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Aim
CEO pay levels in the UK are far behind in the UK as compared to the CEO’s in the US. The purpose of this article is to provide a comprehensive comparison of pay practice policies in the 2 countries. Following are the reasons why executive pay in the UK and US were compared: 

1. Only countries that require detailed disclosure of compensation schemes for individual top executives.

2. Share a common language and have similar capital markets and underlying economies. 

3. Employ similar corporate governance cultures.

Results
1. Expected pay levels, after controlling for company size and industry, are significantly higher in the US as compared to the UK.
2. Although base salaries are only modestly higher in the US, the driving force behind the US premium is the prevalence and magnitude of share option grants.

3. Link between CEO wealth and shareholder wealth is much stronger in the US than in the UK. 

4. CEO’s in the US hold more shares of stock, stock options and at least as many LTIP (Long Term Investment Plans) shares as compared to their counterparts in the UK.

5. The pay performance sensitivity is substantially higher in the US than the UK, for every size and industry group. 

6. Indirect relation between cash compensation and stock-price performance is more strongly positive in the US as compared to the UK. US CEO’s have more incentive to improve shareholders wealth.

Possible explanations for the above results 
1. Agency theoretic discussion: Traditional principal-agent model highlights the trade off between risk and incentives. Increasing pay performance sensitivity imposes more risk on CEO’s, who demand higher compensation to be compensated for the additional risk.
2. Taxes: Corporate and personal tax regimes affect the optimal structure of executive compensation contracts (Miller and Scholes, 1982). The UK rules allow deductions for cash compensations but not for exercised options, while US rules allow deductions for exercised options but limit deductions for cash compensation.
3. The Rise (US) and Fall (UK) of stock options: While importance of share options has been embraced in the US (Hall and Liebman, 1998, and Murphy, 1999), the UK companies have rejected the share option plans in favor of performance share plans such as LTIP’s (Main. 1999). The robust stock market has also contributed to the growing demand for option compensation in the US. The S&P Index, which is a measure of US stock market performance, increased by 300% in the 1990’s; the UK FTSE Index  increased by only 150% in the same period.
4.  Culture: The US has historically been more tolerant of income inequality, especially if it is driven by effort, talent or entrepreneurial risk taking. The controversy over CEO pay in the US has led to tighter links between executive pay and performance, thus increasing wage inequality in the robust US stock market. In the UK, the same controversy has led to statutory and non-statutory policies that discourage share option grants, thus lessening the pay performance link.   
