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FIXING THE GAME

What can American Football teach
us about Executive Compensation?

By Roger Martin

In this short article taken from his new book, Fixing the Game: Bubbles,
Crashes, and What Capitalism Can Learn from the NFL, Professor
Roger Martin explains how the real market (the world of business where real
products and services are bought and sold) has been overtaken by the expectations
market (the stock market), encouraging CEOs, who are rewarded on stock price,

to focus on perception rather than reality in order to realise personal wealth.

Roger compares the stock market to spread betting in American football and
suggests lessons that business can learn from sport on rewarding true excellence.
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The last decade has seen unprecedented
upheaval in our capital markets, marked

by two massive crashes that destroyed
billions of dollars in value: the dot-com
crash of 2000-2 and the financial market
crash of 2008. After 2002, a whole series

of regulatory changes were adopted to
prevent a future crash. Yet the next crash
still came. And as it did, one might have
expected that observers would ask: what
did we do wrong the last time? Why didn’t
our fixes do what they were intended to do?
One might have expected that we would ask
these hard questions. Yet we haven’t. And
as long as we fail to understand the real,
fundamental reasons behind these crashes,
and the bubbles that preceded them, it is
only a matter of time until the next crisis.

The mayhem in our capital markets is
ultimately the unfortunate effect of tightly
tying together two different markets: the real
market and the expectations market. The
real market is the world in which factories are
built, products are designed and produced,
real products and services are bought and
sold, revenues are earned, expenses are paid
and real dollars of profit show up on the
bottom line. That is the world that business
executives control - at least to some extent.

The real market has been utterly overtaken
in emphasis by the expectations market.
The expectations market is the world in
which shares in companies are traded
between investors - in other words, the stock
market. In this market, investors assess the
real market activities of a company today
and, on the basis of that assessment, form
expectations as to how the company is likely
to perform in the future. The consensus
view of all investors and potential investors
as to expectations of future performance
shapes the stock price of the company.

Modern capitalism dictates that the job

of executive leadership is to maximise
shareholder value, as measured by the
market value of the company’s stock. To that
end, the CEO should always be working to
increase the stock price, to raise expectations
about the company’s prospects ad infinitum.
And just how does that play out?

To see, let’s look at how expectations play
out in American Football. In 2007, the New
England Patriots had a remarkable year; the
team went unbeaten in the regular season,
racking up a stellar 16-o record. Eight of its
starters went to the Pro Bowl, the all-star
game of the National Football League (NFL).
Quarterback Tom Brady was named the
league’s most valuable player, and head
coach Bill Belichick earned coach of the year

honours. The team scored more points that
season than any team in history. It was, in
short, a superlative performance. In terms of
the real market, the Patriots were perfect.
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But the Patriots’ performance in the
expectations game was mediocre in
comparison. In betting vernacular, a
favoured team covers the spread when

it wins the game by more than the point
spread. In this case, the point spread is the
moral equivalent of the stock price, in that
it captures the consensus expectations of all
bettors. In their sixteen-win regular season,
the Patriots covered the point spread only
ten times. Why? Because expectations grew
to unattainable levels. The Patriots had
started the season with sensible expectations
and played, admittedly, exceptionally well.
The average point spread for the first eight
weeks was 10.5, and the Patriots were able
to cover the spread in every game, winning
by an average of 20.5 points. But, as they
continued to perform very well, expectations
rose; bettors expected the Patriots to
continue to be more and more exceptional
each week. Soon, the Patriots were facing
the largest spreads in the history of the NFL.

After 2002, a whole
series of regulatory changes

were adopted to prevent
a future crash. Yet the
next crash still came

They played very well in the second half of
the season too. They still won each game,
but in the final eight weeks, the Patriots beat
opponents by just 12.5 points on average.
Yet point spreads had risen to an average of
16.5. Against these heightened expectations,
the Patriots covered the point spread in

only two of their games in the second half

of the season. Brady’s Patriots thrashed the
Dolphins 28-7 in the second-to-last game of
the season, but still couldn’t meet bettors’
expectations for a win by 22 points or more.

The lesson is that no matter how good you
are, you cannot beat expectations forever.
Expectations will get ahead of you. Patriots
quarterback, Tom Brady, had perhaps the
finest season of any quarterback in NFL
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on how they perform against the point
spread; that 1s, against expectations

history, but he couldn’t beat expectations
more than ten out of sixteen times. And that
is why quarterbacks aren’t compensated on
the basis of how they perform against the
point spread. While Tom Brady was leading
his team to a perfect record but only beating
expectations ten times out of sixteen,

his young counterpart on the Cleveland
Browns, Derek Anderson, was leading

his team to a decent but unspectacular

10-6 record on the field, but a strong 12-4
record against the spread. If the point
spread mattered more than the real game,
Anderson, whose team missed the playoffs,
would have out-earned Brady, who took

his team to the Super Bowl championship
game and set records doing so.

The problem is, in American capitalism,
CEOs are compensated directly and
explicitly on how they perform against the
point spread; that is, against expectations.
Imagine the following scenario: a company
decides to pay its CEO $10 million in total
compensation for the year. It could pay that
CEO $10 million in salary or it could pay him
$2 million in salary and $8 million worth

of phantom stock units (say 100,000 units
with the stock at $8o per share). The simple
$10 million salary embodies no incentive to
increase the stock price, while the $2 million
salary plus stock embodies a large incentive
to do so. If the CEO can double the price

of the stock by the time he retires, he will
have earned $18 million in that year rather
than $10 million. No wonder, then, that

our executives focus almost entirely on the
expectations game. They do so at the cost of
turning their attention from the real game,
from real customers and from real value.

In the face of expectations that can run
wild, CEOs have increasingly focused on

what they can control: managing share
price over the short-term. Shareholders,
on the other hand, should want CEOs to
focus on the long-term, on increasing
share price more or less forever. So it
turns out that, rather than aligning the
interests of shareholders and executives,
stock-based compensation has reinforced
the agency problem it was created to
solve. What’s more, it has destroyed
long-term shareholder value by driving
shorter horizons of decision making and
contributing to shorter CEO tenure. CEOs
know that expectations are likely to fall,
so they have incentive to leave or retire in
order to cash in stock-based compensation
instruments while expectations are high.

Focusing executives on shareholder

value maximisation using stock-based
compensation was supposed to give
shareholders a better deal. Yet, it simply
hasn’t worked out that way. Total returns
on the S&P 500 for the period from the end
of the Great Depression (1933) to the end
of 1976, the beginning of the shareholder-
value era, were 7.5 percent (compound
annual). From 1977 to the end of 2010,
they were 6.5 percent - suggesting that
shareholders have little to celebrate, despite
having been made the clear priority.

It is time to do away with stock-based
executive compensation. It’s just one
lesson we can learn from the American NFL
and one step towards fixing the game.

This post is excerpted from Fixing the Game:
Bubbles, Crashes, and What Capitalism

Can Learn from the NFL, published in
May 2011 by the Harvard Business Press.
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