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Compensation Disclosure

ith the first year of mandatory Say-

on-Pay votes now in the books,

companies are turning to their 2012

proxy statements and the prepara-

tion of their executive compensation
disclosure. As predicted, the shareholder advisory vote on
executive compensation required by the Dodd-Frank Wall
Street Reform and Consumer Protection Act had a dramatic
impact on these disclosures in 2011 triggering several inno-
vative developments which should become more wide-
spread this year.

At the same time, the Staff of the Securities and Exchange
Commission’s Division of Corporation Finance continues to
closely monitor the quality of this disclosure, both to ensure
that the information provided is clear, concise, and helpful
to investors and to maintain compliance with the spirit and
the letter of its rules. The SEC Staff’s recent decision requiring
Verizon Communications, Inc. to make additional disclosure
in its 2012 proxy statement about compensation awarded to
its former chief executive officer in past years is a cautionary
tale of what's at stake when presenting this information.

While, with the exception of Say-on-Pay, the Commission
made scant progress on the remaining executive compensa-
tion-related disclosure requirements of the Dodd-Frank Act,
investor pressure for companies to address these subjects in
advance of SEC rulemaking continues to grow. Undoubt-
edly, the number of companies addressing their compensa-
tion recovery (“clawback”) policies or plans to implement
such a policy will increase. Similarly, we expect that, in 2012,
more companies will disclose whether they maintain a pol-
icy restricting the hedging of the risk associated with owning
their equity securities. We may even see a greater number of
companies begin to address the relationship between senior
executive pay and corporate financial performance, a trend
that emerged in 2011 and which will eventually dovetail with
the Commission’s activities in this area.

With these developments in mind, we once again offer 10 tips
to enhance the quality of your 2012 executive compensation
disclosure. These tips, which are based on our experience in

advising numerous companies on preparing their disclosure,
as well as what we've learned from our interactions with the
SEC Staff over the past year, should help ensure that your
executive pay disclosure is sound and effective in the cur-
rent environment and, in the case of companies conducting
a shareholder advisory vote on executive compensation in
2012, supports your Say-on-Pay proposal

As in past years, we've divided our tips between the Com-
pensation Discussion and Analysis and the compensation
tables. In recognition of its continued prominence in the
disclosure framework and the importance of providing a
comprehensive and transparent explanation of your com-
pensation practices and decisions, we've weighted these
tips more heavily towards the CD&A.

Enhancing Your Compensation
Discussion and Analysis

1. Use an Executive Summary

During the 2011 proxy season, the executive summary, or
compensation overview, become an integral feature of the
Compensation Discussion and Analysis. The advent of Say-
on-Pay served as the catalyst for companies to re-engineer
their CD&A and crisply refine their compensation message
or messages. Although some companies used a support-
ing statement to their Say-on-Pay proposal for this purpose,
most companies employed an executive summary as the
centerpiece of their efforts to persuade shareholders to
approve their executive compensation program.

At its core, an executive summary is simply a tool for high-
lighting the key points that you want to be sure investors
take away from their review of your executive compensa-
tion program and consider when evaluating your Say-on-
Pay proposal. In 2011, executive summaries not only served
as an effective way to communicate the central messages of
the CD&A, but also as a supporting statement for the Say-
on-Pay proposal. We expect them to continue to be used in
this fashion in 2012; particularly by companies conducting
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a shareholder advisory vote on executive compensation at
this year’s annual meeting of shareholders.

While the precise content of an executive summary will
vary from company to company, we recommend that it
include a brief description of your company’s business
results for the last completed fiscal year (either directly or
by reference to your Management Discussion and Analysis
of Results of Operations and Financial Condition), a com-
parison of target and actual compensation for your named
executive officers based on these results, a description of
any material changes to your executive compensation pro-
gram during the last completed fiscal year, and an overview
of your principal executive officer’s total compensation for
the last completed fiscal year, highlighting his or her vari-
able compensation elements.

We also recommend that you make liberal use of graph-
ics, where appropriate, to communicate this information.
In 2011, we saw numerous examples of companies making
effective use of tables, charts, and graphs to depict their
financial performance and related compensation decisions.
We not only expect this trend to continue in 2012, but look
for these graphics to become more sophisticated as com-
panies continue to become comfortable with viewing their
proxy statement as a communication, rather than a compli-
ance, document.

Finally, remember that the use of an executive summary
does not replace the requirement to provide a clear and
complete analysis (the “how and why”) of your executive
compensation actions and decisions in the CD&A. The pri-
mary purpose of the CD&A is still to explain the connection
between a company’s compensation philosophy and poli-
cies and the amounts presented in the compensation tables,
not merely recite the principal elements of the company’s
executive compensation program. While the necessary
analysis will vary from company to company, an effective
CD&A will explain the purpose of each material compensa-
tion element, describe how the compensation committee
arrived at the specific levels of compensation paid to its
named executive officers, and give the reasons for these
compensation decisions.

1A. A Special Note With Respect to Your Say-on-
Pay Vote

While most companies will be conducting a shareholder
advisory vote on executive compensation at their 2012

annual meeting of shareholders, a number of companies
will not. These are the companies where, in 2011, share-
holders expressed a preference for either a biennial or tri-
ennial Say-on-Pay vote and the Board of Directors decided
to go along with this preference. Given that we are only in
the second year of mandatory Say-on-Pay, we believe that
it is advisable for companies that will be conducting a bien-
nial or triennial vote to include a brief statement in their
executive summary reminding investors of this fact. This
will help eliminate any uncertainty as to whether a Say-on-
Pay vote is required or has been overlooked.

2. Remember to Set Forth Your Pay-for-Performance
Message

As the 2011 proxy season unfolded, the executive summary
to the CD&A evolved from a bullet list of compensation high-
lights to a fulsome explanation of the company’s pay-for-per-
formance philosophy and how that philosophy is reflected in
its executive compensation actions and decisions. Given that
a majority of the companies that either saw their Say-on-Pay
proposals rejected by shareholders or registered significant
opposition to their executive compensation programs were
first labeled as companies with a pay-for-performance “dis-
connect,” it is not surprising that this topic quickly became
the focus of the executive summary.

We expect that investors will continue to emphasize the
pay-for-performance credentials of executive compensation
programs in 2012. Accordingly, we recommend that you
consider orienting the executive summary to your CD&A to
addressing this topic. Where your pay-for performance anal-
ysis doesn't align with the methodologies used by the proxy
advisory firms, it will be critical to spell out how the compen-
sation commiittee of the board of directors frames this issue.
It may also be necessary to explain why your methodology is
preferable to that of a third party and how your approach is
better able to track shareholder value creation. In our expe-
rience, investors are receptive to these analyses, but require
that companies make their case clearly and convincingly.

In 2011, we saw many companies illustrate the correlation
between company financial performance and executive pay
in graphic form. This is likely to continue to be the prevalent
means for highlighting these relationships in 2012. And we
expect that, in view of ongoing market volatility, many of
these tables or charts will be based on realized (or realiz-
able), rather than granted, pay. Thus, one of the challenges
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in using this approach will be to determine — and explain —
how realized pay has been calculated.

Additionally, in selecting a performance measure for these
purposes, it’s important to ensure that the measure is mean-
ingful, not only from the standpoint of evaluating perfor-
mance from year to year, but also as it relates to the design of
your incentive compensation arrangements. Also, whether
you use the compensation of just your chief executive officer,
the named executive officer group, or your entire executive
officer group, it's important to make sure that the calculation
of total pay is sound and consistently applied. Companies
that change the measures and/or calculations used to track
pay and performance too often risk undermining the integ-
rity of this disclosure.

Finally, note that in 2012 or 2013, the Commission will be
implementing the “pay versus performance” requirement of
the Dodd-Frank Act. This provision will require companies
to disclose in their proxy materials the relationship between
executive compensation actually paid and company financial
performance. It's not much of a stretch to see how this new
disclosure requirement may complement the move towards
more rigorous pay-for-performance discussions. Conse-
quently, it may be worthwhile to develop your pay-for-per-
formance message with an eye towards how it may also be
used to eventually satisfy this disclosure requirement.

3. Address the Impact of the 2011 Say-on-Pay Vote

The only new provision affecting this year’s executive com-
pensation disclosure is the requirement to address in the
CD&A whether and, if so, how you considered the results
of your most recent Say-on-Pay vote (essentially your 2011
vote) in determining your compensation policies and deci-
sions. In addition, you must also disclose how that con-
sideration affected your executive compensation decisions
and policies.

Given the significance of the Say-on-Pay vote as a com-
munication tool for shareholders, we expect that investors
— and the SEC Staff — will be looking for this disclosure to
better understand how Say-on-Pay is affecting executive
compensation design and decisions. Already, we have
noticed that several companies appear to have overlooked
this new requirement in preparing their 2012 CD&A, so it’s
important to make sure that you add a paragraph address-
ing the matter. We recommend that you insert this new
disclosure into the Executive Summary to the CD&A or, at

a minimum, place it immediately after the Executive Sum-
mary to call attention to the item.

Unless your Say-on-Pay proposal received significant
shareholder opposition (that is, had in excess of 30% of
the votes cast on the proposal voted against the execu-
tive compensation program), it’s likely that the compensa-
tion committee of the board of directors did not make any
design changes to your executive compensation program
or take any significant actions directly attributable to the
vote results. In this case, it's important to clearly state this
fact. We recommend that such a statement be accompanied
by a brief description of how the company and/or the com-
pensation committee evaluates the vote results following
the annual meeting of shareholders to ensure that inves-
tors understand how this information gets factored into the
compensation-setting process.

We also recommend that you consider addressing your rou-
tine engagement efforts with your major institutional inves-
tors, even in situations where shareholders have expressed
overwhelming support for your executive compensation
program. Although this type of disclosure is required only
in situations where a Say-on-Pay proposal has received
significant opposition (and, then, only by the proxy advi-
sory firms and not the SEC), we believe that this informa-
tion provides a useful backdrop to any discussion of your
Say-on-Pay vote and helps investors better understand how
your company communicates with shareholders on execu-
tive compensation and other issues of concern.

4. Thoroughly Cover Your Performance Measures
and Related Target Levels

No discussion of executive compensation disclosure issues
would be complete without mentioning the requirement to
provide the details, including the performance measures and
related target levels, for your short-term and long-term incen-
tive compensation plans and arrangements. The SEC Staff
continues to monitor this area closely and, more likely than
not, a review of a company’s periodic reports filed under the
Securities Exchange Act of 1934 will include a careful review
of the CD&A and the discussion of incentive compensation.

Even if the target levels for a performance measure have
been missed (which, in the continuing market volatility, may
be a real possibility), the Staff stresses that this information
may be material to investors (for example, illustrating how
the compensation committee of the board of directors sought
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to motivate the company’s executives). Further, if a company
has paid its executive officers incentive compensation even
though the relevant performance target levels were not met,
it may raise questions for investors as to whether the target
levels, and related compensation, were sufficiently risk-sen-
sitive since the compensation was paid without regard to the
performance outcome.

We continue to believe that you should resist the tempta-
tion to claim “competitive harm” to shield your performance
measure target levels from disclosure — particularly in the
case of short-term incentive compensation arrangements —
unless you have a legitimate (and reasoned) basis for your
position. When considering a competitive harm claim, you
should assess the merits of your argument contemporane-
ously (and not at the time of a subsequent Staft inquiry).
Remember that, where you rely on a competitive harm
exception, you should assume that eventually you will be
called upon to justify any such assertion to the Staff. Conse-
quently, a critical assessment of your position is not just an
academic exercise.

In our experience, when it comes to incentive compensa-
tion investors are most interested in two things: how much
did you pay and how challenging were the target levels that
were set for the associated performance metrics? We believe
that if you keep these questions in mind when drafting this
section of your CD&A, your presentation will be more robust
and effective.

5. Discuss Your Compensation Risk Profile

Over the past two years, compensation-related risk disclo-
sure has become an integral part of companies’ executive
compensation disclosure. While the disclosure requirement
is triggered only where a company’s compensation policies
and practices create risks that are “reasonably likely to have a
material adverse effect” on the company (a fairly high mate-
riality threshold) and then only to the extent that the risks
affect the organization as a whole, as a practical matter most
companies now include some level of voluntary disclosure
on this subject in their proxy statement. Although the content
of this disclosure varies, companies tend to acknowledge
that the board of directors or compensation committee has
conducted a risk assessment on an organization-wide basis.
We believe that, for the foreseeable future, such disclosure
should be provided — if only to reassure investors that your
company is on top of this issue. And, while this disclosure

doesn’t have to be included in the CD&A, it’s likely to be the
logical location for any such risk discussion; particularly if,
as we expect it will, the discussion focuses largely on your
executive compensation arrangements.

Also, don’t forget that you may need to discuss compensa-
tion-related risk generally in your CD&A. As the SEC Staff has
stated on numerous occasions, under the current rules, to the
extent risk considerations are a material aspect of your com-
pensation policies or decisions for your named executive
officers, you are required to address them in your CD&A.

Most of the companies that acknowledge their compensa-
tion-related risk oversight also address how they monitor
and manage the risks associated with their incentive com-
pensation plans and arrangements as part of this discussion.
Typically, this includes a description of the compensation
policies that they have in place to mitigate risk, as well as any
specific plan features that serve the same purpose. Many of
these features, such as compensation recovery (“clawback”)
policies and stock ownership requirements or guidelines,
which have long been discussed in the CD&A, are now being
presented in the context of risk management. Given the con-
tinuing interest in this topic, we recommend that these poli-
cies and plan features be given prominence as part of any
“voluntary” risk-related discussion (whether in the CD&A or
elsewhere in our executive compensation disclosure).

6. Explain How You Selected Your Peer Group

Another key area of investor (and SEC Staff) interest
involves how companies use comparative data to set exec-
utive compensation levels, including the role of compensa-
tion “benchmarking.” Under the executive compensation
disclosure rules, when you benchmark a material compen-
sation element, you are expected to identify the companies
that comprise the peer group used for this purpose. More
importantly, the Staff insists on meaningful disclosure as
to how the peer group was selected and the relationship
between actual compensation and data used in any bench-
marking study.

For many investors, this information is useful in under-
standing how a company’s executive compensation pro-
gram works and how the compensation committee of the
board of directors reached specific pay decisions. Conse-
quently, we recommend that you devote sufficient atten-
tion to this subject when drafting your CD&A. As we have
stated in the past, when it comes to the basis for developing
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a peer group, more, rather than less, information is war-
ranted here. The prevailing concern of many investors is
that peer group selection is not as rigorous as it should be.
We believe that additional transparency here can overcome
this suspicion and bolster the integrity of your competitive
positioning analysis.

7. Analyze, Don’t Simply Describe, Your Post-
Employment Compensation Arrangements

Many companies continue to struggle with the discussion
of their post-employment compensation arrangements,
specifically amounts potentially payable upon a termina-
tion of employment or a change-in-control of the company,
in their CD&As. While these companies provide a thorough
description of the terms and conditions of these arrange-
ments, they frequently overlook the primary topic that
should be addressed in the CD&A — the reason for provid-
ing the post-employment compensation in the first place
and how they relate (if at al) to the other components of
the executive compensation program. In addition, many
companies fail to explain the rationale for the structures of
these arrangements (compared with other alternatives) and
how specific payout amounts or formula are determined.
As we have noted in the past, the CD&A is supposed to
analyze the reasons for offering these arrangements and
how they align with your compensation philosophy and
fit into your overall compensation program. The details of
these arrangements should be part of your Potential Pay-
ments upon Termination or Change-in-Control disclosure,
rather than the CD&A.

Enhancing Your Compensation Tables

8. Consider Using a Proxy Summary

The most unexpected development during the 2011 was
the emergence of the so-called “proxy summary.” Essen-
tially, the proxy summary is an extension of the Executive
Summary concept (employed by most companies to sum-
marize the most important aspects of their Compensation
Discussion and Analysis) to the entire proxy statement.
Most summaries covered the key items contained in the
company’s proxy materials, as well as a summary of the
matters that were being presented for shareholder consid-
eration and action. As an area that isn't subject to any mini-
mum requirements or maximum constraints (other than the
SEC’s general rules for preparing shareholder solicitation
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materials), we saw a great deal of variety in these disclo-
sures as companies tailored them to their own specific
needs and situation.

Initially introduced by General Electric and Prudential
Financial, by the end of year numerous companies were
using proxy summaries to provide investors with a high-
level overview of the scheduled agenda for their annual
meeting of shareholders and to highlight key information
relevant to investor voting decisions — such as the back-
grounds of director-nominees and the key compensation
actions and decisions for senior management.

As companies look for ways to enhance the “communi-
cation” aspect of their proxy statement, particularly as
it relates to the presentation of executive compensation
information, we believe that a proxy summary is an effec-
tive way to highlight the key messages that you want your
shareholders to receive prior to the annual meeting and,
perhaps more importantly, before they cast their vote on
your Say-on-Pay proposal.

While the contents of a proxy summary can vary, most tend
to include the following items

the logistical information for the annual meeting of
shareholders;

the meeting agenda;

the matters being submitted for shareholder action,
including the company's recommendation on the
matter;

the background information for the individuals being
nominated for election to the company's board of
directors

summaries of the material information about any
employee stock or benefit plan being submitted for
stockholder action;

a supporting statement for the Say-on-Pay proposal (if
an agenda item);

an abbreviated Summary Compensation Table (typi-
cally covering only the last completed fiscal year);
the Board of Directors' recommendation for the ratifi-

cation of the company's choice of auditors; and

the deadline for submission of shareholder proposals
for the following year’s annual meeting.
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9. Be Sensitive to Tax Payments

While perquisites and other personal benefits have been the
principal “hot button” item for investors in prior years, as per-
quisite practices have begun to taper off tax reimbursement
payments and tax “gross-up” arrangements have replaced
them at the top of most lists of egregious compensation
practices. In almost every situation, investors tend to object
to these payments and arrangements, with their level of out-
rage corresponding directly to the dollar amount involved.

While it’s unlikely that a proxy advisory firm or your major
shareholders will oppose your director slate or individual
compensation committee members, or vote against a Say-
on-Pay proposal, solely on the basis of the existence of a tax
payment or “gross-up provision,” this issue may be problem-
atic. We recommend that you inventory your executive com-
pensation program for any tax payments or similar arrange-
ments and, if they exist, determine whether they constitute
a critical component of your program. Where such arrange-
ments have been individually negotiated (and, thus, cannot
be unilaterally altered) or play an important role in a specific
compensation arrangement (such as in a change in control
program), we recommend that you provide a prominent,
clear, and transparent explanation of the purpose, operation,
and potential cost of such arrangements.

10. Streamline Your Termination and Change-in-
Control Disclosure

Post-employment compensation arrangements, particu-
larly those associated with a termination of employment
or a change-in-control of the company, continue to be an
area of investor concern. Given the complexity of these
arrangements and the potential for salacious media head-
lines, we believe that, after the Compensation Discussion
and Analysis, this is the disclosure area that requires your
closest attention. It is imperative that your descriptions
of these arrangements be easy to follow and understand,
and that the estimates of potential payments and benefits
be clear and accurate. For example, instead of providing a
detailed description of each arrangement, consider using a
single composite description of your arrangements and the
corresponding triggering events, simply highlighting sig-
nificant variations between named executive officers. Also,
we have found it prudent to avoid the use of the technical
jargon that typically governs these arrangements. Instead,

use simple descriptions of these terms and refer investors to

the source documents for the more complete definitions.

We also recommend providing enhanced explanations of
how the estimates of potential severance and change-in-
control payments and benefits were calculated; particularly
the assumptions that may have gone into your computa-
tions. This information may prove valuable both for pur-
poses of validating these estimates as well as for explaining
any variances with the actual amounts paid in the event
that a termination or change in control occurs. Finally, the
executive compensation disclosure rules do not require
that the Potential Payments upon Termination or Change in
Control disclosure come at the end of your executive com-
pensation disclosure section. This placement is largely a
result of where the disclosure requirements fall in the rules
themselves. Given the interest in this information, consider
moving it forward — including it immediately following the

Summary Compensation Table is one possible alternative.

Need Assistance?

Compensia has had significant experience in helping com-
panies to prepare their executive compensation disclosure.
If you have any questions on the subjects addressed in this
Thoughtful Pay Alert or would like assistance in preparing
your executive compensation disclosure, please feel free to

contact Mark A. Borges. B
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