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September 29, 2006
The New Compensation Committee Report

The new SEC proxy disclosure rules for reporting executive compensation transfers responsibility for describing the company's executive compensation philosophy, strategy, program elements and resulting CEO compensation from the Compensation Committee to management.  This disclosure takes the form of a new Compensation Discussion and Analysis report (CD&A).  The Committee's responsibilities are relegated to providing a much abbreviated Compensation Committee Report (CCR), which merely states that the Committee has reviewed the CD&A, discussed it with management, and recommends it for inclusion in the proxy statement.

However, nothing in the new rules prevents the Compensation Committee from providing supplemental information in the CCR or elsewhere in the proxy.  In fact, providing additional information or tables to help explain the company's pay practices and results is encouraged so long as it amplifies and does not distort the required disclosure.

The purpose of this discussion paper is to suggest to Compensation Committees that they expand the CCR by including information on CEO pay-for-performance and Committee governance of executive compensation, thus illustrating and amplifying the Committee's stewardship of executive compensation.

Reasons for an Expanded CCR

There are three primary reasons why a Compensation Committee may wish to expand disclosure of its stewardship:

1.
The new CD&A drops the requirement to describe the rationale behind CEO compensation decisions for the prior year.  Understandably, it is difficult for the CEO, who has to attest to the new CD&A, to describe decisions about his or her own pay.  However, the Compensation Committee can do so in the new CCR.

2.
Information in the new Summary Compensation Table will distort, rather than support, pay-for-performance comparisons.  The press likely will focus on the new "total" compensation column.  This column will include many elements that have little or nothing to do with company performance, namely (1) grant date values for stock options and performance shares, (2) increases in value of defined benefit pensions, SERPs and deferred compensation, and (3) all other compensation, including special benefits and perquisites and new contributions to defined contribution plans.  However, an expanded CCR could contain supplemental analyses (detailed below), which would more clearly demonstrate the relationship between CEO pay and performances.

3.
Compensation Committees are under assault by critics of the public corporation governance model for not acting in the best interests of the company and its shareholders in managing executive compensation.  An expanded CCR is an opportunity for the Committee to proactively demonstrate how the company's pay program is aligned with the company's performance and with shareholders' interests.

A Caution Before Proceeding
An expanded CCR, including a discussion of CEO pay for performance, will not be right for all companies.  The company's program may not lend itself to pay-for-performance comparisons.  Legal counsel may advise against any supplemental disclosures, arguing for a minimalist approach.  Further, some may believe that supplemental disclosure binds the Committee to repeat the same disclosure format year after year.  The CEO may have changed during the year, making year-over-year pay comparisons difficult.  Finally, some Committees may prefer to lay low, letting others carry the initiative, for fear that taking a positive stand on stewardship may put the company in the spotlight, drawing the attention of critics.

Expanded Compensation Committee Report
Following the obligatory statement that the Compensation Committee has reviewed the CD&A, discussed it with management, and recommends it for inclusion in the proxy statement, we suggest that the CCR be expanded to provide supplemental information concerning decisions made by the Committee on CEO pay, CEO pay-for-performance analyses, and Committee governance.

Committee Decisions on CEO Pay

To start, the CCR could describe the decisions it made regarding the CEO's compensation for the prior year, in a manner similar to historical CCR disclosures.  If the performance measures and goals for earning incentive compensation will be disclosed in the CD&A, the Committee may choose to describe the company's performance against those goals as supporting rationale for the incentives earned.  The Committee may also choose to summarize new grants or other changes in compensation made after year end.  These may have already been disclosed in 8-K filings anyway.  Even if not, they are in the spirit of full disclosure and set the stage for the next year's disclosure.

CEO Pay-for-Performance Analyses
Whether or not the above information is voluntarily disclosed, the following suggestions are the most important items in this discussion paper.  They are narrative and tabular disclosure of the CEO's performance-based compensation for the year relative to the company's financial and change in market value for the year in two ways:

1.
Cash and non-option equity incentives earned for year

2.
Changes in value of stock options and unvested restricted and performance stock during the year

The first, cash and equity incentives earned for year, lends itself to a three-column supplemental table showing (in the first column): the CEO's salary; annual incentive earned for the year; time-based restricted stock granted for the year (even if granted after year end); performance-based restricted stock or units, or cash-based long-term incentives, earned for the period ending with the year being reported; and resulting total performance-based compensation.  The second column would show comparable figures for the CEO for the prior year.  The third column would calculate the year-over-year percentage change for each performance-pay element and the total.  The narrative would cite percentage changes in the company's financial performance that tied to these compensation outcomes.  A template for the supplemental performance-based compensation table is included as Exhibit A.  A sample narrative disclosure follows:

"Our CEO's total annual salary plus earned bonus and restricted stock units granted for 2006 was $10.3 million, up 40% from 2004.  In relation to this, our company's net income for 2005 was $__ billion, up 30%, our return on shareholders' equity was 20%, and our return on capital employed was 15%."

While a positive example has been chosen, the method should work equally well in a down year so long as the performance metrics chosen are those that affect executive incentive payouts.  While no one likes a year of lower performance, the message has a positive aspect, namely that there is risk in executive pay balancing the upside.

The second supplemental disclosure of CEO pay-for-performance, changes in value of stock options and unvested restricted and performance stock during year, compliments the first.  The nature of stock options is such that their value cannot easily be added to other performance-based compensation to come up with a comprehensive definition of total compensation that can be compared to the prior year's total compensation and then related fairly to the current year's performance.  Thus, we advocate a separate discussion of the compensation value earned during the year based on stock price changes, up or down.

The press generally includes realized option gains in CEO compensation earned for the year.  Since these awards were likely granted over many years of service, the result is that total compensation bears little or no relation to current financial or stock price performance.  Compensation Committee members and executives know the fallacy of including realized option gains in annual total compensation, but the typical investor or employee and the public may not, with the result that public confidence in executive compensation is undermined.

Under the SEC's new disclosure framework, the press may shift its attention to the grant value of new stock options (Black-Scholes or binomial lattice models) because this will be disclosed in the new Summary Compensation Table as part of "total" compensation.  But, will this improve CEO total compensation pay-for-performance comparisons?  We think not.  Most companies do not vary the size of their new stock option grants with the company's recent financial or stock-price performance.  Even if they do, there is a mismatch in proxy reporting since stock options granted early in a year are reported 12 or more months in arrears in the next succeeding proxy statement.

We believe that neither stock option grant values nor realized gains are the right way to describe the value of stock options and other equity instruments to executives in a way that relates to stock price performance.  Rather, we suggest a third way – accrued gains/losses on stock options and unvested restricted/performance stock.  This figure, disclosed for restricted/performance stock but not for options in the SEC's new framework, is easily derived from numbers that are disclosed under the new SEC rules.

Think of the value of an executive's equity account in terms of a personal balance sheet.  At the start of a year, if fortunate, he would have values in his unexercised stock options based on prior years' growth in stock price.  During the year, he may have exercised some of his valuable options.  At year end, his stock option account balance would reflect his start-of-year values, changes in stock price on unexercised options, including any new grants, and realized option gains during the year.  His net accrued gain or loss in stock option values during the year would be represented by the formula:

EOY Option Value



$

Minus SOY Option Value

Plus Exercised Gains



_________

Net Accrued Gain/Loss for Year



This result, calculated as a percentage of the CEO's start-of-year option value, would be closely aligned with the company's stock price movement for the year and forcefully prove that stock options values relate to the company's stock performance during the year.

The same formulation can be applied to unvested restricted shares and performance shares for the year, to the same effect.

A template for collecting and illustrating this equity performance information is included as Exhibit B.  A sample narrative disclosure follows:

"The net increase in share value of our CEO's stock options and unvested restricted/performance stock during 2006 was $17.6 million a 35% increase in his unexercised and unvested value at the start of the year.  This compares to our change in stock price for 2006 of 25%."

Compensation Committee Governance Disclosure
The new SEC disclosure rules require an expanded description of Compensation Committee governance, including (1) the Committee's "processes and procedures for the consideration and determination of executive and director compensation," and (2) identification of the Committee's independent consultants, if any, including "the nature and scope of their assignment, whether they are engaged directly by the Committee, their role in determining or recommending the amount or form of executive and director compensation," and "the material elements of the instructions or directions given to the consultants with respect to the performance of their duties under the engagement."

There is no requirement to describe whether the consultant also works for management, or whether the consulting firm provides other services for the company.  But we believe many committees will want to include statements to this effect.

The new rules do not specify where in the proxy statement this description should be placed.  My suggestion, subject to legal review, is that it be placed in the recommended expanded CCR to provide the last component of the Compensation Committee's stewardship.  Thus, the complete expanded CCR, if voluntarily elected, would be:

1.
Committee Decisions on CEO Compensation for Year

2.
CEO Pay-for-Performance Analyses

3.
Compensation Committee Governance Disclosure

Order of Disclosure
The new SEC disclosure rules suggest, but do not require, that the CD&A report lead the executive compensation obligations.  No other suggestions are made as to the ordering of the other disclosure, to wit the CCR and the six tables and narrative.  In keeping with the goal of maintaining the primary of the Compensation Committee's responsibilities and stewardship, we suggest that the expanded CCR lead the CD&A in disclosure order, with the resulting total order of reporting being:

1.
Expanded Compensation Committee Report

2.
Compensation Description and Analysis Report

3.
Summary Compensation Table

4.
Grants of Plan-Based Awards Table

5.
Outstanding Equity Awards at Fiscal Year-End Table

6.
Option Exercises and Stock Vested Table

7.
Pension Benefits Table

8.
Nonqualified Deferred Compensation Table

9.
Potential Payments upon Termination or Change-in-Control Narrative

Summary and Conclusion
It is early in the evolution of company activities to meet the new and comprehensive SEC disclosure requirements for executive and director compensation.  But, we thought it might be useful to put forth a suggestion for an expanded CCR to describe compensation committee decisions affecting CEO compensation for the prior year, to provide a template for explaining to shareholders and other audiences how CEO pay is aligned with company financial and market performance, and to describe the Committee's governance processes.

Also, we have suggested an ordering of disclosure components that emphasizes the Compensation Committee’s primary responsibilities for executive compensation and stewardship of those responsibilities.

*               *               *

This information is a general advisory for compensation committees.  Each situation is different and should be addressed accordingly in light of individual company situations and the spirit and letter of the new rules.  That said, it is hoped that a trend will be established among companies to follow a voluntary, supplemental CEO pay-for-performance information disclosure that will show that most companies' executive compensation programs are not broken, that they are administered fairly by responsible and independent committees, and that the results relate directly, up and down, to company financial and market performance on a consistent basis.
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Exhibit A

9/29/06

	Performance-Based
Compensation Earned by CEO for 2006
($000)


	
	2006
	2005
	% Change

	
	
	
	

	1.  Base Salary
	$
	$
	                %

	
	
	
	

	2.
Annual Incentive or Bonus
	
	
	

	
	
	
	

	3.
Time-Based Restricted Stock (or RSUs) Granted for Year(1)
	
	
	

	
	
	
	

	4.
Performance-Based Restricted Stock (or PSUs) Earned for Year(2)
	
	
	

	
	
	
	

	5.
Cash-Based Long-Term Incentive Earned for Year(3) 
	                
	                
	                

	
	
	
	

	6.
Total Performance-Based Compensation
	$               
	$               
	              %


Exhibit B

9/29/06

	Accrued Gains/Losses on

Stock Options and Unvested

Restricted/Performance Stock for CEO for 2006

($000)


	
	Unvested

RSUs/PSUs
	Stock Options

	
	
	

	1.
End of Year Value
	$
	$

	(
Shares
	
	

	(
Value/Sh.
	
	

	
	
	

	2.
Less New RSU/PSU Grant Values
	
	N/A

	(
Shares
	
	N/A

	(
Value/Sh.
	
	N/A

	
	
	

	3.
Plus Value of RSUs Vested/Options Exercised
	
	

	(
Shares
	
	

	(
Net Value/Sh. (or Realized)
	
	

	
	
	

	4.
Less Start-of-Year Value
	
	

	(
Shares
	
	

	(
Value/Sh.
	                
	                

	
	
	

	5.
Equals Net Accretion (1 - 2 + 3 – 4)
	$                
	$                

	
	
	

	6.
Net Accretion as % SOY Value (5 ÷ 4)
	_____%
	      _____%

	
	
	

	7.
Total Accretion
	$              

	
	
	

	8.
Total Accretion as % SOY Value
	              %

	
	
	

	9.
Stock Price Change for Year
	               %


EOY FMV = $

SOY FMV = $

Δ Value =     %

(1) 	If any; valued at grant date value of $____/sh. (SCT Col. e)


(2) 	If any; earned for LTI performance period ending with year being reported; valued at vesting date value of $____/sh. (See Option Exercises and Stock Vested Table Col. e)


(3) 	If any; earned for LTI performance period ending with year being reported (SCT Col. g)
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