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Today’s Goals

Familiarize yourself with current issues

Recognize major trends changing the compensation landscape

Understand new approaches to executive compensation

Appreciate current and future trends in the field
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Recent scandals have prompted more active 
shareholder and government involvement, leading to 
changes in the way compensation is calculated

Recent scandals in executive compensation

Responses on two fronts
– Increased shareholder activism
– New regulatory environment

New approach to setting executive compensation
– Boards of directors are getting more involved
– Renewed focus on “pay for performance”
– New paradigm for thinking about “total rewards”
– Changing use of long-term incentives

Key Takeaways
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Recent Front Page Scandals
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Responses on two fronts
– Increased shareholder activism
– New regulatory environment

New approach to setting executive compensation
– Boards of directors are getting more involved
– Renewed focus on “pay for performance”
– New paradigm for thinking about “total rewards”
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From the Shareholder Perspective
Executive pay is “the” hot topic

Executive pay – front page newsExecutive pay – front page news

New institutional investor policies – go beyond pay “levels”New institutional investor policies – go beyond pay “levels”

Detailed shareholder proposals on compensation matters gaining supportDetailed shareholder proposals on compensation matters gaining support

“Withhold” votes against compensation committee members 
and entire Board no longer just “symbolic”

“Withhold” votes against compensation committee members 
and entire Board no longer just “symbolic”

Demand for better disclosure: clear, accurate, timely, with no surprisesDemand for better disclosure: clear, accurate, timely, with no surprises

100 pension fund managers, money managers, and hedge fund managers were asked:
What do you think will be the single most important governance 

issue in the future? 34% said “executive compensation.”
Pensions & Investments/Vivient Consulting (March 2005)

100 pension fund managers, money managers, and hedge fund managers were asked:
What do you think will be the single most important governance 

issue in the future? 34% said “executive compensation.”
Pensions & Investments/Vivient Consulting (March 2005)



Mercer Human Resource Consulting 6

Shareholders Are Raising Difficult But Important 
Questions

How much is too much?
– How do you evaluate pay levels?
– What constitutes “mega” compensation?

Is there an over-reliance on benchmark data?
– Is a “percentile” pay philosophy no longer acceptable without performance 

justification?
– Are appropriate benchmarks being used? 

Where is the performance in pay-for-performance arrangements?
– Is pay misaligned with shareholder interests and stock price?
– How should stock price and operational performance be balanced?

Are equity practices responsible?
– Is the use of equity and performance-based awards rational?
– How are companies responding to option expensing?

Implicit message – is executive pay reasonable and justified?Implicit message – is executive pay reasonable and justified?
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Increased Shareholder Involvement 
Effects the way compensation plans are set

Greater push to strengthen pay for performance relationship
Demand to eliminate “guaranteed” pay and perquisites
Critical of “plain-vanilla” (service-based) equity awards

Demand for stronger 
alignment of pay and 
performance

Historical compensation often misaligned with current performance
Potential concerns relating to option gains from prior grants 

Measuring pay and 
performance

Unwilling to support higher dilution and run-rate levels
Greater scrutiny on “superstar” compensation

General “lowering of the bar” 
on acceptable pay levels

Equity plans may be voted down if executive pay deemed excessive
Equity awards to executives significantly impact shareholder analysis

Review of executive pay 
impacting approval of overall 
compensation

Shareholders reviewing everything – including perquisites, benefits, 
and severance

Greater scrutiny of entire 
compensation package

Effect on CompensationShareholder action
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Stronger policies to “withhold” support from the Board and 
Compensation Committee members over questionable compensation

Direct criticism of 
Compensation Committee 
members

Shareholders want full and timely disclosure of all compensation
elements 

Demand for better disclosure

Eliminating or limiting severance programs subject of many 
successful shareholder proposals

Demand for elimination of 
hidden perquisites and 
benefits 

Proxy advisory firms often differ significantly on recommendations

Different requirements for “best practices” in pay and performance
Increased “push” from these groups to publish their “opinions” and 
“analyses”

Confusion among the 
“watchdog” groups that 
provide advice 

Effect on CompensationShareholder action
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What you should remember
About the effect of shareholder involvement

Compensation committee held accountable

Investors willing to “test” the pay-for-performance link

“Targeted” investor campaigns prior to proxy season

Shareholder proposals affecting plan design

Tougher to gain approval of new plans
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Recent scandals have prompted more active 
shareholder and government involvement, leading to 
changes in the way compensation is calculated

Recent scandals in executive compensation

Responses on two fronts
– Increased shareholder activism
– New regulatory environment

New approach to setting executive compensation
– Boards of directors are getting more involved
– Renewed focus on “pay for performance”
– New paradigm for thinking about “total rewards”
– Changing use of long-term incentives

Key Takeaways



Mercer Human Resource Consulting 11

New governmental regulation
Comes in two forms

Accounting standards (overseen by the FASB)

Disclosure requirements (driven by the SEC)
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Summary Compensation TableSummary Compensation Table

Comprehensive narrative on all compensation arrangements and material factors behind decisions and data in 
tables
Discussion of timing of stock option grants
Replaces old Compensation Committee Report, but is different
Consolidation of Compensation Committee governance disclosure

Comprehensive narrative on all compensation arrangements and material factors behind decisions and data in 
tables
Discussion of timing of stock option grants
Replaces old Compensation Committee Report, but is different
Consolidation of Compensation Committee governance disclosure

Compensation Discussion & Analysis (CD&A)Compensation Discussion & Analysis (CD&A)

SEC Disclosure Requirements 

Exercises and Holdings of Previously Awarded 
Equity

Exercises and Holdings of Previously Awarded 
Equity

Post-Employment 
Compensation

Post-Employment 
Compensation

Total compensation redefined, 
along with officers covered

Tracking of equity grants and 
realized value over time

Require reasonable estimates 
for uncertain future values

New SEC disclosure requirements for executive 
compensation are a complete overhaul of the current 
rules

3-year view of compensation paid, deferred, or 
granted
Supplemented by detailed tables (e.g., equity 
awards, deferred comp, post-employment 
benefits)

3-year view of compensation paid, deferred, or 
granted
Supplemented by detailed tables (e.g., equity 
awards, deferred comp, post-employment 
benefits)

Focus on prior year grants of equity-related 
interests
Includes recent realization of gains in these 
interests

Focus on prior year grants of equity-related 
interests
Includes recent realization of gains in these 
interests

Retirement and other post-employment 
benefits
Includes benefits payable on change-in-control

Retirement and other post-employment 
benefits
Includes benefits payable on change-in-control
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FAS 123 (R), the new accounting rules for stock-based 
compensation, has “leveled the playing field” for various 
forms of equity compensation

Options have an expense (value determined 
using an option pricing model such as Black-
Scholes)
Value of restricted stock, RSUs*, SARs* and 
performance shares fixed at the date of grant 
Expense can be reversed if shares don’t vest 
(unless using market-based performance 
conditions)
ESPPs considered compensatory unless 
purchase price no more than 5% below stock 
price on date of grant
Tighter valuation assumptions – use most 
likely values, not lowest values

FAS 123 (R)FAS 123 (R)

Dilution and accounting impact of alternatives 
more easily compared 

– Greater focus on ROI 
– More diversity in LTI delivery
– Shift toward full-value shares, especially at 

lower levels where there is less line of sight to 
share price

– Balance cost with perceived value to 
recipients and alignment with shareholder 
interests

– Introduction of choice
Efforts to control expense

– Reduction in eligibility, size and frequency of 
broad-based grants

– Changes to plan design (ESPPs, option 
terms)

Implications for Plan DesignImplications for Plan Design

* If settled in stock
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New approach to setting executive compensation
– Boards of directors are getting more involved
– Renewed focus on “pay for performance”
– New paradigm for thinking about “total rewards”
– Changing use of long-term incentives

Key Takeaways
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Greater Board involvement is a direct outgrowth
of shareholder activism and government regulation

Greater influence of 
institutional 

shareholders on 
compensation 

programs

Greater influence of 
institutional 

shareholders on 
compensation 

programs

Transparent 
compensation design, 
decision-making, and 

rationale

Transparent 
compensation design, 
decision-making, and 

rationale

Greater Board 
involvement in senior 

executive pay decision-
making (beyond review)

Greater Board 
involvement in senior 

executive pay decision-
making (beyond review)

Focus on executive 
talent management and 

leadership 
development

Focus on executive 
talent management and 

leadership 
development

Tougher to gain approval of new 
plans

Larger impact of shareholder 
proposals on plan design

Compensation Committees held 
accountable

New SEC disclosure rules

“Tally Sheets”

Conservative approach to pay 
positioning, with less emphasis on 
fixed pay and more emphasis on 
variable pay

Alignment of pay an with business 
strategy

Independent review of 
performance measures and 
targets to ensure company is 
paying for the right performance 
and the right amount of 
performance

CEO performance evaluation –
beyond financial results

Succession planning
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Effective governance starts with a clear understanding of 
roles and responsibilities

Board of Directors
– Delegates authority to the Compensation Committee (with exceptions)

Compensation Committee
– Monitors executive pay from a shareholder perspective
– Approves pay philosophy and programs
– Approves executive pay decisions
– Ensures good governance process (i.e., proper due diligence, deliberations, 

record keeping, etc.)
Management

– CEO - Provides strategic context that drives pay philosophy and programs
– HR - Translates enterprise strategy into people strategy, including the 

compensation strategy and design
Outside advisors

– Makes recommendations to CEO and/or Compensation Committee on pay 
philosophy, pay positioning, program design and administration

– Consistently available to the Committee and internal resources
– Emphasis on opinion, objectivity and advice, not just data

Compensation
Committee

Outside
Advisors Management 

Executives

Board of Directors



Mercer Human Resource Consulting 17

24%

32%

Pay for Board of Directors increasing to recognize their 
fiduciary role and increased risk and time demands

Premium retainers for Committee 
Chairmen

Meeting fees

Use of up-front equity grants

Use of stock options

Use of restricted stock

Benefits

Trends in Director Pay

Prevalence

$0

$25

$50

$75

$100

$125

$150

$175

2002 2005

$129

$164

Equity
$72

Equity
$89

Annual 
Cash
$75

Annual 
Cash
$57

Director Compensation

27%



Mercer Human Resource Consulting 18
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New approach to setting executive compensation
– Boards of directors are getting more involved
– Renewed focus on “pay for performance”
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– Changing use of long-term incentives

Key Takeaways
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The most critical issue in executive compensation 
today is establishing a demonstrable link between pay 
and performance

Over a ten year period from 1995-2005, median total compensation for CEOs in a recent 
Mercer study increased 9.6 percent per year.  

This tracks closely with the 9.9 percent median annual shareholder returns over the same 
ten-year period, and the 8.8 percent annual growth in median total market capitalization. 
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“How” an executive is paid is now as important 
as “how much”

Full and transparent disclosure

Reasonable perquisites and benefits – no surprises

Foster ownership and holding of stock

Proper balance of short, intermediate, and long-term incentives

Performance orientation and linkage
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Key Findings of a recent Mercer Survey
CEO pay rises with corporate performance

Increase in annual incentives tracks corporate profitability

LTI was flat, reflecting moderate equity use, but TDC was in line with stock price appreciation

Revenue:            +10.5%
Net Income:        +13.0%

TSR:                   + 6.8%

+ 5.0%$6,830Total Direct Comp

+ 0.8%$4,581Long-Term 
Incentive

+ 7.1%$2,409Total Annual Comp

+ 8.4%$1,437Annual Incentive

+ 3.6%$975Base Salary

% Change 
from 2004

2005
($000’s)

2005 Median CEO Pay 2005 Median Performance
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Same survey shows that
Top pay for top performance is a reality in many companies

24.7 %

3.2%
10.5 %

-7.5%

73.9 %

-11.7%

15.5 %

-0.9%

62.7 %

-19.6%

11.6 %
0.6%

Median      
% Change    

2004 vs. 2005

Revenue Salary +
Bonus

Net
Income

Salary +
Bonus

Return on
Equity

Salary +
Bonus

Top Third
Bottom ThirdRevenue Net Income Return on Equity
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– Changing use of long-term incentives

Key Takeaways
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The Four Quadrant Framework – a holistic approach to 
achieve responsible executive compensation

Performance measurement framework tailored to the 
company strategy and drivers of value

Performance targets, set to create an explicit link 
between pay and performance

Pay outcomes, reasonable given relative 
performance

Disclosure requirements

Regulatory rules

Sarbanes-Oxley

Accounting and tax requirements

Director compensation; Compensation Committee 
charters and practices

Shareholder demands and influence

Transparency and disclosure

Role of the Committee’s consultant

Pay and benefits, set relative to competitive and 
internal considerations

Pay design, aligned with business strategy and value 
drivers

Employment and severance arrangements



Mercer Human Resource Consulting 25

Recent scandals have prompted more active 
shareholder and government involvement, leading to 
changes in the way compensation is calculated

Recent scandals in executive compensation

Responses on two fronts
– Increased shareholder activism
– New regulatory environment

New approach to setting executive compensation
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– Changing use of long-term incentives
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Long-term incentives remain a significant portion of 
CEO pay

Pay “at risk” is over 80%, nearly two-thirds in long-term incentives

Average % of total compensation by incumbent

Annual 
Bonus 

22%

Salary 
16%

Long-term 
Incentive

62%

CEO Pay Mix
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64%

13% 11% 12%

55%

18%
14% 12%

46%

21% 19%

14%

0%

10%

20%

30%

40%

50%

60%

70%

Stock Options Service (Time) Vested
Restricted Stock

Performance Vested
Restricted Stock/

Performance Shares

Performance Units/
Long-Term Cash Bonus

2004

2005

2006

But the mix of incentive vehicles is changing

Source: Mercer Snapshot Survey, The Future of Equity, April 2006

% of Long-term 
Incentive Value

Change in Long-term Incentive Pay Mix 
CEO and Direct Reports
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Stock options now represent a smaller portion of a 
CEO’s incentive mix

12%

12%

76%

2002 2005

Stock Options

Restricted Stock/Cash

Performance Awards

52%

27%

21%

Pharmaceutical companies have a pay mix that places less emphasis on stock options and more 
on long-term performance plans
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This change is reflected at all levels
Across all employee groups, stock option value has shifted from 70-80% 
of total LTI to 50-55% of the mix, while restricted stock use has risen

CEO & Direct Reports 
(n=114, public firms)

Other Sr. Executives 
(n=115, public firms)

All Other Participants 
(n=106, public firms)

70%

13%
% 17%

2004 2006

79%

12%
9%

84%

12%

4%
55%

34%
11%

53%

28%
19%

49%

23% 28%

Stock Options Service-based Restricted 
Stock/ RSU

Performance-based 
Restricted Stock/ 
Performance Plans
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24%

21% 20%
18%

9%

4% 4%

0%

5%

10%

15%

20%

25%

30%

35%

Options &
Restricted Stock

Options,
Restricted Stock
& Performance

Awards

Options &
Performance

Awards

Options Only Restricted Stock
Only

Restricted Stock
& Performance

Awards

Performance
Awards Only

Options are being mixed with a broader array of long-
term vehicles rather than disappearing entirely

Note:  LTI Mix includes only those companies making grants.  Excludes 10% of companies which made no award to 
the CEO in 2005.  Data is not directly comparable to prior page, which is based on the full sample.

% of 
Companies

Long-term Incentive Pay Mix
Prevalence of Different Vehicle Combinations
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More companies are tying long-term incentives to 
performance

57% of companies grant performance-based LTI, up from 31% in 2002

Note: Some companies use multiple plans, so numbers do not add to the totals

19%12%Performance Cash/Units

28%14%Performance Shares

11%1%Performance-based Restricted Stock

4%5%Performance-based Stock Options

20052002
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Median % Change in Long-Term Incentives 
and Prior Year TSR

18.7%

0.8%-5.9%

26.9%

17.4%

-10.6%

14.1%
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5.3%
3.6%
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But don’t worry – total compensation has not risen on 
account of the new mix

Long-term incentive grant values increased 0.8% in 2005, directionally consistent with shareholder returns in the year 
before grant
When new CEOs are included, long-term incentives decreased between 2004 and 2005

Median Long-Term Incentive Value
(Expected Value at Grant)

$5,501

$4,517
$4,162

$4,654 $4,581
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Compensation reflects median change for constant incumbents Median value for all incumbents

LTI Grant Year (TSR is Prior Year)
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– Increased shareholder activism
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New approach to setting executive compensation
– Boards of directors are getting more involved
– Renewed focus on “pay for performance”
– New paradigm for thinking about “total rewards”
– Changing use of long-term incentives

Key Takeaways
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Summary of Key Trends in 2006

Modest cash compensation increases: 
– Base salary for constant incumbents increased 3.6%
– Total annual compensation (base plus actual bonus) increased by 7.1%, less than 

half of the prior year’s increase

Total direct compensation (total annual cash plus long-term incentives) increased by 
5%

Continued focus on pay for performance
– Increasing use of performance-based long-term programs

Use of long-tern incentives continues to evolve
– Companies continue to re-mix long-term incentive vehicles
– Emphasis on options continues to decline, while use of other vehicles is on the rise
– Prevalence of stock ownership guidelines continues to increase

Proxy disclosure improvements – transparency and detail; significant efforts around tally 
sheets
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Potential Trends for 2007

Emphasis on disclosure
– Total compensation figure
– More detailed disclosure of perquisites
– Focus on severance and change-in-control arrangements
– More detail in compensation committee report
– Focus on executive retirement benefits
– Explanations in “plain English”
– Tabular presentation of director pay
– Improved related-party disclosure
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Potential Trends for 2007

More compensation-related shareholder proposals
– Severance limits unless shareholder approval
– Emphasis on performance-based equity
– Advisory shareholder vote on compensation committee report
– Compensation recovery upon financial restatement
– Demand for tally sheets and other disclosures
– Option grant timing considerations 

Director elections will be more closely contested
– Majority vote standard for director elections
– Shareholder proposals on cumulative voting
– No broker voting for director elections
– Disgruntled shareholders will mount aggressive “vote no” campaigns


