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any cautionary tales can be distilled from the long
story about the short reign of Michael Ovitz at Walt
Disney Company. In this special focus on executive
compensation you can read the one about how negotiating a
severance package can lead to a breach of fiduciary duty lawsuit.
New disclosure requirements from the SEC are analyzed in
another article, and in an interview, a consultant argues that
those requirements have radically changed executives’
attitudes toward their pay, and led to higher compensation.
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NEW DISCLOSURE
ENVIRONMENT FOR
EXECUTIVE COMPENSATION
Welch and Tyson Cases Are Instructive
By Jeffery R. Capwell

Public disclosure of executive compensation has attracted increasing attention in
the past few years. New regulations now require immediate disclosure when new
compensation arrangements are established and when changes are made to existing arrangements. In addition, the Securities and Exchange Commission has begun
a vigorous campaign to make companies more fully disclose all material terms of
an executive’s pay, including executive perquisites.
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These developments have begun to affect how compensation committees and boards of directors evaluate
and set compensation, and how executive compensation
is being structured. A number of new executive compensation disclosure practices are also emerging.
This article briefly reviews how the disclosure
environment has changed, from the adoption of new
disclosure rules to other actions that the SEC has been
taking to encourage fuller disclosure of executive compensation. The implications of these developments on
the process for setting and structuring executive compensation are also examined.
NEW RULES FOR “REAL TIME” DISCLOSURE

The primary public filing for disclosing executive compensation has been the proxy statement. Proxy statement information generally relates to a company’s
most recently completed fiscal year, and the two preceding fiscal years. As a result, the compensation information is generally months old by the time it is filed
and distributed to shareholders.
Concern over the timeliness with which material
company information was being disclosed led the SEC,
with congressional support, to develop new rules that
require “real time” disclosure on Form 8-K. The new
rules significantly expand the number of events required
to be reported, and accelerate the deadline for filing to
four business days following the event. One of the new
events covered is the entering into or the changing of a
“material definitive agreement.” This term includes both
written and unwritten compensation arrangements with
company executives. It can include formal employment
agreements, informal employment arrangements, cash or
equity compensation plans, deferred compensation and
supplemental retirement plans, formal or informal fringe
benefit arrangements and tax-reimbursement policies.
The SEC takes an expansive view of the details
that must be reported on Form 8-K. For example, a
report on awards to senior executives under a cash
incentive plan must describe the specific performance
goals and business criteria to which the awards are
subject (with limited exceptions, such as for criteria
involving confidential business information). These
expansive interpretations have led a number of companies to provide more detailed disclosure than the
SEC rules would literally require. Some companies
have interpreted SEC guidance on disclosure of when
director fees and related compensation is set as similarly requiring disclosure of senior executive salaries
within four business days of when the compensation
committee or full board of directors sets those salaries.
Companies that have adopted the approach of disclosing senior executive salaries shortly after they have
been set include American Express, Georgia Pacific
and Sherwin-Williams.

RECENT ENFORCEMENT INITIATIVES

The SEC’s requirements for disclosing executive compensation in the annual proxy statement have not been
significantly revised since 1993. These requirements
impose very specific standards for certain types of executive compensation, such as stock options and other
equity-based awards, but are not as specific with respect
to executive perquisites and non-qualified deferred compensation. The SEC has begun to worry that the more
general disclosure requirements for these and certain
other forms of compensation have caused companies to
fail to fully disclose such compensation and benefits.
This has led the SEC to formally charge companies and
executives for violating disclosure requirements.
One of the first SEC enforcement actions involved
General Electric’s disclosures about the retirement package for its former CEO, Jack Welch. The SEC alleged
that General Electric failed to fully and accurately
describe the retirement benefits that Welch was entitled
to receive under an employment and post-retirement
consulting agreement. The agreement provided Welch
with lifetime access to the perquisites and benefits he had
received as General Electric’s chairman and CEO. The
SEC found fault with vague references in the company’s
proxy statements, stating that under the agreement
Welch was entitled to “… continued lifetime access to
Company facilities and services comparable to those that
are currently made available to him by the Company,”
without any specific information about those facilities
and services. They were in fact quite substantial,
amounting to approximately $2.5 million in the first
year after his retirement, and included unlimited personal use and business use of company aircraft, use of a furnished apartment and chauffeured limousine service. To
settle the charges, the company entered into an agreement
with the SEC not to violate disclosure rules in the future.
More recently, the SEC brought an enforcement
action against both Tyson Foods and its former chairman, Don Tyson. The SEC alleged that the company
made misleading disclosures concerning various
perquisites and personal benefits that it provided to Don
Tyson prior to and after his retirement. The SEC also
alleged that Don Tyson aided and abetted the company’s
violations by failing to identify or quantify the
perquisites and personal benefits on director and officer
questionnaires that he was routinely asked to submit to
the company. Tyson Foods paid a $1.5 million penalty
and Don Tyson paid a $700,000 penalty to settle the
charges, and both entered into agreements with the SEC
not to violate disclosure rules in the future.
The perquisites in question were provided to Tyson,
his wife and daughters, and three of his friends over a
four-year period, and were worth approximately $3 million. The SEC found that the company failed to disclose
a large number of the perquisites in its annual proxy
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statements, mischaracterized certain perquisites as performance-based bonuses, used the expression “travel
and entertainment costs” to describe others perquisites
that were neither travel nor entertainment, and failed to
separately identify by type and amount perquisites that
exceeded 25 percent of Don Tyson’s total perquisites, as
required under current rules. These included use of company homes, personal use of company aircraft and various
residential services, such as landscaping and yard care.
The SEC also noted that internal control failures
at the company allowed these perquisites to be provided without knowledge of the compensation committee
or the board of directors. As a result, these perquisites
were never specifically authorized by the compensation committee, and therefore were not mentioned in
the committee’s report on executive compensation in
the annual proxy statement.
In addition to these enforcement actions, SEC officials have made a number of public statements about
their concern over lax executive compensation disclosure. Last year a senior SEC official gave a speech
bluntly criticizing the general state of executive compensation disclosure. He provided the following warning:
“So, unless a company has disclosed all plan and
non-plan compensation for all services rendered that is
awarded to, earned by or paid to the executive officers
and directors covered in the proxy statement, whether
it is paid currently or deferred, it is not in compliance,
literal or otherwise, with our rules. And in my view
that basic requirement to disclose all compensation
takes precedence over the detailed requirements of the
various tables in which disclosure is to be presented
under our rules. All compensation must be disclosed.”
This official expressed a special concern over failures to disclose executive-only perquisites and
amounts paid to executives to gross-up for taxes on
those perquisites, as well as failures to appropriately
value perquisites based on their incremental cost to the
company, instead of their value for tax purposes.
RECENT TRENDS IN DISCLOSURE

This year’s proxy season has seen a number of new practices for disclosing executive compensation. Many of
them appear to be in direct response to the concerns that
the SEC has raised by way of enforcement or public
statements by SEC officials. These new practices include:
Specific disclosure of perquisites. Current disclosure rules require that executive perquisites be specifically identified by type in a footnote to the summary
annual compensation table if they exceed 25 percent of
the total perquisites provided to the executive. Many
companies have begun to provide specific reporting of
all executive prerequisites, even those that do not meet
the 25 percent threshold. In addition, the disclosures
•

are now being provided in easy-to-read tables, instead
of in narrative descriptions. An example of this tabular approach to disclosing the value of an executive’s
prerequisites can be found in Waste Management’s
recent proxy statement.
More information about how perquisites are
valued. SEC criticism of the methods for valuing
perquisites and personal benefits have led to changes
this proxy season, particularly with respect to personal
use of company airplanes. Many companies are abandoning the use of tax rules to value this perquisite and
instead are using aggregate incremental cost. Although
there are no definitive standards for how this method
should be applied, some companies have begun to disclose their valuation methods in their proxy statements.
An example of such a description is contained in this
year’s recent proxy statement for EDS.
•

Description of company policies on perquisites.
With increasing attention being paid to personal use
of company airplanes, a number of companies have
begun to explain what their policies are with respect
to such perquisites. Goldman Sachs’ proxy statement
explains that it has a policy of generally prohibiting
executives from using company aircraft for personal
use. It goes on to report that in the limited circumstances in which an executive is allowed to use aircraft for personal use, the executive must pay for
guest travel at an amount at least equal to the price
of a first-class commercial airline ticket for the trip.
•

Deferred compensation plan disclosure. Increasing public attention about deferred compensation
plans and supplemental retirement plans for executives
has resulted in greater disclosure by some companies.
Although not required under existing rules, they have
decided to provide detailed descriptions of the material
features and benefits of their deferred compensation
plans, such as the amount of the executive’s and company’s annual contributions, interest earned on those
contributions, amounts distributed and total ending
benefit balances. An example of such disclosure can
be found in this year’s proxy statement for MBNA.

•

Consideration of all items of executive compensation. This proxy season has also seen an increase in
compensation committee reports that discuss how the
committee reviewed all items of compensation in
evaluating and setting CEO and other senior executive pay. This process, which has come to be referred
to as the tally-sheet approach, generally involves a
comprehensive analysis of total compensation and
benefits when evaluating an executive’s pay package.
For example, the compensation committee report in
•
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the Morgan Stanley proxy statement describes each
element of pay that was considered in setting CEO
compensation. The Becton Dickinson compensation
committee even includes a table that describes all elements of cash compensation for its senior executives,
and the dollar values of long-term incentive awards.
PRACTICAL IMPLICATIONS

These developments and trends in disclosure practices
have broad practical implications for setting and structuring executive compensation. Here are some practices that companies may want to consider in light of
the new disclosure environment:
Review and consider all company-provided
perquisites. Companies that provide their executives with special perquisites or personal benefits
will need to pay greater attention to more fully disclosing the nature of these benefits. Upon review,
companies and executives may determine that certain perquisites and benefits are susceptible to being
singled out for criticism. For example, personal use
of company residences, personal entertainment
expenses and even personal use of company aircraft
are increasingly coming under attack in the press and
by institutional shareholders. Companies may find it
desirable to eliminate or restrict perquisites and personal benefits that could garner undesirable attention and which are not central to the company’s
compensation philosophy.
•

Substitute cash payments for company-provided
perquisites. In light of this increasing attention on
perquisites and personal benefits, and the need to
describe those benefits in annual filings, companies
and executives may find it desirable to instead provide their executives with an annual lump sum cash
payment. Such payment could create a “budget”
from which the executive could purchase personal
benefits at his or her own discretion. Companies may
wish to impose restrictions on the use of such a cash
payment, requiring that it be used only for certain
company-approved benefits that bear a more direct
relationship to the executive’s employment with the
company, such as services to protect the executive’s
personal safety.

•

Establish adequate internal controls for tracking
executive compensation and benefits. The Tyson
Foods case illustrates the need for companies to maintain strong internal controls that allow boards and compensation committees to understand and approve all
materials items of executive pay. Companies should
identify all their executive compensation programs policies and arrangements (whether formal or informal),
•

and should ensure that processes are in place for tracking the compensation or benefits paid under those programs. In addition, processes should be developed for
periodically reporting all such payments to the compensation committee or board of directors, so that appropriate monitoring can occur. Finally, such controls
should help to identify compensation-related events that
will require disclosure on Form 8-K. For example, a
change in the terms of a fringe benefit policy for senior
executives may be material and require such disclosure.
Attend more closely to the terms of non-qualified retirement plans. After having been largely
ignored for many years, non-qualified retirement plans
are now the focus of intense scrutiny. This is in response
to the high-profile dispute over former NYSE chief
Richard Grasso’s deferred compensation arrangements
and recent attention to the lack of specific disclosure
requirements in current SEC disclosure rules. In light of
this new attention, companies should review their plans
and consider providing expanded and more specific
information about the benefits under those plans.
•

Use the “tally-sheet” approach to compensation
setting. As noted above, compensation committees are
being encouraged to review, at least annually, all compensation and benefits paid to a company’s executives,
and to specifically report in the proxy statement that
they have engaged in such an analysis. Increasing use
of this tally-sheet approach may cause companies to
reevaluate the propriety of certain types of executive
compensation, and to refocus attention on forms of
compensation which are more directly tied to company performance. For example, a compensation committee may conclude that a high-cost fringe benefit
should be eliminated and replaced with additional performance-based incentive compensation.
All public companies should take a fresh look at
their disclosure practices and consider what enhancements or changes may be appropriate. Their review
should consider whether any changes should be made in
the processes used to set executive compensation or the
manner in which it is structured.
•
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AVOID
THE DISNEY
TRAP
Ruling Against Ovitz Instructive
By Steven D. Kittrell and James P. McElligott Jr.

A

s Michael Ovitz became president of
Walt Disney Company in 1995, he
negotiated a rich employment package.
When he left Disney 14 months later,
he negotiated a generous severance package. Unfortunately for Ovitz, some Disney shareholders thought
his employment and severance packages were much
too rich and sued everyone involved.
After eight years of litigation, the Disney shareholder derivative suit has made many waves in the executive
compensation world. Final resolution is probably years
away, but this case holds important lessons for executives, compensation committees and directors about
negotiating an executive’s compensation or severance.
Although the claims against the Disney board have captured most of the headlines, the claims against Ovitz
personally are real and substantial. In order to avoid the
Disney trap, executives need to understand the fiduciary
duties that an officer and director have when negotiating with the corporation concerning their compensation
or severance.
There are several steps executives can take to
protect their compensation from the claims Disney
shareholders made against Ovitz. The steps we recommend not only protect the executive, but also
serve the best interests of the corporation and its
board of directors.
SHORT TENURE

In 1995, Michael Eisner, Disney’s CEO, asked his
long time friend Michael Ovitz to become president
of Disney. Negotiations on Ovitz’s employment

agreement began in August, but they were not complete when Ovitz became president on October 1,
1995. Ovitz signed the employment agreement in
December, and he was elected a Disney director in
January 1996.
The negotiations on Ovitz’s agreement were
largely handled by Eisner and Ovitz, with minimal
involvement of the compensation committee and
other board members. The compensation committee,
for example, never saw a copy of the Ovitz employment agreement before it was signed.
The Ovitz tenure as president of Disney was not
a success. In December, 1996, eleven months after he
was hired, he and Eisner negotiated a non-fault termination arrangement that paid Ovitz $38 million in
cash, and stock options that have been valued at
more than $100 million.
Shareholder reaction was swift. In January, 1997,
angry shareholders filed a derivative action against
Disney’s board of directors, compensation committee, Eisner and Ovitz. After years of discovery, depositions, and pretrial motions, the case against Ovitz
and other Disney defendants was tried before the
Delaware Chancellor in early 2005, with no decision
yet issued as of this writing.
Before trial, Ovitz tried to have all claims against
him dismissed on the grounds that he had the right to
negotiate the best possible employment and severance
packages for himself. The Delaware Court of
Chancery disagreed and ruled that once Ovitz
became an officer and director, he had a fiduciary
duty “to negotiate honestly and in good faith so as
Avoid the Disney Trap
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not to advantage himself at the expense of the Disney
shareholders.”
The basic fiduciary duties owed to a corporation by
its officers are generally described as a duty of care and
a duty of loyalty (which may include a duty of good
faith). Until the Disney case, there had been little guidance on applying the executive’s duties of care and loyalty in the compensation-setting process. Therefore, the
Disney case is the seminal decision about these duties
with regard to compensation matters.

Or, if a majority of disinterested directors, or an
authorized committee, ratifies the transaction, after full
disclosure.
•

As to Ovitz’s termination, the court determined
that the non-fault termination involved special negotiations between Ovitz, Eisner and others. Because it
was not clear that appropriate corporate process had
been followed, the shareholders were allowed to try
this claim in the trial. This claim puts Ovitz at risk of
having to repay Disney for his severance payments.

FIDUCIARY DUTY TO STOCKHOLDERS

The Delaware court drew a sharp line between actions
before and after Ovitz became an officer. It concluded
that until he became an officer Ovitz had no fiduciary
duty to Disney, and could act
solely in his own self interest
in negotiating the best contract possible. Because the
essential terms of the Ovitz
employment agreement had
been negotiated before he
became an officer, the court
found that he did not breach
any fiduciary duty when he
signed the agreement, even
though it was after becoming
Disney president.
The most unsettling
aspect of the Delaware
court’s decision may involve
the claim that the termination and severance payments potentially involve a
breach of fiduciary duty by
Ovitz. The theory applied
by the court has potentially
broad application to many
compensation situations.
The court allowed this
claim of breach of fiduciary
duty by Ovitz to proceed to trial.
Ovitz had asserted that he should be found to have
only limited fiduciary duties in connection with his nonfault termination compensation. The court rejected this
position on the basis that Ovitz was both an officer and
a director during this period. A transaction between an
officer or director and the corporation is subject to the
Delaware law on “interested transactions.”
Delaware law provides that interested transactions
with officers or directors are not void or voidable if:
The transaction is fair to the corporation.
A majority of shareholders approve the transaction
after full disclosure.

•
•

CEOS ARE MOST VULNERABLE

All corporate executives understand they owe a duty
of loyalty to their corporate employer. The Disney
case suggests that every significant compensation decision regarding an existing
officer is subject to the standards required for interested
transactions.
What are the implications if every compensation
action is an interested transaction? The appropriate
review and approval of the
compensation committee
should fulfill the standard.
However, that process usually excludes the affected
executive from the compensation committee’s deliberations. Therefore, without
the executive’s knowledge,
the process may be insufficient. On the other hand, if
the executive is too close to
the process, there is a risk of
the cronyism charges that
the Delaware court implied
from
the
Eisner-Ovitz
friendship. What can an executive do?
As a practical matter, the likelihood of facing a
fiduciary breach claim is largely related to the executive’s position in the corporation. While the law on
interested transactions applies to any officer, it is
increasingly less likely that claims would be made as
one goes down the corporate ladder. Being a director
also may increase the exposure for an executive.
Among executives, the CEO is the most vulnerable,
partially because of the lack of a buffer between the
CEO and the compensation committee. The other
named executive officers in the proxy should also be
very concerned about potential liability, due to the
greater public disclosure about their compensation.
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Outside of that group, the risk of liability drops
significantly, but it does not disappear.
Here, for executives who want to protect their
compensation from the Disney trap, are six things to
keep in mind:
1 ) Have a comprehensive employment contract,
including termination pay, in place before becoming an
executive. In Disney, one problem was that the pay-

ments due Ovitz on termination were not clear from
the contract, and additional negotiations were
required. If the contract had operated automatically
without further negotiations, it is likely that no claims
would have been asserted against Ovitz personally.
2) Any contract renewal should be treated like the
original contract negotiation. The executive’s duty of

loyalty to the corporation is not in conflict with the
executive receiving a fair compensation package.
Indeed, it is in the corporation’s best interest for its
executives to have appropriate compensation. Unfortunately, “fair compensation” may be in the eye of the
beholder. Therefore, the executive is best protected by
having the corporation use a rigorous process in creating the new contract.
A helpful step is for the executive to get counsel
involved in negotiations with the company. In our
experience, these negotiations are rarely contentious,
but counsel can ensure that the corporation follows
appropriate procedures. Counsel can ask questions
that the executive may not be comfortable asking. For
example, counsel can ask to see the minutes of the
compensation committee meeting where the contract
renewal was discussed and approved.
The use of counsel also helps insulate an executive
from a claim of a lack of arms-length negotiation. If a
CEO is negotiating on behalf of the corporation
directly and exclusively with a current corporate officer, that negotiation is subject to the claim. The same
claim might be made against a CEO who negotiates
solely with the chair of the compensation committee.
Often the CEO helped select the chair as a director
and they have a personal relationship. Counsel can
ensure that the corporation receives independent
advice on the negotiations and follows a process that
protects all concerned.
3 ) Termination of employment places an executive
in a difficult position under these standards. If an exec-

utive has a fiduciary duty to the corporation, how
can that executive negotiate for benefits that will be
paid after the executive ceases to perform services for
the corporation?
There are several considerations. First, it is clear
that an executive is entitled to all termination pay-

ments that were negotiated in an employment agreement. Second, both the corporation and the executive
have interests in an amicable termination that is not
litigated or played out in the press. Third, the existence of the executive’s fiduciary duty does not mean
that he or she is not entitled to fair termination payments. An executive can be served by having advice
on severance packages that have been given at comparable companies. In the Disney situation, Ovitz
might have been better served by taking a somewhat
smaller termination package, and not having to suffer
through a decade of litigation and having the entire
package subject to claims.
4) An executive who is also a director has additional considerations. Obviously, officer/directors will

be interested and cannot vote on any decisions related
to their own compensation that come before the board
as a whole. Also, officer/directors should not hear the
compensation committee report to the full board on a
compensation decision that involves them. So officer/directors are properly excluded from the process,
but have a vital interest in its integrity.
One approach relies on the concept that all directors have a duty to ensure the fulfillment of board
duties that have been delegated to committees. Therefore, an officer/director may legitimately inquire about
the process that was undertaken by the compensation
committee or the board as a whole. The inquiry would
be limited to the process, such as whether a compensation consultant was consulted, and not to the substantive discussion about the matter.
5) Regular ongoing compensation decisions fall
into a gray area from the executive’s perspective. The

Disney case does not address this. Nevertheless, the
same principles can be applied because those decisions involve interested transactions. The lack of
clarity comes largely from the executive’s general lack
of information until the end of the process. Normally, the decision on an annual raise in salary, setting of
an annual bonus opportunity or the amount of an
equity grant is merely conveyed to the executive.
There is no negotiation or consultation.
An executive usually can assume that the compensation process was appropriate. However, assurance
regarding this assumption is undermined by a recent
trend. Many compensation committees have reduced
the group of executives for whom they regularly make
compensation decisions, delegating decisions for
lower-level executives to corporate officers. In light of
Disney, a corporation should review this type of delegation to ensure that all appropriate officers are subject to some compensation committee review.
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6) The CEO is subject to some special concerns,
both as a representative of the corporation and as an
executive. The CEO often represents the corporation

in compensation-setting for other officers. Even if the
CEO is a board member and has been delegated these
duties by the compensation committee, the CEO cannot act alone on behalf of the corporation in an “interested transaction” if the transaction is later found to
be unfair. Therefore, a best practice is for the compensation committee to ratify all CEO decisions affecting

material compensation for an officer. Since materiality
is measured by the individual officer, the threshold to
trigger the need for ratification is fairly low.
When making major decisions on the CEO’s
compensation, most compensation committees now
apply strict standards. For routine annual decisions,
however, the process may be less rigorous. This raises the issue of what is necessary for full disclosure.
Many compensation consultants now advocate that
all compensation decisions be made in the context of

Fifteen Lessons for Compensation Setting
What can be learned from the increased scrutiny of executive
compensation brought on by Disney and other cases? Here are
fifteen lessons, for corporations, compensation committees
and executives.

It is worth investing time and effort to make the charter
useful. It should both explain the compensation philosophy
and support its implementation. Compensation decisions
and policies need to be consistent with that philosophy. In
litigation over compensation, committee members can

1. OBTAIN PROFESSIONAL ADVICE.
The compensation committee should obtain professional

expect to be cross examined about whether the committee
followed the charter.

advice about all major decisions. This advice may need to
come from both a compensation consultant and legal counsel.
Under most state corporate statutes, use of an expert is a sub-

6. THINK ABOUT THE PROCESS.
Many compensation committees could benefit from enhance-

stantial defense in shareholder suits.

ments to their procedures. To ensure an orderly process, an
annual agenda can be maintained. Also, it is preferable to have
major decisions made over the course of two meetings, to allow

2. MAKE AN INDEPENDENT DECISION.
Merely receiving professional advice is not enough. A compensation committee is expected to receive professional advice and
then make an informed decision considering that advice. Directors who let a professional make a decision for them are at risk.

time for committee members to reflect before a final decision.
Following a consistent process will make for better decisions.
7. KEEP GOOD MINUTES.
Shareholders considering a derivative suit on executive com-

3. ENSURE INDEPENDENCE OF
THE COMPENSATION CONSULTANT.
The compensation committee should exercise the right to hire

Perfunctory or thoughtlessly drafted minutes can encourage
litigation. The minutes should reflect the careful consideration

the compensation consultant. A consultant selected by management may be subject to questions as to independence.

given to compensation decisions, with appropriate detail.
Board members will appreciate good minutes if they have to

Unlike accountants or lawyers who advise boards as part of representing corporations, the compensation consultant cannot
rely on an established code of ethics to support a claim of giving unbiased advice to a compensation committee.

testify about a decision years later. Experienced counsel can
help draft minutes with an eye to potential litigation.

4. TAKE ADVANTAGE OF DISCLOSURES TO SHAREHOLDERS.
With recent expansion of SEC disclosure rules [see article by
Jeffrey Capwell on page 42], the level of communications with

beyond the requirements of the stock exchange rules. Having
a strong chair can be beneficial. Periodic rotation of membership can bring new perspectives.

shareholders about compensation matters has never been
higher. The compensation committee report in the proxy and
other disclosures should be viewed as an opportunity to
educate shareholders about the strengths of a company’s compensation system.
5. MAKE THE COMPENSATION COMMITTEE
CHARTER A LIVING DOCUMENT.
The compensation committee should have a committee charter.

pensation will look first for compensation committee minutes.

8. EXAMINE COMPENSATION COMMITTEE MEMBERSHIP.
True independence for a compensation committee may extend

9. EDUCATE THE COMPENSATION
COMMITTEE AND EXECUTIVES.
Unlike audit committee members, there is no requirement for
compensation committee members to have any particular
expertise. However, it is beneficial for compensation committee members and top executives to be educated about compensation issues. The first area of education should be the
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company’s own compensation plans and policies. General education about executive compensation can come from a variety
of sources, including director institutes, compensation consultants and legal counsel.
10. PUT COMPENSATION DECISIONS IN CONTEXT.
A decision on compensation must be considered in the
context of previous compensation decisions for that executive. The compensation committee should understand the
total compensation being paid to an executive and the
effect of new decisions on that total compensation. For
example, how does an incentive bonus affect the amount
of a SERP benefit?
11. UNDERSTAND COMPENSATION SURVEYS

13. REEXAMINE COMPENSATION FROM GROUND UP.
Periodic “zero-based” compensation setting can be helpful in
maintaining an objective compensation system. When filling a
position from outside the company, it may be a good time to
take a fresh look at pay for that position. The primary focus can
be what compensation is appropriate for the position rather
than what the departed executive was paid.
14. EXAMINE PRIOR PRACTICES.
Periodically, the company and compensation committee
should evaluate their past practices to see if those practices
are still optimal. For example, many companies have had a 10year life on stock options for many years. When the life of
options was evaluated due to imminent accounting rule
changes, some companies found that a shorter option term

BEFORE USING THEM.
Compensation surveys can be useful, but more than the num-

could achieve their compensation objectives more effectively.

bers must be understood for the survey to really assist com-

15. CRITICALLY EVALUATE NEW COMPENSATION IDEAS.

pensation setting. The survey must be interpreted and applied
to the company and executive under consideration.

While a company should always be willing to evaluate new
ideas, every new compensation idea does not fit in every com-

12. LOOK FOR HOT SPOTS OF SHAREHOLDER CONCERN.
Shareholders are looking more closely at certain types of

pany. For example, a “hold until retirement” requirement for
company stock sounds appealing but may not be appropriate
in some cases. For example, if a large percentage of a CEO’s

compensation, including SERPs and severance benefits. Companies should be prepared to support the reasons for the
structure of these elements in their compensation packages.

personal wealth is in company stock and the CEO is a couple
of years from retirement, could this policy promote decisions
to protect the current stock price and be a disincentive for
long-term strategies?

a look at the total compensation payable. Under this
position, if an annual bonus opportunity is set in January, the potential amount of that bonus should be considered when an annual equity grant is made in April.
Also, if a salary increase or a bonus would affect severance payments, the impact on severance should be considered when the salary or bonus is set. The CEO should
ensure that the compensation committee is considering
the appropriate range of information for these decisions.
The Disney lawsuit and other cases are just the
beginning of heightened shareholder scrutiny and litigation about executive compensation decisions.
Many corporations and compensation committees
have learned from Disney and other cases about the
need to follow best practices in setting executive
compensation. Because of the fiduciary duties arising
from being an officer of a corporation, executives
also need to understand their personal liability exposure. By taking preventative measures in the compensation process, executives can benefit themselves,
the corporation and the board of directors.

Steven D. Kittrell is the managing partner
of the Washington D.C. office of
McGuireWoods. He practices in the Executive Compensation and Employee Benefits Group, representing clients on benefit
matters, with a focus on executive compensation. His
clients include major national and international corporations and their executives. He also serves as outside
counsel to the compensation committees of public companies, and represents individual executives of public
companies on employment and compensation matters.
James P. McElligott Jr. is a partner at
McGuireWoods. He handles employment, executive compensation and
employee benefits matters and has an
active trial practice. He is listed in Best
Lawyers in America and is a Fellow of the College of
Labor and Employment Attorneys, a member of the
Employee Benefits Committees of the ABA Sections of
Labor and Taxation, and a member of the U.S. Chamber of Commerce Employee Benefits Committee.

New Deferred Compensation Rules Are A Minefield
C-suite Insights

E X E C U T I V E C O M P E N S AT I O N PA C K A G E

. .....

... . . .

. .. .. .

. .. . . . .

. . . . . . .

... . . .

. .. . . .

.... .. .

. . .....

...... .

. . .. . . . . . ... . . .

.... . . . ..... . . . . .

. . ..... . . . . .

....

. . . . . .

. . . . . .

. . . . . .

. . . . ..

. . . . . .

. . . . . .

.. . ...

. . . . . . .

. . . . . . .

. . . . . .

. . . . . .

. . . . . . .

. . . ....

. . .. ..

. . .. . .

1

1

. . .. ..

. . ... .

2

. . .. ..

. .. . . .

1

. .. . .... .......

.......
2
1
.... . . . .
. . . . .. ... . .. . . . . . .... . . . . . . . . . . .
1
1
.... . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. . . . . . . . . .
3 2
.. . . . . .
.......
.. . . . . .
. .2. . . . .

3

. . . . .. . .. . .

.... . ..

.... . . .
1
...... .

. . . . .. . .. .

.......

3

. . .. ..

.......

.... .. ... ... ... ... ... ... .

.... . ..
. . ... .. . . ... .1
. . . . .. . .. . .. . . .. . .
3
1
1
. .. .. .. . . .. ... . . . .. . .. . .. . .. . .
2
.......
.......
.... . ..
1
.......
.......
..... . .

. .

.......

.......

. . . ....

.......

NEW DEFERRED
COMPENSATION RULES
ARE A MINEFIELD
Enron Spurred Tax Reform
Eddie Adkins is a partner at Grant Thornton LLP’s Washington D.C. office, and
leader of its compensation and benefits tax practice. Executive Counsel recently
interviewed him about new rules concerning deferred compensation that were
enacted as part of the federal Job Creation Act, signed into law in October of 2004.
New Deferred Compensation Rules Are A Minefield
C-suite Insights
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EC: What’s the timetable?
ADKINS: The new rules took effect on January 1st of

this year. Companies have until the end of the year to
bring their plans into full compliance, but they’re
expected to be in “good faith” compliance right away.
There is some discussion about how the new rules
should be interpreted, and the IRS has promised to issue
comprehensive guidance.
EC: Do they cover all deferred compensation?
ADKINS: No, only “non-qualified” plans — generally speaking, those plans that cover executives who
choose to defer income so they won’t have to pay
taxes the year it was earned. They also cover some
arrangements such as supplemental employee retirement plans, restricted stock units, and some other
programs that weren’t traditionally viewed as
deferred compensation. They don’t cover qualified
plans such as 401-Ks, sick leave, things like that. Nor
do they cover deferred compensation plans in which
there is a substantial risk of forfeiture. They cover
vested, deferred compensation.
The fundamental rule, that the company gets a tax
deduction in the same year and in the same amount
that the executive gets the income, hasn’t changed.
EC: What prompted the new rules?
ADKINS: The IRS has had some concerns about elec-

tive plans for awhile. “Elective” means the executive
asks for a deferred compensation arrangement. A
“non-elective” plan would be, for example, a performance bonus that is awarded this year, but paid
five years out, possibly with a vesting schedule conditioned on continued employment.
The IRS has been of the opinion for some time
that if executives can elect to make a deferral
arrangement, and have the power to choose when the
payments will be made, they have such substantial
control over the income that it should be taxed currently. The Enron situation, in which some executives
with deferred compensation plans saw that the company was in trouble early on, and essentially took the
money and ran, spurred Congress to act.

cases election has to be made by December 31 of the
tax year in question.
There are some restrictions on funding of
deferred compensation arrangements. For example,
funds held in or transferred to foreign countries are
taxable at the time those funds are moved, regardless of whether the employee is entitled to them at
that time.
With regard to distribution, there is a list of six
circumstances in which the compensation can be
taken: separation from service, death, disability, specified future date, unforeseeable emergency, and
change of control or ownership. Any situation in
which an employee can take deferred compensation
for a reason other than those six could be construed
an acceleration of benefits that violates the new law.
Distribution is an area where some additional
guidance is needed. The law doesn’t say whether, for
example, distributions can be made when the earliest
of the six circumstances occurs, or whether you have
to wait for the latest. It also doesn’t say how long
employees must wait after separation from service.
EC: What is the enforcement mechanism?
ADKINS: Substantial tax penalties. There are several

kinds of penalties, but it’s important to note that they
all fall on the executive, not the employer. It might be
the employer who messes up and doesn’t comply with
the rules, but it’s still the executive who bears the
adverse tax consequences.
As soon as a plan is found to be out of compliance, the executive will be taxed on the cumulative
amount of deferred compensation, whether it’s been
distributed or not. They’ll be taxed on vested
amounts only, and only on what has accumulated
since January 1, 2005, when the plan went into
effect. Let’s consider a hypothetical scenario. In 2025
a plan that has been in compliance is suddenly found
out of compliance. At that point 20 years of accumulated compensation would be taxed. Even more significantly, a 20 percent penalty tax is added. And
there is a third penalty, an interest component, as
well. Interest is calculated and assessed on all the
income that would have been paid currently in the
back years. Those three types of penalties constitute
a substantial incentive to comply.

EC: What do the new rules cover?
EC: They also make it triply important there be no
ADKINS: They address election, distribution and

funding of non-qualified plans. There is a rule that
elections for deferral must be made by the last day of
the preceding tax year, with exceptions that allow
additional time for newly eligible employees, and for
performance-based compensation awards. But in most

gray areas. When will the definitive guidance from the
IRS be issued?
ADKINS: They’ve promised it early this summer.

New Deferred Compensation Rules Are A Minefield
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A GOOD
ENVIRONMENT FOR
JOB SEEKERS

E

xecutives and middle managers who
were recently pushed out are almost
certain to end up with a better position
than the one they lost, according to the
outplacement consulting firm Challenger Gray &
Christmas.
The firm says that each quarter it places about 1,000
job-seekers who are in the $100,000-per-year or greater
category. During the last quarter of 2004, according to
the firm’s data, more than 97 percent of those placements were in “equivalent or better positions.” That was
a big jump from the previous quarter, and a substantial
improvement over the average going back two years.
Figures for the first quarter of 2005, the latest period
available, show a slight drop, to 94.7. But that is still a dramatic improvement over the previous two-year period.
“I think it has to do with the fact we are in a period when the economy is growing, and companies are
in talent-acquisition mode,” says CEO John Challenger. “It also suggests that hiring companies are willing to look beyond the problems that occurred in the
previous company.”
One measure in the survey, “medium tenure in previous position,” has remained fairly consistent over the
three-year survey period, at between five and up to about

eight years. That’s low by the standards of ten years ago,
Challenger says, and indicates the tenuous hold that even
the most senior executives have on their positions today.
It’s reminiscent of what was going on during the headiest dot-com days, according to Challenger, and can end
up working in the job-seeker’s favor.
“Everyone knows they are not going to be allowed
many mistakes before the accumulated forces, coming
from all sides these days, rise up to push them out. It’s a
high-risk, high-reward deal today, and they want to be
compensated for that.”
Another finding, a dramatic drop in the number of
job-seekers opting to start their own business, is also a
function of an improving economy, according to Challenger. “After three-plus years of doldrums in the economy, now these CEOs are back in demand,” he says.
The nature of what’s in demand has changed too,
according to Challenger. “We are moving from a sluggish
period, when successful executive teams were those who
took few risks, kept their head down, and looked for efficiencies. Now boards are starting to look for executive
teams that are more visionary, product-development and
new-market oriented types of people.”
The result? “The demand goes up, and prices go
up.”

CHALLENGER JOB MARKET INDEX
$100,000 JOB SEEKERS

2003
Q2

Q3

Q4

2004
Q1

Q2

Q3

Q4

2005
Q1

Median Length of Job Search (months)

4.8

4.6

4.9

3.8

3.8

4

3.5

3.7

Median Age

47

46

47

45

47

48

46

46

Median Salary in Former Position

$144,500

$134,000

$135,500

$140,000

$139,000

$141,000

$132,500

$145,000

Median Tenure in Former Position (years)

5

6

8.15

6.2

6

6

7

5

Median Weeks of Severance

24

24

24

26

24

26

25

26

Percentage of Job Seekers Relocating

27.8

19.2

23.7

28.6

25.4

23.2

23.5

27.6

Percentage of Job Seekers
Starting Own Business

11.3

15.1

9.2

12.4

18

11.1

10.3

9.2

Percentage of Job Seekers Winning
Equivalent or Better Positions

84.5

84.9

85.5

94.3

94.3

86.9

97.1

94.7

SOURCE: CHALLENGER, GRAY AND CHRISTMAS, INC.
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HEWITT SURVEY

COMPANIES RETOOLING
LONG-TERM INCENTIVES
Merit Raises Down, Bonuses Up

I

n its spring “hot topics” survey, compensation consulting firm Hewitt Associates found
that nearly three-fourths of companies were
revising or planning to revise their long-term
incentive programs.
The main reason? “Stock options are no longer a
free ride,” according to Hewitt senior consultant
Tracy Davis.
Attention from institutional investors has also
been a factor, he says. They have become increasingly
concerned about the “dilutive” effects of options.
Hewitt obtained survey results from 115 companies, more than half of them in the Fortune 500. Almost
three-quarters of the companies (71 percent) will be
redesigning their long-term incentive plans, in anticipation of mandatory stock option expensing, according to
Davis. Forty-three percent are moving from stock
options to time-based restricted stock, and 33 percent
are going to performance-based restricted stock.
Companies also say they are reducing eligibility
for stock options. That’s happening in a couple of
ways, Davis says. Salary levels for eligibility are
increasing, with many companies deciding they
can’t afford to go down to the level of support staff.
At the same time, for employees at salary levels that
are eligible, the percentage of people being granted
the option is shrinking. That creates another kind of
difficulty for many organizations, as they are
pressed to get beyond subjectivity and devise methods for figuring who gets what.
In cases where companies are taking away longterm benefits, Hewitt tried to determine what they are

doing to make up for it somewhere else in the compensation package.
“Often,” Davis says, “the answer was ‘nothing.’
Lots of people are ending up at the end of the day with
less than they had.”
In the survey, 42 percent of respondent companies
said they were not fully replacing stock option grant
values when they moved to other forms of equity
compensation.
At the same time, executive pay increases have been
modest. Seventy percent of companies awarded increases of less than 4 percent, and the median was 3.5 percent. That’s down from the standard of 4 percent or
slightly higher from a few years ago.
Bonuses have been a bright spot. “For the last several years most companies have been paying out below
that targeted level because financial performance has
been poor. But in the most recent data we have, we have
seen significant increase,” Davis says.
The survey found that 68 percent of companies are
awarding at or above target this year (for 2004 performance), compared with 46 percent last year.
The big news though, according to Davis, is the
reconfiguration of long-term compensation. “As corporate boards come under increasing scrutiny from shareholders and regulators, they’re shifting more executive
pay to performance-based equity, which has a greater
focus on long-term results. “We expect this to have a
major impact on executive earning potential, as a growing portion of their pay will be determined by their success in achieving long-term business goals and how well
they meet shareholder expectations.”
Companies Retooling Long-Term Incentives
C-suite Insights
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DISCLOSU

PAY R
WHO WANTS TO SETTLE

FOR THE 50TH PERCENTILE?
Pearl Meyer is the chair of Pearl Meyer & Partners, New York. She and her
partners are retained as outside counsel by compensation committees of boards
of directors, and as advisors to managements and boards in matters of executive
compensation, performance, organization, governance and selection. • Executive
Counsel talked to Meyer recently about the effects of increased executive
compensation disclosure requirements and another topic that has generated
some controversy, the independence of compensation consultants.
Disclosure Spurs Pay Race
C-suite Insights
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RE SPURS

RACE
EC: What is the purpose of executive compensation?

MEYER: The purpose of any pay program is to attract,

retain, motivate, and reward employees for performance on behalf of the company and its stockholders.
EC: Some observers have questioned the independence

of consultants who advise compensation committees
and boards after working with managers and human
resource people at the same company. What is your
take on that?
MEYER: I’ve done both. I’ve consulted with committees and had no contact with management, and I’ve
consulted after having access to management. In my
opinion, to advise appropriately you need access to
management.

MEYER: Unless you can understand the company, its

competition, where it stands in the business cycle, its
own resources, you can’t provide intelligent advice
about appropriate incentives. Sure, you could look at
it from an abstract, intellectual perspective, but a
program that works is tailored specifically to the
company, its employees and its labor market.
EC: Are you running into critics who say that to prop-

erly advise a compensation committee you need to stay
far away from the executives whose compensation is
being discussed?
MEYER: Well, I know of no reputable consultant who

takes that point of view. You can apply artificial standards or generally accepted best practices, but those
aren’t the most effective way to achieve the objectives
of the company and its owners.

EC: Why isn’t knowledge of the industry, the market

and the economy enough?

EC: Is this something you’ve discussed with institutional investors?

Disclosure Spurs Pay Race
C-suite Insights
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MEYER: I’ve talked to the voting advisory services

about it. I’ve questioned their judgments made in the
abstract in advising institutional investors how to
vote on equity plans. In fact I did that last week. I
told them they were applying abstract measures and
standards (laughs). I told them, they need to get a
compensation person on board.

That required, or at least strongly suggested, that
the committee disclose how it determined pay. As a
result, committees are stating their compensation policy and philosophy. No one wants to say they’re deliberately underpaying their management, or that they
have an underperforming management. Now everybody steps up and says: “We pay for performance, and
we get it, so we’re a well-paying company.”

EC: What about the effect of heightened disclosure

requirements by the SEC regarding executive compensation. Some say it has created a situation in which pay
reflects competition between companies rather than
concrete standards and benchmarks.
MEYER: It has certainly resulted in a complete

change in the culture and attitudes of executives
toward their compensation. Before the disclosure
requirements most executives didn’t want their pay
publicized. They thought it was a private matter
among themselves, the board and the company, and
it was considered inappropriate to discuss it. They
were concerned about the safety of their families,
and believe it or not, in some instances they didn’t
want their families — let alone their unemployed relatives — to know what they earned.
Of course, the other concern was competitive
disclosure, especially in industries like securities
and technology, where there was sharp competition
for talent.

EC: Even if it’s not true.
MEYER: Well, truth is sometimes like beauty. It’s in

the eyes of the beholder. They rightfully say that
they’re endeavoring to recruit and retain good people
and get them to perform well, and they’re willing to
pay for it. What kid, what MBA, would want to come
to your company if they read in your proxy that you
want to pay between the 25th and 50th percentile? Or
that you perform in that range? What investor would
buy your stock?
EC: Is all this disclosure a healthy development?
MEYER: It’s healthy to the extent that shareholders

know what compensation is being paid and what
the policies are. Unfortunately, the SEC requirements are not complete. We need more detail so we
get the full story. We have perhaps one half or twothirds of the story now, so we’re looking forward to
fuller disclosure requirements.

EC: What is it like now?
EC: What’s missing?
MEYER: The entire climate has changed. Instead of being

viewed as a private concern it has become a public matter in which one takes pride in being highly valued.
EC: I suppose the opposite is true. If they’re not being
paid as much as their peers the world knows it, and they
feel bad.
MEYER: There are a few people who may be regarded

as idiosyncratic among their peers who take pride in not
taking as much money, but the majority are pleased to
be seen as successful, and they take pride in their compensation and all the benefits and perquisites accorded
to them. So there’s been a complete change in attitude.

MEYER: For example, the details on executive SERPs

and pensions, and their costs. The details on the costs
of benefits and perquisites. And the tally of what it all
adds up to, meaning the cost to the company and the
value to the individual when you add up direct compensation and benefits, other income, perks, the use
of facilities, contractual commitments. What we’re
endeavoring to do as consultants is provide compensation committees and boards with information that
does add it up, but it’s difficult for them to evaluate
because we don’t have comparable information from
peer companies.
EC: Are shareholders well served by the compensation

EC: What about the impact of disclosure on determina-

system that exists now in corporate America?

tion of compensation?
MEYER: To the extent that it is well administered by
MEYER: It isn’t just the recent SEC disclosure rules.

You have to hearken back to the 1993 changes in the
SEC proxy report by the compensation committee.

directors and pays for performance, yes. Does administration vary in quality? Yes.
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