ensuring that the CEO does what he or she is paid to do ie monitoring 

performance and adherence to the agreed strategic plan, and this results in the Board (immediately) 

challenging any deviations. 

Another approach is to adopt a challenge mindset that reflects a desire to create a legacy. Simply 

by thinking about how to inspire the CEO and senior team to be “faster, stronger, higher” a Board 

can move its focus from checking the rear view mirror to scanning the external and internal 

environment to seek opportunity. 

Questions that spring to mind are: 

a. What does this Board offer the CEO and senior team in the way of inspiration? 

b. How do you challenge/inspire the CEO to go beyond the numbers and seek greater 

innovation? 

c. What are you doing to enthuse the CEO about the next big idea (eg M&A activity, disruption 

to the supply chain, innovative products and services, different HR practices, refinancing, 

R&D) for the company? 

d. What has the Board done to review customer needs, understand new and current markets, 

invest in digital “savviness” so that it can provide greater insights for the CEO and senior 

team? 

A path forward 

If the Board chooses one question from each of these three areas and faithfully answers the 

questions it chooses, the responses will provide it with a roadmap for how it can achieve a new 

level of performance and contribution. 

 

Back to Title Page 
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Joining a Remuneration Committee? 

Prepare for the Learning Curve 
John Egan 

Being a member of a Remuneration Committee requires Directors to be well informed on a broad 

spectrum of remuneration issues that affect employees at all levels of the organisation. 

The breadth and depth of the role will be 

influenced by the ownership and maturity of 

the organisation. Remuneration Committees 

exist in large private companies, corporatised 

government entities, international subsidiaries, 

joint-venture entities, not-for-profit 

organisations and unlisted public companies to 

nominate a spread.  Not all of these 

organisations would be subject to the 

Corporations Act; the majority are. 

The Chairman of the Remuneration Committee must expect greater demands on his or her time, as 

they will be accountable for ensuring the Committee is well-informed and in a position to exercise 

sound judgement on the issues it is required to address. 

Key tasks of a remuneration committee are: 

1. The review and determination of Directors fees. 

2. The review and determination of the quantum and structure of CEO and key management 

personnel (KMP) reward, including fixed remuneration, annual incentives and long term 

incentives. See our articles on annual incentives and long term incentives for more detail. 

3. Approval of equity- and cash-based annual and long term incentive plans and documentation 

of plan rules. Considerations will include the effect of plans on dilution, taxation and the 

organisation’s cost as reflected in its profit and loss statement. 

4. The approval of appointment conditions, contractual entitlements and termination conditions 

for KMPs including the CEO. 

5. Approval of target performance levels for annual and long term incentive payments, taking 

into account expectations of the market and conditions facing the organisation. 

6. Decisions on the appropriateness of annual and long term incentive payments for KMP, 

including the exercise of discretion where considered necessary. 

7. Retrospective consideration of prior-year KMP incentive payments given up-to-date 

organisation performance information, for the purposes of maintaining the integrity of malus 

or clawback clauses. 

8. Awareness and compliance with remuneration-related legislation as well as guidelines and 

regulations set by the ASX Corporate Governance Council and industry specific regulators 

(for example APRA for the financial services industry). Organisations within government will 

be required to manage matters in accordance with relevant Acts governing the employment 

of individuals including executives in government-owned enterprises. 

http://www.eganassociates.com.au/at-risk-reward-the-annual-incentive/
http://www.eganassociates.com.au/at-risk-reward-the-long-term-incentive/
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9. Oversight and approval of a published remuneration report, requiring the committee to liaise 

with the organisation’s remuneration advisors, auditors, actuaries and other specialists 

including communication and investor relations specialists. 

10. Oversight of a proportion of the Notice of Meeting for shareholder meetings and the 

preparation of the explanatory notes. 

11. Continuous engagement with various stakeholders on remuneration matters including 

analysts, key shareholders, institutional investors and proxy advisors. In many cases this will 

require a large investment of time by the Committee Chairman. 

12. For organisations with a broad geographic spread across many jurisdictions, the approval of 

certain conditions of employment when executives are relocated internationally or recruited 

internationally. 

13. General overview of employment policies, which may include engagement in or oversight of 

progress with enterprise-based agreements for the bulk of the workforce. 

14. Consideration and discussion of the effect of current remuneration policies on an 

organisation’s culture and capabilities. (The Committee may need to provide strategic 

direction on issues such as gender equality, risk management, talent acquisition, motivation 

and retention.) 

15. For Boards without a nomination committee, the remuneration committee may be involved in 

Board nominations and succession planning for the Board and CEO. 

16. Private companies preparing for listing have a particular role and obligations in preparation 

for an IPO in establishing the policy framework and practices of the organisation and 

ensuring through prospectus disclosure that future shareholders are fully informed on the 

role of the Committee, the remuneration structure and levels of reward for KMPs including 

the Board. 

Back to Title Page 
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High CEO Pay Inspires Better 

Performance – Until it Doesn’t  
Creating a larger differential between CEO pay and that of a typical worker can lead to better 

performance and lower company risk, according to a recent US study, but only up to a certain 

point. 

The study aimed to provide some context for the 

US SEC’s proposed rule that would mandate the 

disclosure of the ratio between the median 

employee’s annual remuneration and the CEO’s 

total remuneration. 

Although this rule is not yet in effect, the paper’s 

authors noted that financial organisations were 

required to disclose the total remuneration for the 

organisation. Using this data, the authors were 

able to calculate the average employee 

remuneration. 

The research examines 10,581 data points over the time period from 1995 to 2012, which the 

authors noted is a broader sample than prior research, which generally focused on ratios for indices 

of larger companies such as the S&P 500. 

Therefore, instead of a CEO pay to average employee ratio of 325 to 1 (as was reported for one 

study based on financial services organisations in the S&P 500) this research revealed an average 

ratio of 16.58 to one and a median ratio of 8.38 to one. 

Even at the 90th percentile, the ratio only rose to 32.86 to one. However, pay ratios in the top 

decile ranged significantly higher, with the maximum ratio reaching 821.17 to one. 

The research compared this ratio with performance year-on-year (measured using return on assets 

and the market adjusted buy and hold return for the organisation during the fiscal year) and risk 

(measured using the standard deviation of daily returns estimated over the fiscal year and a measure 

of the organisation’s distance from insolvency). 

It also compared the ratio to the percentage of no votes against the organisation’s pay practices at 

its annual general meeting (say on pay). The latter was only able to be completed for 2011 to 

2013, as organisations did not have to hold a vote on pay practices until 2011. 

The research is controlled for a number of measures that are correlated with performance and risk 

and could influence the CEO to employee ratio, for example organisation size. 

The research found a significant concave relation between the pay ratio and future pay performance 

– ie firm performance increases with pay disparity to a point, but as ratios rise above this level, 

performance begins to decline as the pay inequality becomes higher. 

A convex relationship was discovered for firm risk. Risk decreased as the pay ratio increased, but 

after a certain pay ratio, risk began to increase again. The relationship between the proportion of 

http://news.rice.edu/2015/02/04/rice-u-study-ceo-to-employee-pay-ratios-are-lower-than-popularly-thought/
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votes against executive pay and the CEO-employee pay ratio was also convex, with the proportion 

of negative votes decreasing as the ratio increased until a certain ratio, when the proportion began 

to increase. 

This result would appear to shed some light on the tension between two theories on CEO to 

employee pay ratios. The first, tournament theory, suggests that ever larger rewards are required to 

motivate employees to work hard and rise through the ranks until they have “won” by reaching the 

CEO role. The second, equity fairness theory, suggests that a smaller pay disparity between ranks is 

more efficient as it promotes employee morale, cooperation and teamwork. According to this 

research, both could be correct, depending on the magnitude of the ratio. 

The inflection point for each of the curves (where a higher pay ratio ceased to have a positive 

effect) varied, however, the paper’s authors noted that it generally occurred at a pay ratio between 

8 to one and 18 to 1. 

Whether this particular ratio is valid and whether it has any relevance for Australian companies 

could be debated. However, we at Egan Associates would note that the general relationship 

matches our belief that setting CEO (and executive) pay appropriately considering internal relativities 

is important. Just as companies do not want to underpay, overpaying is not appropriate in a 

governance context. 

For this reason, it is important that organisations are comfortable with the level at which they set 

their executive pay. They may at times be more comfortable after external confirmation that their 

remuneration is well within the sweet spot noted within the research. 

Back to Title Page 
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New Zealanders more Daring than 
Australians on Bonuses 
A recent Hays survey has revealed that New Zealanders are more willing to sacrifice salary for 

variable rewards than Australians. 

The survey conducted across 1,510 individuals 

found that 41% of Australians were not 

prepared to cut their base salary in order to 

potentially earn more though a performance-

based bonus. 

46% of Australians would take a base salary cut 

of up to 20%. A further 13% would take a cut 

of more than 20%. 

This contrasts with New Zealand, where 60% 

of respondents said they would take a base 

salary cut of up to 20% and another 8% would 

take a cut of more. Only 32% would not be 

willing to take a base salary cut. 

These results imply that Australians are more risk averse than New Zealanders and value a bonus 

less. New Zealanders on the other hand are more likely to believe in the potentially higher upside a 

variable bonus can provide. We note that in our research bonus opportunities in New Zealand are 

lower than in Australia. 

The different attitudes towards bonuses will affect how residents of the two countries value their 

salary packages and may have implications for how companies with employees in both countries 

need to adjust remuneration for optimal results. 

Australian employees may feel happier with a higher proportion of fixed remuneration while New 

Zealanders conversely could thrive under a higher level of variable pay. 

The varying economic circumstances in the two countries may have had an effect on the results. 

The poll was conducted online in January and February 2015. 

Australian consumer confidence in March 2015 was 99.50, which decreased from 100.70 in 

February, with both below its long-term average from 1974 to 2015.  Consumer confidence is 

reported by Westpac. 

Business Confidence in Australia decreased to 0 in February of 2015 from 3 in January of 2015, 

although it is far lower than the long term average from 1997 to 2015. Business Confidence in 

Australia is reported by the National Australia Bank. 

The last measurement of consumer confidence in New Zealand was in the fourth quarter of 2014. It 

measured 114.80, a drop from 116.7 in the third quarter but higher than the long term average 

from 1988 to 2014. Consumer Confidence in New Zealand is reported by Westpac. 

http://www.hays.com.au/press-releases/HAYS_252458


 

Page 9 of 12 

  

Business Confidence in New Zealand increased to 34.40 in February of 2015 from 30.40 in 

December of 2014, higher than the long term average from 1970 until 2015. Business Confidence 

in New Zealand is reported by the ANZ Bank New Zealand. 

The New Zealand dollar has been rising against the Australian dollar for the last three years. In 

2012, a New Zealand dollar bought less than 80 Australian cents. Now it will purchase almost a 

dollar. 

New Zealand’s cash rate has risen from 2.5% in 30 January 2014 to 3.5% now. Australia’s cash 

rate was reduced in February 2015 from 2.5% to 2.25%. It had been stable at what was a record 

low rate of 2.5% since August 2013. 

According to the Reserve Bank of New Zealand, since the third quarter of 2013, New Zealand’s real 

GDP growth has outpaced Australia’s, with the exception of the last quarter, when Australia’s GDP 

growth matched New Zealand’s. 

Back to Title Page 
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Would Bonus Caps Boost Company 

Performance? 
Research released recently in the Review of Financial Studies from theUniversity of Melbourne and 

the University of California, Berkeley has concluded that statutory limits on performance bonuses 

might be beneficial to organisations. 

The reasoning was that the Directors as 

representatives of shareholders want to 

pay for particular executive actions, not 

the outcomes of those actions. 

Making variable pay contingent on 

outcomes, for example paying bonuses 

for the achievement of a particular level of 

organisation performance, is imperfect – 

luck or market conditions will also affect 

performance, potentially on a greater 

scale than the CEO’s leadership. Such 

measures may in fact encourage the 

wrong kind of behaviours and will in many cases lead to the organisation paying more than it 

needed to retain and reward their CEO. 

“Bonus payments based on results can create an inappropriately simple relationship between 

executives and Boards,” explained one of the paper’s authors, Dr Peter Cebon from the University 

of Melbourne. 

“This discourages CEOs from pursuing strategies where the results are harder to measure, such as 

building organisational capabilities, or pursuing high-value, high-risk innovations. Those strategies 

are often much more valuable in the long-run.” 

Unfortunately, the authors of the research note that although Directors can observe the executives’ 

actions, those observations aren’t verifiable to enforce a formal contract. 

This doesn’t mean that Boards can’t pay based on CEO initiatives, but rather that such an 

arrangement must involve an informal contract – a series of promises to pay an executive more if 

their performance is sustainable and focused on the long term. The executive will only find such 

contracts credible if the Board has not reneged on prior contracts. 

The problem is that situations can arise where the performance of the company is poor, yet the 

executives may have been doing the right thing – for example the global financial crisis. The 

temptation for the Board is to renege on the contract and pay no bonus due to company 

performance. This reduces the credibility of the informal contract, which forces the introduction of 

formal contracts with verifiable metrics based on firm outcomes – often with high incentive values. 

Discretion and judgement is therefore critical. 

The research postulates that if there were external limits (in the form of a cap, high taxation on 

variable remuneration or via social norms) on the amount of variable remuneration able to be offered 

http://newsroom.melbourne.edu/news/ceo-bonuses-could-cost-companies-long-term
http://newsroom.melbourne.edu/news/ceo-bonuses-could-cost-companies-long-term
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under formal contracts, it would make formal contracting less profitable, reducing the temptation to 

renege on the theoretically more optimal informal contract. 

The increased use of these informal contracts would then in theory encourage desired CEO 

initiatives no matter the situation, which would be more conducive to fostering activities in an 

organisation that lead to continued sound performance over the long term, such as investment in 

innovation, leadership and culture. 

The authors created a model to test their theories considering factors such as the patience of the 

CEO and Board, the quality of the Board and the bargaining power of the CEO. They found that 

under certain circumstances, companies will achieve a higher profit if there is an externally imposed 

cap on variable CEO pay than if there is not. 

Because all companies are different, the effect of an external limit on executive remuneration would 

be organisation specific. Caps would be more valuable where a long-term strategy is more 

important, particularly if volatility is high. 

The model also depends on the assumption that the Board is capable of assessing what is going on 

in the organisation. If limits were introduced, then a skilled and fully engaged Board would become 

more valuable. 

Egan Associates would not advocate formal limits on variable reward, but we would make a number 

of observations on the research. It has underlined: 

 It is important that Directors understand the business in order for an efficient incentive 

structure to be introduced. We also note that capability is defined by the report as tenure 

and experience in the industry. We would reiterate our view that long-tenure should not be 

automatically excluded from re-election – it is important that Boards, while introducing 

diversity, maintain some Directors that understand the business thoroughly. Independence of 

thought is often more important than independence in formal definition. 

 Discretion (the informal contract) in employee incentive plans remains a key accountability 

of the Board. Metrics are never perfect and pay must pass the “common sense” test. Has 

the leadership of the CEO warranted his or her incentive payment? 

 

Back to Title Page 
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About us 
For more than 25 years, Egan Associates has advised leading organisations and emerging 

enterprises in Australia and New Zealand on the remuneration of Board Directors, executives and 

key staff members, as well as performance management, corporate governance and Board 

effectiveness. 

Our Services include: 

 Remuneration reviews and benchmarking for Boards, CEOs, executives, senior management 

and professional positions, including specialist roles 

 Corporate transactions / IPOs: assistance transitioning pre-IPO reward arrangements into the 

listed company environment with considerations including escrow provisions 

 Advice on annual incentive plan structures, performance criteria, target and maximum payment 

levels including deferral and clawback provisions 

 Advice on long term incentive plan structures, participation, performance hurdles, equity 

instruments, valuation and allocation, as well as monitoring  

 Government pay reviews: assistance at both Federal, State and local level in administrative, 

policy and corporatised environments on reward for senior executives, professional and 

administrative staff and governing Boards 

 Online human capital solutions: online resources to assist organisations manage position 

documentation, work value, internal relativity, market competitiveness and performance.  

 Board effectiveness: assistance with Board reviews, Board skills matrices, scenario planning 

and Board documentation. 

John Egan  

John’s early career was with Cullen Egan Dell (now Mercer Human Capital), 

which he chaired from 1983 to 1989, when he formed Egan Associates. John 

has been an advisor to Boards and senior executives on organisation, 

governance and reward issues over many years. He has assisted a significant 

majority of Australia’s top 200 companies as well as a myriad of 

entrepreneurial organisations and government entities across a wide range of 

industries. 

John has been actively involved with Universities, chairing Sydney University’s 

Board of Advice for its Faculty of Economics & Business (2001 – 2010).  John is an Honorary 

Fellow of the University and an Adjunct Professor in the School of Business. 

His personal interests are in cool climate gardens – www.thebraesgarden.com – and he served as a 

Trustee of the Sydney Royal Botanic Gardens & Domain Trust from May 2010 to June 2014. 

 

http://www.thebraesgarden.com/

