Reprinted with permission from—

Pensionsd:Investments

The International Newspaper of Money Management

April 4, 2005

CORPORATE GOVERNANCE

Survey finds executive comp key
issue for institutional investors

By Cecily O'Connor

Executive compensation policies
and how to create them are among the
major corporate governance issues
institutional investors wrestle with,
according to a new survey from
Pensions & Investments and Vivient
Consulting LLC, El Segundo, Calif.

“Investors have been focused on
executive compensation for the last
couple of years and will continue to be
this year and into the future,” said
Gregory Taxin, chief executive officer
of proxy research firm Glass, Lewis &
Co. LLC, San Francisco. “It is an issue
that serves as both a signal for how
good the board of directors is and how
vigilant the board is being about pro-
tecting shareholder interests.”

At a time of heightened corporate
accountability, nearly 9 out of 10 sur-
vey participants said the level of exec-
utive compensation is important or
very important when evaluating a
company. Moreover, 78% said long-
term cash-based incentives would
encourage better performance than
common alternatives such as restricted
stock and stock options.

Long-term cash-based incentives
are “great because they tie to specific
financial goals rather than tying
executive compensation to stock
price, which fluctuates by the mar-
ket,” said Susan Schroeder, a partner

at Vivient Consulting.

Corporate scandals over the
past few years have spurred
shareholder activism, not only
with efforts to rein in pay and
promote fiscal discipline, but
also to tighten voting policies
and realign board structure.

The survey results take into
account input from 100 pen-
sion funds, money managers
and hedge funds regarding
their views on governance
practices at portfolio compa-
nies. Pension funds made up
half of respondents, while
money managers (20%), hedge
funds (20%) and other types of
firms (10%) rounded out the
pool. More than half of the
respondents had more than $1
billion in assets.

In addition to executive
compensation, respondents
said they are concerned about
director accountability and the
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accuracy and transparency of financial
reporting.

One tricky area centers on “pay for
performance,” or how to measure the
performance component in compen-
sation programs. When asked how
they establish if a company’s compen-
sation is truly pay for performance,
28% said they look to a “transparent,

measurable link” between perfor-
mance and salary. Another 28% said
they evaluate industry peer compar-
isons, while 19% said it is too “difficult
to determine.” About 14% said they
rely on incentives based on “meaning-
ful performance measures that can't be
manipulated,” such as return on
investment.
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“You have to allow for different cir-
cumstances and whats happening in
the market and economy, and its not
often black or white,” said Richard
Koppes, of counsel at law firm Jones
Day in San Francisco and a former
deputy executive officer
and general counsel of
the California Public
Employees’ Retirement
System, Sacramento.

Another area of con-
cern is how to evaluate
employee and executive
stock option costs, and
several respondents said
they use more than one
method. For example,
about 26% employ the
“as-reported” account-
ing expense number
reported
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Vivient's Susan Schroeder
said long-term cash-based
incentives ‘are great’ because
they tie into specific goals.

mum period of time before selling and
to use a pay-for-performance system to
compensate leaders. Another 60% of
respondents also said it is key to lay
out stock ownership guidelines for
executives.

Director indepen-
dence is a chief con-
cern about board struc-
ture. More than 90% of
respondents said they
believe it is important
or very important to
ensure the maximum
number of indepen-
dent
Respondents  strongly
support
accountability

directors.

director

and
favor re-electing direc-
tors annually, limiting
the number of public
company board seats

held by

individual

123. Another 21% look
at the equity overhang, or the number
of shares available for grant plus
options outstanding. About 10% said
they calculate their own expense num-
ber based on their own assumptions.

Growing importance

The issue of options expensing is
taking on increased importance since
the Financial Accounting Standards
Board required public companies
expense equity grants for financial
reporting periods after June 15, 2005,
said David Harper, a senior consultant
at Vivient.

“All institutional investors recog-
nize (stock options are) a real cost,” he
said. “Its a dilution to them, but there’s
no consensus to figure it out.”

An issue on which institutions do
agree is that its necessary to be cog-
nizant of management decisions that
affect a corporation’s value. When
asked which executive compensation
policies foster good governance,
respondents said they prefer equity
ownership and pay for performance.
More than 80% of respondents think it
is important to require executives to
hold their equity grants for a mini-

directors and holding
performance appraisals for directors.

When asked about the level of
involvement in corporate governance
activities, 46% of respondents said
institutional investors are “appropri-
ately involved” and 39% indicated
they should be “more involved.”
Conversely, about 13% said institu-
tional investors are too caught up in
shareholder activism.

Whatever the case, the evolving
nature of corporate governance pro-
vides opportunity for institutional
investors to exercise their supervisory
duties, said Ann Yerger, executive
director of the Council of Institutional
Investors, Washington, whose mem-
bers include 140 pension funds.

“We'd like to see investors getting
involved on policy-related issues,
whether it’s stock options expensing or
proposals coming out of the SEC,” she
added.

Room to improve

There is room for institutional
investors to improve when it comes to
their participation in corporate gover-
nance, including voting power and
encouraging the board to better repre-

sent shareholder Ms.
Schroeder said.

When asked how active their orga-
nizations are in corporate governance,
survey respondents were split, with
half reporting “not active” and the
other half reporting a moderate to high
level of participation. The main
method of participation is proxy vot-
ing, with 68% regularly voting their
proxies. The survey did not indicate if
the other 32% delegate proxy-voting
responsibility.

With respect to involvement,
investors also said they vote against
management or board-sponsored

interests,

incentive plans (30%); participate in
shareholder lawsuits (26%); and
communicate directly with manage-
ment or the board (23%).

In the midst of the annual meeting
season, about 80% of respondents
said they agree or strongly agree that
shareholders should have the right to
vote on annual re-election of direc-
tors, poison pills, golden parachutes
and bylaw amendments. About two-
thirds also agree or strongly agree
that shareholders should have the
right to vote on term limits of direc-
tors.

“We think this proxy season, insti-
tutions are focused on the director
nomination and election process,
which is one of the most important
rules of the game,” said Mr. Taxin of
Glass, Lewis.

More than half of respondents said
they subscribe to corporate gover-
nance rating services. Institutional
Shareholder Services Inc., Rockville,
Md., is the most widely used firm
(27%), followed by Standard &
Poor’s Corporate Governance Scores,
New York (7%), and Glass-Lewis
(2%). Most participants said rating
services are of moderate value in
evaluating companies. About 30%
said they consider the services valu-
able, while 11% said they are not
valuable.

Pension funds and money man-
agers surveyed tend to favor ISS, Mr.
Harper said. The bulk of hedge fund
respondents are using S&P. [
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