Leading the Compensation Committee Through Risk Assessment
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Risk assessment of executive compensation plans should become a routine, annual task for every compensation committee.

The intent of the executive compensation risk assessment process is the identification and prioritization of compensation  plan features inducing excessive risk, misstatement of financial results or fraudulent misconduct which would enhance any employee’s compensation and trigger material harm to the enterprise. Then, the process provides for consideration and mitigation of the high-priority risks.




[1]
Patrick Dailey

Regulation continues to lumber its way through various federal agencies including the Securities and Exchange Commission (SEC) would require all public companies to assess the level of risk-inducing incentives in executive compensation plans and practices that might pose a material impact on a company’s financial, operational and reputational standing. Companies would need to disclose in SEC proxy filings the level of this assessed risk and actions taken by the board, along with management, to mitigate excessive risk-inducing incentives. Whether or not this regulation becomes mandatory (Exchange Act Rule, 14A), executive compensation risk assessment now becomes a customary Committee practice expected by shareholders and shareholder advisory firms to appear within the Compensation Discussion and Analysis (CD&A) section of every corporation’s proxy.

A Short Course on Enterprise Risk Management (ERM)
ERM Defined
The intent of ERM is value creation and/or value preservation.

Enterprise risk management (ERM) is a process, guided by an entity’s board of directors, management and other personnel, applied in strategy formulation across the enterprise, designed to identify potential events that may affect the entity, manage risks to be within its risk appetite, and provide reasonable assurance regarding the achievement of entity objectives.

Executive compensation risk assessment is one focal point within a company’s broad responsibility for risk management. Due to the impact of several catastrophic corporate melt downs which in part have been attributed to these companies’ high-risk compensation practices, executive compensation has become a priority for risk management attention for U.S. and international companies.

The brief discussion below is helpful in framing the scope, definitions and procedural steps for the conduct of ERM programs.

In the wake of Enron’s meltdown in 2001, the Committee of Sponsoring Organizations (COSO) of the Treadway Commission partnered with PricewaterhouseCoopers to create a comprehensive framework for corporate management to evaluate and improve risk management processes. The modern era of enterprise risk management was born at that time and would be incorporated in Sarbanes-Oxley legislation enacted in 2002.

The Scope of ERM
Risks are ubiquitous. The rings below illustrate the comprehensive scope of ERM; the bullet points are illustrative. The categories are taken from the commonly presented risk categories which are central to ERM professionals. While the impact of risks varies greatly from one function to another within a company, each function has accountability for identifying risks and mitigating them.
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ERM enables risk management–not risk avoidance
The outcome of any risk assessment is an estimation of 1) the likelihood and 2) the impact or consequences of a negative event(s)—i.e. could ‘bad” things occur and what likely will be the damage? Figure 1 displays the likelihood that risk events will occur along with an estimate of the impact or consequences of the event when it does occur.

Risk managers apply an analytic process to sort the many identifiable risks into a prioritized short list which are monitored and/or mitigated. Figure 1 captures the logic of event likelihood and consequences and uses common risk management terms to categorize each axis of the figure. The dividing bars categorize those events that need attention and resources. The bars can be conceptually shifted right or left on the Figure and in doing so, a company’s risk tolerance is revealed.
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Executive compensation risk is a narrow category of risk in the overall ERM map. Yet, using the logic from the figure above combined with the overload of negative publicity in media and professional publications regarding executive compensation, it can be argued that the likelihood of malpractice occurring in executive compensation was grossly underestimated across the last decade and the consequences to several noteworthy companies has been catastrophic and for many companies, certainly, major.

What does the term “risk appetite” mean?
Risk appetite or risk tolerance is a term that is frequently used throughout the risk management field. Risk tolerance is the amount of risk exposure or potential adverse impact from an event that the organization and its stakeholders are willing to accept.

Every company has a different risk tolerance—determinants include its history, management competency, its sector, investor goals, competitive strength or stress, the market cycle, positioning in company’s life cycle, barriers to entry and more. The descriptions below simplistically highlight the vast differences in risk tolerance levels that are both essential for the company’s viability and expected by its stakeholders.

· Early stage companies. These firms most often offer investors no or low earnings, unproven business models and an unpredictable future….but with potentially rapid growth and high earnings. The investor base, management, and employee population lives in the high risk world of funding, customer attraction and new product or service rollout.

· Stable growth companies. These offer reasonably predictable growth and operate with fairly well known threats and obstacles; equipped with a well-tuned business model and a strategy that pursues business growth in new markets and incremental growth within existing customer groups and geographies. Investors strive for increasing profitability within a known business model, competitive sector and geography.

· Late stage companies. These companies often have built solid balance sheets but may be experiencing flat to declining revenues in some key product sets or even troubled companies whose markets may be eroding and are now looking to retrench or redeploy assets and talent toward higher growth through diversification, scale economies, asset sale or merger. Investors are concerned about the long-term viability of the enterprise and are braced for retrenchment, followed by fundamental change initiatives.

Once the risk appetite threshold of the stakeholders has been determined, policy and risk mitigation controls are implemented to manage risk exposure levels within an accepted range. Once these threshold levels are breached, sanctions and penalties are—at least, in theory—brought against those responsible by stakeholders or regulators. And, this is the environment in which corporations and practitioners of executive compensation currently find themselves.

Risk appetite/tolerance is subjective—how much risk are stakeholder’s comfortable dealing with and what damage can be absorbed? Within the practice of executive compensation, the overall tolerance for risk as perceived by shareholders, regulators and compensation committees has significantly tightened. And as each individual risk is sorted into one of the categories below, more and more risks are being re-classified from acceptable to cautionary or excessive. Many have concluded that tolerance for executive compensation breaches has been exhausted—exhausted by more than a few companies guilty of malpractice, short-term “gaming” and excess.
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It would be all too easy for a risk assessment process to become rule-bound in which standards, thresholds and so-called “trip wires” would be set by regulators, experts or even shareholder advisory groups to designate a plan and practice with a standardized “green,” “yellow” or “red” mentality. This would be wrong.

What risk mitigation strategies can be employed?
A full discussion of mitigation strategies is not possible in this article, but the categories and terms are valuable in understanding how ERM impacts compensation plans and practices.

Strategies and key tactics are summarized below:

	Risk Avoidance
	Risk Reduction
	Risk Sharing
	Risk Retention

	· Eliminate

· Withdraw
	· Optimize

· Control damage
	· Transfer

· Buy protection
	· Accept events

· Monitor


What is the intent of executive compensation risk assessment?
The intent of executive compensation risk assessments and the full package of corporate governance “cures” being advanced by the U.S. Treasury Department and the SEC is the restoration of trust in corporations and Boards for representing the interests of shareholders in long term value creation and safeguarding shareholders against strategies targeted largely at short term value maximization. In particular, risk assessments are intended to put a spotlight on any element of executive compensation that might induce executives to pursue high-risk, short term business strategies that—if unsuccessful—could lead to catastrophic shortfalls in operational and financial and performance, threaten the company’s viability and result in major damage to the company’s reputation.

Simply said, risk assessments are intended to spot potential “melt downs” and focus attention on high priority risks for some type of mitigation.

Executive compensation risk assessment is a process compensation committees use to define the organization’s key compensation risks, the company’s risk tolerance, and devise policies and internal controls to manage executive compensation programs within an acceptable level of risk. The following questions enable the committee to start its risk assessment work:

· What level of risk exposure requires immediate action?

· What risk events have occurred in the past, and at what level were they managed?

· Where does the committee feel its limited time and resources should be focused to minimize risks?

· What risks require formal policy or operational changes to mitigate the potentially material impact?

Are executive compensation risk assessments required by the Treasury/SEC?
Yes, but for a dwindling number of companies. Beginning in October, 2008, some 940 companies and institutions began participating in federal government sponsored bail out programs with TARP being the most publicized. These companies were loaned or granted in excess of $605 billion for financial relief. In exchange for the relief, these institutions were required to adopt limits on compensation that excludes incentives for unnecessary and excessive risk taking that potentially might materially threaten their company’s value plus regulations on manipulation of earnings from fraudulent misconduct or financial misstatement that in any way enhance an employee’s compensation.  The number of TARP companies continues to dwindle and as of October, 3, 2010, the funding phase of the TARP program was to end.

No. Under current rules, events that constitute material risks to the company from any compensation policy, practice or decision must be discussed in the CD&A of the proxy. There is no explicit requirement for a formal risk assessment.

Not yet. There are at least five pieces of legislation or regulation advancing through various federal agencies that would impose risk assessment requirements on companies. The SEC was expected to publish completed instructions for implementation of enacted regulation in late 2009, just in time for the 2010 proxy season—but this has been delayed. It will further define requirements for executive compensation risk assessment intentions and procedures appearing in the CD&A of the proxy.

What are the procedural steps for completing an executive compensation risk assessment?
Many companies are taking the SEC delay as an opportunity to jump start risk assessment procedures unencumbered by hot-off-the-press regulation and instruction sets. The procedural steps below prescribe a reasoned, but not a regulatory-approved approach for completing the executive compensation risk assessment.

Procedural Steps for Risk Assessment of Executive Compensation
	Phase
	Steps

	Project Organization
	1.     Establish Project Team. Board of directors assigns accountability plus defines the roles and responsibilities for executive compensation risk management project for parties inside and outside the company. A project leader is designated. Most likely, the full compensation committee is designated to oversee the work of the project team.  Project team most likely will include participation by members of compensation committee, risk professionals, counsel, finance and HR professionals, and external compensation advisors. 

2.     Set Scope of Risk Assessment Project. Board of directors with participation from Senior Risk Officer (SRO), audit committee, finance executives and others determines the project time line, lists and limits the executive and employee plans and practices to be reviewed based upon materiality considerations and sets completion dates. Board communicates standards for plan/practice adjustment, compliance and ongoing monitoring.

Note. Proposed SEC regulations broadly expand the compensation committee’s accountability –from those plans/practices impacting Named Executive Officers to all employee compensation plans/practices.

3.     Develop Common Understanding of “Materiality.” The impact of errors or “surprises” falls into three ranges—inconsequential, consequential and material.  Companies must record errors that fall within the material misstatement range for the independent auditor to give an unqualified opinion. The SRO should be called upon to develop a common understanding of materiality among project team members and clarity  regarding the four triggers:

· Misstatements or errors in financial statements

· Internal control deficiencies

· Wide variance between estimates and actuals (The >5% rule of thumb is often used in the accounting profession.)

· Fraud

	Conduct Risk Assessment
	4.     SRO Provides Enterprise Risk Overview. SRO provides the compensation committee and project team a comparative risk profile for the company in comparison with its competitors and peer group and calls out particular risks faced by company. The intent is to level set on the various short- and long-term risks (executive compensation being one of these) faced by the company that could materially harm the enterprise and threaten its viability. 

5.     Layout the Assessment Framework. Project leader reinforces that intent and communicates the process for assessing, mitigating and monitoring compensation risk. The intent of risk assessment is to identify features of compensation plans and practices that could induce executives (and other employees) to

· take excessive business risks that could be material, or

· manipulate reported earnings to enhance compensation payouts

6.     Review Selected Plans and Practices. The project team most likely with assistance from external compensation advisors completes a review of selected plans and programs and contrasts this with the company’s peer group which allows for a comparative assessment of the company’s elements categorized as 1) acceptable–in line, 2) cautionary, or 3) excessive.

7.     Complete Risk Assessment. The project team identifies the design features and unintended consequences of plans and practices that could trigger a material impact to the company’s value (financial, reputational and strategic) or induce employees to take excessive risk. Project team reports results to full compensation committee and seeks feedback and/or additional focus.

(See the Table, “Red Flags of Executive Compensation Risk,” which follows.)
8.     Interpret Risk Assessment Results. The implications of the risk assessment are presented by the project team supported by external advisors to the full compensation committee with attention on those elements most likely to trigger material events. Risk mitigation decisions and internal control enhancements are recommended to the committee.

	Determine Risk Mitigation
	9.     Devise Risk Mitigation Plans. The compensation committee deliberates the assessment and risk mitigation proposals submitted by the project team. The committee with participation from SRO, HR and Finance formulates initial plan for risk management adjustments. Mitigation solutions may include adjustments in the following: 

· Compensation philosophy

· Committee charter

· Compensation plan design and practices

· Performance metrics and time horizons

· Administration and controls

· Governance oversight and board discretionary privileges

10.  Compensation Committee Briefs CEO and General Counsel. Committee and external advisors receive input from CEO and counsel and moves to finalize plan.

11.  Risk Management Plans Submitted to Board. The compensation committee chair supported by external compensation advisor and HR executive reviews risk management plan with full board and finalizes plan following board input and final approval. Board approves adjustments and directs compensation committee to implement plan.

	Document and Monitor
	12.  Compensation Committee Directs Management to Implement Plan.  Adjustments to compensation plan(s) and practices along with a communication plan to impacted employees are launched. Committee certifies with SRO that recommended adjustments have been approved by committee and board and reviewed with senior management for understanding and full implementation. 

13.  Documentation. Meeting minutes and reports are recorded and archived according to standards set by counsel.

14.  SEC Disclosure. At the direction of general counsel, the CD&A section of the proxy is filed along with “10-K Risk Factors” disclosure, if required.

15.  Monitoring. Committee assigns ongoing monitoring and tracking  responsibilities appropriately to Risk, Finance, General Counsel and HR.


What are the executive compensation risk factors?
The procedural process for executive compensation risk management requires a starting point of risks to assess. The “red flag” list below is meant to be exhaustive—a “long list” collection of compensation philosophy, policy, plan or practice conditions that pose potential material risk to the company’s financial condition, reputational standing, or strategic capability and milestone progress. Certainly the outcome of the assessment process by a Compensation Committee would narrow to a very short list of risks that may have material impact. These material risks require proxy disclosure and discussion of actions to monitor and mitigate.

Red Flags of Executive Compensation Risk
	Risk Element
	Executive Compensation Risk Considerations 

	Affordability
	· Executive compensation plans are unaffordable.

· Payout guarantees are present in plans and employment agreements.

· Total direct compensation targeted at/above 75% of peer group.

· Scenario payout projections and tally sheets not available to compensation committee. Impact analysis not available.

· CEO compensation package significantly exceeds other NEOs.

	Board Practices
	· Use of incentive compensation elements for independent directors.

· Director policy does not require equity ownership.

· Directors do not own company stock.

· Directors do business other than board service with the company.

· Equity repricing or exchange can occur without shareholder approval.

	Compensation Committee 

Practices
	· Committee members are not independent.

· Directors attend less than 75% of committee meetings.

· Lack of expertise in executive compensation, risk and compliance.

· Committee lacks access and control over independent advisors. Advisory services are shared with management.

· Members do not participate in continuing education.

	Compensation Philosophy
	· Very low base vs. high annual incentive pay mix.

· Over leveraged performance-based (variable) compensation elements. 

· >90% of Total Direct opportunity.

· Absence of external comparative metrics in performance goal setting and evaluation. (S&P 500, shareholder return, etc.). 

· Performance targets

· Performance evaluation

· Non-alignment of long-term incentive plans and vesting/payout with strategic time horizon 

· Vesting schedules

· Payout holdbacks. (Hold until retirement, equity release policy.)

· Adoption of minimum, target and maximum payout philosophy.

· Long-term incentives paid in cash vs. settled with stock.

· Neglect in requiring plan participants to acknowledge code of conduct and regulatory compliance accountabilities.

· No analysis and understanding of shareholder voting.

	Peer Group Composition
	· Aspirational growth is principal design criterion.

· Company is a peer group outlier.

· Repeated re-casting of peer group.

· Neglect of peer group composition.

	Board Discretion
	· Incentive payouts/special awards determined without board discretion.

	Business Factors 
	A business unit of a company…. 

· Accounts for a significant proportion of the company’s overall profitability.

· Has compensation expense which is a significantly larger proportion of revenues than other units.

· Has strategic time horizons which are significantly different (shorter/longer) than the company’s overall time horizon.

· Operates a significantly different compensation program than other units of the company.

	Employment Agreements
	· “Evergreen” executive employment agreements.

· “Sun-setting” of transitional recruitment matters does not occur.

· No fault severance benefits are guaranteed in employment agreements.

· Multi-year recruiting inducements without performance-based criteria.

	Base Pay
	· Loss of qualification for IRS 162(m) tax exclusion.

· Company is a chronic outlier within peer group.

· Salaries pegged at high or excessive levels. 

· (Above peer median; >75%; >90%)

	Annual Incentive Plan and Bonuses
	· Degree of difficulty not addressed in plan design and target setting.

· Payout threshold set at unlikely achievements levels.

· Highly geared payout curves beyond threshold targets.

· Short-term targets and payouts exceed 33% of TDC.

· Annual targets not clearly aligned with strategic or long-term intent.

· Reliance on single performance metrics. Failure in design to balance financial metrics with controllable operational objectives.

· Uncapped payout opportunities.

· Tax excludability (162m) is not assured.

· No reserves or bonus bank for disgorgement (claw backs).

	Equity Compensation
	· Excessive reliance upon stock options (SARs) in total direct compensation buildups.

· Over weighted use of time-based vs. performance-based vesting.

· Mega option grants with premium pricing tiers.

· Mega performance-based share grants with highly leveraged multipliers for aspirational-levels of performance.

· Vesting period time-based of restricted stock is less than 3 years.

· Deficient fraud, backdating, misconduct policy and monitoring.

· Highly geared TSR targets for equity grant maximization.

· Absence of fixed grant date policy. 

· Prevention of spring loading or bullet dodging is missing.

· No prohibition against executive hedging activity.

	Executive Benefits
	· Benefits and perquisites misaligned with shareholder interests.

· “Red flag” perquisites not explained in proxy.

· Perquisites out lie other competitors in sector or peer group.

	Severance and Change in Control Arrangements (CIC)
	· Lucrative CIC severance payouts that dissuade potential bidders

· Lucrative CIC severance payouts that motivate management to settle or seek bidders at less than optimal share pricing.

· Egregious separation plans and payouts. 

· >3x of base amount over last five years.

· Loss of tax excludability for involuntary resignation without cause and resignation for good reason.

· Unclear definition supplemented by examples of termination and resignation categories. 

· Termination for cause with explanation of cures.

· Termination without cause.

· Resignation for good reason.

· Voluntary resignation.

· Unclear definition of CIC. 

· Double trigger provisions.

· Board majority does not move forward.

· Acquisition of defined percent of voting stock.

· Acquisition by another entity and company does not survive past transaction/liquidation.

· No board discretion in final approval of CIC.

· No terms and approval process for equity acceleration upon CIC.

· Payout terms for performance-based equity awards and grants upon CIC—“at target or maximum” not addressed.

· Tax treatment of accelerated incentive awards upon CIC –without deductibility of corporate tax.

· Excessive parachute payouts. Loss of corporate tax deductibility.

· No cost projections for excise tax expense and gross ups.

· Allowance for excise tax gross up. No policy on tax avoidance trigger.

	Pension and Supplemental Executive Retirement Pension (SERP)
	· SERPs fully explained in proxy statement with explanation for restorative vs. enhanced features.

· Determination of corporate liabilities created by SERPs.

· Policy on additional service crediting provided. Impact on liabilities.

· Accelerated vesting of accrued pension benefits in CIC.

	Ownership 
	· Absence of equity ownership and holding policy for officers and directors.

· Policy on sale of equity. Impact analysis.

· No prohibitions against buying company stock on margin or using owned shares as collateral.

· Beneficial ownership based primarily upon exercisable options and restricted stock shares versus shares owned outright.

· No requirement to hold shares past retirement of separation.

	Deferred Compensation Plans
	· Above market interest or company match policy. Contrasted with other company DFC plan peer group.

· Absence of annual 409A compliance report.

· Aggregate total of deferred compensation liabilities is material.

	Disgorgement
	· No claw back policy for misconduct and restatement conditions.

· No company access to claw back money. (Bonus bank, equity holdings, etc.).

	Dilution
	· Excessive dilution of shareholder equity.

· Total dilution and average burn rates (annual and three year) exceed peers

· Impact on financial statements of non-cash compensation expense.

	Language Standards
	· “Plain English” not practiced in proxy statements, Ks and Qs.

	Retention Exposures
	· Analysis of impact of underwater equity awards on morale and retention, or diminishing value of share-based awards.

· Too little unvested value remaining within executive’s total equity allotment.

· No monitoring of performance-based equity triggers and projected payouts.

· Near-term conclusion of LTIP earn out period.

· Competitive hiring and/or attrition 

· Into the sector

· From the sector (feeder pool).

· Weak succession planning, mentoring and messaging. Thin bench.

· Timeline status of contract renewal activity.


What is the range of executive compensation risk mitigation actions?
In light of highly publicized events over the last decade with abuses in the practice of executive compensation, compensation committees could easily be swayed to lock down all conceivable elements of compensation risk. Following a strict risk adverse pathway, would effectively remove liability from Committee members and likely protect the company from reputational damage. This extreme approach thwarts the intent of incentive compensation and the guidance that incentives provide for controlling executive behavior and attainment of organizational goals. Prudent, practical approaches to controlling risk are, in fact, the middle ground that reasoned regulators and shareholder advisory groups are navigating to achieve. The table below presents options for executive compensation risk mitigation.

	Mitigation Strategies
	Description

	
	

	Avoidance
	Eliminate. Governance policy and/or compensation plan design elements are amended to correct deficiencies and remove potential material risks.

	Reduction
	Optimize. Find balance. With any risk, there is the potential damage or opportunity for realizing the upside. Performance metrics, thresholds and payout curves are targets for optimization and fine tuning. Likewise, equity plan design elements including vesting provisions and grant sizing can be considered for reducing the likelihood and impact  Compensation plan design, tightened administrative timetables and controls, double signature approval processes, and Board discretion rights are amended to conform with best practices and align with peer group.

	Sharing
	Transfer risk to another entity. While this is a common tactic in many risk management situations using insurance or outsourcing to mitigate direct damage, this category offers few solutions for executive compensation matters.

	Retention
	Accept. Monitor. Budget for downside event. For many risks, the likelihood and the impact of a negative outcome is negligible. For other events, mostly catastrophic, the cost of mitigation is prohibitive. For many practices in executive compensation, the likelihood of misconduct or material impact rarely grows to a catastrophic magnitude. A sound plan, solid advice from advisory professionals and ongoing monitoring around tally sheets and scenario planning is appropriate mitigation tactics.


Are risks assessments discoverable by plaintiff attorneys?
Yes. It is conceivable that a plaintiff attorney could use risk assessment materials and meeting minutes to formulate a litigation game plan for attacking the company. It is important to have guidance from General Counsel at the outset of the risk assessment process that provides appropriate protection to Board members and the company employees for their roles in assessment and decision-making actions involving compensation matters. External advisors’ recommendations and actions in the conduct of risk assessment must also be considered.

Risk management must not be interpreted as risk avoidance.

To succeed, companies must chart new pathways, innovate and find unique levers for success that propel them past competitors to become the darlings of customer and shareholder delight—not once, not occasionally, but over a sustained period of time. Yet today, there is pressure and inducement toward conformance and risk aversion in the philosophy and practice of executive compensation. These influences are a genuine threat to a company’s success.

A company’s compensation program provides the essential linkage among elements of strategy, planning, action, results, rewards and sustained performance. Today, governance, plan design and the practice of executive compensation must be above reproach. Yet, compensation programs must remain competitive tools—levers for motivation, direction and retention. Companies must be able to tailor their compensation plans to their unique cultures and risk profiles. There must be innovation in compensation plan design; there must be outliers; and executives must be motivated and properly rewarded for the risk they navigate each day.

Growth companies, stable companies, companies pursuing renewal and even those in retrenchment cannot succumb to pressures—often coming from federal regulators—to boil down compensation plans to government-service inspired standardized pay schedules and performance targets that fail to excite and challenge leaders toward high achievement.

Patrick R. Dailey, PhD, works with Chicago Change Partners, a consulting firm that assists boards, leaders and teams navigate personal and organizational change to build sustainable organizational capability and exceptional leadership pipelines. 
