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EXECUTIVE COMPENSATION

Executive Compensation Planning for Pre-IPO Companies

By DoreeN E. LILIENFELD AND VERONICA M.
WISSEL

ompanies considering going public will likely re-
c view their compensation programs in connection

with their initial public offerings. Public compa-
nies are able to make broader use of equity-based com-
pensation, and are required to follow more formal
decision-making processes, than their private counter-
parts. Many executive compensation rules and regula-
tions under the federal tax code and securities laws are
applicable to public companies but not private compa-
nies. Moreover, there have been significant legal devel-
opments in recent years:
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®m The Sarbanes-Oxley Act of 2002 has expanded the
liability of CEOs and CFOs for inaccurate disclo-
sure and resulted in complex internal control re-
quirements for public companies;

® The SEC has rewritten a number of times the rules
that govern compensation disclosure of named ex-
ecutive officers and requires a narrative in each
proxy statement covering the “hows” and “whys”
of executive pay;

m New tax rules put significant pressure on issuers
to assure that pre-IPO option grants have an exer-
cise price at least equal to the fair market value of
the underlying stock at the time of grant;

m “Risk” and “risk assessments” have become the
new mantras in assessing the efficacy of compen-
sation arrangements; and

® The Dodd-Frank Wall Street Reform and Con-
sumer Protection Act of 2010 has added new sub-
stantive disclosure requirements and given inves-
tors the right to cast say-on-pay votes.

Shareholder advisory groups and institutional share-
holders have also become more active in policing ex-
ecutive compensation policies and voting against pay
practices and directors at companies that do not mea-
sure up to their standards.

With this in mind, companies preparing for an IPO
should take steps as early as possible to ensure their
compensation programs are in order. The following is
an overview of several key issues to consider when pre-
paring for an IPO.

1. Change-in-Control Provisions Take on New

Importance

Protecting senior management in a change in control
is a common practice in public and private companies.
After an IPO, with a company’s securities freely trans-
ferable on a public exchange, companies are more vul-
nerable to unplanned takeovers and other change-in-
control transactions. And in the event of an uninvited
change in ownership, a new owner may be more likely
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to terminate senior management. As a result, when
companies go public, many revisit their severance and
change in control provisions for senior management to
ensure that key executives are adequately protected.

Pre-IPO companies should determine which key ex-
ecutives need special change-in-control protection un-
der employment agreements, severance plans, equity
plans or other compensation programs, and whether
these payments should be “single trigger” or “double
trigger.” Single-trigger payments are made upon a
change in control of the company, regardless of
whether the executive remains employed after the
transaction, and double-trigger payments are made
only if there is a change in control and the executive’s
employment is terminated as a result. Because share-
holder advisory groups and corporate watchdogs gener-
ally frown upon single-trigger payments, many public
companies have moved to double-trigger arrangements.

Public companies have less flexibility to avoid severe
tax penalties on certain change-in-control payments to
senior management under Section 280G of the Internal
Revenue Code of 1986, as amended (the “Code”). Sec-
tion 280G of the Code and its companion, Section 4999,
impose a 20 percent excise tax on ‘“‘excess parachute
payments” and limit the employer’s tax deduction for
these payments.! Private companies can avoid these ad-
verse tax consequences if, contemporaneously with a
transaction, the payments are voluntarily put at risk by
the executives and approved by 75 percent of the com-
pany’s shareholders. Since this exception is not avail-
able to public companies, pre-IPO companies must con-
sider the tax and cost implications of their new and ex-
isting change-in-control arrangements.

Companies take different approaches to planning for
potential Code Section 280G issues. Some companies
incorporate 280G ‘“‘cutbacks” into their compensation
arrangements, such that change-in-control payments to
any individual will be reduced to the extent necessary
to avoid triggering Section 280G. Section 280G “gross-
ups”’ that make executives whole for the excise tax li-
ability incurred in connection with an excess parachute
payment have come under pressure in recent years due
to the strong disfavor of gross ups by shareholder advi-
sory firms.

Regardless of which approach is taken, companies
should identify their change-in-control compensation
strategy when preparing for an IPO and ensure all com-
pensation plans and agreements work together and are
aligned with the strategy. Companies’ compensation
disclosure should also provide a rationale for their ap-
proach to change-in-control payments and Section
280G issues.

! Section 280G of the Code is implicated when the aggre-
gate amount of change-in-control payments made to a “dis-
qualified individual,” which includes directors, officers, highly
compensated individuals and certain significant shareholders,
equals or exceeds three times such individual’s ‘“base
amount,” which is the individual’s five-year average W-2 com-
pensation. If Section 280G of the Code is triggered, then any
amount that exceeds one times the ‘“base amount” is consid-
ered an “excess parachute payment” and is subject to the 20
percent excise tax on the individual receiving the payments
and loss of deductibility for the paying company.

2. Corporate Governance Rules Require a More

Formalized Compensation Process

Public companies are subject to many corporate gov-
ernance rules that are not applicable to private compa-
nies. Accordingly, the procedures relating to executive
compensation and equity programs will likely change
significantly after an IPO. The company’s compensation
committee will have to be comprised of independent
members, and the committee will be required to take on
a more active role in designing and administering the
company’s compensation programs.

Many private companies make executive and equity
compensation decisions at the level of the full board of
directors. However, because of public companies’
broader use of equity compensation and the enhanced
duties and responsibilities of a public board of direc-
tors, public companies often delegate most compensa-
tion decisions to their compensation committees. In ad-
dition, several rules relating to compensation applicable
to public companies require a committee of indepen-
dent directors to make certain compensation decisions
for the company:

® Under the Nasdaq and New York Stock Exchange
listing rules, a committee of independent directors
must take certain actions regarding executive
compensation.

m Section 162(m) of the Code (described further be-
low) requires a committee of independent direc-
tors to administer certain performance-based
compensation, and specifically to set the perfor-
mance goals at the start of the fiscal year and cer-
tify whether those goals have been met at the end
of the fiscal year.

® Under Section 16 of the Securities Exchange Act
of 1934, as amended (the “Exchange Act”), equity
grants may be exempt from the short-swing prof-
its liability if they are approved by a committee
comprised solely of “outside directors.”

For these reasons, companies preparing for an IPO
should take the following steps to ensure that their
compensation committees are appropriately organized
and prepared for their role in the public company:

B Analyze compensation committee members under
all of the relevant independence standards. Each
of these independence standards is different, and
the Section 162(m) and Section 16 rules are gen-
erally more restrictive than the Nasdaq and NYSE
rules.

® Brief compensation committee members about the
various rules and requirements under Section
162(m) of the Code and Section 16 of the Ex-
change Act.

B Reconsider the decision-making processes to en-
sure that the compensation committee has the au-
thority to make all decisions required to be made
by independent directors.

3. Compensation Consultants and Peer Groups
Should Be Examined

Many (but not all) companies use a compensation
consultant to advise on post-IPO compensation matters.
Compensation consultants can provide market data and
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assist the compensation committee in determining what
changes should be made to the company’s executive
compensation structure and levels in light of peer prac-
tices. Consultants can also assist in analyzing execu-
tives’ current equity ownership levels and any recom-
mended adjustments to those levels. To the extent a
pre-IPO company chooses to use a compensation con-
sultant, it should keep in mind the following disclosure
requirements:

m If compensation consultants provide services
other than executive or director compensation ser-
vices for an annual fee of more than $120,000,
then the company must disclose the aggregate fees
paid to the consultant for compensation consulting
and other services.

B The company must also disclose whether the deci-
sion to engage the consultant was made or recom-
mended by management and whether the board
approved those services. For this reason, compa-
nies should consider having the compensation
committee decide whether to engage a consultant,
and which consultant to engage.

® The Dodd-Frank Act requires additional disclo-
sure on potential conflicts of interests raised by
compensation consultants’ work.

A secondary issue raised in the context of a compen-
sation consultant’s services is that the SEC’s disclosure
rules also require companies to disclose any bench-
marks used or peer groups analyzed to determine ex-
ecutive compensation. If a company uses a peer group
to analyze executive compensation, the peer group
members must also be disclosed. Pre-IPO companies
should keep in mind that any future changes to the peer
group will have to be disclosed and explained.

4. Named Executive Officer Compensation Will Be

Publicly Disclosed

The Form S-1 Registration Statement requires disclo-
sure of the compensation for the last completed fiscal
year for the issuer’s named executive officers
(“NEOs”). NEOs include anyone who served as the
CEO or CFO during the last fiscal year and the three
next-most highly compensated executive officers.?
While this point may seem obvious for those familiar
with the SEC disclosure rules, it is worth pointing out
for several reasons:

B An individual must be an executive officer in order
to end up in the tables. As part of the pre-IPO plan-
ning exercise, issuers must determine which indi-
viduals are executive officers. Highly paid profes-
sionals may be vital to an enterprise, but if they do
not have an executive officer title or perform sig-
nificant policy-making functions for the issuer,
they will not have their compensation reported in
the tables.?

2 Up to two additional individuals may also be included to
the extent the individual would have been one of the three next
most highly compensated executive officers, had the individual
been an executive officer as of the end of the last fiscal year.
See Item 402 (a) (3) of Regulation S-K under the Exchange Act.

3 The term “executive officer” means the company’s presi-
dent, any vice president in charge of a principal business unit,
division or function (such as sales, administration or finance),

® Hiring bonuses, one-off equity grants and any
other special or out-of-the-ordinary bonuses or in-
centive payments may unexpectedly push an indi-
vidual executive officer into the ‘“named executive
officer” category.

m All payments and compensation arrangements
will have to be publicly disclosed and any underly-
ing contracts must be publicly filed, even if the
company intended for the arrangements to be con-
fidential. For some issuers, this might create sen-
sitive employee relations issues.

5. Annual Bonus and Incentive Plans Must Be
Disclosed in Detail With Targets

The SEC rules require issuers to disclose the corpo-
rate and individual performance factors used to deter-
mine bonuses. These typically include performance tar-
gets, the weighting of each target, the actual results
achieved for each target and how the results were used
to determine the amount of the bonus.*

The SEC’s bonus disclosure rules can create some is-
sues for newly minted public companies. Some private
companies have very informal bonus-setting processes
and may find it difficult to describe how they determine
bonuses. Other companies may use a formal process
but may consider highly specific factors that they may
feel uncomfortable disclosing.

Companies preparing for an IPO should consider
how they will describe their annual bonus program and
its associated performance measures. To the extent a
company might not feel comfortable disclosing its his-
torical approach, it will have to find a way to describe
the factors and procedures with enough detail to inform
investors about the manner in which bonuses were de-
termined and articulate a logical and clear rationale for
both the bonus-setting process and the payout deci-
sions.

If feasible, it may be advisable for some companies to
develop bonus programs for the year preceding the ini-
tial filing to be more consistent with programs used by
public companies. This may entail, at a minimum, uti-
lizing common, GAAP-consistent or reconcilable mea-
sures of corporate performance, like net profits or
EBITDA, so that the company will be able to disclose
specific performance targets, payout formulas, target
bonus amounts and actual payout amounts.

6. Section 162(m) of the Code

Section 162(m) of the Code applies to public compa-
nies and limits the tax deductibility of compensation

any other officer who performs a policy-making function or
any other person who performs similar policy-making func-
tions for the companies. See Rule 3b-7 of the Exchange Act.

*The SEC has indicated that issuers are required only to
disclose performance targets relating to prior fiscal years and
are not required to disclose future or ongoing performance tar-
gets. In addition, under the SEC rules, there is a very narrow
exception to the requirement to disclose performance targets
and measures to the extent they constitute confidential infor-
mation. Whether bonus targets are confidential is measured
using the same tests utilized for determining confidential treat-
ment of trade secrets or commercial or financial information
under Rule 406 of the Securities Act of 1933, as amended (the
“Securities Act”) and Rule 24b-2 of the Exchange Act. See In-
struction 4 to Item 402(b) of Regulation S-K under the Ex-
change Act and 5 U.S.C. 552(b) (4).
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paid to top executives (similar to the group of named
executive officers) to $1 million, unless certain excep-
tions apply. The most important exception is for “quali-
fied performance-based compensation.”

In order for compensation to be considered
performance-based, it must meet several criteria. The
compensation must be subject to the achievement of
pre-established performance goals set by the compen-
sation committee at the beginning of the applicable per-
formance period, and the compensation committee
must certify after the end of the performance period
whether and the extent to which the goals have been
achieved. Shareholders must approve the material
terms of the plan, including the menu of performance
goals from which the compensation committee may es-
tablish performance targets, and the limit on the maxi-
mum amount of any payout that may be made to any in-
dividual in any year (or in the case of equity awards, the
maximum number of shares subject to any one or more
awards that may be granted to any individual in any
performance period).

For newly public companies, the rules provide a tem-
porary exemption from the $1 million limit for pay-
ments that are made pursuant to a plan or agreement
that existed while the company was private, but only to
the extent that the company provides all required dis-
closure of the plan or agreement in its prospectus.® This
transition period lasts until the earliest of:

B The expiration of the plan or agreement;

B The material modification of the plan or agree-
ment;

m The issuance of all employer stock and other com-
pensation that has been allocated under the plan;
or

m The first meeting of shareholders at which direc-
tor elections will occur that takes place after the
end of the third calendar year following the calen-
dar year in which the IPO transpires.

Companies should consider using the IPO transition
period to the maximum extent possible for any compen-
sation arrangements that will be used after the IPO. In
order to benefit from the transition period, the compa-
ny’s Form S-1 must disclose “information concerning
those plans or agreements that satisfie[s] all applicable
securities laws then in effect.”® While the IRS has never
elaborated on what level of disclosure is necessary to
satisfy the transition period disclosure requirement de-
scribed above, many practitioners have taken the posi-
tion that this means all of the following disclosure re-
quired under Item 10 of Schedule 14A when public
companies seek to obtain shareholder approval of a
compensation plan:

m A description of the material features of the plan,
each class of persons eligible to participate and the
approximate number of persons in each class;

m Tabular disclosure of the new plan benefits deter-
minable under the plan; and

m The federal income tax consequences of the issu-
ance of any options, warrants or rights.

5 See Treas. Reg. § 1.162-27(f).
6 Treas. Reg. § 1.162-27() (1).

Section 162(m) also provides an important transition
rule for options, stock appreciation rights and restricted
property. Stock options, stock appreciation rights or re-
stricted property granted under a plan that is exempt
during the transition period will continue to be exempt
from Section 162(m), even if these awards vest or are
paid after the end of the transition period. The IRS re-
cently clarified that this special transition rule does not
apply to any other equity-based compensation awards,
like restricted stock units or phantom stock awards.”

7. Stock Option Grants Prior to IPO Will Be

Scrutinized

Due to the deferred compensation rules of Section
409A of the Code, accounting rules regarding stock op-
tions, and the requirements for incentive stock options,
it is substantially universal practice to grant stock op-
tions with an exercise price at or above the fair market
value of the underlying common stock on the date of
grant. Under Section 409A of the Code, the board of di-
rectors must determine the fair market value in good
faith using a reasonable valuation method that takes
into consideration all available information. As a com-
pany gets closer to an IPO, the potential IPO would be
a material factor to consider in determining the fair
market value of the company’s stock. In addition, the
SEC is likely to scrutinize any stock option grants made
in the 18-month period prior to an IPO to ensure com-
pliance with all tax and accounting rules.

8. Disclosure of Material Risks Posed by

Compensation Programs Is Required

Following the economic crisis of 2008 and the associ-
ated instability of financial institutions, corporate gov-
ernance regulators began to focus on institutional risk
created by compensation programs. The 2009 amend-
ments to the SEC compensation disclosure rules re-
quire issuers to disclose any material risks arising from
employee compensation policies and practices that are
reasonably likely to have a material adverse effect on
the company. To the extent that an issuer identifies
these risks, the company must disclose its compensa-
tion policies and practices as they relate to risk manage-
ment and risk-taking incentives. This disclosure re-
quirement covers compensation programs for all em-
ployees, not just named executive officers.®

If a company has determined that its compensation
policies and practices do not pose material risks, there
is no obligation under the SEC rules to make an affir-
mative statement to this effect. However, making no
statement at all about compensation risks arguably im-
plies that the company has determined that its compen-
sation arrangements do not pose material risks to the
enterprise. Further, when a company does not include
any statement about risk, the SEC will often ask the
company to explain the omission and describe how it
determined there were no material risks, as part of the
comment process leading up to the effectiveness of the
registration statement. Larger, well-established public

7See Certain Employee Remuneration in Excess of
$1,000,000 Under Internal Revenue Code Section 162(m). 76
Fed. Reg. 37034 (June 24, 2011) (to be codified at 26 C.F.R.
Part 1).

8 See Item 402(s) of Regulation S-K under the Exchange
Act.
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companies typically include affirmative language stat-
ing that they have considered the potential risks posed
by their compensation programs.®

Companies use different approaches regarding to
who conducts the compensation risk assessment. Some
companies task their compensation committees with
conducting the assessment in consultation with the
company'’s risk officers. Others include the compensa-
tion risk assessment as part of the board and audit com-
mittee’s overall risk oversight and analysis responsibili-
ties, with input from the compensation committee.

9. Post-IPO, Say-on-Pay Votes Will Be Required

With the passage of the Dodd-Frank Act, all public
companies are now required to hold a nonbinding
shareholder vote on the company’s executive compen-
sation as disclosed under Item 402 (which includes the
Compensation Discussion and Analysis (the “CD&A”),
as well as the tables and narrative disclosure following
the CD&A). While this vote is not required during the
IPO process, it is important to take into account that
shareholders will scrutinize and vote on the compensa-
tion programs and policies implemented by a newly
public company in future years. Companies about to go
public must consider corporate governance trends that
did not apply to them when they were private. Among
the “hot buttons” for shareholder advisory firms are the
following:

® Investor groups disfavor tax gross-ups of any kind,
including gross-up obligations to compensate ex-
ecutives for potential golden parachute tax liabili-
ties, for taxes incurred on perquisites or personal
benefits and for tax penalties due to violations of
Section 409A of the Code.

m Shareholder advisory groups focus on the link be-
tween pay and performance, and favor incentive
arrangements tied to concrete corporate and indi-
vidual performance measures over guaranteed or
time-based payments and benefits.

9 According to Shearman & Sterling’s 2011 survey of direc-
tor and executive compensation practices, 96 of the 100 larg-
est public companies surveyed included some sort of risk dis-
closure in their annual proxy statement. The survey and the
companion survey regarding general governance practices are
available on the Shearman & Sterling LLP website at
corpgov.shearman.com, as well as details on how to download
highlights of our survey in an App available from the iTunes
Store® and the Android Market®.

® Shareholder advisory firms closely examine share-
recycling provisions and equity burn rates and of-
ten have formulas to determine what is acceptable.
These firms disfavor equity plan provisions allow-
ing companies to re-issue shares or options or
other awards covering shares that have previously
been forfeited or sold back to the company. Share-
holder advisory firms also look at the shares avail-
able for issuance under equity plans and the rate
at which companies grant equity awards.'°

® Shareholder advisory firms regularly criticize per-
quisites and personal benefits that are deemed
“excessive.” Benefits most often criticized are per-
sonal use of company aircraft, country club mem-
berships and car services.

Conclusion

These are but a few of the many issues that must be
addressed during the IPO process. Nonetheless, they il-
lustrate the fact that strategic planning in the year or so
leading up to a potential IPO can make the IPO process
go more smoothly and allow the issuer to present its
compensation programs in the best, most accurate light
to its future public shareholders. A newly public com-
pany can examine the compensation disclosure regime
and other regulations in a holistic manner and structure
its programs accordingly.

A public company program may look significantly
different from a pre-IPO compensation program, both
in the actual levels and types of compensation offered,
and in the processes used to set and oversee compensa-
tion. Pre-IPO companies, however, might use the IPO
process as an opportunity to reconstitute its compensa-
tion programs and utilize an expanded array of com-
pensation components in a manner that most effectively
motivates and retains the company’s key employees.

101t should be noted that Institutional Shareholder Services
Inc. (“ISS”), a shareholder advisory firm, has proposed a new
policy update under which ISS will recommend that share-
holders vote on a case-by-case basis with respect to share-
holder approval of equity plans for companies that have re-
cently undergone an IPO. In the past, ISS as a general rule rec-
ommended approval of equity plans of post-IPO companies
when the approval was for purposes of Section 162(m) of the
Code. Under the proposed new policy, ISS will conduct a full
equity plan analysis, looking at total shareholder value trans-
fer, re-pricing, burn rate, and change in control provisions, to
determine whether to recommend voting in favor of plan ap-
proval.
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