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PROXY SEASON

Tips for Preparing Director Bios
for the Proxy Statement &
Web Site

By Susan Ellen Wolf

Gone are the days when one of the easiest
parts of proxy drafting was the director biog-
raphy. It used to be that you could update ages
and changes in employment from the prior year.
The Web bio was simply a link to the proxy
statement bio. In today’s environment, if that
is all you do, you are letting your board down.

Many audiences—including investors, regula-
tors, employees, activists, media, and plaintiff
litigation counsel—closely scrutinize all public
information about the board. Your goal is
for the substance and format of the direc-
tor bios to best position each director with

Continued on page 2

Susan Ellen Wolf is CEO and founder of Global Governance
Consulting LLC, which provides governance consulting to
boards and management. Her 35-year career includes service
as Chief” Governance Officer, Associate General Counsel
and Corporate Secretary of Schering-Plough (now Merck)
and securities law/governance positions at Delta Air Lines,
The Coca-Cola Company and predecessors of Exelon
and Verizon. She is a Senior Fellow of The Conference
Board Governance Center and a member of the George
Washington University Center for Law, Economics and
Finance. She serves on the Advisory Board of Corporate
Governance Advisor.

@&, Wolters Kluwer

CONTENTS

PROXY SEASON

Tips for Preparing Director Bios
for the Proxy Statement & Web Site 1
By Susan Ellen Wolf

CYBERSECURITY

Next-Level Cybersecurity Incident
Response Trends 2016 6
By Paul A. Ferrillo and Christophe Veltsos

EXECUTIVE COMPENSATION

Study: Short- and Long-Term

Incentive Design Criterion among

Top 200 Companies 9
By James F. Reda, David M. Schmidt,
and Kimberly A. Glass

COMPENSATION CONSULTANTS

Why Hiring the Right Compensation
Consulting Firm Can Make a Difference 18
By Steve Seelig and Richard Luss

CEO SUCCESSION PLANNING

Study: Does CEO Succession
Planning Disclosure Matter? 20
By Annalisa Barrett



every key audience. That requires considering
whether changes in the company, the industry,
or the audience’s perspectives merit a change
in the type, detail, and format of information
provided.

This article describes a robust process for
drafting the director bios to accomplish the
goal of best positioning each director with
every key audience. The steps are not difficult,
but they require advance planning and more
manpower than was needed in past years.

Step One: Identify Key Audiences

You want a list of each key audience who
may consult your director bios.

First on the list are your company’s insti-
tutional investors. Understand the investors’
priorities for a strong board, but they will not
be the same for each investor. Having a year-
round engagement with top institutional inves-
tors is helpful in this regard. So is specifically
asking questions about your investor’s percep-
tions of your company board’s strengths and
challenges.

Second on the list are the key financial ana-
lysts (buy and sell side) for your industry. If
you are not familiar with the analysts, ask the
company’s investor relations executive or chief
financial officer. Note the analysts’ views on the
strengths and challenges for your board and
competitor boards.

Third on the list are your company’s employ-
ees. A company with a large percentage of
unionized workers will want to show the labor
force expertise of directors. A company in an
innovation industry (technology or medical
research, e.g.) with a large percentage of profes-
sional workers will want to show board mem-
bers who understand the innovation process.

Fourth, think about the regulatory and litiga-
tion environment for your industry. A pharma-
ceutical company might want to highlight the
experience of its board in product safety, effi-
cacy, and new drug approvals. An automobile

company might highlight the experience of its
board with quality processes, automotive safety,
environmental issues, and consumer protection
matters. Ask your litigators whether regulatory
settlements for other companies in your indus-
try have included adding board expertise in a
particular discipline.

Fifth, consider activists that are involved
with your company, other companies in your
industry, and other companies of a similar size
and circumstance. What skills do the activists
tout when seeking to add nominees to a board?
What attributes of sitting directors do they
attack?

Sixth, think about the proxy advisory firms
that will report on your proxy materials and
recommend how investors should vote. For
most US listed companies these include ISS and
Glass Lewis. Whether your own board agrees
with the attributes these firms list as important
in a given year, it will pay to highlight your best
match with their priorities in your director bios.

Last, you might feel you don’t need to con-
sider the media, because your company might
not be in the media spotlight today. However,
any company is only one incident away from
a media firestorm. Once the media coverage
begins, it is too late for action if something in
a director’s bio is not worded optimally. It pays
to ask for input from your company’s media
relations experts early in the proxy statement
drafting process.

Step Two: Identify Strategic
Direction & What Board Skills
Match the Company’s Current
Circumstance

Think about where your company is heading
and what investors are hoping to see. Is your
company in a turnaround situation, experiencing
high growth, adding or shedding business lines,
or changing its geographic footprint? You will
want to highlight different board strengths and
skills, depending upon the unique circumstances
in a given year. As a result, using a prior bio, or
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the same bio used by another company that the
director also serves, may not highlight the skills
that are most relevant to your current audience.

For example, consider Director A, who is a
partner at Major Recruiting Firm. She is on
two boards, Consumer Products Company and
Medical Device Company. Her work at Major
Recruiting Firm is described differently in each
company’s proxy statement, based on the dif-
ferences in the circumstances at each company.

Consumer Products Company is a well-
established global player that is under attack
from activists who would like to see the com-
pany split into three companies. Director A’s
bio in Consumer Product Company’s proxy
statement reads:

Director A has enjoyed a 20-year career
at Major Recruiting Firm. She led the
recruiting practice for large cap consumer
products companies at Major Recruiting
Firm for a decade. She now leads Major
Recruiting Firm’s board leadership center
and assists with CEO and Board Chair
succession. Her expertise in global staffing
and leadership development provides valu-
able insights to the board, including:

* On the nominating committee, helping
assure the board includes members with
expertise in each of the company’s major
product lines; and

e At the full board, contributing to the
process for executive development and
succession planning, adding knowledge of
workforce cost management and evaluat-
ing executive performance.

Medical Device Company is a high growth
company only five years past its initial public
offering. It started in Europe. Its business is
expanding rapidly, particular in the United States,
Japan, and China. Director A’s bio in Medical
Device Company’s proxy statement reads:

Director A has enjoyed a 20-year career
at Major Recruiting Firm. She opened the

office of Major Recruiting Firm in China,
which provided services to all industries,
including medical devices. She now leads
Major Recruiting Firm’s board leadership
center and assists clients with CEO and
Board Chair succession. Her expertise in
global staffing and leadership development
provides valuable insights to the board,
including:

* On the compensation committee, assisting
in structuring compensation to attract and
retain top scientific talent; and

+ At the full board, contributing her knowl-
edge of the markets and human resource
practices. Her deep knowledge of the
markets and human resources practices
in China is of particular value, because
China is a critical market in the company’s
strategic expansion plan.

Step Three: Provide Detail
about the Information
You Want to Convey

It can be frustrating when investors seem to
ignore information that is included in the proxy
statement. To avoid this, make the information
clear, and do not assume the reader is starting
with any foundational knowledge. Doing so
often requires that you provide enough detail to
make sure no one misses information, as shown
in the following example.

Too Concise: Director A is a retired part-
ner of Big Four Accounting Firm and is an
accounting and financial expert.

Better: Director A is a retired partner of
Big Four Accounting Firm. He led the US
audit practice for our industry. As a result, he
has first-hand knowledge of the accounting
and auditing best practices and trends for our
industry, as well as expertise in accounting and
auditing.

Best: Director A retired as a partner of Big
Four Accounting Firm after a 30-year career
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there. He led the firm’s US audit practice for
our industry and served as vice chairman of
the firm’s mergers and acquisition services
team. This substantial experience allows him
to add auditing, accounting, financial, busi-
ness, and leadership expertise to our board. In
particular:

— Knowledge of audit and accounting best
practices and trends in our industry informs
his work on our audit committee;

— Knowledge of capital structures and capi-
tal markets transactions in our industry
informs his work on our finance committee;

— Experience in mergers and acquisitions
due diligence and integration informs our
board’s work to evaluate and oversee major
transactions;

— Knowledge of our industry informs his
contributions to the board’s work on strat-
egy and business development; and

—  Work with many different client boards
and committees informs his contributions
on leadership and governance practices.

Step Four: Design and Format
Are Important. Do Not Skimp
on Design Services

Jamming everything about directors into one
long paragraph will guarantee that few people
will read it. There are excellent design compa-
nies that can help ensure your proxy statement
will be as easy to read as possible and that
important information is easy to locate. The
design that is best for one company may not
lend itself to the information another needs to
convey.

Following are some general guidelines to help
make your director disclosure as easy to use as
possible:

(1) Do include pictures with proxy statement
and web bios.

(2) Do customize the web bios so the design is
easy to see on the screen. Consider adding
a video with each director speaking. Videos
are appreciated as a way for interested
parties to become better acquainted with
directors.

(3) Don’t include only the information required
under Securities and Exchange Commission
(SEC) rules. Also, tie the information about
each director’s strengths to your company’s
strategic goals.

(4) Don’t be afraid to repeat information. The
SEC staff recently has encouraged compa-
nies to make their proxy statements shorter,
but it is a mistake to skimp on information
about the strength of your board to save a
page or two. I saw one powerful example
that repeated certain information about
directors in three places. First, the direc-
tor’s main areas of expertise were listed
under the director’s picture. Next, expanded
information on how the director’s expertise
applied to the board’s work was included
in the bio. Finally, a spreadsheet showed
the main areas of expertise that were most
important to the company. The spreadsheet
listed those directors with experience or
expertise in each area of expertise.

(5) Draft for the reader with the least knowl-
edge, not just for securities lawyers familiar
with the SEC rules. Write in plain English
(the SEC’s Plain English Handbook is an
excellent guide). A college student working
part-time at ISS may do a first analysis of
your proxy statement. A clerk at an investor
may screen your proxy statement for certain
issues. Make it easy for every reader to find
and understand both the information that is
of interest to them and the most important
messages you want them to take away.

(6) Itis helpful to have a variety of readers give
you candid feedback on early drafts of the
bios. Don’t just ask them to rate it as excel-
lent, average, or poor. Spend time asking
if they took away your key messages from
what they read.
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Step Five: Take Care When Including
Information about Hot Topics in Bios

Companies sometimes stretch to show their
board composition addresses every current
issue. Cybersecurity is a good example. While
it is an issue of general concern today, if you
are going to include it, show the reader how
it relates to your company’s business. Don’t
include it unless it is a major issue for your com-
pany and your industry. Moreover, don’t stretch
to make it seem as if a director is an expert in
an area in which his knowledge is only cursory.

Example. Director A is a retired senior offi-
cial from the US Department of Homeland
Security. He is on the board of two companies,
Pharmaceutical Company and Utility Company.
Here are the differences in thorough proxy dis-
closures about Director A’s contributions to
board work on cybersecurity at each company.

Pharmaceutical Company

Director A’s work at the Department of
Homeland Security allows him to contribute to:

* The science and technology committee’s
oversight of many issues, including protocols
for governments stockpiling our products
for various potential national and global
responses to biological or chemical warfare,
particularly treatment for Anthrax; and

* The full board’s oversight of enterprise risk
management, particularly protection of intel-
lectual property from misappropriation and
safeguards against product counterfeiting.

Utility Company

Director A’s expertise in terrorism threats
based on his work at the Department of
Homeland Security adds unique expertise to
our board’s work, including oversight of:

* Preparedness for a physical attack on our
nuclear generating facilities;

* Systems for preventing the theft of nuclear
fuel; and

+ Systems for preventing a cyber-attack to
overtake controls at our nuclear facility or
the computer systems that govern our deliv-
ery of power across the grid in XYZ State,
which includes two significant metropolitan
areas.

In conclusion, take the time and resources
to describe in detail your board’s strengths and
expertise as they relate to your company’s busi-
ness and strategic goals. Doing so will allow
others to appreciate your board as the strategic
asset that it is. Doing so will also prepare you
for the inevitable scrutiny that is part of today’s
environment for all publicly traded companies.
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CYBERSECURITY

Next-Level Cybersecurity Incident Response Trends 2016

By Paul A. Ferrillo and Christophe Veltsos

From a cybersecurity perspective, 2016 is off to
a rather turbulent start. High-profile Distributed
Denial of Service (DDoS) attacks have disrupted
large financial institutions. Significant ransom-
ware attacks have paralyzed healthcare organiza-
tions. Major malvertising campaigns have been
orchestrated against ostensibly “trusted” Web
sites, spreading malware to unsuspecting visitors’
computers. One saving grace, perhaps, is that
critical infrastructure, such as electrical grids
or water supplies, has not yet been hit in 2016,
though obviously it is imperative to proactively
monitor and protect those systems.

Encouragingly, however, U.S. companies have
taken some actions to improve their cybersecu-
rity posture. As noted in the most recent FireEye
M-Trends 2016 report (covering calendar year
2015), there has been an overall improvement
in the time it takes for an organization to deter-
mine it has been breached.! In 2015, this period
was 146 days—a drop of 59 days from calendar
year 2014, and a drop of 83 days from calendar
year 2013. Just as importantly, companies are
detecting a larger volume of breaches through
internal monitoring efforts, which accounted for
50 percent of breaches in calendar year 2015.
By contrast, in calendar year 2014, in almost
66 percent of breaches, companies were first
notified externally (e.g, by law enforcement
agencies such as the FBI or U.S. Secret Service)
that they were breached.

Despite this marked improvement in detec-
tion time, it still leaves more than enough for a
skilled attacker, who might need only three days,
upon penetrating a network, to gain administra-
tive credentials. Such credentials would allow

© 2016 Weil, Gotshal & Manges LLP. Paul Ferrillo is a
member of the Cybersecurity, Data Privacy & Information
Management practice at Weil, Gotshal & Manges LLP,
and Christophe Veltsos, PhD, CISSP, CISA, CIPP, GCFA,
regularly teaches Information Security and Information
Warfare classes at Minnesota State University.

the attacker to move laterally around a network
and cause significant financial, structural, and
reputational damage. Taken to the extreme,
as we saw from the Hollywood Presbyterian
Medical Center case, a sophisticated ransom-
ware attack can actually have life or death
consequences.

This bleak picture in no way implies that com-
panies should give up the ghost. As we noted in
our book, Navigating the Cybersecurity Storm:
A Guide for Directors and Officers, companies
should adopt some next-level concepts to improve
breach detection/response time to the point that
companies might be able to kick attackers off
their network before bad things happen.?

The Importance of Process:
the NIST Cybersecurity Framework

The National Institute of Standards and
Technology’s Cybersecurity Framework helps
address an issue many companies face: a lack
of communication, or at the very least a discon-
nect in the flow of communication between the
company’s IT professionals and the company’s
directors and officers.’* The Framework dis-
tills complex cybersecurity terms into a com-
mon, understandable language that enables
and encourages executives to participate in
cybersecurity discussions. For the organization
just beginning to grapple with cybersecurity
concepts, the Framework is a starting point.
For a more advanced organization, use of the
Framework serves to demonstrate that the orga-
nization adheres to best practices, “has its act
together,” and continuously reviews and seeks
to improve its response to new cyber-threats.

The Framework centers upon five core prin-
ciples: Identify, Protect, Detect, Respond, and
Recover. In this article, we focus on the “Protect”
and “Detect” elements, easily summed up in
two questions:
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— What are organizations doing to protect
their most critical IP or customer data?

— What mechanisms are in place to detect
a network incursion seeking to steal such
data?

It is important to note that there are no “sil-
ver bullets” when it comes to protection, other
than perhaps encryption, which is not widely
used today. Protection via network segmenta-
tion and micro-segmentation is more widely
used, for example, through next-generation fire-
walls. However, this is not enough.

Most recently, many corporations have
turned to non-signature-based intrusion detec-
tion and prevention hardware. This hardware
attempts to detect malware based on network
anomalies (e.g, spikes in network activity or
abnormal access attempts), which might signal
that something other than “standard opera-
tions” are occurring. An alert would then pop
up for the company’s incident response team
(IRT) to investigate. Whether the IRT can inter-
vene in time, disrupt the attack, and prevent
the attacker from gaining a foothold in the net-
work, is then the million dollar question.

Although the Framework itself isn’t an
advanced technological solution, when used regu-
larly and continuously (e.g., quarterly, as we advise
clients to do) to stimulate thorough and engaging
discussions on cyber-threats, it is “next level” in
the truest sense of the term. Without involvement
and guidance from all levels of a company, inci-
dent response feels more like “seat of the pants”
cybersecurity: a high-wire act performed without
a safety net. We think the Framework is a great
safety net for both large and small companies.

The Importance of Cybersecurity
Assessments

Cybersecurity assessments are much like your
annual healthcare checkup. You might not like
it. You might not like the 12-hour fast the night
before you report for bloodwork. But ultimately
you are glad you did it.

There are two general types of cybersecurity
assessments: vulnerability assessments and pen-
etration testing. Vulnerability assessments are
general assessments of a network designed to
find flaws in the network, network applications,
or the environment in which the network rests.
Vulnerability assessments are useful, but they
are not the be-all and end-all because they are
most often aimed at “known” problems, such
as missing software patches. If a problem is not
yet known, it will never be detected by such an
assessment. Yet, this as-yet-unknown vulner-
ability could be the major hole by which an
attacker gains a foothold to disrupt, if not wipe
out, a network.

In a penetration test, the tester tries to take
advantage of known vulnerabilities in a par-
ticular network system or application that can
later be leveraged to accomplish something else.
A penetration test might be aimed at employees
(e.g, using social engineering) or aimed at a
particular system or device. It can be difficult
to distinguish between assessments. Think of
the penetration test as a pre-planned test of a
known problem to see whether your network
could potentially be hacked. It is like knowing
the train is coming down the tracks, and you are
waiting at the crossing gates for it to come.

Taking It to the Next Level:
Red Teaming Your Incident
Response Teams

Today, more sophisticated organizations
are “red-teaming” their IRTs and their secu-
rity operation centers. What is the difference
between a penetration test and red-teaming?
Unlike the penetration test, with red-teaming,
you do not know whether the train is com-
ing down the tracks. The red-team—a team
of highly skilled cyber forensic consultants—
attacks your network, using every trick in the
book, for several days and possibly weeks.

The red-team drill is as realistic as possible,
and is designed to test every skill of your IRT by
mimicking the abilities of the most highly skilled
attacker. The red team is likely to win the first few
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rounds, but over time, the goal is for a company’s
IRT to learn from its mistakes (or omissions) and
ultimately detect and repel the attackers. While
there is an expense involved to red-team drills,
great value can be gained from them: Red-team
drills allow a company to see how all aspects of
its incident response plan (from hardware, tech-
nology employed, and people employed) work
together; and most importantly, a well-trained
IRT can hunt down potential lethal incursions
before they do damage.

‘Next Level’ Stuff: Security
Automation and Orchestration

Today, a major issue faced by even well-
trained incident responders is the vast amounts
of information and alerts they have to sift
through, the result of technological solutions
that are often not properly integrated with each
other by different vendors. While large multi-
national companies or investment banks may
have the financial and human resource means
to hire enough responders, for other companies,
that is not the case. For the average company,
resources are finite, both in terms of hardware
and people. As the trickle-down theory of the
cyber-crime economy continues to bring more
cyber-attackers to the table, the result is likely
even more chatter, more alerts, more incursions,
and potentially more breaches generated by
intruders.

Fortunately, here comes the cavalry: Security
Automation and Orchestration (SAO). SAO
is a tool that brings all your other hardware
information streams together (like your firewall,
intrusion detection systems, and threat intel-
ligence feeds) and processes them at network
speed, sifting through thousands of alerts to
find the more actionable, threatening ones. SAO

then responds to the more threatening ones in
two ways:

(1) By taking corrective action itself (e.g, sealing
off a port or diverting traffic), and

(2) By directing incident response personnel to
respond to the actionable alert.

SAO does not replace the human responder.
It helps the human responder deal with a large
volume of alerts and hopefully provides more
time to focus on the “higher impact” alerts.
It gives the responder time to process what is
going on, and hopefully react quickly enough
so that the IRT can kick the attacker off the
network before harm is done. SAO is now state-
of-the-art, and there are several well-known
companies offering this service.

In today’s cyber ecosystem, it is important
to be a student of history, and in cybersecu-
rity, history is not measured in years, but in
months. In the many months since the Target
breach, history has taught us that every second
counts in incident response. Take advantage of
the next-level trends we discussed in order to
gain back the seconds you need to successfully
defend your network.

Notes

1. http:llwww.dandodiary.com/2016/03/articles/cyber-
liabilitylguest-post-next-level-cybersecurity-incident-
response-trends-2016/#_ednl, last accessed March 23, 2016.

2. Ferrillo, Paul, Navigating the Cybersecurity Storm:
A Guide for Directors and Olfficers, (Advisen, 2015);
https:llcorpgov.law. harvard.edul2015/11/25/navigating-the-
cybersecurity-storm-in-2016/, last accessed March 23, 2016.

3. http:llwww.nist. govlcyberframeworklupload|cybersecurity-
Sframework-021214.pdf, last accessed March 23, 2016.
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EXECUTIVE COMPENSATION

Study: Short- and Long-Term Incentive Design Criterion

among Top 200 Companies

By James F. Reda, David M. Schmidt, and Kimberly A. Glass

This article is based on our study that pro-
vides a behind-the-scenes look at the way incen-
tives are being structured to connect pay and
performance. Because incentive compensation
comprises the bulk of executive pay packages
at publicly traded companies, boards of direc-
tors and senior management are continually
searching for the right performance measures to
balance rewards with financial, stock price, and
operational performance as well as nonfinancial
and individual performance.

There are four broad issues for publicly
traded companies relating to performance-
based compensation:

+ Selection of short- and long-term perfor-
mance measures that have been approved by
shareholders (i.e., contained in incentive and
equity plans);

* Adequate disclosure of performance goals
(measures and levels) in the proxy filing;

* Review of the risks associated with perfor-
mance plans and appropriate proxy disclo-
sure; and

* Clawback of incentive payouts if financial
statements have been restated, causing the
performance goals to not be met (included
in Dodd-Frank; regulations issued but final
rules pending).

The data used for this study was collected from
Securities and Exchange Commission (SEC) fil-
ings (in most cases from proxy statements) based

James F. Reda, David M. Schmidt, and Kimberly A. Glass
are Human Resources & Compensation Consultants with
Arthur J. Gallagher & Co. This article is a summary of a
study that is available at http://ssrn.com/abstract=2729784,
last accessed March 21, 2016.

on information provided in the Compensation
Discussion and Analysis (CD&A) and related
tables. The data was disclosed by companies in
a variety of ways, including tables, descriptive
text, and footnotes.

Performance Measures Overview

Performance can be measured against a fixed
goal (such as an earnings target) or a relative
goal (as compared against a peer group of com-
panies or industry index). Long-term incentive
plans (LTIPs) often use relative measures that
can be disclosed without revealing strategically
important information. Companies using mea-
sures expressed as levels or percent changes
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might not always disclose the goal values, claim-
ing disclosure could cause competitive harm.

Ideally, a balanced incentive program (includ-
ing short- and long-term incentives) should
include financial goals and stock-appreciation
goals as well as absolute goals and relative
goals. Thus, if the company does well against its
business plan but underperforms in its industry,
the incentive payout will fairly reflect overall
performance. On the flip side, if a company
does not hit its internal goals but outperforms
its peers or the broader stock market, then some
level of payout may be warranted.

Pay-for-Performance Formula
Overview

Performance-based compensation is used by
almost all companies to balance executive pay
with corporate and individual performance. A
fair balance can be struck between the goals
of shareholders and senior management under
the oversight of the board of directors, but it is
not a simple task. The selection of performance
measures and corresponding performance lev-
els can be one of the most difficult aspects of
designing an incentive compensation program.

The SEC’s proposed pay-for-performance rules
will result in a new disclosure that will include
a measure of five-year pay-for-performance.
Under the proposed rules, companies will need
to disclose five years of annual compensation
paid to the CEO and the average annual com-
pensation paid to the other named executive
officers relative to total shareholder return. In
addition, companies will be required to show the
relationship between company total shareholder
return (TSR) and the TSR of the company’s peer
group. Our research found that just 14 percent of
the Top 200 companies provide some type of pay
versus TSR performance disclosure.

Umbrella Plans

Of the 200 companies reviewed, 60 percent
of companies with short-term incentive plans
(STIPs) indicated the use of umbrella STIP plans

(also referred to as “inside/outside” plans or a
“plan within a plan”), which is the highest usage
in the past four years. Companies with these
types of plans often disclose fewer performance
metrics than companies without these plans, in
part due to the inclusion of more qualitative
rather than quantitative measures. Similar to
other performance-based programs, umbrella
plans must follow specific guidelines in order to
qualify as performance-based compensation that
is in compliance with Internal Revenue Code
Section 162(m) and thus tax deductible.

Two somewhat different plan design
approaches are evident: pool and hurdle.

Pool Approach

The plan design found most often involves
creating a bonus pool usually based on a per-
centage of an income measure (outside plan).
Almost 60 percent of umbrella plans use this
approach. The pool amount represents the
maximum bonus payments that may be payable.
Each named executive officer has a maximum
amount that is payable to which negative dis-
cretion can be applied to determine the actual
bonus. In other cases, each executive covered
under this plan is allocated a percentage of the
pool, which represents the maximum allow-
able payout to each person. In both cases, the
actual payouts are based on an “inside plan,”
which often includes a combination of finan-
cial and formulaic performance measures with
corresponding threshold, target and maximum
levels, and qualitative individual or discretion-
ary goals. Because the outside plan is based on
a financial measure that is approved by share-
holders and meets the other Section 162(m)
requirements, these individual or discretion-
ary amounts are considered performance-based
and therefore are tax deductible.

Hurdle Approach

The second plan type used by 40 percent
of companies with umbrella plans involves
establishing a financial hurdle or hurdles that
must be achieved before bonus payments can
be made. These hurdles are designed to cover
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the amounts necessary to pay bonuses to the
top executives. The actual bonus pool is usu-
ally a multiple of salaries of those executives
participating in the plan. Maximum individual
payouts are established in the incentive plan.
As described previously, performance and indi-
vidual goals can be created for determining the
actual payment amounts. Because there is an
overarching financial hurdle or threshold, and
payment limits established for the executives,
this type of plan would qualify for Section
162(m) tax deductibility.

Individual Objectives in STIPs
and Use of Discretion in
Non-Umbrella Plans

Discretion (i.e., judgment) exercised by the
compensation committee comes in many forms,
such as overall adjustment of the bonus pool or
bonuses based on a variety of factors, such as
individual or personalized performance (with a
focus on the CEO). An umbrella plan allows the
compensation committee to exercise positive
discretion while preserving the deductibility of
such compensation.

Discretion can reflect individual performance
or overall company performance relative to the
industry, recognize special contributions, or be
based on other factors that the compensation
committee deems valuable to the company. The
use of discretion is not necessarily related to
the use of individual objectives, although these
practices can overlap.

Thirty-four percent of companies use indi-
vidual performance measures in their STIPs
by including individual, specific objectives for
one or more named executive officers (NEOs).
Individual objectives may be based on a combi-
nation of financial and nonfinancial measures.
Of the executives that had individual objectives
in 2014, 36 percent had a separate weighting for
individual objectives ranging from 10 percent
to 50 percent. In other cases, the final award
was based on an adjustment to a calculated,
formulaic amount using discretion, or a prede-
termined plus and minus range.

Discretion, excluding negative discretion
related to umbrella plans, was used at 61 percent
of companies with STIPs in 2014 to determine at
least a portion of the bonuses paid to executives.

Setting STIP Performance Targets

The median year-over-year increase in target
goals (target over prior year target) for 2014
was 4 percent, matching 2013 but down from
6 percent in 2012 and 9 percent in 2011. This
may mean that company growth is slowing down
or that goals are easier to achieve. Thirty-seven
percent of target performance goals were set at
levels that were lower than the prior year actual
results and 30 percent of goals were below the
prior year target value. (See Figure 1)

It appears that more companies are focusing
on actual results in setting performance goals
rather than prior year targets. This reliance on
prior year actual results is demonstrated by the
decrease in the range of target to prior year
target goals (25th to 75th percentile) over the
three-year period, but a relatively flat range of
target goals to actual payout.

The difference between the 25th percentile to
75th percentile target change decreased from
35 percent in 2011 to a difference of 16 percent-
age points (-2 percent to 14 percent) in 2014.
The change in target goals to prior year actual
payouts only changed modestly from a differ-
ence of 16 percent in 2011 to 13 percent in 2012,
2013, and 2014. This change may be explained
by the reduction in forecasting errors as com-
panies use formulaic annual bonus plans and
associated targets.

Pay-for-Performance

An examination of 2014 STIP payouts rela-
tive to target indicates that in 2014, 63 percent
of NEOs were paid at or above target levels,
which is comparable to the payouts in 2012 and
2013 but below 2011 (72 percent).

Of the companies that disclosed long-term
incentive performance and payout information,
the percentage of NEOs that were paid at or
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above target was 60 percent in 2014, similar to
the results in prior years.

We also reviewed how STIP target levels were
set relative to the prior year target to see whether
decreasing the target value resulted in compa-
nies more able to exceed target. As expected,
we found that companies with reduced targets
from the prior year achieved above target perfor-
mance at a higher rate than did companies that
increased performance targets (63 percent vs.
58 percent).

Stock Option Grants Continue
to Recede

The shift away from appreciation awards
(stock options or stock appreciation rights
(SARs)) and toward performance awards that
are earned based on achieving performance

goals continued in 2014. We attribute the steep
shift from appreciation awards to performance
awards to the impact of Say-on-Pay (SOP) and
the influence of ISS, particularly its classification
of time-based stock options as non-performance-
based grants. See Figure 2 for further details.

In addition to the decrease in prevalence of
appreciation awards, the value provided in the
form of stock options or SARs is also declining.
In 2008, approximately 40 percent of the total
LTI value was provided in the form of appre-
ciation awards and also in performance-based
awards (with 20 percent in time-based restricted
stock/units).

By 2014, performance-based awards increased
to 57 percent of the total LTI value with a cor-
responding decrease in stock options or SARs
(with time-based restricted stock/units remain-
ing flat). See Figure 3.

Figure 1: Strength of Annual (STIP) Performance Targets
2014 2013 2012 2011
Target Target Target Target Target Target Target Target
Relative to | Relative to | Relative to | Relative to | Relative to | Relative to | Relative to | Relative to
Prior Year | Prior Year | Prior Year Prior Year Prior Year | Prior Year | Prior Year | Prior Year
Percentile | Target (%) | Results (%) | Target (%) | Results (%) | Target (%) | Results (%) | Target (%) | Results (%)
25th 2% —6% -3% —4% 2% 4% -1% 1%
Median 4% 3% 4% 4% 6% 4% 9%) 6%
75th 14% 7% 11% 9% 18% 9% 34% 15%
Figure 2: Prevalence of LTI Award Types
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Figure 3: Average LTI Mix
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Figure 4: Prevalence of Long-Term Incentives
Percent of Companies Making Grants*

Grant Type 2014 | 2013 | 2012 | 2011 | 2010 | 2009 | 2008
Appreciation Awards 63% | 66% | 68% | 74% | 75% | 76% | 82%
Stock Options 60% | 62% | 64% | 71% | 71% | 71% | 76%
SARs 3% | 4% | 4% | 3% | 46| 5% | 6%
Restricted Stock/Units 52% | 49% | 55% | 60% | 57% | 55% | 48%
All Performance-Based Awards 95% | 93% | 88% | 82% | T7% | 75% | 76%
Performance Shares/ Units 82% | 80% | 72% | 65% | 60% | 54% | 55%
Performance Restricted Stock/Units (performance hurdles) 15% | 13% | 13% | 15% | 11% | 13% | 11%
Performancel Premium Stock Options 3% | 4% | 3% | 2% | 2% | 3% | 3%
Long-Term Cash 15% | 16% | 16% | 17% | 18% | 20% | 20%
* All 200 companies made equity and/or long-term cash grants to one or more top executives during 2014.

Long-Term Incentive Mix
(Prevalence and Value)

One of the primary design criteria for a long-
term incentive program is what types of vehi-
cles should be used. To answer this question,
we reviewed proxy statements to determine the
most prevalent LTI mixes. Eighty-one percent
of companies granting long-term incentives in
2014 used more than one type of LTI vehicle.
For purposes of this study, long-term incen-
tive grants were categorized into one of five
groups:

(1) AA: Appreciation Awards (plain vanilla
stock options and stock appreciation
rights)

(2) RS: Restricted stock and restricted stock
units (time based)

Performance-based awards—PB (includes the
following three categories shown below ):

(3) PRS: Performance restricted stock and
performance restricted stock units (hurdle
goal)

(4) PS: Performance shares, performance share
units, premium/performance stock options

(5) LTI CASH: Long-term cash-based plans

Figure 4 shows the continued trend away from
stock options in favor of performance-based
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awards based on how many companies are
providing each type of award to their top
executives.

In terms of value delivered, performance-
based incentives first averaged 50 percent of
LTI grant value in 2012 with momentum con-
tinuing in 2013 and 2014 with the average
value of performance-vested equity and cash
reaching 57 percent of the LTI mix in 2014. As

performance-based awards have increased in
both frequency of use and the LTI value mix,
both appreciation awards and restricted stock/
units have declined although 2014 changed
only slightly from 2013. This suggests that these
trends might be leveling off. See Figures 3 and
4 for further details.

Figure 5 shows the prevalence of various com-
binations of equity vehicles. The most common

Figure 5: LTI Mix Prevalence

LTI Mix 2014 | 2013 | 2012 | 2011
Appreciation Awards/Performance-Based (PB)* 34% | 34% | 31% | 28%
Appreciation Awards/Restricted Stock/Performance-Based (PB)* | 28% | 29% | 31% | 32%
Performance-Based (PB) Only* 12% | 15% | 11% | 10%
Restricted Stock/Performance-Based (PB)* 20% | 14% | 14% | 11%
Appreciation Award Only 11% | 3%| 3%| 3%
Appreciation Awards/Restricted Stock 2% | 3% | 5%| 11%
Restricted Stock Only 3% | 3% | 5% 5%
* Performance-based includes performance shares, performance stock units, performance or premium
stock options, performance restricted stock/units, and long-term incentive cash.

Figure 6: LTI Award Mix by Industry
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combinations are a mix of stock options and
performance-based awards (34 percent) followed
by a blend of stock options, time-vested stock,
and performance-based awards (28 percent).

LTI mix varies by industry as shown in Figure 6.
However, it is clear that most industries in
the top 200 are using performance-vested
grants as the predominant type of long-term
incentive.

Vesting

Stock options, time-vested restricted stock/
units, and performance-based awards generally
have different vesting conditions as follows:

* Appreciation Awards (SARs and Stock
Options):

o Annual vesting (86 percent of companies)
beginning at the first anniversary of the
award.

o Typically over three years (60 percent) or four
years (32 percent) with a ten- (88 percent)
or seven-year term (10 percent).

* Restricted stock/units:

o Annual vesting (53 percent of companies)
beginning at the first anniversary

= Typically over three- (63 percent) or
four-years (26 percent).

o CIiff vesting (41 percent of companies).

» Typically over three years (81 percent)
or four years (11 percent).

e Performance-based awards:

o Performance period typically spans from
one to three years:

= CIiff vesting over a three-year perfor-
mance period is most common (68 percent
of companies with LTIPs)

= Twenty-four percent use a one-year per-
formance period

= The remaining 8 percent have perfor-
mance periods of two, four, or five years
(other than one and three years).

o Forty-percent of those companies with
more than one-year performance periods
(76 percent) set annual goals at the begin-
ning of each year. Thus, 46 percent of
companies have a three-year performance
period where the performance goals are set
at the beginning of the three-year period.

o Twenty-seven percent include additional time
vesting requirements (up from 18 percent
in 2013).

Performance Measures
Used in STIPs

Findings include the following:

* EPS was the most common single measure
used by the companies in the study that
disclosed their performance measures. Forty
percent of companies with non-discretionary
STIPs used EPS in 2014, which has remained
fairly consistent since 2009.

* Ninety-three percent disclosing specific mea-
sures used at least one type of income-based
measure in 2014 (slightly higher than in prior
years), which includes EPS, net income, oper-
ating income, Earnings Before Interest, Taxes,
Depreciation and Amortization (EBITDA), etc.

*  Other common measures used in 2014 include
revenue (42 percent), cash flow (34 percent),
and capital efficiency ratios (24 percent).

* TSR, the most commonly used measure in
a LTIP, is not often used in a STIP. In fact,
only 2 percent of companies with STIPs used
TSR in 2014.

* For companies disclosing measures, the use
of non-financial measures (such as customer
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satisfaction, production goals, and new busi-
ness market share) were disclosed at 51 percent
of companies.

+ Thirty-seven percent of companies with .
STIPs and LTIPs used one or more of the
same measures in both incentive programs,
which is similar to prior years.

Performance Awards and Long-Term
Incentive Plans

Findings include the following:

*+ TSR is the most commonly used perfor-
mance measure in LTIPs, with 57 percent of
LTIP plans using TSR in 2014. This measure
has steadily increased in use over the past few .
years, from 46 percent in 2011, to 51 percent
in 2012 and 55 percent in 2013.

o TSR is usually used as a relative measure
that compares company performance to a
peer group (57 percent) or composite index
(43 percent). Eight percent of companies
used both a composite index and a peer group .
for measuring comparative performance.

o Thirty-three percent of companies
using TSR used the S&P 500 index as a
benchmark.

o Nine percent (17 companies) used a
TSR-based modifier to adjust the final

performance result, with nine of these 17
companies using the S&P 500 index as the
relative measure.

Similar to STIPs, some type of income mea-
sure is commonly used in LTIPs. Forty-nine
percent of companies with LTIPs used at
least one measure of income in 2014, which
was slightly less than the 53 percent preva-
lence in 2013. Of the income measures, EPS
is still used most often (57 percent of compa-
nies include an income-type measure) but has
been receding somewhat.

Twenty percent used a revenue measure in
2014, which has been relatively constant over
the past 5 years.

The vast majority of LTIPs (86 percent
of companies with LTIPs) include the
common design of threshold/target/maxi-
mum performance and payout levels. The
remaining 14 percent of companies used
a performance hurdle that has no upside
potential.

Sixty-eight percent of performance periods
reported were three years in length. which has
been relatively consistent since 2010. Twenty-
seven percent used one-year performance
periods with many adding two or more
additional vesting years. Of these companies
using one-year performance periods, over
half (54 percent) of them set performance
goals annually over a three-year period.

Figure 7: By Company (% of STI/LTI plans, Non-Discretionary)*

Performance Measure

2014 2013 2012 2011
STI | LTI | STI | LTI | STI | LTI | STI | LTI

Income: EPS, net income, EBIT/EBITDA, operating income,
pretax income

93% | 49% | 91% | 53% | 90% | 52% | 90% | 50%

Total Shareholder Return: Stock price appreciation plus dividends
(relative and absolute), stock price

2% | 57% | 5% | 55% | 3% | 51% | 2% | 46%

Capital Efficiency: Return on equity, return on assets, return on
investment, return on capital, economic value added

24% | 46% | 24% | 44% | 25% | 40% | 26% | 36%

Revenue: Revenue, revenue growth

42% | 20% | 40% | 18% | 35% | 20% | 31% | 21%

Cash Flow: Cash flow, cash flow growth

34% | 12% | 33% | 13% | 29% | 12% | 28% | 14%

*The sum of percentages is greater than 100 percent because most companies use more than one measure.
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This performance measure data is summa-
rized in Figure 7.

In the case of STIPs, this chart does not
include individual discretionary performance
plans (26 companies in 2014). Also, one com-
pany did not disclose a STIP in 2014.

Absolute vs. Relative Measures

All companies with a STIP used at least
one absolute measure to evaluate performance.
Only 8 percent of STIPs included a relative
measure in 2014, which is about the same as the
last three years.

Of the 190 companies with LTIPs, 65 percent
used at least one relative measure in their 2014
LTIP design, moderately higher than last year’s
61 percent. This is the highest percentage we
have seen in the past seven years, and we attri-
bute it to the attempt by companies to more

directly link long-term pay with performance.
In 2014, 77 percent of these companies used
TSR as the relative measure, lower than last
year’s 81 percent prevalence.

Seventy-nine percent of companies included
at least one absolute measure in their LTIP.
In addition, 44 percent used a combination of
absolute and relative measures.

When all performance measures are aggre-
gated, we found that 81 percent of all LTIP
measures were based on absolute goals and
19 percent were based on relative performance.

TSR Modifier

One such combination of absolute and rela-
tive performance measures, used by 17 of 102
companies that use relative TSR, is the intro-
duction of a TSR modifier applied to the results
generated by an absolute performance goal.
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COMPENSATION CONSULTANTS

Why Hiring the Right Compensation Consulting

Firm Can Make a Difference
By Steve Seelig and Richard Luss

Compensation committees have a tough job
setting executive pay in today’s fishbowl envi-
ronment. A key part of the committee’s role
is selecting the compensation consultant best
suited to the company’s circumstances. In our
experience, these decisions tend to be qualifications-
based, with a focus on the consultant’s experi-
ence, industry knowledge, prior and current
working relationships, reputation, time avail-
ability, and fee arrangements. But is that line
of inquiry most conducive to getting custom-
ized advice that’s best tailored to a company’s
particular business strategy? While having an
experienced consultant who’s done dozens of
similar jobs is important, if you were hiring an
architect to design your home, wouldn’t you
want a professional who thoughtfully custom-
izes his or her approach for each client?

In the current executive pay environment,
we’ve seen a trend toward greater homogeneity
of compensation programs, perhaps as a direct
result of say-on-pay voting and the role of proxy
advisors. The sheer number of pay programs
that need to be reviewed each proxy season has
moved proxy advisors and some institutional
investors to employ normative models for pay
design that have influenced compensation com-
mittee thinking. It’s tempting for compensation
consultants’ advice to trend toward those same
normative models as the safest course.

Recent research by Susanna Gallani, an assis-
tant professor at the Harvard Business School,
raised the same questions about why CEO pay
practices seemed to be so homogenous despite
the large variability in company characteristics

© 2016 Willis Towers Watson. Steve Seelig is a Senior
Regulatory Advisor in Willis Towers Watson's Research
and Innovation Center (RIC) in Arlington, Va. and Richard
Luss is a Senior Research Economist in RIC. This article
was originally published as a Willis Towers Watson blog—
“Executive Pay Matters”—and is reprinted with permission.

and goals.! The research found that pay prac-
tices are more homogenous than would be
expected, even when controlling for similarities
related to industry affiliation or peer group.
The study examined whether something else
was influencing companies to adopt “popular
models of compensation” that fail to provide
a “better fit with the strategic objectives of the
organization, thus distorting managerial incen-
tives and reducing shareholder value.”

Gallani’s research tested the hypotheses that
personal or business relationships are more
likely to influence common ways of thinking
through these “network connections.” With
regard to executive pay design, the study looked
at the effects of board interlocks or the use
of a common pay advisor on the similarity of
pay programs between different companies. To
assess pay homogeneity, the study was fairly
sophisticated and measured both the selection
and weighting of performance measures as well
as the mix between fixed and incentive-based
pay components.

As would be expected in view of the role
of directors in setting executive pay, the study
found that the greater the number of board
interlocks, the more likely a company’s com-
pensation programs would be similar to those
of other companies. Not surprisingly, the like-
lihood of compensation program similarity is
even higher when those directors serve together
on the compensation committees of two or
more companies.

The more interesting and actionable finding
offers compensation committees more insight
into how to think about the best fit for each
company’s circumstances. The study found that
when a company shares a compensation con-
sultant with a peer company, this tends to lead
to greater similarity in the structure of pay
mix (relative weights assigned to fixed pay and
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forms of incentive pay). Thus, choosing this
consultant may be a good choice for compensa-
tion committees that have seen the consultant’s
work before and want to replicate the resulting
pay structures for their company.

However, this may not be the ideal approach.
As the study notes, “the demand for compensa-
tion consulting services with respect to design-
ing a performance measures mix appears to be
directed towards more personalized solutions,
as opposed to the adoption of ‘one-size-fits-
all’ compensation structures.” For compensa-
tion committees seeking a more customized
solution, the study finds that “compensation
consultants with a larger, more sophisticated
customer base and more experience design
more customized compensation solutions.”

The study provides an empirical rating of
consulting firms that are best positioned to
provide more customized advice based on the
number and types of clients they have, and Willis
Towers Watson was rated the highest by a fairly
wide margin. Said differently, on the strength of
the wide range and quality of companies that
employ Willis Towers Watson, our executive
compensation consultants were found to be more
likely to be able to give clients highly tailored
advice on how to choose their performance
metrics and structure their pay mix differently in
order to support their strategic objectives.

The study suggests that larger consulting
firms like Willis Towers Watson provide more
individualized advice for two reasons:

* Our access to proprietary market data
enables our consultants to leverage their
professional expertise and tailor the design

of compensation contracts to the needs of
individual clients, in line with contracting
theory predictions.

* Developing individualized solutions for each
client entails higher costs and requires greater
resources, which may not be equally available
in smaller consulting firms.

Of course, were pleased with these find-
ings and heartened that an independent study
confirms the benefits of hiring Willis Towers
Watson for executive compensation advice.
More importantly for those hiring compensa-
tion consultants, this study should encourage
compensation committees to reconsider the
notion that full-service consulting firms should
be disqualified from the selection process due
to concerns about their “independence” under
exchange listing guidelines or the potential for
fee disclosure under Securities and Exchange
Commission regulations for other services pro-
vided to management.

For more on the consultant independence
issue, see “Myths and Realities of the New SEC
‘Independence’ Rules: Some Frequently Asked
Questions (Part One).””

Notes

1. Susanna Gallani, Through the Grapevine: Network
Effects on the Design of Executive Compensation Contracts,
Harvard Business School Accounting and Management
Unit Working Paper No. 16-019; available at http:/lssrn.
comlabstract=2642924, last accessed March 21, 2016.

2. Executive Pay Matters, September 2012 at https://
www. towerswatson.comlen/Insights/Newsletters/ Globall
executive-pay-matters/2012/ Myths-and- Realities-of-the-
New-SEC-Independence-Rules-Some-Frequently-Asked-
Questions-Part-1, last accessed March 21, 2016.
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CEO SUCCESSION PLANNING

Study: Does CEO Succession Planning Disclosure Matter?

By Annalisa Barrett

Shareowners and corporate directors agree
that CEO succession planning is one of the
most important responsibilities of the board.
A failed CEO transition can create challenges
for the company and all involved. Even success-
ful CEO changes can be costly and distracting
for the company. In order to understand how
boards are addressing this important issue,
many shareowners have called on corporate
boards to provide disclosure about the CEO
succession-planning process.

Several institutional investors call for compa-
nies to provide robust disclosure regarding CEO
succession planning in their corporate gover-
nance policies and proxy voting guidelines. In
fact, the Council of Institutional Investors’
Corporate Governance Policies state that the
“board should approve and maintain a detailed
CEO succession plan and publicly disclose the
essential features in the proxy statement.”!

Changes in Succession Planning
Disclosure

The Securities and Exchange Commission’s
(SEC) Proxy Disclosure Enhancements, which
were effective in 2010, increased the informa-
tion companies must provide in their proxy
statements regarding many topics that relate
to succession planning. However, they did not
specifically mandate any particular type of
succession-planning disclosures.”

Another change came when the SEC changed
its stance on shareholder proposals regarding

Annalisa Barrett is the founder & CEO of Board Governance
Research and a Clinical Professor of Finance at the University
of San Diego School of Business. She is also a senior advisor
for ValueEdge Advisors. This article is based on a new study—
Does CEO Succession Planning Disclosure Matter—
published by the IRRC Institute in February that she authored.

CEO succession planning. A number of share-
owners had submitted proxy proposals calling for
more disclosure regarding CEO succession plan-
ning in the years leading up to 2009. According to
the SEC’s Staff Bulletin dated October 27, 2009,
“[t]hese proposals generally requested that
the companies adopt and disclose written and
detailed CEO succession planning policies with
specified features, including that the board
develop criteria for the CEO position, identify
and develop internal candidates, and use a for-
mal assessment process to evaluate candidates.””

Many companies submitted requests to be
allowed to exclude these proposals because they
addressed ordinary business operations, and the
SEC had granted those requests. However, the
SEC changed its stance with the issuance of
the October 2009 bulletin, stating: “We now rec-
ognize that CEO succession planning raises a sig-
nificant policy issue regarding the governance of
the corporation that transcends the day-to-day
business matter of managing the workforce. As
such, we have reviewed our position on CEO suc-
cession planning proposals and have determined
to modify our treatment of such proposals.”

Research on CEO Succession-
Planning Disclosure

Although these changes presumably led to
companies disclosing more regarding their CEO
succession plans, there had not been a study
of the effectiveness of this disclosure. That is,
until the release of a recent study conducted by
Board Governance Research and sponsored by
the IRRC Institute, which examines corporate
disclosure regarding CEO succession planning
made by the Russell 3000 companies that had a
CEO transition® during the 2012 calendar year.
Changes that took place in 2012 were reviewed
in order to be able to assess the results of the
CEO transition for the two years afterward.
The results of the study allow investors to draw
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meaningful conclusions about the patterns of
disclosure and their correlation to successful
CEO transitions.

Surprisingly, nearly one-quarter (24 percent)
of the companies studied did not provide any
discussion regarding succession planning in
any of the proxy statements filed in the years
prior to the CEO change or in the year of the
change (i.e., the 2010, 2011, and 2012 calendar
years). Even among the companies that did
provide information about CEO succession
planning, none provided a truly comprehensive
description of the CEO succession plan in their
proxy statements during the timeframe studied.
However, some companies did address some of
the key features of CEO succession plans:

Role of the Full Board: Nearly one in six
(16 percent) of the companies studied pro-
vided a description of the role the entire board
plays in the CEO succession-planning process.
Ultimately, even if the oversight of the plan
is delegated to a board committee, the entire
board is responsible for the CEO transition, so
it is important that all directors are knowl-
edgeable about, and supportive of, the plan.

Frequency with which the CEQO Succession
Plan is Reviewed: Only one in 10 (10 percent)
of the companies studied disclosed how fre-
quently the board reviews the CEO succession
plan. Although some boards report that they
review the plan annually, most of these boards
used more general language, such as “regu-
larly,” to describe the frequency of reviews.

Emergency CEO Succession Plan: Fewer
than one in ten (8 percent) of the companies
studied mentioned the existence of a plan
addressing what to do if there is an unex-
pected immediate need for a new CEO (e.g,
in the case of the incapacitation or death of
the sitting CEO).

Process Used to Identify Candidates: Few
companies (2 percent) described the process
used by the board to identify CEO candi-
dates. Similarly, only 2 percent of compa-
nies studied discussed how the directors are

exposed to senior leaders and high-potential
executives within the company.

Does CEO Succession-Planning
Disclosure Correlate with the Quality
of the Transition?

There are differing opinions regarding what a
successful CEO transition looks like; therefore,
one commonly accepted definition has yet to be
established. For purposes of the study, the fol-
lowing criteria were set to evaluate the success
of the CEO transition which took place at the
study companies in 2012:

* The departure of the outgoing CEQO departure is
announced before the effective date of his or her
departure: In order to avoid surprise or concern
among the company’s employees and share-
owners, communication from the company
regarding the upcoming CEO transition should
be clear and timely. According to The Conference
Board, “The development of an external com-
munications plan” is “a fundamental aspect of
the CEO succession planning process.”®

* The board named a permanent, not interim,
CEO: Many experts feel that naming an
interim CEO can be an indication of a lack
of succession planning (e.g, consultants at
Strategy& say that the naming of an interim
CEO “suggests indecisiveness and creates
uncertainty.””)

* The new CEO is named within three months
of the announcement regarding the outgoing
CEO’s departure: In a model CEO succes-
sion, the incoming CEO would be announced
to the public at the same time that the outgo-
ing CEO’s departure is announced.

* The new CEO was an internal executive can-
didate prior to being promoted to CEQO, rather
than being an external hire or a member of the
board: Many studies have shown the benefits
of hiring an internal candidate to replace an
outgoing CEO. A commonly cited benefit is
the notion that an internal candidate brings
“institutional knowledge and an understanding
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of the company’s culture.”® Additionally, some
experts view the naming of a board member as
a permanent CEO problematic and evidence
of a lack of proper succession planning. One
concern with this approach is that if there is
any expectation that a board seat is a path to
the CEO?s office, the director serving with that
path in mind may not act in an unbiased man-
ner when it comes to matters regarding the
evaluation of the current CEO’s performance.

* The new CEOQ stayed in the CEO role for more
than two years: Any CEO departure is costly
to the company, therefore one goal of a CEO
transition must be to avoid having to go
through another transition in the near future.

As previously discussed, succession-planning
disclosure is inconsistent and frequently totally
lacking. Therefore, a relative ranking system was
established to judge the disclosure of one com-
pany against the disclosure of the other companies
in the cohort of companies with CEO transitions
in 2012. A company’s disclosure was deemed to be
“stronger” if it mentioned CEO succession plan-
ning in its proxy statements filed in at least one of
the three years studied and if the mention of the
topic falls into at least two of the four categories
discussed previously: the role of the full board,
frequency of CEO succession-plan review, emer-
gency CEO succession, and the process used to
identify candidates. If a company does not men-
tion succession planning, or if it only mentions
the topic in relation to one of the topics listed
previously, the disclosure is considered “weaker.”

Successful CEO Transitions

Fifty of the CEO transitions studied were
categorized as “successful” based on the criteria
above. Specifically, in these 50 transitions, the
Form 8-K announcing the transition was filed
before the effective date, and the new CEO was
an internal candidate who was still serving as
CEO as of the most recent proxy.

As you can see in Figure 1, 56 percent of
these companies had stronger disclosure regard-
ing CEO succession planning and 44 percent
had weaker disclosure. This finding indicates

Figure 1: Disclosure Comparison

Unsuccessful CEO Transitions E_
Successful CEO Transitions 56% -

[l Weaker Disclosure

Stronger Disclosure

that is was more likely for a company that had
a successful CEO transition in 2012 to have
provided more disclosure about their CEO suc-
cession plan in the years prior to the transition.

Unsuccessful CEO Transitions

CEO transitions were deemed to be “unsuc-
cessful” if any combination (i.e., more than one)
of the following apply:

* The Form 8-K naming the new CEO was filed
more than three months after the announce-
ment of the departure of the outgoing CEO;

* An interim CEO was named;

* A board member or an external candidate
was named CEO; or

* The CEO was no longer serving as of the
most recent proxy.

This analysis led to the identification of 41
unsuccessful CEO transitions.

Among those companies, only 37 percent had
stronger disclosure regarding succession plan-
ning, and 63 percent had weaker disclosure. This
pattern indicates that it was less likely that a
company that had an unsuccessful CEO transi-
tion had provided stronger succession planning
disclosure in the years leading up to the leader-
ship change.

Conclusion

Figure 1 shows the clear difference between
the levels of disclosure regarding CEO
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succession planning by companies that had
successful CEO transitions and those that had
unsuccessful CEO transitions. It cannot be con-
cluded that a company that provides sufficient
disclosure regarding CEO succession planning
will have a successful CEO transition in the
future; however, it does appear that there is a
correlation between companies that have suc-
cessful transitions and more fulsome disclosure.
Although causation is virtually impossible to
prove, absent unfettered access to boardrooms,
it seems plausible to speculate that the level of
disclosure is indicative of the level of atten-
tion paid by the board to succession planning,
and that stronger disclosure practices can be
a sign that the board is focused on succession
planning.
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