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the affect that compensation pro-
grams are having on executives 
and nonexecutives when it comes 
to undertaking risky business be-
haviors. Are employees engaging 
in activity that presents a high 
level of risk for the company in 
order to increase personal gain? 

This overarching concern has 
led to the following legislative 
and regulatory activity:

zz Compensation risk assess-
ment is mandatory for TARP 
recipients—those companies 
that are receiving govern-
ment assistance;

zz Annual compensation risk 
assessment for all publicly-
traded companies is included 
in the recent U.S. Securities 
Exchange Commission rules; 
and

zz United States Treasury Sec-
retary Timothy Geithner has 
referred to compensation risk 
assessment in two of the five 
principles outlined for ex-
ecutive compensation/gov-
ernance reform.

sign executive compensation pro-
grams that make sense.

The stormy economy is certain-
ly testing our business executives. 
Top performers will pull their 
companies through the recession, 
maintaining the respect and trust 
of their employees, stock holders, 
and the public. Poor performers 
will feel a much brighter spotlight 
than ever before. When times are 
good, it’s easier to overlook poor 
performance in leadership. When 
times are not so good, we turn to 
our leaders to provide answers. 
Recently, the answers from some 
of our largest companies have not 
exactly given us with that warm 
and fuzzy feeling we have been 
longing for. 

Since congress has been ask-
ing many of the questions these 
days, the spotlight gets pretty hot. 
Those companies receiving assis-
tance from the TARP (Trouble 
Asset Relief Program) have shed 
light onto many areas of the busi-
ness practices of these companies. 
One of the most high-profile 
questions Congress has asked is 
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 “There are some things you 
learn best in calm, and some in 
storm.”—Willa Cather 

With new rules on conduct-
ing an annual compensation risk 
assessment for publicly-traded 
companies approved by the SEC 
on December 16, 2009, each or-
ganization needs to perform an 
evaluation of its compensation 
program, paying special attention 
to the risk it is assuming with the 
policies and procedures currently 
in place. Further determination 
should be made as to the changes 
that companies can make to de-
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In short, the SEC believes in-
vestors would benefit from an 
expanded discussion and analy-
sis of how the company rewards 
its employees. The extent of this 
discussion should include dis-
closure of compensation policies 
and practices that create risks and 
could potentially have a mate-
rial adverse impact. Companies 
should conduct a risk profile as-
sessment of their overall compen-
sation programs, and include this 
assessment in the Compensation 
Discussion and Analysis (CD&A) 
section of the annual proxy report 
sent to the SEC. 

How Are Companies 
Responding?

Whenever the subject of change 
rears its head with regard to ex-
ecutive compensation, anxiety 
about retaining top talent soon 
follows. Staying competitive in 
recruiting and avoiding the “brain 
drain” has caused some companies 
to bend and stretch themselves 
into to knots. So, at this point in 
the game, how do companies un-
wind? What are companies doing 
to appease the SEC and their ex-
ecutives at the same time?

While we do not know how 
companies will respond to any 
new rules, we conducted a study 
to track trends that have emerged 
since the Compensation Discus-
sion and Analysis (CD&A) section 
was added as a requirement of an-
nual SEC proxy reports in 2007. 
Our study, published in August 
2009 and entitled “Executive 
Compensation Trends for 2009: 
Balancing Risk, Performance and 
Pay,” reviewed 200 of the largest 
companies (by market capitaliza-
tion) that comprise the S&P 500 
Stock Index.

Surprisingly, 70 percent of 
companies reported changes to 
their 2009 executive compensa-
tion programs. These range from 
“minor changes” relating to sala-
ries to “major changes” relating 
to short and long-term incen-
tive programs. We also reviewed 
changes to severance, retirement 
and perquisites programs. In our 
study, we reviewed each proxy 
statement for a description of pro-
spective changes for 2009 in re-
sponse to the economic downturn 
and increased shareholder scrutiny.

In general, incentive plans have 
changed as follows:

zz A shift away from long-term 
incentives to include more 
focus on short-term incen-
tive plans;

zz Short-term incentive plan 
performance measures shift-
ed to profit and cash flow 
from capital efficiency;

zz Long-term incentive plan 
performance measures shift-
ed to capital efficiency, cash 
flow and total shareholder 
return; and

zz Companies are increasing 
their emphasis on time-vest-
ed restricted stock and re-
stricted stock units.

Specifically, a substantial ma-
jority (70 percent) of companies 
that filed proxy statements dis-
closed changes to their executive 
compensation programs effective 
in 2009 that will impact pay lev-
els reported in next year’s proxy. 
Our findings show: 

(i)	 Greater focus on short-
term cash flow results 
which is counter to the 
direction suggested by the 
U.S. Treasury, academics 
and other expert advisers 

regarding ways to mitigate 
risk, which is to encourage 
a long-term perspective by 
subjecting more compensa-
tion to stock price risk; and 

(ii)	 More reliance on restricted 
stock and restricted stock 
units which is not perfor-
mance-based as it vests sim-
ply with the passage of time.

Adjusting for the New SEC 
Rules

The SEC rules will apply to the 
2010 proxy season. Companies 
need to begin to prepare for the 
new disclosure rules that will re-
quire an assessment of risk as it re-
lates to executive compensation. 

The new rules will require a 
company to disclose, in the CD&A 
section of the annual SEC proxy, 
its broader compensation policies 
and overall actual compensation 
practices for employees in general, 
including nonexecutive officers, if 
risks arising from those compensa-
tion policies or practices may have 
a material effect on the company. 
Simply put, the new rules will re-
quire that companies identify and 
disclose any risk that may be intro-
duced by its compensation policies 
and practices. 

It may be difficult for board 
members or compensation com-
mittees to be able to readily spot 
risk in their plans. There are vari-
ous types of risk that may be hid-
ing in your plans. Here are a few 
risky behaviors to avoid:

zz Setting the wrong goals, 
which may substantially im-
pair the company and not 
create value;

zz Paying too much compensa-
tion that is not closely con-
nected to performance (e.g., 
restricted stock, guaranteed 
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zz Overpaying executives in 
a systematic way over a pe-
riod of time, which depletes 
the financial viability of the 
company; and

zz Paying cash bonuses for 
short-term performance that 
turns out to be specious and 

bined with too little in salary, 
may encourage risky behavior 
with either corporate strategy 
or financial accounting;

zz Creating windfall compen-
sation such as a large sever-
ance payout or extremely 
large bonus;

or retention bonuses, large 
severance payouts with or 
without a change-in-control, 
large pension entitlements, 
generous perquisites);

zz Providing too much of total 
compensation in the form of 
incentive compensation, com-

EXHIBIT 1

Changes in LTI Performance Measures

Changes to Short-Term Incentive Measures
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both the short term and the 
long term, such as through 
policies requiring clawbacks 
or imposing holding periods;

zz The company’s policies re-
garding adjustments to its 
compensation policies to ad-
dress changes in its risk profile;

zz Material adjustments the 
company has made to its 
compensation policies or 
practices as a result of chang-
es in its risk profile; and 

zz The extent to which the 
company monitors its com-
pensation policies to deter-
mine whether its risk man-
agement objectives are being 
met with respect to incentiv-
izing its employees.

Techniques to Reduce Risk

For changes that collectively will 
better align corporate risk, corpo-
rate performance and executive 
pay, companies can consider:

a)	 Rebalancing their short- 
and long-term incentive 
(STI, LTI) target opportu-
nity levels, which may re-
sult in a reduction of STI 
levels, or a combination of 
reduced STI levels and a 
slight increase in LTI levels;

b)	 Changing the LTI mix 
away from restricted stock 
or units to a more perfor-
mance-based award pro-
gram; and

c)	 Revising the pay-for-per-
formance curves for both 
short- and long-term in-
centive plans by reducing 
maximum payout levels.

Finding the Answer for 
Your Company

Before any changes should be 
made to compensation programs, 

This is a partial list of situations 
where compensation programs 
may have the potential to materi-
ally increase risk to the company. 
Furthermore, even if a program 
does have the potential to subject 
the company to more risk, disclo-
sure under the new rule would 
only be required if the materiality 
threshold is triggered.

Applying SEC Disclosure 
Rules to a Particular 
Company

The application of a particular ex-
ample must be tailored to the facts 
and circumstances of a particular 
company. A company must assess 
the importance to investors of the 
information that is identified by 
the example in light of the par-
ticular situation of the company. 
Examples of risk-related issues that 
companies may need to address 
regarding the compensation poli-
cies or practices include (the level 
of detail required will necessarily 
depend on the particular facts of a 
company and within various busi-
ness units of a company): 

zz The general design phi-
losophy of the company’s 
compensation policies for 
employees whose behavior 
would be most affected by the 
incentives established by the 
policies, as such policies re-
late to or affect risk taking by 
those employees on behalf of 
the company, and the manner 
of its implementation; 

zz The company’s risk assessment 
or incentive considerations, if 
any, in structuring its com-
pensation policies or in award-
ing and paying compensation;

zz How the company’s compen-
sation policies relate to the re-
alization of risks resulting from 
the actions of employees in 

ultimately causes stock price 
to drop over time.

Overall, companies need to 
consider the level of risk that em-
ployees might be encouraged to 
take to meet their incentive com-
pensation elements. The disclosure 
of a company’s overall compensa-
tion policies in certain circum-
stances may help investors identify 
whether the company has estab-
lished a system of incentives that 
can lead to excessive or inappro-
priate risk-taking by employees.

Disclosing 
Compensation-Related 
Risk under SEC Rules

Under the SEC’s new rules, the 
situations that would require dis-
closure will vary depending on 
the particular company and its 
compensation programs. Situa-
tions that may require discussion 
and analysis of the company’s 
compensation policies and prac-
tices include, among others: 

zz A business unit of the com-
pany that carries a significant 
portion of the company’s 
risk profile; 

zz Business units that are signif-
icantly more profitable than 
others within the company; 

zz Business units where the 
compensation expense is a 
significant percentage of the 
unit’s revenues; or 

zz Business units with a vastly 
different overall risk and re-
ward structure from other 
units of the company, such 
as when bonuses are awarded 
upon accomplishment of a 
task while the income and 
risk to the company from the 
task extend over a signifi-
cantly longer period of time. 



JOURNAL OF COMPENSATION AND BENEFITS

MARCH/APRIL 2010

9

© 2010 Thomson Reuters. This publication was created to provide you with accurate and authoritative information 
concerning the subject matter covered; however, this publication was not necessarily prepared by persons licensed to 
practice law in a particular jurisdiction. The publisher is not engaged in rendering legal or other professional advice and 
this publication is not a substitute for the advice of an attorney. If you require legal or other expert advice, you should 
seek the services of a competent attorney or other professional. For authorization to photocopy, please contact the 
Copyright Clearance Center at 222 Rosewood Drive, Danvers, MA 01923, USA (978) 750-8400; fax (978) 646-8600 
or West’s Copyright Services at 610 Opperman Drive, Eagan, MN 55123, fax (651) 687-7551. Please outline the spe-
cific material involved, the number of copies you wish to distribute and the purpose or format of the use.

Executive Pay and Risk: Will New SEC Rules Affect the Ability to Attract and Retain Talent?

is earned without regard to 
stock price performance.

Keeping Everyone Happy

If no performance is required to 
earn the award, it could decrease 
individual efforts and focus on 
key initiatives that promote high 
performance. High performance 
should lead to stock price growth. 
However, restricted stock may be 
important in attracting and re-
taining high-potential employees.

Here are suggestions for ways 
to reduce risk by aligning pay 
with performance and with share-
holders, and by subjecting more 
compensation to stock price risk:

Increased emphasis on long-term 
pay. Unlike short-term incentives, 
long-term pay keeps management 
focused on the creation of long-
term value and protects sharehold-
ers from paying compensation based 
on short-term results, which at times 
may be specious. Most long-term 
pay programs are tied to stock price 
performance. However, companies 
also need to consider financial and 
nonfinancial performance measures 
that balance annual plans and ulti-
mately lead to a sustained increase in 
stock price performance.

Stock ownership requirements. 
Requiring significant ownership 
in the company is a way in which 
management provides additional 
“skin in the game” and subjects 
wealth accumulation to stock 
price risk.

Hold equity until retirement. 
Though similar to stock owner-
ship guidelines, this prevents man-
agement from “unloading” equity 
during high periods of growth and 
reducing its link to shareholders. 
Executives can further be aligned 
with shareholders by requiring 
the equity to be held for one-to-
two years following termination 

diate steps needed to ensure 
long-term performance.

zz Total Compensation versus 
the Market: If total compen-
sation is too low, the risk is 
the inability to hire or retain 
high performers. If compen-
sation is too high, you are 
wasting company resources.

zz Performance/payout Curve: 
Performance levels must be 
high enough so that per-
formance warrants a pay-
out, but not so high that it 
de-motivates participants. 
Payout levels—if payouts 
are uncapped or maximum 
amounts are too high—
can cause risky behavior. 
But, amounts must be high 
enough to offer incentives 
for participants to work to-
ward goals.

zz Performance Metrics: The 
need to balance the num-
ber and type of performance 
measures used in annual and 
long-term programs. Too 
much weight on one mea-
sure can cause lack of focus 
on other measures important 
to long-term strategy. On 
the other hand, use of too 
many different measures can 
fail to provide focus on im-
portant strategies. Qualita-
tive measures are helpful to 
counterbalance the quantita-
tive performance measures. 
This allows for the board’s 
and management’s judgment 
in the determination of in-
centive payments.

zz Type of Long-Term Incen-
tive Award: Stock options 
have all upside potential and 
little or no downside po-
tential until they are exer-
cised, while restricted stock 

companies should first evaluate 
their programs to find the right 
formula for their organization. 
The goals of a compensation pro-
gram should be to align the inter-
ests of executives with sharehold-
ers, provide pay that is appropri-
ately aligned with performance, 
and ensure that program goals do 
not encourage unnecessary risk.

To comply with the new SEC 
disclosure rules on risk assess-
ment, companies will need to as-
sess the following:

zz Overall compensation pro-
gram design, including the 
relationship between fixed 
and variable compensation 
and the balance of short- and 
long-term programs;

zz Individual program design, 
such as short- and long-term 
incentives and severance or 
change-in-control (CIC) 
provisions;

zz Administrative provisions 
such as ownership guidelines 
and clawbacks.

Once the programs are re-
viewed, a competitive assessment 
relative to the market can and 
should be conducted.

zz Fixed versus Variable Com-
pensation: A high percent-
age of variable compensation 
is positive from a pay-for-
performance standpoint but 
could incentivize executives 
to take undue risks.

zz Short-term versus Long-term 
Compensation: Too much 
emphasis on short-term goals 
may undermine long-term 
perspective. On the other 
hand, too long of a perfor-
mance period can cause exec-
utives to lose sight of imme-
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compensation or benefits of any 
type should be made.

Severance/CIC arrangements. 
There is a need to balance the 
level of potential severance ben-
efits. Above market payments may 
encourage executives to pursue a 
merger or sale that is not in the 
best interest of shareholders. But if 
potential payments are considered 
too low, executives may not en-
tertain any merger or sale offers.

Changing your compensation 
programs does not mean that you 
will not be able to retain talent-
ed employees and increase stock 
holder value. Well-designed 
compensation policies will en-
hance a company’s business in-
terests by encouraging innovation 
and appropriate levels of risk tak-
ing. Finding the right balance of 
risk, performance, and pay will 
protect your company, its inves-
tors, and its employees. 
n

become unprofitable or even det-
rimental to the company’s health.

Impose caps on bonus payouts 
and reduce maximum payouts. 
When companies have unexpect-
ed and transitory growth resulting 
in unusually large bonus payments, 
these payments should be capped. 
During the recent financial melt-
down, many companies that had 
enormous growth were unable to 
sustain that level of growth and 
were substantially affected by the 
economic downturn.

Careful use of perquisites and 
SERPs. Although perquisites rep-
resent a relatively small portion of 
pay, they nevertheless have be-
come a focal point for the ire of 
shareholders, shareholder activist 
groups and media. Improper use 
of perquisites and Supplemen-
tal Executive Retirement Plans 
may result in reputational risk. 
No gross-ups (payments of full 
amounts with no deductions) on 

of employment, including retire-
ment, so that employees are still 
“on-the-hook” for decisions made 
while they were an employee of 
the company.

Pay a portion of bonus in stock. 
This protects companies from 
making large cash payouts for 
short-term results that later prove 
to be unfounded based on future 
performance that ultimately leads 
to a decline in stock price and 
shareholder value.

Clawback policy. Many compa-
nies have already instituted a claw-
back policy to recoup payments 
based on materially misstated fi-
nancial statements, primarily stem-
ming from the requirements of 
The Sarbanes-Oxley Act of 2002. 

This additional type of policy 
goes further in protecting against 
the generation of “bad business” 
that first appears to be profitable, 
but is later reversed when the 
economy or other factors change 
and these initial results ultimately 
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