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2006 Executive Compensation Preview

New rules…new players…new attitudes…all contributed to what Mercer Human Resource Consulting characterized last year as the “new normal” in executive compensation. Most companies are still adjusting to the changes that have shaped executive compensation over the past few years: the new plan types and performance measures, a renewed focus on the magnitude of pay and benefit levels, and the overall way compensation is managed. 
The 2006 proxy season is underway. Here are Mercer’s observations about the current state and future direction of executive compensation. 
· Getting used to complexity. Directors are faced with a torrent of changing factors to consider when making decisions regarding executive compensation and benefits. They include new tax, accounting, and disclosure rules, and shareholder expectations for growth and profitability. And that is on top of trying to ensure that the compensation programs reinforce and reward the right kinds of behaviors, align with the business strategy, and serve to attract and retain key talent. The programs are becoming more complex and unique to specific situations, particularly as new equity vehicles incorporate highly tailored performance measures and target-setting approaches.
· Performance, performance, performance. Historically, companies relied on fairly simple measures of profitability to determine executive incentives. Equity awards vested over time. Share price appreciation was all that mattered. Times have changed. Shareholders are demanding that companies look beyond short-term share price to sustained, long-term performance on fundamentals that drive shareholder value. To achieve that, companies have to look at financial and operational performance measures that uniquely describe their business. The challenge does not end with selecting the right measures. The true test of “pay for performance” will come when pay outcomes move in step with performance results, with limited lags and gaps over time.  
· The long-term mix keeps changing. This trend started a few years ago. Companies shifted from almost exclusive use of stock options to a blend of options and restricted stock. This shift continues as companies rebalance the long-term component. The big change in 2006 will be replacing restricted shares that vest over time with performance-contingent shares or cash that vest solely upon achieving pre-determined goals. It will not be uncommon for companies to use three vehicles for their senior management: options, restricted stock, and performance shares.  

· Shareholders will have their say. Shareholders have been the real driver of change in executive compensation programs. Since their approval is needed to replenish plan share reserves, they influence both the size of those plans as well as their features. Repricing provisions and option reloads are examples of features that have gone by the wayside. Shareholders recognize that companies are using a mix of vehicles and need flexibility to use different vehicles for different employee segments. As a result, more companies are requesting a flexible or ‘fungible’ share reserve when seeking shareholder approval. This approach enables companies to grant options, restricted shares, or performance shares in any combination, but the share reserve adjusts depending on the award. So, if a full value share is awarded, the reserve might decrease by two or more shares. This gives shareholders clarity around potential equity-sharing levels and increases the chances of a “yes” vote by shareholders.
· Compensation committees in the spotlight. Compensation committees, the stewards and guardians of the companies’ remuneration policies, are getting increased attention from shareholders and the media. Despite stronger governance standards, shareholders still complain about severance practices (so-called “pay for failure”), compensation levels they consider excessive, benchmarking against the top quartile, and failure to look at all elements of compensation. Shareholders have adopted several strategies. One is to withhold votes for directors who are not demonstrating sufficient oversight. Another is to put forward proposals to limit executive compensation or to force the company to put the entire program (not just the equity plans) up for shareholder votes. As the environment changes to one with increased disclosure, compensation committees are likely to be at the receiving end of even more scrutiny. 
· The new watchword: transparency. Shareholders have been clamoring for greater disclosure for years. There has been some progress in this area with companies expanding their narrative discussions and providing more details behind the numbers. Earlier this year, the Securities and Exchange Commission (SEC) proposed sweeping changes to its disclosure rules that will require substantially more detailed information about executive and director compensation — in both narrative and tabular form. Although the proposals are not likely to become effective before 2007, some companies have already incorporated aspects of the SEC proposals in this year’s proxy statement in an effort to be more transparent. Specific areas to watch: presenting a total compensation figure; providing more detail on perks, deferred compensation, and severance; and disclosing the fair value of stock option grants.
Contact Information

The following Mercer consultants are available to discuss these and other issues:
· Mark Borges (Washington)
· Peter Chingos (New York)


· Diane Doubleday (San Francisco)
· Will Ferguson (Los Angeles)


· Mike Halloran (Dallas)


· Steve Harris (Atlanta)
· Russell Miller (New York)
To arrange an interview, please contact Howard Bailen at Mercer Human Resource Consulting at

howard.bailen@mercer.com or 212 345 6444.
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