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A Call for Transparency

The SEC proposes sweeping compensation disclosure reforms.

By Mark Borges and Diane Doubleday
Mercer Human Resource Consulting

Director
Summary >

Responding to shareholders’ criticism of
inadequate and confusing executive pay infor-
mation, the Securities and Exchange Commis-
sion (SEC) has proposed sweeping changes to
its executive compensation disclosure rules
(http://sec.gov/ news/press/2006-10.htm). The
proposals would require companies to provide
a total compensation figure for top executives,
as well as a new report discussing how their
executive compensation programs are struc-
tured and implemented.

The proposals would require far more infor-
mation about equity awards for top executives,
retirement and severance benefits, and per-
quisites—and even tabular disclosure of direc-
tor pay.

Now, corporate directors need to assess how
these proposals will impact their companies.
Regardless of whether they are adopted, these

proposed rules will surely set an immediate
“best practice” standard.

Some of the proposals, such as the enhanced
disclosure of executive retirement benefits and
severance and change-in-control payments, are
likely to be quite controversial, and may change
before final adoption. The Commission is solic-
iting public comments on the proposals until
the end of March, and hopes to adopt final
rules later this year. If the SEC meets this
timetable, the new rules should be in place in
time for the 2007 proxy season.

A Fresh Look at Disclosure

While the SEC has made minor enhance-
ments to the disclosure rules since its last major
update in 1992, most observers believe that the
quality of the executive pay disclosure in cor-
porate proxy statements has stagnated in recent
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Responding to shareholder

demands for a “bottom line,

the proposals would require
companies to add up the
amounts reflected in the
Summary Compensation
Table to produce a total

compensation figure.

years. Thus, SEC chairman Christopher Cox has made
improved executive compensation disclosure a priority
since joining the Commission last summer. This has led
to the current proposals, which tackle many issues that
have been of concern to institutional shareholders. In par-
ticular, shareholders have complained that the “Summary
Compensation Table” no longer provides the full pic-
ture of the total pay packages of a company’s senior exec-
utives because of the proliferation of executive benefits
and various equity vehicles. As a result, they have been
clamoring for companies to disclose a total compensa-
tion figure that incorporates all executive compensation,
not just annual pay and long-term incentives.

The proposals address this issue by making three fun-
damental changes to the Summary Compensation Table,
in addition to other proposed changes:

Total pay. Responding to shareholder demands for a
“bottom line,” the proposals would require companies to
add up the amounts reflected in the Summary Compensa-
tion Table to produce a total compensation figure for each
named executive officer for each of the three years covered
by the table. This figure would be disclosed in a new “Total
Compensation” column at the start of the table.

Fair value. Because the disclosure rules have not kept
pace with either market practice or shareholder demands
for information about equity awards, the proposals would
require companies to disclose the grant-date fair value of
all stock-based awards, including stock options, granted
to the named executive officers in the Summary Com-
pensation Table (rather than just the number of shares
subject to options and the dollar value of restricted stock
awards, as currently required).

Other pay. The proposals would require that the cur-
rent “Other Annual Compensation” column be merged into
the “All Other Compensation” column in the Summary
Compensation Table, which picks up any item not other-
wise required to be disclosed in another column, including
perquisites, company contributions to defined contribution
retirement plans, and the aggregate increase in the actuar-
ial value of pension plans accrued during the year and all
earnings on nonqualified deferred compensation.
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The proposals would further require that the Sum-
mary Compensation Table be supplemented by two sep-
arate equity award tables—one covering performance-
based awards and the other grants of all other (service-
based) equity awards.

The New Compensation Committee Report—
Beyond the Boilerplate

For a decade and a half, shareholders have had only
the “Board Compensation Committee Report” (mandated
in 1992) to fathom the company’s compensation policies,
including the basis for the compensation paid to the com-
pany’s executives and the basis for the CEO’s compensa-
tion for the last fiscal year. Over the years, however, the
quality of these reports has deteriorated, with the SEC reg-
ularly reminding companies that “boilerplate” discussions
are not acceptable. The proposals address this concern by
replacing the Board Compensation Committee Report and
the “Performance Graph” with a new “Compensation Dis-
cussion and Analysis” (CD&A), modeled after Manage-
ment’s Discussion and Analysis of Financial Condition and
Results of Operations (MD&A) currently required for
more general disclosures. The MD& A—while it can con-
tain boilerplate—is generally considered to be helpful to
investors in analyzing company performance.

The CD&A would require narrative disclosure of a
company’s policies and decisions involving the compen-
sation of the named executive officers. It also would be
expected to provide specific details about how the pay
program relates to corporate performance. Finally, it
would have to address the compensation-setting process,
such as whether the committee considered all elements
of the CEO’s compensation in making individual pay
decisions and what tools the committee used in making
its decision.

In explaining these elements at an open meeting of the
Commission on January 17,2006, SEC staff summarized
the questions as follows:

e What are the objectives of the pay plan?

What are the elements in the pay plan?

Why were the elements used?

How did the committee determine the amount?
How does the pay fit into company objectives?

These new requirements would force companies to
take a fresh look at their compensation programs and
how they operate. [Ed note: For general guidance on com-
pensation philosophy along these same lines, see the
Report of the NACD Blue Ribbon Commission on Exec-
utive Compensation, NACD, 2002. https://secure.nac-

donline.org/source/library/ordershome.cfm?activesec-
tion=Orders]
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Summary of Proposed Disclosure Changes

Topic Current Requirement Proposed Requirement

Executives CEO plus four highest paid senior executives. CEO and CFO plus three highest paid senior
covered executives.

Total No total figure required in Summary Total compensation figure for executive
compensation | Compensation Table. compensation included in Summary Compensation

Table.

Stock options

Number of shares subject to options included
in Summary Compensation Table.

Grant date fair value of stock options included in
Summary Compensation Table.

Compensation | Explain goals and objectives behind executive | Replaced with Compensation Discussion and
committee compensation and factors used in Analysis explaining objectives and implementation
report determining specific awards. of compensation program.
Perquisites Total aggregate value of perquisites above Total aggregate value of perquisites above $10,000
$50,000 or 10 percent of total annual salary for each named executive.
and bonus, if less for each named executive.

Severance Description of payments in excess of $100,000 | Value of payments and benefits (including
payments on a change in control for each named perquisites) to be made on termination or change in
executive. control for each named executive.

Retirement General table of benefits payable for different Retirement plan disclosure table, including potential
plans levels of compensation and years of service. annual benefits payable to each named executive.
Director General description of amounts paid for board | Summary table of annual compensation for each
compensation | service, committee participation, and special director, with supplemental narrative disclosure.

assighnments.

Tracking the Life Cycle of Equity Awards

To keep shareholders informed about the status of
equity awards following their grant, the proposals would
require companies to provide an “Outstanding Equity
Awards at Fiscal Year-End Table,” which would show the
unrealized appreciation that has accumulated in these
awards during the time they have been held by the named
executive officers. This table would be accompanied by
an “Option Exercises and Stock Vested Table,” which
would show the amount actually realized by a named
executive officer when exercising a stock option or earn-
ing restricted stock.

Additional Retirement Pay Information

While the value of executive retirement benefit pack-
ages has increased in recent years, the disclosure about
these arrangements has been difficult to read and under-
stand. Under the proposals, companies would be required
to provide an array of disclosures about retirement plans
and post-retirement benefits:

e The proposals would require a new “Retirement
Plan Potential Annual Payments and Benefits Table,”
which would cover the estimated annual benefits payable
to the named executive officers under a company’s tax-
qualified defined benefit plans.

e The proposals would also require a new “Non-
qualified Defined Contribution and Other Deferred Com-
pensation Plans Table,” which would include executive
and company contributions to such plans, and earnings
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and withdrawals during the year, and provide year-end
account balances.

¢ The proposals would require companies to quan-
tify the potential payments and benefits (including
perquisites) that would be received by each of the named
executive officers under a number of termination of
employment scenarios: retirement, voluntary termination,
involuntary termination, and following a change in con-
trol of the company.

Companies will likely find these new disclosures to be
challenging, particularly where the required quantifica-
tion involves formulating assumptions involving future
pay levels, tax rates, and other variables. And compa-
nies are likely to be troubled by how the total compen-
sation figure will be used, particularly since the amount
eventually received by the named executive officer may
be significantly different from the disclosed amount.

Perquisites

The proposals would bring some long-overdue clar-
ity to the disclosure of executive perquisites and other
personal benefits. Most significantly, the proposals include
interpretive guidance to assist companies in determining
whether an item constitutes a disclosable perquisite and
how to calculate the item’s value. In addition, the mini-
mum disclosure threshold for perquisites would be
decreased from $50,000 (or 10 percent of reported annual
salary and bonus, if less) to $10,000.
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Other Important Changes

The proposals include a few other changes that are
noteworthy. Significantly, the CFO would automatically
be a named executive officer for whom disclosure would
be required regardless of the level of his or her compen-
sation. Even with this change, the named executive group
will remain at five: the CEO, CFO, and the three most
highly compensated executives other than the CEO and
CFO. And the proposals would require disclosure of the
pay of up to three non-executives if their total compen-
sation exceeds that of the named executive officers.

The requirements governing the disclosure of related-
party transaction information would be updated and clar-
ified under the proposals. The primary changes would
involve the disclosure of policies and procedures for
approving related-party transactions and an increase in
the disclosure threshold from $60,000 to $120,000.

To make the disclosure more accessible to sharehold-
ers, the SEC is proposing to extend its “plain English”
requirements for the organization, language, and design
of information to the executive pay section of the proxy
statement.

The proposals would clarify when executive pay deci-
sions have to be reported on a “real time” basis on Form
8-K by narrowing the report’s focus to transactions
involving named executive officers and consolidating all
of the required disclosures about employment arrange-
ments under a single heading. As a result, while compa-
nies will continue to be required to disclose significant
pay decisions involving their senior executives as they
happen, they will be able to defer disclosure of many rou-
tine executive compensation matters until their proxy
statement.

Director Compensation Disclosure

In addition—and for the first time—tabular disclo-
sure of director compensation would be required. Under
the proposals, all aspects of director pay for the previ-
ous year would have to be disclosed, including retainers,
meeting fees, special chair fees, equity or other long-term
compensation, perquisites, and other payments. [Ed.
Note: For general guidance on director compensation,
see Report of the NACD Blue Ribbon Commission on
Director Compensation, NACD, 2004. https://secure.nac-

donline.org/source/library/ordershome.cfm?activesec-
tion=Orders]

Implications for 2006

Given shareholders’ sensitivity on executive com-
pensation matters, companies will want to take a fresh
look at their disclosure to see whether it satisfies the
SEC’s current rules, as well as to identify areas where
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Given shareholders’
sensitivity on executive
compensation matters,
companies will want to
take a fresh look at their
disclosure to see whether
it satisfies the SEC’s
current rules.

they can quickly and easily begin moving their disclo-
sure towards the new system in preparation for the 2007
proxy season. We expect to see many “Total Compen-
sation” disclosures in the current proxy season—even if
the total doesn’t reflect all of the pay components that
would be called for under the proposals.

Those companies that are out in front in adopting
disclosure best practices, or those who need to improve
their governance in response to shareholders’ concerns,
will try to comply with at least some of the proposed
changes even before they are adopted.

For example, many companies are already disclosing
all of the perquisites given to senior executives. Some com-
panies that are already disclosing more than is required
may find early disclosure easy, but others that have taken
a more conservative view of what they need to disclose
may find this more difficult. In particular, it may be chal-
lenging for companies to anticipate how certain calcula-
tions—Tlike the estimates of pension benefits—should be
made in order to comply early.

If companies fear that the new rules would result in
disclosure that could shock investors, they may decide to
transition to the proposals incrementally during the 2006
and 2007 proxy season to lessen the impact. And it is pos-
sible that directors will rethink executive compensation
decisions in 2006 to minimize fallout under an expanded
disclosure environment. m
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general information visit www.mercer.com.

NACD - DM Extra


https://secure.nacdonline.org/source/library/ordershome.cfm?activesection=Orders
http://www.mercer.com/

