











iii. Grants of Plan-Based Awards Table

Companies other than small business issuers must include
this new table to provide detailed information about all plan-
based equity awards granted to the named executive officers
during the fiscal year.>®
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Companies other than small business
issuers must include this new table to
provide detailed information about
all plan-based equity awards
granted to the named executive officers
during the fiscal year.
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iv. Narrative Disclosure
Companies must provide narrative disclosures following

the Summary Compensation Table and, if applicable, the Grants
of Plan-Based Awards Table, in order to provide context for the
information in the tables.’”

(@) Small Business Issuers

The new rules require small business issuers to include
a narrative description of any material factors necessary to
understand the information disclosed in the Summary Compen-
sation Table,’® including, but not limited to: (1) the material
terms of each named executive officer’s employment arrange-
ment, whether written or unwritten;”” (2) a description of any
re-pricing or other material modification to any outstanding
equity-based award;?* (3) the waiver or modification of any
specified performance target, goal, or condition to payout;é1 4)
the material terms of each grant, including the exercise date, any
conditions to exercisability, any tandem, reload or tax reimburse-
ment feature, and any provision that

(b) Other Issuers

The new rules require a narrative description of any mate-
rial information necessary to understand the information in the
Summary Compensation and Grants of Plan-Based Awards Tables,
including, but not limited t0:% (1) the material terms of each
named executive officer’s employment agreement or arrange-
ment, whether written or unwritten;”’ (2) a description of any
re-pricing or other material modification of an outstanding
option or other equity-based award;® (3) the material terms of
any award disclosed in the Granss of Plan-Based Awards Table,
including a general description of the formula or criteria to be
applied in determining amounts payable and the vesting sched-
ule, a description of any performance-based or other material
conditions applicable to the award, whether dividends or other
amounts will be paid, the applicable dividend rate, and whether
that rate is preferential;* and (4) an explanation of the amount

of salary and bonus in proportion to total compensation.”®
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Pursuant to the new rules all reporting
companies, including small business
issuers, must provide a Director
Compensation Table that reports all fees and
other payments paid to each director.

E. Director Compensation

Pursuant to the new rules all reporting companies, includ-
ing small business issuers, must provide a Director Compensa-
tion Table that reports all fees and other payments paid to each
director.”! The table is similar to the Summary Compensation
Table but requires disclosure only for a company’s most recent
fiscal year.”2
All cash fees paid for

could lower the exercise price;* (5)
the material terms of any non-equity
incentive plan award made to a
named executive officer during the
last fiscal year, including a general
description of the formula or crite-
rion to be applied in determining
the amounts payable and the vest-
ing schedule;®® (6) the method of
calculating earnings on nonqualified
deferred compensation plans;*4 and
(7) identification to the extent mate-
rial of any item included in the “All
Other Compensation” column of

the Summary Compensation Table.*®

services as a director, such
as retainer fees, committee
fees, meeting fees, and chair-
manship fees, should be dis-
closed in column (b), “Fees
Earned or Paid in Cash.””?
Otherwise, the directions
and instructions applicable
to the Summary Compensa-
tion Table generally apply
to the analogous columns
in the Director Compensa-
tion Table* 7> Companies
must also provide footnote

disclosure of (i) the aggregate
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number of stock awards and option awards out-
standing for each director at year-end,’® and
(ii) the total dollar amount payable under
legacy and similar charitable award pro-
grams and the material terms of such
programs.”” Two or more directors
may be grouped in a single row if
their compensation is identical and
all are clearly named.”®

A narrative description of any
material factors necessary to under-
stand the information in the table
must follow the Director Compen-
sation Table”® Examples include a
description of standard compensation
arrangements and a description of any dif-
ferent compensation arrangement applicable
to a specific director.3

Il. DIRECTOR INDEPENDENCE AND OTHER
CORPORATE GOVERNANCE MATTERS
The new rules update and consolidate existing disclosure
requirements regarding director independence and committees
of the board of directors, as discussed below.8!

A. Director Independence and Related Matters

The new rules require disclosure whether each director
and, if applicable, nominee for director, is independent, and a
description of any transactions, relationships or arrangements
not otherwise disclosed that were considered in determining
independence.®? Companies that are listed on or (when the
information is included in a registration statement) that have
applied for listing on a national securities exchange or national
securities association must use the definition of independence
prescribed by the Exchange’s or Association’s applicable listing
standards.®® Companies that are not so listed must choose an
independence definition of one of such Exchanges or Associa-

tions for this purpose.®*
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The new rules require disclosure
whether each director and, if applicable,
nominee for director, is independent,
and a description of any transactions,
relationships or arrangements not
otherwise disclosed that were
considered in determining independence.

V

In addition, the new rules require additional
disclosures about the company’s compensa-
tion committee, including: (1) whether
it has one, and if not, why it is reason-
able not to;% (2) its composition and
whether or not it has a charter;%° (3)
a narrative description of the com-
pany’s processes and procedures
for consideration and determina-
tion of executive compensation;87
(4) the scope of the committee’s
authority and the extent to which

it may delegate such authority;®®
(5) the role of any executive officers
in determining or recommending the
amount or form of executive and direc-
tor compensation;* and (6) the role of any
compensation consultants in determining or
recommending the amount or form of executive and

director compensation, whether such consultants are engaged
directly by the compensation committee or by any other person,
the nature and scope of such consultants’ assignment and any
material instructions or directions given to such consultants with

respect to the performance of their duties.”®

I1l. PREPARING FOR COMPLIANCE WITH THE
NEW RULES

In preparation for the CD&A, companies should work
with their compensation committees to clarify, formalize, and
document their compensation processes and procedures. In
particular, companies should review the link between pay and
performance, the company’s total rewards strategy, perquisites,
and change in control and severance arrangements. It should be
determined in advance who will be involved in drafting the com-
pensation disclosure and the CD&A. Importantly, the CD&A
rules are principles-based and need to address the material ele-
ments of the company’s compensation programs. In addition,
the drafters of the revised disclosure, especially with respect to
the CD&A, may need to gather information from more people
than was necessary in the past, including human resource offi-
cers, relevant departments, compensation consultants, outside
advisers and the compensation committee and chairman, as well
as prior compensation committee chairmen with respect to prior
compensation determinations.

Once the necessary information is compiled, those involved
in drafting the CD&A should: (1) review the CD&A require-
ments discussed above and determine how the company will
answer the required questions and prepare its CD&A disclosure;
(2) consider which of the examples provided in the new rules
are relevant to the company’s compensation programs and what
other material elements of compensation should be addressed;
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(3) think about the reasons, goals, and justification for each ele-
ment of the company’s compensation programs; (4) determine
what are the company’s philosophy, objectives and goals of its
compensation programs; and (5) how each element of its com-
pensation programs further its compensation objectives.

Companies should consider whether changes should be
made in their current compensation programs to avoid poten-
tially embarrassing disclosure. This includes programs for which
the original purposes and reasons for adoption no longer apply.
This may require amendments to employment contracts or
involve circumstances where the named executive officers may
be required to relinquish a benefit to which they are technically
entitled.

~

changes should be made in their current

Companies should consider whether

compensation programs to avoid
potentially embarrassing disclosure.

4

The committee must further its familiarity with the new
executive and director compensation reporting requirements
that will be applicable to the company and begin reviewing all of
the compensation arrangements and gathering the information
necessary to compile the disclosures. Determining in advance
which elements of compensation each named executive officer
and director receives, particularly perquisites and change in
control and severance payments, is particularly beneficial. A
company should consider putting together a mock-up of the
required compensation tables and related disclosures using the
previous year’s compensation data. This ensures that the needed
information and other processes are in place to prepare the
required disclosure, and that unexpected problems or delays do
not stymie the process when this information is prepared for the
first time.

Prior to the completion of the CD&A draft, the commit-
tee should review the company’s employment procedures and

In preparation for the CD&A, companies should work with their
compensation committees to clarify, formalize, and document their
compensation processes and procedures.
In particular, companies should review the link between pay and
performance, the company’s total rewards strategy, perquisites,
and change in control and severance arrangements.

1 determine what post-employment
or change in control payments
and benefits are payable to the
named executive officers, and esti-
mate amounts (or ranges) payable
under each triggering event. In
addition, it is important that a
company review its stock option,
equity incentive compensation,

and similar plans, as well as its
J option and equity-based compen-

sation grant practices in light of
the new disclosure requirements. If such plans use a price other
than the closing market price on the grant date to determine the
fair market value of the company’s securities, companies should
consider whether it may be appropriate to amend the plan to
use the closing market price as “suggested” by the Commission.
Any differences may require disclosure of the use of a different
formula in the CD&A, or potentially, different closing price val-
ues on the grant date from the exercise or base price of options
granted in the Grants of Plan-Based Awards Table®' Although
this disclosure is not required for small business issuers, such
companies might consider whether a change could be advisable
in light of the Commission’s guidance in this area.

With respect to granting options, a company should con-
sider reviewing its practices to ensure that there are no potential
“backdating” issues. This includes ensuring that an option’s
stated grant date is its actual grant date pursuant to applicable
accounting and tax regulations. Companies should also review
their option and other equity compensation granting practices
in light of the new rules regarding the timing of grants in order
to clarify what disclosures might be necessary in this regard, or
revise their procedures to avoid any such disclosures.

In addition, a company should ensure that any standard
re-pricing, material modification provisions, or any formulas the
company routinely uses to modify options or other equity-based
awards are included in the company’s option, incentive and simi-
lar plans in order to limit or avoid disclosure of any such modifi-
cations in the narrative to the Summary Compensation Table.

Putting aside general recommendations for CD&A draft-
ing committees, there are also a number of specific actions that
companies of differing size and structure should undertake. For
example, companies other than small business issuers should
clarify and document their procedures for approving related-
party transactions.”? Small business issuers may also want to
consider their procedures in the context of required disclosures
regarding related-party transactions.”

Boards of directors of non-listed companies, which were
previously not required to determine and disclose director inde-
pendence, need to consider which definition of independence
they will use and what other types of transactions they believe
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may affect independence. Boards should start considering which
directors are independent and whether or not new or additional
independent directors are needed.

Companies that do not have
separate audit, nominating and com-
pensation committees should consider
whether it might now be prudent to
form such committees in light of
company practice in these areas and
the new disclosure requirements.”*
Companies that do not form sepa-
rate committees should clarify the .
board’s reasons, especially with regard e
to nominating and compensation committees for which disclo-
sure of such reasons will be required.”” Also, such companies
should ensure they document which directors perform the func-
tions of such committees and whether they are independent.”®
Non-listed companies that have non-independent directors sit-
ting on the audit, nominating and compensation committees, or
performing the functions of such committees should consider
whether such persons should be removed from these committees,
or be prepared to disclose that non-independent directors sit on
these committees.

All companies that are current or future reporting com-
panies should carefully consider the reasons, purposes, and
philosophy involved when entering into new compensation
arrangements and adopting new compensation programs. Com-
panies should document the adoption of such arrangements
and programs, the reasons for doing so, and how the actions fit
within the company’s compensation philosophy, so that if such
actions need to be explained in a CD&A, the records exist that
will allow current management to draft the required disclosure.

Finally, pursuant to the required disclosures regarding com-
pensation committee processes, the company should review its
processes and procedures for considering executive and director
compensation. If necessary, consider formalizing and document-
ing such procedures.

Companies without a director nominations policy”’” or
a process for stockholders to communicate with the board of
directors?® should consider whether it would be appropriate
to adopt one. In addition, companies that do not adopt such
policies should be prepared to disclose why their board believes
it is appropriate for the company not to have such policies.
Companies that have not done so should clarify whether they
have a formal policy regarding director attendance at the annual
meeting of stockholders and/or consider whether to adopt one
pursuant to the disclosure requirements.”’

Companies that have not recently reviewed and/or updated
their audit, nominating and compensation committee charters
should review such charters to ensure they are up to date and
conform to the current standards of accepted practice. This

also includes the committee’s actual functions and operation. In
particular, the compensation committee charter may need to be
revised to schedule extra compensa-
tion committee meetings or eliminate
references to a set number of meetings
that may no longer be adequate. Com-
panies without such committee char-
ters should consider whether it might
be appropriate to adopt them.

Finally, it is essential that compa-
nies continue to monitor developments
in this area to see how “best practices”
develop under the new rules. It will
take some time for companies and others to get used to the new
disclosure requirements, and best practices are likely to continue
to evolve in this area over the next few years. @&
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