Pay gaps within companies, a new financial risk
for investors
By Bastien Drut, Senior Strategist at CPR AM.

The pay gap within large companies has increased significantly in recent decades and has become one
of the symbols of the rise in economic inequality. This is turning into a financial risk for companies for
which the pay gap is high because a number of political initiatives aim to target them directly.
Knowing where the acceptable limits are in terms of pay gaps has been debated for a very long time.
Social norms obviously depend on societies and times. In his dialogue entitled Laws, Plato already
explained that the income of the richest person should not exceed 4 times the income of the poorest
person, in order to avoid "civil disintegration". In the 1890s, John Piermont Morgan (JP Morgan), who
was reputed to be tough when it came to business, explained that he was not in favor of granting loans
to companies in which the highest paid employee earned more than 20 times the lowest paid employee,
because he feared it would make the situation unstable1. In the 1950s, the average American CEO made
about 20 times what the average employee in his company earned. In a column published in the Wall
Street Journal in 19772, Peter Drucker, founder of many business management theories, stated that for
a large company, the ratio between the highest and the lowest compensation should not not exceed 25,
stating later that it was "the limit beyond which they cannot go if they don’t want resentment and falling
morale to hit their companies”. However, in 2018, the compensation of CEOs of the 350 largest US
companies represented on average 278 the compensation of the average rank-and-file worker3 ... This
ratio was less than 100 before the 1990s.
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350 largest US companies:
CEO-to-worker compensation
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NB: the non-partisan think tank Economic Policy Institute (EPI) collects the salaries of the 350 largest American companies for
each year. For each of these companies, EPI divides the CEO's compensation by the average compensation of production and
nonsupervisory workers in the corporate sector, then calculates the average for the 350 companies.

The widening gap between the compensation of business leaders and that of their employees,
particularly in very large companies, has been regularly pointed out as one of the symbols of the rise
in economic inequality in developed countries. However, understanding the mechanisms of increasing
inequalities within companies and between companies is still the subject of research and academic
debate. A paper published in the Quarterly Journal of Economics in 20184 focusing on the United States
showed that two thirds of the rise in the variance of earnings over the period 1978-2013 occurred
between companies and one third within companies. However, researchers show that the realities in
the labor market differ greatly according to the size of firms: they conclude that for large firms (more
than 10,000 employees), 42% of the increase in variance of earnings between 1978 and 2013 took place
within companies, as median earnings fell and as the earnings of the top 10% employees rose sharply.
On the other hand, the real compensation of the highest paid 1% increased by 137% in large companies
but only by 45% in small firms companies. In other words, in the United States, pay inequality has
increased more within large groups than among small companies since 1978.
Following the 2008 financial crisis and in order to meet demands for more transparency, the US
Congress passed the Dodd-Frank Act in 2010, which required listed companies to publish CEO
compensation every year, the median compensation of the non-CEO employees and the ratio of these
two figures (commonly known as the CEO pay ratio). After several years of consultations and work
carried out at the SEC (Securities and Exchange Commission), this law finally came into effect from the
fiscal year 2018. For that year, Tesla was the company of the S&P 500 with the highest CEO pay ratio
(40668).
The fact that the publication of the CEO pay ratio is now mandatory for listed US companies can
facilitate political decision-making aimed at directly countering the rise in income inequality within
companies. This scenario is possible in the United States where Bernie Sanders, one of the favorites of
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the Democratic primaries, proposes to adjust the corporate tax rate (which currently stands at 21%)
according to the CEO pay ratio5. A bill, titled Tax Excessive CEO Pay Act, has been introduced at the House
of Representatives (Elizabeth Warren, also a Democratic nomination candidate, sponsors the bill in the
Senate). For companies with sales over $ 100 million, Bernie Sanders proposes to raise the tax rate by:


0.5 point when the CEO pay ratio is between 50 and 100,



1 point when the CEO pay ratio is between 100 and 200,



2 points when the CEO pay ratio is between 200 and 300,



3 points when the CEO pay ratio is between 300 and 400,



4 points when the CEO pay ratio is between 400 and 500,



5 points when the CEO pay ratio is greater than 500.

Almost all S&P 500 companies would be affected by such a tax because around 80% of S&P 500
companies posted a CEO pay ratio greater than 100 in 2018 (on average, this ratio was 278). According
to calculations by Bernie Sanders' campaign team, this surcharge would have cost the bank JP Morgan
nearly $ 1 billion in 2018 (CEO pay ratio of 381 for the 2018 fiscal year) and nearly $ 800 million to
Walmart (CEO pay ratio of 1,188 for fiscal year 2018).
Even if it is unlikely that this surcharge will be applied quickly at the federal level6, this illustrates that
this type of taxation focusing on intra-company income inequalities could develop in Western political
platforms.
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In addition, this type of measure is taking off at the local level. For example, the city of Portland
(650,000 inhabitants) adopted in 2016 and implemented in 2018 an increase when paying the business
tax license (local corporate tax) for listed companies with high CEO pay ratios: 10% increase for
companies with a CEO pay ratio between 100 and 250 and 25% for companies with a CEO pay ratio
greater than 250. This surcharge, which was presented as the first "inequality tax", has allowed the city
to raise $ 3.5 million in total in the first year, which is relatively small. But other cities may follow. The
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city of San Francisco spoke of adopting a similar measure before postponing it. The State of California
could follow: the bill SB37, discussed in the Senate of the State of California plans to increase the state’s
corporate tax rate of companies 7 and to adjust it according to the CEO pay ratio. Under this bill,
companies whose CEO pay ratio exceeds 300 would pay 4 points more than those whose ratio is below
50. This is significant from a financial point of view.
By the way, it would be a mistake to think that income inequality is only the concern of Democrats in
the United States: more than half of Republican voters think that the remuneration of business leaders
should be limited in some way8, even if it is not on the agendas of the Trump administration or of the
Republican Congress members.
Finally, the display of a high CEO pay ratio can also spark controversy and pose reputational risk. In
April 2019, the comments of Abigail Disney, granddaughter of the founder of the Disney group, were
widely reported in the press: she explained that the compensation of the Disney CEO Bob Iger ($ 65.6
million in 2018, this which represented 1424 times the median compensation of the group) was "insane"
and that the fact that this level of pay "had a corrosive effect on society". Several studies have shown
that consumers avoid buying products from companies with high CEO pay ratios9 and that this can also
affect employee perception1011.
In conclusion, it is becoming increasingly clear that large companies in which the pay gap is high incur
long-term financial risk. In the United States, the entry into force of the publication of the CEO pay
ratio for listed companies provides political authorities with a tool to target companies with high pay
differentials. It is also one of the stakes of the 2020 US presidential election.
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