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Among other things, your CEO should under-
stand that even the most unlikely provisions 
of the contract can have serious tax implica-
tions.

IN THE CONTEXT of  almost any organizational 
structure, the contents of  the CEO’s employment agree-
ment can have tax consequences. But it is important to 
begin at the beginning, by making sure that what appears 
to be an employment agreement, or what is being dis-
cussed, is actually an employment agreement. For exam-
ple, it is important to distinguish between an employment 
agreement and an executive severance agreement. Sev-
erance agreements cover little more than severance pay 
issues. Employment agreements typically address broader 
issues such as:
•	 Job responsibilities and reporting relationships;
•	 Policy and covenant issues that apply during the term 

of  employment;
•	 Severance pay running to the end of  a fixed term of  

employment;
•	 Ability to engage in paid or unpaid outside profes-

sional activities; 
•	 Locked-in terms of  compensation and benefits; and
•	 Special provisions negotiated with the executive, such 

as sabbatical, housing, or loans.
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	 Do not expect a severance agreement to cover 
issues like these. Especially in the context of  exempt 
organization boards, employment agreements 
sometimes provide some severance pay protection, 
but usually don’t amount to full-blown employment 
agreements — particularly for positions other than 
that of  the CEO.
	 When you review the agreement, consider 
whether you are reviewing it from the perspective 
of  the executive or the organization. On any given 
issue under an employment or severance agree-
ment, these perspectives will be quite different. 
Most of  the terms that are negotiated in the agree-
ment will arise, or be triggered, or become material 
issues, only if  the relationship between the CEO 
and the organization goes terribly awry. As a result, 
there is a natural and significant divergence of  per-
spective on many key issues. Effective employment 
agreements balance organization and executive 
needs and perspectives.
	 When issues arise under existing or contem-
plated agreements, consider the distinctly different 
interests of  the organization and the CEO on that 
issue. Do not expect the CEO to wear his or her 
“company hat” when looking at any issue pertain-
ing to his or her employment or severance agree-
ment. It is always a good idea to have legal repre-
sentation on both sides, even if  the negotiations are 
relatively friendly and expected to stay that way.
	 Consider the professional, ethical, employ-
ment, and fiduciary issues of  the person or entity 
whose interest you are representing when you look 
at an employment agreement issues for a key exec-
utive. If  the CEO asks General Counsel or outside 
counsel to consider an issue under the CEO’s em-
ployment or severance agreement, counsel should 
consider the perspective from which he/she is be-
ing asked to review that issue. Counsel should make 
it clear to the CEO that counsel cannot advise the 
CEO personally on the issue, and that counsel is 
always viewing every issue under the agreement on 

behalf  of  the organization, and toward represent-
ing the best interests of  the organization.
	 Often an issue that starts off  as an innocent 
question about the agreement, and which can be 
addressed rather simply from the organization’s 
perspective and in the organization’s interest, 
will become an issue in the CEO’s interest (or be 
viewed as such). It can be very difficult to separate 
the CEO’s interest from the organization’s interest 
on any issue under the agreement.
	 If  the General Counsel is being asked to ad-
dress an issue under the CEO’s agreement, it may 
put the General Counsel in the uncomfortable 
position of  acting in the organization’s best inter-
est while addressing an issue of  personal interest 
to the General Counsel’s ultimate superior. It may 
be advisable for the General Counsel to advise the 
CEO in advance that any issues under the agree-
ment should be addressed by outside counsel to the 
organization and by the CEO’s personal counsel.
	 Consider the ethical issues of  whether, when, 
how and with whom to raise issues, as counsel, with 
respect to the CEO’s employment or severance 
agreement. When you know that an issue will trig-
ger very different reactions and interests, and you 
have an ongoing relationship with the CEO and 
with the Board (whether you are General Counsel 
or outside counsel for matters that include advising 
the organization on employment/severance agree-
ment matters), do you raise issues on your own ini-
tiative? Do you alert the CEO if  you are going to 
raise an issue with the Board? Do you raise the is-
sue with the Board and advise the Board member 
or committee to speak to the CEO about the issue 
having been raised? It is often useful to discuss up 
front how and with whom these issues will be ad-
dressed.
	 Of  course, the most significant issues in any 
employment or severance agreement are going to 
be personal to that situation, and will be driven in 
part by special issues and circumstances. Succes-
sion planning issues may be incredibly important 
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to the organization when the CEO is 65 years old 
and there is no clear successor, and may be far less 
important when the CEO is 45 and there are very 
able executives ready to assume the CEO role if  
necessary. Severance pay protection may be very 
important to the CEO if  he/she had to relocate in 
taking the position, but may be somewhat less im-
portant if  he/she is from the area and would have 
other meaningful and comparable opportunities to 
remain in the area after leaving the organization. 
That said, we will try to identify and describe what 
frequently the most important considerations are in 
an employment or severance agreement between 
an exempt organization and its CEO.

	 1. The CEO should retain personal coun-
sel for the review and negotiation of  the 
employment agreement, and should keep 
his or her personal counsel available dur-
ing the course of  employment to address 
any issues that arise. 
	 This is a recommendation even in the most 
friendly of  negotiations. Often the cost of  legal rep-
resentation is reimbursed by the organization, so 
as to encourage the CEO to secure personal coun-
sel. Note, however, that if  the fees of  the CEO’s 
personal counsel are reimbursed or paid directly 
by the organization, those payments will be consid-
ered taxable income to the CEO.

	 2. If  the CEO wishes to have the flex-
ibility to engage in various paid or unpaid 
professional activities, the parameters for 
those activities should be addressed and 
articulated at the outset in the agreement.
	 It is customary for Boards to give the CEO wide 
latitude in engaging in unpaid outside professional 
activities, as long as these outside activities and ob-
ligations do not interfere with the responsibilities of  
the CEO to the employing organization.
	 Note, however, that important organization in-
terests may be at issue: some activities may gener-

ate actual or perceived conflicts of  interest, some 
activities may be at odds with the organization’s 
stated mission or the manner in which the organi-
zation wishes to be perceived, and/or some activi-
ties may divert what the Board would consider to 
be too great a portion of  the CEO’s time and atten-
tion. Is there a point at which the outside activities 
are so great, in time and attention that the CEO is 
not able to carry out all the duties and responsibili-
ties of  his or her CEO position for the organiza-
tion, or might actually be receiving unreasonable 
compensation for the services actually being pro-
vided to the organization?
	 The CEO should expect the Board to have a 
keen interest in this provision, to place particular 
restrictions on paid activities, to set boundaries on 
time commitment of  these activities, and to keep a 
right of  advance approval for most or all activities. 
That said, many organizations want their CEOs to 
be highly visible in the community and to engage in 
a wide variety of  professional activities. Certainly 
this objective can be in tension with the equally 
valid need to place even reasonable restrictions on 
such activities. Note that conflicts of  interest should 
be vetted carefully as the activities of  the CEO 
could affect the organization’s reputation, relation-
ships, and operations.

	 3. Understand what will be disclosed an-
nually on the Form 990 return, and help the 
Board or its relevant compensation com-
mittee to articulate the value provided by 
the CEO in return for all compensation and 
benefits.
	 Many elements of  the CEO’s compensation 
and benefits will have to be disclosed on the Form 
990. The disclosable elements commonly include:
•	 Base salary;
•	 Incentive pay when determined, declared, and 

vested;
•	 Deferred compensation as it is being earned, 

whether or not vested;
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•	 Deferred compensation when it is vested (as a 
second disclosure, if  vesting occurs in a year 
later than the year in which it was earned);

•	 Retention bonus amounts amortized over the 
retention period (whether or not eventually 
vested and paid);

•	 Value of  all benefits and perquisites (with some 
special rules about estimating the value of  cer-
tain benefits, and excluding items having a val-
ue of  less than $10,000); and

•	 Severance payments and benefits paid out with-
in five years after termination of  employment 
(because a former CEO remains a disclosable 
position on the 990 for a five-year look-back 
period, and because severance payments and 
benefits are disclosable when provided and not 
when they are merely a potential future ben-
efit).

	 Also disclosable, in the form of  checkboxes and 
required narrative explanation, are a variety of  
special benefits and arrangements:
•	 First-class or charter travel;
•	 Travel for companions;
•	 Tax indemnification and gross-up payments;
•	 Discretionary spending account;
•	 Housing allowance or residence for personal 

use;
•	 Payments for business use of  personal resi-

dence;
•	 Health or social club dues or initiation fees; and
•	 Personal services (e.g., maid, chauffer, chef).

	 The need to highlight these types of  payments 
and benefits, and to explain them in the narrative 
section of  Schedule J of  Form 990, has caused 
many organizations to rethink whether to provide 
at least certain of  these types of  benefits. To avoid 
separate and special disclosure, a strategy worth 
considering is to reduce any “special” benefits to 
their monetary equivalent and to provide them in 
the form of  additional compensation. Note that 

it will be necessary to determine (whether under 

the employment agreement or separately) whether 

any such additional compensation payments are 

treated as compensation for purposes of  other ben-

efit plans and arrangements (such as nonqualified 

deferred compensation plans and supplemental re-

tirement plans) — it is certainly possible to provide 

in the employment agreement that these types of  

compensation payments will not be treated as com-

pensation for purposes of  other benefit plans and 

arrangements.

	 The Form 990 disclosure implications can in-

fluence the strategic decisions as to how to provide 

certain elements of  compensation and benefits. For 

example, if  an organization and CEO are consid-

ering whether to enter into a retention incentive 

(for example, $200,000 at the end of  a three-year 

retention period) or an incentive compensation ar-

rangement (again, $200,000 at the end of  a three-

year performance period, but only if  certain goals 

are satisfied), the Form 990 reporting implications 

may affect the decision:

•	 The retention incentive would be amortized 

and reported over the three-year period, and 

in the third year (if  earned and paid) would 

be fully reported (with an amount reported on 

Schedule J, column (F) as the portion of  the 

benefit that was disclosed on the two prior 990s 

while the retention benefit was earned);

•	 The incentive compensation amount would be 

reported only in year three to the extent it is 

earned;

•	 If  the CEO leaves during year three and forfeits 

whatever arrangement was in place, two-thirds 

of  the retention benefit will have been reported 

on 990s, and none of  the incentive compensa-

tion opportunity will ever be reported; and
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•	 While these reporting considerations are im-
portant, the Board will need to consider first 
and foremost what is in the best interest of  the 
organization in terms of  retaining, motivating 
and appropriately compensating the CEO.

	 When the Form 990 disclosure implications 
are expected to be significant for the organization, 
the CEO should help the Board (or relevant com-
pensation committee) to be ready to articulate the 
value provided by the CEO in exchange for the 
compensation and benefits provided. This is not to 
say that the CEO’s judgment as to the reasonable-
ness of  his or her compensation is substituted for 
that of  the Board or committee; it is still the Board 
or committee that determines whether compensa-
tion is reasonable. However, if  and when questions 
and challenges arise as the result of  Form 990 dis-
closures of  compensation and benefits, the Board 
or committee needs to be in a position to defend 
the compensation provided and to articulate all 
the ways in which the CEO provides the value for 
which the compensation is being provided. The 
CEO is uniquely positioned to equip the Board or 
committee with the information it needs in this re-
gard.
	 CEOs should make sure that the Board or 
committee is familiar with the full extent of  the 
CEO’s compensation/benefits package and major 
compensation- related components (of  the agree-
ment) if  the CEO is terminated, understands how 
and when the various elements of  compensation 
and benefits will be disclosed on the Form 990, is 
comfortable with the reasonableness of  the entire 
arrangement (as approved by the Board or com-
mittee), and is ready to defend the arrangement. 
Full transparency with the Board or committee on 
these issues is an absolute must.

	 4. The agreement’s term and renewals 
do not mean anything if  employment can 

be terminated at any time in exchange for 
the payment of  severance pay and benefits.
	 A considerable amount of  energy is often 
wasted in the negotiation of  an employment agree-
ment on issues of  contract length, renewal terms 
and whether renewals are automatic or subject to 
separate approval. If  an organization can at any 
time terminate the CEO without cause and pay 
24 months of  severance pay, and if  a nonrenewal 
decision results in nothing other than the same 24 
months of  severance pay, then the length of  the 
contract and the structure of  renewals have no 
practical effect.

	 The length of  the contract and the structure of  
renewals can have separate and significant mean-
ing, such as in the following situations:
•	 When employment can be terminated at the 

end of  a contract term (initial or renewal) with-
out the payment of  severance benefits;

•	 When the organization’s ability to terminate 
employment without cause is curtailed or elim-
inated during a particular contract period; or

•	 When the terms of  the agreement are locked in 
place for a particular contract period and can-
not be amended or curtailed by the organiza-
tion without the CEO’s consent.

	 CEOs should consider whether there are spe-
cial rights and features that they want to lock into 
place for a particular period, and organizations 
should consider whether there are such rights and 
features that they are willing to have locked in place 
for a particular period. That will then serve as the 
basis for a consideration of  the length of  the ini-
tial contract period, the length of  renewal periods, 
whether renewals occur automatically, and what 
rights may change at the end of  particular contract 
periods.
	 All that being said, it would be wise not to over-
look the message being sent to the CEO on an issue 
like terms and renewals. Sometimes the agreement 
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term is more symbolic than substantive as a means 
of  demonstrating the organization’s confidence in 
the continued employment of  the CEO, and some-
times symbols are important.

	 5. Reach an early common understand-
ing as to who reviews and approves busi-
ness and travel expense reimbursements, 
and consider stating it as a requirement in 
the employment agreement.
	 Misunderstandings on who reviews and ap-
proves the CEO’s expense reimbursements can 
lead to no one serving in this role (i.e., the expenses 
are automatically paid), or to the CFO or a more 
junior member of  the finance department conduct-
ing the review and approval. These approaches can 
lead to conflicts of  interest (for example, where the 
CFO is expected to act in the best interest of  the 
organization while reviewing and approving finan-
cial transactions directly involving the CFO’s direct 
or ultimate superior) and/or to noncompliance is-
sues such as:
•	 Automatic excess benefit transactions involving 

taxable benefits not treated as compensatory 
and reported as such under any agreement or 
in any tax filing;

•	 Noncompliance with organization policies;
•	 Use of  organization funds for lavish or extrava-

gant expenses.

	 Internal and external perceptions of  the CEO 
and the reasonableness of  the CEO’s compensation 
and benefits are often disproportionately shaped by 
the little things, such as expense reimbursements, 
discretionary expense allowances, and the lack of  
an independent review and approval of  expenses.
	 The CEO would be well advised to place him-
self  or herself  beyond reproach on the issue of  ex-
penses and how they are incurred, reviewed, ap-
proved and treated for tax purposes. A prevalent 
practice is to have the Board Chair ultimately re-
sponsible for signing off  on the CEO’s expenses.

	 6. Severance pay is about much more 
than what is paid (such as base salary or 
total compensation) and for how long, and 
could have its own “top ten” list of  critical 
issues.

Health Benefits Continuation
	 Can health benefits be provided under the or-
ganization’s group health benefits plan for longer 
than the severance period? For longer than the 
COBRA continuation period? For as long as it 
takes to reach Medicare eligibility age?
	 Self-insured health benefit plans can provide 
what otherwise would be discriminatory coverage, 
but the cost of  coverage, if  paid by the organiza-
tion, must be treated as taxable income to the for-
mer executive. Organizations have been able to 
provide insured coverage without taxing the former 
executive on the cost of  coverage, but the Afford-
able Care Act includes nondiscrimination require-
ments for insured arrangements, and this type of  
coverage (for a senior executive only) will be cur-
tailed or will be taxable once the regulations are 
issued. This is an evolving issue, and the parties to 
the agreement should not assume that what can be 
done today (in terms of  extended health benefits 
coverage) can continue to be done for the duration 
of  the agreement or relationship.
	 Some health plan administrators and stop-loss 
insurance providers will challenge coverage to a 
former employee that extends beyond the COBRA 
coverage continuation period. The availability of  
coverage through health insurance exchanges may 
decrease the urgency of  keeping coverage in place 
with the former employer until Medicare eligibility 
age. At a minimum, the CEO should expect the 
organization to include “fail-safe” language lim-
iting the organization’s exposure to the premium 
cost of  its coverage (payable in cash to the former 
executive) if  continued coverage in the organiza-
tion’s group health benefits plan is prohibited by 
law, plan or policy.
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Mitigation
	 Will there be a period during which severance 
pay is offset by income earned from or paid by a 
subsequent employer or recipient of  independent 
contractor services? Organizations frequently in-
crease the mitigation/offset period rather than 
decrease the severance pay period (if  they want to 
decrease exposure). Many variations are possible, 
such as the following:
•	 No mitigation after a change in control, but 

mitigation in all other circumstances;
•	 No mitigation during an initial period (such as 

the first half  of  the severance pay period), but 
mitigation for the remainder of  the period; or

•	 No mitigation up to a certain amount of  in-
come earned.

	 Note that “no mitigation” is more common for 
the CEO position than for other executive posi-
tions, due to the risk associated with the CEO po-
sition and the time it takes to find a comparable 
position with another organization.

“Good Reason” Triggers
	  Many agreements allow the CEO to terminate 
employment voluntarily following a “good reason” 
event and to receive the same severance benefits 
that apply to an involuntary termination without 
cause.
	 Good reason events typically address material 
diminution of  job scope or authority, breach of  
the agreement by the employer, material decrease 
in compensation, change in work location, and/or 
change in reporting relationship. Note that “ma-
terial diminution” is subject to wide differences in 
interpretation, so it may be useful to provide some 
additional definition, description or examples of  
materiality.
	 Time periods are important elements:
•	 Time after the claimed event to trigger a ter-

mination;
•	 Prior notice of  termination effective date; and

•	 Time for organization to cure the defect.

	 Good reason events also often serve as vesting 
events for other benefits, such as deferred compen-
sation. The definitions for different purposes should 
be coordinated, or intended distinctions should be 
understood by both parties.
	 Bear in mind that the consequences of  a good 
reason termination need not be identical to the 
consequences of  an involuntary termination with-
out cause.

Restrictive Covenants
	 As severance pay practices tighten, organi-
zations are paying closer attention to restrictive 
covenants. This is another example of  how some 
organizations keep the severance pay amount and 
duration at a higher level while adding important 
protections for the organization. Common exam-
ples:
•	 Covenant not to compete;
•	 Nondisparagement;
•	 Nonsolicitation;
•	 Confidentiality of  proprietary information; and
•	 Post-termination cooperation.

Customization
	 If  greater severance pay coverage earlier in 
the relationship is particularly important because 
of  the risk and cost to the CEO of  coming to the 
organization, it is worth considering a front-loaded 
severance pay arrangement that is structured to di-
minish over the CEO’s period of  service.

Cause Terminations
	 A particularly difficult issue to address in the 
severance pay provisions is the issue of  when the 
organization can terminate the CEO for “cause” 
and avoid paying severance pay (as well as poten-
tially to avoid other forms of  payment, such as 
earned but unpaid incentive pay, prorated incen-
tive pay for performance periods in progress, and 
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forms of  deferred compensation and retirement 
supplements).
	 There is wide agreement on defining cause to 
include things like breach of  the agreement, felony 
conviction, criminal acts involving dishonesty or 
theft, and violation of  significant Board policies. 
More ambiguous (and difficult to identify and en-
force) are cause events such as acting outside the 
scope of  authority, general references to perfor-
mance, acts of  moral turpitude, and failure to carry 
out the directions of  the Board.
	 Boards are increasingly wishing to consider a 
wider range of  cause events, including actions that 
materially and adversely affect or may affect (if  
known) the reputation of  the organization. Some 
agreements require that a cause termination be ap-
proved by a majority of  the Board members.

Sunset
	 One of  the most difficult issues to address in 
the agreement is whether and when there will be 
a point at which severance pay will no longer be 
provided. A purely age-based reduction or elimina-
tion could run afoul of  the Older Workers Benefit 
Protection Act.
	 Some organizations provide for a fixed dura-
tion of  the contract (including renewal periods), 
with a nonrenewal decision at the end of  that pe-
riod resulting in diminished severance pay or no 
severance pay. This is an issue that, in the right 
circumstances, can be folded into a comprehensive 
succession planning provision.
	 Sunset provisions are becoming more common, 
as organizations wish to “reevaluate” employment 
arrangements during the CEO’s career from time 
to time.

	 7. Given the pace of  change in health 
care today, CEO agreements should antici-
pate and define a “change in control” and 
any special provisions that will apply after 
the effective date of  a change in control.

•	 Will a change in control include a shared con-
trol arrangement, or only situations in which 
another organization gains more than 50 per-
cent control?

•	 Will a change in control, in and of  itself, trig-
ger any payments (a so-called “single trigger”), 
or will payments require some type of  employ-
ment termination (a second trigger)?

•	 If  the second trigger involves material adverse 
changes to the position or compensation or 
other terms and conditions of  employment, 
how will materiality be defined and interpreted 
in a change in control context?

•	 Will the severance pay provisions differ after a 
change in control? For example, some agree-
ments that provide for mitigation of  regular 
severance pay will either decrease or eliminate 
the mitigation of  severance pay after a change 
in control?

•	 Will any other special contractual protections 
arise in the event of  a change in control? For 
example, if  the organization has certain rights 
to revise the agreement without the CEO’s 
consent, the agreement could provide that even 
those limited rights would not apply (without 
the CEO’s consent) following a change in con-
trol?

•	 Will any additional employment termination 
rights arise after a change in control? For exam-
ple, the CEO could have the right to terminate 
for good reason (and receive severance pay) if  
the agreement is not assumed by the successor 
controlling organization?

	 8. A developing good governance prac-
tice for exempt organizations is to include 
some form of  clawback of  incentive com-
pensation — either in the CEO’s employ-
ment agreement or incentive pay plan doc-
uments.
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	 “Clawback” refers to a situation in which an 
incentive award has been awarded or paid, but it 
is subsequently determined that, due to fraud or 
the misreporting or misstatement of  information, 
the incentive award otherwise would have been a 
lesser amount or would not have been paid at all, 
and therefore should be returned to the organiza-
tion. Public companies are subject to two clawback 
requirements: Sarbanes-Oxley Act section 304 and 
Dodd-Frank section 954.

Sarbanes-Oxley Act Section 304
	 Sarbanes Sarbanes-Oxley Act section 304 re-
quires that both the CEO and CFO pay back to the 
corporation bonuses or other incentive compensa-
tion (along with other forms of  compensation) paid 
during the 12-month period after the release of  fi-
nancial statements that subsequently are restated, 
if  such restatement is due to material noncompli-
ance by the corporation with any financial report-
ing requirements under federal securities laws and 
if  such noncompliance is due to some form of  mis-
conduct. The principal features of  the Sarbanes-
Oxley clawback provision, according to its strict 
statutory terms, are as follows:
•	 Only the CEO and CFO are affected;
•	 There is no time limit on the clawback, which 

can apply at any time to any incentive payout 
made within 12 months after the release of  re-
stated financials;

•	 Clawback requires both material noncompli-
ance and misconduct, neither of  which is de-
fined; and

•	 The triggering “misconduct” can be commit-
ted by any employee, and not only the CEO 
and CFO whose incentive compensation is at 
risk of  being clawed back.

Dodd-Frank Section 954
	 Dodd-Frank Wall Street Reform and Con-
sumer Protection Act Section 954 requires public

companies, under SEC rules, to adopt a clawback 
policy that includes the following:
•	 If  the company must restate its financial state-

ments due to material noncompliance with 
financial accounting requirements, incentive- 
based compensation must be recalculated;

•	 The material noncompliance need not have 
been caused by fraud or any other type of  mis-
conduct by the company or any employee;

•	 Any incentive pay provided to any current or 
former executive officers within the three years 
preceding the date on which the company is 
required to issue restated financials must be 
recalculated in accordance with the restated fi-
nancials; and

•	 The amount of  the payment that exceeds the 
recalculated amount must be repaid to the 
company (in other words, the recovery applies 
to amounts that would not have been paid if  
payment had been made in accordance with 
the corrected financials).

	 Exempt organizations are not required to have 
clawbacks, but many Board members (due to their 
public company backgrounds) have been consider-
ing whether some form of  clawback would show 
that the organization and its Board are highly at-
tuned to governance practices, and are responsive 
to the stricter scrutiny to which exempt organiza-
tions and their executive compensation are subject. 
An incentive clawback could also give rise to the 
following practical issues:
•	 In some states, incentive compensation may be 

considered “wages” under the state’s wage pay-
ment law, and may result in an enforceable ac-
tion by an employee (even at the executive level) 
to force the payment of  incentive compensa-
tion once earned and determined. As a result, 
the most effective way to implement a clawback 
may be to do so prospectively, and to have par-
ticipating employees agree to the terms (includ-
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	� ing the clawback) as part of  their participants 
in the incentive plan;

•	 When previously paid and taxed incentive com-
pensation is clawed back, the tax treatment of  
the forfeited amount is unclear. The executive 
whose incentive compensation is clawed back 
will likely have to repay previously taxed com-
pensation at the original value, without taking 
into account the taxes paid on the compensa-
tion;

•	 If  a mechanical recalculation approach were 
adopted (which would result in revising previ-
ously determined incentive awards if  and when 
the financials are restated or corrected), there 
may be a ripple effect in each succeeding year 
that would be difficult to address. The revised 
financial results in one year would affect the 
baseline in the next year, which would alter 
the performance in relation to the goal for that 
year, and so forth.

	 Because a clawback is at most a good gover-
nance practice for exempt organizations, a claw-
back can be designed to borrow from and blend 
features of  the Sarbanes-Oxley and Dodd-Frank 
clawbacks to create a more limited, “worst case” 
approach. The clawback, if  adopted, need not be 
built into the CEO’s agreement, but can instead be 
incorporated into the relevant incentive compensa-
tion plan documents.

	 9. Succession planning is an important 
area of  increasing focus for Boards and 
compensation committees, but can be a 
tricky area for the CEO and very difficult to 
address in the agreement.

	 It is important first for a Board and the CEO 
to have a common understanding as to what “suc-
cession planning” means and includes. Succession 
planning can mean variations of  these themes:

•	 Talent development/management — identify-
ing and grooming future leaders from within 
current leadership of  the organization;

•	 Emergency succession — identifying critical 
leadership positions, and for each position the 
person(s) who are best suited to step in if  for 
any reason the current executive were suddenly 
unable to continue;

•	 Planned succession of  the CEO (and other key 
executive positions) — establishing a timeta-
ble for the departure of  the CEO. Also, many 
executives leave after a CEO retires or leaves 
(particularly those who may have had an expec-
tation of  being considered for the CEO posi-
tion), so a detailed succession planning process 
for other positions should also be considered 
as part of  the discussions, to assure leadership 
continuity.

The Board and the CEO should have regular and 
frank discussions, in executive session, on the issues 
of  talent development and emergency succession. 
The Board should defer to the CEO’s leadership 
in these areas, but needs to remain informed as to 
whether the executive leadership of  the organiza-
tion is stable and will remain at full capacity. On 
the issue of  planned CEO succession, the Board 
will have several potential organization interests in 
mind:
•	 Determining whether internal candidates are 

available or whether an external search will be 
needed;

•	 Having enough time to conduct an orderly 
search and transition;

•	 Keeping the vacancy time in the CEO position 
to a minimum;

•	 Ending the CEO’s employment without paying 
severance benefits; and/or

•	 Ending the CEO’s supplemental retirement 
benefits.
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	 These potential objectives are not necessarily in 

the CEO’s personal best interest.

	 CEOs are well-advised to approach their own 

succession planning very cautiously. The CEO and 

the Board should have good and open communica-

tion, the CEO should work to identify and develop 

potential successors within the organization, and 

appropriate advance notice of  resignation or re-

tirement can be incentivized or otherwise built into 

the agreement. The CEO should bear in mind, 

however, that his or her leadership influence in the 

organization is likely to be significantly diminished 

when advance notice of  anticipated resignation 

or retirement is provided. A CEO who wishes to 

continue strong leadership of  the organization will 

want to keep the advance notice requirement to a 

minimum.

	 10. The CEO should nurture a regular 
and transparent line of  communication 
with Board leadership.
	 Many relationships between organizations and 
their CEOs have soured because of  a breakdown 
in regular communication among the leaders. It is 
not inappropriate to include the chair of  the com-
pensation committee in such regular communica-
tion, nor is it inappropriate to make sure that the 
compensation committee and other Board leader-
ship are fully aware of  the CEO’s agreement and 
any issues arising under it.
	 Most problems that arise as to a CEO’s agree-
ment are the result of  surprises to the Board. Reg-
ular communication with the CEO, and a useful 
summary of  the CEO’s agreement for Board lead-
ership, will reduce the chances of  such a surprise. 
The Board should have a complete understanding 
of  both the organization’s and the CEO’s obliga-
tions under the agreement.

To purchase the online version of  this article, go to www.ali-cle.org and click on “online.”
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