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The SEC Moves Forward with Executive Pay Proposals:
s It Enough?

A Word from the Publisher

We devote most of this issue to the SEC’s recently
proposed changes to the executive compensation
disclosures. On pg 2, we examine the SEC’s pro-
posal that companies discuss, in the CD&A, how
the company’s compensation policies can affect its
risks and management of those risks.

On pg 4, we discuss the SEC’s proposal to return
to disclosing equity awards in the Summary Com-
pensation Table based on grant date fair value—a
welcome relief for many of our readers. On pg 6,
we look at the SEC’s proposed disclosures relating
to compensation consultants.

We have a number of thoughts on the SEC’s
proposals; we discuss the areas where the SEC is
seeking comment and our thoughts on the propos-
als on pg 6. Moreover, we have included the full
text of our comment letter to the SEC as a Special
Supplement to this issue.

We conclude this issue with a look at how pur-
chase limitations, often triggered in a down market,
can impact P&L expense for ESPPs.

November Conferences

This issue is merely the tip of the iceberg when
it comes to what our readers will need to know as
they head into next year’s proxy season. The “4®
Annual Proxy Disclosure Conference” and the “6™
Annual Executive Compensation Conference” in San
Francisco in November will be absolute “musts” this
year for anyone involved in the preparation of proxy
disclosures or in designing executive compensation
programs. See pg 11 of this issue (and the enclosed
Conference Agenda) for the exciting line-up of
speakers at these acclaimed Conferences.

Anyone attending either of the aforementioned
Conferences will also want to stick around for the
“17"™ Annual NASPP Conference.” The practical
guidance delivered at this Conference will be critical
in our current uncertain economic climate.

—JMB

The SEC’s Proposed Changes

The SEC has proposed changes to the execu-
tive compensation disclosure rules, seeking to
expand the scope of the Compensation Discus-
sion & Analysis (CD&A) disclosure requirement
to solicit more information about the relation-
ship between risk and compensation. Further,
the SEC proposed to reverse its “December
Surprise” and move back to the reporting of
equity compensation awards in the Summary
Compensation Table based on the grant date fair
value of the award, as opposed to the current
requirement to report the awards based on the
amount expensed for the fiscal year in accor-
dance with accounting principles. In addition
to some broader corporate governance-oriented
proposals, the SEC also proposed expanding
disclosure about the role of compensation
consultants—and the potential for conflicts of
interest—through disclosure of fees.

Beyond these targeted proposals, the SEC
solicits comment on other areas where the ex-
ecutive compensation rules could be changed.
The proposed rules do not represent any sig-
nificant rethinking of the requirements in light
of the continued level of shareholder outrage
over executive pay and don’t address some of
the lingering concerns with the 2006 revisions
to the executive compensation disclosure rules.
With comments due to the SEC in the very near
future, it appears likely that, at a minimum, the
proposed new rules for the CD&A and disclosure
of equity awards in the Summary Compensation
Table will be in place for next proxy season.
It is critical that boards and their advisors act
now in order to be prepared for these and other
significant changes that appear to be on track
for the 2010 proxy season.
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The Relationship of Compensation and
Risk

The SEC’s compensation disclosure rule propos-
als do not take place in a vacuum. In a June 10,
2009 statement announcing broad principles for
pay reform, Treasury Secretary Timothy Geithner
specifically identified executive compensation
practices as a factor contributing to the financial
crisis. Among the broad principles for pay reform
identified by the Treasury Secretary (acting after
consulting with SEC Chairman Mary Schapiro,
Federal Reserve Governor Daniel Tarullo and a
group of experts) were calls for a new “pay for
performance” paradigm, structuring compensa-
tion to account for timing of risks, the align-
ment of compensation practices with sound risk
management, and reexamining post-employment
compensation and SERPs. (For an analysis of the
Obama Administration’s compensation principles,
see our Summer 2009 issue of Compensation
Standards at pg 2.) The SEC, in taking its own
actions regarding executive pay, did not delve
into all of these principles as they are reflected
in the SEC’s disclosure rules. Rather, the SEC
chose to focus on the principles relating to the
relationship between compensation (including
compensation beyond the executive suite) and
risk, and did not go further to propose rule
changes revisiting areas that remain in need of
attention, such as the disclosure and analysis of
true “walk-away” amounts for post-employment
compensation arrangements.

A Broader Scope to the CD&A (But Only
When Material)

The principal focus of the rule proposals is on
how a company’s overall compensation policies
may impact its risk profile. Since the enactment
of Section 111 of the Emergency Economic Sta-
bilization Act of 2008, there has been a spotlight
on the relationship of compensation to risk, first
at financial institutions, and then as applied
to the broader realm of all public companies.
In particular, the concern has been the extent
to which compensation polices might result in
creating incentives that cause executives (and
others) to take unnecessary and excessive risks
that potentially threaten the value of an orga-
nization. At our “3" Annual Proxy Disclosure
Conference,” John White, former Director of
the Division of Corporation Finance, asked the
question: “Would it be prudent for compensation
committees, when establishing targets and creat-
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ing incentives, not only to discuss how hard or
how easy it is to meet the incentives, but also to
consider the particular risks an executive might
be incentivized to take to meet the target—with
risk, in this case, being viewed in the context of
the enterprise as a whole?” With these remarks,
John White provided the first glimpse at how
the SEC would view the relationship of risk
with compensation policies and practices (see
our November-December 2008 issue at pg 2),
culminating in the recent rule proposals.

Interpreting the Current Rules Regarding Risk.
Despite John White’s statement and other indica-
tions of the level of interest that this topic engen-
dered at the SEC and with investors, disclosure
addressing the risk issue was not widespread
(or, when present, was not fully developed) in
CD&As during 2009. [For an analysis of some
of the disclosures that were provided, see the
Summer 2009 issue of Proxy Disclosure Updates
at pg 7. For a model risk disclosure under the
principles-based standards of the current rules,
see the Winter 2009 issue of Proxy Disclosure
Updates at pg 1.1 This is likely to change for
the 2010 proxy season, even if the current rule
proposals are not effective by that time, given
that the SEC made it clear in the proposing re-
lease that “[t]o the extent that such risk consid-
erations are a material aspect of the company’s
compensation policies or decisions for named
executive officers, the company is required to
discuss them as part of the CD&A under the
current rules.”

A Materiality Threshold. Under the proposed
amendments to the CD&A disclosure require-
ment, a company would need to discuss, when
material, how the company’s compensation
policies, as a whole, can affect the company’s
risk and its management of risk. The SEC and
its Staff have emphasized repeatedly that these
proposals are not seeking additional disclosure
when it is not needed; rather, the proposed rules
would seek the disclosure when the risks aris-
ing from the compensation policies and overall
compensation practices for employees “may
have a material effect” on the company. While
this materiality qualifier appears intended to
limit the frequency with which the disclosure
is required, it is hard to imagine the circum-
stances in which a company could conclude
that a cash incentive compensation program or
an equity compensation program does not have
the potential to create some risks that may have




a material adverse effect on the company. In this
regard, “pay for performance” in its very nature
contemplates some level of risk-taking for most
companies, given that employees will rarely be
in a position to achieve real performance goals
without creating some level of risk. In this way,
it appears that the disclosure will be relatively
universal (with the exception of companies that
have limited incentive plans or have otherwise
mitigated the risks), notwithstanding the material-
ity qualifier contemplated by the SEC.

Expanding the Scope of the CD&A. Today,
CD&A is limited to discussion and analysis of a
company’s compensation policies and decisions
regarding the named executive officers, and the
CD&A is to relate specifically to the informa-
tion disclosed in the compensation tables and
otherwise disclosed pursuant to Item 402 of
Regulation S-K. Under the SEC’s proposals, the
CD&A would potentially include discussion of
company policies and decisions with respect to
the compensation of named executive officers,
other executive officers and non-executive officer
employees. The proposals do not contemplate
expanding all of the CD&A requirements to this
larger group; rather, the policies and practices
with respect to non-named executive officer em-
ployees would only need to be discussed in the
context of how they relate to risk management
practices and/or risk-taking incentives. However, in
order to properly address the risk considerations,
it may be necessary under the principles-based
standards of the CD&A requirement to fully
describe the relevant compensation policies and
practices with respect to the non-named execu-
tive officer employees, so that the risk manage-
ment and risk-taking elements may be put into
proper perspective. Given these potential changes,
companies will need to be prepared to publicly
disclose a much wider range of compensation
policies, programs and practices if these rules
are ultimately adopted as proposed.

No New Tables Required. The proposed rule
changes do not contemplate any additional
disclosure about the compensation paid to em-
ployees in the organization as a whole; rather,
the CD&A disclosure (if triggered) would focus
strictly on policies and practices without getting
into specific compensation levels for employees
other than the named executive officers disclosed
in the tables. In so doing, the SEC chose not
to revive the so-called “Katie Couric” proposal
to seek disclosure of the compensation paid
to employees that exceeded the compensation

paid to the highest paid executive officers, nor 3

did it come up with an approach for reporting
aggregate levels of compensation for covered
employees. However, lacking specific compensa-
tion data, it may be difficult for investors to put
the additional CD&A disclosure into perspective.
As a result, it may be necessary for companies
to provide some sort of relative quantitative
disclosure about the compensation paid to a
particular class of employees (e.g., employees
of a particular business unit) when discussing
and analyzing the risk created by the applicable
compensation policies and practices.

Triggering Circumstances for a Risk Discussion.
The SEC’s proposed changes to what is required
in the CD&A do not spell out the types of risks
that are contemplated. Companies (and their
boards and compensation committees) will need
to take steps to analyze all of the risks that may
be created as a result of broadly-applicable com-
pensation practices, and identify how those risks
are considered and addressed. As contemplated
by the proposal, the discussion of the relationship
between compensation and risk may be required
when, for example, compensation policies and
practices involve:

e a business unit that carries a significant
portion of the company’s risk profile;

e a business unit with a significantly different
compensation structure as compared to other
units within the company;

e a business unit that is significantly more
profitable than other business units within the
company;

e a business unit where the compensation
expense is a significant percentage of the busi-
ness unit’s revenues; or

e characteristics that vary significantly from the
overall risk and reward structure of the company,
such as when bonuses are awarded upon the
accomplishment of a particular task, while the
income and risk to the company from the task
extend over a much longer time period.

These potential triggering circumstances are
by no means exclusive, and are designed to
simply highlight the sort of circumstances that
companies should be considering when examin-
ing the potential risks arising from compensa-
tion policies and practices. [A Heads-Up. For
example, companies will want to focus on the
encouragement of short-term risk taking inher-
ent in stock options and restricted stock—and
will need to address hold-through-retirement

The Corporate Executive
July-August 2009



provisions in their CD&A disclosure. (See the
important discussion in the Summer 2009 issue
of Compensation Standards at pg 4.)]

Principles for Disclosure. Similar to other as-
pects of the CD&A requirement, the proposed
rule changes would not mandate specific disclo-
sure that must be provided, but rather provide
examples of issues that the company may need
to address when talking about the relationship
between compensation and risk with respect
to the business unit or group of employees be-
ing discussed. For example, the proposed rule
would note disclosure about the general design
philosophy regarding compensation policies
for employees whose behavior would be most
affected by contemplated incentives as these
policies relate to risk-taking, and the manner of
implementation of this philosophy.

Further, a company may need to address the com-
pany’s assessment of risk or incentive considerations
(if any) when structuring compensation policies or
when making awards or paying compensation, as
well as the extent to which compensation poli-
cies relate to realization of risks resulting from
employee actions in the short-term and long-term
(for example, through clawback or holding period
policies—see our November-December 2008 issue
of The Corporate Executive).

The rule would also note the possibility for
a discussion of the company’s policies regard-
ing adjustments to compensation policies or
practices necessary to address changes in the
company’s risk profile, and the extent to which
the company monitors compensation policies
in order to determine whether the company’s
risk management objectives are being met with
respect to employee incentives.

This proposed CD&A disclosure will be put
into context by a broader disclosure requirement
under the proposed rules that would require a
company to describe the level of involvement of
the board of directors in the risk management
process, and the effect that the board’s involve-
ment has on the company’s leadership structure.
This new disclosure (which would be outside of
the executive compensation disclosure) would
need to include, for example, a discussion of
how the board implements and manages the
risk management function, whether those who
oversee risk management report directly to the
full board or to a committee of the board, and
how the board (or the relevant board commit-
tee) monitors risk.
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Where’s the Analysis? As we have noted
before (see our March-April 2009 Special Sup-
plement of The Corporate Executive at pg 1),
while Item 402(b) of Regulation S-K is labeled
“Compensation Discussion and Analysis,” the
word “analysis” is used sparingly in the Item’s
explicit requirements. So too would be the case
for the proposed new disclosure regarding risk,
which as proposed would specifically require
a company to “discuss the registrant’s policies
or practices of compensating its employees,
including non-executive officers, as they relate
to risk management practices and/or risk-taking
incentives.” While the proposed new paragraph
goes on to make it clear that the purpose is to
“provide investors material information concerning
how the registrant compensates and incentivizes
its employees that may create risk,” it does not
go on to call for the all-important “why” and
specifically the analysis that the compensation
committee has conducted in the course of ex-
amining the relevant approach and the attendant
risk. Given the frustrating experience that the Staff
had with implementing the CD&A requirement
over the past few years, it may be appropriate
for the SEC to make the proposed rule as clear
as possible as to the need for analysis in this
and all other parts of the CD&A.

Revisiting Equity Award Disclosure —
Some Welcome Relief

The SEC’s proposals would thankfully amend
the reporting of stock and option awards in the
Summary Compensation Table and the Director
Compensation Table, by going back to the way
the rules were originally adopted in the summer
of 2006. As we noted in our March-April 2009
Special Supplement at pg 3, perhaps no other
change contributed more to the complexity—
and confusion—regarding the new executive
compensation disclosures than the December
2006 amendments to the Summary Compensa-
tion Table and related disclosures that mandated
presentation of the amounts expensed for equity
awards instead of their grant date fair value.
[In proposing this change, the SEC noted the
discussion in the March-April 2009 issue of The
Corporate Counsel (at pg 3).]

The Best Approach for Equity Awards? Under
the proposed changes, the SEC would require
disclosure in the Stock Awards and Option
Awards columns of the fair value of equity
awards on the grant date, as opposed to the cur-
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Legislative Developments for Compensation

Consultants. # ool

Compensation Consultant Disclosure:
An Interim Step?
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Other Important Areas Where Comment is
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We are attaching as a Special Supplement to
this issue our comment letter highlighting what A
we view as the most important changes the SEC
should adopt now.

Expandlng the Scope of Item 402. A ' ’
L T T T T RPN Retooling the Compensation Commlttee Re-
R port—And Dlrector Accountablllty g
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Walk-Away Disclosure and Analysis—
R A Heads Up

Although not mentioned in the proposing re-
lease, companies should not lose focus on the
need to provide—and analyze—full walk-away
numbers for the named executive officers and
for the CEO in particular. As part of his June
10, 2009 statement on compensation principles,
Treasury Secretary Geithner specifically singled

: o ( out that “disclosures typically failed to make clear
R T Rl Ee in a single place the total amount of ‘walk-away’
et ney iUy alons, LIS 8wk pay due a top executive, including severance,
St e L neaade st el 2 i s pensions, and deferred compensation.” As we
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addressed in our March-April 2009 Special Supple-
ment and in the latest issue of Compensation
Standards (at pg 6), principles-based disclosure
should drive disclosure of true “walk-away”
numbers in the post-employment compensation
disclosure required by Item 402(j).

The true walk-away numbers should include
not only unvested equity grants, but also previ-
ously exercised grants and projected future grants
based on the assumption that they will be made
on the same basis as the most recent award, as
well as projections as to pension benefits (includ-
ing benefits from supplemental plans). The SEC
and institutional investors will undoubtedly be
looking closely for such disclosure—and, more
importantly, analysis and explanation in the
CD&A of the “need” for safety net provisions
that balloon such numbers and cushion bad
decisions or performance.

Companies and compensation committees may
well want to get ahead and start now revisiting
plans in light of a walk-away analysis (particu-
larly in light of Treasury’s announced concern
about walk-away numbers and the need to revisit
severance and other safety net provisions). Know-
ing that the CD&A walk-away analysis will be
expected, compensation committees may wish to
consider correcting severance and post-retirement
provisions that are no longer defensible.

A Model CD&A Walk-Away Paragraph. Be-
cause so many companies will be grappling
with the CD&A full walk-away discussion and
analysis, we will be providing in the upcom-
ing issue of Proxy Disclosure Updates a model
CD&A disclosure that David Lynn, former SEC
Chief Counsel, is drafting now, which will be
posted on CompensationDisclosure.com. To
access this important issue, those that may not
yet be subscribers are encouraged to take ad-
vantage of the enclosed no-risk trial or go to
CompensationDisclosure.com.

Next Steps—Comments Due Soon!

The SEC has requested comments on the
proposals by September 15, 2009. Given the
timing of the comment deadline and the rela-
tively limited nature of the proposed changes, it
appears that the SEC could adopt these proposals
(along with the related corporate governance
proposals) in time for the 2010 proxy season.
Companies and their compensation committees
need to begin thinking now about the above

disclosures and how they will be addressed. O

Given the potential for a new rule in place and
the need for companies to address their CD&A
analysis shortcomings, this is a topic that can
no longer be ignored.

Are You Recognizing Too Much Expense
for Your ESPP?

' e
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Go to TheCorporateCounsel.net to enter a no-risk trial now for 2010
and get this and the “Rest of ’09” issues for free.
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Treasury’s Mark Iwry to Speak at 6" Annual
Executive Compensation Conference

We're very excited to announce our speakers
for the “6th Annual Executive Compensation Con-
ference” that will be held at the San Francisco
Hilton and via Live Nationwide Video Webcast
on November 10™.

The All-Star cast includes:

— Treasury’s Mark Iwry, Senior Advisor to Sec-

retary Geithner

— RiskMetrics’ Pat McGurn and Martha Carter

— NY Times’ columnist Joe Nocera

— Noted counsel John Olson and Marc Trevino

— Renowned consultants Fred Cook, Ira Kay,

Mike Kesner, Doug Friske, James Kim and
Don Delves

— Panel of respected Directors

— Investor advocates Ed Durkin, Meredith Miller

and Paul Hodgson
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Now that Congress is moving on say-on-pay (and other
compensation-changing initiatives), you need to register
now to attend our critical conferences and get prepared
for a wild proxy season. Remember that the “6th An-
nual Executive Compensation Conference” is paired with
the “4th Annual Proxy Disclosure Conference” (held on
November 9")—so you automatically get to attend both
Conferences for the price of one. See the enclosed or
visit TheCorporateCounsel.net to view the agenda for
both Conferences.

A Heads Up. We are experiencing a rush of sign ups
for the Live Nationwide Video Webcast. No doubt due to
the recognition that the SEC’s new proxy disclosure rules
(and say-on-pay) will be impacting several different people
and departments, more companies and law firms have been
taking advantage of the special firmwide rates like never
before. We mention this now as a heads up to make sure
that your company, your firm (and your client companies)
are signed up. Please use the enclosed form that has the
special Live Nationwide Video Webcast rates.

Proxy Disclosure Updates —Full Walkaway Model CD&A

As mentioned at pg 9 within, David Lynn, former SEC
Chief Counsel, is right now putting the final touches on a
key, new model CD&A disclosure which will need to be
addressed in this year’s proxy statements. The upcoming
special issue of Proxy Disclosure Updates, David Lynn’s
and Mark Borges’s electronic newsletter, that is part of
Lynn, Borges & Romanek’s “Compensation Disclosure
Annual Service” will focus on this important new full
walkaway disclosure, providing not only their new model
disclosure, but also invaluable guidance on what to cover
and why and how.

To access this critical model disclosure and guidance,
any readers who may not yet be subscribers to Lynn,
Borges & Romanek’s “Compensation Disclosure Annual
Service” are encouraged to take advantage of the no-risk
trial, which entitles you to the rest of this year free. To
take advantage of this special offer—and to gain imme-
diate access to the upcoming issue of Proxy Disclosure
Updates—we encourage you to return the enclosed form,
or go to CompensationDisclosure.com and gain immediate
access. [Note that all subscriptions to the Annual Service
are on a September year, so current members will need
to make sure your renewals are in to ensure that you will
have immediate access to the upcoming special issue.]

The New 2010 Edition of Lynn, Borges & Romanek’s
“Executive Compensation Disclosure Treatise &
Reporting Guide”

Mark Borges and David Lynn are right now complet-
ing the 2010 version of “The Executive Compensation
Disclosure Treatise & Reporting Guide,” addressing ev-
erything you will need to comply with the SEC’s new
executive compensation rules—including the impact (and
ramifications) of the newest rule changes on all upcoming
proxy statements. This comprehensive, practical body of
work—over 1,000 pages—is chock full of explanations,

annotated sample disclosures, analysis of situations that
you may find yourself in, and more.

The Treatise, together with the invaluable Proxy Dis-
closure Updates newsletter, is part of Lynn, Borges &
Romanek’s “Compensation Disclosure Annual Service” on
CompensationDisclosure.com. By purchasing one, you get
both. The 2010 Treatise will be posted online as soon the
final edits are made and mailed as soon as it is printed in
early October—so you will have it in hand as a critical
guide to refer to during this upcoming, challenging proxy
season. [Note again, that because all subscriptions to the
Treatise and Annual Service expire in September, it is time
to renew your subscription to Lynn, Borges & Romanek’s
“Compensation Disclosure Annual Service” now to ensure
that you receive the Treatise and gain immediate access
to the online version on CompensationDisclosure.com—as
well as the upcoming special issue of the Proxy Disclosure
Updates newsletter.]

We encourage all our readers who have not yet dis-
covered the Treatise and Annual Service to try a no-risk
trial—now. Please use the enclosed form to receive a
$100 or more discount.

Romeo & Dye’s Forms and Filing Handbook

We are pleased to announce that Peter Romeo and
Alan Dye’s fully revised “Section 16 Forms and Filings
Handbook” has now been published and mailed. It in-
cludes a number of new—and critical—model forms. To
receive this “must have” resource, try a no-risk trial to
“Romeo & Dye’s Section 16 Annual Service” by going to
the upper right corner of the Section16.net home page,
or call (925) 685-5111.

The Year for The Corporate Executive

With the year ahead shaping up to be the most event-
ful and challenging in decades, The Corporate Executive,
with David Lynn’s critical insights and guidance, will be
more invaluable than ever. We are truly grateful for the
kind words we have been receiving these days not only
from long-time subscribers, but also from many new
subscribers. It appears that we have struck a chord with
many more departments within corporations (from legal,
to HR, to Investor Relations), and many more lawyers
within law firms.

In recognition of the need we are serving this year, in
particular (and in view of the tight economic times), we
are extending a special offer for new subscribers which
will enable anyone to receive The Corporate Executive at
no risk. We encourage you, our loyal readers, to bring
The Corporate Executive to the attention of friends and
colleagues who might benefit from the newsletter in the
challenging days ahead. In these challenging times, this
is the one newsletter you cannot afford to be without.

Renewal Time
Renewal time is upon us. Please return the enclosed
renewal form to ensure that your subscription does not

lapse.
—JMB/DL/BB
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