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AN OVERVIEW OF AND PRACTICAL GUIDANCE ON THE
SEC’S NEW RULES AMENDING EXECUTIVE COMPENSATION, RELATED PARTY,
GOVERNANCE AND FORM 8-K DISCLOSURE REQUIREMENTS

To Our Clients and Friends:

The Securities and Exchange Commission (“SEC”) has issued its new rules comprehensively
revising the disclosure requirements for executive and director compensation, related party
transactions, director independence and other corporate governance matters. The final rules also
modify the requirements for disclosing executive compensation actions and arrangements on
Form 8-K. With a few notable exceptions, the final rules as adopted are substantially similar to
the SEC’s proposal from January 2006.

The new rules will be effective for fiscal years ending on or after December 15, 2006, and
therefore apply to disclosures of 2006 compensation in calendar-year companies’ 2007 proxy
statements. The new rules applicable to disclosure of executive compensation arrangements on
Form 8-K become effective in early November 2006, 60 days after the new rules are published in
the Federal Register, applying to executive compensation events that occur on or after that date.

This Client Alert is intended to provide an initial detailed review of the new disclosure rules and
compensation tables required under them. We highlight a number of areas where these new rules
require careful attention or raise significant interpretive issues, and throughout this Client Alert
we note actions that companies should be taking now to prepare for the new rules. Given the
comprehensive nature of the rule revisions, we expect that additional interpretive issues will arise
and that the SEC staff will provide its views on these issues. Nevertheless, companies should
begin to prepare their disclosures well in advance of filing their proxy statement.

Among the significant aspects of the rule changes that require companies’ attention now are the
following:

. The SEC adopted the new requirement for a Compensation Disclosure and Analysis
(“CD&A”). The CD&A is intended to differ significantly from the former Board
Compensation Committee Report on Executive Compensation by comprehensively
addressing the design and bases for a company’s compensation of each of its named
executive officers. The CD&A will need to describe the operation and material features
of each element of named executive officer compensation and the interaction of each of
those elements (or lack of interaction) with one another. The CD&A is company
disclosure that is covered by the chief executive officer’s and chief financial officer’s
certifications; yet, the board’s compensation committee will need to remain closely
involved in the preparation and review of this disclosure. We expect that most
companies will not be able to use the Board Compensation Committee Report as a model
for drafting the CD&A and that the CD&A drafting process will necessitate extensive
and careful coordination between the human resources and legal departments with the
input of the board’s compensation committee. Companies will need to determine who
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are their named executive officers and will need to prepare drafts of the tabular and
narrative compensation disclosures required under the rules in order to be best positioned
to draft the CD&A.

. The characterization, presentation and calculation of some forms of compensation differ
significantly from the present rules and are not always intuitive. For example, some
annual bonuses will no longer be reported in the Bonus column of the Summary
Compensation Table but instead will be reported as Stock Awards or as Non-Equity
Incentive Plan Compensation. Careful review is necessary to determine how and where
to report various forms of compensation.

. It may be necessary to retain outside actuaries and consultants to perform some of the
calculations required under the new rules. Companies should make arrangements with
those outside advisers now.

. Careful descriptions and calculations of benefits payable under severance and change of
control arrangements will be necessary. Companies should begin now to identify each
form of benefit and triggering event encompassed by this disclosure requirement and to
determine whether any of these arrangements should be revised before the end of their
fiscal year. Given the extensive disclosure that will be required at some companies,
companies should begin now to evaluate how to most clearly present the required benefit
amounts and narrative descriptions.

. Revised related party and director independence disclosure rules reinforce the need to
have procedures in place to monitor on a current basis transactions between a company
and its directors, executives and immediate family members of directors and executives.
Companies that do not have written procedures for identifying and approving or ratifying
related party transactions should consider adopting them. Companies also need to revise
their director and officer questionnaires.

. Amendments to Form 8-K generally reduce the number of executive compensation
related events that trigger Form 8-K filings and eliminate the need for Form 8-K reports
on most director compensation related matters, but there are also some new Form 8-K
triggering events that will go into effect in the near future. Companies should revise their
disclosure controls to ensure that reportable events are timely identified.

Compensation Discussion & Analysis

The new rules delete the current requirement for a Board Compensation Committee Report on
Executive Compensation and require instead a Compensation Discussion & Analysis (“CD&A”).
SEC officials have emphasized that the CD&A is intended to provide a dramatically different
perspective on executive compensation than the existing Board Compensation Committee
Report. The CD&A is intended to provide an overview of material aspects of the objectives,
implementation and factors underlying named executive officers’ compensation overall as well
as information on the operation of each material element of compensation. The discussion is
required to describe the following:
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0] The objectives of the company’s compensation programs;

(i)  What the company’s compensation program is designed to reward;

(i)  Each element of compensation;

(iv)  Why the company chooses to pay each element;

(v) How the company determines the amount (and, where applicable, the formula) for
each element to pay; and

(vi)  How each compensation element and the company’s decisions regarding that
element fit into the company’s overall compensation objectives and affect
decisions regarding other elements.

The rules list fifteen examples of topics that, to the extent applicable and material, may need to
be addressed in the CD&A. These examples, which are listed in Exhibit A to this Client Alert,
together with an understanding of the types of comments that the SEC staff issues on
Management’s Discussion and Analysis of Financial Condition and Operating Results, provide
helpful insight into the comprehensive and detailed level of discussion that the SEC expects in
the CD&A. However, as a principles-based disclosure regime, CD&A disclosures should not be
drafted as simply responses to these questions, nor should the CD&A be limited to the topics
listed in the examples if there are other material factors that have affected a company’s
compensation of its named executive officers. Instead, the CD&A should explain and place in
context the compensation disclosures in the proxy statement, encompassing the topics covered in
the rule’s examples to the extent material. Unlike the current Board Compensation Committee
Report, the CD&A should specifically address the compensation of each of the named executive
officers and be sufficiently precise to identify material differences in compensation policies and
decisions among them, but the named executive officers’ compensation can be discussed as a
group where the policies and decisions affecting their compensation are materially similar.

As is also the case currently, the rules do not require companies to disclose target levels of
specific quantitative or qualitative performance-related factors considered by the board’s
compensation committee or any other factors or criteria involving confidential trade secrets or
confidential commercial or financial information, if disclosure of those factors or criteria would
result in competitive harm for the company. However, if a company relies on this exception, the
CD&A must discuss how difficult or likely achieving the factor or criteria is believed to be. SEC
officials have stated that they intend to review and comment on the CD&A to enforce this
standard of disclosure.

The CD&A is disclosure by the company — not by the board’s compensation committee — that is
“filed” rather than “furnished,” and thus is subject to certification by a company’s principal
executive officer and principal financial officer. Accordingly, companies’ disclosure controls
should be sufficient to ensure that the CD&A accurately sets forth all required information.
Likewise, before a company files its proxy statement, there should be a disclosure committee
review that encompasses not only the tabular compensation and related party disclosures in the
proxy but also the CD&A.

In addition to the CD&A, companies are required to furnish a compensation committee report
that is similar to the audit committee report currently required in proxy statements. This new
report of the board’s compensation committee consists of a brief statement on whether the

compensation committee reviewed and discussed the CD&A with management and, based on
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that review and discussion, whether the committee recommended to the company’s board of
directors that the CD&A be included in the company’s proxy statement and annual report on
Form 10-K. To the extent that board compensation committees wish to express their views or
philosophy on the company’s executive compensation, those statements may be included in the
report by the compensation committee.

Determination of the Named Executive Officers

The “named executive officers” (“NEOs”) for whom compensation disclosure is required under
the new rules are:

. any person who served during the year as the principal executive officer;
. any person who served during the year as the principal financial officer;
o three other most highly compensated executive officers, other than the principal

executive officer and the principal financial officer, who were serving as executive
officers at the end of the fiscal year; and

o up to two additional persons who served as executive officers during, but not at the end
of, the fiscal year, whose “total compensation” is higher than that of any of the three
other most highly compensated executive officers described above.

To determine who are the most highly compensated executives, companies total the amounts
reportable for the year under each column of the Summary Compensation Table for each
executive, other than amounts that would be reported as above-market earnings on deferred
compensation and the actuarial increase in pension benefit accruals. Significantly, large
severance payments to departing executives may cause them to be NEOs in the year they cease
to be employed with a company because amounts that were paid or accrued in connection with a
termination of employment during the fiscal year generally are counted in determining whether a
former executive’s “total compensation” is higher than that of any of the three most highly
compensated executive officers were serving at the end of the fiscal year.

This new definition of NEO can significantly affect companies’ planning strategies for
complying with the provisions for deductibility of compensation in excess of $1 million under
Section 162(m) of the Tax Code. This is because Section 162(m) applies to the principal
executive officer and the four individuals who were serving as executives at year-end who were
the highest paid executive officers (other than the principal executive officer) determined
pursuant to the SEC’s executive compensation disclosure rules. Companies that arranged
Section 162(m) compliance for 2006 based on who they expected to have the highest salaries and
bonuses may discover that their highest paid executive officers differ for proxy disclosure and
Section 162(m) compliance purposes. Moreover, in the event that the principal financial officer
(who now is treated as an NEO for proxy disclosure purposes regardless of compensation levels)
is not one of the four highest paid executive officers (other than the principal executive officer),
compensation paid to an individual who does not appear as a named executive officer in the
proxy statement may be subject to Section 162(m).



Revised Executive Compensation Tables

The new rules require most companies to set forth six tables disclosing various aspects of NEO
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compensation. As under the current rules, companies can omit columns to the extent they are not

applicable.

Phase-In of New Disclosures; No Pre-2006 Disclosure

Eventually, the Summary Compensation Table will require disclosure of compensation in each
of the three most recent fiscal years, as is currently the case under the existing rules. However,

the new Summary Compensation Table disclosures “phase-in” over the next three years: in the

first year, only fiscal year 2006 disclosure is required. Thus, companies will not be required to
recalculate or report compensation for fiscal years that were covered in previously filed proxy

statements.

Summary Compensation Table

The Summary Compensation Table reports amounts paid during the fiscal year, equity awards

that were granted during the year and other benefits that accrued during the fiscal year, together
with a Total column that sums all of these disparate elements.

Summary Compensation Table

Name and | Year | Salary | Bonus | Stock Option | Non-Equity Change in All Other Total
Principal (%) (%) | Awards | Awards Incentive Pension Value | Compensation %)
Position %) $) Plan and (%)
Compen- Nonqualified
sation (3$) Deferred
Compensation
Earnings ($)
(a) (b) (© (d) (€) ® (9) (h) (i) ()
NEOs
. Amounts of compensation are to be reported in the applicable column, even if some of
the compensation was deferred.
. Cash payments are reported in the Bonus column only if they were paid under an

arrangement that either (i) did not involve pre-established performance criteria that were
communicated to the executive, or (ii) was not “substantially uncertain.” Thus, a
payment that is based on an end-of-year assessment of performance or a payment that is
guaranteed under an employment agreement is reported in the Bonus column. In

contrast, annual cash payments based on performance criteria that are “substantially

uncertain” at the time established (a term that applies under the Tax Code for awards

intended to qualify as “performance-based” under Section 162(m)) and that are

communicated to executives in advance are reported in the Non-Equity Incentive Plan

Compensation column.

. The Stock Awards and Option Awards columns report a dollar value equal to the grant
date fair value computed under Statement of Financial Accounting Standards No. 123
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(revised), Share-Based Payment (“SFAS 123(R)”). In calculating the value of these
awards, a company must use the same assumptions that it applies for financial statement
reporting purposes. Additional details about awards shown in these columns are
presented in the Grants of Plan-Based Awards Table in the same year they are reported in
the Summary Compensation Table.

. If a company has adjusted or amended the exercise price of options or stock appreciation
rights (“SARs”) or otherwise materially modified outstanding options or SARs, the
incremental fair value of the amended award must be included in the Option Awards
column.

. An annual or long-term award or arrangement that is payable in company stock (even if
denominated in dollars or payable in cash or stock at the company’s or participant’s
election) is treated as an equity-based incentive plan award because these types of
arrangements are typically subject to SFAS 123(R). Therefore, this type of award or
arrangement is reported in the Stock Awards column at grant, based on its grant date
value.

. Dividends and dividend equivalents on stock and option awards are not reported in the
Summary Compensation Table (or elsewhere) if the value of expected dividends was
taken into account in calculating the SFAS 123(R) grant date fair value of those awards.

. Amounts that have been earned based upon performance under a Non-Equity Incentive
Compensation Plan are reported in the Summary Compensation Table when the
performance conditions are satisfied, even if amounts are deferred or remain subject to a
continued service vesting condition. These amounts are not thereafter reported when

actually paid.

. Amounts are reported as Earnings on Non-Qualified Deferred Compensation in the
Summary Compensation Table only if they are “above-market” earnings, as defined in
the rules.

. When calculating the annual increase in an NEO’s pension benefits for purposes of

determining the amount reported in the Change in Pension Value column, companies
must apply the same actuarial and other assumptions used for financial statement
reporting purposes. The amount reported ties to the year-over-year difference of the
amounts required to be reported in the new Pension Benefits Table discussed below. The
Change in Pension Value column must show zero if the amounts otherwise would be
negative.

. The Summary Compensation Table is to be accompanied by extensive footnote
disclosure of matters such as the assumptions used in valuing stock awards and option
awards.

Narrative disclosure accompanying the Summary Compensation Table and the Grant of Plan-
Based Awards Table (which is discussed below) must describe any material information
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necessary for understanding the information in these tables. This narrative should provide a
specific context to the quantitative disclosure in these tables, explaining, for example:

. the relationship between amounts disclosed and any employment agreements;

. the material terms of awards reported, such as performance conditions, vesting conditions
and formula or criteria used to determine the amount payable;

. where applicable, whether dividends or dividend equivalents accrue on stock awards and
the applicable dividend rate; and

o any performance-based conditions and any other material conditions applicable to the
award.

Companies should examine the assumptions used for valuing equity awards and pension benefits
before they are finalized for financial reporting purposes to determine whether it would be
appropriate to refine those assumptions as they relate to benefits provided executives. For
example, companies that apply the same SFAS 123(R) assumptions for all employee stock
options may wish to segregate options granted to executive officers if it would be appropriate to
apply different assumptions in valuing those options for financial statement and proxy reporting
purposes.

The All Other Compensation Column and Perquisite Disclosure

The All Other Compensation column includes any other element of compensation unless it is
reportable in another column of the Summary Compensation Table or there is a specific
instruction indicating that the particular element of compensation is not reportable in the
Summary Compensation Table. Examples of compensation to be included in this column are:

. perquisites valued in the aggregate at $10,000 or more;

. all tax gross-ups or other amounts reimbursed during the fiscal year for the payment of
taxes, including tax gross-ups on perquisites;

. the amount paid or that becomes due to any NEO in connection with any termination of
employment or change in control of the company;

. company contributions or other allocations to tax-qualified and non-tax qualified defined
contribution plans (whether or not vested);

. the dollar value of any insurance premiums paid by, or on behalf of, the company during
the fiscal year with respect to life insurance for the benefit of an NEO; and

o the dollar value of dividends or other earnings paid in stock or option awards, when those
amounts were not factored into the grant date fair value required to be reported in the
stock or option awards.



WIBGIBSON, DUNN & CRUTCHER LLP

VY e e ——
Amounts not reportable in this column include:

. the value realized upon exercise of options or vesting of restricted stock;

. dividends and dividend equivalent payments on stock awards and options, unless the
value of those dividends was not taken into account when determining the grant date fair
value of the stock awards and options; and

. benefits paid pursuant to defined benefit pension plans unless the payment is accelerated
due to a change in control.

Footnotes to the All Other Compensation column are required to identify and quantify any item
reported in this column whose value exceeds $10,000, other than perquisites. Perquisites
received by an NEO must be separately identified if their aggregate incremental cost exceeds
$10,000 and must be separately quantified to the extent their incremental cost exceeds the greater
of $25,000 or 10% of the value of all perquisites received by the NEO. The rules also require
footnote disclosure of the methodology a company uses for computing the aggregate incremental
cost of perquisites.

The SEC reiterated and elaborated on the standard it applies in determining whether an item is a
perquisite or other personal benefit. Under the SEC’s two-step analysis:

. An item is not a perquisite or personal benefit if it is integrally and directly related to the
performance of the executive’s duties.

o Otherwise, an item is a perquisite or personal benefit if it confers a direct or indirect
benefit that has a personal aspect, without regard to whether it may be provided for some
business reason or for the convenience of the company, unless it is generally available on
a non-discriminatory basis to all employees.

The SEC explained that if an item is integrally and directly related to the performance of duties,
then the fact that it also confers a personal benefit or is not generally provided to others does not
make the item a perquisite. For example, if an NEO is permitted to travel in Business Class on a
flight from the company’s headquarters to a business meeting, that travel is not a perquisite even
if others are required to travel in Coach class. Likewise, a larger office in the corporate
headquarters is not considered a perquisite.

In contrast, if a benefit is not integrally and directly related to an executive’s job, the fact that it
has a business purpose or facilitates the executive’s job performance does not prevent it from
being a perquisite. Likewise, a benefit’s characterization or treatment under tax rules is not
determinative of whether it is a perquisite. Thus, the SEC states that perquisites include
commuting benefits (whether or not for the company’s convenience or benefit), personal use of
planes, boats or automobiles owned or leased by the company, payment of housing or living
expenses and security provided at a personal residence or during personal travel. If a benefit is a
perquisite, the incremental cost of the benefit is required to be reported. Thus, for example,
while club memberships not used exclusively for business entertainment purposes are viewed by
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the SEC as perquisites, companies must disclose only the incremental cost of the non-business

use.

The Summary Compensation Table is accompanied by a Grants of Plan-Based Awards Table

Grants of Plan-Based Awards Table

that provides additional detail regarding stock options and other equity awards (such as restricted

stock and restricted stock units) granted during the last fiscal year and amounts payable under

other compensation plans (such as long-term incentive awards that are payable in cash or stock).

Grants of Plan-Based Awards in Fiscal Year 200x

Estimated Future Payouts Estimated Future Payouts Under All All Other | Exercise
Under Non-Equity Incentive Equity Incentive Plan Awards Other Option or Base
Plan Awards Stock Awards: Price of
Name | Grant | Threshold | Target | Maximum | Threshold | Target | Maximum | Awards: | Number of | Option
Date (%) %) (%) # # # Number | Securities | Awards
of Underlying | ($/Sh)
Shares Options
of Stock #
or Units
#)
(@) (b) © (d) (€) (f) (%) (h) (i) ()
NEOs

Each grant of an award made to each NEO under each plan must be disclosed on a
separate line.

The Grant Date column is required to be completed only for equity-based awards.

Amounts reported in the Estimated Future Payouts Under Non-Equity Incentive Plan
Awards column for a particular year are not reported in the Summary Compensation
Table for that year, except that if the award is based on annual performance the actual
amount earned under the award is reported in the Summary Compensation Table in the
same year the award is reported in this table. In contrast, awards reported in any other
column in this table also are reported in the Summary Compensation Table at their grant
date fair value for the same year in which they appear in this table.

In response to recent concerns about stock option grant practices, the Grants of Plan-Based
Awards Table “expands” in certain circumstances to include additional information applicable to
equity awards. Specifically:

if the date on which the compensation committee takes action or is deemed to take action
to grant an equity-based award is different from the date of grant as determined under
SFAS No. 123(R), a column must be added between columns (b) and (c) to disclose the
date action was taken to authorize the action; and
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if the exercise price of options reported in the Grants of Plan-Based Awards Table is less
than the closing market price of the underlying security on the grant date (for example, if
the exercise price is the average of the high and low stock price on the grant date), an
additional column must be added after column (k) showing market price on the grant
date.

Outstanding Equity Awards at Fiscal Year-End Table

The Outstanding Equity Awards at Fiscal Year-End Table presents information on each
outstanding equity award held by companies’ NEOs at the end of the last fiscal year, including
the number of securities underlying both exercisable and unexercisable portions of each stock
option as well as the exercise price and expiration date of each outstanding option.

Outstanding Equity Awards at 200x Fiscal Year-End

Option Awards Stock Awards
Name | Number of Number of Equity Option Option Number | Market Equity Equity
Securities Securities Incentive Exercise | Expiration of Value Incentive | Incentive
Underlying Underlying Plan Price Date Shares of Plan Plan
Options (#) | Unexercised Awards: %) or Units | Shares Awards: Awards:
Exercisable | Options (#) Number of of Stock | or Units | Number | Market or
Unexercisable | Securities That of Stock of Payout
Underlying Have That Unearned | Value of
Unexercised Not Have Shares, Unearned
Unearned Vested Not Units or Shares,
Options (#) # Vested Other Units or
(%) Rights Other
That Have Rights
Not That Have
Vested (#) Not
Vested ($)
(@) (b) © (d) (€) ) () (h) (i) ()
NEOs

Information on option holdings must be presented on a grant-by-grant (instead of

aggregate) basis, but (in contrast to what has been required) a company is not required to
present a single line “total” that aggregates the number and value of all options held by an
NEO.

The number of shares subject to outstanding Stock Awards and their aggregate value may
be reported on a single line, as can the number of shares subject to and the aggregate
value of Equity Incentive Plan Awards.

Footnote disclosure is required to state the vesting dates for each option and for stock
awards and equity incentive plan awards reflected in this table.

If options or stock awards are subject to performance conditions, they are reported in
column (d) or columns (i) and (j), respectively. If the performance conditions have been

10
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satisfied but the awards remain subject to forfeiture or service-based vesting conditions,
then the awards remain in this table but are shifted into columns (b) and (c) or columns
(9) and (h) until they are exercised or vest.

The number of shares subject to performance-based incentive plan awards valued or
payable in stock reported in column (i) and the payout value of those awards reported in
column (j) generally is determined based on achieving threshold performance goals.
However, if the previous fiscal year’s performance has exceeded the threshold, the
amount disclosed should be based on the next higher performance measure (target or
maximum) that exceeds the previous fiscal year’s performance. If the award provides
only for a single estimated payout, that amount should be reported. If the target amount
is not determinable, companies must provide a representative amount based on the
previous fiscal year’s performance.

This table includes awards that have been gifted or transferred other than for value, and
footnote disclosure is required to provide information about the nature of the transfer.

Option Exercises and Stock Vested Table

The Option Exercises and Stock Vested Table shows amounts realized by NEOs on each option
that was exercised and each stock award that vested during the last fiscal year.

Option Exercises and Stock Vested in Fiscal Year 200x

Option Awards Stock Awards
Name Number of Shares Value Realized Number of Shares Value Realized on
Acquired on on Exercise ($) Acquired on Vesting Vesting ($)
Exercise #
(#)
(@) (b) (©) (d) (e)
NEOs

In contrast to what the SEC proposed, companies are not required to disclose the SFAS
123(R) grant date value of awards reported in this table.

Footnotes to the Option Exercises and Stock Vested Table are required to include
information quantifying the amount and terms of any amount deferred upon exercise of
an option or vesting of a stock award.

Pension Benefits Table

The Pension Benefits Table discloses the actuarial present value of each NEO’s accumulated
benefit under each pension plan, assuming benefits are paid at normal retirement age based upon
current levels of compensation.

11



U

BB GIBSON, DUNN & CRUTCHER LLP

Pension Benefits for the 200x Fiscal Year

Name Plan Name Number of Years of Present Value of Payments During
Credited Service (#) Accumulated Last Fiscal Year ($)
Benefit ($)
(@) (b) (© (d) (e)
NEOs

A separate line is required to report each pension plan or defined benefit-type plan or
arrangement in which the NEO participates that provides for retirement payments and
benefits primarily following retirement, including but not limited to tax-qualified defined
benefit plans, cash balance plans and supplemental executive retirement plans.

The value of benefits are calculated based on normal retirement age (or if a plan does not
specify normal retirement age, the earliest age at which benefits become payable without
reduction), calculated as of the same measurement date the company uses for financial
statement reporting purposes and using the same assumptions that the company uses for
financial statement purposes.

The benefit amount reported in this table is the same used to calculate the year-to-year
Change in Pension Value in the Summary Compensation Table.

Footnotes are required to report any additional years of credited service and the resulting
dollar value of the benefit augmentation if there is a difference between an NEO’s
number of years of credited service and the NEQO’s actual years of service.

In the narrative section following this table, the company must include the valuation and
material assumptions applied when quantifying the present value of the current accrued
benefit of pension benefits. This disclosure may be satisfied by reference to the
discussion of the assumptions in the company’s financial statements, footnotes to the
financial statements, or the discussion in the MD&A.

The narrative description must also disclose the material factors necessary to understand
each plan reflected in this table, including:

o the material terms and conditions of payments and benefits available under the plan;

o ifany NEO is currently eligible for early retirement, the identity of the NEO and the
plan, the plan’s early retirement payment and eligibility standards;

o the specific elements of compensation included in applying the payment and benefit
formula;

o if a company has multiple plans, the different purposes for separate plans; and

o0 any policies with respect to granting extra years of service.

12




BB GIBSON, DUNN & CRUTCHER LLP

Nonqualified Deferred Compensation Table

The Nonqualified Deferred Compensation Table discloses annual executive and company
contributions under non-qualified defined contribution and other deferred compensation plans, as
well as each NEO’s withdrawals, “earnings” and fiscal-year end balances in those plans.

Nonqualified Deferred Compensation for the 200x Fiscal Year

Name Executive Registrant Aggregate Aggregate Aggregate
Contributions in | Contributions in | Earnings in Last Withdrawals/ Balance at Last
Last Fiscal Year | LastFiscal Year | Fiscal Year ($) | Distributions ($) | Fiscal Year-End
(9) %) 9
(a) (b) © (d) (e) ()
NEOs
. This table covers only deferred compensation that is not provided under a tax-qualified
plan.

. While not defined or described by the SEC, “earnings” presumably reflect the difference
in the account balance between the beginning and end of the year, less any executive or
company contributions and plus any amounts withdrawn or distributed.

. Footnotes to this table are required to quantify the extent to which amounts reported as
contributions or earnings are also included in the amounts reported as compensation in
the last completed fiscal year in the Summary Compensation Table. Footnote disclosure
is also required to quantify the extent to which amounts reported in the Aggregate
Balance at the Last Fiscal Year-End column were reported as compensation to the NEOs
in the company’s Summary Compensation Table for prior years, although it is unclear
whether this footnote is to include only deferred amounts reported as compensation in the
Summary Compensation Table of the current year’s proxy, all deferred amounts reported
in the Summary Compensation Table of all past years’ proxy statements or simply the
aggregate amount of employee contributions to the plan for all years.

. Following this table, a narrative description should be included describing any material
factors necessary to understand each plan covered by this table. Examples of material
factors include:

o the types of compensation permitted to be deferred, and any limitations on the extent
to which deferral is permitted;

o the measures for calculating interest or other plan earnings, quantifying interest rates
and other earnings measures applicable during the company’s last fiscal year; and

0 material terms with respect to payouts, withdrawals and other distributions.

13
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Extensive Disclosure of Termination and Change in Control Payments

The rules require companies to describe any arrangement that provides for payments or benefits
to any NEO at, following, or in connection with a change in control of the company, a change in
an NEQ’s responsibilities, or an NEO’s termination of employment, including resignation,
severance, retirement or constructive termination. The disclosure must explain the specific
circumstances that would trigger payment or the provision of benefits and how the payment or
benefit levels are determined in each circumstance. In addition, companies must quantify the
amount that would have been payable to each NEO under each of the foregoing triggering
events, assuming that the triggering event had occurred as of the end of the last fiscal year. Any
benefits that are valued based on stock price likewise are to be quantified based on that price as
of the end of the last fiscal year. If uncertainties exist as to whether benefits are payable or the
amount or value of such benefit, companies are required to make a reasonable estimate (or a
reasonable estimated range of amounts) of the payment or benefit and disclose material
assumptions underlying such estimates or estimated ranges in its disclosure. For an NEO who
has terminated employment during the last fiscal year, only the actual benefits paid or payable
must be reported.

The disclosure must also:

e describe and explain any material conditions or obligations applicable to the receipt of
payments or benefits, including but not limited to non-compete, non-solicitation, non-
disparagement or confidentiality agreements, including the duration of such agreements
and provisions regarding waiver of breach of such agreements; and

e describe any other material factors regarding each such contract, agreement, plan or
arrangement.

For many companies, this new disclosure standard will be the most burdensome and time-
consuming aspect of the new rules. Companies must carefully review all of their employment
agreements, benefit plans and compensation arrangements to identify each triggering event and
the amounts and benefits payable. Companies with slight variances in terms among their
different benefits (such as different definitions of “change in control”) might wish to amend
some of their arrangements to conform the terms. The required disclosure may necessitate
quantifying current pension benefits (which, unless an NEO is retirement-eligible, may involve a
calculation that is different from the one used to prepare the Pension Benefits Table) and the
value of “golden parachute tax” gross-ups, each of which likely will require complex
calculations that may best be performed by outside consultants.

Companies will also need to carefully consider how to most clearly present the required
information, including whether to arrange the presentation by triggering event or by NEO, and
the extent to which tabular presentations can be used to facilitate making the required
disclosures. Because the amounts reported typically will be based on hypothetical
circumstances, companies will also want to adequately explain (and disclaim) that amounts
payable upon a triggering event could differ, perhaps materially, from those reported in the proxy
statement.
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Director Compensation Table

Director compensation for the last fiscal year is reported in a tabular format based on the form of
payment. A separate line must be provided for each director, except that directors may be
grouped in a single row if all of the elements and amounts of their compensation are identical.

Director Compensation in Fiscal 200x

Name Fees Stock Option Non-Equity Change in All Other Total
Earned | Awards | Awards | Incentive Plan | Pension Value | Compensation %
or Paid %) %) Compensation and
in Cash % Nonqualified
&) Deferred
Compensation
Earnings
(@) (b) © (d) (€) ()] (%) (h)
Directors
. The All Other Compensation Column covers the same items reported for NEOs in the All

Other Compensation column of the Summary Compensation Table, with the same
$10,000 thresholds for itemizing elements of All Other Compensation and the same
$10,000 de minimis exception to the disclosure of perquisites. In addition, All Other
Compensation includes:

o all consulting fees; and

o0 the annual cost of payments and promises of payments pursuant to director legacy
programs or charitable awards programs.

. Footnotes are required to accompany the Stock Awards and Option Awards columns to
report the aggregate number of stock awards and option awards outstanding at fiscal year
end.

. Narrative disclosure accompanying this table should describe director compensation

arrangements (such as fees for retainer, committee service, service as chair of the board
or a committee, and meeting fees) and any other material factors necessary to the
understanding of this table.

Stock Option Grant Practices

As noted above, in response to recent concerns about stock option grant practices, the rules and
adopting release address disclosure requirements focusing on the timing of option grants in
coordination with the release of material non-public information and the determination of
exercise prices that differ from the stock price on the date of grant. In addition to the tabular
disclosures addressed above, CD&A disclosure is required regarding option grant practices,
when necessary for a material understanding of the company’s compensation policies. With
respect to both the timing of stock options and any programs under which option exercise prices
are set at an amount below the closing market price of the stock on the grant date, companies
must, where applicable, answer questions such as:
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. Does the company have a program or practice in place to time option grants to executive
officers with the release of material non-public information (or to set exercise prices in
coordination with such release)?

. How does that program or practice fit into the context of the company’s program or
practice, if any, with regard to option grants to employees generally?

. What was the compensation committee’s role in approving and administering that
program or practice?

o What was the role of executive officers in the company’s program or practice?

o Does the company plan to time, or has it timed, the release of material non-public
information in order to affect the value of executive compensation?

Related Party Transactions

The rules revise the related party transaction disclosure requirements in subtle but significant
ways. The SEC noted that the purpose of these rules remains unchanged: to elicit disclosure of
transactions and relationships with related persons and the independence of directors and director
nominees. The rules eliminate a number of “bright-line” standards on relationships that were not
required to be disclosed, focusing instead on the materiality standard, which should be
“determined on the basis of the significance of the information to investors in light of all the
circumstances.”

Disclosure Standards for Related Party Transactions

Item 404(a) of Regulation S-K continues to set forth a general disclosure requirement for related
party transactions: disclosure is required of any transaction (or proposed transaction) since the
beginning of the company’s last fiscal year, in which (i) the company was a participant, (ii) the
amount involved exceeds $120,000, and (iii) any related person had or will have a direct or
indirect material interest. The threshold dollar value of transactions to be considered is increased
from $60,000 to $120,000, but the SEC has emphasized that transactions over this threshold are
reportable only if they satisfy the materiality standard. The SEC has emphasized that the scope
of what constitutes a “transaction” is broad and includes both compensatory relationships and
indebtedness.

The definition for “related person” covers:
o any person who served as an executive officer or director at any time during the previous
fiscal year (regardless of whether they held that position at the time of the transaction) or

(for proxy statements) is a director nominee;

. any person who was a greater than 5% securityholder at the time of a transaction or while
the transaction was continuing; and

. any child, stepchild, parent, stepparent, spouse, sibling, mother-in-law, father-in-law,
son-in-law, daughter-in-law, brother-in-law, or sister-in-law of any of director, executive,
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director nominee or securityholder, the foregoing related persons, as well as any other
person (other than a tenant or employee) sharing the household of any such related
person. The scope of this “immediate family” definition is broader than previously
applied under Item 404(a) because it includes stepparents, stepchildren and others living
in an executive’s or director’s household.

The rules retain a number of “bright line” exclusions on relationships that are not reportable and
confirm that compensation of executive officers who are not NEOs will not generally be
reportable. Thus, companies need not report any transaction:

. with an entity in which the related person’s interest arises solely from being a director or
less than 10% stockholder of the other party to the transaction, or from being both a
director and less than 10% stockholder; or

. involving compensation to an executive officer who is not an NEO, provided that the
executive officer is not an immediate family member of a related person and the
compensation has been approved by the company’s compensation committee or other
independent directors.

On the other hand, the revisions eliminate an important exception that in the past was relied upon
as a basis for not disclosing de minimis transactions with companies at which directors are
executive officers. Specifically, the SEC has replaced Item 404(b), which required disclosure of
transactions with entities where a director or director nominee served as an executive officer,
with a new rule (discussed below) adopting stock exchange listing standards for evaluating
director independence. This has the effect of eliminating companies’ ability to rely upon a well-
established SEC staff interpretation that related person disclosure was not required under

Item 404(a) of any business dealings that were not disclosible under Item 404(b). While
companies may still conclude that many such transactions or business relationships do not need
to be disclosed, that conclusion will be dependent on a facts-and-circumstances analysis of the
transaction and a determination of whether the director has a direct or indirect material interest in
the transaction under general Item 404(a) standards. Also, in light of the elimination of the

Item 404(b) standards for disclosure of transactions with entities where a director or director
nominee served as an executive officer, the SEC has amended the definition of “Non-Employee
Director” under Rule 16b-3 to drop this element from the definition and to provide safe harbor
procedures for determining whether a director qualifies as a “Non-Employee Director” for
purposes of that rule.

Approval of Related Party Transactions
New Item 404(b) requires companies to describe their policies and procedures for the review and
approval or ratification of transactions with related persons. The rule provides the following
examples of aspects of the policies and procedures that may need to be discussed:

. the types of transactions that are covered by such policies and procedures;

. the standards to be applied pursuant to such policies and procedures;
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. the persons or groups of persons on the board of directors or otherwise who are
responsible for applying such policies and procedures; and

. a statement of whether such policies and procedures are in writing and, if not, how such
policies and procedures are evidenced.

Companies will need to disclose whether any related party transactions that are required to be
disclosed under Item 404(a) were not subject to the company’s policies for approval or
ratification.

We expect that these rule changes will lead many companies to reinforce their procedures for
timely identifying potential related party transactions and to clarify and formalize their
procedures relating to approval of related party transactions.

Corporate Governance Disclosures

New Item 407 of Regulation S-K consolidates existing disclosure requirements relating to
directors’ board and annual meeting attendance and shareholder communications with directors
and nominating and audit committees. The rules also include new disclosure standards relating
to director independence and compensation committee operations. The revisions eliminate the
need to periodically attach the audit committee’s charter to the proxy statement, and instead all
committee charters may instead by posted on a company’s website and cross-referenced in the
proxy statement.

The new Item 407 rules regarding independent directors require companies to:

. identify each person who served as a director during any part of the year and each
director nominee who is “independent,” using the independence standards applied under
the securities market where the company’s stock trades;

. identify any member of the audit, nominating or compensation committees of the board
who is not independent, and describe the listing standard exemption relied upon for
having a non-independent director; and

. describe in reasonable detail on a director-by-director basis each category or type of
transaction, relationship or arrangement that is not disclosed as a related party transaction
but that was considered by the company’s board when determining that a director and
director nominee is independent.

The new Item 407 rules regarding compensation committees require companies to describe the
compensation committee’s processes and procedures for the consideration and determination of
executive and director compensation. If director compensation is not set by the compensation
committee, then corresponding disclosure must be provided with respect to the committee or
group of directors that are responsible for establishing directors’ compensation. The disclosure
must address:

. the scope of authority of the compensation committee;
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. the extent to which the compensation committee may delegate any of its authority to
others, specifying what authority may be so delegated and to whom;

. any role of executive officers in determining or recommending the amount or form of
executive and director compensation; and

o any role of compensation consultants in determining or recommending the amount or
form of executive and director compensation, including:

o identifying the compensation consultants,

0 stating whether the consultants are engaged directly by the compensation committee,
and

o0 describing the nature and scope of the consultant’s assignment, and the material
elements of the instructions or directions given to the consultants with respect to the
performance of their duties under the engagement.

Form 8-K Reporting Requirements

The new rules revise and significantly narrow the Form 8-K reporting requirements applicable to
compensation-related information. As noted above, compliance with the changes to Form 8-K is
required for triggering events that occur 60 days or more after publication of the adopting release
in the Federal Register. The rules:

o Remove compensation related plans, agreements and arrangements as reportable events
under Items 1.01 and 1.02 of Form 8-K. Although compensation-related events are no
longer reportable as “material agreements” under the Form 8-K rules, they continue to be
treated as “material agreements” under the rules enumerating exhibits that are required to
be filed with registration statements and Forms 10-K and 10-Q.

o Add to and expand the executive compensation-related events that require a Form 8-K
report under Item 5.02 of Form 8-K. That item formerly applied only upon appointment
or upon resignation or severance of a director, principal executive officer, president,
principal financial officer, principal accounting officer, principal operating officer, or
person performing similar functions. In addition to events that formerly triggered a
Form 8-K under Item 5.02, that item now also is triggered:

0 whenever a company enters into, adopts, commences or materially modifies or
amends a material compensatory plan, contract or arrangement (whether or not
written) in which a principal executive officer, principal financial officer or person
identified as an NEO in the company’s most recently proxy statement participates;
and

0 whenever a company makes or materially modifies a material grant or award under
any plan, contract or arrangement to or with any principal executive officer, principal
financial officer or person identified as a NEO in the company’s most recently proxy
statement, unless the grant or award (or modification thereto) is “materially consistent

19



BB GIBSON, DUNN & CRUTCHER LLP

with the previously disclosed terms of such plan, contract or arrangement,” and the
grant, award or modification is disclosed when required in the company’s next proxy
statement (or other filing reporting compensation of NEOs under Item 402 of
Regulation S-K).

As with the case when compensatory plans or arrangements were reported under Item 1.01, the
failure to timely file a Form 8-K reporting one of the foregoing two types of triggering events
will not impair a company’s eligibility under Form S-3, as long as the event is reported in the
Form 10-Q or Form 10-K filed after the end of the quarter in which the triggering event
occurred.

. In addition, under amendments to other provisions of Item 5.02, a Form 8-K must be
filed:

0 whenever a company calculates the amount of an NEO’s salary or bonus for the
previous fiscal year if that amount was not reported in the company’s previously filed
proxy statement (or other filing reporting compensation of NEOs under Item 402 of
Regulation S-K) for that fiscal year; and

0 whenever a person identified as an NEO in the company’s most recently proxy
statement (or other filing reporting compensation of NEOs under Item 402 of
Regulation S-K) retires, resigns or otherwise terminates employment.

. The rules set forth more clearly the information required to be described when a company
appoints a new principal executive officer, president, principal financial officer, principal
accounting officer, principal operating officer, or person performing similar functions. In
addition to describing any employment agreement with the newly appointed executive,
companies must describe: (i) any material plan, contract or arrangement (whether or not
written) in which the newly appointed executive participates that is materially amended
in connection with the executive’s appointment; and (ii) any grant or award that is made
to the newly appointed executive in connection with the appointment.

. Significantly, events relating to establishing or amending director compensation are not
required to be reported on a Form 8-K, except that if a company appoints a new director,
the Form 8-K filed in connection with that appointment must describe: (i) any material
plan, contract or arrangement (whether or not written) in which the newly appointed
executive participates that is entered into or materially amended in connection with the
executive’s appointment; and (ii) any grant or award that is made to the newly appointed
executive in connection with the appointment.

. Companies are not required to file a Form 8-K to report compensation-related events that
relate only to executives who are not NEOs except for (i) the triggering events discussed
above that apply upon the appointment or termination of a principal executive officer,
president, principal financial officer, principal accounting officer, principal operating
officer, or other person performing similar functions; and (ii) events that trigger
disclosure under other Form 8-K items such as plan trading “black outs” that are
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reportable under Item 5.04 of Form 8-K and plans of termination that involve a material
charge and therefore are reportable under Item 2.05 of Form 8-K.

Other Requirements

. Security Ownership of Directors and Officers: The rules require disclosure of the
number of shares owned by management that are subject to a pledge.

. Performance Graph: The SEC retained the requirement for the stock performance graph,
but the graph is not required to appear in the proxy statement but instead is called for
under the rules setting forth requirements applicable to companies’ annual report to
stockholders.

. Plain English: The rules require companies to present most of this information in plain
English.
. Disclosure of Other Employees’ Compensation: The SEC did not adopt its proposal to

require disclosure of the compensation paid to non-executive employees whose
compensation exceeds that paid to any of the NEOs. However, the SEC has sought
additional comment on a revised version of this proposal, under which companies that are
“large accelerated filers” would be required to disclose the total compensation of up to
three employees (i) who are not executive officers but who have significant policy-
making powers either within the company or within a significant subsidiary, principal
business unit, division or function of the company; and (ii) whose compensation exceeds
that of any of the NEOs listed in the Summary Compensation Table. Companies wishing
to submit comments on this proposal must do so within 45 days after the SEC release is
published in the Federal Register.

Gibson, Dunn & Crutcher lawyers are available to assist clients in addressing questions they
may have regarding these issues. Please contact the Gibson Dunn attorney with whom you
work, or John F. Olson (202-955-8522, jolson@gibsondunn.com), Ronald Mueller (202-955-
8671, rmueller@gibsondunn.com), Brian Lane (202-887-3646, blane@qgibsondunn.com), Amy L.
Goodman (202-955-8653, agoodman@gibsondunn.com), Stephen Fackler (650-849-5385,
sfackler@gibsondunn.com), James Moloney (949-451-4343, imoloney@gibsondunn.com), or
Elizabeth Ising (202-955-8287, eising@qgibsondunn.com).

© 2006 Gibson, Dunn & Crutcher LLP, 333 South Grand Avenue, Los Angeles, CA 90071

The enclosed materials have been prepared for general informational purposes only and are not
intended as legal advice.
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COMPENSATION DISCUSSION AND ANALYSIS

The SEC’s new rules set forth the following description of the types of matters that may
need to be discussed in the Compensation Discussion and Analysis:

While the material information to be disclosed under Compensation Discussion and Analysis
will vary depending upon the facts and circumstances, examples of such information may
include, in a given case, among other things, the following:

()
(i)
(iii)

(iv)
(v)
(vi)

(vii)

(viii)

(ix)

)

(xi)

(xii)

The policies for allocating between long-term and currently paid out compensation;

The policies for allocating between cash and non-cash compensation, and among
different forms of non-cash compensation;

For long-term compensation, the basis for allocating compensation to each different form
of award (such as the relationship of the award to the achievement of the registrant’s
long-term goals, management’s exposure to downside equity performance risk,
correlation between cost to registrant and expected benefits to the registrant);

How the determination is made as to when awards are granted, including awards of
equity-based compensation such as options;

What specific items of corporate performance are taken into account in setting
compensation policies and making compensation decisions;

How specific forms of compensation are structured and implemented to reflect these
items of the registrant’s performance, including whether discretion can be or has been
exercised (either to award compensation absent attainment of the relevant performance
goal(s) or to reduce or increase the size of any award or payout), identifying any
particular exercise of discretion, and stating whether it applied to one or more specified
named executive officers or to all compensation subject to the relevant performance
goal(s);

How specific forms of compensation are structured and implemented to reflect the named
executive officer’s individual performance and/or individual contribution to these items
of the registrant’s performance, describing the elements of individual performance and/or
contribution that are taken into account;

Registrant policies and decisions regarding the adjustment or recovery of awards or
payments if the relevant registrant performance measures upon which they are based are
restated or otherwise adjusted in a manner that would reduce the size of an award or
payment;

The factors considered in decisions to increase or decrease compensation materially;
How compensation or amounts realizable from prior compensation are considered in
setting other elements of compensation (e.g., how gains from prior option or stock awards
are considered in setting retirement benefits);

With respect to any contract, agreement, plan or arrangement, whether written or
unwritten, that provides for payment(s) at, following, or in connection with any
termination or change-in-control, the basis for selecting particular events as triggering
payment (e.q., the rationale for providing a single trigger for payment in the event of a
change-in-control);

The impact of the accounting and tax treatments of the particular form of compensation;
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(xiit)  The registrant’s equity or other security ownership requirements or guidelines (specifying
applicable amounts and forms of ownership), and any registrant policies regarding
hedging the economic risk of such ownership;

(xiv)  Whether the registrant engaged in any benchmarking of total compensation, or any
material element of compensation, identifying the benchmark and, if applicable, its
components (including component companies); and

(xv)  The role of executive officers in determining executive compensation.
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