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CYCLING AND SCIENCE AS GUIDEPOSTS FOR SETTING COMPENSATION

What do a flock of geese, a school of dolphins, a peloton
of cyclists and compensation levels for named executive
officers (NEOs) have in common? Perhaps a lot more than
you'd imagine.

An academic study from the Eindhoven University of
Technology of empirical data and simulations quantified
the actual amount of air resistance in a peloton. In cycling,
teams form a peloton which consists of a leader, with the
remaining riders responsible for doing what they do best,
whether that's getting stage wins, accumulating points or
going for the overall win. The best teams have many great
riders, allowing them to rotate who leads and conserving
strength for the sprints. The leader of the peloton
experiences 14% less wind resistance, whereas riders in the
back of the peloton experience 95% less resistance than if
cycling alone.

Similarly, mother nature presents examples of species that
have mastered the ability to draft (in the sense of pull or
draw) from one another. Geese and dolphins, respectively,
fly and swim in formations in which the leaders benefit from
the efforts of the “team” behind them.

Can the empirical data from the scientific study on the
peloton be extrapolated to organizational hierarchy as well
(i.e., should the relationship between roles in the company
and the rewards or compensation paid for those roles more
closely mirror a peloton)? Can a parallel be drawn between
the “draft” in the peloton and CEO compensation compared
to other NEOs in the organization?

BDO and ClearBridge Compensation Group decided to
find out by empirically studying compensation data in a
similar fashion.



https://www.tue.nl/en/university/news-and-press/news/a-cyclist-in-a-peloton-experiences-considerably-less-air-resistance-than-previously-assumed/
https://www.clearbridgecomp.com/
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Leadership of the Peloton and Compensation
(as a Reduction from the Leader)

Visually, the peloton resembles an organizational hierarchy (see Figure 1). As in a peloton, leading an organization is demanding, and the leader
always faces resistance—more than other individuals face in the organizational hierarchy. Yet, leading with a team is 14% easier than going it alone.

FIGURE 1: AIR RESISTANCE IN THE PELOTON COMPARED TO RIDING ALONE

Source: Eindhoven University of Technology Study

Translating the empirical peloton data into an organizational hierarchy, we arrived at three tiers:
> Red representing direct reports to the CEO (0.22-0.28 reduction) - TIER 2
» Yellow representing 2 levels below the CEO (0.59-0.85 reduction) - TIER 3

» Green representing 3 levels below the CEO (0.86-0.94 reduction) — TIER 4



https://www.tue.nl/en/news/news-overview/a-cyclist-in-a-peloton-experiences-considerably-less-air-resistance-than-previously-assumed/
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FIGURE 2: REDUCTION FROM PELOTON LEADER
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Source: Eindhoven University of Technology Study

Given these tiers of organizational groupings, empirical data on pelotons could suggest that if the CEO receives $1 million, the
compensation ranges for NEOs should be set based on the reduction shown in Figure 2; in which case, as shown in Figure 3, Tier 2
executive average salary would be 72.5% of the CEO’s $1 million. Individuals in Tiers 2 and 3 would be paid substantially less (25.6%
and 8.6%, respectively) in keeping with their positions in the organizational hierarchy. All data is theoretical and implies that the
scientific data of wind drag could be indicative of theoretical compensation levels.

FIGURE 3: ILLUSTRATIVE PELOTON COMPENSATION STRUCTURE

CEO Compensation $1 million

Avgerage % Average Minimum Maximum
1 Below CEO - TIER 2 72.5% $724,806 $686,047 $779,070
2 Below CEO - TIER 3 25.6% $ 256,105 $ 151,163 $406,977
3 Below CEO - TIER 4 8.6% $ 86,459 $ 58,140 $139,535

Some organizations and business models are flatter in hierarchy, while others are steeper than the traditional peloton. To test the
theory, traditional organizational hierarchies (similar to a peloton) need between 100 to 200 employees. The peloton maximizing
energy efficiency includes 121 riders.

This article focuses on the NEOs who are generally direct reports to the CEO (i.e., Red Tier 2 in the sample above).


https://www.tue.nl/en/news/news-overview/a-cyclist-in-a-peloton-experiences-considerably-less-air-resistance-than-previously-assumed/
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Applying the Theory to Major
Public Companies

To assess the relationship between organizational hierarchy and compensation, we studied the broad market pay practices among
CEOs and their direct reports, focusing on each pay element for the companies within the Russell 3000 (see the following page for
specifics on our methodology). When assessing how each company compared to the peloton structure, we bifurcated the Russell
3000 into those that meet the peloton structure (i.e., NEO average pay representing 65% to 85% of the CEO) and those that do not.

Figure 4 shows the median average NEO compensation as a percentage of CEO compensation based on company revenue. Key
takeaways include:

» The gap between CEO and NEO compensation increases with company size, regardless of industry.

> Target bonus as a percent of salary closely mirrored the peloton structure.

> Long-term incentive compensation was most removed from the peloton structure.

FIGURE 4: MEDIAN OF AVERAGE NEO COMPENSATION AS PERCENT OF CEO COMPENSATION
(BY REVENUE)
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Figure 5 shows three-year TSR (total shareholder return) performance for companies
that met the peloton structure versus those that did not. Key takeaways include:

METHODOLOGY
» We chose the Russell 3000

» Only 4% of companies follow the peloton structure for total direct compensation.

> Based on total direct compensation, the 4% of companies that follow the peloton
structure delivered 53% higher three-year TSR compared to companies that did
not meet the peloton structure.

» Companies that met the peloton structure were generally smaller based on
revenue and market cap.

FIGURE 5: SUMMARY STATISTICS BY PELOTON STRUCTURE
BASED ON TOTAL DIRECT COMPENSATION

COMPANIES WITH COMPANIES WITHOUT

PELOTON STRUCTURE PELOTON STRUCTURE

% of Companies 4% 96%
Revenue $364 $1,250
Market Cap $1,184 $2,235
3-Yr TSR 12.4% 8.1%

WHAT DOES THIS MEAN?

The data implies that the larger the company, the greater the gap between CEO
compensation and that of direct reports. The increase in this “gap” between the CEO
and the other direct reports could be caused by a variety of factors, including the
CEO's individual profile increasing / having more exposure at larger companies, as well
as a limited talent pool for CEOs who have run similar sized companies or larger.
These factors likely contributed to these companies being further removed from the
peloton structure.

Going forward, companies should consider assessing their compensation trends over
time, and determine if the relationship between the CEO’s compensation relative to
the other direct reports aligns with the company’s intended compensation philosophy.
While it is only one data point, the study implied that the companies that fell within
the peloton structure for total direct compensation significantly outperformed those
that did not based on relative TSR. Instinctively, this finding “felt right” and wasn’t all
that surprising, as when thinking about an organizational hierarchy, having a strong
management team behind the CEO, strong succession planning and retention tools
should lead to better continuity and shareholder value creation over the long-term.

WHERE DO WE GO FROM HERE?

What can we learn from the peloton structure when applied to organizations and
compensation? Is the theory just kind of cool or does it have practical application
for executive compensation design? Do the resistance numbers translate to other
forms of leadership? Can we apply the learnings to building professional careersin a
hierarchical organization?

The answers may lie in close observation of mother nature and using science to
understand, quantify and apply its messages.

as the data set to determine
whether the CEO/Tier 1
relationship mirrored the
expected reduction. Our data
represented compensation
of Russell 3000 companies'’
NEOs from the companies'’
most recent proxies sourced
from a database of publicly
available filings at the time of
the analysis.

We scrubbed out any
companies that didn't pay all
five compensation elements
or had atypical pay practices.
We ended up with 2,281
companies in the sample.

We calculated average
compensation by element
for the second through the
fifth highest paid NEOs

as a percentage of CEO
compensation. We defined
companies with a “peloton
structure” by compensation
element as companies with
average NEO compensation
between 65% and 85% of
CEO compensation.

To create a comparison to the
peloton structure, we looked
at compensation by each
element relative to the CEO.



CONTACT

TERRY ADAMSON

Managing Director, Compensation Consulting
Services Leader, BDO

215-636-5658 / tadamson@bdo.com

ABOUT BDO

BDO is the brand name for BDO USA, LLP, a U.S. professional
services firm providing assurance, tax, and advisory services
to a wide range of publicly traded and privately held
companies. For more than 100 years, BDO has provided
quality service through the active involvement of experienced
and committed professionals. The firm serves clients through
more than 65 offices and over 740 independent alliance

firm locations nationwide. As an independent Member Firm
of BDO International Limited, BDO serves multi-national
clients through a global network of more than 88,000 people
working out of more than 1,600 offices across 167 countries
and territories.

ARNALDO ULA]J
Principal, ClearBridge Compensation Group, LLC
212-886-1018 / aulaj@clearbridgecomp.com

STEVE ROSS
Associate, ClearBridge Compensation Group, LLC
212-886-1021/ sross@clearbridgecomp.com

ABOUT CLEARBRIDGE COMPENSATION GROUP

ClearBridge Compensation Group is an independent
consulting firm providing advice to boards of directors

and senior management on the design of effective
executive compensation programs with a focus on
shareholder alignment, linkage with business strategy, and
adherence to strong governance standards. Our consultants
have extensive experience and expertise in executive
compensation program design. Our work spans across
industries for both publicly-traded and

privately-held companies.

BDO USA, LLP, a Delaware limited liability partnership, is the U.S. member of BDO International Limited, a UK company limited
by guarantee, and forms part of the international BDO network of independent member firms. BDO is the brand name for the
BDO network and for each of the BDO Member Firms. For more information please visit: www.bdo.com.

Material discussed is meant to provide general information and should not be acted on without professional advice tailored to

your needs.

© 2020 BDO USA, LLP. All rights reserved.



