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Abstract

The purpose of this paper is to analyze from the standpoint of the economics of corporate governance the merits of the Coca-Cola Co.’s independent director compensation plan.  Additionally, it also analyzes Warren Buffett’s assertions regarding the Coke compensation schema for independent directors that “I can’t think of anything else that more directly aligns director interest with shareholder interests” and “I’ve never seen a system as good as Coke has now.”

An assessment of the merits or lack of merits of the Coca-Cola outside directors compensation schema is, of course, dependent upon whether the economic interests of the outside directors become optimally aligned, somewhat aligned or not at all aligned with the economic interests of the Coke shareholders.  The Coca-Cola compensation plan for outside directors has the following characteristics.  The firm gives each outside director $125,000 in Coke stock at the start of year 1.  After three (3) years, if reported accounting earnings for Coca-Cola increase a minimum of eight (8) percent per year or 25.97 percent over the three year period then the independent directors will receive the contemporaneous market price of the Coca-Cola shares purchased three years ago.  If the minimum accounting earnings three-year growth rate is not met, then the outside directors receive zero (0) compensation.  Once up and running, there would be, at a given point in time, three (3) different three (3) year time periods.  These three-years are adjusted on a rolling time basis with a new year and a new three-year time period being added after the completion of a prior three-year time period.  There are important limitations to the potential usefulness of the Coke-Cola compensation plan in aligning the economic interests of the outside directors to economic interest of the shareholders.  Specifically, these limitations include (1) a short-term 3-year valuation time horizon, (2) a focus on accounting earnings which is a firm manipulative number rather than economic earnings (i.e. cash flow) and (3) the plan incentivizes the outside directors to become involved in tactical implementation of the firm’s corporate strategy, a task that outside directors have no legal or director responsibilities.  

In summary, the Coke-Cola compensation plan for outside directors does not per se align the economic interests of the outside directors with the economic interests of the shareholders.  Indeed, it may incentivize the outside directors to have perverse motives such as focusing on a short-term corporate profitability, manipulating accounting earnings and becoming involved in the tactical implementation of the firm’s corporate strategy.
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1. Introduction
Large publicly traded corporations face the Berle-Means (1932) problem (i.e. separation of ownership and control) or what some individuals term the separation of decision making function from the equity residual risk bearing function.1   Indeed, some individuals raise the question of the survival of firms in which decision agents (i.e. corporate executive management) do not bear a significant risk of the wealth impact of their corporate decisions.  Fama and Jensen (1983) argue that in such firms the role of a decision control mechanism (i.e. the board of directors and its independent members) becomes critical.  This is because the board “ratifies and monitors important decisions and chooses, dismisses, and rewards important decision agents.”  Such multiple-independent member boards make collusion between top-level decision management and control agents more difficult.  
Thus, the above reasoning constitutes one rationale for the monitoring and control importance of the independent members of the board of directors.  An important related question is whether the economic interests of the independent members of the board of directors are aligned with the economic interests of the shareholders.  In this regard, Coke (i.e. the Coca-Cola Co.) has specifically implemented a compensation scheme for the independent members of the board of directors designed to align the independent directors’ economic interests with the economic interests of the equity shareholders.  Warren Buffett has provided glowing accolades regarding Coke’s remuneration plan in enhancing the alignment of the interests of the independent directors with the economic interests of the shareholders.
This paper examines both (1) the conceptual merits of the Coke compensation schema for independent directors and (2) Warren Buffett’s assessment of the virtues of this Coke compensation proposal.

2.
Conceptual Arguments

2.1 Independent Directors:  Are They Aligned With the Shareholders?

The independent directors have a fiduciary responsibility to represent the best economic interests of the shareholders.  However, do the independent directors, in fact, represent the best economic interests of the shareholders? There are some persons who feel that independent directors do an adequate job as well as some persons who feel that independent directors do not perform adequately in representing the economic interests of the shareholders.  Further, a relevant question is how can the independent directors be “better” incentivized to represent the best economic interests of the shareholders rather than the best economic interests of incumbent executive management?  The standard answer to the latter question is that the compensation of the independent directors should be payment in the form of equity such as restricted stock awards.  For example, the TIAA-CREF, (2006) Policy Statement on Corporate Governance in the section entitled “Board of Directors” sub-section “Board Alignment with Shareholders” states that “Directors should have a direct personal and material investment in the common shares of the company so as to align their shareholders.  The definition of a material investment will vary depending on directors’ individual circumstances.  Director compensation program should include shares of stock or restricted stock.  TIAA-CREF discourages stock options as a form of director compensation; their use is less aligned with the interests of long-term equity owners than other forms of equity.”  

A central focus of this paper is to analyze the merits of Coca-Cola Co.’s remuneration plan for independent director and analyze whether it aligns the economic interests of the independent directors with the economic interests of the shareholders.
2.2 The Coke Independent Director Incentive Compensation Plan and Warren Buffett’s Assessment
Coke (i.e. the Coca-Cola Co.) has implemented a compensation schema for independent members of the board of directors designed to align the directors’ economic interests with the economic interests of the equity shareholders.  Specifically, Coke has instituted an innovative, creative and path-breaking compensation schema for the independent members of their board of directors. In general, the Coke compensation plan provides that outside directors will be paid only if a specific target minimum three-year corporate accounting earnings growth rate has been met. Conversely, if the target minimum three-year corporate accounting earnings growth rate has not been met, the corporate outside directors will receive no (i.e. zero) compensation for that year. Specifically, the Coke director incentive compensation plan pays annually each outside board member $125,000 in shares of Coke stock. After three years, if Coke accounting earnings have increased, at a minimum of 25.97 percent (i.e. 8 percent compounded for three years which means that earnings increase from $2.17 in 2005 to, at least, $2.73 in 2008), then each outside director will receive a payment in cash of the contemporaneous market price of the Coke shares purchased three years ago with the $125,000. If Coke does not meet the three-year accounting earnings increase of 25.97%, then the independent directors will forfeit the Coke shares of stock and will have received no monetary compensation for that particular year. This Coke compensation scheme implies that once up and running, there would be, at a given point in time, three different three-year time periods. These three-year time periods are adjusted on a rolling time basis with a new year and a new three-year time period being added after the completion of a prior three-year time period. 
Warren Buffett is an individual who is much admired, not only, for his success in wealth accumulation, but also for his candid, insightful, and often cutting as well as cutting edge comments on a number of Wall Street and Corporate America shibboleths. These Buffettisms have offered the Sage of Omaha’s insights on a broad range of finance-investment topics such an index (i.e. passive) versus active (i.e. stock picking) investment strategies, mergers and acquisitions, derivatives, and corporate governance issues including the expensing of stock options and mutual fund governance to name but a few. 
Warren Buffett’s evaluation of the Coke independent director remuneration plan is laudatory because the plan, in his opinion, enhances the economic alignment of the independent directors with the shareholders.  Specifically, with regard to Coke’s compensation schema for independent directors, Buffett has stated that “I can’t think of anything else that more directly aligns director interest with shareholders interests” and “As a shareholder, I love it.” Further, Buffett comments that “This (director incentive compensation plan) aligns the interest of shareholders and directors on both the upside and the downside” and “I’ve never seen a system as good as Coke has now.”

2.3   The Coke Compensation Plan:  Does It Promote Independent Director –Shareholder Alignment?
The above claims of Buffett, though having initial superficial appeal, are far too grandiose for, at least, three financial valuation reasons.
1. A short-term time horizon is utilized rather than a conceptually valid valuation approach that emphasizes a long-term investor horizon. Indeed, from a conceptual valuation standpoint of equity share prices, the standard valuation approach is the infinite horizon dividend stream Discounted Cash Flow (DCF) approach.  Obviously, a three-year investor time horizon is not an infinite investor horizon.  Interestingly, Warren Buffett, (Berkshire Hathaway, Inc., Chairman’s Letter, 1991 and 1992) in the past, has recommended that investors employ an approach that will force them “to think about long-term business prospects rather than short-term stock market prospects.”  Specifically, Buffett views the relevant time period for earnings being “a decade or so from now.” Chairman Alan Greenspan (Greenspan, 2002), formerly the Chairman of the Federal Reserve System Board of Governors, also has implicitly made essentially the same point, when he was Chairman, regarding the error of focusing on a short-term investor valuation horizon when he stated “that CEO’s under increasing pressure from the investment community to meet short-term (emphasis added) elevated expectations, in too many instances have been drawn to accounting devices whose sole purpose is arguably to obscure potential adverse results.”   
2.
The measure of the investor valuation benefit stream in the Coke plan is inaccurate (i.e. fallacious) because it uses reported accounting income. That is, the variable of focus in the Coke proposal is corporate accounting income/earnings and not economic earnings (i.e. cash flow) which is the relevant investor benefit stream.  Many economists argue, for example, that reported accounting rates of return are not only a non-rigorous indicator but also a useless benchmark of economic returns.  This is because accounting profitability has no systematic relationship to economic profitability.  Specifically, Fisher, McGowan and Greenwood, (1983) indicate that the problems associated with the use of accounting income “are so large as to make any inference from accounting rates of return as to the presence of economic profits and a portion monopoly profits, totally impossible in practice.”  
An actual example of the flexibility of accounting income reporting is that of Verizon Communications for 2001.2, 3 & 4   Verizon’s income would have negative except for a $1.8 billion transfer of pension income.  This resulted in a reported net income of $389 million for 2001.  Interestingly, Verizon’s pension funds for 2001 had both a negative nominal investment portfolio return and a decrease in the market value of pension assets of $3.1 billion.  The economic rationale for the $1.8 billion in transferred pension income was a result of an increased future assumed projected return on pension assets of 9.25 percent.  Another example of the smoothing of corporate income reporting is for General Electric for 2000 and 2001.  General Electric transferred pension income of $1.3 billion and $2.1 billion respectively for 2000 and 2001.  This represented 10 percent and 11 percent of its pretax income.  Likewise, IBM transferred pension income of $1.2 billion and $904 million to their pretax income for 2000 and 2001.  These transferred pension income amounts represented 10 percent and 13.2 of IBM’s pretax income for those years.5  
The manipulation of corporate income is no surprise to Warren Buffett.  As Buffett (Buffett, 1988) has previously stated, “As long as investors – including supposedly sophisticated institutions – place fancy valuations on reported ‘earnings’ that march steadily upward, you can be sure that some managers and promoters will exploit GAAP to produce such numbers, no matter what the truth may be.  Over the years, Charlie and I have observed many accounting-based frauds of staggering size.  Few of the perpetrators have been punished; many have not even been censured.  It has been far safer to steal large sums with a pen than small sums with a gun.”  Indeed, to help reduce income massaging,  Warren Buffet has suggested “that corporate boards should require auditors to rate the aggressiveness of the accounting practices used by the companies they audit.  Such ratings would rank, on a scale of 1 to 10, how aggressive a company’s accounting policies are.  The use of vendor financing or stretching the boundaries of revenue recognition would push a company’s rating upward.  In addition, audit committees should ask the accountant – and record the minutes of the board meeting – which the client company’s accounting practices the auditor funds are most aggressive.”  Buffett as cited in Levitt, (2002).
An important economic cost is the expensing of stock options.  Indeed, whether stock options should or should not be expensed is a question that both pro and con viewpoints on the expensing of stock options recognize has important implications for estimating the magnitude of corporate accounting net income.6, 7 , 8 & 9   The appropriateness of expensing options is a query that Warren Buffet has strong opinions on.  Indeed, Warren Buffett asks a series of rhetorical questions leading to the obvious conclusion that stock options are an expense.  Buffett’s rhetorical questions are:  “It seems to me that the realities of stock options can be summarized quite simply; if options aren’t a form of compensation, what are they?  If compensation isn’t an expense, what is it?  And if expenses shouldn’t go into the calculation of earnings, where in the world should they go.”  See Buffett (2002).
Also, the Coke approach using reported accounting income (i.e. earnings) embeds the error of double counting.  This fallacy occurs because income/earnings can either be paid out in the form of cash dividends or retained and reinvested within the firm.  If the funds are retained and reinvested within the firm, it should lead to increased future economic earnings and in due course, to larger future cash dividends.  Even for a short-term three-year investor horizon, there is an implicit fallacy of double counting because the earnings figures for years 2 and 3 reflects the productivity (i.e. rate of return) of the reinvestment of the internal funds reinvested in year 1.  Warren Buffett recognizes the value impact of retained earning.  This is because if the firm pays zero cash dividends (i.e. retains all of the earnings), and reinvests these funds in “a variety of disappointing projects and acquisitions” and earning “a paltry 5% return,” then accounting earnings do increase.  However, under these conditions, accounting earnings seriously misrepresents a firm’s performance reality.  Indeed, Warren Buffett argues that the economic reality of long-term corporate performance is better measured by return on equity capital rather than the dollar magnitude of corporate accounting earnings.  See Buffett (1977). 
Interestingly, Business Week Farzah (2006) reported that “Despite strong earnings growth, blue chip shares have gone nowhere since 2001.” The numbers for Coca-Cola were that accounting earnings increased by 37.3% but the stock market price decreased by 12%. In other words, reported corporate accounting earnings were not closely linked to stock prices and not necessarily closely linked to stock prices, over a three-year investor time horizon.  Indeed, Buffett has made essentially the same point over 25 years ago when he stated that “unfortunately, earnings reported in corporate financial statements are no longer the dominant variable that determines whether there are any real earnings for you, the owner.”  See Buffett (1980).
The more general economic societal welfare point being made is that the lack of corporate transparency regarding firm risks, corporate strategy, future firm product market parameters, economic earnings (emphasis added), etc. limits the usefulness of financial statements.  The lack of disclosure of relevant and rigorous valuation information, including corporate economic earnings data to equity investors decreases the efficiency of economic resource allocation in the private sector including publicly traded firms such as Coke.  Of course, the direct implication relevant for the evaluation of the Coke independent compensation plan is that the Coke independent compensation plan choice based on corporate accounting earnings as the relevant metric is in error.  This means that the mechanics of Coke compensation do not per se align the economic interests of the independent directors with the economic interests of the Coke shareholders.10
3.
The actual realized reported accounting income compensation numeric proposed by Coke depends, in part, upon the success or failure of the incumbent corporate executive management in its tactical implementation of the corporate strategy.  A useful 4 step decision perspective of the organizational decision-making structure of the firm is:  
1. Formulation of the Corporate Strategy:

Detailing the opportunity set of value additivity strategies and approving the to-be-implemented corporate strategy including corporate executive succession.

2.
Tactical Implementation of the Corporate Strategy:



Implementing (i.e. making it happen) the approved corporate strategy (see step1-above).

3.
Monitoring and Assessing the Effectiveness of Corporate Performance:


Evaluation of the effectiveness of executive management in achieving the goals detailed in step 1 via implementa-tion of step 2.

4. Setting Executive Compensation:

Approve a performance based executive compensation plan that actually aligns corporate executive management’s work effort to the economic interests of the shareholders.


Corporate independent (i.e. outside) directors have input and responsibility into setting corporate strategy including the dimensions of executive compensation, corporate governance, corporate executive succession and monitoring and assessing corporate performance but not per se the task of tactical implementation and execution of corporate strategy.11+12  The latter task is the sole responsibility of corporate executive management.  Alternatively stated, there is separation of the tasks of tactical the implementation of corporate strategy done exclusively by corporate executive management and the setting of corporate strategy and monitoring and assessing of corporate performance which are tasks where the outside board members of directors are involved.  It would be a major mistake if the independent members are  rewarded (or penalized) for implementation success or failure outside their areas of fiduciary responsibilities.  Thus, realized accounting income for any given year or three-year time period is, in important respects, a product of the efforts, successful or not successful, of persons (i.e. incumbent corporate executive management) other than independent members of the corporate board. 
The above reasoning suggests that the Coke compensation schema for independent directors is definitely sub-optimal because it focuses (1) on a short-term (3-year) time horizon rather than the conceptually correct long-term investor valuation horizon, (2) on reported accounting income/earnings, which is a potentially manageable/manipulative accounting numeric rather than on economic earnings and (3) it rewards or penalizes the independent directors for the tactical implementation results (positive or negative) of incumbent corporate executive management.  

It sum, the Coke compensation plan misaligns the incentives because the plan leads to a three-year accounting income focus of the independent directors which is inconsistent with the long-term wealth interests of the shareholders.  Alternatively stated, it shifts the focus of independent directors to a short-term three-year time horizon rather than to the appropriate long-term time shareholder wealth horizon.  It also shifts the focus to reported accounting income rather than economic earnings and it may encourage the independent directors to become involved in micro-managing of the tactical implementation step, a task which is not per se their fiduciary responsibility.
3.
Conclusion
This paper examines, from an economics of corporate governance standpoint, the merits of Coke’s compensation plan for independent directors.  It also analyzes the favorable evaluatory comments of Warren Buffet towards this compensation plan of Coke.  Specifically, the Coke compensation plan suffers from (1) a short-term 3-year valuation horizon, (2) a focus on reported accounting earnings/income which is potentially a firm manipulative numeric rather than economic earnings and (3) the plan leads to a conundrum of problems where the independent directors are being compensated for firm activities (i.e. tactical implementation of corporate strategy) in which they have no legal or director responsibilities.  This may create undesirable incentives for the independent directors to intervene into activities in which corporate executive management have sole responsibility.  In summary, the Coke compensation plan does not align the economic interests of the independent directors with the economic interests of the shareholders of Coke.
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Endnotes
1. There are a number of potential and actual governance mechanisms available to alleviate the Berle-Means problem and ensure that the contemporaneous equity market price is maximized (i.e. that the corporate equity management team acts in the best interests of the equity shareholders).  Three mechanisms to promote competition in the market for corporate control (i.e. the vying of alternative corporate management teams to manage the scarce resources of the firm) are (1) mergers, (2) proxy contests and (3) tender offers.
2. An interesting numerical example illustrating the flexibility and impact of GAAP accounting rules on the magnitude of accounting net income is provided by Ashwinpaul Sondhi (See Sondhi (2003)).  Specifically, the example provided by Sondhi illustrates that differences in the estimation of inventory costs, expensing of pension liabilities, expensing of executive compensation, can result in a company’s net income per share ranging from $1.98 to $4.41.  The point being is that GAAP accounting income can vary enormously depending upon the specifics of the expensing of inventories, pension liabilities and executive compensation.  As Elton, Gruber, Brown and Goetzmann state “The fact that different accounting methods can lead to different reported earnings together with the belief held by many accountants and managers that earnings are important to the valuation process, has led to another problem.  Accountants and management may attempt to manage the level and growth of earnings.  There are a number of studies that have examined whether or not investors can see through attempts to manage earnings.  While these studies support the hypothesis that they can, many firms believe the opposite strongly enough that they continue to incur costs in an attempt to manage reported earnings.”  See Elton, Gruber, Brown and Goetzmann (2003).
3. Arthur Levitt, the former Chairman of the SEC and it’s longest-serving SEC Chairman, in his book Take on the Street (2002), had an interesting chapter entitled “Beware False Profits:  How to Read Financial Statements.”  The essence of this chapter is that lots of companies including some blue chips, manipulate their income numbers via accounting trickery.  Interestingly, on the jacket of Levitt’s book is a plug by Warren Buffett which states that, “During my lifetime, the small investor has never had a better friend than former SEC Chairman Arthur Levitt.  His goal was unwavering.  To have markets that served the interests of investors, both large and small.”

4. From a valuation standpoint of equity prices, a commonly used approach is the infinite horizon discounted cash flow (i.e. DCF approach) framework.  The cash flow to stockholders is future cash dividends and not reported accounting earnings.  The infinite horizon DCF model uses the market expectational growth rate of future cash dividends.  Under certain restrictive assumptions, economic earnings and its growth rate can be used, in conjunction with constant dividend payout ratio, to estimate the growth rate of cash dividends.  The derivation of the equity valuation framework where the cost of equity capital (i.e. the equilibrium equity rate of return) equals the dividend yield of the stock plus the expected return on corporate future incremental investment times the future corporate retention rate (1- the payout ratio).  This equity rate of return formula was originally derived by Williams, (1938) and then popularized by Gordon, (1962).
5. The Verizon, General Electric and IBM pension fund examples and numerics are from Bebchuk and Fried, (2004).

6. Power centers both in Washington D.C. and Corporate America rallied to show support against having companies report stock options as an expense on the income statement.  (See Levitt, 2002 and 2005).  This resulted in former SEC Chairman Arthur Levitt backing down on the expensing of stock options along with advising FASB (i.e. the Financial Accounting Standards Board) also to back down on the expensing of stock options.  Chairman Levitt acknowledges this “as my single biggest mistake during my years of service.”  (See Levitt, 2002).

7. Chairman Alan Greenspan cites a study by the staff of the Federal Reserve System Board of Governors which estimated that unexpensed costs increased the growth rate of reported accounting income by approximately 2.5 percent over the period of 1995-2000.  (See Greenspan, 2002).

8. With regard to stock options, Dennis Kozlowski’s, the former CEO of Tyco, International, adds a humoristic and insightful perspective that options are a “free ride…a way to earn megabucks in a bull market with a hot company.”  See Lublin, (1997).  As an aside, Dennis Kozlowski was sentenced to 8⅓ to 25 years in prison on charges of grand larceny of stealing $600 million from Tyco.  This consisted of stealing $180 million outright and improperly making $430 million via manipulating the stock price of Tyco.  The jury trial was held in New York State Supreme Court in Manhattan before judge Michael J. Obus.  Mr. Kozlowski was convicted in June, 2005.
9. Apple Computer indicated on June 29, 2006, that none of the financial information that it has provided since September 29, 2002 is accurate or reliable and should accordingly not be utilized by investors.  This is because Apple’s corporate accounting earnings have been misstated due to inappropriate accounting of stock options.  Interestingly, former SEC Chairman Arthur Levitt relates a relevant story about Apple Computer and its corporate governance.  Apparently, Levitt was offered a possible opportunity to become an independent director at Apple.  However, during Levitt’s interaction at Apple, he gave Fred Anderson, Apple’s CFO, a corporate governance paper he had presented recently.  The next day, Apple’s founder and CEO, Steven Jobs, said “Arthur, I don’t think you’d be happy on our board and I think it best if we not invite you” and “I read your speech and frankly, I think some of the issues you raised while appropriate for some companies, really don’t apply to Apple’s culture.”
10. An excellent illustrative example of a company which puts shareholders first is Valley National Bancorp.  Valley’s business operations are focused on ensuring that “we maximize shareholder value in a manner consistent with legal requirements.”  In this regard, all members of their board of directors, including independent directors, are required to own a minimum of 5000 shares of stock of Valley National Bancorp’s common stock purchased with their own assets and/or income and not via options.  In fact, each independent director owns significantly more than 5000 shares. Given the current NYSE market price of Valley National Bank, as of December 1, 2006, of over $25 per share, this would require a minimum investment of over $125,000 per director.  The range of shares owned goes from 7,389 shares for Michael LaRusso to 1,623,218 shares for Gerald Korde.  What this means is that all corporate directors, including independent directors, when making decisions in the best interests of the shareholders are making decisions in their own best self-interest.  This, of course, is the meaning of aligning the best interests of the directors, both independent and corporate executive management, with the best interests of the shareholders.                                                                                            

11. From the standpoint of state corporation law, the board of directors has, among
others, the following responsibilities:

1. Choosing the corporate executive officers

2. Nominating candidates for election to the board of directors

3. Reviewing merger proposals

4. Determining cash distributions to shareholders

A more complete list of duties of directors under state law is contained in Director Liability:  Myths, Realities and Prevention, (2005).  This report of the National Association of Corporate Directors is chaired by the Honorable Norman Vescey former Chief Justice of the Delaware Supreme Court.

12.
In Warren Buffett’s opinion, the three queries that shareholders, particularly institutional shareholders, and by implication that independent directors should focus on are (1) does the firm have a CEO that is shareholders focused, (2) is the compensation paid the CEO fair or excessive and (3) are the mergers and acquisitions likely to be considered value additive or value destructive.
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