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The (ood, the Bad
and the Ugly

hecurtain isrisingon the
Tpublic stage, reveding an impor-

tant rehearsal under way. GAct
Onelof the Securities and Exchange
Commission(® (SEC®) proposed disclo-
sure script gives the business world®
cast members, audiences and critics a
behind-the-sceneslook at how executive
pay and benefitsareto be determined
and disclosed in amore standardized
and transparent fashion going forward.
Thisdramaisunfolding against a back-
drop of growing public mistrust fed by
daily headlines, such asthe Enron court
proceedings, anong others.

Great changes are often accompanied
by great challenges. Whilethese new
disclosure requirements should provide
greater openness, communication and
accountability, the script is still being
revised. Once formalized, the new
requirements are expected to gointo
effect and pertain to fiscal year 2006
results (for yearsending Dec. 31
or prior).

In thefinal editing process, it is
important to engagein adiaoguethat
addresses the disclosure elementson
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thetable and their potential implica-
tionsN thegood, the bad and the ugly.

The Good

¥Better disclosureis better for
board members and shareholders.
By providing aview of the compensa-
tion packagesintheir totdlity, this
SEC-mandated opennesswill increase
accountability and give boards a better
understanding of the company®
liabilities N specifically termination
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or change-of-control liahilities, which
can beahuge cost to acompany. Full
disclosure under the new requirements
will better prepare shareholdersto
discern appropriatenessversusawaste
of company assets. Additionaly, the
new requirementswill provide a better
system of checks and balan ces, which
should boost confidence for sharehold-
ers, investors and employees, and help
restore publictrust in the C suite.
¥Greater disclosureis better for
all audiences: shareholder, board
member, employee and the general
public. The proposed levels of disclo-
sure will bring the board® behind-
the-scenes due-diligence activitiesinto
theforefront for review by the business
and financial markets, aswell asthe
general public. This &ollective view,0
internaly and externdly, isan improve-
ment over past practices because,
historically, boards have often made
decisionsin a@ompartmentalizedd
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fashion. This additional disclosure
prompts board membersto ask ques-
tions, request to review documentsand
offer afresh perspective. Overall, the
SECG decision to require proxiesthat
disclose specific dollar amounts, more
definition behind theformulas, smpler
language and a comprehensive snapshot
of key compensation packages should
add clarity and help avoid suspicions.
¥Creater perquisite disclosure.
Recent court cases have revealed an
assortment of executive perquisitesthat
have elicited more than raised eyebrows
oncethey were made public. Research
described in aMarch 2006 New York Times
articledetermined that companies
allowing executivesthe persona use of
corporate jets lagged their competitorsd
stock price returns by an average of 2
percent. In addition, under the former
reporting system, perks valued under
$50,000 werenot reported, thus alow-
ing companiesto possibly overpopulate
compensation packages with many
perquisitesthat previously stayed under
the radar. The SEC® proposed lower
threshold, requiring perks valued at
$10,000 and aboveto be reported,
isone of several exceptionaly good
changes being discussed. Perquisites are

powerful toolsfor attraction, retention
and motivation when used wisely. Their
perceived value to executivestypically
outweighsthe cost to the company.
However, theline between best practice
and egregious can often be grayed in
the perquisite landscape, so additional
disclosure requirements should be

an improvement.

The Bad
¥Theratcheting effects may continue.
While SEC disclosure requirements
aredesigned to bring retirement bene-
fitsunder the microscope for thefirst
time, companies likely will still feel the
pressureto ratchet up tota packages
toremain competitive. Additionaly,
the disclosure of perksand retirement
information that have historically been
aQyray areaOwith unknown benefits
values will soon provide new bench-

markinginsight into peer groups.
An unintended consequence of greater
disclosure requirementslikely will be
executives wanting to equal or surpass
thecompensation of their peers.
¥Calculatingretirement benefits
will be problematicto standardize.
Tracking thefluctuating vaue of vari-
ousretirement benefitsand ensuing

Timeline: SEC New Executive Compensation

Disclosure Rules

¥ Jan. 27, 2006: Proposals issued by SEC
¥ April 10, 2006: End of 60-day comment period
¥ Current 2006: SEC staff evaluating comments and formulating final

recommendations

¥ Next Step ©2006: Commission will consider and adopt final rules

¥ 2006 Results (for years ending Dec. 31 or prior): Once formalized, the new

requirements are expected to go into effect and pertain to FY 2006 results.

¥ 2007 Proxy Season: Expected time that formalized requirements will be

reflected in proxies for 2006 results.
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actuarial assumptions could lead to
fuzzy math. Thishasbeen atough area
to quantify, historically. And disclosing
it won@ makethe actuarial science any
easier. Different service profiles, plan
parameterson accrual patterns, extra
service credits and other issues may
lead to making calculations even more
murky when trying to make apples-to-
apples comparisons. In theend, even
conservative disclosuresmight not be
GrealOor comparableto other compa-
niesthat arrivea their numbersvia
adifferent path.

¥Combining pay for prior and future
services could prove tricky. Having
abottom-linetotal-pay figurein the
Summary Compensation Tableisa
good thing, but when part of the pay
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package reflectsthe past (base sdlary +
bonus + perquisites) and part reflects
thefuture (long-term incentives and
retirement benefitsthat may never
be realized), the equation can get
complicated. One part past, one part
present and three partsfuture equas
what? Calculating one number that
approximates a year& worth of pay
isdifficult. Company performance,
macroeconomics and risk of time
forfeiture will make determining
that single figure even more difficult.
¥Namingthetop five executives has
built-in challenges. Determining
which executives and nonexecutives
rank in thetop five earning spots
year to year could beamoving target.
Oneyear, theranking position may
be alegacy employee with rich retire-
ment benefits, while another year®
compensation picture may include a
high-performing executive who may not
normally bein thetop five. Additionaly,
the SECiscontemplating the require-
ment for companiesto disclosethe
compensation of up tothreeother
em ployees whose compensation would
haveranked in thetop five. Thismay
prove detrimental for companiesthat
want to protect their key people, such
as aleading salesperson. Casein point:
Many entertainment companies are
concerned with disclosing confidential
information about their star performers
who may earn morethan executives.

The Ugly

¥Full disclosureislikely tolead to
some (holy cowOmoments. Once
companies begin calculating and dis-
closing the value of their executives)
termination payouts, change-in-control
paymentsand/or supplemental

retirement programming, board
members are likely to experience great
stressif any of the QegacyOprograms
they&einherited are unreasonable. In
the worst-case scenarios, the payout
liabilities could erase significant cash
reserves. Although fewer than 5 percent
of companies might find themselvesin
thissituation, thiswill surely attract the
sensationa mediaattention that has, at
times, unfairly tarnished the reputation
of leadership in corporate America.

The Stage Is Set
Although many movie starsand athletes
earn shockingly large saaries, the public
and mainstream mediagrill executives
on this subject much more severely.
Perhaps box-office sales and world-
championship performances are more
easily aligned with public superstars
than corporate performance. However,
in reality, executives play aleading role,
with enormous ensemble caststhat
often span internationa boundaries.
No doubt: Theinitial draft of new
SEC disclosure requirementsis drawing
attention tothetheatrical dynamics
at work in the production, unveiling
greater levels of detail behind executive-

pay packages. @
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