What to Do About Those Outrageous CEO Severance Deals by Julie Connelly

The shareholder push for a say on pay, particularly pay for failure, is gaining ground. Here's what some boards are doing about it—and how a few CEOs are meeting them more than halfway by tearing up their employment contracts.

While shareholders are plenty mad about CEO compensation in general, they’re truly enraged about what they call pay for failure, the big bucks doled out to CEOs who have blown it—particularly those who pocket millions in the form of gargantuan exit packages. The poster boys for these excesses include Henry A. McKinnell, who waltzed out of Pfizer with more than $200 million after presiding over a 40% decline in the stock price, and Robert L. Nardelli, who checked out of Home Depot with $210 million after six years during which the price of the company’s shares was about as active as drying paint.

Numbers like these explain why “say on pay” is shaping up as the next hot issue for board members. Investors are pushing hard to be heard on how much total compensation companies pay their top dogs, both now and when they step down or get pushed out. This includes severance, change-of-control deals, accelerated vesting on restricted stock and the like, and the aptly named gross-ups, where companies even pay the taxes CEOs owe on their golden parachutes. Congress has jumped aboard the same bandwagon. The House has passed the Shareholder Vote on Executive Compensation Act—introduced by Barney Frank, chairman of the Financial Services Committee—which will mandate an advisory vote for shareholders on how much top executives are paid. Presidential hopeful and Illinois senator Barack Obama asked that the Senate Banking Committee schedule hearings on his version of the bill. (For more on what Barney Frank has to say about reining in executive compensation, see the box on page 32.)

Say-on-pay resolutions surfaced in proxies at a handful of companies during this year’s annual meetings. Shareholders of Bank of New York, Merck, and Occidental Petroleum narrowly rejected the proposals. Their counterparts passed them by a clear 57% majority at Blockbuster and a skinny 50.2% at Verizon. Such votes aren’t binding, but they do suggest more say-on-pay demands next year. The board of insurer Aflac, meanwhile, passed a resolution of its own in February that will give its shareholders a nonbinding vote on top-executive pay. Says chairman and CEO Dan Amos, 55: “We believe that providing an opportunity for an advisory vote on our compensation report is a helpful avenue for our shareholders to provide feedback on our pay-for-performance compensation philosophy and pay package.”

Unless Congress sets an earlier deadline for everybody, the Aflac vote will go into effect in 2009. By then, every proxy will include the data on executive comp mandated by the Securities and Exchange Commission’s new transparency rules. These will put a dollar value on all the various components and perks that add up to a top executive’s total compensation for the previous three years, including payments that might be triggered by a merger or that kick in when a CEO steps down. McKinnell’s goodbye kiss, for example, included a relatively meager $14.1 million in actual cash severance; the balance was made up of $77.9 million in deferred compensation and an $82.3 million lump-sum pension. 

Pensions invite all kinds of legerdemain. McKinnell’s long-term incentive pay played a big role in the calculations when it came time to figure his pension. Otherwise, “the pension payout would have been in the range of $50 million to $60 million,” says James Reda, a New York City pension consultant. The notorious $187.5 million farewell package given to Richard Grasso after he was pushed out as CEO of the New York Stock Exchange provides an even more glaring example of how pensions, which are usually computed on base pay and bonuses, can be inflated. Grasso collected a $5 million bonus for keeping the stock market open after 9/11, and that sum was factored into the calculations of how much he was due when he left. Attorney Michael Melbinger, a partner at Chicago’s Winston & Strawn who represents boards when they negotiate CEO compensation, calls Grasso’s last payout “a classic case of a bonus gone awry.” New York State attorney general (now governor) Eliot Spitzer used a report by Winston & Strawn on Grasso’s compensation as part of a still-pending suit seeking the return of at least $100 million of his exit package.

Shareholder unhappiness, the SEC’s new proxy rules, and Barney Frank’s proposed law explain why boards, and members of their compensation committees in particular, have suddenly become a lot more focused on the fine print in the CEO’s total package, especially as it affects leaders who leave under a cloud. “Every one of my compensation committees is carefully reviewing severance agreements with the CEO,” says Betsy S. Atkins, 52, who sits on three: at Polycom Inc., a manufacturer of voice and video communications equipment; Reynolds American Inc., a tobacco company; and SunPower Corp., a maker of solar cells and panels. She’s not alone. “Severance agreements are one of the first areas of pushback by boards,” Melbinger says. 

In change-of-control situations, something occurs that can be even more galling to shareholders. CEOs who lose their jobs as the result of a merger or buyout of the company typically get grossed-up golden parachutes. Paying the departed’s taxes can cost a company plenty. The IRS demands that individuals pay a 20% levy on any parachute sum that exceeds a 2.99 multiple of their average salary and bonus over the previous five years, which most farewell deals do. In a gross-up, the tax obligation shifts to the company. So if an executive collects a package that tops the multiple by $1 million, you might think the company will owe the IRS 20% of that, or $200,000. Actually it goes much higher. According to tax advisory firm Alvarez & Marsal, a company won’t have to pay that 20% excise tax. Instead, it will have to come up with the federal, state, and local income taxes and other taxes, such as Medicare, that the executive owes on the gross-up amount. Alvarez & Marsal puts all these at $571,429. And because the IRS does not let companies write off what they spend on golden parachutes, that $1 million represents $350,000 in lost deductions, assuming a 35% corporate tax rate. In other words, in this example the gross-up will cost the company $821,429. That, of course, goes on top of the total severance package it has paid its former executive. Not surprisingly, boards that still offer contracts are trying to eliminate the payment of gross-ups. Those that have done so include AT&T, Prudential Financial, and SunPower. At Abbott Laboratories, CEO Miles D. White, 51, volunteered to purge the benefit from his contract, an offer the board presumably accepted with gratitude. 

Many CEOs recognize how serious a problem their compensation has become and are ready to be part of the solution. As many as two-thirds of those heading big companies don’t even have contracts, according to New York University finance professor David Yermack. This group includes Jeffrey R. Immelt, 51, CEO of General Electric; Charles O. Prince, 57, Citigroup; H. Lee Scott Jr., 58, Wal-Mart Stores; Rex W. Tillerson, 54, Exxon Mobil; and Frank Blake, 57, who succeeded Nardelli at Home Depot. Though Blake did have a contract promising him an exit package in his previous job as vice chairman of the company, Home Depot is not guaranteeing severance for him as CEO, as it did in the controversial Nardelli arrangement.

Another batch of CEOs have gone one step further and scrapped the contracts they had, among them Kenneth D. Lewis, 60, of Bank of America; James J. Mulva, 60, ConocoPhillips; and G. Kennedy Thompson, 56, Wachovia. Still another volunteer was Richard M. Kovacevich, 63, CEO of Wells Fargo. “Dick was very forward-looking,” says Donald Rice, founder and CEO of Agensys, a privately held biotech firm, and a member of Wells Fargo’s comp committee. “He said, ‘I don’t need this.’ He is in no risk whatever of losing his job, and he is in fine shape for the rest of his life.” He sure is. Last year Kovacevich’s total compensation was $29.8 million. Does Rice have a contract? Not at Agensys, he says, nor did he have one at Teledyne or RAND Corp., both of which he served as president. 

Boards rarely box themselves into situations that don’t offer an escape hatch. Aflac’s offer of a say-on-pay vote doesn’t obligate it to act on its shareholders’ recommendations, and Barney Frank’s bill wouldn’t require that. Directors still might choose to reward a CEO who, unprotected by a change-of-control agreement, puts through a beneficial merger that costs him his job. A new CEO who signs on to effect a tough turnaround should be offered severance as “compensation for the risk incurred in shaking things up,” argues Thomas Lys, a professor of accounting information and management at Northwestern University’s Kellogg School. “It’s payment for an individual to take a risk, and that’s the way boards should look at it.” Ford Motor’s directors took that view when they recruited Alan R. Mulally, 61, formerly the head of Boeing’s commercial airline division, to tackle the top job at the sputtering automaker a year ago. Mulally has a five-year employment contract with generous severance provisions. If he’d failed to survive the first year, he would have collected severance of $27.5 million, a goodbye package that included restricted stock units, accelerated vesting of options, and two years’ salary and bonus. If 2007 proves his undoing, the package will be even bigger. For one thing, he’ll have had time to accumulate more restricted stock and options whose vesting could be accelerated.

Deals like these are very much the exception, as is the extent of Ford’s problems. Overall, the size of severance packages at companies that still have them is shrinking. “These agreements are commonly being pared back. They are not as uniformly robust as they were in the late 1990s and early 2000s,” says Robert Stucker, a Chicago-based compensation attorney at Vedder Price Kaufman & Kammholz who is known for the deals he has put together on behalf of several celebrity CEOs, Robert Nardelli among them. For example, the amount of salary and bonus a CEO commonly receives as cash severance is declining to two or two and a half years of income, down from three. Boards are also looking at what David Hofrichter, managing director at Buck Consultants, a Secaucus, New Jersey, human-resources consulting firm, calls “evaporating severance.” The amount decreases as an executive spends time in a job and builds wealth. 

The best and most obvious place for boards to start chipping away at excessive comp and overly generous severance packages is where they have traditionally failed to do so in the past, namely at the time they negotiate a contract with a new CEO. “The board can make an appealing argument that the market is pushing these figures down and that everyone will look closely at any employment contract we file,” says Winston & Strawn’s Michael Melbinger. 

Directors may actually be able to take advantage of the say-on-pay trend when they’re holding the line on remuneration. In a speech at the 2007 Summit 

on Executive Compensation put on by the Audit Committee Leadership Forum in New York City, SEC commissioner Roel C. Campos pointed out that shareholder activism would give boards the impetus to tell the CEO, “Look, it’s not just the board that you’re negotiating with; we also submit our executive-compensation packages to shareholders for an advisory vote. We really don’t want an adverse vote, and therefore we’re simply not willing to give you an exorbitant package.” 

Boards looking for a new CEO should be aware that not all are as greedy as is often made out; directors shouldn’t give away the store just because they’ve identified an apparently ideal candidate. Executive recruiter Laurence Stybel of Stybel Peabody & Associates in Boston has two candidates for a CEO job, one of them already the board’s favorite. “I’m going to tell our other candidate that the board loves you and thinks you’re really good, but that someone else ranks ahead of you,” he says. “Then I’m going to tell the first choice that the board wants to negotiate with him, but that there is an alternative if things don’t work out.” 

“Things,” of course, usually means compensation. But too few search committees consider that their top choice might actually want to be the company’s CEO and may be willing to negotiate the money. Melbinger placed a CEO who “agreed to less than he probably could have gotten. He said he wanted to set a good example. He got a market-rate package on compensation but a below-market-rate package on severance and change-of-control protections.” There are more productive places to put the company’s money than in severance agreements. “What you want to do is create an incentive, versus a payment for screwing up,” says David Hofrichter. “Why not say to the CEO, ‘Here’s $2 million worth of performance shares, and if this works out, the $2 million will be worth a lot more. If it doesn’t, those shares will be worth a lot less, and that’s the amount you’ll get.’” 

Some new CEOs don’t even ask for a contract. Mary Junck, 60, was hired as executive vice president of Lee Enterprises, a Midwestern newspaper chain, in 1999 and promoted to CEO two years later. “She didn’t think a contract was necessary, and the board didn’t offer her one,” says William E. Mayer, 

a partner at Park Avenue Equity Partners and chairman of Lee Enterprises’ comp committee. 

Renegotiating an existing contract to trim a severance package is obviously a tougher sell, but not impossible. “If the relationship between the CEO and the board is positive and it’s anticipated that life will go on in that partnership, then you have a better chance,” Mayer says. “But there’s no chance, or very little, of renegotiating if you’re heading in a negative direction.” Even then, though, directors have leverage. Donald Rice of Agensys observes that any CEO has to realize that the board will remember a willingness to negotiate when it comes time to consider future raises and incentives. The CEO is not likely to dig in his heels unless he thinks he’s going to be fired anyway. In that case, relations have broken down so much that there is a lot to be said for the Home Depot solution: Pay him off, start again with a clean slate, and make it clear to the shareholders that contract negotiations with the next CEO will be different. They’d better be.

