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On the other hand, feel that their company’s CEO compensation program 60 /
ise ective or very e ective. - 7 0

Fairly Effective, but Needs

Some Changes Ineffective

Very Effective Effective

How do you feel about
19% 57% 22% 2% your company’s CEO
compensation program?

N=768 |

In the case of their company, it is clear that board members feel performance is
the most important determinant of CEO compensation.

How important are the following in determining the level of CEO compensation in your company?

e R TR e — T
0% 2% 11% 40% 46% company performance
1% 3% 12% 21% 43% CEOQ performance
pay of CEOs in
2% 15% 41% 33% 9% :
peer companies
15% 36% 36% 12% 2% pay of the employees

in the company

concern over the
17% 22% 28% 11% 2% public perception of
CEO compensation

activist shareholder
groups

58% 31% 10% 2% 0%

N=768
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Looking to the future, board members do expect some changes in executive
compensation. Most expect increases in CEO cash and stock-based
compensation. However, a significant minority expect a reduction in
retirement packages (), severance packages (), and benefits ().

How much do you think the following will change in the next three years?

ggg:?{ease grgce:'ltlease No Change Isnrg?elslase w\?:jroerase
time board spendson | o Lo poos o
executive compensation
CEO C.aSh 1% 4% 32% 52% 12%
compensation
benefits and perquisites | o oo oo Lo
for CEOs
link between CEO pay
0% 0% 15% 45% 39%
and performance
CEO StOCk-ba.Sed 2% 12% 29% 38% 19%
compensation
CEO retirement packages | % 19% 38% 25% 12%
CEO severance packages | 11% 23% 32% 21% 14%
N = 768
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When it comes to what board members think should change, they strongly

favor increasing the link between pay and performance. A significant
minority favors the expected reductions in benefits, retirement packages,

and severance packages.

How much do you think the following should change?

gg{:orvrsase gglcall'ltlaase No Change ﬁ?(:?e“ase llvi!laCjI’Oerase

1% 2% 27% 49% 21% tlme b.oard Spends Or.]
executive compensation

3% 8% 42% 40% 7% CEO cash compensation

ot oo oo os ook benefits and perquisites
for CEOs

- - Lo s o link between CEO pay
and performance

4% 9% 36% 38% 13% CEO stock-based compensation

9% 16% 41% 24% 10% CEO retirement packages

18% 14% 34% 22% 11% CEO severance packages

N=768
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Over of board members feel the actions of consulting firms have been
‘ 60 0 / a very or extremely important cause of the post- increase in CEO
= 0 compensation. Next most important is the creation of new stock and incentive
plans. ereis also a feeling that weak boards have been an important cause
( say very important or extremely important).

How important do you think the following have been in increasing CEO compensation since 1980:

Not Important Somewhat
At All Important

Very Extremely

pponians Important Important

the actions of
compensation 3% 12% 23% 36% 26%

consulting firms

creation of new
stock and incentive 2% 10% 27% 45% 16%
compensation programs

weak boards 9% 25% 23% 29% 15%

scarcity of CEO talent | 23% 27% 25% 18% 7%

increased emphasis on pay

6% 21% 31% 35% 8%

for performance

increase in the di culty of
. 10% 21% 31% 29% 9%

the CEO’s job

board’s lack
of understanding of |  18% 30% 26% 21% 5%

compensation programs
lack of public information | oo - o0 o

about CEO pay plans
turnover of CEOs 15% 29% 32% 19% 4%

N=768
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Mandatory shareholder approval of compensation plans is the change board

members feel would have the greatest downward impact on executive compensation

( saygreat or very great). ey also feel tying pay closer to performance would

have significant downward impact.

' 50%

To what extent do you think the following would lead to a decrease in CEO compensation?

To a Very Small To a Small To Some To a Great To a Very
or No Extent Extent Extent Extent Great Extent
ro s ot Lok o full dlsclos_ure of executive
compensation programs
mandatory shareholder approval
9% 16% 25% 31% 19% of all executive compensation
programs
19% 26% 35% 16% 4% more independent boards
28% 27% 29% 12% 3% independent board chairs
Seos St S oot ot fewer CEQOs of other companies
on boards
9% 16% 36% 28% 11% tying pay closer to performance
N=768
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observations

Serving on boards has never been more challenging.
Directors are expected to know more, do more, and take
more responsibility for more areas of oversight than ever.
Based on the findings in this report and the experience of
its sponsors working with boards, we o er the following
observations about some of those key areas:

strategy

As a large majority () of our respondents reported, recent governance
reforms have resulted in boards spending more time on monitoring and less on
strategy. Yet this has occurred at a time when new competitive pressures are
also pushing directors back into their traditional role as strategic advisors.
Large strategic issues abound: o shoring, emerging markets in China and
India, new demands for growth. Addressing those issues increasingly requires
the kind of bold management initiatives that can only be undertaken in
consultation with the board.

With fewer than six inten () directors in our survey responding favorably
when asked to rate their boards’ e ectiveness in shaping long-term strategy,
directors are somewhat frustrated by the lack of opportunity to fulfill their
traditional role as sounding boards for strategy. We have observed that boards
are now doing a number of things to address that frustration:
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e Many boards have made strategy a regularly recurring agenda item to ensure that it is systematically
incorporated into ongoing board functions and deliberations.

* In-depth strategy reviews are becoming more commonplace, including strategic retreats.

 Boards are recognizing the need for significant strategic acumen among directors and are making it an
important qualification/competency when recruiting new board members.

succession management

CEO turnover has increased as the pressure for performance has greatly
intensified. Further, boards must be prepared for unforeseen loss of leadership.
Yet only of directors in this study rate their boards as e ective in this
critical area of responsibility. As a result, many boards are focusing on succession
planning and leadership development in the compensation committee to ensure
that substantive and detailed attention is given to CEO succession. In addition
to doing more about CEO succession, some pioneering boards are also doing
more about broader issues of succession management:

« Increasingly, boards are not simply insisting on evaluating external and internal candidates, but are ensuring
that succession needs and risks throughout the top levels of their companies are being systematically managed.

« In leadership development, boards are becoming more e ective at tracking the internal human capital resources
of the company and overseeing plans for appropriate training, development, rotation, and exposure of high
potential executives.

« In addition to ensuring that there is an internal pipeline of talent, some boards are also making sure that
management has analyzed talent gaps and determined long-term talent requirements in relation to strategy.

et

boards spend more time on
monitoring and less on strategy




compensation

Increased scrutiny of compensation by both the media and institutional
investors and new SEC compensation disclosure requirements has put
compensation on the front burner for directors. Just as Sarbanes-Oxley and
the new exchange requirements focused attention on the audit and governance
committees and resulted in increased rigor and empowerment of these
committees, the current environment is likely to bring significant and lasting
change to the practices of compensation committees:

Boards will move away from opaque boilerplate disclosure to more clearly articulate—both internally and
externally—how compensation decisions equate to pay for performance.

e Compensation committees will more closely scrutinize executive severance packages, retirement benefits,
and perks.

 Stock option plans, restricted stock, and other incentive compensation plans will be refined to support
sustained growth, long-term profitability, and strategic development over short-term results.

» While many directors today see excessive executive compensation perpetrated by others, they are likely to
engage in more self-reflection as pressure mounts to reign in growth in pay.

board recruiting and development

More exacting standards of accountability and new restrictions on
CEOs serving on outside boards have made identifying and recruiting
qualified board members more di cult. As this survey found, a significant
number () of directors are increasingly reluctant to serve on other
boards. At the same time, best practices in board composition prescribe
the long-term shaping of boards to create precisely the right combination
of competencies required to achieve good governance and align with
the company’s present business needs and long-term goals—further
complicating board recruitment. Boards can address this challenge in

a number of ways:
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Training and evaluation of individual board members, which according to our findings lag far behind most
other board activities, can be greatly improved to broaden and deepen the requisite competencies.

Nominating committees can look beyond CEOs to expand the pool of potential candidates to include
presidents, chief operating o cers, chief financial o cers, and heads of large operating units and they can look
beyond business to the non-profit sector, academe, and government.

Nominating committees should prepare careful long-term director succession and board evolution plans that are
matched to the company’s strategy, enabling the board to consider both short-term and long-term requirements
in the distribution of skills and qualifications among directors, rather than simply react to an immediate need to
fill a board vacancy.

Nominating committees can address director recruitment as a continuous ongoing activity rather than a task
undertaken only when the need is current and pressing.

Even when there is no immediate requirement for director succession, boards should be open to opportunistically
welcoming highly qualified directors, which may occasionally require enlarging the board.

Boards can help enlarge the pool of director candidates by encouraging their CEOs and senior executives to
join at least one board, which benefits the company by making executives more responsive and understanding
of their own board’s role and needs while also contributing qualified director candidates to the general
business community.
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study sponsors

e University of Southern California’s Marshall School of Business is a private
research and academic institution committed to educating tomorrow’s global
leaders and is ranked as one of the country’s top schools for accounting, finance,
entrepreneurship, and international business studies.

e Center for E ective Organizations (CEQ) in the Marshall School of Business
actively involves corporations in developing new and useful knowledge about
how organizations can be more e ective in highly competitive environments.
CEOrs pioneering research in the areas of organizational design and e ective-
ness has eared it an international reputation for research that bridges the gap
between academic theory and management practice.

www.marshall.usc.edu/ceo

Heidrick & Struggles is the world’s premier provider of senior-level executive
search and leadership consulting services, including talent management, board
building, executive on-boarding and M&A e ectiveness. For more than
years, we have focused on quality service and built strong leadership teams
through our relationships with clients and individuals worldwide.

e Global Board of Directors Practice of Heidrick & Struggles is expert in
recruiting board members who fulfill the highest priorities of today’s best-
managed companies. We also proactively work with board members and CEOs
on critical assignments such as executive assessment, succession planning and
board director reviews to ensure that our clients have access to the best talent in
the marketplace.
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