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Foreword

The compensation committee and executive leadership are central to the critical
task of aligning compensation with the mission of a business in the way that pro-
vides maximum benefit to shareholders. A typical Fortune 500 CEO makes more
than $10 million in total annual compensation, of which as much as 90% comes
from incentive systems put in place by the compensation committee and the
board, often with shareholder consent and within strict regulatory guidelines
mandated by the U.S. Securities and Exchange Commission, the Internal Rev-
enue Service, stock exchange listing rules, the Department of Labor, and the Sar-
banes-Oxley legislation. At the same time, the level of pay of the CEO and senior
executives must be consistent with corporate performance and meet the test of rea-
sonableness; this requires a constant check of industry practices and emerging
trends.

Compensation systems must be transparent in that they should be disclosed
and easily understood by shareholders. Most importantly, they must be effective
in motivating management for both the short- and long-term. In addition to these
important roles, today’s compensation committees must have profound expertise in
finance, governance and legal matters that are inherent in compensation systems.
They have to walk the line between maintaining the flexibility to adapt to a chang-
ing business environment while at the same time maintaining a level of consistency
that satisfies the regulators and serves the goals of shareholders.

Increasingly, the overlapping or boundary issues between the compensation,
governance, and audit committees require coordination and a thoughtful response.
One example of this teamwork is the CEO evaluation process. Typically, the CEO
is also the board chair; thus it is imperative that the chairs of the compensation and
governance committees work together to provide for a meaningful CEO evaluation
process.

This handbook was written to provide compensation committee members with
the tools needed to meet their responsibilities to the shareholders while com-
plying with innumerable regulations. It provides valuable advice and insights into

vii
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today’s evolving issues and is straightforward in its approach, offering practical
examples to clarify more complicated issues. Overall, it is an excellent resource for
compensation committee members as well as other corporate directors and exec-
utive management.

Charles R. Shoemate

viii Foreword

Charles R. Shoemate

Charles R. (“Dick”) Shoemate is retired chairman of the board, president and chief executive
officer of Bestfoods. He has over 40 years of substantial business experience and serves on
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Preface

Concern about executive pay is hardly a new phenomenon. Rather, it has tended
to ebb and flow with overall economic fortunes. Attention tends to decline in pe-
riods of economic plenty—as long as most Americans perceive themselves as doing
well, they worry less that chief executive officers (CEOs) might be doing better
still. As general economic fortunes subside, however, the relatively large earnings
of corporate leaders invoke public ire.

Today, almost five years after the end of the bull market of the 1990s, the pen-
dulum has swung, and attention is again focusing on executive pay. There is a grow-
ing perception that the gap between CEO pay and the earnings of the average worker
is too large. Many believe that executives are shielded from financial loss even as
the average worker faces layoff, loss of income, and cuts in benefits.

“One big [corporate] governance problem yet to be tackled is executive com-
pensation,” The Wall Street Journal observed in a July 2003 article on changes in
the boardroom. “CEO candidates and incumbents still command enormous pack-
ages that reward them regardless of performance.”1

This mood is a remarkable contrast from a few years before, when some CEOs
had achieved iconic status as admired symbols of America’s economic leadership.
In hindsight, we can see that the economic euphoria of the 1990s resulted in some
worrisome trends. Many believe linkage between performance and compensation
eroded during the decade. When executives failed to qualify for performance-based
bonuses or when stock price declines rendered options worthless, some compensation
committees and boards restructured the terms to make sure executives’ benefits were
protected.

Moreover, the use of stock options to align the interests of executives and share-
holders did not work as anticipated. As the stock market sped higher, the value of
options increased almost irrespective of executive performance. Shareholder ac-
tivists who pressed for the use of options ten years ago now acknowledge that the
concept was flawed. According to Ken West, Chairman of the National Associa-

ix

1“Boardrooms Under Renovation,” The Wall Street Journal, July 22, 2003.
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tion of Corporate Directors (NACD), the problem is that “option holders think like
option holders, not necessarily like shareholders.”2

Adding to the sense of public distrust has been the round of high-profile corpo-
rate failures and fraud that took place in the last few years. The Sarbanes-Oxley of
2002, the new Public Company Accounting Oversight Board, and new rules from
the stock exchanges have responded to these failures by focusing on measures that
make it more difficult for corporate officers to commit fraud, and that strengthen the
ability of corporate boards to detect misconduct. Now, public policymakers, public
and private oversight bodies, and shareholder groups are shifting their focus to en-
hancing the ability of corporate boards of directors to ensure that businesses operate
ethically and effectively.

The role of the compensation committee has taken on added importance over
the past few years. The new NYSE listing rules require the compensation com-
mittee to be the main arbiter of CEO pay and the main clearinghouse for pay de-
cisions. A recent survey shows that compensation committee oversight is expanded
in two ways, horizontal and vertical. First, compensation committees are expand-
ing their oversight to include more plans and programs such as medical benefits,
qualified pension, and other plans. Second, the compensation committees are ex-
panding their oversight further down the organization, covering more employees
with regard to compensation.

The Conference Board, the NACD, the American Society of Corporate Secre-
taries, and the Business Roundtable have all provided very thoughtful comments and
leadership on issues of executive compensation and the role of the compensation
committee. Furthermore, major corporations such as General Electric, MCI, General
Motors, and Pfizer all have provided leadership in this area. We rely substantially on
this leadership to provide the best practice guidance throughout this book.

While recognizing that there is no single “correct” model for executive pay
that will fit every business organization, there is an identifiable set of evolving
“best practices” that compensation committees and boards of directors can apply.
The practices discussed in this new edition reflect current and pending regulations,
including new rules by the Securities and Exchange Commission, the New York
Stock Exchange, and Nasdaq. They also reflect the experience of compensation
committee members and the knowledge gained in careers as business executives,
government officials, corporate board members, governance experts, compensation
consultants, and academics engaged in the study of business history and practices.

It is hoped that this handbook will stimulate useful and vigorous dialogue
within compensation committees and boards of directors on valid measurements
of executive performance, the appropriate level of compensation, and the proper
mix of compensation elements and incentives, including base pay, performance

x Preface

2“Are Compensation Committees Doing Their Jobs,” by Ken West, Director’s Monthly,
October 2001.
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bonuses, equity grants, retirement benefits, welfare benefits, perquisites, and other
benefits.

We also hope that the best practices identified in this book will encourage
compensation committees to establish a set of values that guides compensation dis-
cussions. This process should include identifying the goals that the pay package is
designed to achieve, carefully examining each element of compensation, and con-
sidering the potential costs of the package in a variety of scenarios. Our funda-
mental point is that every company should have a compensation system based on a
core set of clearly established principles, not one based on ad hoc decision-making.

However, more important than any best practice is the attitude and rigor that
the compensation committee brings to its task. What is needed most is courage,
leadership, and a spirit of independence—the willingness to ask uncomfortable
questions, test the assumptions that underlie traditional past practices, strengthen
accepted practices that work, say “no” when the situation warrants, and chart new
courses when the rationale for old habits falls short. These characteristics, com-
bined with the best practices discussed in the book, will ensure best-in-class per-
formance for compensation committees.

Preface xi
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Chapter 1

The Compensation
Committee

One of the most important determinants of a successful corporate strategy is the
quality of the compensation committee. The committee is charged with designing
and implementing a compensation system that effectively rewards key players and
encourages direct participation in the achievement of the organization’s core busi-
ness objectives.

Outstanding, well-integrated compensation strategy does not just happen.
Rather, it is the product of the hard work of independent, experienced compensa-
tion committee members. The most effective pay strategies are simple in design,
straightforward in application, and easy to communicate to management and in-
vestors. The pay program for the chief executive officer (CEO) should be in line
with pay programs for the company’s other executives and with its broad-based
incentive programs. In other words, there should be no conflict in the achievement
of objectives, and the potential rewards should be as meaningful to all participants
as to the CEO.

The United States is unique in its vast number of high-earning entrepreneurs,
entertainers, athletes, lawyers, consultants, Wall Street traders, bankers, analysts, in-
vestment managers, and other professionals. Yet, it is the pay levels of corporate ex-
ecutives, in particular CEOs, that stir the most heated debate and controversy. It is
estimated that the bull market of the 1990s created over 10 million new millionaires
whose wealth was derived almost solely from stock options. During this period,
many CEOs made hundreds of millions in option gains and other compensation—
often making as much as 400 times the earnings of the average workers in their com-
panies. Beginning in late 2001, the business world changed dramatically. Now, with
the public’s and investors’ direct focus on corporate governance and compensation
philosophy, and anticipated changes in accounting rules affecting equity-based com-
pensation, CEOs and other executives should not expect to sustain historic rates of
wealth accumulation, absent substantial performance that is no longer linked solely
to the price of the company’s stock.

3
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While the proxy statement compensation tables provide historical information
and raw data about the company’s remuneration of its top executive officers, the
compensation committee’s report in the proxy statement provides a window into
the company’s compensation philosophy and a means for investors to assess
whether and how closely pay is related to performance. A thoughtfully prepared
compensation committee report is good evidence of a well-functioning compen-
sation committee that takes its work seriously.

Among the topics covered in this chapter are:

• Board and board committee structure

• Independence measures

• Compensation committee size

• Compensation committee charter

• Role of the compensation committee and its chair

• Duties and responsibilities

• Precepts for responsible performance

• Compensation benchmarking

• The importance of meeting minutes

BOARD STRUCTURE; THE FOCUS ON INDEPENDENCE

Much of the recent public scrutiny of corporate governance issues has focused on
structural issues as they relate to corporate boards—questions related to indepen-
dence from management; separation of the chair and CEO positions; issues related
to the composition and function of board committees; and renewed efforts to cre-
ate a framework in which outside directors can obtain impartial advice and analy-
sis, free of undue influence from corporate management.

While it has always been desirable to have a healthy complement of outside
directors on the board, new corporate governance rules adopted by the New York
Stock Exchange (NYSE) and Nasdaq in 2003 require that a majority of a listed
company’s board consist of independent directors and, with limited exceptions,
that such board appoint fully independent compensation, audit, and nominating/
corporate governance committees. The new NYSE and Nasdaq rules also prescribe
standards for determining the independence of individual directors, which, when
layered over the director independence standards under Section 162(m) of the In-
ternal Revenue Code (Code) and Rule 16b-3 of the Securities Exchange Act of
1934 (Exchange Act), make the nomination and selection of compensation com-
mittee members a challenging exercise.

4 The Compensation Committee

ch01_4312.qxd  8/24/04  11:01 AM  Page 4



COMPENSATION COMMITTEE COMPOSITION AND MULTIPLE
INDEPENDENCE REQUIREMENTS

When selecting directors to serve on the compensation committee of a public com-
pany, the nominating committee should choose only those persons who meet all
the relevant independence requirements that will permit the committee to fulfill its
intended function. For example, a compensation committee member must be an
“independent director,” as defined under NYSE or Nasdaq rules, where applic-
able. In addition, a public company is well served to have a compensation com-
mittee consisting solely of two or more directors who meet (i) the definitional
requirements of “outside director” under Code Section 162(m), and (ii) the defini-
tional requirements of “non-employee director” under Rule 16b-3 of the Exchange
Act. This often leads to a lowest common denominator approach of identifying di-
rector candidates who satisfy the requirements of all three definitions. Unfortu-
nately, the three tests are not identical, and it is indeed possible to have a director
who meets one or more independence tests but not another.

NYSE/Nasdaq Independence Tests

Under the 2003 NYSE listing rules, an independent director is defined as a direc-
tor who has no material relationship with the company. Nasdaq defines indepen-
dence as the absence of any relationship that would interfere with the exercise of
independent judgment in carrying out the director’s responsibilities. In both cases,
the board has a responsibility to make an affirmative determination that no such
relationships exist. The rules list specific conditions or relationships that will ren-
der a director nonindependent. These are summarized in Exhibit 5.1 in Chapter 5.

Rule 16b-3 Independence Test

Awards of stock options and other equity awards to directors and officers of a
public company, generally referred to as “Section 16 insiders,” are exempt from the
short-swing profit provisions of Section 16 of the Exchange Act if such awards
are made by a compensation committee consisting solely of two or more “non-
employee directors” (as defined in Rule 16b-3 under the Exchange Act). In addition
to such compensation committee approval, there are three alternative exemptions
under Rule 16b-3: (i) such awards to Section 16 insiders can be preapproved by
the full board of directors, (ii) the awards can be made subject to a six-month hold-
ing period (measured from the date of grant), or (iii) specific awards can be rati-
fied by the shareholders (which alternative is, for obvious reasons, rarely taken).

Disadvantages of relying on full board approval for the Rule 16b-3 exemption
are that (i) it is administratively awkward to single out awards to Section 16 insid-
ers for special full board approval, and (ii) if the full board takes on that role, the

Compensation Committee Composition 5
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proxy statement report on executive compensation must be made over the names
of all the directors. Therefore, prevalent practice is for the compensation committee
to be staffed exclusively with directors who meet the Rule 16b-3 definition of “non-
employee director,” and to have the compensation committee approve all equity
awards to Section 16 insiders.

To qualify as a “non-employee director” under Rule 16b-3, a director cannot (i)
be a current officer or employee of the company or a parent or subsidiary of the com-
pany; (ii) receive more than $60,000 in compensation, directly or indirectly, from
the company or a parent or subsidiary of the company for services rendered as a con-
sultant or in any capacity other than as a director; or (iii) have a reportable transaction
under Regulation S-K 404(a) or a reportable business relationship under Regulation
S-K 404(b) of the Securities and Exchange Commission (SEC), as outlined in Exhibit
1.1.

IRC Section 162(m) Independence Test

For any performance-based compensation granted to a public company’s CEO or its
next four most highly compensated executive officers (“covered employees”) to be ex-
cluded from the $1 million deduction limit of Code Section 162(m), such compensa-
tion must have been approved in advance by a compensation committee consisting
solely of two or more “outside directors” (as defined under the Code Section 162(m)
regulations). Full board approval of such compensation will not suffice for this pur-
pose, unless all directors who do not qualify as outside directors abstain from vot-
ing. Therefore, prevalent practice is for the compensation committee to be staffed
exclusively with directors who meet the Code Section 162(m) definition of “outside
director,” and to have such compensation committee approve all performance-based
awards to executive officers and others who might reasonably be expected to be-
come covered employees during the life of the award.

To qualify as an “outside director” under Code Section 162(m), a director (i) can-
not be a current employee of the company, (ii) cannot be a former employee of the
company who receives compensation for services in the current fiscal year (other
than tax-qualified retirement plan benefits), (iii) cannot be a current or former offi-
cer of the company, and (iv) cannot receive remuneration from the company, di-
rectly or indirectly, in any capacity other than as a director. Exhibit 1.2 outlines the
Code Section 162(m) independence test, including a summary of what constitutes
“indirect” remuneration.

State Law Interested Director Test

To further complicate the analysis, the concept of independence is also applied in
determining whether a director is “interested” in a particular transaction under con-
sideration by the board or the committee. A director who meets all of the regulatory
definitions of independence under the NYSE/Nasdaq rules, Code Section 162(m),

6 The Compensation Committee
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Compensation Committee Composition 7

Exhibit 1.1 Regulation S-K 404(a) Transactions with Management and Others

When Transaction occurred in last fiscal year or is currently proposed

Between Whom (1) The company or its subsidiaries, and (2) the director or
nominee or his or her immediate family member

Threshold Amount $60,000

Nature of Interest Direct or indirect material interest in the transaction or other entity

Exceptions Instructions provide guidance as to whether an indirect interest is
material

Regulation S-K 404(b) Certain Business Relationships

When Now existing, during last fiscal year, or proposed in current fiscal year

Who (1) The director or nominee for director, and (2) an entity that has a
relationship with the company

Category 1 Other entity pays the company for property or services:
Relationship (a) The director or nominee is or has been in the last fiscal year either

an executive officer, or 10% owner, of the other entity, and

(b) Payment exceeds 5% of either (i) company’s consolidated gross
revenues for last fiscal year, or (ii) other entity’s consolidated gross
revenues for its last fiscal year.

Category 2 The company pays the other entity for property or services:
Relationship (a) The director or nominee is or has been in the last fiscal year either

an executive officer, or 10% owner, of the other entity, and

(b) Payment exceeds 5% of either (i) company’s consolidated gross
revenues for last fiscal year, or (ii) other entity’s consolidated gross
revenues for its last fiscal year.

Category 3 The company was indebted to the other entity at end of company’s last 
Relationship fiscal year:

(a) The director or nominee is or has been in the last fiscal year either
an executive officer, or 10% owner, of the other entity, and

(b) Indebtedness exceeds 5% of company’s total consolidated assets
at the end of last fiscal year.

Category 4 The director is a member of the company’s law firm:
Relationship The director or nominee is a member of or counsel to a law firm that

the company has retained in the last fiscal year or proposes to retain
in the current fiscal year.

Category 5 The director is a member of the company’s investment banking firm:
Relationship The director or nominee is a partner or executive officer of an

investment banking firm that has performed services for the company
(other than as a syndicate member) in the last fiscal year or proposed
for the current fiscal year.

Category 6 Any other relationships substantially similar in nature and scope to
Relationship those specifically identified.
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8 The Compensation Committee

Exhibit 1.2 Outside Director Requirements under Code §162(m) Regulations

Current The director cannot be a current employee of the publicly held
Employee company.

Former The director cannot be a former employee of the publicly held 
Employee company who receives compensation for services in the current fiscal

year (other than tax-qualified retirement plan benefits).

Officer The director cannot be a current or former officer of the publicly held
company.

Remuneration The director cannot receive remuneration from the company, directly
or indirectly, in any capacity other than as a director. See categories
1–4 for what constitutes “indirect” remuneration.

Category 1 If remuneration is paid directly to the director, he or she is disqualified.
No de minimis exception.

Category 2 If remuneration is paid to an entity of which the director is a 50% or
greater beneficial owner, he or she is disqualified. No de minimis
exception.

Category 3 If remuneration (other than a de minimis amount) was paid in the last
fiscal year to an entity in which the director beneficially owns
between 5% and 50%, he or she is disqualified. See below for
definition of a de minimis amount.

Category 4 If remuneration (other than de minimis amount) was paid in the last
fiscal year to an entity by which the director is employed (or self-
employed) other than as a director, he or she is disqualified. See
below for definition of de minimis amount.

De minimis Payments not for personal services are de minimis if they did not
amount other exceed 5% of the gross revenue of the other entity for its last fiscal
than for year ending with or within the company’s last fiscal year.
personal 
services

De minimis Payments for personal services are de minimis if they do not exceed
amount for $60,000.
personal 
services

Personal Remuneration is for personal services if it (i) is paid to an entity for
Services personal services consisting of legal, accounting, investment banking,

or management consulting services (or similar services) and is not for
services that are incidental to the purchase of goods or nonpersonal
services; and (ii) the director performs significant services (whether
or not as an employee) for the corporation, division, or similar
organization (within the third-party entity) that actually provides the
legal, accounting, investment banking, or management consulting
services (or similar services) to the company, or more than 50% of
the third-party entity’s gross revenues are derived from that
corporation, division, subsidiary, or similar organization.
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and Rule 16b-3 can still have a personal interest in a particular transaction that can
interfere with his or her ability to render impartial judgment with respect to that
transaction. This type of nonindependence will not render the director unsuitable to
serve on the compensation committee, but he or she may need to be excused from
voting on the particular matter. An example of this might be a situation in which
the compensation committee is determining whether to hire a particular consulting
firm to advise the committee with respect to a particular matter and one of the com-
mittee members has a relative at such consulting firm. This relationship would not
necessarily bar the committee member from satisfying any of the regulatory defi-
nitions of independence (particularly if the amount of the consultant’s fee is less than
$60,000), but the director might have a personal interest in having the committee
hire that consulting firm over another. In that case, the interested director should dis-
close the nature of his or her interest in the matter and abstain from voting on the
hiring question. Once that consulting firm has been hired to represent the commit-
tee, the matter is over, and the originally interested director may resume active par-
ticipation in the business of the committee.

Full Disclosure of Pertinent Information

The SEC’s proxy rules require disclosure of relevant background information about
each director that is intended to give shareholders an indication of the director’s
unique qualifications and any relationships or affiliations that might affect his or her
judgment or independence. For example, disclosure is required regarding:

• All positions and offices the director holds with the company.

• Any arrangement or understanding between the director and any other person
pursuant to which he or she is to be selected as a director or nominee.

• The nature of any family relationship (by blood, marriage, or adoption, not more
remote than first cousin) between the director and any executive officer or other
director.

Compensation Committee Composition 9

Exhibit 1.2 Continued

Former Officer A director is not precluded from being an outside director solely 
Defined because he or she is a former officer of a corporation that previously

was an affiliated corporation of the publicly held corporation. For
example, a director of a parent corporation of an affiliated group is not
precluded from being an outside director solely because that director is
a former officer of an affiliated subsidiary that was spun off or
liquidated. However, an outside director would cease to be an outside
director if a corporation in which the director was previously an officer
became an affiliated corporation of the publicly held corporation.
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• The director’s business experience during the past five years.

• Any other public company directorships held by the director.

• The director’s involvement in certain legal proceedings.

• Any standard arrangements pursuant to which directors are compensated, and
any other arrangements pursuant to which a director was compensated during
the company’s last fiscal year for any service provided as a director.

• Any transaction, or series of similar transactions, occurring in the last year or cur-
rently proposed, to which the company or any of its affiliates is a party, in which
the amount involved exceeds $60,000 and in which the director had, or will have,
a direct or indirect material interest.

• Certain business relationships that currently exist, or existed during the last fis-
cal year, between the company and an entity affiliated with the director or nom-
inee, and the nature of such director’s or nominee’s affiliation, the relationship
between such entity and the company and the amount of the business done be-
tween the company and the entity during the company’s last full fiscal year or
proposed to be done during the company’s current fiscal year.

• Any indebtedness of the director in excess of $60,000 to the company or its sub-
sidiaries at any time in the last fiscal year.

• Any failure by the director to make a timely filing of any Section 16 report dur-
ing the last fiscal year.

• Any director interlocking relationships.

Director Interlocks

As a reflection of the current insistence on unbiased, independent analysis in set-
ting executive pay, there is a special sensitivity to so-called “director interlocks.”
A director interlock exists where any of the following relationships is in evidence:

• An executive officer of the company serves as a member of the compensation
committee of another entity, one of whose executive officers serves on the com-
pensation committee of the company.

• An executive officer of the company serves as a director of another entity, one of
whose executive officers serves on the compensation committee of the company.

• An executive officer of the company serves as a member of the compensation
committee of another entity, one of whose executive officers serves as a direc-
tor of the company.

• NYSE/Nasdaq description—A director of the listed company is, or has a family
member who is, employed as an executive officer of another entity where at any
time during the last three years any executive officers of the listed company
served on the compensation committee of such other entity.

10 The Compensation Committee

ch01_4312.qxd  8/24/04  11:01 AM  Page 10



While not prohibited as a legal matter, director interlocks are suspect due to
the possibility that they could engender a “you-scratch-my-back, I’ll-scratch-yours”
influence or other quid pro quo situation affecting executive compensation deci-
sions. For that reason, a director who has an interlock of the nature described under
applicable NYSE or Nasdaq rules will not be deemed an independent director until
three years after such interlocking employment relationship has terminated. During
that time, he or she would not be eligible to serve on the compensation committee.

An interlocking relationship will be evident to the public. The SEC’s rules for
public companies require disclosure in the proxy statement, under the specific cap-
tion “Compensation Committee Interlocks and Insider Participation,” of each per-
son who served as a member of the compensation committee (or board committee
performing equivalent functions) during the last fiscal year, indicating each com-
mittee member who is or was an employee or officer of the company, had a dis-
closable transaction with the company, or had an interlocking relationship.

COMPENSATION COMMITTEE SIZE

State law has little to say about the size of a board of directors, and even less about
the size of its oversight committees such as the compensation committee. The Re-
vised Model Business Corporation Act (Model Act), on which a majority of states
base their corporation laws, provides that a board must consist of one or more in-
dividuals, with the number to be specified or fixed in accordance with the corpo-
ration’s charter or bylaws. Under the Model Act, a company’s charter or bylaws may
fix a minimum and maximum number of directors and allow the actual number of
directors within the range to be fixed or changed from time to time by the share-
holders or the board. Delaware, which does not follow the Model Act but is the state
of incorporation for many U.S. companies, has similar requirements for determin-
ing the size of the board.

Corporations should attempt to assemble a board that reflects a diversity of
viewpoints and talents, but is not so large as to frustrate the accomplishment of
business at meetings. Smaller boards (those with 12 or fewer members) may allow
more free interchange among directors who might otherwise be reticent to express
their views in a larger group. However, when considering the appropriate size for
a public company board, it is important to include a sufficient number of indepen-
dent directors to staff the audit, compensation, and nominating/corporate gover-
nance committees, each of which is now required by applicable rules to consist solely
of independent directors.

Given the interplay of three separate independence requirements for compen-
sation committee members, as discussed previously, it is unusual for a public com-
pany’s compensation committee to have more than five members. A compensation
committee of three to five members should provide an adequate forum for a useful
exchange of ideas and healthy debate.

Compensation Committee Size 11
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COMPENSATION COMMITTEE CHARTER

The compensation committee (whether it is called such or by some other name—
e.g., the human resources committee) generally is established through a formal
board resolution, in accordance with applicable state corporate law, the company’s
articles/certificate of incorporation, and/or the company’s bylaws. In the past, some
compensation committees had a written charter, while others did not. However,
today most compensation committees have a written charter, largely due to recent
changes in stock exchange listing rules. As discussed in more detail later, new rules
at the NYSE require that both the audit committee and the compensation commit-
tee have a written charter, while the new Nasdaq rules only require that audit com-
mittees have a written charter. Nevertheless, compensation committees at most
Nasdaq companies have or are in the process of adopting a written charter, in the
spirit of good corporate governance. In addition, there may be other federal or state
statutory or regulatory requirements for such a charter with respect to specific reg-
ulated industries.

Some companies use a short-form charter (often less than a page) that grants
the compensation committee authority in very broad strokes. Others adopt a long-
form charter that spells out the duties and responsibilities of the committee, the
procedures to be followed, and a variety of other specifications and requirements
(such as number of members, number of scheduled meetings per year, and so forth).
While the long-form charter is often favored as providing an aura of good corporate
governance practice, one drawback is that the details in the charter must in fact be
followed. For example, if the charter provides that the committee shall meet at
least once every quarter, then the committee must do so or be in violation. Another
consequence of the long-form charter is the need for more frequent review and ad-
justment. Any adjustments must follow an appropriate amendment procedure and
will require subsequent disclosure.

See Appendix D for a sample compensation committee charter and selected
examples of a variety of compensation committee charters at NYSE and Nasdaq
companies.

NYSE Compensation Committee Requirements

Under NYSE rules, the compensation committee must have a written charter that
addresses the committee’s purpose and responsibilities and requires an annual per-
formance evaluation of the committee. The compensation committee of an NYSE
listed company must, at a minimum, have direct responsibility to:

• Review and approve corporate goals and objectives relevant to CEO compensa-
tion, evaluate the CEO’s performance in light of those goals and objectives, and,
either as a committee or, if the board so directs, together with the other indepen-

12 The Compensation Committee
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dent directors, determine and approve the CEO’s compensation level based on
that evaluation. The committee is free to discuss CEO compensation with the
board generally, as long as the committee shoulders these absolute responsibil-
ities.

• Make recommendations to the board with respect to (i) compensation of the
company’s executive officers other than the CEO, (ii) incentive compensation
plans, and (iii) equity-based plans.

• Produce a compensation committee report on executive compensation as re-
quired by the SEC to be included in the company’s annual proxy statement or
annual report on Form 10-K filed with the SEC.

The compensation committee charter should also address: (i) committee mem-
ber qualifications, (ii) committee member appointment and removal, (iii) com-
mittee structure and operations (including authority to delegate to subcommittees),
and (iv) committee reporting to the board.

If a compensation consultant is to assist in the evaluation of director, CEO, or
senior executive compensation, the compensation committee charter should give
that committee sole authority to retain and terminate the consulting firm, includ-
ing sole authority to approve the firm’s fees and other engagement terms.

Nasdaq Compensation Committee Requirements

Under Nasdaq rules, compensation of the CEO and all other executive officers of
the company must be determined, or recommended to the board for determination,
either by a majority of the independent directors, or a compensation committee
comprised solely of independent directors. The CEO may not be present during
voting or deliberations with respect to his or her own compensation.

Unlike the NYSE, Nasdaq rules do not specifically require the compensation
committee to have and publish a charter. However, it is generally a matter of good
corporate governance that a charter be established and followed. The first model
compensation committee charter appearing in Appendix D is annotated to con-
form to both the NYSE and Nasdaq rules as currently in effect.

ROLE OF THE COMPENSATION COMMITTEE

Over time, the role of the compensation committee as a core oversight committee
of the board has crystallized. As indicated previously, the new NYSE and Nasdaq
corporate governance rules require all listed companies to have a compensation
committee (or a committee having that function, regardless of the name) com-
posed entirely of independent directors.

Role of the Compensation Committee 13
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The tenets of sound corporate governance embodied in the NYSE and Nasdaq
rules should be heeded by any company, whether public or private. In the share-
holder-savvy climate of the 21st century, it would be hard to justify a nonindepen-
dent compensation committee in which the CEO is allowed to vote on or otherwise
participate in decisions regarding his or her own compensation. The NYSE and
Nasdaq rules set out minimum standards governing the deliberative process of the
compensation committee. A good committee will not stop there. As discussed more
fully in Chapter 5, a host of influential business and investor groups have pub-
lished their own concepts of best practices for the compensation committee. While
none is binding or has the force of law, and while one might not agree with all the
views in each report, these best practice guidelines are a “must read” for every com-
pensation committee member who undertakes seriously to consider the proper role
of the committee.

The basic role of the compensation committee is twofold. First is to be the
“owner” of the company’s executive and director compensation philosophy and
programs. Second is to provide the primary forum in which core compensation
issues are fully and vigorously reviewed, analyzed, and acted upon (either by the
committee itself or by way of recommendation to the full board or the indepen-
dent directors as a group). The decisions and actions of the compensation com-
mittee may make the difference between mediocre and outstanding corporate
performance.

The more defined role of the compensation committee varies from company
to company, and is contingent on various factors such as ownership structure, con-
cerns of shareholders (and perhaps stakeholders—as broadly defined), director ca-
pabilities, board values, market dynamics, the company’s maturity and financial
condition, and other intrinsic and extrinsic factors. The compensation committee,
more than any other oversight committee, is charged with the all-important task of
balancing the interests of shareholders with those of management. The essential
conflict between these two interests is generally not over pay levels, but rather
the relationship of pay to performance. Shareholders favor a compensation plan
strongly tied to corporate performance, while managers have a natural tendency to
prefer a compensation plan with maximum security.

Exhibit 1.3 is a matrix illustrating a typical division of responsibilities among
the full board, the nominating committee, and the compensation committee rela-
tive to certain matters. Where the responsibilities overlap, it generally implies com-
mittee recommendation followed by board ratification.

ROLE OF THE COMPENSATION COMMITTEE CHAIR

The chair’s role is to lead the committee and initiate its agenda. The chair of the
compensation committee may be selected by the members of the compensation

14 The Compensation Committee
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Exhibit 1.3 Board/Compensation Committee Responsibility Matrix

Approval/Review Required

Full Board Committee

Corporate Organization

• Certificate of Incorporation (adoption or amendment) X

• Corporate bylaws (adoption or amendment) X

• Stock: all authorization to issue or buy back shares X

Board Organization

• Board membership qualification Nominating

• Board committee memberships Nominating

• New member selection Nominating

Compensation Matters:
Base Salary

• Salaries of CEO and executive officers Compensation

Officer Employment Agreements

• Severance agreements X Compensation

• Retention agreements X Compensation

• Change in control agreements X Compensation

Fringe Benefits

• Establishment of new plans or amendments to 
existing plans X Compensation

Incentive Compensation

• All arrangements for corporate officers Compensation

• Approval of specific financial targets Compensation

• Determination of payouts Compensation

Long-term (Cash) Incentive Plans

• Establishment of performance targets Compensation

• Award sizing Compensation

Stock Plans

• Establishment of, or amendment to, equity 
compensation plans X Compensation

• Administration of stock plans Compensation

• Grants of all stock plans Compensation
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committee, by the nominating committee, or as otherwise provided in the com-
mittee’s charter. The responsibilities of the chair might appropriately include:

• To suggest the calendar and overall outline of the annual agenda for the
committee

• To convene and prepare the agenda for regular and special meetings

• To preside over meetings of the committee, keeping the discussion orderly and
focused, while encouraging questions, debate, and input from all members on
each topic under discussion

• To provide leadership in developing the committee’s compensation philosophy
and policy

• To counsel collectively and individually with members of the committee and the
other independent directors

• To interview, retain, and provide interface between the committee and outside
experts, consultants, and advisors

DUTIES AND RESPONSIBILITIES OF THE 
COMPENSATION COMMITTEE

The fundamental task of the compensation committee is to establish the com-
pensation philosophy of the company. Having done so, it should design pro-
grams to advance that philosophy. In almost all cases, this will require the advice
of outside experts, to assure that specific performance metrics and performance
goals are established that promote desired performance and that pay is in line with
such performance.

The compensation committee should assume primary responsibility for the
following general areas:

• Compensation philosophy and strategy

• Compensation of the CEO and other executive officers

• Compensation of nonexecutive officers (or the oversight of such compensation
if delegated to others)

• Compensation of directors (this function is sometimes housed at the board level
or with the governance committee)

• Management development and succession (this function is sometimes placed
with the full board or the governance committee)

• Equity compensation plans

• Retirement plans, benefits, and perquisites (this function is sometimes shared
with, or performed by, a separate benefits plan committee):

– Qualified retirement plans, profit sharing, and savings plans

16 The Compensation Committee
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– Nonqualified plans such as supplemental executive retirement plans (SERPs),
nonqualified deferred compensation, and pension restoration plans

– Welfare benefits, including medical, life insurance, accidental death and dis-
ability insurance

– Executive benefits such as supplemental medical coverage and supplemental
life insurance

– Perquisites

• Contractual arrangements with management, including employment and sever-
ance agreements

• For public companies, preparation of the report to shareholders on executive
compensation that is required by the SEC to be included in the company’s annual
proxy statement or annual report

The decision as to how far compensation committee oversight should be ex-
tended depends on various factors, including the corporate culture, strength of man-
agement, the size of the committee, members’ time availability, the regulatory
environment in which the company operates, and prior corporate performance in
these areas.

Exhibit 1.4 contains a checklist covering typical duties of the compensation
committee.

SIX PRECEPTS FOR RESPONSIBLE COMMITTEE PERFORMANCE

To execute its duties responsibly, the compensation committee must be able to ef-
ficiently synthesize highly technical information and apply sound business judg-
ment. As the field of executive compensation becomes increasingly complex and
more in the focus of public attention, the committee’s job grows more and more
challenging. Adherence to the following six precepts will pave the way to optimal
performance by the committee:

1. Get organized
2. Get and stay informed
3. Keep an eye on the big picture
4. Return to reason
5. Consider the shareholders’ perspective
6. Communicate effectively

1. Getting Organized

Set the agenda. As noted previously, many topics generally fall within the purview
of the compensation committee. To make sure that all are considered in a timely
and effective manner, the compensation committee chair should at the beginning

Six Precepts for Responsible Committee Performance 17
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of the year prepare a schedule of meetings for the whole year, along with a tenta-
tive agenda for each meeting. To accommodate new topics arising over the ensuing
months, specific agenda should be prepared and circulated before each meeting.
An example of such an annual schedule, along with possible recurring agenda items,
is shown in Exhibit 1.5.

18 The Compensation Committee

Exhibit 1.4 Checklist for the Compensation Committee

• Ensure disinterest and independence
from management

• Retain and maintain direct access to
outside experts/consultants

• Establish and periodically review/update
compensation philosophy

• Establish a compensation strategy
(including pay plans) consistent with
overall compensation philosophy and
corporate objectives

• Ensure that shareholder and corporate
economic values are prime drivers of the
executive pay program

• Be sensitive to external pressures

• Be mindful of controversial pay
practices

• Balance fixed versus variable rewards

• Define equity participation strategy

• Understand and coordinate all elements
of executive pay

• Assess the real dollar value/cost of
executives’ total pay packages

• Carefully select recognized industry
index and/or an appropriate peer group
for the performance group

• Compare pay programs with relevant
peer group

• Link payments with performance goals

• Set goals for CEO, evaluation
performance against such goals, and set
CEO pay levels

• Draft compensation committee report for
proxy statement. Use detailed,
individualized disclosures—avoid
boilerplate

• Prepare other disclosures, both required
and more if necessary or appropriate

Exhibit 1.5 Illustrative Compensation Committee Agenda

Event Meeting Date Recurring Agenda Items

End of calendar/ Late February • Approve minutes of prior meeting
fiscal year in • Review prior year operating results presented 
December as required by bonus plan criteria

• Evaluate performance of CEO for prior year,
and review and approve recommended bonus
plan payments

• Review and approve recommendations related
to current year participation in bonus plan
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Exhibit 1.5 Continued

Event Meeting Date Recurring Agenda Items

• Review and approve current year bonus plan
targets for organization units and plan
participants

• Review and approve personal goals of CEO for
current year

• Review and discuss draft of compensation
committee report for inclusion in proxy

• Review executive compensation disclosures for
inclusion in proxy

• Review new plan proposals for inclusion in
proxy

After annual June/July or • Approve minutes of prior meeting
shareholders’ September/ • Review and approve recommendations for 
meeting and October annual equity grants
approval of 

• Review and approve mid-year promotions, new stock-related
hiresplans

• Receive consultant’s report on fringe benefits
and benefit costs; competitive practices and
recommended changes and costs

• Receive annual management development and
succession planning overview from CEO

• Engage outside studies for various matters

• Review performance of outside advisors

Late in year November/early • Approve minutes of prior meeting
December • Review consultant’s report on compensation

levels and competitive pay practices

• Review and approve recommended changes in
salary structure and bonus plan provisions

• Approve additions and removals from bonus
plan participation

• Review executive compensation budget, and
approve annual salary increases for next year

• New ideas session (planning session for new
ideas, plans, and programs)

• Discuss incentive measures for upcoming year

• Annual review of executive severance plans

• Review corporate compensation philosophy
and pay strategy
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Provide timely information. It is best to provide written materials to each commit-
tee member at least a week before each meeting so that he or she will have ample
opportunity to review them in advance and will be able to come to the meeting fully
prepared to ask pertinent questions and move the discussion forward. Such mate-
rials should include minutes of the prior meeting, and materials and information
pertinent to the agenda for the current meeting—such as copies of any plans or
agreements to be considered by the committee, reports and analysis from outside
experts, internally prepared information relevant to the matter, and proposed
resolutions.

Engage outside experts. Issues faced by compensation committees today involve
sophisticated techniques and require a facile understanding of financial measures tax
and accounting applications. The “level playing field” that will result from stock
option expensing is causing widespread use of alternative types of equity compen-
sation vehicles, many of which may be unfamiliar to compensation committee
members. The array of choices alone can be bewildering. Moreover, the role of the
committee itself is becoming imbued with an overlay of regulatory requirements and
legal nuances, while trends in shareholder litigation underscore the importance of re-
lying on the advice of outside experts. Delaware courts in the recent Disney and
Cendant cases focused on the alleged failure of those compensation committees to
seek expert advice in advance of important compensation decisions.

For these and other reasons, it is all but essential that the compensation com-
mittee look to competent outside compensation consultants and legal advisors.
While it may be appropriate for the committee to engage its own legal counsel for
special assignments, the relationship with the compensation consultant should be
of an ongoing nature. It is axiomatic that it should be the committee, and not
management, that interviews and hires outside experts. The allegiance of such ex-
perts should be to the committee, and ultimately to the company, rather than to
management.

Establish a meaningful CEO evaluation program. The compensation committee
should create and adhere to an effective CEO evaluation program. NYSE and
Nasdaq corporate governance rules require the compensation committee to review
the CEO’s performance on an annual basis, but this should be done regardless of
any regulatory requirement. Such an evaluation is essential for the proxy statement
compensation committee report, and provides a basis for determining whether the
company’s executive incentive compensation programs are achieving intended
results. Chapter 3 addresses the CEO evaluation process.

Establish annual compensation committee (and perhaps board) evaluation
programs. Recent NYSE corporate governance rules require an annual self-
performance evaluation by the compensation committee. If board compensation is
within the purview of the compensation committee rather than the nominating/
governance committee, it may also make sense for the compensation committee to
implement the board evaluation program. The program should include feedback

20 The Compensation Committee
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solicited from other directors, the CEO, other senior executives, and other inter-
ested parties. See Exhibit 1.6 for a sample board evaluation form.

2. Getting and Staying Informed

Understand the context. The committee cannot make valid compensation decisions
in a vacuum. Even where the committee does not have direct oversight or respon-
sibility for all aspects of compensation and benefits, it is imperative that the

Six Precepts for Responsible Committee Performance 21

Exhibit 1.6 Sample Form for Board Evaluation

Rate the following statements in relation to our board of directors

Topic Description Rating*

1. The board knows and understands the company’s beliefs, values, 
philosophy, mission, strategic plan, and business plan, and reflects 
this understanding on key issues throughout the year.

2. The board has and follows procedures for effective meetings.

3. Board meetings are conducted in a manner that ensures open 
communication, meaningful participation, and timely resolution of 
issues.

4. Board members receive timely materials for consideration prior to 
meetings.

5. Board members receive accurate minutes.

6. The board reviews and adopts annual capital and operating budgets.

7. The board monitors cash flow, profitability, net revenue and 
expenses, productivity, and other financially driven indicators to 
ensure the company performs as expected.

8. The board monitors company performance with industry 
comparative data.

9. Board members stay abreast of issues and trends affecting the 
company, and use this information to assess and guide the 
company’s performance not just year to year, but in the long term.

10. Board members comprehend and respect the difference between 
the board’s policy-making role and the CEO’s management role.

11. The board acts to help the CEO by setting clear policy.

12. Board goals, expectations, and concerns are honestly 
communicated with the CEO.

*Rating 1 to 5, with 1 for “not performing” to 5 for “outstanding”
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committee have an understanding of how all pieces of the puzzle fit together.
The committee should have access to information necessary to calculate the value
of an executive’s total compensation arrangement at any given time. For exam-
ple, if the committee is considering one element of pay for the CEO, such as a
long-term equity award, it must be able to do so in the context of the CEO’s total
pay, including all forms of compensation and benefits (such as base salary, short-
term incentive opportunity, qualified and nonqualified deferred compensation,
SERPs, perquisites, severance arrangements, and other previously granted long-
term incentives), to ensure that the total compensation is reasonable and not
excessive.

Naturally, not all elements of pay will be considered at a single committee
meeting, and not all information before the committee at a given time will be pres-
ented with equal detail or emphasis. However, as baseline contextual information,
the committee should insist on regularly being provided with the senior executives’
total compensation tallies—perhaps in the form of a simple spreadsheet showing
each element of pay and benefits, a brief summary of how each pay program oper-
ates, and an estimate of current rates, benefit levels, or balances.

Understand each element of the compensation program. The compensation com-
mittee, not management or the human resources department, is the “owner” of the
company’s executive compensation and employment plans, programs, and arrange-
ments. As such, it is the compensation committee’s duty to thoroughly understand
all compensation programs, both simple and complex.

There is no one “correct” way to conduct this review, as long as it results in
a full and thorough examination of each program. Generally, this review will in-
volve management (including the human resources department), the company’s
auditors, and the committee’s independent advisors. Only when the committee has
its arms around all aspects of each program can it make informed and appropriate
decisions in implementing (and perhaps restructuring) the overall compensation
strategy.

Regularly review and quantify the impact of change-in-control provisions in all
compensation plans and programs. Change-in-control (CIC) arrangements have be-
come almost universal for senior executives in the largest public companies. At
some companies, CIC agreements or policies extend protections deeper into em-
ployee ranks, and in some cases, cover all employees. The committee must keep
sight of the estimated aggregate cost of all such CIC protections, including tax gross-
ups and lost deductions, under various circumstances. Because circumstances
change and compensation programs can dramatically affect the cost of CIC arrange-
ments in not-so-obvious ways, this exercise should be undertaken on a regular basis
to guard against surprises if and when an actual CIC situation arises. In assessing the
potential cost, the committee should consider that aggregate CIC payments of 1% to
3% of the transaction amount are generally within standard practice.
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3. Keeping an Eye on the Big Picture

Compensation plans and programs should be consistent with the achievement of
corporate strategy. This is especially true with incentive-based compensation. It
makes little sense for the compensation programs to be motivating executives to
achieve goals that do not enhance overall corporate objectives.

The committee must take an active hand in the process. For example, with the
aid of management and outside advisors, each member of the committee should
learn and understand the financial measures that are most relevant to the company’s
success and design incentive programs on the basis of those measures. The com-
mittee should understand how any year-end financial reporting adjustments (or other
events) might affect such measures and thereby affect compensation based on those
measures. Where feasible, performance compensation programs should be designed
to minimize the possibility of manipulation to achieve certain results—not on the
assumption that management would do so, but more as evidence of a sound and re-
liable program.

The compensation committee should be prepared to explain to investors in its
annual report on executive compensation how the short-term and long-term incen-
tive programs for executive officers relate specifically to and complement the com-
pany’s overall strategy. Moreover, the committee should be thoughtful in setting
and explaining goals for incentive compensation. For example, setting “stretch” or
very demanding goals and being prepared to pay commensurate with achieving this
level of performance, can be an effective driver of performance.

4. Returning to Reason

There is no denying that executive compensation in the 1990s soared to unsus-
tainable levels. Fueled by the seemingly endless bull market, the investing pub-
lic’s “irrational exuberance” (as dubbed by Alan Greenspan as early as 1996) and
perhaps even unintentionally by the then-prevailing benchmarking practices of
compensation consultants in which all executives were slated for above-average
pay levels, executive compensation simply got out of hand. In the sobering post-
scandal environment of the new century, boards and management alike recognize
that something dramatic must be done to restore investor confidence and return
compensation to sensible, sustainable levels. If the private sector cannot be disci-
plined and effective in achieving this, it is likely that the nose of Congress will
once again creep under the tent.

Outside experts and advisors cannot be expected to right the ship—that re-
quires the attention, support, and serious direction of the compensation committee.
Consultants and advisors should be given free reign and encouragement to give an
honest review and assessment of the company’s pay practices and to speak up when
changes are in order. The compensation committee must then be prepared to make
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hard decisions or negotiate with management if cutbacks on existing compensa-
tion are recommended in one area or another. Evidence of real negotiations with
management can be of evidentiary importance in future shareholder litigation.

All this is not to say that executive pay is evil or unnecessary. It is, of course,
still true that competitive compensation is needed to attract and retain the best ex-
ecutive talent. The compensation committee will continue to need to understand
the “market” for executive compensation, both in form and levels of pay. Inde-
pendent compensation specialists are best equipped to provide this information.
However, the common practice of setting pay based on benchmarking for compa-
rable positions gleaned from survey data is one of the main culprits for runaway
compensation in the 1990s. This is because so many companies targeted executive
pay at the 75th percentile of the selected peer group. It is easy to see, in hindsight,
that this annual ratcheting effect—where this year’s 75th percentile becomes the
next year’s 50th percentile—led to unrealistically high competitive data. More-
over, there is considerable room for manipulation of such studies, by cherry picking
the peer companies, for example, to include those that recently experienced aber-
rational strong performance, those that emphasize one element of pay over others,
or those that are not appropriate peers of the company based on revenue, market
cap, or other factors. While the committee need not turn away from considering
objective outside data as a legitimate measure of competitive practice, it can safe-
guard the process by making sure its consultants understand the committee’s ex-
pectation of candor and objectivity, and by asking the right questions about how and
why the data were selected. The mechanical process of compensation benchmark-
ing is discussed later in this chapter.

5. Considering the Shareholders’ Perspective

The compensation committee must consistently ask the question, “is this in the
shareholders’ best interests and how will shareholders view it?” In today’s business
environment, shareholders are taking a greater interest than ever before in matters
of executive compensation. While this does not change the duty or allegiance of the
committee, it does provide a useful focus to its deliberations.

Shareholder value is paramount. In general, executive compensation should be
accretive to shareholder value. Existing and new programs should be considered by
the compensation committee in this context. The committee should analyze each
compensation program with a view to its potential effects on financial results and
shareholder dilution, and whether such effects can be managed or mitigated. For
example, in the case of an equity-based compensation plan, the source of shares to
pay participants (i.e., newly issued shares or repurchases in the market) can affect
the dilution analysis.
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Understand and consider institutional investor concerns. Institutional investors are
making their voices heard loud and clear, aided by a number of factors, including
new NYSE and Nasdaq rules that require shareholder approval for all new or ma-
terially modified equity compensation plans, new rules that prohibit brokers from
voting street-name shares on compensation plan proposals without the express
direction of the beneficial owners, and the increasingly high approval rate of
shareholder proposals in recent proxy seasons. Shareholder activism has matured
considerably from its roots in the 1970s. Independent research firms such as Investor
Responsibility Research Center glean, organize, and make available information on
corporate governance and social responsibility issues affecting investors. IRRC
does not advocate on any side of the issues it covers. A host of institutional in-
vestor advisory groups, such as Institutional Shareholder Services, Glass-Lewis &
Co., and The Council of Institutional Investors, as well as large investor pension
funds such as TIAA-CREF, CalPERs, SWIB, and NYCERS, take a more con-
frontational stance on issues. Most have formulated complex models for assessing
the potential dilution and “value transfer” of proposed compensation plans. To-
gether or individually, these groups make possible powerful voting and economic
blocks that cannot be ignored.

The compensation committee should be proactive in anticipating institu-
tional investor concerns. Corporate governance issues, such as the independence of
directors, organization of the board, incentive plans and programs, CEO selection
and succession, employment agreements, executive stock ownership, insider trad-
ing actions, compensation levels, and other related issues are fair game for share-
holder comment. It is usually productive to seek the input of the company’s
largest institutional investors on compensation proposals well in advance of
putting them up for shareholder vote. Often, it is possible to adjust proposed plan
provisions in a way that will make the difference in the plan being approved or
voted down.

6. Communicating Effectively

Take control of the compensation committee report. The committee’s report on
executive compensation that appears in the annual proxy statement provides the best
window into the work of the committee. The amount of candor, care, and detail that
goes into that report speaks volumes about how seriously the committee takes its
role and responsibility. The preparation of this report should not be relegated to
management, the compensation consultant, or legal counsel. Rather, it should
reflect the independent and thoughtful analysis of the committee, even if others
participate in the drafting. Boilerplate language is not a substitute for the actual
voice of the committee, nor should the report say the same thing every year—
assuming that new thought and analysis takes place each year, as it should. A

Six Precepts for Responsible Committee Performance 25

ch01_4312.qxd  8/24/04  11:01 AM  Page 25



straightforward and thorough explanation of the committee’s actions and philos-
ophy is critical to a meaningful report. Remember that the report goes over the
names of the individual committee members, which is meant to assure that they per-
sonally stand behind its content.

See Appendix E for sample compensation committee reports taken from sev-
eral 2004 proxy statements.

Prepare for increased disclosure and accountability. It has been well over a decade
since the SEC’s 1992 overhaul of the executive compensation disclosure rules.
When the SEC revisits these rules, as it surely will before long, we can expect to
see more tabular disclosure of common compensation programs, such as deferred
compensation, SERPs, and life insurance programs, as well as disclosure rules that
more closely fit the array of equity-based incentive vehicles that are finding their
way into compensation plans as replacements for traditional stock options and re-
stricted stock awards. The compensation committee can and should get out in front
of that wave by collecting information now about its current programs and poli-
cies, considering whether and how all elements work together for a cohesive whole,
and thinking about how to effectively communicate this to shareholders. In fact,
there is no need to wait until SEC rules require specific disclosures. Effective com-
munication is always timely and can go a long way to building investor confidence
that the company’s compensation strategy is in good hands.

COMPENSATION BENCHMARKING

Compensation committees are constantly examining whether the compensation
levels of the top executives are reasonable and adequate. This is done for two rea-
sons. First is to ensure that the pay levels are competitive, because if they are not
(otherwise referred to as “below market”), another company may try to “raid” the
executive talent pool. Second is to ensure that the compensation levels are neither
too high nor too disproportionate (i.e., there is reasonable balance between salary,
annual bonus, long-term incentives, pension, and so on).

This examination generally entails two processes. First is to collect and re-
view recent and reputable surveys (usually published by compensation consulting
or accounting firms). These surveys must be carefully reviewed to determine the
methodology used and the quality of the data. For example, a survey might say
that the median salary of CEOs in the biotechnology industry is $400,000; how-
ever, upon closer review, it may be discovered that only three companies were in-
cluded, and that one of the companies has a founder CEO who receives a nominal
salary. Accordingly, these surveys are helpful but cannot—in and of themselves—
be used to set executive compensation levels without full and careful analysis.

The second process is to prepare a benchmarking or comparison study. This
can be done in-house, but most companies prefer to use outside advisors. The most
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important aspect of these studies is to construct a peer group of companies that
both the compensation committee and management agree represents “market.” In
addition, there should be a minimum of 10 peer companies. Generally, 15 to 30
companies would be preferred to ensure that any anomaly (known as an “outlier”
or a “red circle”) would not significantly impair the overall results.

Peer companies generally are selected based on similarities to the subject
company in terms of revenues, market capitalization, and/or industry, oftentimes
using Standard Industrial Classification (SIC) codes that are the same as or simi-
lar to the subject company. Sometimes, other aspects are considered, such as ge-
ography, company age, financial performance, and so forth. No matter what and
how many characteristics are used to construct the peer group, the key is for all
parties to agree that the peer group is representative of an appropriate “market.”

After the peer group is finalized, the next step is to collect and collate execu-
tive compensation data, either from private databases or culled from publicly filed
documents, such as proxy statements and Form 10-Ks. Of course, each data point
must be reviewed to ensure that it is correct. For example, some benchmarking
studies will mingle different fiscal years. Other benchmarking studies may me-
chanically cull data from a proxy statement without any analysis, and thus could,
for example, use an “annual salary” amount that actually is for a partial year. Other
benchmarking studies may apply inconsistent valuation methodologies (such as
valuation of stock options or other long-term incentive awards). In addition, more
and more benchmarking studies are including performance analysis of each peer
company. This is then used to determine whether the compensation level should
be set at, below, or above the peer group’s median level. For example, if the subject
company is performing well below the median of the peer group, then arguably the
compensation levels should also be below the median of the peer group.

Finally, after all the data are collected, reviewed, and otherwise “scrubbed,”
it is placed into a model that typically shows quartiles and what percentile levels
apply to the company’s existing executives or candidates. An example of such a
model is shown in Exhibit 1.7.

These models also typically show ratios, such as between target annual bonus
and salary, long-term incentives (LTI) and salary, and LTI and total compensation.
In addition, some companies use ratios to set executive compensation levels below
the CEO (e.g., the COO’s salary level is set at 75% of the CEO’s salary level).

While many companies have used these benchmarking studies as a rigid guide
to setting executive compensation, there is a trend to apply both an objective and
subjective analysis of the data. In other words, the data are first quantitatively re-
viewed, and then qualitatively reviewed. The reason for this is that each com-
pany has its own particular set of facts and circumstances, and square pegs should
not be forced into round holes. For example, assume a company wants to pay its
CEO at “market median,” that the median CEO salary of the peer group is deter-
mined to be $500,000, and the salary of the subject company’s CEO is $650,000.
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Exhibit 1.7 CEO Benchmarking Study Template
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The compensation committee, however, when it hired the CEO, agreed to the
$650,000 salary level because that was the CEO’s salary level at the previous em-
ployer. Accordingly, the salary level will be in the upper quartile, and the compen-
sation committee will most likely need to adjust other components of this CEO’s
compensation (but not the salary) to bring it within “market median.”

THE IMPORTANCE OF COMPENSATION 
COMMITTEE MEETING MINUTES

Today’s heightened focus on corporate governance in general, and executive com-
pensation in particular, justifies a close review of the processes of the compensa-
tion committee, and its documentation of the same. It has always been customary
corporate practice to keep minutes of committee meetings. However, it is important
to recognize that minutes, which are easily attainable by shareholders, are as impor-
tant in what they don’t say as what they do.

Historically, many companies have taken the view that perfunctory, bare-bones
minutes were adequate and even preferred—a means of satisfying minimum cor-
porate procedural requirements without airing dirty laundry in the form of dissent-
ing opinions or serious debate that might suggest lack of unanimity or weakness
of resolve. However, recent shareholder litigation and apparent trends in judicial
review, as discussed more fully in Chapter 5, suggest that the better approach fa-
vors thoughtful minutes that reflect in detail the ultimate action taken, the discus-
sion of each topic, the time devoted to the discussion, the alternatives reviewed,
the consideration of relevant materials and outside advice, and the rationale for
each decision reached. Two recent Delaware court cases illustrate how the quality
of minutes can make a difference very early in the litigation process.

In 2003, the Delaware Chancery Court refused to dismiss a complaint by share-
holders in In re Walt Disney Co. Derivative Litigation, 825 A.2d 275 (Del Ch.
2003), alleging that Disney’s directors breached their fiduciary duties when they ap-
proved an employment agreement with its president, Michael Ovitz, which ulti-
mately resulted in an award to him allegedly exceeding $140 million after barely one
year of employment. The court focused heavily on what was reflected in the minutes
of the compensation committee, from which it appeared that (i) no draft employment
agreement was presented to the compensation committee for review before the
meeting; (ii) the committee received only a summary of the employment agreement
and no questions were asked about the agreement; (iii) no expert consultant was pre-
sent to advise the compensation committee; (iv) the compensation committee met
for less than an hour and spent most of its time on two other topics, including the
compensation of one director for helping secure Ovitz’s employment; (v) no time
was taken to review the documents for approval; and (vi) the committee approved
the hiring in principle but directed Mr. Eisner, Ovitz’s close friend, to carry out the
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negotiations with regard to certain still unresolved and significant details. Referring
to the board meeting that followed the compensation committee meeting, the court
further noted that less than 2 of 15 pages of minutes were devoted to discussions of
hiring the new president and that, so far as such minutes reflected, no presentations
were made to the board regarding the terms of the draft agreement, no questions
were raised, and no expert consultant was present to give advice.

The Disney court concluded that the alleged facts, if true, could support a de-
termination that the defendant directors’ action went beyond a mere breach of the
duty of care to amount to a lack of good faith, such that their action would not be
protected by the business judgment rule or by the company’s director exculpation
provision in its charter. If so, the directors could be held personally liable and
unindemnifiable.

Also to the point is the April 2004 settlement of shareholder litigation against
Cendant Corporation. The complaint alleged the directors breached their fiduciary
duties in approving an amendment to the CEO’s employment agreement that would
have provided, among other things, an uncapped annual bonus stated as a percent-
age of the company’s pretax earnings, $100 million of life insurance for life, and
severance benefits that could have exceeded $140 million. According to the com-
plaint, the minutes of the compensation committee reflected (i) no analysis of the
potential cost to Cendant of the new agreement, (ii) no discussion of the commit-
tee’s deliberation on various aspects of the proposed changes to the agreement,
(iii) no advice from outside advisors, such as compensation experts or independent
legal advisors, (iv) no questions raised about the financial consequences to the com-
pany under various severance scenarios, and (v) no involvement by any member
of the compensation committee in the negotiation of the agreement. Even if the di-
rectors did in fact exercise more care and deliberation than alleged, the quick set-
tlement of this lawsuit (the month after it was filed) might indicate the defendants’
recognition of the damning potential of scant minutes on their ability to establish
adequate proof to the contrary.

The lesson from these cases and others sure to come is this: Adherence to fidu-
ciary duties is an absolute requirement and keeping minutes that reflect the proper
amount of attention, deliberation, and consideration of compensation decisions can
be of pivotal evidentiary value in shielding directors from personal liability.

Accordingly, compensation committee meeting minutes should reflect:

• Each discussion topic and the approximate time that the matter was considered

• Whether outside advisors were present or consulted, and the extent of their
involvement

• The committee’s consideration of any cost analyses for specific proposals, such
as financial modeling of employment and severance contracts under various
scenarios
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• Whether questions were asked, about what, and by whom

• Due consideration by the committee of the reasonableness of the particular ele-
ment of pay being voted on, when viewed in context with the executive’s over-
all compensation package

CALL TO ACTION

The work of the modern compensation committee is not “business as usual.” To
take a lofty view (and to borrow the words of former SEC chairman and “MCI
Corporate Monitor” Richard Breeden in his well-publicized report to the board
of directors of MCI Corporation), theirs is the job of restoring trust in corporate
America, by reversing the compensation excesses of the late 20th century that
have so evoked the public’s ire. On a more pedestrian level, to the extent that com-
pensation committees across the country are in fact successful in reestablishing re-
alistic and effective compensation practices through their own disciplined
approaches, Congress may be persuaded to stay out of the mix. Ultimately, the
compensation committee of the 21st century has the opportunity now to shape its
own future.
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Chapter 2

Selecting and Training
Compensation Committee
Members

For purposes of this chapter, it will be assumed that the company seeks new inde-
pendent directors to round out the board and staff its core oversight committees,
including the compensation committee. The chapter will first discuss the processes
the nominating committee should follow to identify and attract qualified indepen-
dent individuals who are best suited to serve as independent directors for their par-
ticular company. Later, the chapter will discuss the orientation and training of the
individuals who are selected to fill that role.

As previously discussed in Chapter 1, independence is the core requirement
for the compensation committee. However, independence is not the sole determinant
of its success. Particularly now, as compensation programs are under intense pub-
lic scrutiny and most likely will move well beyond the traditional reliance on “plain
vanilla” stock options and cash bonuses, it is imperative that compensation com-
mittee members have a facile understanding of the evolving landscape of executive
pay and the expanding array of compensation vehicles available to shape desired re-
sults. They must be able to use this knowledge to devise programs that are straight-
forward, transparent, and effective. To this end, the committee should receive
continuing training and employ the advice of independent experts and advisors.

THE ROLE OF THE NOMINATING COMMITTEE

The New York Stock Exchange (NYSE) and Nasdaq recognize that a fully inde-
pendent nominating committee is central to the effective functioning of the board,
and that director and board committee nominations are among the board’s most im-
portant functions. NYSE-listed companies must have a nominating/corporate gov-
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ernance committee, which is made up exclusively of independent directors. This
committee is charged with identifying individuals qualified to become board mem-
bers, consistent with criteria approved by the board, and to select, or to recommend
that the board select, the director nominees for the next annual meeting of share-
holders. Under Nasdaq rules, director nominees must be selected, or recommended
for the full board’s selection, either by a nominating committee comprised solely
of independent directors or by a majority of the independent directors.

The rationale for this is that an independent nominating committee enhances
the independence and quality of the nominees. This notion holds true for nonlisted
companies as well. Given today’s focus on sound corporate governance principles,
it makes sense for private and other nonlisted companies to take advantage of the
careful thought that has been applied to these issues by the NYSE, Nasdaq, the Se-
curities and Exchange Commission (SEC), and influential business and investor
groups.

While the nominating committee may be separate from a corporate governance
committee, those functions are often combined in a single committee under a com-
bined designation. Either such committee (or the combined committee) may be as-
signed to periodically review and make recommendations regarding the size of the
board, committee structure and committee assignments, and frequency of regular
board and committee meetings. In some cases, the nominating or corporate gover-
nance committee also specifies the roles and responsibilities of each board commit-
tee, in keeping with the corporate charter and bylaws and the specific requirements
for the composition and function of committees as imposed by the NYSE, Nasdaq,
and the SEC, where applicable. Management’s input to these decisions may be con-
sidered, but predominant and best practice is to leave the ultimate decisions to the in-
dependent nominating or corporate governance committee.

NOMINATION AND SELECTION OF NEW COMPENSATION
COMMITTEE MEMBERS

Finding and selecting qualified outside directors is one of the most challenging and
rewarding dimensions of building an effective compensation committee. Before be-
ginning the search for new directors, the company should develop a board prospec-
tus. The board prospectus can be a helpful tool in recruiting director candidates, and
can assist the company in networking with lenders, advisors, and others who might
know of attractive director candidates. A sample board prospectus is shown in
Exhibit 2.1.

The board prospectus should describe clearly the purpose and goals of the
board. It should convey the qualities and capabilities the board is seeking in direc-
tors, and describe the board structure, director compensation, and anticipated time
demands on members. The board prospectus should convey the business, culture,
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34 Selecting and Training Compensation Committee Members

Exhibit 2.1 Sample Board Prospectus

We seek one independent director to round out our board of directors and help us manage
the future of our successful corporation. We believe our business and industry will face new
issues more complex and challenging than we have confronted before. We believe a board
consisting of a majority of qualified independent and experienced directors to be an invalu-
able resource to aid us in providing the very best return to our shareholders. The following
describes our company and the roles and purpose we envision for our board.

OUR COMPANY

We are the largest company of its kind in the southeastern part of the United States. We have
25 locations and a significant investment in real estate through three real-estate holding
companies. We have several separate but related lines of business. In all, we are a $450-
million enterprise with 3,200 employees.

We provide the highest quality and broadest line of high-end products and services to
our customers. We are proud to have recently received the very first “Blue Ribbon” award
in our industry. We reach our customers through a valued 100-year-old reputation and
well-managed public relations. Market reputation in this business, however, can be over-
turned by only one year of poor performance.

THE IMMEDIATE NEEDS OF THE BOARD

The company’s local and traditional market has matured. The changing attitudes of con-
sumers to our industry and products require major changes to our company. Recent federal
legislation will greatly affect the structure of our industry and how firms in our industry com-
pete. The company must invent new ways of designing, manufacturing, distributing, sell-
ing, and servicing our products. To do this, we need to refocus the company’s business while
at the same time raise significant capital.

THE PURPOSE OF THE BOARD

The primary purpose of the board is to help management to increase shareholder value. The
company will benefit from successful independent directors who bring their diverse expe-
rience to bear on the best interests of the company.

The board will help management evaluate the key issues and decisions facing our busi-
ness. The board will offer a forum to discuss important and strategic decisions, while bring-
ing a fresher perspective that will encourage corporate management to consider additional
alternatives.

THE NATURE OF THE BOARD

Our board will comprise eight members: the CEO and seven outside directors. You will
be replacing a 62-year old director who is not standing for renomination. Of the six other
outside directors, four are current or former CEOs of their own businesses, one is the
president of a major local university, and one is the managing partner of a large, local law
firm.
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philosophy, and values of the company. This prospectus usually includes the in-
formation in Exhibit 2.2.

The search for new directors begins typically with the nominating committee,
which may request recommendations from the chief executive officer (CEO) and
other directors. Whatever the source of the recommendation, the nominating com-
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Exhibit 2.1 Continued

Our board will formally meet four times per year at a morning meeting. The day usu-
ally begins very early at 7:30 A.M., and ends in mid-afternoon. Each independent director will
serve on one or more of the following committees: audit, compensation, and nominating/
corporate governance. Committees meet an average of four times a year.

CONCLUSION

We believe an additional experienced independent director will assist corporate management
in this challenging time in the company’s evolution.

Exhibit 2.2 Typical Elements of a Board Prospectus

I. Overview of the Company
A. Industry
B. Most important products and types of consumers
C. Size
D. Major shareholders

II. Board Profile
A. Character of business
• Stage of life cycle (startup, rapidly growing, mature)
• Relative strengths or weaknesses (highest quality producer in the region, need to de-

velop more cost-conscious culture)
• Strategic thrust (developing an international presence, seeking to grow by acquisi-

tion, committed to increasing market share)
B. Relationship of the board with management
C. Personal criteria of candidates
• Desired background, personal characteristics, and experience of board candidates

III. Structure of the Board
A. Number of independent directors and management/investor directors on the board
B. Committee structure
C. Number of meetings (board and committee)
D. Time commitment
E. Compensation
F. Director indemnification and insurance
G. Term of office
H. Mandatory retirement age or term limitations
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mittee should carefully evaluate each candidate. Politics, bolstering egos, repaying
debts, conveying thanks, rewarding performance, and satisfying interest groups
should not play a role in selecting directors. The nominating committee should se-
lect new board members—and renominate existing board members—with one pur-
pose in mind: to meet the specific needs and best interests of the company as they
evolve over time.

A typical search for independent directors begins with an overview of the needs
of the board—representation that may be lacking or need more emphasis. For ex-
ample, the company may seek greater diversity on its board, or may seek a new di-
rector with experience in a particular sector (e.g., academic, public service, business,
nonprofit) or area of useful expertise. Perhaps the board would benefit from di-
rectors with more time availability or higher profile in the company’s industry or
community.

The following sections illustrate possible strengths and weaknesses of various
categories of outside board candidates.

Competitors

Directors or officers of current or potential competitors generally do not make
ideal candidates because of their inherent conflict of interest. This is another rea-
son to seek directors from other industries so as to take advantage of their fresh
perspectives and new insights, rather than an affirmation of what management al-
ready knows. Oftentimes, the best place to find such insight is from directors with
backgrounds in different industries facing analogous challenges and problems.

Consultants

Paid advisors are not usually good candidates for board service. Such status would
render them nonindependent under NYSE and Nasdaq rules and ineligible to serve
on any core committees of the board. The services of outside consultants are read-
ily available to the board in any event; as directors they bring to the boardroom an
inherent conflict of interest. The board can always invite trusted advisors to attend
board sessions—it is not necessary to make them directors to reap the benefits of
their knowledge.

Where technical “independence” is not a requirement, some boards may make
an exception for advisors who have broad exposure to top executives in a wide
range of companies. These professionals often develop executive skills and can be
a valuable resource, even if they lack first-hand executive experience.

Friends

Directors should never be selected on the basis of friendships with management or
existing directors. Such personal ties can lead to allegations of cronyism (whether
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or not true) and jeopardize the independence and effectiveness of the board. More-
over, the candid exchange of viewpoints needed from directors can put a strain on
friendships. Even at the recruitment stage, it may be difficult to objectively inter-
view and assess the references of such candidates.

Retirees

Retired executives from other industries often make promising director candidates.
For example, many retirees enjoy high visibility, generous time availability, and use-
ful experience. However, there can be drawbacks. A retiree may eventually lose
touch with the mainstream of business or become overly enamored with board ser-
vice as a source of retirement income, ego support, or stimulation. If a retiree be-
comes beholden to management and the other directors to maintain his or her seat on
the board, it may compromise the independent contribution he or she might other-
wise make.

Academics

Academics can be good director candidates for the right board. They provide an
excellent source of intellectual capital, tend to have reasonable time availability,
and oftentimes are skillful in consensus building and tactful interaction among those
having divergent viewpoints. However, they may lack the “real world” experience
that can be useful in a profit-driven business environment.

People Who Hold Other Directorships

People who serve on other boards make tempting director candidates, due to their
relevant experience. However, serving on too many boards at once can curtail the
effectiveness of directors.

Other CEOs, Entrepreneurs, or Business Owners

Risk-taking peers often make excellent outside directors. Executives from other
companies who have weathered crises at their own companies can provide invalu-
able counsel to the board facing similar or even dissimilar business challenges.
However, the nominating committee should avoid creating interlocking relation-
ships where, for example, any of the company’s executive officers serve on the
candidate’s board. As previously discussed in Chapter 1, overlapping (or interlock-
ing) directorships can compromise a director’s independence, causing him or her
to temper decisions and comments to protect the other relationship. Another issue
to guard against in selecting directors who are CEOs of another company is the so-
called “kindred spirit” phenomenon, in which the director may be disinclined to be
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critical of management because he or she sympathizes with the discomfort of deal-
ing with a “difficult” board.

TIME COMMITMENT

At a minimum, attendance at four board meetings per year, including preparation
and travel time, would take about eight days per year. However, all outside directors
will most likely serve on one or more oversight committees, which require a sub-
stantially greater time commitment in terms of preparation for and attendance at
meetings, interaction with management and outside advisors, ongoing training, and
taking a leadership role in special projects. In that case, the minimum time com-
mitment can quickly balloon to 30 days per year.

A key issue to consider in the selection of board members is time availability.
Directors who do not have time to attend and adequately prepare for board meet-
ings and devote concentrated effort to committee work will contribute to an inef-
fective board. Spreading committee assignments effectively among board members
can alleviate the time commitment required of well-qualified directors.

Ideally, all directors will have equal time and energy to devote to the business
of the board and committees on which they serve. However, in the real world, some
will have more time availability and others will provide more value for other char-
acteristics. In selecting outside directors, the nominating committee would do well
to acknowledge and plan for this. For example, outside directors who have full-time
positions elsewhere or serve on a number of other boards may make invaluable con-
tributions but may have minimal time to devote to the company’s board, while di-
rectors who are retired or are in academia may have more time. If possible, the
nominating committee should try to balance the board and its committee assign-
ments accordingly to provide the most effective allocation of director resources.

In the nomination process, it is important that all candidates fully under-
stand and buy into the notion that they must be prepared to devote the time, re-
gardless of personal or professional inconvenience, to meet their responsibilities
to the board, particularly in times of unexpected activity such as major litigation,
responding to a takeover proposal, or considering strategic business alternatives
for the company.

DIVERSITY

Diversity of the board and its compensation committee allows for a variety of ex-
periences and knowledge to bring to bear on the issues under consideration by the
committee. A diverse board or committee is in a position to make better decisions,
because issues must be considered from a variety of perspectives. The move to-
ward organizational diversity begins with commitment and open-mindedness.
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As companies demand more of their board members, both in terms of time and
technical expertise, and as shareholders become more active in governance, the
pressures are intensifying to diversify and broaden board and committee mem-
bership. More and more major institutional investors are citing diversity as a cri-
terion in making or maintaining investment positions.

ATTRACTING CANDIDATES

Quality boards and quality companies attract quality directors. Having excellent
outside advisors available to the board (auditors, legal advisors, and compensation
consultants) will serve to allay any concerns that a good director candidate may have
about personal liability arising from legal or accounting irregularities. A healthy
diversity of industries represented on the board may also help attract director can-
didates who are senior executives from outside of the company’s industry. For ex-
ample, a CEO from another industry serving on the company’s board can profit
personally from the exchange of ideas among fellow board members hailing from
industries other than his or her own.

In general, the following factors attract good directors:

• Quality of management

• Ethics of the company

• Prospect of serving with respected peers

• Opportunity to learn

• Opportunity to make a difference; to make an impact on the future direction of
an organization in a measurable way

• Opportunity to use his or her own knowledge and expertise

• Opportunity to network with top business leaders

• Opportunity to serve in a prestigious position

• Compensation—to a limited degree

• Entrepreneurial spirit, an opportunity to create something special

• Personal challenge

A proactive, enthusiastic approach to the director search goes a long way to
attracting superlative directors.

CONDUCTING THE SEARCH

Conducting a successful search for directors is a time-consuming process, including
researching and educating potential candidates and conducting initial and callback
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interviews. Using a professional search firm can be an effective and efficient way
to guide the process, although not inexpensive. In general, the company should be
prepared to pay up to the equivalent of one year’s director’s fees for the service.

In practice, large public companies tend to use professional search firms to
find new directors, particularly now that there is high demand for independent di-
rectors who have an advanced level of expertise in one or more substantive areas.
Small to mid-sized firms and private companies use such firms more sparingly.
These companies most often select directors who are personally known to current
board members. Other prevalent sources of referral are directors of other compa-
nies and professional trade organizations.

Professional trade organizations (such as the National Association of Corpo-
rate Directors [NACD] and Catalyst), local chambers of commerce, business round-
tables, and other similar organizations can be a useful starting place for a search
for appropriate director candidates. These organizations typically keep biographies
of their members, which can be prescreened by the company for promising direc-
tor candidates. The NACD, for example, makes available a confidential directory
service for companies recruiting directors.

Whatever search method is employed, a typical search may result in consider-
ation of 20 to 25 candidates to derive a list of three to five finalists who are ac-
ceptable for board service. The nominating committee should review the list to
cull out any who may be unacceptable, for one reason or another. Then, the nom-
inating committee, perhaps with the CEO and/or search firm representative, should
meet with the finalists for more in-depth interviews.

A search for new board members can take several months. This process can
be shortened if board recruiting is an ongoing process. The nominating committee
should always have three to five promising candidates in mind should there be a
need to replace directors or expand the board.

Using an outside search firm allows the nominating committee to select among
prequalified, available candidates, best using the committee’s time to focus on the
culture, the fit, and the vision. The following are some of the other advantages of
using a competent outside recruiter:

• Allows the company to proactively recruit to its strategic plan and critical issues

• Gives access to the broadest spectrum of targeted, qualified candidates

• Allows the search to extend beyond the board’s own circle of influence

• Provides a more extensive choice among highly qualified candidates

• Validates the board to potential director candidates

• Validates the board to the company’s constituents (shareholders, senior officers,
alliance partners)

• Provides an objective point of reference and interview process
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• Promotes integrity, confidentiality, and discretion in the director search

• Increases the efficiency of the search by eliminating less-qualified candidates
early in the process

• Promotes the goodwill of the CEO, candidates, directors, and constituents

HOW TO APPROACH CANDIDATES

Once a list of qualified candidates has emerged, the focus shifts to seeking infor-
mation from the candidates to narrow the field to those with the best fit. Some of
the following questions can solicit useful information from the candidates:

• Why do you want to serve on the board of this company?

• What is your opinion of the company? (Does he or she have knowledge of how
the company competes, how it markets, who its competition is, who its customers
are, what its critical issues are?)

• How will you contribute to the board? (Ask for clear and simple examples of
how the candidate can contribute.)

• What are your specific areas of expertise? How will your expertise add value to
the board?

• What is your financial acumen? (Each director should have the ability to read
and understand financial analysis, but need not have a professional financial or
accounting background.)

• On how many other boards do you serve? (List for-profit and not-for-profit sep-
arately.) What role do you play on those boards?

• What is your view of the role of the board and corporate governance?

• What has been your most rewarding experience as a director?

• How specifically have you added value to the boards on which you serve?

• What has been your most difficult experience as a director?

• Are you willing and able to commit to the level of participation we require?

• What are your concerns?

CEO INVOLVEMENT IN THE SELECTION PROCESS

Current NYSE and Nasdaq rules require a nominating committee of independent
directors to take the lead in nominating and renominating directors. That duty often
includes assigning directors to oversight committees, such as the compensation
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committee, and selecting committee chairs. However, management, and in partic-
ular the CEO, should have an opportunity to provide input to these decisions. It is
important that all key constituents (nominating committee, other board members,
management, and the new director) be comfortable with the process. If managed
well, the new board member should begin on a positive footing, knowing that he
or she has the backing of several constituencies participating in the selection.

MAKING THE FINAL SELECTION

In screening director candidates, some of the most important qualities to consider
are also the simplest. At a minimum, the candidate should exhibit integrity and the
ability to make thoughtful and sometimes difficult decisions.

The candidate should show candor, an eagerness to learn, and a lively interest
in the business and work of the board and the committees on which he or she is
likely to serve. The candidate should demonstrate courage of conviction, readiness
to express his or her viewpoint, and the kind of personality that can be effective in
a boardroom setting—an ability to be a team player, for instance.

With respect to each serious candidate for director, the nominating commit-
tee should conduct a personal interview and a comprehensive review of his or her
background and experience and compare the findings with the needs of the board.
A successful board selection process can make the difference in the company’s
ability to recruit other qualified directors. Every director nominated to the board
serves as an incentive or disincentive for other prospective directors to serve.

In identifying and selecting directors for an effective board, the following cri-
teria should be considered and weighed as appropriate:

1. Availability. With the increased focus on corporate governance, serving as a di-
rector, particularly a director of a public company, requires a serious time com-
mitment, as discussed previously. The days are gone for “social” directorships,
in which the primary time commitment is for perfunctory quarterly meetings
followed by an afternoon of golf and dinner. Even the best qualified directors
will not be effective if they do not have the time to devote serious attention to
the business of the board and the committees on which they serve.

2. Intelligence. Intelligence is a baseline requirement, but it comes in many dif-
ferent forms. One aspect is the director’s ability to offer a fresh look at an old
problem, even in an area in which he or she lacks practical experience. For
directors who are not experienced in the company’s business sector or with
board service in general, the company can provide education and training op-
portunities to make them more effective directors. Director training sessions
are offered by many educational institutions, including Harvard, Wharton, Uni-
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versity of Chicago, Stanford, Yale, and Duke University, and by independent
business groups such as the NACD.

3. Reputation. A director’s high-profile reputation in the business community can
be especially important for the board of an emerging company, a company in a
turnaround situation, or a company moving toward a broadly held shareholder
base. Oftentimes, however, there is a trade-off between a director’s reputation
and availability, which should be taken into consideration. Reputation is always
hard to measure, and can be favorable or unfavorable. A review of the candi-
date’s own publications and references to the candidate in the media can be en-
lightening in assessing his or her business or professional reputation. It is also
useful to check the references of the candidate with peers in his or her respec-
tive field.

4. Communication skills. The ability to communicate effectively—especially ex-
temporaneously in a group setting—is an important quality for a corporate di-
rector. Personal interviews with the candidate can be particularly instructive as
to this ability. It is not always true that a polished public speaker is also an ef-
fective communicator in a give-and-take setting, such as the boardroom.

5. Experience. Relevant experience can be an important determinant of the effec-
tiveness of a potential director, whether it be:

– Direct experience in the company’s industry

– Prior experience as a director in other companies

– Executive managerial experience in another company

6. Leverage. Leverage denotes the ability of the director to use his or her profes-
sional affiliations to expand the company’s relationships (such as the ability of an
investment banker director to introduce the company into the capital markets),
and to provide additional management expertise in areas identified as lacking on
the board (such as the ability of a director experienced in marketing to provide in-
sight to an industrial company seeking to expand into consumer products). In
some cases, especially for emerging companies or companies undergoing a trans-
formation, a director’s leverage can be an important factor.

The weight placed on each of these factors should be guided by the company’s
needs, the strengths and shortcomings of other board members, and the urgency of
finding a new board member. To organize an evaluation of several director can-
didates, the company should rank the criteria and then rank the candidates.

An illustration of such an evaluation appears in the following paragraphs and
in Exhibit 2.3.

A middle-market public company is searching for an outside director to fill the
role of the retiring chairman of the compensation committee. The company’s cur-
rent board is comprised of a majority of high-profile, independent directors drawn
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from locally based, large public companies. The retiring director noted as one rea-
son for her retirement from the board her lack of adequate time to devote to the
business of the compensation committee.

A primary focus of the nominating committee, therefore, is that the new direc-
tor have available time to serve as chairman of the compensation committee. In
addition, the nominating committee is seeking a candidate ranking high in intel-
ligence, communication skills, and professional reputation, but experience and
leverage are not strong criteria in the search.

The candidates making the final cut are:

• Candidate A. The new CEO of the retiring board member’s company. This
candidate comes from outside of the company’s industry and outside of the local
area. He is very well regarded professionally and gets high marks for relevant
experience.

• Candidate B. A business school professor in her mid-40s. She has a reasonably
successful academic career, and has a PhD in economics from Stanford Univer-
sity. She has little relevant experience other than her role as a department chair-
person at her business school.

• Candidate C. A local lawyer who does no work for the company and special-
izes in intellectual property law (a particularly important matter with the com-
pany). This lawyer also serves on the board of another publicly held company.
She is a Rhodes Scholar who graduated first in her class at Harvard University.
She also has served as head of her law firm’s executive committee.

• Candidate D. A prematurely retired senior executive from a large local com-
pany. After his retirement, this executive went on to run an emerging company
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Exhibit 2.3 Illustration of a Candidate Evaluation Summary

Outside Director Candidates

Weight A B C D

Availability 10 4 10 7 9

Communication Skills 10 8 6 8 7

Intelligence 8 6 10 10 6

Reputation 7 8 4 7 7

Experience 4 10 4 6 8

Leverage 2 8 3 7 4

Total Weighted Score 280 290 317 297
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for two years, and has since left that firm. He is in his late-50s, currently serves
on two boards, and wants to serve on one more to round out his work schedule.

According to Exhibit 2.3, candidate C is the best qualified closely followed by
candidates B and D. While candidate C does not have as much availability as B and
D, her high ranks in intelligence and communication skills and moderately high
rank in professional reputation make her the first choice overall.

HOW TO SAY NO

For every candidate who is ultimately selected for the board, there are others who
will need to be rejected. This task can be made easier if the process is managed re-
sponsibly. For example, a thorough prescreening process will reduce the number of
candidates who reach the final stages of consideration. The board should not let the
screening process go too far unless there is strong interest in the candidate. It would
be a mistake, for example, to set up more than one meeting with a candidate or ask
him or her to the company to “meet and greet” the board and senior executives un-
less the nominating committee considers the person a serious and well qualified
contender for the position.

When the time comes to end the solicitation of a particular candidate, the best
approach is to emphasize the goals communicated at the outset of the screening
process—to select a complementary group of people with a mix of backgrounds and
expertise to match the needs of the company.

WHAT IF THE NEW DIRECTOR DOES NOT WORK OUT?

Despite the favorable odds associated with a well-planned and thorough director
search or committee assignment, boards sometimes make mistakes in selecting or
assigning directors. Errors usually do not become clear immediately. It may take as
much as a year or two for a board to conclude that a particular director is not mak-
ing an adequate contribution. Annual director performance evaluations will hasten
the determination and allow corrections to be made on a more timely basis.

Once mistakes are discovered, boards should act promptly to make corrections
or reassignments, however uncomfortable that process may be. Most often, the best
way to deal with the problem is for the chair of the nominating committee (or other
appropriate board representative) to approach the nonperforming director directly
and explain that he or she will not be nominated for reelection (or in some cases
to ask for an early resignation), and the reason for that decision. Sometimes, the
explanation may be that the needs of the business are changing and the board
needs new directors having skills and backgrounds different from his or her own.

What If the New Director Does Not Work Out? 45

ch02_4312.qxd  8/24/04  11:02 AM  Page 45



Other times, the explanation must be more direct, but can still be delivered in a
nonthreatening and congenial manner.

In most cases, an under-performing but honest director will be asked to serve
out the remainder of his or her current term and not stand for reelection. The com-
pany’s public relations team can help to manage communications about the reason
for the director’s departure from the board.

The nominating committee may turn to professional advisors, such as director
search firms, in reconfiguring the company’s board, particularly if more than one
director needs to be removed. In addition to assisting with the director assessment,
such firms can also meet with the soon-to-be removed director to lessen the ten-
sion in a delicate situation.

BENEFITS OF AN EDUCATED BOARD

The most effective directors understand the specific business concerns of the com-
pany or the committees they serve, and the overall economic, political, and social
environment in which the company exists and competes. All directors should be
prepared to consider and discuss a multitude of complex issues in appropriate
context. Membership on a board, particularly in today’s environment, is more than
just a position of honor—it is a position of public trust. Effective participation on
a board can be enhanced through training and continuing education on topics rang-
ing from new technologies and developments in the company’s particular business,
to new approaches in effective organizational leadership and corporate governance.

Through systematic and appropriately focused training, board members can
enhance their own leadership skills and competencies and increase their knowledge.
A skilled and knowledgeable board results in an organization better able to serve
its shareholders, employees, and community.

ORIENTATION OF NEW MEMBERS

While the director recruitment process serves as an initial stage of orientation, the
process should not stop there. A proper board orientation program should entail
more than introductions to other board members and management and a summary
of the logistics of board meetings. New board members should be instructed as to
the organization’s mission, goals, products, and services, and the company’s expec-
tations of its board of directors. Some organizations conduct orientation sessions
for prospective members; others hold them for new members only once they come
on the board. In either case, a primary purpose of board orientation is to give new
members information about the organization’s operations and their roles as board
members.
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Directors who serve on core committees, such as the compensation committee,
should receive ongoing topical training of relevance to the mission of the commit-
tee. Compensation committees are encouraged to engage outside consultants and
advisors (independent of management) to assist the committee in understanding
and designing compensation programs that effectively drive performance, while re-
flecting current compensation philosophies and evolutions in relevant legal and ac-
counting rules.

Some companies maintain a checklist for new board members whereby the di-
rector must spend time with various executives throughout the company, such as
executives in the legal and human resources departments and the corporate secre-
tary. Other companies provide paid educational opportunities for directors in pro-
grams offered by major universities and organizations such as the NACD.

A planned, systematic approach to orientation is most effective. Exhibit 2.4 sug-
gests one orientation approach that can be modified to suit different circumstances.
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Exhibit 2.4 Suggestions for Director Orientation Program

I. Plan the orientation program.
A. During recruitment, prospects should have learned what is generally expected of them

as members of the board of directors. The board’s written job description should in-
clude a statement that participation in orientation is mandatory, so it will not come as
a surprise when one or two days (not necessarily consecutive) are spent on orientation
activities.

B. Plan the distribution of materials in accordance with each orientation activity. Too
much written material too soon is overwhelming.

C. Use the background data gathered during recruitment to tailor presentations ac-
cording to a new member’s personal and professional interests.

D. Consider assigning a sponsor—an experienced board member—to each new direc-
tor, making sure the purpose of this relationship is clear to both.

II. Orient new members to the organization.
A. Schedule a meeting with the CEO to give the new board member an opportunity to

ask specific questions about the organization’s operations, culture, and most important
current issues. For the CEO, meeting with new board members provides a chance to
establish a good working relationship early on.

B. Board members will be called upon to make decisions regarding the company’s phys-
ical plant and employees, so onsite visits are vital to the role of the director. With this
in mind, plan a tour of a representative sample of the company’s various facilities
(e.g., factory, headquarters building, training facility, sales office, distribution ware-
house, etc.). Even if the organization is not a facilities-based business, a visit to the
main office where the organization conducts its business is highly recommended.

(continues)
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Exhibit 2.4 Continued

C. Prepare a brief two- or three-page synopsis of key organizational demographics: cus-
tomers, employees, suppliers, company milestones, major changes over the past five
years, executive officer roster (with photos and detailed biographies), trends, and
other appropriate data to supplement oral presentations.

D. Arrange for new members to attend an executive staff meeting or briefing session
by the CEO’s staff. The directors should have the opportunity to meet key person-
nel, learn about their respective areas of responsibility, and ask questions.

III. Orient members to the board.
A. Have the board chair make a welcoming call or visit to all new members.
B. Distribute a biographical sketch of the new members to the full board, including

members’ terms and committee assignments, places and positions of employment,
contact information, and other relevant information.

C. Hold an informal social function to help integrate new members with the rest of the
board.

D. Schedule a meeting for all new board members with the executive committee and
other committee chairs. This gives newcomers an opportunity to become acquainted
with the board’s leadership and with the activities of the committees. A discussion of
board procedures, directors’ roles, responsibilities and liabilities, and major issues
facing the organization provides new members with useful perspectives on the whole
organization.

E. Distribute the board manual (or briefing book), which should include some or all of
the following information to the new directors, as relevant:
1. Company organization chart with officer biographies
2. Mission statements
3. Strategic plans
4. Most recent proxy statement and annual report to shareholders
5. Core strategies
6. Company history
7. Board materials, including the board charter, structure, needs matrix, direc-

tors’ biographies, meeting dates, locations, committee assignments, summaries
and processes, and profiles for any open board seats

8. Marketing materials
9. Customer profiles

10. Articles, information sources on the industry
11. Competition data
12. Financial statements
13. Insider trading policy
14. Analyst reports
15. Corporate bylaws and committee charters
16. Corporate calendar
17. Board and committee meeting minutes
18. Director compensation package
19. Director evaluation program
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ONGOING TRAINING

Initial board orientation should be followed by systematic and focused training op-
portunities, including regularly scheduled retreats or renewal sessions, and occa-
sional training programs or workshops on special topics.

Some companies charge the nominating/corporate governance committee with
the oversight responsibility for board education. Others may select an ad hoc com-
mittee to plan board educational activities. Either type of planning group can more
effectively fulfill its function by adhering to the following principles of board
development:

• Carefully formulate a purpose for all board development activities.

• Set realistic training objectives.

• When planning an activity, consider the unique needs and interests of all mem-
bers of the board.

• Consider different types of development activities, such as in-house training,
guest speakers or consultants, and workshops or conferences.

• Evaluate each educational activity.

The full board should be involved in the selection of issues to be addressed in
board development training. The committee should set specific training objectives,
decide on appropriate content and formats, manage the logistics, and perform other
related tasks. Approaching board development in this way increases the likelihood
of full participation.

In addition to helping a board learn how to operate more effectively, a good
program of board development sustains members’ interest in the organization and
in the board. When board members are well informed and trained to carry out the
board’s primary functions, they are more comfortable with, and are more likely to
remain committed to, their roles.

An organized development program for a board sends a positive message to
its members that the organization values the directors’ contributions enough to
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20.Management succession plan
21.Short-term and long-term incentive plans

F. Provide time for a debriefing among the new members, board chair, and CEO so any
questions and concerns can be clarified. Debriefing sessions also can be an opportu-
nity to ask new board members which parts of the orientation were most helpful,
which were the least helpful, and how future board orientations might be improved.
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invest time and resources to their continuing excellence. Development programs
give board members an opportunity for self-renewal and for quality time away from
business as usual. In short, the ongoing education of a board is an excellent strat-
egy for keeping board members motivated, focused, and energetic.

A development program might include the introduction of an outside advisor/
expert at each board meeting. For example, in a typical meeting schedule over the
course of a year, the board might schedule presentations from the following types
of outside groups:

January Executive Compensation Consultant

April Outside Legal Counsel

June Outside Auditor Engagement Partner

September Leading Expert on Corporate Governance

November Prominent Business School Professor

OUTSIDE EXPERTS AND ADVISORS

While boards have for decades sought the advice of outside consultants and advi-
sors, the concerns of spiraling executive pay and allegations of executive malfea-
sance over the last few years have led to an insistence that boards exercise autonomy
in the hiring and firing of such outside advisors.

New NYSE rules require that if the compensation committee uses a compen-
sation consultant to assist in the evaluation of director, CEO, or other senior ex-
ecutive compensation, the compensation committee must have sole authority to
retain and terminate the consulting firm and to approve its fees. These rules are de-
signed to avoid even the appearance of undue influence by the payee over his or
her own compensation. While outside advisors should have access to management
and other corporate resources, such as the human resources department, for input
and consultation, the advisors’ allegiance and reporting relationship should be to the
compensation committee.

Oftentimes, large companies engage more than one outside compensation con-
sultant in an effort to enhance objectivity and compare advice, or to participate in
independent projects for fresh opinions and outlook. In selecting an appropriate
outside compensation consultant, the compensation committee should look for the
following criteria:

• Industry expertise. This expertise should include a solid understanding of the
overall industry in which the company is engaged, its competitive market forces,
key dynamics that influence individual company and overall industry perfor-
mance, and the competitive talent pools.
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• Direct and relevant experience. Advisors should be highly experienced and
have successful track records in assisting similar companies. Generally speaking,
the prospective consultant should have several years of executive compensation
consulting experience.

• Executive compensation consulting resources. The consulting firm should have
an extensive survey library, data resources, and secondary consulting resources
in the event that the lead consultant is not available.

• Visibility and good reputation. Particularly for large companies, the consulting
firm and its lead consultants should be nationally recognized and well regarded.

• Seamless integration of resources. The lead consultant and consulting firm should
be able to deliver, or arrange for, accounting, tax, actuarial, pension, and finan-
cial advice in a seamless manner.

• Nationwide and worldwide coverage. A company with international opera-
tions should also look for international consulting capabilities. It is appropriate
to inquire about the consultant’s offices in the United States and outside the
United States and whether it has expertise in the countries in which the com-
pany operates.

• Proficiency in all elements of total compensation. The consulting firm and its con-
sultants should have knowledge of salary, short-term incentive programs, long-
term incentive programs, and pension-benefit, welfare-benefit, and perquisite
programs. A consultant who is not personally proficient in all elements of total
compensation should be able to recognize issues and access expertise in all
such areas.

• Business goals and executive compensation strategy alignment. The philosophy
of the consulting firm should be compatible with the company’s philosophy.
Some consultants have a specific philosophy and approach toward compensation
and may be reluctant to or unable to acknowledge the merits of a different but
legitimate approach favored by the compensation committee. This would be a
poor fit.

• Performance measurement expertise. The consultant must be expert at inter-
preting financial statements and correctly applying financial ratios and measures
in light of the company’s industry and business plan and other pertinent facts
and circumstances.

• Creativity and capability to create custom designs. The consulting firm should
be able to provide creative solutions in the context of shifting economic trends
and business models.

Different types of advisors serve different purposes, ranging from advice with
respect to trends in corporate governance, accounting rules or securities compliance
and disclosure issues, to specific advise on peer group competitive practices. The
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following is a summary of some of the broad types of outside advisors a compen-
sation committee might choose to consult. In many cases, the fields of expertise
overlap or complement one another.

Law Firm

A law firm with a broad business practice can generally provide a compensation
committee advice with respect to historic practices and recent developments in the
areas of corporate governance and board duties and responsibilities, securities
compliance and disclosure, tax, special concerns and planning opportunities in the
context of mergers and acquisitions, and executive employment and severance
arrangements. Unlike executive compensation consultants, law firms generally do
not have access to databases or survey data to be used in developing specific com-
pensation programs. Because compensation consultants are not usually lawyers, the
two disciplines frequently work together to assist a compensation committee in de-
veloping and implementing a sound compensation strategy and program in keeping
with current legal parameters.

Specialized Executive Compensation Consulting Firm

Executive compensation consulting firms generally focus on cutting-edge issues in
executive compensation practices. Using extensive databases and survey data, they
can help the compensation committee identify appropriate trends and to design a
compensation program that will drive desired performance, encourage retention,
and manage shareholder dilution. While generally well versed in governmental and
regulatory trends and issues, most consulting firms do not render legal or tax advice.

Human Resources/General Compensation and Benefits Firm

These types of firms provide actuarial, benefits, compensation, organizational
dynamics, and pension plan advice, outsourcing of human resources functions,
and employee communications. Such firms tend not to be highly specialized in
technical/regulatory areas and generally do not provide tax or legal advice.

Insurance Specialist

Insurance specialists often offer innovative approaches to specific needs. Because
their solutions are typically oriented to the sale of various types of insurance prod-
ucts, the focus is somewhat narrow. While they can play a valuable role, it is not
likely that an insurance specialist would be equipped to provide the broad range of
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advice that a compensation committee needs to design and implement a total com-
pensation program.

Accounting Firm

Accounting firms can be an outstanding source of technical know-how, as they typ-
ically have subject matter experts in all aspects of business and commerce, with a
focus on accounting and tax rules. However, the Sarbanes-Oxley Act imposes sig-
nificant limitations on a company’s ability to use the nonaudit services of its outside
auditor. More and more frequently, public companies are using one major account-
ing firm for auditing services and a competitor firm for nonaudit services, including
compensation advice. Again, most accounting firms do not presume to give legal
advice.
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Chapter 3

CEO Succession 
and Evaluation

The most important responsibility of a board of directors is management succession.
This primarily concerns the hiring and firing of the chief executive officer (CEO),
as the CEO usually takes the lead in the hiring and firing of all other executives.
In addition, woven into the fabric of this responsibility is the responsibility of eval-
uating the CEO. Simply put, CEO evaluations must be done to determine whether
the CEO’s employment should be continued or terminated. Accordingly, proper
and timely CEO evaluations are critical to the company and its shareholders, since
the evaluation often will trigger the initial implementation of the CEO succession
plan.

While succession planning and CEO evaluation are the responsibilities of the
entire board, these responsibilities typically fall on the shoulders of the compensa-
tion committee, the governance committee, or on a committee that usually includes
all or most of the members of the compensation committee.

SUCCESSION PLANNING

In its “Corporate Governance Best Practices: A Blueprint for the Post-Enron Era”
released in 2003, The Conference Board stated that a successful succession planning
process should:

• Be a continuous process.

• Be driven and controlled by the board.

• Involve CEO input.

• Be easily executable in the event of a crisis.

• Consider succession requirements based on corporate strategy.
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• Be geared toward finding the right leader at the right time.

• Develop talent pools at lower levels.

• Avoid a “horse race” mentality that may lead to the loss of key deputies when the
new CEO is chosen.

These generalizations apply both to management and CEO succession. However,
they do not—in and of themselves—constitute a succession plan, and there is no
standard “one-size-fits-all” succession plan. Instead, each board must determine the
processes and methods that will produce such a plan and shape it into the best plan
for its purposes. Generally, this will involve developing the existing executive tal-
ent pool of the company and the use of executive recruiting firms, directors’ personal
contacts, and an overall “ear-to-the-ground” approach. No matter what, the most im-
portant point is that there be a CEO succession plan in place at all times.

CEO EVALUATION

CEO evaluations are now required as part of the new New York Stock Exchange
(NYSE) listing requirements. However, these rules only require that a CEO evalu-
ation be completed and that there be a process in place. They do not require that
the results of the evaluation process be disclosed. In addition, the new NYSE rules
do not require that an evaluation form be written or that the results be written; they
only require that the CEO evaluation be completed according to a process and duly
noted. However, it is recommended—in most cases—that the evaluation process not
be completely oral, since there are inherent fundamental flaws in a completely oral
process. The pros and cons of a written versus oral evaluation is discussed later in
this chapter.

Unlike the new NYSE rules, the new Nasdaq listing requirements are silent
with respect to CEO evaluations. However, many Nasdaq companies look to both
the Nasdaq and the NYSE rules to discern good corporate governance practice and
behavior. Accordingly, it is expected that most Nasdaq companies will perform
CEO evaluations similar to those performed at NYSE companies (although self-
imposed).

Currently, the executive compensation disclosure rules issued by the Securi-
ties and Exchange Commission (SEC) require only that the CEO pay decisions be
explained in the compensation committee’s report with specificity. However, there
is no current requirement that a CEO evaluation be completed or that the results
be publicly disclosed in the compensation committee report or in any other publicly
filed document. Thus, at the moment, CEO evaluations generally remain private
and confidential, unless disclosure is required by subpoena or other imposed dis-
covery processes.

CEO Evaluation 55

ch03_4312.qxd  8/24/04  11:03 AM  Page 55



A meaningful CEO evaluation includes the following important points:

• Regular executive sessions culminating in a formal annual evaluation

• Good planning

• Objective analysis

• Effective tying of the evaluation to the CEO’s pay package

CEO evaluations are closely linked with director evaluations and, when prop-
erly conducted, can help foster a sense of teamwork between the board and the
CEO. Good chemistry between the board and the CEO is extremely important, and
it starts with an attitude that fosters a sense of respect, worthiness, and direct and
clear communication. Once the board and the CEO “bond,” they can more easily
share their visions of the future and get a buy-in from one another. This meeting
of the minds goes a long way in keeping the company on track under adversity and
conflict.

To open and maintain the channels of communication, the board or lead direc-
tor of the board should meet with the CEO on a regular basis to go over the eval-
uation and the evaluation process. These evaluation sessions should be a part of the
board process, and not hurried or shortened.

A major obstacle to the CEO evaluation process is that most directors have
limited interaction with the CEO, usually occurring only during board or commit-
tee meetings. Observations of the CEO by the directors are important for that part
of the evaluation that is based on qualitative and personal traits. In other words, it is
difficult for directors to fairly evaluate a CEO when they have not observed the
CEO performing his or her daily work. Accordingly, it is important for each direc-
tor involved in the evaluation process to interact with the CEO outside of board
and committee meetings.

Barriers to Effective CEO Evaluation

A number of factors can inhibit the effectiveness of a CEO evaluation:

• Discomfort. Some board members find evaluating the CEO neither enjoyable
nor comfortable. The majority of CEOs feel the same way.

• Misunderstood purpose. Some directors misuse the evaluation to find fault rather
than use the process for constructive purposes.

• Ambiguity. This is a major impediment to implementing an effective board eval-
uation process. Ambiguity can come from a “squishy” statement of the organi-
zation’s strategic goals, the CEO’s job description and goals, how the process is
designed, or the way in which evaluation results are shared with the CEO.
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• Low priority. The CEO evaluation should be given a high priority, and a suffi-
cient amount of time and energy must be dedicated to the process.

• Objective measurements. There is often difficulty in rating the CEO on qualita-
tive factors, such as the CEO’s ability to develop the leadership pipeline or
growth as a continuously learning organization.

• Being critical of the CEO. Some boards fear that being critical in an evaluation
could result in the loss of an overall effective CEO.

These factors, of course, should not inhibit the CEO evaluation process, and di-
rectors must take appropriate action to ensure that they do not.

CEO Evaluation Process

An appropriate CEO evaluation has two important components: the process itself
and the evaluation criteria. An excellent process with a poorly designed evaluation
form is oftentimes superior to a weak process with a well-designed evaluation form. 

The evaluation process includes laying out the evaluation approval authority,
the administration of the evaluation (including the form of the summary report),
the type of evaluation (oral versus written), the disposition of the evaluation work-
sheets, the timing of the evaluation, and most important, the feedback to the CEO.
Furthermore, there is interplay between the board evaluation process and the CEO
evaluation process and measurement criteria. These sets of criteria and processes
should be integrated to ensure a smooth evaluation process and to avoid discon-
nects between the board and management.

To make the evaluation process more objective, the board should create a job
description for the CEO, and a solid basis for performance measures and targets.
The job description and performance targets should be finalized during the first fis-
cal quarter. That will provide an objective reference to evaluate the CEO once the
year is complete. Progress against these objective reference points will be used to
provide feedback to the CEO.

The CEO’s job description should explicitly state what the board wants from
the CEO. A basic CEO job description stipulates the executive’s duties, responsi-
bilities, and powers. The job description should also prescribe a set of priorities.
Essentially, the job description will provide a solid footprint for a performance eval-
uation system. Exhibit 3.1 shows a sample job description.

Confidentiality Is Paramount

The CEO evaluation should be conducted with utmost confidentiality. Thus, great
care must be taken to maintain this confidentiality. Completed evaluation forms
should be returned only to the director in charge of the evaluation, who should then
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Exhibit 3.1 Sample CEO Job Description

Major Task Benchmark for Achievement

Corporate leader Lead the innovative process that takes the company into
new, more profitable markets. Lead the business planning
process.

Chief communicator Be the chief representative for the company. Keep
visions, values, and missions in front of the public,
shareholders, stock analysts, employees, suppliers, and
alliance members. Promote quality communication
within the company. Be able to express ideas, plans,
strategies, and reasons for change in a clear, persuasive,
concise, and effective manner.

Attitude leader The CEO should have a positive attitude toward the
board, with a particular emphasis on the need to engage
the board. Behaviors that encourage good board
relations are:

• Providing enough information for board members to
be effective and timely in their input.

• Staying in touch with the board.

• Fostering honesty, candor, frankness, and openness in
communications with all board members.

• Responding to the board’s advice in a clear and
convincing manner. If the CEO and the board agree
on something to be done, the CEO should make sure
it happens.

• Being willing to be held accountable.

• Share in the credit with the board, when the company
is successful.

Cultural leader Set the tone of the company’s culture by example.
Encourage behavior that will grow the business, such as
entrepreneurial spirit, as well as accountability for
results.

Executive team leader Lead the executive team. Demand success and be willing
to reorganize executive team based on results.

Corporate resource manager Use corporate resources effectively and efficiently.
Strike an optimum balance between long-term and
short-term needs. Pay particular attention to human
resources issues, especially with regard to executive
succession planning. Ensure that proper measurement
and control processes are in place, especially the
performance appraisal system.
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arrange to compile a summary of the responses. It is recommended that an outside
consultant (perhaps the same organization that is assisting with the director eval-
uation program) help manage this process. Management (especially the CEO)
generally should not see the raw information, as it may be taken out of context and
have an unintended effect on the CEO’s performance.

To assure confidentiality and to encourage an objective evaluation and as-
sociated comments, worksheet forms should be destroyed after the evaluations
are summarized. The retention of notes and comments relating to the CEO’s
performance—just like hand-written notes on board materials—may be taken out
of context upon review.

While there is a concern that the destruction of written CEO evaluation forms
completed by directors might somehow deprive shareholders of information or
rights, most would agree that shareholders are not entitled to this information.
There is no rule, law, or requirement that this information be retained or disclosed
to shareholders. Moreover, requiring such retention or disclosure would make the
evaluation process more cumbersome than necessary.

Oral versus Written Process

As stated earlier, there is no requirement that the CEO evaluation be written. It is
possible for the outside directors to conduct an oral evaluation of the CEO. This
process would be similar to the recommended process for written evaluations. For
example, there would still be a CEO evaluation form outlining goals and objectives,
and the CEO would discuss his or her performance before the full board. The full
board would ask the CEO questions about his or her performance and then meet in
executive session to discuss the CEO’s performance. The results of these discussions
would be summarized and shared with the CEO shortly after the executive session.
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Exhibit 3.1 Continued

Major Task Benchmark for Achievement

Continual learner Seek ways to improve the company, as reflected in
improved corporate results. Always seek feedback for
the purpose of positive change and improvement.

Strategic planner Form the company’s structure and processes to fit the
strategy and culture sought by the board. Encourage
various corporate sectors to work together for a common,
strategic goal. Be willing to restructure the company,
when necessary, based on clear strategic needs.
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This discussion would not be conducted by the full board, but by one or two
directors.

The primary advantage of an oral-based CEO evaluation process is that the
interplay between directors is conducted in executive session without written com-
ments that may be misunderstood. Moreover, group discussion among the direc-
tors may help some directors articulate their own evaluations of the CEO. Finally,
oral evaluation generally take less time than written evaluations.

The disadvantage of an oral-based CEO evaluation process is that a few very
vocal directors may unduly influence other directors, which can undermine a fair
and objective evaluation of the CEO. Directors are more likely to be objective and
fair if they do not have to debate the performance in full session prior to complet-
ing their own evaluations of the CEO. Another problem with an oral process is that
it may not allow for in-depth review of the performance, since the evaluation usu-
ally occurs all at one meeting.

Some pointers for a well-organized oral CEO evaluation are:

• Before the process begins, the board should agree to a list of objectives and
goals to guide the discussion. This typically is the same guide that the CEO used
for discussion of his or her performance before the board. Generally, it is diffi-
cult to have a meaningful evaluation if the discussion jumps to and from vari-
ous sections of the evaluation.

• The board discussion should be organized, managed, and controlled. Typically,
one board member leads the discussion, and the chairs of the compensation and
corporate governance committees are consulted at the end of each section of the
CEO’s performance that is discussed.

• All members of the board should be given an opportunity to contribute to the
discussion. To promote this objective, different outside directors could lead the
discussion for different sections of the evaluation. Providing the opportunity for
active participation by all directors is important to the integrity of the evaluation
process.

To counteract some of the disadvantages of an oral process, many companies
use written CEO evaluations that—even though destroyed when the evaluation
process is completed—nevertheless were in writing, and thus the board will not
have to defend the oral evaluation process before shareholders.

Overall, a written evaluation more likely provides a better opportunity for all
directors to evaluate the CEO in an objective, fair, and unbiased way. Moreover,
having a written record that can be reviewed and summarized generally contributes
to a more orderly process.
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Responsibility for Process and Evaluation Timetable

As mentioned earlier, the CEO evaluation process usually is “owned” by the com-
pensation committee, the corporate governance committee, or the full board. In a
“Corporate Governance Survey” of Fortune 1000 companies by Buck Consultants
released in 2003, the compensation committee had full approval authority for the
CEO evaluation in 48% of the responding companies and recommending approval
authority in 40% of the responding companies. In only 4% of the responding com-
panies did the compensation committee have no authority in the CEO evaluation
process.

While, as noted before, the CEO evaluation is handled differently by different
boards, some have devised an approval authority flow:

• A “lead director” (same person who gives the feedback to the CEO) is ap-
pointed by the board.

• All outside directors complete the CEO evaluation form.

• The CEO also completes the self-assessment form.

• These forms are then provided to the chairs of the compensation and corporate
governance committees.

• The committee chairs agree on some points and “agree to disagree” on other
points.

• The CEO evaluation is then discussed in executive session at the next compen-
sation and/or corporate governance committee meetings.

• A final review of the evaluation is made, and the full board (excluding the CEO)
finalizes the evaluations at the same meeting.

• An appointment is made with the CEO (usually sometime after the meeting).

• The chair of the compensation or corporate governance committee (singly or
jointly) typically gives the feedback. It is important that this meeting is con-
ducted in person, as body language and facial expressions convey significant
meaning in these types of discussions.

• The evaluation is then used, in conjunction with financial results, to award the
CEO his or her bonus at the next board meeting.

• The work papers associated with the evaluation are destroyed. This includes
notes taken at the board meeting (standard practice at most companies).

The lead director is key to this process, as he or she is the link between the CEO
and the evaluation committee and/or full board. In addition, having a lead director
allows for utmost confidentiality and integrity of the process.
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Evaluation Criteria

In determining the criteria to be used for evaluating the CEO, directors should
focus on the following questions:

• Is our CEO the best for our company—at this time and this place? Why?

• Are there gaps in expectations, goals, and commitments? If so, is the CEO ad-
dressing them?

• Does the CEO understand the gaps in expectations, goals, and commitments,
and respond to them?

• Has the board specifically discussed the performance measurement criteria with
the CEO?

• What does the CEO have to do to succeed? Is he or she doing it?

• Is a strong succession plan in place? Do we pay enough attention to succession
issues?

• Are the proper strategies in place?

• What two or three strategies can most affect the company, such as price increases,
changes in the product mix, adding value to products?

• Are things getting better or worse?

• Where is the new top line growth in the company going to come from?

• Does the CEO develop, attract, retain, and motivate an effective management
team?

• Is there high-quality, cost-effective management of operations?

Generally, most directors prefer that a portion of the CEO’s annual bonus be
based on qualitative and/or nonfinancial criteria. For example, criteria that some
boards prefer as nonfinancial goals but which should be taken into account in de-
termining the annual bonus are leadership development and succession planning.
Simply put, how well is the CEO grooming his or her successor, and how much
talent is there in the pipeline? As with most qualitative criteria, it is sometimes dif-
ficult to accurately measure this performance, but the collective subjective as-
sessments by all participating directors generally can provide a fairly accurate
picture.

The following should be taken into account in designing an evaluation form:

• Type of evaluation:

– Self evaluation

– Peer evaluation (board only)
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– 360-degree evaluation (board, certain executive officers, rank-and-file em-
ployees, and shareholders)

• Rating system:

– Letter grades (e.g., A through F) with comments

– Number grades (e.g., 1 through 5; 1 through 10) with comments

– No ratings with comments

• Measurement criteria:

– Qualitative

– Quantitative financial

– Quantitative nonfinancial

• Linkage between evaluation process and bonus decision

It is recommended that a combination self-evaluation and board evaluation be
completed. The self-evaluation will allow the CEO to focus on his or her performance
and may uncover facts and accomplishments that have not come to the attention of
the board. The 360-degree approach generally takes six to eight weeks to complete
the process, may be counterproductive, and does not necessarily lead to an improved
or different rating than a board evaluation. However, a review of the leadership sur-
vey that covers those constituencies may be used as input to a CEO evaluation. This
leadership survey might capture actions and activity that the board does not see di-
rectly, such as nurturing positive relationships with senior executives. One caveat is
leadership surveys typically work well in organizations where the culture is healthy,
trust is deep, and the CEO invites this type of feedback.

Use of a rating scale of 1 to 6 is recommended, with identifying characteristics
for each number (e.g., “always exceeds expectations,” “meets expectations,” “below
expectations”). Use of letter grades (A, A–, B+, etc.) can have a negative connation
associated with doing poorly in school, and accordingly is not recommended. Using
a rating scale can also require that the board answer each question with comments.
Directors should be encouraged to comment on each criterion; however, a rating fo-
cuses the director and can be tabulated and summarized. See Exhibit 3.2 for a sam-
ple CEO evaluation form, and Exhibit 3.3 for a sample evaluation form from The
Conference Board.

The next step is to weight these criteria. It should be made clear to the CEO
that certain criteria may be more important than others. Several sections of the eval-
uation may have equal weight. In any event, it is imperative that the criteria and the
weighting of the criteria be clearly understood at the beginning of the performance
period. Exhibit 3.4 provides a summary of the CEO evaluation process, and Exhibit
3.5 provides sample questions to include in the evaluation.
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Exhibit 3.2 Illustrative CEO Evaluation Form

Section Major Topics and Description Weight Rating*

1. Strategic Planning 10

• Ensures the development of a long-term 
strategy.

• Establishes objectives and plans that meet 
the needs of shareholders, customers, 
employees, and all other corporate 
stakeholders, and ensures consistent and 
timely progress toward strategic objectives.

• Obtains and allocates resources consistent 
with strategic objectives. Reports regularly 
to the board on progress toward strategic 
plan milestones.

2. Leadership 10

• Develops and communicates a clear and 
consistent vision of the company’s goals 
and values.

• Ensures that this vision is well understood, 
widely supported, and effectively 
implemented within the organization.

• Fosters a corporate culture that encourages, 
recognizes, and rewards leadership, 
excellence, and innovation.

• Ensures a culture that promotes ethical 
practice, individual integrity, and 
cooperation to build shareholder value.

3. Financial Results 15

• Establishes and achieves appropriate 
annual and longer-term financial 
performance goals.

• Ensures the development and maintenance 
of appropriate systems to protect the 
company’s assets and assure effective 
control of operations.

4. Management of Operations 4

• Ensures high-quality, cost-effective 
management of the day-to-day business 
affairs of the company.
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Exhibit 3.2 Continued

Section Major Topics and Description Weight Rating*

• Promotes continuous improvement of the 
quality, value, and competitiveness of the 
company’s products and business systems.

• Encourages and rewards creative solutions 
to business and management solutions.

5. Management Development 10

• Develops, attracts, retains, and motivates an 
effective and unified senior management 
team.

• Ensures that programs for management 
development and succession planning have 
the required resources and direction to grow 
the future leaders of the company.

6. Human Resources 6

• Ensures the development of effective 
programs for the recruitment, training, 
compensation, retention, and motivation of 
employees.

• Ensures that adequate human resources are 
available to meet the needs of the company.

• Establishes and monitors programs to 
promote workplace diversity.

• Provides for appropriate recognition of the 
achievements of individuals and groups.

7. Communications 7

• Serves as chief spokesperson for the 
company, communicating effectively with 
shareholders, prospective investors, 
employees, customers, suppliers, and 
consumers.

• Effectively represents the company in 
relationships with industry, the government, 
and the financial community, 
including major investor groups and 
financial services firms.

(continues)
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Exhibit 3.3 The Conference Board Sample CEO Evaluation Form

Process:

• Evaluation sheet distributed (date) to active independent board members
• Completed evaluation sheets returned to xxx by (date)
• Xxx will summarize input and pass on anonymously to yyy
• Yyy will circulate to the board and preview with zzz, adding his own feedback
• Active independent board members discuss evaluation with zzz at (date) board meeting

Evaluation:

Your name: ___________________________________(will be removed by xxx)

Please return to xxx prior to (date)

Section A: Primary Responsibilities of the CEO

Consider the factors listed below when forming your evaluation. Provide relevant examples
when possible.

Exhibit 3.2 Continued

Section Major Topics and Description Weight Rating*

8. Board Relations 10

• Works closely with the board to keep 
directors informed on the state of business 
on critical issues relating to the company.

• Works closely with the board to keep the 
directors informed on the company’s 
programs toward the achievement of 
operating plan and strategic plan 
milestones.

• Provides effective support for board 
operations, including board materials, and 
advisory services.

* Note: The numeric ranking system is:

1. Substantially Below Expectations

2. Slightly Below Expectations and Progressing Toward Meeting Expectations

3. Meets Expectations

4. Well Above Expectations

5. Clearly Exceeds Expectations in the Most Important Aspects of Section

6. Substantially Exceeds Expectations in All Aspects of Section
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Exhibit 3.3 Continued

1. Development of the primary strategy and objectives of the company

• Appropriateness given the external environment
• Clarity and consistency of the strategy
• Process that encourages effective strategic planning

Grade (check one) □ Outstanding □ Good □ Needs Improvement

Comments/examples:
________________________________________________________________________
________________________________________________________________________
________________________________________________________________________

2. Tone and structure of how the company operates

• Appropriateness of organizational structure to the primary strategy
• Alignment of management with the strategy
• Clearly communicated with a process for identifying and measuring progress toward the

strategy
• Timely adjustments in strategy when necessary
• Fosters a culture of ethical behavior that includes effective compliance programs, strong

auditing, and financial controls

Grade (check one) □ Outstanding □ Good □ Needs Improvement

Comments/examples:
________________________________________________________________________
________________________________________________________________________
________________________________________________________________________

3. Leadership and development of the management team

• Succession planning in place at higher levels that includes an effective plan for develop-
ing candidates for the long term

• Turnover of management
• Energy of management team
• Motivates and inspires employees to realize the company’s vision
• Effective role model for the organization

Grade (check one) □ Outstanding □ Good □ Needs Improvement

Comments/examples:
________________________________________________________________________
________________________________________________________________________
________________________________________________________________________

4. Relationship with the board

• Keeps the board fully informed of important aspects of the company
• Practices and encourages open, honest, and timely communication

(continues)
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Exhibit 3.3 Continued

• Effective presentations
• Ability to raise and explain key issues
• Ability to draw on past experiences in issues facing the corporation

Grade (check one) □ Outstanding □ Good □ Needs Improvement

Comments/examples:
________________________________________________________________________
________________________________________________________________________
________________________________________________________________________

Section B: Performance to (company) values

The CEO should set the tone by role modeling (company) values. Please consider the
CEO’s strengths, areas for development, and the factors listed below. Provide relevant
examples when possible.

1. Results orientation

• Sets challenging and competitive goals
• Focuses on output
• Assumes responsibility
• Constructively confronts and solves problems
• Executes flawlessly

Grade (check one) □ Outstanding □ Good □ Needs Improvement

Comments/examples:
________________________________________________________________________
________________________________________________________________________
________________________________________________________________________

2. Risk taking

• Fosters innovation and creative thinking
• Embraces change and challenges the status quo
• Listens to all ideas and viewpoints

Grade (check one) □ Outstanding □ Good □ Needs Improvement

Comments/examples:
________________________________________________________________________
________________________________________________________________________
________________________________________________________________________

3. Discipline

• Conducts business with uncompromising integrity and professionalism
• Makes and meets commitments
• Properly plans, funds, and staffs projects
• Learns from our successes and mistakes
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Exhibit 3.3 Continued

Grade (check one) □ Outstanding □ Good □ Needs Improvement

Comments/examples:
________________________________________________________________________
________________________________________________________________________
________________________________________________________________________

4. Quality

• Strives to achieve the highest standards of excellence
• Does the right things right
• Continuously learns, develops, and improves

Grade (check one) □ Outstanding □ Good □ Needs Improvement

Comments/examples:
________________________________________________________________________
________________________________________________________________________
________________________________________________________________________

5. Customer orientation

• Listens and responds to our customers, suppliers, and stakeholders
• Clearly communicates mutual intentions and expectations
• Delivers innovative and competitive products and services

Grade (check one) □ Outstanding □ Good □ Needs Improvement

Comments/examples:
________________________________________________________________________
________________________________________________________________________
________________________________________________________________________

6. Great place to work

• Style: open and direct
• Works as a member of a team with respect and trust for each other
• Recognizes and rewards accomplishments
• Manages performance fairly and firmly
• Makes (company) an asset to our communities worldwide

Grade (check one) □ Outstanding □ Good □ Needs Improvement

Comments/examples:
________________________________________________________________________
________________________________________________________________________
________________________________________________________________________

(continues)
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Exhibit 3.3 Continued

Section C: Overall summary

1. Greatest strength as a CEO

Comments/examples:
________________________________________________________________________
________________________________________________________________________
________________________________________________________________________

2. Major highlights and lowlights of the past 12 months

Comments/examples:
________________________________________________________________________
________________________________________________________________________
________________________________________________________________________

3. Words of advice to the CEO

Comments/examples:
________________________________________________________________________
________________________________________________________________________
________________________________________________________________________

4. Overall performance

Grade (check one) □ Outstanding □ Good □ Needs Improvement

Comments/examples:
________________________________________________________________________
________________________________________________________________________
________________________________________________________________________

Linking the Evaluation to CEO Incentive Compensation

The last and very important part of the evaluation process is to link the evaluation
process to the CEO’s pay package. It is important to ensure that CEO pay is in line
with corporate performance. For example, care should be taken to avoid large stock
grants, bonus payments, salary increases, and other perceived compensation wind-
falls when there is an employee layoff, stock slump, or earnings drop.

Historically, the CEO evaluation process has been delinked from the CEO
bonus decision. The bonus is usually determined using quantitative financial crite-
ria such as EPS growth, or EBITDA. As mentioned previously, the CEO evaluation
form generally is more qualitative than quantitative, and with nonfinancial criteria,
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Exhibit 3.4 CEO Evaluation Process Checklist

These questions are designed to help boards assess their CEO evaluation process and deter-
mine if any improvements are necessary.

Questions
1. Does the CEO have a current, written position description that is clear and

comprehensive? This job description can be based on traits and characteristics
of the position.

2. Does the CEO have an employment agreement that, among other items, in-
cludes severance benefits?

3. Has the board established a written policy statement covering the policy state-
ment, a formal CEO goal setting and appraisal process?

4. Has the board formed an effective and independent compensation committee
and corporate governance committee? Do these committees have charters?

5. Do both the CEO and board members perceive the executive evaluation process
as constructive and objective?

6. Does the CEO receive clear and useful feedback on the board’s expectations
and evaluation of his or her performance?

7. Do all members of the board have sufficient input into establishing the CEO’s
goals and evaluating performance?
a. How is this input obtained:

i. Via a written questionnaire?
ii. Conversations with the board chair?
iii. Interviews conducted by an independent third party who summarizes

findings?
iv. Other means?

8. Does the executive evaluation committee make a summary report of its work
to the full board so all members can be confident that an effective evaluation
process is in place, and so they are aware of the CEO’s current goals?

9. Do all board members understand and honor the confidential nature of any
personnel evaluation, including executive appraisal?

10. Are the CEO’s performance goals both quantitative and qualitative, and do
they reflect all important aspects of the organization’s mission, strategic vision,
and major priorities, not only financial and business objectives?
a. Qualitative factors such as the CEO’s ability to develop the leadership

pipeline, and a continuously learning organization should be included.
11. Is the CEO performance evaluation effectively linked to executive compen-

sation in a way that rewards the CEO for effective performance?
12. If challenged by shareholders, employees, the public, media, or governmental

agencies, can members of the board clearly articulate a policy and rationale
for the CEO’s compensation and benefits package?
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Exhibit 3.5 CEO Question Reference Guide

Suggested areas for investigation and performance traits with related questions in six major
areas of CEO expertise: strategy, leadership, organizational issues, building and maintaining
relationships, functional knowledge, and integrity and ethics.

Part I. Strategy

A. Company’s business model: Knowledge of how and where an organization makes its
profits and its revenues in relationship to its suppliers and customers.

1. How well does the CEO understand the business model and critical success factors?
2. Is the CEO able to come up to speed quickly with a business model that he or she

may not have had previous exposure to?
3. Does this individual appreciate the interrelationship of suppliers, value creation, and

customer needs?

B. Corporate strategy formulation: Knowledge of alternative strategies and knowledge of
the strengths and weaknesses of different strategy alternatives. Knowledge of a com-
pany’s customer base and trends within differing customer segments that may offer
strategic opportunities.

1. How strategic is the CEO in his or her thought processes? Do the questions he or she
asks reflect appreciation of the importance of clear strategic thinking?

2. Have you observed incidents in which the CEO has strongly influenced or made a
significant contribution to strategic direction or its determination in a company or
board setting?

3. Does the CEO respond to critical questions to investigate the depth of management’s
analysis and thinking on strategic alternatives?

C. Competition: Knowledge of key competitors (their strategies, core competencies, lead-
ership) as well as knowledge of potential competitors who might enter an industry due
to shifts in the market or technology.

1. How externally focused and knowledgeable is the CEO regarding existing and po-
tential competitors within the company’s competitive universe?

2. Does the CEO add value to a board discussion of competitive threats to a company?
3. Does the CEO have previous exposure to companies that are or may become

competitors?

D. Global markets: Understanding existing and potential international markets for the com-
pany and fundamental knowledge about national economies and government relations in
those markets.

1. Does the CEO have a multinational frame of reference based on experience and/or
interest?

2. Does the CEO have knowledge of and/or experience in regions of the world in which
the company is operating or wishes to expand into?

3. How sensitive is the CEO to cultural differences and beliefs, and are there illustra-
tive specific examples?
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Exhibit 3.5 Continued

Part II. Leadership

A. Senior executive coaching: Skills in coaching senior executives and helping them set
goals for self-development and personal growth.

1. Does the CEO have a record of accomplishment of successful coaching and
mentorship?

2. Do you have information regarding the CEO’s reputation with subordinates?
3. Does the CEO ask questions in a board setting that display an interest in succession

and people development?

B. Senior executive development: Ability to transfer knowledge about a business, suggests
learning experiences, and provides meaningful feedback to senior executives about their
behavior.

1. Do you believe the CEO can establish a strong advisory and trusting relationship
with senior management? Are there any examples?

2. Would the CEO be willing to counsel a senior executive regarding inappropriate per-
sonal behaviors that are negatively affecting the CEO’s effectiveness?

3. Has a member of the board sought out the CEO for advice? Frequently?

Part III. Organizational Issues

A. Strategy implementation: Understanding how strategic plans need to be implemented
through organizational systems with appropriate deployment of resources. Demonstrate
an understanding of initiatives that build on a company’s core competencies.

1. How astute is the CEO in understanding the need to bring along people to initiate
and execute strategies?

2. Does the CEO follow up in subsequent board meetings to ensure that proposed and
agreed-upon strategies were tried and/or implemented?

3. Is the CEO realistic and practical regarding the company’s capability to actually im-
plement strategic proposals and new ways of doing business?

B. Change management: Knowledge of basic change processes, such as communications
strategies, tactics to overcome resistance, dedicated change management teams, and the
use of benchmarks.

1. Has the CEO led significant organizational change?
2. How sophisticated is the CEO’s understanding of the inherent obstacles to change?
3. Does the CEO hold senior management accountable for implementing required or-

ganizational change?

C. Group effectiveness: Understanding of information about how groups best do knowl-
edge sharing and how the board can effectively get information to assist in key strategic
decisions.

1. Are you aware of the CEO’s exposure and/or appreciation of the need for a
knowledge-sharing mentality in a learning-oriented company?

(continues)
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Exhibit 3.5 Continued

2. Does the CEO work well with senior management and the board for the best inter-
est of the company?

3. Does the CEO’s ego get in the way of his or her effectiveness with others?

D. Organizational design: Understanding of alternative organizational designs, their strengths
and weaknesses, and how they affect and relate to business strategy.

1. Have you observed the CEO’s knowledge and experience with alternative organiza-
tional structures?

2. Does the CEO share appropriate insights regarding organizational alternatives that
display experience and knowledge of these considerations in a board setting?

3. Are you aware if the CEO has learned from a significant mistake in organizational
design?

Part IV. Building and Maintaining Relationships

A. Governments: Understanding of how to deal with governmental entities in terms of reg-
ulatory approval and financial management.

1. Have you observed or do you know about the CEO’s record of accomplishment in
working effectively with governmental agencies?

2. Any reason to be concerned about the CEO’s reputation with governmental agencies
that have oversight or interest in the company’s business?

B. Investors, financial analysts, and the media: Knowledge about communicating effectively
with investor groups, analysts, and media representatives.

1. Have you observed the CEO’s communications ability in public forums such as with
analysts, media, or other external constituencies?

2. Does the CEO alienate or turn people off by his or her communication style? Does
he or she win people over with persuasive and sincere communications?

C. Communities and the environment: Knowledge of key communities in which the com-
pany has its headquarters and major operations. Understanding of legal and social issues
concerning the environmental impact of the company’s operations.

1. How sensitive is the CEO to interest groups or community groups that require
attention?

2. Does the CEO consider community service an integral part of a senior executive’s
role in a significant leadership position?

Part V. Functional Knowledge

A. Finance: Understanding of alternative sources of capital and acquisitions, mergers, and
divestitures.

1. Is the CEO comfortable with financial and capital analysis and external reporting re-
quirements to be an effective director?

2. Has the CEO raised capital for his or her own enterprise and/or does he or she appre-
ciate the intricacies of this process?

3. Is the CEO well known and respected in the capital markets?
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B. Audit: Comprehension of financial statements and auditing procedures.

1. Is the CEO familiar with generally accepted accounting principles and appropriate
standards for public company financial reporting?

C. Technical expertise: Knowledge of the key core competencies in the organization with
respect to how they are obtained and managed.

1. Does the CEO understand the core organizational competencies required for an or-
ganization to be successful?

D. Legal issues: Understanding of the particular legal issues that the organization faces in
its business, from both a business and regulatory perspective.

1. Does the CEO have significant experience with legal requirements of his or her own
business or of a company on whose board he or she serves?

2. Are there any legal difficulties that the CEO has been affected by that might lead to
embarrassment or difficulty for the company?

E. Human resources: Understanding of the critical talent issues of the organization and, if
relevant, understanding of labor relations.

1. To your knowledge, does the CEO value the need for outstanding talent? Are there
particular initiatives that the CEO has implemented or insisted on in a board role?

2. Has the CEO ever been involved in a particularly contentious labor dispute or been
subject to criticism for his or her treatment of people?

F. Information technology: Particular focus on the impact of enterprise information systems
and the Internet on the company from the point of view of internal management and with
regard to the capability of these systems to provide effective interfaces with customers
and suppliers.

1. How knowledgeable is the CEO in the areas of information technology utilization in
the company?

2. Does the CEO appreciate the need for technology to achieve competitive strategic
advantage?

3. How comfortable is the CEO in critically evaluating the need for significant capital
investment in information systems and other technological improvements?

G. Marketing: Understanding of and information about the company’s markets and the abil-
ity to structure the organization to interface effectively with its markets.

1. Does the CEO bring strong general management appreciation of the role of market-
ing to the success of the overall enterprise?

2. How comfortable is the CEO in evaluating marketing initiatives?
3. Does the CEO add value to board discussions regarding marketing programs and

expenditures?

(continues)
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Part VI. Integrity and Ethics

A. Ethical responsibilities: Ability to identify and raise key ethical issues concerning the
activities of the company and of senior management as they affect the business com-
munity and society.

1. Are you aware of any issues in the CEO’s background, experience, or behavior that
indicate anything less than the highest standards of personal integrity?

2. Is integrity and ethical behavior a strong personal value of the CEO?
3. To your knowledge, has the CEO had to deal with unethical situations?

such as leadership, communications, board relations, and management develop-
ment. Companies are beginning to link these two evaluation processes.

Qualitative criteria should be used in the CEO evaluation process. Unfortu-
nately, for public companies, Section 162(m) of the Internal Revenue Code (Code),
which caps the deduction of non-performance-based compensation paid to top ex-
ecutives at $1 million, requires quantitative—not qualitative—performance goals.
Thus, many public companies avoid using qualitative CEO evaluations as a per-
formance metric for the annual cash bonus. It is preferable to use qualitative goals
to determine the size of equity-based incentive compensation grants (e.g., stock
options or stock appreciation rights) that still are subject to other time-based or
performance-based conditions. Thus, if the grant satisfies the Code Section 162(m)
performance requirements (such as an at-the-money stock option or stock appre-
ciation right) and the other Code Section 162(m) requirements, the underlying com-
pensation should be fully deductible under Code Section 162(m).

Another method that some companies might use to incorporate qualitative per-
formance goals into an arrangement that qualifies for deductibility under Code Sec-
tion 162(m) involves using a concept known as “negative discretion.” This is done
by “oversizing” the incentive compensation target and then reducing that amount
based on the achievement of the qualitative goals. For example, assume that a CEO
has an annual bonus target of 100% of base salary based on achieving specified
EBITDA goals. The compensation committee would like to pay an additional 50%
of base salary if 100% of the qualitative goals are achieved, and perhaps 20% if be-
tween 75% and 100% are achieved. The compensation committee then sets the an-
nual bonus target at 150%, still based on achieving the EBITDA goals. Assuming
the EBITDA goals were achieved, the committee then determines whether the qual-
itative goals were achieved, and to what degree. If all of the qualitative goals were
achieved, then the bonus is not reduced. If only 80% of the qualitative goals were
achieved, then the bonus is reduced by 20%. If less than 75% of the qualitative goals
were achieved, then the bonus is reduced by 331⁄3%.

ch03_4312.qxd  8/24/04  11:03 AM  Page 76



Chapter 4

Director Compensation

Generally, members of boards of directors who are not employees or major share-
holders are paid for their services as directors. For purposes of this chapter, the as-
sumption is that only outside/independent directors are paid director compensation
and that employee-directors and/or major shareholder-directors are paid nothing
with respect to their director services.

In the past, directors fees tended to be meaningful but relatively modest
amounts, primarily due to the limited amount of time that directors devoted to such
service. For example, for many years the estimated annual service time for a direc-
tor was thought to be approximately 100 hours. Thus, assuming $250 per hour, the
annual total amount that would be paid to a director would be $25,000; at $500 per
hour, it would be $50,000 per year. Again, these are meaningful compensation
amounts but relatively small when compared to the annual compensation of many
actively employed directors. For those directors who were retired from their life
careers, directors fees usually represented an ancillary “stipend” for board service
that the retiree director relished for its prestige and honor, not for its pay. Of course,
there were some directors who served on five, six, or even 10 boards, and the
aggregate of that compensation made for quite a tidy sum. Generally, however,
directors—whether they were current chief executive officers (CEOs), retired CEOs,
investors, law firm partners, professors, physicians, and/or politicians—did not
serve on a board for the compensation.

Much has happened to change the nature of board service in the 21st century.
In the post-Enron era, new federal and state legislation, new Securities and Ex-
change Commission (SEC) regulations, new stock exchange listing rules, a new
sense of public outrage toward perceived corporate excesses, and a new fear of
shareholder litigation have caused directors to work harder, longer, and—more
importantly—more carefully than ever before. It would not be unusual for some
directors at public companies to now devote 200 to 300 service hours a year to a
single board.

In addition, directors are being limited in the number of boards on which they
may serve. Service on too many boards is negatively perceived by the public and
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the investment community—the view is that the director is stretched too thin for
effective performance. Moreover, the increased annual time commitment required
for board service in today’s environment will for most directors serve as a practi-
cal limit against serving on multiple boards. Accordingly, it is expected that direc-
tors likely will serve on no more than four boards, with a more typical number being
two or three.

The combination of the reduction in the number of boards on which a direc-
tor can serve, the increase in hours devoted to board service, the new emphasis on
training and expertise, and the aura of increased accountability has logically indi-
cated that changes in director compensation are in order. Accordingly, in recent
years, director fees have been substantially increasing. Recent surveys report that
director fees have increased in the range of 25% to 45% from 2001 to 2003. While
these surveys examined different company or industry groups, and thus produced
different results, there is no question that compensation for board service is and will
continue to increase until these new workload requirements and service arrange-
ments level out.

In most cases, boards rely on the compensation committee to review director
compensation and recommend appropriate compensation levels applicable to all
directors. In some cases, review and setting of director compensation is a joint ef-
fort between the compensation committee and the corporate governance committee.
In almost every case, however, the ultimate committee recommendation is presented
to the full board for discussion and approval. Typically, director compensation is
reviewed every two or three years, although more frequent review may be the rule
while the structure of director compensation is under wholesale reconfiguration.

ELEMENTS OF DIRECTOR COMPENSATION

Generally, most directors receive elements of both cash-based and equity-based
compensation, such as stock options, restricted stock, and/or restricted stock units
(RSUs). The impact of the changes in the accounting for director equity-based
compensation is discussed later in this chapter. In addition, in the past, directors
often had additional benefits and perquisites, such as pension or deferred com-
pensation arrangements, health and life insurance coverage, and/or company-paid
charitable contributions made at the direction of the director. However, these pro-
grams have fallen out of favor with shareholders and the public, and most compa-
nies have phased out and discontinued these programs.

The most typical elements of director compensation include:

• Board member annual retainer, usually paid in cash, equity, or a combination of
both

• Board chair annual retainer, usually paid in cash, but sometimes paid in both cash
and equity
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• Board member in-person meeting fee, usually paid in cash

• Board member telephonic meeting fee, usually paid in cash, but sometimes ig-
nored, particularly if the telephonic meeting was short and informal, and/or no
minutes were recorded

• Board chair in-person meeting fee, usually paid in cash

• Committee member annual retainer, usually paid in cash

• Committee chair annual retainer, usually paid in cash

• Committee member in-person meeting fee, usually paid in cash

• Committee member telephonic meeting fee, usually paid in cash but sometimes
ignored, particularly if the telephonic meeting was short and informal, and/or no
minutes were recorded

• Committee chair in-person meeting fee, usually paid in cash

• Special one-time initial (or sign-on/sign-up) fee, usually paid in equity

• Lead director special fees, paid in equity and/or cash

• Other special project or per diem fees, usually paid in cash

In addition, expenses incurred by the directors for board service (e.g., travel, office
services, continuing director education) are normally reimbursed by the company.

The preceding elements of director compensation are neither uniform nor
consistent from industry to industry nor from company to company. For example,
some companies may pay a high annual retainer and small (or no) meeting fees.
Other companies may pay a small (or no) annual retainer and high meeting fees.
Some companies pay no additional compensation for committee service, while
others pay additional compensation (both as an annual retainer and meeting fees)
for committee service. Some companies provide new directors a “sign-on” or “sign-
up” equity grant (formerly, this tended to be in the form of stock options) as an in-
ducement to join the board.

As is the case with executive compensation, the equity compensation prac-
tices for outside directors historically were guided in large part by accounting con-
siderations. Because almost all companies used Accounting Principles Bulletin
Opinion No. 25 (APB 25) as their equity-based compensation accounting standard,
equity-based compensation for directors usually was in the form of “at-the-money”
stock options (i.e., stock options with an exercise price equal to the fair market
value of the stock on the date of grant). Common practice, along with the account-
ing interpretation provided in FASB Interpretation No. 44 (FIN 44), treated at-the-
money stock options granted to directors as resulting in no compensation expense.
Some companies did use stock, stock units, restricted stock, or RSUs in lieu of or
in addition to stock options; but this, of course, resulted in a compensation charge
under APB 25. However, almost no company granted stock appreciation rights
(SARs), as this type of equity-based compensation produced “variable accounting”
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under APB 25 and FASB Interpretation No. 28 (see Chapter 8 for more detail).
Most companies granted equity-based compensation with some vesting require-
ments that varied from company to company. Some companies imposed a vesting
schedule of only one year, while others imposed three-, four-, or five-year pro-rata
vesting schedules. And, of course, some companies imposed no vesting restrictions
on directors’ equity awards.

Because of the anticipated equity-based accounting rules that will require a
compensation charge for stock option grants, many companies will rethink their
director equity compensation programs. While some companies may continue to
use at-the-money director stock options (or SARs payable only in stock), based on
the notion that such awards are purely performance based, others are likely to switch
to “full-value” stock awards, deferred stock units, restricted stock or RSUs, based
on the notion that the equity award is in lieu of cash and does contain a performance
upside/downside element. It is also expected that discounted stock options/SARs
may be used by some companies for director equity-based compensation. These
“in-the-money” awards were not used in the past due to the accounting charge re-
quired under APB 25, but under the expected accounting rules they could find
favor in appropriate circumstances.

Traditionally, it has been customary for equity-based compensation for di-
rectors to vest immediately upon a change in control (similar to the accelerated
vesting of equity-based compensation granted to executives and other employees).
While this acceleration feature could present a potential conflict of interest (tempt-
ing a director to unduly favor a proposal that would accelerate the vesting of his
or her awards), most companies reasoned that the accelerated vesting provision of
director equity grants was not meaningful enough to negatively impact a director’s
decision regarding a change in control. However, given the hard focus on director
independence in the post-Enron era, this reasoning may need to be revisited.

Many companies have or are contemplating implementing some type of pro-
gram that requires executives to either maintain specified company stock owner-
ship levels and/or prevents executives from selling compensatory shares received
through option exercise, vesting of restricted stock, or delivery of shares underly-
ing RSUs. Similarly, some companies have imposed these programs with respect
to director equity-based compensation. In some instances, new directors are re-
quired to buy and hold a specified number of shares or dollar amount of company
stock. While in the past this program often included a company-provided loan
arrangement, such loan arrangements are now prohibited by Section 402 of the
Sarbanes-Oxley Act of 2002. Therefore, these “mandatory purchase” arrange-
ments will be less popular and certainly will not have a company loan feature. In
other instances, directors are required to hold all or substantially all of their com-
pensatory shares of company stock until they leave the board. However, this kind
of program may seem too onerous and might impair director recruiting activities.
Generally, some minimum level of company share ownership is desired for all di-
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rectors, but the appropriate level is largely dependent on the type and dollar
amount of the director compensation program.

Director equity-based compensation generally is granted under a company
stock or incentive compensation plan. Under old SEC rules regarding the exemp-
tion of equity-based compensation from short-swing profit liability under Section
16(b) of the Securities Exchange Act of 1934, only “disinterested” directors (as
then defined) were eligible to grant exempt awards to Section 16 insiders. To pre-
serve the “disinterested” status of directors for this purpose, they could only re-
ceive equity awards pursuant to a formula plan that did not allow any discretion
about the timing or amount of such awards to the directors. Therefore, companies
commonly maintained separate formula plans for awards to outside directors. This
rule, however, was changed in 1996 by eliminating the concept of “disinterested”
director status. It was replaced by a different concept of director independence em-
bodied in the definition of a “non-employee” director, as discussed more fully in
Chapter 1, which does not depend on the source or manner of making equity awards
to such director. Thus, equity-based compensation may now be granted to both em-
ployees and directors under the same plan. Nevertheless, whether director awards
are made from a separate plan or under the company’s employee equity plan, many
institutional investors prefer to see grants to outside directors made pursuant to an
established formula, program, or policy, in order to avoid any implication that di-
rectors might be making grants to themselves on a discretionary basis. This makes
good sense from a corporate governance perspective. See Chapter 6 for a more de-
tailed discussion of the Section 16 short-swing profit rules.

Finally, there has been discussion whether director cash-based arrangements
should be tied to performance goals, such as earnings targets or growth, similar to
an executive annual bonus or long-term cash compensation program. While there
may be a few examples of companies that have done this, most companies avoid
this type of director compensation arrangement due to the inherent conflicts it en-
genders. Simply put, these kinds of arrangements are best suited for management,
who run the day-to day business of the company and, therefore, have more direct
effect on the attainment of particular financial performance measures. It is more ap-
propriate that long-term stock price movements be the primary performance mea-
sure to impact director compensation.

DISCLOSURE

Compensation arrangements for directors of public companies must be disclosed.
This disclosure typically is found in a company’s annual proxy statement, but it
could be found in a special proxy statement, or in a Form 10-K, S-1, or S-4. The
SEC rules require a description of all standard director compensation arrangements
(stating dollar amounts or otherwise) pursuant to which directors of the company
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are compensated for any services provided as a director, including any additional
amounts payable for committee participation or special assignments. In addition,
the rules require a description of any other arrangements pursuant to which any di-
rector is paid for any service provided as a director, stating the amount paid and the
name of the director. This description applies to any arrangement (including con-
sulting contracts) entered into in consideration of the director’s service on the
board, and the material terms of any such arrangement must be disclosed.

Currently, this disclosure is in the form of a narrative description. However,
during the late 1990s, the SEC proposed “tabularizing” director compensation
disclosure, similar to the way it now requires tabularized disclosure of executive
compensation, but these proposals never were finalized. So, for the moment, nar-
rative disclosure of director compensation is still the rule. However, companies
should be aware that the SEC has indicated its intention to review and update its
rules on executive compensation disclosure. Thus, there is a possibility that the pro-
posed rules regarding a tabular presentation of director compensation, as well as
changes in other aspects of director compensation disclosure, may be forthcoming
in the not so distant future.

In addition, if the company is presenting a new compensation plan for share-
holder approval, the SEC requires that a “New Plan Benefit Table” be included in
the proxy statement. This table must disclose the aggregate of the proposed bene-
fits or amounts to be paid or granted under the new plan to the “current directors
who are not executive officers as a group.”

NEW TRENDS IN DIRECTOR COMPENSATION

As mentioned previously, director compensation is undergoing two fundamental
changes. First, the overall level of director compensation is increasing due to the
additional workload and the fact—to some degree—that directors can no longer
serve on many boards at the same time. Second, recent changes in accounting rules
regarding equity-based compensation are impacting the type and form of equity
awards companies use to compensate directors. Together, these changes are caus-
ing most boards to reexamine the director compensation structure and levels. This
reexamination is likely to be done on an annual basis, at least until patterns stabi-
lize and it makes sense to get back to a more typical review schedule of every two
to three years.

Certain specific trends are unmistakable. One is the payment of additional fees
to audit committee chairs and/or members that are over and above what other com-
mittee chairs and/or members receive. Another is the payment of additional amounts
to nonexecutive board chairs or lead directors. Also, as mentioned previously, a
third likely trend is the replacement of stock option grants with full-value equity
awards.
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Of perhaps a less universal nature is the emerging practice of “bundling” all
director compensation (i.e., annual retainers, meeting fees, committee fees) into a
single amount that applies to all directors. The rationale for this is that it simplifies
the fee structure and administration. The drawback is that this “one-size-fits-all”
approach presumes that all directors provide equal service to the company, which
in many circumstances is not the case. Payment of this universal fee usually is in
a combination of cash and equity. Thus, for example, a company may have a fixed
annual fee of $150,000 of which $75,000 is paid in cash and $75,000 is paid in eq-
uity. The equity portion may be allocated between restricted stock/RSUs and stock
options/SARs, or it may be paid all in restricted stock/RSUs or all in stock options/
SARs. Since all equity-based compensation will result in a compensation charge,
this leaves room for design creativity in determining whether the grant should be
a full-value award (such as restricted stock/RSUs) or an appreciation award (such
as options/SARs) and, in either case, whether it should be fully vested as of the grant
date or subject to vesting (by continued service or other performance measures).

A variation of bundling is to provide a variety of fee levels, based on the po-
sition or positions of each individual director. For example, a board might pay a base
retainer to all directors, plus varying supplemental retainers to directors who serve
as (i) board chair or lead director, (ii) chair of the audit committee, (iii) chair of
any other committee, and/or (iv) member of the audit committee. The layering of
these different fees for service will result in individual directors being paid differ-
ent amounts, but it has the advantage of allocating the overall director compensa-
tion budget on the basis of work and responsibility.

For those companies that do not favor a fixed-fee approach, the trend may be to
substantially increase board and committee meeting fees and to maintain or slightly
increase annual retainers. The rationale here is that the compensation is paid for
actual service—service in a board position that requires meetings once a month
should be compensated at a higher level than a position that entails meetings held
once a quarter.

Whatever approach is followed, because the audit committee has assumed at
least the appearance of heightened importance and public scrutiny, the fees relating
to service on the audit committee most likely will become and continue to be higher
than for service on other committees. Moreover, as compensation committee ser-
vice continues to attract public focus and require greater expertise, fees relating to
service on the compensation committee may similarly be higher than fees for ser-
vice on the governance/nominating and other board committees.

Finally, the practice of making an initial equity grant, in a meaningful amount,
to induce new directors to join the board probably will increase, since many peo-
ple who might otherwise have considered board service may be dissuaded by the
increased workload and perceived level of exposure. The initial sign-up award
most likely will be in the form of restricted stock/RSUs, and with some kind of vest-
ing requirement.
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Ultimately, the decisions as to director compensation (both as to types and
levels) will vary from company to company, based on company size, industry, cul-
ture, and simply the makeup of the board itself. How the board divides its labors
will be a major consideration. Some companies may strive to balance the work so
that service is equally shared among all independent directors, while others may
have one or two independent directors who shoulder the lion’s share. Since there
is no magic formula, many companies and boards will perform selected bench-
marking studies to help design and construct an appropriate director compensation
program. However, in that context, care should be taken not to allow the bench-
marking exercise to lead to the exploding compensation phenomenon observed in
the recent past with respect to executive compensation, where companies pegged
compensation in each year to the 75th percentile of market. As long as the bench-
marking is used to discern market trends in director program design, and rational
discipline is applied to the overall compensation levels, this type of market survey
approach can be a useful tool.

CONDUCTING A DIRECTOR COMPENSATION STUDY

Conducting a director compensation study is very similar to conducting an exec-
utive compensation study. One useful resource is published surveys produced by
compensation consulting firms, executive search firms, and corporate-advisory or-
ganizations such as the National Association of Corporate Directors, the Investors
Responsibility Research Center, and The Conference Board. A second useful ex-
ercise is to observe the director programs at a peer group of companies that would
serve well for comparison (usually due to size and/or industry). The information
from these two sources would then be compared to the company’s current board
practices.

A wide range of discretion can be applied in selecting appropriate peer compa-
nies in a director compensation study, due to the similarities in the nature of direc-
tor service for public companies across different industries, revenue ranges, and
stock exchanges. Because not all companies pay the same types of director com-
pensation, a minimum of 15 companies, preferably 20 to 30, should be selected in
order to provide a useful comparator group. For example, if only 10 peer companies
are used, and only half pay committee chair annual retainers, the data may not be sta-
tistically reliable. However, if 30 or more companies are selected, the incidence of
those that pay committee chair annual retainers is likely to be higher and provide a
better base for comparison. While increasing the number of peer companies to 50
would produce even more “hits” on a particular type of compensation used, the sta-
tistical relevance of the difference between groups of 30 or 50 companies is not
likely to be as meaningful as the difference between groups of 10 and 30 companies.
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The study should break down the components of director compensation into
various types, and measure the level of each type. In addition, the study should de-
termine total director compensation paid in the aggregate to all directors, and de-
termine a per-director annual compensation level. For purposes of comparison, an
assumption as to the number of board meetings and committee meetings is neces-
sary. For example, it is typical to assume that a board will meet four times per year,
and each committee will meet six times, per year. A study may be more compli-
cated if the subject company has more committees than the typical three oversight
committees (compensation, audit, and governance/nominating) for which it intends
to pay special remuneration.

The following is an example of applying these assumptions at Company # 1 of
a peer group of 15 companies:

Assumptions:

• Full board meets four times per year

• Compensation committee meets six times per year

• Audit committee meets six times per year

• Corporate governance committee meets six times per year

• There are no telephonic meetings

Fees:

• Cash annual board retainer of $20,000 per year

• $2,000 for each board meeting

• $1,500 for each committee meeting

• Additional audit committee member retainer of $5,000 per year

• Additional audit committee chair retainer of $10,000 per year

• 2,000 RSUs per year, valued at $35,000

Results:

• Each director receives:

– $20,000 as a cash annual retainer

– $35,000 as an equity annual retainer

– $8,000 for attendance at board meetings

for a total of $63,000.
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• Each committee member receives:

– $63,000 as a board member

– $9,000 for committee meetings

for a total of $72,000.

• Each audit committee member receives:

– $63,000 as a board member

– $9,000 for committee meetings

– $5,000 as an audit committee member cash annual retainer

for a total of $77,000.

• The audit committee chair receives:

– $63,000 as a board member

– $9,000 for committee meetings

– $10,000 as an audit committee chair cash annual retainer

for a total of $82,000.

These assumptions are similarly applied to the other 14 peer companies. Next, a
model is built to show each data point for each component of director compensa-
tion, whether or not such component is used at the peer company or the subject
company, using the previously stated assumptions and then combining all com-
ponents to determine a relativistic total compensation figure for each company.
See Exhibit 4.1 for a director compensation benchmarking study template.

These models should be reviewed both quantitatively and qualitatively. For ex-
ample, a company may want to know what should be the level of sign-on/sign-up
grants. The median may be $100,000, but if only two companies out of 30 pay such
grants, then two conclusions could be reached. First is that most companies do not
use this type of director compensation. Second is that this compensation—while it
may not have been paid as a sign-on grant—may have been paid in another form
(e.g., higher annual equity grants). Therefore, it would be necessary to examine
other types and totals. In other words, director compensation studies do not typically
allow an “apples-to-apples” comparison. Accordingly, boards must examine not
only what the numbers are, but also what the numbers actually mean. Only after a
complete review and proper consideration of the data, and perhaps after consultation
with outside advisors, can the compensation committee make optimal use of such a
study in preparing recommendations of the types and levels of director compensa-
tion appropriate for the company.
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Exhibit 4.1 Director Compensation Benchmarking Study Template

(1) (2) (3) (4) (5) (6) (7) (8)
Board Board Board Board Board Board Lead Lead
Cash Equity In-Person Teleph. Chair Chair Director Director

Annual Annual Meeting Meeting Annual Meeting Annual Meeting
Company Retainer Retainer Fee Fee Retainer Fee Retainer Fee Continued...

Co. #1

Co. #2
. . . .

Co. #15

Minimum
25th Percentile

Median

75th Percentile
Maximum
Average

Subject Co.

(9) (10) (11) (12) (13) (14) (15) (16)
Chair Audit Chair Audit Chair Comp Chair Comp Chair Gov Chair Gov
Cmte Cash Cmte Cmte Cash Cmte Cmte Cash Cmte

Annual Meeting Annual Meeting Annual Meeting
Company Retainer Fees Retainer Fees Retainer Fees Other Other Continued...

Co. #1

Co. #2
. . . .

Co. #15

Minimum
25th Percentile

Median

75th Percentile
Maximum
Average

Subject Co.

(continues)

c
h
0
4
_
4
3
1
2
.
q
x
d
 
 
8
/
2
4
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0
4
 
 
1
1
:
0
3
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Exhibit 4.1 Continued

(17) (18) (19) (20) (21) (22) (23) (24)
Comp Cmte Gov Comte

Cash Audit Cmte Cash Comp Cmte Cash Gov Cmte
Annual Meeting Annual Meeting Annual Meeting

Company Retainer Fees Retainer Fees Retainer Fees Other Other Continued...

Co. #1

Co. #2 

. . .

Co. #15

Minimum
25th Percentile

Median

75th Percentile
Maximum
Average

Subject Co.

(25) (26) (27) (28) (29) (30) (31) (32) (33)
Total Total Total Total Total Total Total Total Total
Board Lead Board Chair Audit Chair Comp Chair Gov Member Member Member

Company Chair Director Member Cmte Cmte Cmte Audit Cmte Comp Cmte Gov Cmte

Co. #1

Co. #2

. . .

Co. #15

Minimum
25th Percentile

Median

75th Percentile
Maximum
Average

Subject Co.

c
h
0
4
_
4
3
1
2
.
q
x
d
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/
2
4
/
0
4
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Chapter 5

Corporate Governance

This chapter discusses matters of corporate governance that should be of particu-
lar interest to compensation committees. The chapter begins with a discussion of
the fiduciary duties of good faith, care, and loyalty owed by corporate directors to
the corporation on whose board they serve. The next section addresses practical
applications of director fiduciary duty rules for the compensation committee in
specific contexts. The section “SRO Corporate Governance Rules and ‘Best Prac-
tice’ Recommendations” covers the 2003 New York Stock Exchange (NYSE) and
Nasdaq corporate governance rules and “best-practices” recommendations pub-
lished by various business interest groups, including The Conference Board Com-
mission on Public Trust and Private Enterprise, The Business Roundtable, the
National Association of Corporate Directors (NACD), and the Teachers Insurance
and Annuity Association-College Retirement Equities Fund (TIAA-CREF). The
chapter concludes with a discussion of certain state law provisions that permit the
delegation beyond the compensation committee of authority to make equity grants.

FIDUCIARY DUTIES OF DIRECTORS

A corporate director stands in a fiduciary relationship to the corporation he or she
serves and, as such, has certain duties to the corporation. A fiduciary duty claim
brought against a director of a corporation is governed by the law of the state in
which the corporation is incorporated. For purposes of this chapter, it is assumed that
the applicable state’s business corporation statute is based on the Revised Model
Business Corporation Act developed by the Committee on Corporate Laws of the
Section of Business Law of the American Bar Association (the “Model Act”).
This chapter will also refer to the corporation law of the State of Delaware. While
Delaware’s business code does not follow the Model Act, it is the jurisdiction
widely recognized as having the most fully developed body of corporation law.
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Model Act §8.30 specifically imposes three duties on a director:

A director shall discharge his duties as a director, including his duties as a mem-
ber of a committee:

(a) In good faith;

(b) With the care an ordinarily prudent person in a like position would exercise
under similar circumstances; and

(c) In a manner the director reasonably believes to be in the best interests of the
corporation.1

Delaware has no statute that sets out the standard of conduct for corporate direc-
tors. However, through its reported decisions, the Supreme Court of Delaware has
recognized a similar “triad” of fiduciary duties consisting of good faith, due care,
and loyalty.2

Duty of Good Faith

The duty of good faith3 is not susceptible to concise definition.4 It is a broad prin-
ciple that applies to all aspects of the conduct of corporate fiduciaries.5 Courts
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1See 2 ABA Model Bus. Corp. Act Ann. (3d ed. 2000 & Supp. 2002) § 8.30 (the “ABA Model
Bus. Corp. Act Ann.”).
2McMullin v. Beran, 765 A.2d 910, 917 (Del. 2000); Malone v. Brincat, 722 A.2d 5, 10
(Del. 1998).
3Some courts characterize good faith as a stand-alone fiduciary duty and others treat it as sub-
sumed within the duty of loyalty. Compare, e.g., Emerald Partners v. Berlin, 787 A.2d 85
(Del. 2001) with Orman v. Cullman, 794 A.2d 5 (Del. Ch. 2002). However, these two view-
points can be reconciled by considering whether the duty of loyalty is limited to self-interest
and self-dealing, or is construed more expansively to extend to other types of misconduct.
Under the narrow view of the duty of loyalty, good faith is treated as a separate fiduciary duty
in order to encompass and proscribe bad faith conduct that does not necessarily serve the per-
sonal interests of the fiduciary. Under a more expansive view of the duty of loyalty, good faith
becomes subsumed within loyalty on the theory that an officer or director cannot simultane-
ously act in bad faith and be loyal to the corporation. Determining which is the better view is
of limited practical value because both views ultimately lead to proscribing the same types of
conduct as violations of fiduciary duty. Considered from this perspective, whether one views
the duty of loyalty narrowly (thus recognizing good faith as a stand-alone duty) or expan-
sively (thus subsuming good faith) becomes little more than an exercise in labeling.
4See, e.g., Guth v. Loft, 5 A.2d 503, 510 (Del. 1939) (“The occasions for the determination
of honesty, good faith and loyal conduct are many and varied, and no hard and fast rule can
be formulated.”). This reluctance to adopt a hard and fast rule defining good faith is also ev-
ident in other contexts.
5See 2 ABA Model Bus. Corp. Act Ann. § 8.31 Official cmt. at 8-200 (“The expectation that
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have held that “[b]y ‘bad faith’ is meant a transaction that is authorized for some
purpose other than a genuine attempt to advance corporate welfare or is known to
constitute a violation of applicable positive law.”6 Similarly, the Official Com-
ments to the Model Act provide, “[c]onduct involving knowingly illegal conduct
that exposes the corporation to harm will constitute action not in good faith, and
belief that decisions made (in connection with such conduct) were in the best in-
terests of the corporation will be subject to challenge as well.”7 According to the
American Law Institute, “a director or officer violates the duty to perform his or
her functions in good faith if he or she knowingly causes the corporation to dis-
obey the law.”8

Another perspective on the duty of good faith is provided by the following
Official Comment to the Model Act:

Where conduct has not been found deficient on other grounds, decision-making
outside the bounds of reasonable judgment—an abuse of discretion perhaps ex-
plicable on no other basis—can give rise to an inference of bad faith. That form
of conduct (characterized by the court as ‘constructive fraud’ or ‘reckless indif-
ference’ or ‘deliberate disregard’ in the relatively few case precedents) giving
rise to an inference of bad faith will also raise a serious question whether the di-
rector could have reasonably believed that the best interests of the corporation
would be served.9
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a director’s conduct will be in good faith is an overarching element of his or her baseline
duties.”).
Under Delaware law, the duty of good faith is getting increased attention from courts in
the context of determining whether the level of oversight provided by a director (an ele-
ment of a director’s duty of care) is so woefully inadequate as to amount to conduct not
in good faith. See In re Caremark Int’l Inc. Derivative Litig., 698 A.2d 959 (Del. Ch.
1996); and McCall v. Scott, 239 F.3d 808 (6th Cir. 2001), amended, 250 F.3d 997 (6th
Cir. 2001). In McCall, a decision involving Delaware law, the defendant directors sought
to dismiss claims against them on the grounds that the claims were precluded by a direc-
tor exculpation clause contained in the corporation’s certificate of incorporation. By its
terms, the exculpation clause did not apply to acts or omissions not in good faith. In the
course of determining that the plaintiffs’ claims were not precluded by the exculpation
clause, the Sixth Circuit held that the plaintiffs had adequately “alleged a conscious dis-
regard of known risks, which conduct, if proven, cannot have been undertaken in good
faith.” Id. at 1001.
6Gagliardi v. TriFoods Int’l, Inc., 683 A.2d 1049, 1051 n.2 (Del. Ch. 1996) (citing Miller
v. AT&T, 507 F.2d 759 [3d Cir. 1974]).
72 ABA Model Bus. Corp. Act Ann. § 8.31 Official cmt. at 8-200 to 8-201.
8ALI Principles, §4.01(a), cmt. d.
92 ABA Model Bus. Corp. Act Ann. § 8.31 Official cmt. at 8-201.
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Thus, if a “decision is so beyond the bounds of reasonable judgment that it seems
essentially inexplicable on any [other] ground,” courts may infer bad faith.10

Duty of Loyalty

In the leading case of Guth v. Loft, Inc., the Delaware Supreme Court held that
the rule requiring undivided and unselfish loyalty from a director to the corpora-
tion “demands that there shall be no conflict between duty and self-interest.”11 A
basic principle of Delaware corporate law is that directors are subject to the fun-
damental fiduciary duty of loyalty and may not derive any personal benefit
through self-dealing.12

However, for corporate fiduciaries, the mere existence of a conflict of interest
does not automatically lead to liability for a breach of fiduciary duty. Having a con-
flict of interest is not something someone is “guilty of”; it is simply a state of af-
fairs. In fact, it has been acknowledged that “a corporation and its shareholders may
secure major benefits from a transaction despite the presence of a corporate fidu-
ciary’s conflicting interest.”13 Consistent with this view, the Model Act provides a
statutory safe harbor for certain director conflict-of-interest transactions.14

Duty of Care and the Business Judgment Rule

When corporate directors exercise discretionary authority by making a business
decision on behalf of the corporation, they must do so with due care. However, to
understand the duty of care, one must begin with an understanding of the business
judgment rule. The Delaware Supreme Court has articulated the business judg-
ment rule as follows:

The business judgment rule has been well formulated by Aronson and other
cases. See, e.g., Aronson, 473 A.2d at 812 (“It is a presumption that in making a
business decision the directors . . . acted on an informed basis, in good faith and in
the honest belief that the action taken was in the best interests of the corporation.”).
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10See J & S Packaging Profit Sharing Plan v. Rexene Corp. (In re Rexene Corp. Sharehold-
ers Litig.), No. 10897, 1991 WL 77529, at *4 (Del. Ch. May 8, 1991), aff’d sub nom. Eichorn
v. Rexene Corp., 604 A.2d 416 (Del. 1991) (quoting West Point Pepperell, Inc. v. J.P. Stevens
& Co. [In re J.P. Stevens & Co. Shareholders Litig.], 542 A.2d 770, 780 [Del. Ch. 1988]).
11Guth v. Loft, Inc., 5 A.2d 503, 510 (Del. 1939).
12See Anadarko Petroleum Corp. v. Panhandle E. Corp., 545 A.2d 1171 (Del. 1988); Guth
v. Loft, Inc., 5 A.2d 503 (Del. 1939).
132 ABA Model Bus. Corp. Act Ann., ch. 8, subch. F, Introductory cmt. at 8-372.
142 ABA Model Bus. Corp. Act Ann., § 8.60-8.63.
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Thus, directors’ decisions will be respected by courts unless the directors are in-
terested or lack independence relative to the decision, do not act in good faith, act
in a manner that cannot be attributed to a rational business purpose or reach their
decision by a grossly negligent process that includes the failure to consider all
material facts reasonably available.15

When a plaintiff challenging a director’s decision succeeds in rebutting the
presumption of the business judgment rule, the judicial deference to director
decision-making afforded by the rule disappears and the burden shifts to the de-
fendant director to prove the entire fairness of the challenged decision.16

A director’s breach of one of the other two components of the fiduciary duty
triad, good faith or loyalty, will render the business judgment rule inapplicable.
Accordingly, taking all components of the triad into account, the business judg-
ment rule will protect a business decision of a corporate director unless (i) the duty
of loyalty is implicated, (ii) the duty of good faith is implicated, (iii) the decision
cannot be attributed to any rational business purpose, or (iv) the director fails to
satisfy his or her duty of care with respect to the process by which he or she reaches
the decision.

Thus, the business judgment rule focuses the duty-of-care analysis of a busi-
ness decision primarily on the process by which the decision was reached (e.g.,
whether all material information reasonably available was taken into considera-
tion), as opposed to the substance of the decision itself (e.g., whether a reasonably
careful or risk-free course of action was selected).17 In other words, where the
business judgment rule is applicable, the duty of care may be characterized as
simply a duty to exercise informed business judgment.

Under Delaware law, the adequacy of the decision-making process is mea-
sured by concepts of gross negligence.18 Some states, however, have applied con-
cepts of ordinary negligence in application of the fiduciary duty of care. In light of
the “ordinarily prudent person” language of the standard of care set forth in Model
Act § 8.30,19 it is likely that a court undertaking a business judgment rule analysis
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15Brehm v. Eisner, 746 A.2d 244, 264 n.66 (Del. 2000).
16See Emerald Partners v. Berlin, 787 A.2d 85, 91 (Del. 2001); McMullin v. Beran, 765
A.2d 910, 917 (Del. 2000); and Croton River Club, Inc. v. Half Moon Bay Homeowners
Ass’n (In re Croton River Club, Inc.), 52 F.3d 41, 44 (2d Cir. 1995).
17See Brehm, 746 A.2d at 264 (“Courts do not measure, weigh or quantify directors’ judg-
ments. We do not even decide if they are reasonable in this context. Due care in the deci-
sion-making context is process due care only.”).
18See, e.g., Aronson v. Lewis, 473 A.2d 805, 812 (Del. 1984) (“While the Delaware cases
use a variety of terms to describe the applicable standard of care, our analysis satisfies us
that under the business judgment rule director liability is predicated upon concepts of gross
negligence.”), overruled on other grounds, Brehm, 746 A.2d 244.
192 ABA Model Bus. Corp. Act Ann. § 8.30, Official cmt. at 8-167.
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under a Model Act state would measure the adequacy of the decision-making
process by concepts of ordinary negligence.

Even if a director makes a business decision (that does not implicate the duty
of loyalty or the duty of good faith) in a manner that satisfies the duty of care due
process, the business judgment rule will not protect a decision that cannot be attrib-
uted to any rational business purpose.20 Put another way, irrationality is the outer
limit of the business judgment rule. However, the limited substantive review of a
business decision contemplated by this outer limit of the business judgment rule
(i.e., is the decision “irrational”) may really be a way of inferring bad faith, and
thus may have little or no significance independent of the good faith element of the
business judgment rule.21

In summary, the business judgment rule protects the business decisions of
corporate directors who act in good faith, on an informed basis, and without a con-
flict of interest so long as the decisions can be attributed to a rational business pur-
pose. Nevertheless, as indicated previously, there are limits on the degree of judicial
deference afforded to the business judgments of corporate directors.

Board Oversight Duties

The role of a corporate director includes two principal functions: a decision-
making function and an oversight function.22 The decision-making function gen-
erally involves action taken at a particular point in time, while the oversight
function generally involves ongoing monitoring of the corporation’s business and
affairs over a period of time.23

Proper discharge of the board’s oversight responsibility has two principal
components: (i) a duty to monitor by undertaking reasonable efforts to remain at-
tentive to and informed of the corporation’s business and affairs; and (ii) a duty to
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20Brehm, 746 A.2d at 264 (citing Sinclair Oil Corp. v. Levien, 280 A.2d 717, 720 (Del.
1971)).
21See, e.g., Parnes v. Bally Entm’t Corp., 722 A.2d 1243, 1246 (Del. 1999) (“The presump-
tive validity of a business judgment is rebutted in those rare cases where the decision under
attack is ‘so far beyond the bounds of reasonable judgment that it seems essentially inex-
plicable on any ground other than bad faith.’”) (quoting West Point Pepperell, Inc. v. J.P.
Stevens & Co. [In re J.P. Stevens & Co.], 542 A.2d 770, 780-81 [Del. Ch. 1988]); In re RJR
Nabisco, Inc. Shareholders Litig., No. 10389, 1989 WL 7036, at *22 n.13 (Del. Ch. Jan. 31,
1989) (stating that the limited substantive review contemplated in the business judgment rule
[i.e., whether the decision is irrational or egregious or so beyond reason]) is really a way of
inferring bad faith).
222 ABA Model Bus. Corp. Act Ann. (3d ed. 2000 & Supp. 2002) § 8.31 Official cmt. at 8-204.
23Id.
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inquire when indications of potential problems, or “red flags,” arise. As explained
by the drafters of the Model Act, the board’s oversight function:

refers to concern with the corporation’s information and reporting systems and not
to proactive inquiry searching out system inadequacies or noncompliance. While
directors typically give attention to future plans and trends as well as current activ-
ities, they should not be expected to anticipate the problems which the corporation
may face except in those circumstances where something has occurred to make it
obvious to the board that the corporation should be addressing a particular problem.
The standard of care associated with the oversight function involves gaining assur-
ances from management and advisers that systems believed appropriate have been
established coupled with ongoing monitoring of the systems in place, such as those
concerned with legal compliance or internal controls—followed up with a proac-
tive response when alerted to the need for inquiry.24

Duty to Monitor

The duty of a board of directors to monitor corporate affairs is well established.25

The failure to discharge this duty, where found actionable, typically has been char-
acterized by the courts in terms of abdication or sustained inattention, not a brief
distraction or temporary interruption.26 The American Law Institute (ALI) notes
“[c]ourts have generally recognized the dangers inherent in making post hoc judg-
ments about the care exercised by directors and officers and have allowed them
considerable leeway.”27 Nevertheless, according to the ALI, sustained patterns of
inattention to obligations by directors or officers or unreasonable blindness to prob-
lems that later cause substantial harm will create exposure to liability.28

When directors do remain actively engaged and attentive to corporate affairs,
courts have been more reluctant to hold them liable for breach of the duty to mon-
itor notwithstanding their failure to detect and prevent misconduct occurring
within the corporation.29
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242 ABA Model Bus. Corp. Act Ann. § 8.30 Official cmt. at 8-169.
25See American Law Institute, Principles of Corporate Governance: Analysis & Recom-
mendations § 3.02 cmt. d (1994) (the “ALI Principles”) (“A significant aspect of oversight
by the board is continuing attention to the conduct of the corporation’s business.”).
262 ABA Model Bus. Corp. Act Ann. § 8.31 Official cmt. at 8-204.
27ALI Principles § 4.01(a) cmt. h.
28Cases illustrative of directors found liable for breaching the duty to monitor include Fran-
cis v. United Jersey Bank, 432 A.2d 814 (N.J. 1981), and Hoye v. Meek, 795 F.2d 893 (10th
Cir. 1986).
29Notable Delaware cases illustrative of this include Graham v. Allis-Chalmers Manufac-
turing Co., 188 A.2d 125 (Del. 1963), and In re Caremark International Inc. Derivative Lit-
igation, 698 A.2d 959 (Del. Ch. 1996).
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In summary, courts have generally been reluctant to impose liability on di-
rectors for failing adequately to monitor corporate affairs absent some form of sus-
tained inattention or abdication of duty. Courts have acknowledged that actively
engaged boards will not always be able to detect and prevent misconduct occur-
ring within the corporation. Thus, as long as reasonable efforts are undertaken to
remain attentive to and informed of the corporation’s business and affairs, direc-
tors generally will be found to have discharged their duty to monitor, even if loss-
creating activities go unnoticed.

Duty to Inquire

The second prong of the duty of oversight is the duty to inquire when, in the course
of monitoring corporate affairs, red flags arise indicating a potential problem that
merits more in-depth attention. As stated by the drafters of the Model Act:

embedded in the oversight function is the need to inquire when suspicions are
aroused. This duty is not a component of ongoing oversight, and does not entail
proactive vigilance, but arises when, and only when, particular facts and circum-
stances of material concern (e.g., evidence of embezzlement at a high level or the
discovery of significant inventory shortages) suddenly surface.30

Thus, in addition to remaining informed generally of corporate affairs through
ongoing monitoring, directors must exercise reasonable care to recognize and in-
quire about circumstances that awaken suspicion. The circumstances surrounding
a duty of inquiry can affect the manner and scope of inquiry that is appropriate.31

Director Exculpation

Since 1986, nearly every state has adopted a statute permitting a corporation to in-
clude in its charter a provision limiting the personal liability of the corporation’s
directors for monetary damages to the corporation or its shareholders for breaches
of fiduciary duty as a director, within certain public policy limits. These so-called
“exculpation” statutes go a long way toward providing protection of directors, but
the shield from liability is not absolute. All such exculpation statutes carve out cer-
tain types of liability for which the directors cannot be exculpated. In the Model
Act and in Delaware those limitations include liability: (i) for any breach of the di-
rector’s duty of loyalty to the corporation, (ii) for acts or omissions not in good
faith or that involve intentional misconduct or a knowing violation of law, (iii) for
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302 ABA Model Bus. Corp. Act Ann. § 8.31 Official cmt. at 8-204 to 8-205.
31Two recent cases illustrating the duty of inquiry are McCall v. Scott, 239 F.3d 808 (6th
Cir.), amended, 250 F.3d 997 (6th Cir. 2001) and In re Abbott Laboratories Derivative
Shareholders Litigation, 325 F.3d 795 (7th Cir. 2003).
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approving unlawful distributions under state law, or (iv) for any transaction from
which the director derived an improper personal benefit.

The carve out for “acts or omissions not in good faith or that involve inten-
tional misconduct or a knowing violation of law” leaves room for a finding of li-
ability in breaches of the duty of oversight. In this regard, it is noteworthy that the
Caremark court characterized its test for liability in the oversight context (i.e.,
“sustained or systematic failure of a director to exercise reasonable oversight”) as
conduct that lacks good faith. Accordingly, a failure to monitor that amounts to sus-
tained inattention or abdication is not likely to be protected by a customary direc-
tor exculpation provision.

A breach of the duty to inquire may be similarly vulnerable. As discussed pre-
viously, when “red flags” arise in the course of monitoring corporate affairs, direc-
tors have an affirmative duty to respond to those red flags by making further inquiry.
Under many states’ laws, a negligent failure to recognize and respond to red flags
may constitute a breach of this duty. However, when a director exculpation pro-
vision applies (such as that in the Model Act or the Delaware code), a director’s
failure to respond to red flags must amount to conduct “not in good faith” or must
involve “intentional misconduct” or “a knowing violation of law” in order to es-
tablish liability. Where, as under two leading cases regarding the duty to inquire
(McCall and Abbott), a failure to respond to red flags amounts to a “conscious dis-
regard of known risks,” this would constitute conduct not in good faith and, there-
fore, would not be protected by such a director exculpation provision.

Practical Applications of Fiduciary Duty Rules for 
the Compensation Committee in Specific Contexts

The Increasing Focus on “Good Faith” in Making Compensation Decisions

When directors of a corporation make business decisions on behalf of the corpo-
ration, they must satisfy their fiduciary duty of care.32 Likewise, members of the
compensation committee must satisfy a duty of care when making compensation
decisions. Recent decisions in the Delaware Supreme Court may be broadening
the focus to include a greater emphasis on the duty of good faith, as well.

As discussed in the previous section, a doctrine known as the business judg-
ment rule focuses the duty-of-care analysis of a business decision on the process
by which the decision was reached (e.g., whether all material information reason-
ably available was taken into consideration), as opposed to the substance of the de-
cision itself. Where the business judgment rule applies, the duty of care may be
characterized as a duty to exercise informed business judgment. However, even if
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a director makes a business decision in a manner that satisfies the duty-of-care due
process test, the business judgment rule will not protect a decision that cannot be
attributed to any rational business purpose.

Moreover, when directors know they are making material decisions without
adequate information and without adequate deliberation, their conduct may be con-
sidered to lack good faith. The recent case of In re Walt Disney Co. Derivative Lit-
igation33 should be of particular interest to directors serving on the compensation
committee. In that case, the plaintiffs alleged that Disney’s directors breached their
fiduciary duties when they blindly approved an employment agreement with
Michael Ovitz, and then, again without any review or deliberation, ignored Michael
Eisner’s dealings with Ovitz regarding his nonfault termination, resulting in an
award to Ovitz (allegedly exceeding $140 million) after barely one year of employ-
ment. As alleged, Eisner, Disney’s chief executive officer (CEO), decided unilater-
ally to hire Ovitz, Eisner’s close friend for over 25 years, as Disney’s president. The
Disney court summarized the facts alleged in the complaint as follows:

No draft employment agreements were presented to the compensation committee
or to the Disney board for review before the September 26, 1995 meetings. The
compensation committee met for less than an hour on September 26, 1995, and
spent most of its time on two other topics, including the compensation of direc-
tor Russell for helping secure Ovitz’s employment. With respect to the employ-
ment agreement itself, the committee received only a summary of its terms and
conditions. No questions were asked about the employment agreement. No time
was taken to review the documents for approval. Instead, the committee approved
the hiring of Ovitz and directed Eisner, Ovitz’s close friend, to carry out the ne-
gotiations with regard to certain still unresolved and significant details.

The [board] met immediately after the committee did. Less than one and one-
half pages of the fifteen pages of [board] minutes were devoted to discussions of
Ovitz’s hiring as Disney’s new president. Actually, most of that time appears to
have been spent discussing compensation for director Russell. No presentations
were made to the [board] regarding the terms of the draft agreement. No ques-
tions were raised, at least so far as the minutes reflect. At the end of the meeting,
the [board] authorized Ovitz’s hiring as Disney’s president. No further review or
approval of the employment agreement occurred. Throughout both meetings, no
expert consultant was present to advise the compensation committee or the [board].
Notably, the [board] approved Ovitz’s hiring even though the employment agree-
ment was still a “work in progress.” The [board] simply passed off the details to
Ovitz and his good friend, Eisner.34
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33825 A.2d 275 (Del. Ch. 2003).
34Id. at 287 (footnote omitted).
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The complaint alleged facts depicting even less involvement by the Disney
board in the decision to grant Ovitz a nonfault termination, which, in turn, triggered
significant financial benefits to Ovitz. That decision allegedly was made by Eis-
ner and one other director without ever consulting the board. Once the board was
made aware of the decision, the directors allegedly did nothing to question it, ex-
plore alternatives, or evaluate the implications of the nonfault termination.

Denying the directors’ motion to dismiss the claims, the Disney court
concluded:

These facts, if true, do more than portray directors who, in a negligent or grossly
negligent manner, merely failed to inform themselves or to deliberate adequately
about an issue of material importance to their corporation. Instead, the facts al-
leged in the new complaint suggest that the defendant directors consciously and
intentionally disregarded their responsibilities, adopting a “we don’t care about
the risks” attitude concerning a material corporate decision. Knowing or deliber-
ate indifference by a director to his or her duty to act faithfully and with appro-
priate care is conduct, in my opinion, that may not have been taken honestly and
in good faith to advance the best interests of the company. Put differently, all of
the alleged facts, if true, imply that the defendant directors knew that they were
making material decisions without adequate information and without adequate
deliberation, and that they simply did not care if the decisions caused the corpo-
ration and its stockholders to suffer injury or loss. Viewed in this light, plaintiffs’
new complaint sufficiently alleges a breach of the directors’ obligation to act
honestly and in good faith in the corporation’s best interests for a Court to con-
clude, if the facts are true, that the defendant directors’ conduct fell outside the
protection of the business judgment rule.35

The court also concluded that the plaintiffs’ claims fell outside the protection
of the director exculpation provision in Disney’s charter because the claims were
based on alleged actions that are either “not in good faith” or “involve intentional
misconduct.”36

Thus, the lesson for compensation committees from Disney is that blind re-
liance on the business judgment rule is not warranted, especially in matters as fun-
damental to the committee’s charge as considering and approving the terms of
management compensation and severance. Moreover, if the committee’s action in
approving such an arrangement is deemed to lack good faith, the director exculpa-
tion provision in the company’s charter is not likely to be an effective shield to li-
ability for personal damages for claimed harm resulting to the company or its
shareholders.
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35Id. at 289 (emphasis in original) (citation omitted).
36Id. at 290.
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Public Disclosure of Compensation and Philosophy

As a committee of the board of directors of a public company, the compensation
committee is called upon to address the shareholders directly, in the form of an
annual report on the committee’s compensation policies applicable to the com-
pany’s executive officers. This report appears in the proxy statement for meetings
at which directors are elected and/or in the company’s annual report on Form 10-K.
Specific discussion is required of the compensation committee’s basis for the
CEO’s compensation, including the factors and criteria upon which the CEO’s
compensation was based, and the relationship of the company’s performance to
the CEO’s compensation.37

Whenever corporate fiduciaries communicate publicly or directly with share-
holders, they must do so honestly, candidly, and completely in all material re-
spects.38 This standard of disclosure arises out of the more general fiduciary duties
of good faith, care, and loyalty.

A leading case for this proposition is Malone v. Brincat,39 in which the
Delaware Supreme Court found an implied duty of accurate and honest disclosure
whenever directors communicate publicly on behalf of the corporation, stating:

Whenever directors communicate publicly or directly with shareholders about the
corporation’s affairs, with or without a request for shareholder action, directors
have a fiduciary duty to shareholders to exercise due care, good faith and loyalty.
It follows a fortiori that when directors communicate publicly or directly with
shareholders about corporate matters the sine qua non of directors’ fiduciary duty
to shareholders is honesty.40

However, Malone and its progeny are directly addressing disclosures that have
a direct impact on the financial condition of the company and may not bear as
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37For more information on the nature of this required report, see Item 402(k) of Regulation
S-K of the Securities and Exchange Commission, which is discussed in Chapter 6 and in-
cluded in full in Appendix A.
38See, e.g., Malone v. Brincat, 722 A.2d 5 (Del. 1998); Marhart, Inc. v. CalMat Co., No.
11,820, 1992 WL 82365, at *3 (Del. Ch. Apr. 22, 1992) (“fiduciaries who undertake the re-
sponsibility of informing stockholders about corporate affairs . . . [are] required to do so
honestly”); Freedman v. Rest. Assocs. Indus., Inc., No. 9212, 1990 WL 135923, at *5 (Del.
Ch. Sept. 21, 1990) (holding that where management chooses to disclose certain informa-
tion, the information must be stated honestly and candidly); and Kelly v. Bell, 254 A.2d 62,
71 (Del. Ch. 1969) (“[o]f course directors owe a duty to honestly disclose all material facts
when they undertake to give out statements about the business to stockholders”), aff’d, 266
A.2d 878 (Del. 1970).
39722 A.2d 5 (Del. 1998).
40Malone, 722 A.2d at 10.
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directly on disclosures of policy such as the compensation committee’s proxy
report, where “honesty” is less of an issue than clarity and completeness. This dis-
tinction is perhaps illustrated in the SEC’s position that the compensation com-
mittee’s annual report to shareholders is not subject to the liabilities of Section 18
of the Securities Exchange Act of 1934 (Exchange Act), which subjects a person
to civil liability for misleading statements made in a document filed with the
SEC.41 Certainly, this does not excuse the compensation committee from being
forthright, thoughtful, and honest in its report. However, the scrutiny applied to the
report may not be quite as intense as for disclosure of a more factual nature that
could affect the financial condition of the company.

Change-in-Control Considerations

Compensation committees should be particularly mindful of the increased scrutiny
that may be accorded their decisions about executive compensation or employment/
severance agreements in anticipation of a “hostile” change in control of the com-
pany (such as a tender offer or unsolicited merger proposal).

Directors faced with a takeover attempt are inherently endowed with compet-
ing interests. On the one hand, they must, as always, act in the best interests of the
corporation and its shareholders, complying with the familiar duties of care, loyalty,
and good faith. On the other hand, a change in control of the corporation often por-
tends a change in management, including directors, thus feeding the directors’ (par-
ticularly management directors’) self-interest in preserving their positions with the
company. Recognizing this inherent conflict, the Delaware judiciary introduced a
notion of heightened scrutiny for board decisions made in defensive situations.
Under this so-called “Unocal” standard,42 the business judgment rule will not apply
to protect the board’s defensive action unless (i) the directors can show that they had
reasonable grounds for believing that a danger to corporate policy and effectiveness
existed because of another person’s stock ownership, and (ii) any defensive measure
taken is reasonable in relation to the threat posed.

Once in a defensive situation, the Unocal standard would apply, for example,
to decisions to approve change-in-control severance agreements for management or
to approve generous executive compensation packages, both of which can have a
deterrent effect to the acquiror. Having a majority of independent directors making
the decision materially enhances the board’s ability to satisfy the Unocal standard.

Whether or not in a defensive situation, when considering employment, sever-
ance, or retirement agreements for management, the compensation committee
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41Item 402(a)(9) of Regulation S-K of the Securities and Exchange Commission; Section 18
of the Securities Exchange Act of 1934.
42Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946 (Del. 1985).
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should insist on reviewing numerical illustrations of the effect of the proposed
benefits under various scenarios. An understanding of the magnitude of the arrange-
ment is a baseline for the committee’s ability to form a reasonable belief that it is
in the best interest of shareholders. For example, while it is not uncommon to see
agreements with full change-in-control tax gross-up protection for executive offi-
cers, or a “free-walk” period following a change in control during which the ex-
ecutive can resign without provocation and receive a full severance benefit, the
committee should fully understand the practical effects and hypothetical costs of
such provisions before approving them. To appreciate the potential cost of such pro-
visions, it is necessary to understand the nature and operation of the so-called
“golden parachute” excise tax. For a more technical discussion of these tax rules,
see Chapter 7.

SRO CORPORATE GOVERNANCE RULES AND 
“BEST PRACTICE” RECOMMENDATIONS

NYSE and Nasdaq Rules

On November 4, 2003, the SEC approved significant changes to the listing stan-
dards of the NYSE and Nasdaq that are intended to enhance corporate governance
and bolster investor confidence following a number of well-publicized corporate
failures among U.S. public companies.43 These listing standards changes are the
culmination of nearly two years of deliberations among the SEC, the NYSE, and
Nasdaq (including a public comment period) that resulted in at least six separate
rulemaking proposals and 16 amendments.

These listing standards supplement, rather than replace, the corporate gover-
nance reforms adopted by the SEC pursuant to the Sarbanes-Oxley Act of 2002.
Both the NYSE and Nasdaq generally conformed their listing standards to the audit
committee composition requirements, compliance dates, and transition periods
under the SEC’s Exchange Act Rule 10A-3, which was adopted pursuant to Section
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43Self-Regulatory Organizations; New York Stock Exchange, Inc. and National Association
of Securities Dealers, Inc.; Order Approving Proposed Rule Changes (SR-NYSE-2002-33
and SR-NASD-2002-141) and Amendments No. 1 thereto; Order Approving Proposed Rule
Changes (SR-NASD-2002-77, SR-NASD-2002-80, SR-NASD-2002-138, and SR-NASD-
2002-139) and Amendments No. 1 to SR-NASD-2002-80 and SR-NASD-2002-139; and
Notice of Filing and Order Granting Accelerated Approval of Amendment Nos. 2 and 3 to
SR-NYSE-2002-33, Amendment Nos. 2, 3, 4, and 5 to SR-NASD-2002-141, Amendment
Nos. 2 and 3 to SR-NASD-2002-80, Amendment Nos. 1, 2, and 3 to SR-NASD-2002-138,
and Amendment No. 2 to SR-NASD-2002-139, Relating to Corporate Governance,
www.sec.gov/rules/sro/34-48745.htm (Nov. 4, 2003).
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301 of the Sarbanes-Oxley Act. In addition, the NYSE and Nasdaq each modified
its rules in certain respects to conform to the standards proposed by the other.

Without going into detail here about all aspects of these new corporate gov-
ernance listing standards, Exhibit 5.1 gives a brief overview and comparison of the
NYSE and Nasdaq rules.
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Exhibit 5.1 NYSE and Nasdaq Corporate Governance Rules

NYSE Standards Nasdaq Standards

Composition of 
Board of 
Directors

Definition of 
Director 
Independence

Must have a majority of
independent directors.

Board must affirmatively
determine that the director has no
material relationship with the
company.

The following persons cannot be
considered independent:

• A director who is or was in the
last three years an employee of
the company, or whose
immediate family member is or
was in the last three years an
executive officer of the
company.

• A director who, or whose
immediate family member,
received in the last three years
more than $100,000 per year in
direct compensation from the
company.

• A director who is or was in the
last three years affiliated with or
employed by, or whose
immediately family member is
or was in the last three years
affiliated with or employed in a
professional capacity by, a
present or former internal or
external auditor of the company.

Must have a majority of
independent directors and
identify them in the proxy
statement.

Board must affirmatively
determine that the director has no
relationships that would interfere
with the exercise of independent
judgment.

The following persons cannot be
considered independent:

• A director who is or was in the
last three years an employee of
the company or an affiliate.

• A director who, or whose
family member, accepted in the
last three years payments in
excess of $60,000 from the
company or an affiliate.

• A director with any family
member who is or was in the
last three years an executive
officer of the company or an
affiliate.

• A director who is, or has a
family member who is, a
partner, controlling shareholder,
or executive officer of any
organization to which the
company made, or from which
the company received,

(continues)
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Exhibit 5.1 Continued

NYSE Standards Nasdaq Standards

Nonmanagement
Director
Executive
Sessions

Nominating/
Corporate
Governance
Committee

• A director who, or whose
immediate family member, is
or was in the last three years
employed as an executive
officer of another company
where any of the listed
company’s present executives
serve on the compensation
committee of the other
company.

• A director who is an executive
officer or employee of, or
whose immediate family
member is an executive officer
of, another company that
makes payments to or receives
payments from the company
for property or services in an
amount that in any single fiscal
year exceeds the greater of $1
million or 2% of the other
company’s consolidated gross
revenues, is not independent
until three years after falling
below such threshold.

Nonmanagement directors (which
may include directors who do not
qualify as “independent”) must
meet in regularly scheduled
executive sessions without
management present.

An executive session of only
“independent” directors should
be held at least once a year.

Company must have a
nominating/corporate governance
committee composed entirely of
independent directors.

The committee must have and
publish a written charter.

payments for property or
services in the last three years,
that exceeded the greater of
$200,000 or 5% of the
recipient’s consolidated gross
revenues for the year in which
the payments were made.

• A director who is, or who has a
family member who is,
employed as an executive
officer of another entity where
at any time during the current
or past three years any of the
executive officers of the listed
company served on the
compensation committee of
such other entity.

• A director who is, or whose
family member is, a current
partner of the company’s
outside auditor, or was a
partner or employee of the
company’s outside auditor who
worked on the company’s audit
at any time during any of the
past three years.

Independent directors must
regularly meet in executive
sessions at which only they are
present (Nasdaq “contemplates”
that these meetings will be held
at least twice a year).

A nominating committee
comprised solely of independent
directors or a majority of the
independent directors must select,
or recommend for the board’s
selection, director nominees.

The company must certify that it
has adopted a formal written
charter or board resolution
addressing the nominations
process.

Definition of 
Director 
Independence
(continued)
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Exhibit 5.1 Continued

NYSE Standards Nasdaq Standards

Compensation
Committee

Audit
Committee
Member
Qualifications

Must be composed entirely of
independent directors.

The committee must adopt and
publish a written charter. The
charter must be included on the
company’s Web site, and the
Form 10-K must state that the
charter is available on the Web
site and in print to any
shareholder who requests it.

Independence. Company must
have an audit committee with a
minimum of three members, who
each satisfy the independence
requirements under both the
NYSE and Exchange Act Rule
10A-3(b)(11).

CEO compensation must be
determined, or recommended to
the board for determination,
either by a compensation
committee comprised solely of
independent directors or a
majority of the independent
directors, and the CEO may not
be present during voting or
deliberations. Compensation of
all other executive officers must
be determined in the same
manner, except that the CEO may
be present.

If the compensation committee
has at least three members, one
nonindependent director (who is
not an officer or employee or a
family member of an officer or
employee) may serve on the
committee (for no more than two
years) if the board, under
exceptional and limited
circumstances, determines it is in
the company’s and the
shareholders’ best interests. The
nature of such nonindependent
director’s relationship with the
company and the reasons for the
board’s determination must be
disclosed in the next annual
proxy statement or in its Form
10-K if a proxy statement is not
filed.

Independence. Company must
have an audit committee
consisting of at least three
directors who each satisfy the
independence requirements under
Nasdaq and Exchange Act Rule
10A-3(b)(11) and have not
participated in the preparation of

(continues)
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Audit
Committee
Member
Qualifications
(continued)

Audit
Committee
Charter and
Internal Audit
Function

Shareholder
Approval of
Equity
Compensation
Plans

Corporate
Governance
Guidelines

Codes of
Business
Conduct and
Ethics

the financial statements of the
company or any current
subsidiary of the company at any
time during the past three years.

Financial Literacy. Members
must be able to read and
understand financial statements.
The company must certify that at
least one audit committee
member is financially
sophisticated (as defined).

Audit committee must adopt a
written charter.

The company must conduct an
appropriate review of all related-
party transactions (as defined in
Item 404 of Regulation S-K) on
an ongoing basis, and all such
transactions shall be approved by
the audit committee or another
independent body of the board of
directors.

See Chapter 6 for a discussion of
these rules.

No requirement.

Company must have a publicly
available code of conduct that
complies with the definition of a
Code of Ethics under the
Sarbanes-Oxley Act and which is
applicable to all directors,
executive officers, and
employees. Only the board of
directors may grant waivers of
compliance with the code for

Financial Literacy. Each member
of the audit committee must be
financially literate or must
become financially literate within
a reasonable period of time after
appointment to the committee. At
least one member also must have
accounting or related financial
management expertise.

Audit committee must adopt and
publish a written charter. The
company must also establish an
internal audit function, which
may be outsourced to a firm other
than its independent auditor.

The company must include the
audit committee charter on its
Web site, and the Form 10-K
must state that the information is
available on the Web site and in
print to any shareholder who
requests it.

See Chapter 6 for a discussion of
these rules.

Company must adopt and
disclose corporate governance
guidelines.

Company must adopt and
disclose a code of business
conduct and ethics for directors,
officers, and employees. Only the
board of directors or a board
committee may waive provisions
of the code for executive officers
or directors, and such waivers
must be promptly disclosed to the
company’s shareholders.

Exhibit 5.1 Continued

NYSE Standards Nasdaq Standards
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Codes of
Business
Conduct and
Ethics
(continued)

Certifications

Enforcement

executive officers and directors,
and all such waivers, as well as
the reason for the waiver, must
be disclosed on a Form 8-K
within five days.

No requirement.

Nasdaq may deny relisting to a
company based upon a corporate
governance violation that
occurred while that company’s
appeal of the delisting was
pending. A material
misrepresentation or omission by
an issuer to Nasdaq may form the
basis for delisting.

CEOs of listed companies must
certify to the NYSE each year
that, as of the date of the
certification, he or she is not
aware of any violation by the
listed company of the NYSE
corporate governance listing
standards.

NYSE may issue public
reprimand letters, suspend
trading, or delist a company for
violations of listing standards.

Exhibit 5.1 Continued

NYSE Standards Nasdaq Standards

Business Groups Weigh In with “Best Practices” Recommendations
Regarding Executive Compensation

The Conference Board Report

The Conference Board’s 12-member Commission on Public Trust and Private
Enterprise was formed in 2002 to address the circumstances that led to the well-
publicized corporate scandals of 2001 and 2002 and the resulting decline of confi-
dence in corporations, their leaders, and America’s capital markets. The first of the
Commission’s three reports, entitled “Executive Compensation: Principles, Recom-
mendations and Specific Best Practice Suggestions,” was published in September
2002.44 The Commission first identified certain factors related to executive com-
pensation that it believed contributed to the corporate implosion, including overuse
of fixed-price stock options in the face of a sustained bull market, an imbalance be-
tween unprecedented levels of executive compensation and the relationship to

44www.conference-board.org/PDF_free/756.pdf
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long-term company performance, lack of independent and vigorous oversight by
compensation committees, and the lack of downside risk in compensation vehicles.
The report sets out seven principles that are intended to guide compensation com-
mittees to restore good corporate governance, followed in each instance with spe-
cific practice suggestions. This report, along with those that follow, is suggested
reading for all directors who serve on compensation committees.

Breeden Report on MCI: “Restoring Trust”

Next out of the box was the so-called Breeden Report.45 This report arose out of
the bankruptcy of WorldCom in 2002, which followed accusations of accounting
fraud and executive malfeasance by former CEO Bernie Ebbers. The court ap-
pointed Richard Breeden (who is a former chairman of the SEC) to serve as cor-
porate monitor to investigate corporate practices at WorldCom and issue a report
of recommendation. Published in August 2003, the Breeden Report contains 78
detailed recommendations dealing with board governance. All of these were ac-
cepted unanimously by the new MCI board. Of the 78 specific recommendations,
nine relate to executive compensation practices, five to director compensation, and
nine to the compensation committee itself.

While the Breeden Report is specific to MCI, generally speaking, its recom-
mendations are ultraconservative positions when compared to historical practices.
Some of the more noteworthy recommendations are mandatory 10-year term lim-
its for directors, separating the chairman and CEO positions, a requirement to
change accounting firms every 10 years, an absolute prohibition on granting stock
options, and the requirement that compensation limits be housed in the corporate
charter or bylaws. Some of the other recommendations may be useful for consid-
eration. In any event, the Breeden Report is interesting reading for its creativity if
not for practical guidance.

Business Roundtable Report

The Business Roundtable is an association of CEOs of leading U.S. corporations
with a combined workforce of 10 million employees and over $3.7 trillion in an-
nual revenues. It is recognized as an authoritative voice on matters affecting U.S.
business corporations, and as such has an interest in improving corporate gover-
nance practices. In November 2003, The Business Roundtable published its “Re-
port on Executive Compensation: Principles and Commentary,” containing and
discussing a list of six corporate governance principles relating to executive com-
pensation. Short and to the point, they are as follows, with commentary on each
principle contained in the longer report:46
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1. Executive compensation should be closely aligned with the long-term interests
of shareholders and with corporate goals and strategies. It should include sig-
nificant performance-based criteria related to long-term shareholder value and
should reflect upside potential and downside risk.

2. Compensation of the CEO and other top executives should be determined by a
compensation committee composed entirely of independent directors, either as
a committee or together with the other independent directors based on the com-
mittee’s recommendations.

3. The compensation committee should understand all aspects of the compensation
package and should review the maximum payout under that package, including
all benefits. The compensation committee should understand the maximum pay-
out under multiple scenarios, including retirement, termination with or without
cause, and severance in connection with business combinations on sale of the
business.

4. Compensation committees should require executives to build and maintain sig-
nificant continuing equity investment in the corporation.

5. The compensation committee should have independent, experienced expertise
available to provide advice on new executive compensation packages or sig-
nificant changes in existing packages.

6. Corporations should provide complete, accurate, understandable, and timely
disclosure to shareholders concerning all significant elements of executive com-
pensation and executive compensation packages.

NACD Report

Shortly on the heels of The Business Roundtable report, the National Association of
Corporate Directors (NACD) Blue Ribbon Commission published in December
2003 its report on executive compensation and the role of the compensation com-
mittee.47 Primary issues addressed in the NACD report include (i) identifying and
addressing key challenges for the compensation committee, such as establishing a
healthy dynamic on the committee that encourages constructive skepticism, finding
better ways to measure and reward performance, and understanding the complexity
and true cost of executive pay; (ii) development of a sound compensation philoso-
phy; and (iii) focus on the composition, duties, and support of the compensation
committee.

Institutional Shareholder Services Report

Institutional Shareholder Services (ISS) maintains that, while independent directors
bear much of the responsibility to ensure good corporate governance, shareholders
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also should play a critical role in the governance process. ISS issues proxy voting
and corporate governance guidelines to institutional investors and corporations. In
January 2004, ISS published its report on “ISS Domestic Corporate Governance
Policy: 2004 Updates.” The report discusses ISS’s current and new policy positions
on a number of corporate governance issues and addresses the rationale behind its
evolving policies with respect to particular issues. There are over 15 corporate gov-
ernance issues identified and discussed in the 2004 report, including board inde-
pendence, “overboarded” directors, mandatory holding periods for equity awards,
performance-based stock options, SERP provisions, the definition of independent
directors, and equity-based compensation plans. Given the increased focus on
shareholders’ interests, compensation committee members should find this report
instructive for anticipating reactions of institutional shareholders with respect to
corporate governance and executive compensation issues.

TIAA-CREF Policy Statement

The fourth edition of the policy statement on corporate governance by TIAA-
CREF48 reflects its policies and guidelines in light of recent changes in the cor-
porate governance and equity compensation arena. The statement discusses
TIAA-CREF’s policies and guidelines with respect to the following aspects of cor-
porate governance: (i) the board of directors, (ii) shareholders’ rights and responsi-
bilities, (iii) executive compensation, (iv) the role of independent advisors, (v)
governance of companies domiciled outside the United States, (vi) social respon-
sibility issues, and (vii) guidelines for assessing compensation plans.

DELEGATION OF AUTHORITY TO MAKE EQUITY GRANTS

Source of Authority to Grant Shares

Under most states’ laws, the ability to approve the issuance of stock (and therefore
the ability to grant rights to acquire stock) is housed in the board of directors. The
board can, and typically does, delegate this authority, in part, by designating the
compensation committee as administrator of the company’s equity compensation
plans, and giving the compensation committee delegated authority to approve and
grant equity awards under such plans.

The following subsection discusses issues relating to further delegation by the
compensation committee—both downward to one or more officers and, more rarely,
upward to the independent directors as a group.
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Downward Delegation

State Law Delegation Authority

Acknowledging the need in today’s business environment to make equity awards
more frequently than the compensation committee is likely to meet, Delaware re-
cently enacted Section 157(c) of the Delaware General Corporation Law (DGCL),
making it expressly permissible for the board of directors to delegate to one or more
officers of the company (even officers who are not directors) the authority, within
designated parameters, to grant “rights and options” with respect to company stock.
Such grants can be made to officers and employees of the company, but not to con-
sultants or nonemployee directors, and the designated officers cannot make grants
to themselves. Other states have similar laws.

There is some question as to whether DGCL Section 157(c) extends to the
grant of restricted stock, which is not technically a “right or option” but rather an
outright grant of stock—although some conjecture that restricted stock is a right
to “buy” stock through the provision of services over the vesting period.

In light of this uncertainty, a more conservative and comprehensive method
of complete delegation is to have the board, pursuant to DGCL Section 141(c)(2),
or the corresponding provision of other states’ corporation codes, designate an in-
side director, such as the CEO (in his or her capacity as a director), as a single-
member committee of the board for purposes of making grants of all types of
incentive awards under the company’s incentive plan (including, for example, op-
tions, stock appreciation rights, performance shares, restricted stock, and other
equity-based awards) within designated parameters. Under this type of delegated
authority (in contrast to delegated authority under DGCL 157(c)), the single-member
board committee could also make grants to consultants.

Practical Advice

The board’s delegating resolutions should require the special committee to regu-
larly report all such grants to the compensation committee, but not require further
ratification or approval. It is important for tax, accounting, and securities reasons
to be able to pinpoint the grant date as the date of the special committee’s action,
which is possible only where there is a complete delegation of grant authority (i.e.,
subject to prescribed guidelines but with no subsequent ratification required).

Such specific delegation of grant authority to an officer or to a single board
member should be viewed as a pragmatic business practice in keeping with sound
corporate governance principles. This is evidenced by Delaware’s enactment in
2001 of DGCL Section 157(c), discussed previously, which strikes a proper bal-
ance between (i) a company’s need for flexibility, for example, to make time-
sensitive special inducement awards or routine awards to rank-and-file employees,
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and (ii) appropriate board oversight imbedded in the delegation parameters. The
single-member board committee approach is even more conservative than that
permitted under DGCL Section 157(c), in that it maintains the granting authority
within the confines of the board.

Precise limitations built into the delegation resolutions—limiting the number,
price, and other terms of awards that can be granted by the special committee—
further safeguard against allegations of lax corporate governance. In furtherance
of this, it is recommended that the board or the compensation committee adopt a
form of award agreement(s) to be used by the special committee pursuant to its
delegated authority.

While the special committee holding delegated authority could distribute the
awards within the delegation parameters however it wants—theoretically even
granting all the shares to one person—as a practical matter, such committee should
take a more thoughtful approach to the allocation to assure that the available shares
are distributed fairly and appropriately to the eligible grantees.

Section 16 Issues

The delegated authority should specifically exclude grants to persons who are di-
rectors or executive officers of the company as of the date of grant. In order to pro-
vide a ready exemption from the short-swing profit recovery rules of Section 16(b)
of the Exchange Act, grants to such persons should be made either by the full board
or by a committee that consists solely of two or more “non-employee” directors, as
defined in Rule 16b-3 (i.e., typically the compensation committee). For this pur-
pose, the grant date is the relevant focus for determining a grantee’s status as a Sec-
tion 16 insider—the fact that a person may later become a Section 16 insider will
not affect the original exemption for the grant of the award.

The delegating resolutions could specifically preauthorize the delivery or
withholding of company stock to pay the exercise price of an option or the tax li-
ability associated with an award. That is appropriate, in that such preapproval se-
cures the Rule 16b-3(e) exemption for such transaction (a disposition of shares to
the issuer) for a person who, while not a Section 16 insider at the date of grant, be-
comes a Section 16 insider before the time of exercise or vesting of the award.

Internal Revenue Code Section 162(m) Issues

As discussed in more detail in Chapter 7, Section 162(m) of the Internal Rev-
enue Code (Code) limits the company’s income tax deduction to $1 million of
compensation paid to any one of its “covered employees” in a given year, except
for compensation that qualifies as “performance-based” under such tax provi-
sion. To be performance-based, an award generally must (among other things) be
approved in advance by a committee of the board consisting solely of two or more

114 Corporate Governance

ch05_4312.qxd  8/24/04  12:06 PM  Page 114



directors who are “outside” directors, as defined in the Code Section 162(m)
regulations (which would not include the CEO).

In contrast to the Section 16 issue discussed earlier, it is the time that the tax-
able event occurs (i.e., the exercise date in the case of a nonqualified option, or the
vesting date in the case of a performance-based restricted stock award)—as op-
posed to the grant date—that is the relevant focus for purposes of determining a
grantee’s status as a “covered employee” because that is the time the company
seeks to take the tax deduction. Because it is not possible to know at the date of
grant whether a person will later become a “covered employee” during the life of
the award, it is recommended that the special committee avoid making grants to
any employees who are reasonably expected to become a “covered employee” dur-
ing the term of the award. It would be better to have the compensation committee
make awards to those grantees, in anticipation of preserving the full tax deduction.

Amendment to Incentive Plans

Oftentimes, a company’s equity incentive plan gives the compensation committee
sole authority to make grants under the plan. To permit the desired delegation of
authority to a special committee (such as the CEO), it may be necessary to effect
a plan amendment. Depending on the terms of the plan, such amendment may or
may not require shareholder approval. However, absent a plan provision requiring
shareholder approval, such an amendment most likely would not constitute a “ma-
terial revision or amendment” of the plan that would require shareholder approval
under the new NYSE or Nasdaq shareholder approval rules. Such an amendment
is not among (or even similar to) the listed plan revisions that would in all cases
be deemed material, specifically: (i) a material increase in benefits to participants
(Nasdaq only), (ii) a material increase in the number of shares available under the
plan, (iii) an expansion of the types of awards that may be granted under the plan,
(iv) a material expansion in the class of persons eligible to participate in the plan,
(v) a material extension of the term of the plan, (vi) a material change to the
method of determining the strike price of options under the plan, or (vii) the dele-
tion or limitation of any provision prohibiting the repricing of options.

Compensation Committee Charter

The charter of the compensation committee may need to be amended to reference
the delegation of grant authority to a person or entity other than the compensation
committee. The new NYSE corporate governance rules require the compensation
committee charter to address “the Committee’s purpose and responsibilities—
which, at a minimum, must be to have direct responsibility to . . . make recom-
mendations to the board with respect to non-CEO compensation . . .” (NYSE
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Rule 303A.05(b)(i)(B)). The NYSE’s “Frequently Asked Questions” indicate
that the term non-CEO compensation in this regard means compensation of Sec-
tion 16 officers other than the CEO. Compensation for employees who are not
Section 16 officers may, but need not be, set by the compensation committee.
Therefore, it would not be inconsistent with NYSE corporate governance rules to
permit someone other than the compensation committee to make equity awards
to nonexecutive officers.

Upward Delegation

Compensation committees are under far more scrutiny for their decisions in
today’s environment than ever before. An interesting reaction of some compen-
sation committees is an inclination to share the spotlight by making recommen-
dations for compensation decisions to the full board, or at least to the larger group
of independent directors, as much as possible. This raises interesting issues, includ-
ing (i) whether such delegation is permitted by NYSE and Nasdaq rules; (ii) whether
awards approved by the independent directors, as a group, can qualify as deductible
“performance-based” compensation under Code Section 162(m); and (iii) how such
delegation affects public disclosure of the decision-making process. These are
discussed in turn next.

NYSE Rules

Under NYSE rules, there are certain aspects of CEO compensation that cannot be
delegated to any group other than the compensation committee (or a committee
performing similar functions):

• The review and approval of corporate goals and objectives relevant to CEO
compensation

• The evaluation of the CEO’s performance in light of those goals and objectives

Therefore, any award to the CEO that entails the setting of goals and objec-
tives and evaluation of performance against such goals and objectives (such as a
cash incentive bonus intended to be exempt from the Code Section 162(m) de-
duction limit or a performance-based restricted stock unit award) must be made by
the compensation committee alone, and not by the larger group of independent
directors.

NYSE rules would allow the ultimate level of pay to the CEO (based on the
compensation committee’s performance evaluation) to be set by the larger group
of independent directors in concert with the compensation committee. However,
performance-based awards to the CEO will in most cases be intended to qualify
for a full tax deduction under Code Section 162(m), and therefore must by definition
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be objectively determinable (i.e., leaving no discretion to determine what the actual
award level will be if the goals are attained—other than discretion to pay less than
the formula amount). In that case, there would be little aspect of such an award that
could (under NYSE rules) be relegated to the independent directors as a group (i.e.,
only a decision to pay the CEO less than the amount resulting from the formulaic
performance award).

Nasdaq Rules

Under Nasdaq rules, the compensation of the CEO and other executive officers
may be set by a compensation committee comprised solely of independent direc-
tors or by a majority of the independent directors. Therefore, such upward delega-
tion should not be an issue for a Nasdaq company.

Code Section 162(m) Deductibility

Awards approved by the independent directors as a group could qualify for the “per-
formance-based” compensation exception under Code Section 162(m) only if all of
the independent directors meet the definition of “outside” directors under Code Sec-
tion 162(m). The test for “outside” directors is similar, but not identical, to the test
for “independent” directors under the NYSE/Nasdaq rules and “non-employee” di-
rectors under Section 16 rules.

Public Disclosure Issues

If the independent directors, as a group, are, by having ultimate approval authority
for executive compensation decisions, performing the essential function of the com-
pensation committee, the compensation committee report would need to be made
over the names of all such directors. Alternatively, if one concludes that the inde-
pendent directors are not, by virtue of merely acting on recommendations made by
the compensation committee, serving the essential function of the compensation
committee, then if the board or the independent directors modify or reject in any ma-
terial way any action or recommendation made by the compensation committee
with respect to such decisions, the compensation committee report must so indicate
and explain the reasons for their actions and be made over the names of all such di-
rectors. In short, such “passing of the buck” may lead to some interesting and unin-
tended disclosures.
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Chapter 6

Securities Issues

This chapter discusses certain specific securities issues that should be of particular
interest to compensation committees of public companies. The first section contains
a discussion of special rules regarding insider trading, including (i) the reporting sys-
tem and short-swing profit liability provisions of Section 16 of the Securities Ex-
change Act of 1934 (Exchange Act), (ii) the prohibition against trading on “inside
information,” (iii) the prohibition against insider trades during pension fund black-
out periods, and (iv) sales of restricted and control stock under Rule 144 of the Se-
curities Act of 1933 (Securities Act). The next section addresses recent NYSE and
Nasdaq rules regarding shareholder approval of equity compensation plans. The
following two sections cover public disclosure of equity compensation plans and
compensation of and transactions with directors and officers. The chapter concludes
by highlighting the effect of certain other provisions of the Sarbanes-Oxley Act of
2002 on executive compensation, including the prohibition on loans to directors and
executive officers (Section 402) and the requirement to disgorge profits from equity
awards upon certain financial restatements (Section 304).

SPECIAL RULES AFFECTING INSIDER TRADING

Section 16 of the Exchange Act

Background

Section 16 of the Exchange Act was adopted in response to perceived abuses by
corporate insiders thought to be trading on material nonpublic information. Section
16 operates without regard to the insider’s awareness or use of material nonpublic
information, achieving its intended deterrent effect by (i) requiring certain officers,
all directors, and all shareholders beneficially owning more than 10% of the issuer’s
equity securities (collectively, “Reporting Persons”) to file reports indicating their
present beneficial ownership of the issuer’s equity securities and reporting all sub-
sequent changes in such beneficial ownership, and (ii) allowing the issuer’s share-
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holders to sue on behalf of the issuer to recapture all “short-swing” profits realized
by a Reporting Person from any nonexempt purchase and sale (or sale and purchase)
of the issuer’s equity securities within any six-month period.

An officer will be considered a Reporting Person if he or she performs policy-
making functions within the issuer—including the chief executive officer (CEO),
president, principal accounting officer, principal financial officer, and officers in
charge of significant subsidiaries, business units, or divisions. The board should des-
ignate its Section 16 officers each year, based on the changing roles and responsi-
bilities of the issuer’s officers. In addition to permitting private actions to require
a Reporting Person to disgorge any short-swing profit, the securities laws also
permit the SEC to seek court orders imposing civil monetary penalties of up to
$500,000 for each violation of federal securities law. In addition, all late Section
16 reports (and/or the failure to file a report) must be disclosed in the issuer’s Form
10-K and proxy statement, identifying the late filer by name and number of late
transactions.

Reporting Requirements

Initial Report—Form 3 Each Reporting Person is required to file with the SEC
an “Initial Statement of Beneficial Ownership of Securities” on Form 3 within 10
days after becoming a director, executive officer, or 10% shareholder. The Form
3 establishes the Reporting Person’s baseline securities ownership position for re-
porting purposes. A Form 3 must be filed even if the director or officer does not
own shares of company stock.

Subsequent Reports—Form 4 A Reporting Person must keep the information
on file with the SEC up to date by filing reports on Form 4 (“Statement of Changes
in Beneficial Ownership of Securities”) and Form 5 (“Annual Statement of
Changes in Beneficial Ownership of Securities”). A Form 4 must be filed electron-
ically with the SEC no later than the second business day following the day on
which the transaction has been executed that results in a change in the Reporting
Person’s “beneficial ownership” (discussed in the following section) of issuer equity
securities, unless the transaction falls into one of two narrow exceptions for which
a slightly longer Form 4 filing period is permitted, or unless an exemption is avail-
able that allows for deferred reporting on Form 5. There are two narrow excep-
tions for delayed Form 4 filings: (i) transactions that meet the conditions set forth
in Rule 10b5-1(c) (discussed later in this chapter) are eligible for slightly delayed
reporting on Form 4, as long as the Reporting Person does not select the date of ex-
ecution; and (ii) “discretionary transactions” in employee benefit plans also are el-
igible for slightly delayed Form 4 reporting as long as the Reporting Person does
not select the date of execution. Discretionary transactions are defined specifically
in Rule 16b-3 and are limited to transactions pursuant to an employee benefit plan
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that result in either an intra-plan transfer involving an issuer securities fund or a
volitional cash distribution from an issuer securities fund.

Annual Reports—Form 5; Alternative Written Statement A Form 5 must be
filed with the SEC annually on or before the 45th day after the end of the issuer’s
fiscal year for any person who was a Reporting Person at any time during the year,
unless (i) such person had no transactions in the issuer’s securities during the fiscal
year, or (ii) all holdings and transactions required to be reported for the fiscal year
have already been reported on Form 3 or Form 4. If a Reporting Person is not re-
quired to file a Form 5 for any year for either of these reasons, he or she should pro-
vide a written representation to the issuer that no Form 5 is required. Otherwise, the
issuer may be forced to disclose that such person failed to file a Form 5 for that year
in its annual meeting proxy statement. Only a small number of transactions, such
as gifts and de minimis purchases, are eligible for reporting on Form 5.

Determining Beneficial Ownership

The “beneficial ownership” reported on Forms 3, 4, and 5 has a special meaning
under Section 16, and may often be different from simple record ownership. For
purposes of the Section 16(a) reporting requirements, a Reporting Person is re-
garded as the beneficial owner of securities if such person, directly or indirectly,
through any contract, arrangement, understanding, relationship, or otherwise, has
or shares a direct or indirect “pecuniary interest” therein (essentially an opportu-
nity to profit from a transaction in the securities). For instance, such person will be
deemed to have an indirect pecuniary interest in shares held by a family member
who shares the same household (this is in addition to the family member’s own di-
rect pecuniary interest). Such person may also be regarded as the beneficial owner
of securities owned by a partnership or corporation if such person is a member of
the partnership or a shareholder in the corporation.

The rules relating to beneficial ownership are complicated. This is particularly
true because the SEC has adopted one set of rules for reporting beneficial owner-
ship under Section 16(a), as described previously, and a different set of rules gov-
erning beneficial ownership of securities for purposes of reporting the officers’ and
directors’ beneficial ownership of shares in registration statements filed by the is-
suer with the SEC and in the issuer’s proxy statements.

Derivative Securities

A Reporting Person must also report such person’s beneficial ownership of all types
of “derivative securities.” Included among “derivative securities” are puts, calls,
options, warrants, stock appreciation rights, or other securities convertible into,
exchangeable for, or that otherwise derive value from the issuer’s common or pre-
ferred stock. Such derivative securities and underlying equity securities are consid-
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ered part of the same class of equity security, and, if not exempt, the acquisition
or disposition of a derivative security must be reported and can be matched with a
disposition or acquisition of an identical derivative security or underlying equity
security within six months to establish liability under Section 16(b). Exercises, ex-
changes, and conversions of derivative securities for or into underlying equity se-
curities are also reportable events. A Reporting Person is required to report the
acquisition or disposition of a derivative security on a Form 4 by the close of busi-
ness on the second business day following the day on which the acquisition or dis-
position occurs. In addition, the exercise, exchange, or conversion of a derivative
security must be reported on a Form 4 by the close of business on the second busi-
ness day after such event.

Short-Swing Profit Liability

As indicated previously, nonexempt purchases and sales (or sales and purchases) of
issuer equity securities by a Reporting Person occurring within any six-month pe-
riod in which a profit is realized result in “short-swing profits” that may be recov-
ered by the issuer or a shareholder acting on its behalf. Most securities granted to
officers or directors by an issuer, while reportable under Section 16(a), would be
exempt from short-swing profit liability under Rule 16b-3 if the grant is approved
by a fully independent compensation committee or by the full board of directors or,
more rarely, is approved or ratified by the shareholders. The most common nonex-
empt transactions that are subject to short-swing liability include open market pur-
chases and sales (including broker-assisted cashless exercises of stock options,
where shares are sold into the market to cover the exercise price or to satisfy the op-
tionee’s tax withholding obligation) and “Discretionary Transactions” (as defined
under Rule 16b-3) under employee benefit plans.

For purposes of Section 16, short-swing profit is generally calculated to pro-
vide the maximum recoverable amount. The measure of damages is the profit de-
rived from any nonexempt purchase and sale or any nonexempt sale and purchase
within the six-month, short-swing period, without regard to any set-offs for losses
or any first-in or first-out rules. This approach is sometimes referred to as the “low-
est price in, highest price out” rule.

Insiders also may be liable for the receipt of short-swing profits in transactions
involving the purchase or sale of derivative securities, such as options to purchase
company common stock. As noted earlier, most derivative securities granted by the
issuer would be exempt from Section 16(b) short-swing liability under Rule 16b-3 if
the awards are properly granted by a fully independent compensation committee
or the full board. Third-party derivatives written on company securities are not el-
igible for this exemption, however. For the purpose of determining liability, trans-
actions involving derivative securities may be matched against transactions involving
the underlying securities (i.e., the stock itself) because ownership of the derivative
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securities constitutes “beneficial ownership” of the underlying securities for pur-
poses of Section 16. For example, the purchase of a call option on the issuer’s
stock and the sale of either the option or the shares of underlying stock within six
months could result in short-swing profit liability.

The imposition of liability under Section 16(b) is not dependent upon proving
the intent to violate that provision. Any profit (by a purchase and subsequent sale
within six months at a higher price) or avoidance of loss (by a sale and subsequent
purchase within six months at a lower price) whatsoever that falls within the me-
chanical test of Section 16(b) is recoverable, regardless of intentions and whether
the sale or purchase was made on the basis of any inside information. Recall that:

• Only nonexempt transactions are subject to short-swing profit liability.

• Filing reports on Forms 3, 4, or 5 does not protect a Reporting Person from
short-swing profit liability.

• Purchases and sales do not have to relate to the same shares for liability to arise.

Experience indicates that in the event of a violation of the short-swing profit pro-
visions, it is very likely that an action will be brought, mainly because Form 4 and
5 reports will bring every violation to the attention of shareholders, particularly
those professional shareholders and their attorneys who vigorously pursue Section
16(b) claims.

Rule 10b-5 of the Exchange Act

General

A second type of trading-related liability occurs when an insider (including not just
Reporting Persons for Section 16 purposes, but also any employee or other person,
whether or not employed by the issuer, who acquires material nonpublic informa-
tion) trades in the issuer’s common stock while in possession of material nonpublic
information. Rule 10b-5 prohibits such persons from trading upon undisclosed
material information to their advantage, and also prohibits them from providing
such information to any other person (a practice known as “tipping”).

Penalties

Insider trading is a serious offense, vigorously pursued by the SEC, that may re-
sult in imprisonment, criminal fines and civil money penalties, as well as civil lia-
bility to a potentially large class of plaintiffs for damages bearing no relation to the
insider’s or tippee’s profit. In addition, an insider trading violation constitutes a vi-
olation of one of the antifraud provisions for which an insider may be barred from
serving as a corporate officer or director. Therefore, if a director, officer, or em-
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ployee has material nonpublic information, such person should not disclose that in-
formation (except through public dissemination) or trade in securities of the issuer
until the information has been effectively disclosed to and digested by the investing
public. Because a director, officer, or employee will likely be unable to disclose the
information (as disclosure may be against the issuer’s interest and could constitute
a violation of a fiduciary duty to the issuer), the safest course is to refrain from trad-
ing when any such person is in possession of material undisclosed information.

Trading Policies

Because of the seriousness of the offense, it is common for issuers to adopt an in-
sider trading policy that requires directors, executive officers, and certain other des-
ignated individuals who desire to buy or sell the issuer’s common stock to obtain
preclearance from one of several compliance officers (usually the general counsel
and/or one or more attorneys in the issuer’s legal department) before engaging in
any transaction in the issuer’s securities. Typically, individuals covered by the
policy will be prohibited from trading in issuer securities during quarterly black-
out periods related to the compilation and public disclosure of quarterly earnings
information and during event-specific blackout periods. In this manner, indepen-
dent safeguards will exist to ensure that persons likely to be in possession of ma-
terial nonpublic information are unable to knowingly or unknowingly buy or sell
stock while there exists material nonpublic information about the issuer. Such a
policy will also help the issuer and its “controlling persons” avoid liability that
arises from insider trading by a director, officer, or employee of the issuer.

Having mentioned the risks of insider trading, it is also possible to identify cir-
cumstances in which information has been sufficiently disseminated to permit an
insider to trade. The proper time when insiders may trade depends both on how thor-
oughly and how quickly inside information is disseminated by the news services
and the press after public disclosure. Insiders should, as a general rule, always wait
until a release has appeared in the press before making a purchase or sale and should
further refrain from trading following dissemination until the public has had an
opportunity to evaluate the information thoroughly. The waiting period depends
on the circumstances, but it is typical to require that insiders must wait until the
second business day after release before commencing any trading. Furthermore,
trading even at that time is prohibited if the person is aware of additional undis-
closed material information that was not the subject of the release. In addition, of-
ficers of the issuer will continually be faced with the very sensitive question of
when and to what extent the officers inform the board of directors of corporate de-
velopments. Insufficient and untimely delivery of information to the board could
result in numerous problems, including subjecting the directors to allegations of
insider trading violations since the SEC will likely presume that the board members
are aware of all material nonpublic information relating to the issuer.
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Rule 10b5-1

Rule 10b5-1 under the Exchange Act provides an affirmative defense to shield an
insider from liability for insider trading if certain conditions are satisfied. Rule
10b5-1 provides that a person (such as a corporate insider) may, during a time that
he or she is not in possession of material nonpublic information, enter into a bind-
ing contract, arrangement, or plan (a “preestablished trading program”) for effect-
ing subsequent sales or purchases of the issuer’s stock, even if the person is in
possession of material nonpublic information at the time of the sale or purchase.
Such preestablished trading programs must (i) specify the amount of securities to
be purchased or sold and the price at which and the date on which such sales or
purchases are to take place, or (ii) include a written formula or algorithm or a com-
puter program for determining the amount of securities to be purchased or sold
and the price at which and the date on which such sales or purchases are to take
place, or (iii) otherwise prohibit such persons from exercising any subsequent in-
fluence over how, when, or whether to effect purchases or sales (provided that any
person who is permitted to exercise such influence must not have been aware of
material nonpublic information when doing so). It is also a requirement of the rule
that the purchase or sale actually occurs pursuant to the preestablished trading pro-
gram and not in a manner that altered or deviated from such program. In addition,
the insider cannot make hedging transactions or positions with respect to the se-
curities traded pursuant to the preestablished trading program. The insider may
change or terminate a preestablished trading program at any time that he or she is
not in possession of material nonpublic information.

Note that Rule 10b5-1 does not shield an insider from short-swing profit liabil-
ity or reporting obligations under Section 16, and that trading pursuant to a preestab-
lished trading program under Rule 10b5-1 does not necessarily mean that the trade
is exempt under Section 16(b). In fact, it is most likely the preestablished trading
program would involve nonexempt sales on the open market. If a Section 16 insider
entered into such a preestablished trading program that called for annual or more
frequent sales in the market, that person could never make a nonexempt purchase
without incurring short-swing profit liability under Section 16(b). Therefore, offi-
cers and directors should be ever thoughtful in designing a preestablished trading
program under Rule 10b5-1.

Insider Trades during Pension Fund Blackout Periods—
Disgorgement of Profits

Background

Section 306 of the Sarbanes-Oxley Act is divided into two related but distinct parts.
Section 306(a) prohibits a director or executive officer of a public company from
trading in issuer equity securities during a blackout period during which pension
plan participants are unable to effect transactions involving company stock. Section
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306(b) of the Sarbanes-Oxley Act requires a 30-day advance notice to plan par-
ticipants and beneficiaries of a more broadly defined set of blackout periods. The
discussion in this chapter is limited to the provisions of Section 306(a), as Section
306(b) has no direct effect on stock trading by directors and executive officers.

Generally, during a pension fund blackout period, plan participants can con-
tribute to their accounts, but cannot switch their account funds between investment
options. This effectively locks them into their existing investment choices for a pe-
riod of time, which can be worrisome when an unforeseen event, such as a sudden
stock price decline, occurs during that period of time.

Enron and other highly publicized cases demonstrated the catastrophic con-
sequences that can befall employees who have invested substantially all of their
retirement savings in their employer’s equity securities when the market price of
such securities falls sharply. There have been allegations that, at a time when rank-
and-file employees were precluded from selling their employer’s equity securities
held in their individual pension plan accounts, corporate executives were exercising
and cashing out employee stock options and selling other securities acquired through
the company’s equity compensation plans.

Section 306(a) is intended to address the apparent unfairness of an issuer’s di-
rectors and executive officers being able to sell their equity securities when the is-
suer’s nonexecutive employees cannot. It does this by prohibiting directors and
executive officers from trading in equity securities of the issuer when a substantial
number of the issuer’s employees are subject to a blackout period under their indi-
vidual pension plan accounts.

Regulation BTR

In 2002, the SEC adopted Regulation BTR (Blackout Trading Restriction) to im-
plement the statutory trading prohibitions of Section 306(a). By using many of the
same concepts that have been developed under Section 16 of the Exchange Act,
Regulation BTR provides a broad scope to the trading prohibition of Section
306(a), takes advantage of a well-established body of rules and interpretations
concerning the trading activities of corporate insiders, and facilitates enforcement
of Section 306(a) by generally allowing reference to Section 16 trading reports
(i.e., Forms 3, 4, and 5 discussed previously).

Regulation BTR prohibits a director or executive officer of an issuer from
purchasing, selling, or otherwise acquiring or transferring any equity security of
the issuer during a pension plan blackout period, if the equity security was ac-
quired in connection with the director’s or executive officer’s service or employment
as a director or executive officer. Therefore, the scope of the trading prohibition is
limited to:

• An acquisition of equity securities during a blackout period if the acquisition is
in connection with service or employment as a director or executive officer.
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• A disposition of equity securities during a blackout period if the disposition in-
volves equity securities acquired in connection with service or employment as
a director or executive officer.

The Section 306(a) trading prohibition is limited to equity securities that a di-
rector or executive officer acquires in connection with his or her service or employ-
ment as a director or executive officer. Therefore, it does not completely preclude a
director or executive officer from trading in equity securities of the issuer during a
blackout period. This raises the difficulty of determining whether a particular trans-
action during a blackout period, such as a sale on the open market, involves equity
securities that are subject to Section 306(a) or equity securities that are not so sub-
ject. To avoid this problem, Regulation BTR establishes an irrebuttable presumption
that any equity securities sold or otherwise transferred during a blackout period
were acquired in connection with service or employment, to the extent that the di-
rector or executive officer holds such securities, without regard to the actual source
of the securities disposed of. However, to avoid an overly broad application of the
presumption, in a given blackout period, equity securities held by a director or ex-
ecutive officer that were acquired in connection with service or employment could
only count once against a disposition transaction during that blackout period.

Generally, equity securities acquired by an individual before he or she became
a director or executive officer would not be subject to Section 306(a). This would
exclude from the trading prohibition any equity securities acquired under a plan or
arrangement while the individual was an employee, but not a director or executive
officer, of the issuer. However, shares acquired in a director or executive officer
capacity before January 26, 2003 (the effective date of Section 306) or before the
company becomes a public “issuer” would be subject to the trading prohibition.

Transactional Exemptions

Similar to several familiar Section 16 transactional exemptions, Regulation BTR
exempts from the trading restriction of Section 306(a):

• Acquisitions of equity securities under broad-based dividend or interest rein-
vestment plans

• Purchases or sales of equity securities pursuant to valid Rule 10b5-1(c) programs,
as long as the advance election was not made or modified during the blackout
period or at a time the director or executive officer was aware of the impending
blackout

• Purchases or sales of equity securities pursuant to certain “tax-conditioned”
plans, other than discretionary transactions (such terms are defined similarly to the
Rule 16b-3 definitions of such terms)

• Increases or decreases in the number of equity securities held as a result of a
stock split or stock dividend applying equally to all equity securities of that class
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There is not, however, a complete parallel between the transactional exemptions
under Regulation BTR and those available under Section 16. For example, there
is no exemption under Regulation BTR for preapproved transactions directly with
the issuer, as in Rule 16b-3(d) and Rule 16b-3(e).

Blackout Period Defined

Section 306(a) defines the term “blackout period” to mean any period of more
than three consecutive business days during which the ability of not fewer than
50% of the participants or beneficiaries under all individual account plans main-
tained by the issuer to purchase, sell, or otherwise acquire or transfer an interest in
any equity security of such issuer held in such an “individual account plan” is
temporarily suspended by the issuer or by a fiduciary of the plan.

A blackout period does not include (i) a regularly scheduled trading suspen-
sion that is incorporated into the plan and timely disclosed to employees before
becoming participants or as a subsequent plan amendment, or (ii) any suspension
that is imposed solely in connection with persons becoming participants or bene-
ficiaries in such plan by reason of a corporate merger, acquisition, divestiture, or
similar transaction involving the plan or plan sponsor.

Common administrative reasons for imposing blackout periods include changes
in investment alternatives, changes in record keepers for the plan or other service
providers, and mergers, acquisitions, or spin off transactions that affect the coverage
group of plan participants. For example, in the case of a change in record keepers,
plan activities might be suspended to provide time for reconciliation of participant
accounts and conversion of accounts to the new record keeper’s system. Some
blackout periods, however, are not within the control of the plan administrator, such
as those caused by computer failure.

Individual Account Plan

In general, an “individual account plan” is a pension plan in which an individual ac-
count is maintained for each participant, which provides benefits based solely on the
amounts contributed to the account (either by the participant or the issuer, through
forfeitures or otherwise) and any earnings or losses thereon. For example, typical in-
dividual account plans would include 401(k) plans, profit-sharing and savings plans,
stock bonus plans, and money purchase pension plans. Defined-benefit pension
plans are not likely to be individual account plans.

Notice Requirement

Section 306(a) requires a company to timely notify its directors and executive of-
ficers, as well as the SEC, of the existence of a blackout period during which they
would be prohibited from trading in issuer equity securities.
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Remedies for Noncompliance; Disgorgement of Profits

Section 306(a) contains two distinct remedies. First, a violation is subject to a pos-
sible SEC enforcement action. This would include possible civil injunctive ac-
tions, cease-and-desist proceedings, civil penalties, and all other remedies available
to the SEC to redress violations of the Exchange Act. Under appropriate circum-
stances, a director or executive officer also could be subject to possible criminal
liability.

In addition, where a director or executive officer realizes a profit from a pro-
hibited transaction during a blackout period, the issuer, or a shareholder on the is-
suer’s behalf, may bring an action to recover the profit. This remedy reflects a
standard of strict liability (regardless of the intent of the director or executive offi-
cer in entering into the transaction) that is similar to the standard under Section 16(b)
of the Exchange Act.

As under Section 16(b) of the Exchange Act, the concept of realized profit
would mean that the director or executive officer received a direct or indirect pe-
cuniary benefit from the prohibited transaction. The SEC acknowledged the poten-
tial complexity of determining whether a transaction has resulted in the realization
of recoverable profits, especially in the case of a purchase or other acquisition of
equity securities during a blackout period. Therefore, Regulation BTR provides a
straightforward standard:

• Where a transaction involves a purchase, sale, or other acquisition or transfer
(other than a grant, exercise, conversion, or termination of a derivative security)
of a regularly traded equity security, recoverable profit is measured by compar-
ing the difference between the amount paid or received for the equity security on
the date of the transaction during the blackout period and the average market
price of the equity security calculated over the first three trading days after the
ending date of the blackout period.

• For any other transaction, profit is to be measured in a manner consistent with
the objective of identifying the amount of any gain realized or loss avoided as a
result of the transaction taking place during the blackout period rather than tak-
ing place outside of the blackout period.

For example, assume that during a blackout period, a director acquired, for $10
per share, in connection with service as a director, 1,000 shares of issuer stock. The
average price of the issuer stock over the first three trading days after the blackout
period was $12. The recoverable profit is $2 per share, or $2,000. If the average
price of the issuer stock over the first three trading days after the blackout period
had been less than $10, there would have been no recoverable profit, but the direc-
tor would still be subject to potential sanctions, including SEC enforcement action.

Similarly, assume that during a blackout period, a director sold 1,000 shares
of option-acquired stock for $20 per share. The average price of the issuer stock over
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the first three trading days after the blackout period was $12. The recoverable profit
is $8 per share, or $8,000. If the average price of the issuer stock over the first
three trading days after the blackout period had been more than $20, there would
have been no recoverable profit, but the director would still be subject to potential
sanctions, including SEC enforcement action.

Practical Considerations

As a practical matter, temporary pension plan blackout periods that will trigger a
need to halt insider trading under Section 306(a) should be infrequent. Moreover,
there are many exemptions that will keep the rule from being a complete bar to trad-
ing, and appropriately so. Still, the new Section 306(a) trading restrictions add an-
other layer of complexity to the maze of rules that make insider trading in issuer
securities a challenge of timing and judgment.

Sales of Restricted and Control Stock under Rule 144

Background

A fundamental premise of the Securities Act is that securities may not be sold
without registration unless an exemption from the registration requirements of the
Securities Act is available for the transaction. This rule applies both to original is-
suances of common stock by the issuer and to trading on the secondary level by
the issuer’s shareholders.

With respect to secondary trading, registration or an exemption from regis-
tration is necessary for (i) every sale of “restricted securities” (i.e., securities re-
ceived in an unregistered private placement or an equivalent transaction) by any
shareholder, and (ii) every sale by an “affiliate” of any common stock of the is-
suer, whether or not the common stock was previously registered under the Secu-
rities Act. Shares of common stock that were purchased by affiliates in the open
market or pursuant to a registered offering by the issuer and that are not “restricted
securities” are referred to as “control securities” (referring to ownership by the af-
filiate, who is presumed to “control” the issuer). The distinction between restricted
securities and control securities is important in determining which conditions of
Rule 144 apply to a particular sales transaction.

The term “affiliate” refers to persons controlling, controlled by, or under
common control with the issuer and presumptively includes executive officers, di-
rectors, greater than 10% shareholders, and the immediate relatives of all of the
foregoing. Depending upon the factual circumstances, however, certain of these
persons may not actually have the ability to control the issuer and, therefore, may
not be affiliates in all cases. Conversely, persons outside of these categories nev-
ertheless may have control capabilities and, therefore, may be deemed affiliates in
certain instances.
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Rule 144

Because of the expense of a registration and in view of serious potential liabilities,
it is important to assure that any sales made by an affiliate come within an applic-
able registration exemption. Although other exemptions may be available in some
limited circumstances, the most commonly used exemption is a sale in a brokers’
transaction under Rule 144. Rule 144 permits affiliates to sell common stock,
whether characterized as “restricted securities” or “control securities,” of the is-
suer if each of the following conditions is met:

1. The affiliate must have owned any “restricted securities” (as described earlier)
for at least one year prior to resale.

2. The amount of common stock that an affiliate may sell during any three-month
period may not exceed the greater of (i) 1% of the outstanding common stock
or (ii) the average weekly trading volume of the common stock for the four-week
period prior to the date of the sale.

3. The issuer must have been subject to the reporting requirements of the Exchange
Act for at least 90 days and must have filed all required reports during the 12
months preceding the sale.

4. The common stock must be sold in a “brokers’ transaction” (a transaction where
the activity of the selling broker is limited) or in a transaction with a “market
maker” in the common stock.

5. A notice of sale on Form 144 must be filed at the time of the sale, unless sales
in the three-month period of the sale involve 500 or fewer shares and an ag-
gregate sales price of less than $10,000. The affiliate must mail Form 144, if re-
quired, to the SEC contemporaneously with placing an order to sell common
stock with the affiliate’s broker. This form is usually provided by the broker-
age firm when an affiliate places a sell order.

If for any reason a sale does not comply with the Rule 144 requirements, the
broker may insist that the transaction be broken at the affiliate’s expense. The af-
filiate should make sure that any broker used is experienced in Rule 144 trades.

The Rule 144 conditions may be disregarded in certain limited circumstances.
A shareholder who is not an affiliate of the issuer at the time of the sale and has not
been an affiliate during the preceding three months may sell or otherwise dispose
of restricted securities under Rule 144(k) without complying with the conditions
noted previously, provided he or she has held such securities for at least two years.
Gifts of restricted securities that satisfy the two-year holding period to charitable
or other similar types of institutions, or to adult family members not living with
the donor and not dependent upon the donor generally, may be sold immediately
under Rule 144(k) by the donees, provided the donees are not affiliates of the issuer
at the time of the sale of the stock and were not affiliates for the three months pre-
ceding the date of sale.
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NYSE/NASDAQ RULES: APPROVAL OF EQUITY 
COMPENSATION PLANS

Background

Effective June 30, 2003, the SEC approved new NYSE and Nasdaq rules that sig-
nificantly broaden shareholder approval requirements for equity-based compen-
sation plans, including material revisions to such plans, subject to certain limited
exceptions described later.1 Among other things, the new rules eliminate excep-
tions formerly available for broadly based plans and certain de minimis equity
grants. In addition, the NYSE rule prohibits brokers holding shares on behalf of
customers from voting such shares on equity compensation plan matters without
specific voting instructions from the customers.

Because the final NYSE and Nasdaq rules are significantly similar, the follow-
ing discussion applies to both the NYSE and the Nasdaq rules, except as otherwise
noted.

Equity Compensation Plans Defined

The NYSE rule defines “equity-compensation plan” as a plan or other arrangement
that provides for the delivery of equity securities (either newly issued or treasury
shares) to any employee, director, or other service provider as compensation for
services (including compensatory grants of options or other equity securities that
are not made under a plan). The Nasdaq rule requires shareholder approval when
a stock option or stock purchase or other equity compensation plan or arrangement
is to be established or materially amended pursuant to which options or stock may
be acquired by officers, directors, employees, or consultants. Neither the NYSE
rule nor the Nasdaq rule permits companies to avoid the shareholder approval re-
quirements by funding options with repurchased or treasury shares.

Under the NYSE and Nasdaq rules, the following plans or arrangements are
excluded from the shareholder approval requirement:

• Plans that are made available to shareholders generally (such as dividend rein-
vestment plans or plans involving the distribution of shares or purchase rights to
all shareholders).

• Plans that merely allow employees, directors, and other service providers to
purchase shares on the open market or from the company at fair market value
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1Self-Regulatory Organizations; New York Stock Exchange, Inc. and National Association of
Securities Dealers, Inc.; Order Approving NYSE and Nasdaq Proposed Rule Changes and
Nasdaq Amendment No. 1 and Notice of Filing and Order Granting Accelerated Approval to
NYSE Amendments No. 1 and 2 and Nasdaq Amendments No. 2 and 3 Thereto Relating
to Equity Compensation Plans, www.sec.gov/rules/sro/34-48108.htm (June 30, 2003).
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(regardless of whether shares are delivered immediately or on a deferred basis
or whether payments for shares are made directly or through deferral of
compensation).

• Arrangements under which employees receive cash-only payments based on the
value of the company’s stock (such as phantom stock payable in cash).

Exceptions to Shareholder Approval Requirement

In addition to excluded plans as just described, the following arrangements are ex-
empt from the NYSE and Nasdaq shareholder approval requirements, provided they
are made with the approval of the company’s compensation committee or a major-
ity of the company’s independent directors.

Employment Inducement Awards

Shareholder approval is not required for the grant of options or other equity-based
compensation as a material inducement to a person being hired, or being rehired
after a bona fide period of employment interruption (including grants to new em-
ployees in connection with a merger or acquisition), by a company or any of its sub-
sidiaries. Promptly following the grant of an inducement award, a company must
disclose the material terms of the award in a press release.

Plans or Arrangements Relating to a Merger or Acquisition

Shareholder approval is not required for:

• Options and other awards that are made or adopted to convert, replace, or adjust
outstanding options or other equity compensation awards of another company in
connection with the acquisition of that other company.

• Shares available under preexisting plans2 of a company acquired in a merger or
acquisition by a listed company that are used for certain post-transaction grants,
provided: (i) the plan originally was approved by the shareholders of the target
company; (ii) the number of shares available for grants is adjusted to reflect the
transaction; (iii) the time during which those shares are available is not extended;
and (iv) the options or other awards are not granted to individuals who were em-
ployed by the acquiring company or its subsidiaries at the time the merger or ac-
quisition was consummated.3
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2For purposes of this exemption, a plan adopted by the acquired company in contemplation
of a merger or acquisition transaction would not be considered “preexisting.”
3Any additional shares available for issuance under a plan or arrangement acquired in con-
nection with a merger or acquisition would be counted by the NYSE or Nasdaq, as applica-
ble, in determining whether the transaction involved the issuance of 20% or more of the
company’s outstanding common stock, thus triggering the shareholder approval requirements
under NYSE Listed Company Manual Section 312.03(c) and Nasdaq Rule 4350(i)(1)(C).
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Plans Intended to Meet the Requirements of Sections 401(a) or 423 of the
Internal Revenue Code and Parallel Excess Plans.4

Shareholder approval is not required for these plans, as such plans are regulated by
the Internal Revenue Code (Code) and Treasury Department regulations.

NYSE listed companies must notify the NYSE in writing when relying on one
of the foregoing exceptions to the shareholder approval requirement.5

Material Revisions/Amendments

Material revisions/amendments to equity-compensation plans and arrangements
require shareholder approval. The NYSE and Nasdaq rules provide that a mater-
ial revision/amendment includes, but is not limited to:

• A material increase in the number of shares available under the plan (other
than solely to reflect a reorganization, stock split, merger, spinoff, or similar
transaction)

• An expansion of the types of awards available under the plan

• A material expansion of the class of employees, directors, or other service
providers eligible to participate

• A material extension of the term of the plan
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4The NYSE rule uses the term parallel excess plan, and the Nasdaq rule uses the term paral-
lel nonqualified plan, both of which are defined to mean a plan that is a “pension plan” within
the meaning of the Employee Retirement Income Security Act of 1974 that is designed to
work in parallel with a plan intended to be qualified under Code Section 401(a) to provide
benefits that exceed the limits set forth in Code Section 402(g) (the section that limits an em-
ployee’s annual pretax contributions to a 401(k) plan), Code Section 401(a)(17) (the section
that limits the amount of an employee’s compensation that can be taken into account for plan
purposes), and/or Code Section 415 (the section that limits the contributions and benefits
under qualified plans), and/or any successor or similar limitations that may be enacted. A plan
will not be considered a parallel excess plan or a parallel nonqualified plan unless: (1) it cov-
ers all or substantially all employees of an employer who are participants in the related qual-
ified plan whose annual compensation is in excess of the limit of Code Section 401(a)(17)
(or any successor or similar limits that may be enacted); (2) its terms are substantially the
same as the qualified plan that it parallels except for the elimination of the limits described
in the preceding sentence and the limitation described in clause (3); and (3) no participant re-
ceives employer equity contributions under the plan in excess of 25% of the participant’s
cash compensation.
5The SEC’s release indicates that Nasdaq is considering whether to impose a disclosure re-
quirement when a Nasdaq listed company relies upon any of these exceptions to the share-
holder approval requirements.
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In addition, the NYSE rule states that a material revision includes any material
change to the method of determining the strike price of options under the plan and
any deletion or limitation of any provision prohibiting repricing of options. Similarly,
the Nasdaq rule provides that a material amendment would include any material in-
crease in benefits to participants, including any reduction in the exercise price of out-
standing options or the price at which shares or options to purchase shares may be
offered.

Under the NYSE rule, if a plan has an “evergreen” provision that provides for
automatic increases in the number of shares available under the plan, or the plan
provides for automatic formula grants (in either case, a “formula plan”),6 each in-
crease or grant is considered a revision requiring shareholder approval unless the
plan has a term of not more than 10 years. Under the Nasdaq rule, a formula plan
cannot have a term in excess of 10 years unless shareholder approval is obtained
every 10 years.

If a plan has no limit on the number of shares available and is not a formula plan
(a “discretionary plan”), then under both the NYSE and Nasdaq rules, each grant
under the plan is considered a material revision/amendment requiring separate
shareholder approval regardless of whether the plan has a term of not more than 10
years. As a practical matter, very few plans were “discretionary” plans even before
these new shareholder approval requirements came into effect.

Option Repricings

In addition to treating a repricing as a material revision/amendment requiring share-
holder approval, the NYSE rule provides that a plan that does not contain a provi-
sion specifically permitting the repricing of options will be considered to prohibit
repricing.7 Moreover, according to the NYSE rule, any actual repricing of options
will be considered a material revision of a plan even if the plan itself is not revised.

The Nasdaq rule treats repricings as material amendments requiring share-
holder approval.
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6The NYSE rule provides examples of formula plans, which include annual grants to direc-
tors of restricted stock having a certain dollar value, and company “matching contributions”
whereby stock is credited to a participant’s account based upon the amount of compensation
a participant elects to defer. The Nasdaq rule describes formula plans as providing for auto-
matic grants pursuant to a dollar-based formula, such as annual grants based on a certain dol-
lar value, or company matching contributions based upon compensation a participant elects
to defer.
7A “repricing” is defined in the NYSE rule to include any of the following or any other ac-
tion that has the same effect: (i) lowering the strike price of an option after it is granted; (ii)
any other action that is treated as a repricing under GAAP; or (iii) canceling an underwater
option in exchange for another option, restricted stock, or other equity, unless in connection
with a merger, acquisition, spin-off, or similar transaction.
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Effective Date

As a general rule, under both the NYSE and Nasdaq rules, plans that were adopted
before June 30, 2003 are grandfathered and will not require shareholder approval un-
less and until they are materially revised or amended. Equity compensation plans
and arrangements adopted (or materially revised or amended) on or after June 30,
2003 are subject to the new rules regarding shareholder approval. Certain transition
rules applied to evergreen and formula plans, but those transition periods expired on
June 30, 2004 or earlier.

Limitation on Broker Voting

Under amended NYSE Rule 452, brokers holding shares for the accounts of
customers are no longer permitted to vote those shares with respect to equity com-
pensation plan matters unless the beneficial owner of the shares (i.e., the customer)
has given the broker specific voting instructions.8 This change has significantly
raised the bar for obtaining the requisite shareholder vote to approve equity com-
pensation plans.

SEC RULES REGARDING DISCLOSURE OF EQUITY
COMPENSATION PLANS

Background

Item 201(d) of Regulation S-K, adopted by the SEC in 2002, requires enhanced
disclosure regarding a company’s equity compensation plans. The disclosure must
appear in the company’s annual report on Form 10-K every year, and must also be
included in the proxy statement in years in which the company is submitting any
compensation plan proposal, including a plan amendment, for shareholder ap-
proval.9 The disclosure is designed to reveal the potential dilutive effect of a com-
pany’s equity compensation plans on shareholder value and to afford shareholders
a clearer understanding of all equity-based compensation paid by the company.
The full text of Item 201(d) is reproduced in Appendix A.
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8The SEC noted that existing rules of the National Association of Securities Dealers, Inc.
prohibit discretionary voting by broker-dealers without explicit instructions from the ben-
eficial owner.
9For any year in which the company is required to provide the disclosure in both the Form
10-K and proxy statement, the Form 10-K disclosure may consist of an incorporation by
reference to the proxy statement disclosure, if the proxy statement involves the election of
directors and is filed not more than 120 days after the end of the fiscal year covered by the
Form 10-K. The disclosure is not required in prospectuses filed under the Securities Act.
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Content and Form of the Disclosure

The rules require disclosure relating to equity compensation plans in effect as of
the end of the company’s last completed fiscal year. An equity compensation plan
is one that provides for the award of the company’s securities or the grant of op-
tions, warrants, or rights to purchase the company’s securities to any person. The
disclosure is required for all arrangements under which equity compensation may
be issued, including arrangements for nonemployees, such as directors, consultants,
advisors, vendors, customers, suppliers, or lenders, and for individual arrangements
even if not pursuant to a broader plan. The disclosure is not required for plans that
are intended to meet the qualification requirement of Code Section 401(a) or
arrangements that provide for the issuance of rights to all security holders of the is-
suer on a pro rata basis (such as a dividend reinvestment plan).

Tabular Plan Disclosure

The rules require disclosure in tabular form of all employee stock options and other
rights to acquire securities of the company under all equity compensation plans and
arrangements of the company. The table must include the number and weighted-
average exercise price of outstanding options, warrants, and rights, and the number
of securities available for future issuance under the company’s existing equity com-
pensation plans. The disclosure must be given separately for plans that have al-
ready been approved by shareholders and for plans that have not been approved by
shareholders. Exhibit 6.1 is an example of how the table should look.

Certain information that does not readily fit into the table should be disclosed
in a footnote. For example, any “evergreen” formula that automatically increases
the number of securities available for issuance under a plan should be described in
a footnote to the table. In addition, with respect to any individual options, warrants,
or rights assumed in connection with a merger or other acquisition transaction
where no future options may be granted under the plan, the information required
by table columns (a) and (b) should be disclosed in a footnote. If the assumed plan
is ongoing, however, it should be disclosed as a nonshareholder approved plan (un-
less the shareholders have separately approved it) in columns (a) and (c). To the ex-
tent that the number of securities remaining available for future issuance set forth
in table column (c) includes securities available for issuance other than upon the
exercise of an option, warrant, or right, the company must describe such other se-
curities in a footnote.

Narrative Plan Descriptions

In addition to the table shown in Exhibit 6.1, the rules also provide that the material
features of each nonshareholder approved plan must be described briefly in narrative
form. If the company’s financial statements contain such a narrative description,
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this requirement may be satisfied by cross-referencing the appropriate financial
statement disclosure.

Plan Filing Requirements

A company must file with the SEC a copy of each nonshareholder approved plan
in which any employee participates, unless immaterial in amount or significance.
If a particular nonshareholder approved plan is not set forth in a formal written doc-
ument, the company must file a written description of the plan. Any nonshareholder
approved plan assumed in connection with a merger, consolidation, or other ac-
quisition transaction is subject to this filing requirement if the company is able to
make additional grants or awards of its equity securities under the plan.

Disclosure Tips

Restricted Stock and Restricted Stock Units

Restricted stock should not be included in the table in either column (a) or column
(c), because these shares, once issued, are already reflected as outstanding in a com-
pany’s financial statements. Restricted stock units, however, represent an obligation
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Exhibit 6.1 Equity Compensation Plan Information

(a) (b) (c)

Plan category Number of securities Weighted-average Number of 
to be issued upon exercise price of securities remaining 
exercise of outstanding options, available for future 
outstanding options, warrants, and rights issuance under 
warrants, and rights equity 

compensation plans
(excluding
securities reflected
in column (a))

Equity 
compensation plans 
approved by 
security holders

Equity 
compensation plans 
not approved by 
security holders

Total

ch06_4312.qxd  8/24/04  11:04 AM  Page 137



to issue shares in the future, and therefore shares subject to restricted stock units
should be included in column (a) of the table, with an explanatory footnote.

Employee Stock Purchase Plans

Shares authorized for future issuance under an employee stock purchase plan
should be included in column (c) of the table, but outstanding purchase rights that
are accruing during a purchase period may be disregarded and need not be trans-
ferred to column (a) and (b). Because employee stock purchase plans are generally
perceived favorably, companies may want to show in a footnote how many of the
shares in column (c) are reserved under an employee stock purchase plan.

Directors’ Deferred Compensation Plans

Deferred compensation plans for directors typically allow directors to defer all or
a portion of their retainers and/or meeting fees and provide for future payouts in
cash or in shares of company stock. Outstanding awards of company stock under
such a plan should be shown in column (a), but would not be included in the
weighted average price calculation in column (b). If the plan has an overall share
limit, the number of remaining shares available for issuance under the plan should
be included in column (c), but if the plan is limited only by the amount of com-
pensation payable from time to time to participating directors, a footnote describ-
ing how the plan works should be appended to column (c).

401(k) Plans

Shares issuable pursuant to a qualified Code Section 401(k) plan do not need to be
disclosed in the table.

Options Assumed in a Merger

Options assumed in a merger, where no future options may be granted under a plan
of the acquired company, do not need to be included in column (a), but should be
disclosed in a footnote that would include the weighted-average exercise price. If
the company retains the ability to grant future awards under an acquired company’s
plan, then the assumed options must be shown in column (a) and the remaining
shares shown in column (c). In addition, the assumed plan will be considered non-
shareholder approved (and subject to the narrative description requirement) unless
the company’s shareholders have separately approved the assumption of the plan.

Expired Plans

Any outstanding grants should be reflected in column (a), even if the plan under
which the grants were made has expired.
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DISCLOSURE OF COMPENSATION OF AND TRANSACTIONS 
WITH MANAGEMENT

Background

In an attempt to make compensation disclosure clearer, more comprehensive, and
more useful to shareholders, the SEC in 1992 adopted extensive revisions to its
rules governing disclosure of executive officer and director compensation in proxy
and information statements, registration statements and periodic reports under the
Exchange Act, and registration statements under the Securities Act. The rules are
encompassed in SEC Regulation S-K, which states the requirements applicable to
the content of the nonfinancial portions of registration statements filed under the
Securities Act and registration statements and periodic reports filed under the Ex-
change Act. Similar rules for small business issuers are found in Regulation S-B.

The full texts of Items 401, 402, 403, 404, 405, and 601(b)(10) of Regulation
S-K are reproduced in Appendix A. All compensation committee members should
be conversant with these rules, as they are the primary disclosure rules for execu-
tive compensation. Brief summaries of those sections follow.

Item 401: Directors, Executive Officers, Promoters, 
and Control Persons

Item 401 of Regulation S-K requires disclosure of certain personal and background
information about the company’s directors and executive officers, including their
age, family relationships, business experience, legal proceedings, and other infor-
mation that would likely be relevant to shareholders in assessing such persons’ abil-
ity to serve the company.

Item 402: Executive Compensation

Item 402 of Regulation S-K is designed to furnish shareholders with a compre-
hensive presentation of the nature and extent of an issuer’s executive compensa-
tion. It does so by (i) consolidating the requisite disclosure in a series of tables
setting forth each compensatory element for a particular fiscal year; (ii) requiring
a report by the compensation committee articulating the basis for its compensation
decisions, including the relationship to corporate performance; and (iii) requiring a
line graph comparing total shareholder returns of the company against those of a
broad market index and peer group.

The disclosures focus on the compensation of five or more individuals referred
to as the “named executive officers.” This group consists of (i) all individuals serv-
ing as CEO or acting in a similar capacity during the last completed fiscal year, re-
gardless of compensation level, (ii) the company’s four most highly compensated
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executive officers other than the CEO who were serving as executive officers at
the end of the last fiscal year; and (iii) up to two additional former executive offi-
cers whose reportable salary and bonus would place them in the group of four
highest paid executive officers if they had remained in an executive officer capacity
at year end.

The Summary Compensation Table is generally regarded as the linchpin of the
executive compensation disclosure scheme. This tabular, three-year summary pro-
vides an easily understood overview of a company’s executive compensation in a
single location within the proxy statement and enables shareholders to identify
trends in a company’s compensation of its top executives and to compare such
trends with those disclosed by other companies.

In addition to the Summary Compensation Table, the rules include several ta-
bles providing more detailed information concerning grants, exercises and value
of outstanding stock options, long-term incentive plans, and other information. Fi-
nally, Item 402 provides the rules for the Compensation Committee report (dis-
cussed previously in Chapter 1).

Item 403: Security Ownership of Certain 
Beneficial Owners and Management

Item 403 of Regulation S-K requires disclosure of beneficial ownership of com-
pany securities held by (i) any persons known by the company to own more than 5%
of any class of the company’s voting securities, and (ii) each director and director
nominee, each of the named executive officers, and the directors and executive of-
ficers of the company as a group. The required disclosure includes the total num-
ber of shares beneficially owned and the percent of the class so owned. Beneficial
ownership for this purpose includes securities that a person has a right to acquire
within 60 days, such as securities underlying vested stock options (and stock op-
tions that will vest within 60 days). This item also requires a description of any
known arrangements that may result in a change in control of the company.

Item 404: Certain Relationships and Related Transactions

Item 404 of Regulation S-K requires disclosure of transactions involving amounts
in excess of $60,000 between the company and any director or director nominee,
executive officer, 5% shareholder, or any member of the immediate family of any
such persons. This item also requires disclosure of certain business relationships
involving a director or director nominee and an entity that has certain specified re-
lationships with the company. For example, disclosure is required where a direc-
tor or a director nominee is an executive officer of, or beneficially owns more than
10% of, any business or professional entity that has made payments to the company
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in excess of 5% of the company’s or the other entity’s gross revenues for the last
fiscal year. In addition, disclosure is required of indebtedness of a director or direc-
tor nominee, executive officer, and certain other specified entities to the company
in excess of $60,000.

Item 405: Compliance with Section 16(a) of the Exchange Act

Item 405 of Regulation S-K requires disclosure of any of the company’s Section 16
Reporting Persons who failed to file a Form 3, 4, or 5 on a timely basis during the
most recent fiscal year or prior fiscal years. The disclosure must include the num-
ber of late reports, the number of transactions that were not reported on a timely
basis, and any known failure to file a form.

Item 601(b)(10): Material Contracts

Item 601(b)(10) of Regulation S-K sets forth criteria for identifying the company’s
material contracts that must be filed as exhibits to the company’s public filings.
Compensation committees should note that material contracts that must be filed in-
clude any management contract or any compensatory plan, contract, or arrangement
in which any director or any named executive officer of the company participates,
and any other management contract or compensatory plan in which any other exec-
utive officer participates, unless it is immaterial in amount or significance.

SELECTED SARBANES-OXLEY PROVISIONS RELATING 
TO EXECUTIVE COMPENSATION

Section 402: Prohibition on Loans to Directors 
and Executive Officers

Background

Section 402 of the Sarbanes-Oxley Act introduced a sweeping prohibition of per-
sonal loans by a public company to its directors and executive officers. The broad
language used in Section 402 has raised many questions regarding the intended
scope of the prohibition, and it is unclear when or if the SEC will offer interpretive
guidance. In the meantime, public companies should carefully review anything that
could be viewed as an extension of, or arrangements for an extension of, credit with
its directors and executive officers.

Section 402 prohibits a public company from directly or indirectly extending,
maintaining, arranging, or renewing a personal loan to or for a director or executive
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officer. Specifically, it amended Section 13 of the Exchange Act by adding a new
Section 13(k):

It shall be unlawful for any issuer . . . directly or indirectly, including through any
subsidiary, to extend or maintain credit, to arrange for the extension of credit, or
to renew an extension of credit, in the form of a personal loan to or for any di-
rector or executive officer (or equivalent thereof) of that issuer. An extension of
credit maintained by the issuer on [July 30, 2002] shall not be subject to the pro-
visions of this subsection, provided that there is no material modification to any
term of any such extension of credit or any renewal of any such extension of
credit on or after [July 30, 2002].

The Section 402 prohibition extends only to the extension or arrangement of credit
that takes the form of a personal loan, but the act does not define the relevant terms.
Because the SEC and the Board of Governors of the Federal Reserve System have
broadly interpreted the concepts of arranging and extending credit in other contexts,
the Section 402 prohibition could be interpreted to apply to a wide variety of trans-
actions that are not commonly considered loans.

Certainly, public companies are prohibited under Section 402 from directly
lending or cosigning or otherwise guaranteeing or providing security for an insider’s
personal loan. However, other common practices may or may not be prohibited,
including such things as selecting a lending institution for an insider, making salary
advances, awarding bonuses that are repayable in certain circumstances, using com-
pany funds to advance an insider’s tax withholding obligations, and even advance-
ment of litigation expenses.

Cashless Exercise Programs

One of the more common areas of concern that flared up in the immediate aftermath
of the passage of Section 402, but seems to have subsided somewhat in the ensu-
ing months, is the issue of whether certain broker-assisted cashless stock option
exercises would violate the loan prohibition. 

Many stock option arrangements provide for the exercise of an option through
a broker-assisted cashless exercise. In a typical arrangement, the broker, upon re-
ceipt of exercise instructions, will sell a sufficient number of shares to remit the
exercise price and applicable tax withholding amounts to the company, with the re-
maining shares or sales proceeds being delivered to the optionee (less applicable
commissions). If the broker pays the company the exercise price on the date of ex-
ercise but does not receive the proceeds of the stock sale until the settlement date
(typically on the third following business day, or T+3), the company may be con-
sidered to have “arranged for” the broker’s margin loan to the insider, particularly
if the company required or encouraged the optionee to use that particular broker to
effect the cashless exercise. Or, if the company releases the shares to the broker upon
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exercise but does not receive payment until the T+3 settlement date, the company
may be considered to have provided a short-term loan of the shares to or for the in-
sider, although this is certainly not an unassailable theory. In either event, a poten-
tial Section 402 problem exists. There are arguments to be made (some based on
legal theory, others on policy grounds) that most broker-assisted cashless exercises
are not prohibited by the Sarbanes-Oxley Act, but there is as yet no binding author-
ity or guidance from the SEC or Congress.

In light of this uncertainty, many companies have instructed their directors and
executive officers not to engage in any form of broker-assisted cashless exercise
of options until further guidance is provided or until “safe” cashless exercise struc-
tures have been identified and become widely accepted. As an alternative, compa-
nies may consider encouraging their directors and executive officers to pay the
option exercise price and withholding tax obligation by surrendering to the company
shares of company stock they have owned for at least six months, to the extent that
the company’s stock option documents presently permit this method of exercise. In
addition, Section 402 does not prohibit the exercise of an option for cash, even
where the director or executive officer obtained financing for such exercise (with-
out company involvement).

Penalties for Violation of Section 402

The prohibitions of Section 402 apply to the issuer, rather than to the individual di-
rectors and executive officers. However, a director or executive officer could be sub-
ject to a state law derivative action to recover proceeds of illegal loans, and aiding
and abetting claims may be possible. The issuer could be subject to civil or criminal
sanctions under the Exchange Act, including administrative and civil remedies.
For example, the SEC could seek injunctive remedies or monetary penalties of up
to $500,000 under Section 21 of the Exchange Act, or could issue a cease-and-
desist order or impose a temporary freeze on “extraordinary payments” during in-
vestigation under Section 21C of the Exchange Act. The Department of Justice
could institute a criminal proceeding under Section 32 of the Exchange Act for will-
ful violations and/or impose criminal fines of up to $25,000,000 for corporate vi-
olations of the Exchange Act. It is unlikely that a right to a private civil action
would be implied under the Exchange Act for Section 402 violations.

Section 304: Forfeiture of Bonuses and Profits Triggered 
by Restatements of Financial Reports

Background

Section 304 of the Sarbanes-Oxley Act provides that if “misconduct” results in
material noncompliance with SEC financial reporting requirements, and as a result
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of such noncompliance the company is required to restate its financial statements,
then the CEO and CFO must disgorge both:

• Any bonuses or other incentive-based or equity-based compensation that he or
she received during the 12-month period following the first public issuance or
filing (whichever is earlier) of a financial document embodying such financial
reporting requirement.

• Profits on the sale of company securities during such 12-month period.

While Section 304 has not yet received as much publicity as some of the other ex-
ecutive compensation provisions of the Sarbanes-Oxley Act (such as the prohibi-
tion of loans to insiders and the shortened Section 16 reporting rules), public
companies should take special notice of the breadth of its potential application and
its required penalties.

Events Triggering Disgorgement

Section 304’s disgorgement requirement is triggered when a public company is re-
quired to prepare an accounting restatement due to material noncompliance with
SEC financial reporting requirements as a result of misconduct. Unfortunately,
Section 304 does not define several key terms critical to the application of this pro-
vision. While the Sarbanes-Oxley Act grants the SEC authority to adopt exemptions
from Section 304 for certain persons, it does not require the SEC to adopt regula-
tions that implement or interpret Section 304. Thus, it is not clear when or whether
the SEC will provide interpretive guidance on the scope of these terms.

Key Terms Lack Definition

As with many other areas, it is impossible to know with certainty how this provi-
sion of the Sarbanes-Oxley Act will be applied. Among the terms that lack defin-
ition are:

• Required. First, the circumstances under which a company will be deemed to
have been required to prepare an accounting restatement are unclear. For exam-
ple, a restatement might be prepared voluntarily upon the advice of a new
accounting firm, or pursuant to comments and suggestions from the SEC in con-
nection with a securities offering. In many cases, the decision whether to prepare
a restatement may be a judgment call by the company, driven by the interpretation
of accounting principles, rather than any mandate or clear-cut requirement. Until
the SEC provides guidance, it may be reasonable to assume that a restatement is
required when the company’s accounting firm cannot complete its interim review
or deliver its audit opinion unless the restatement is made.

• Misconduct. Whatever the source of the “requirement” that financial statements
be restated, Section 304’s disgorgement provisions only apply when the require-
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ment to restate arises from misconduct that results in material noncompliance
with SEC financial reporting requirements. The Sarbanes-Oxley Act does not de-
fine “misconduct” or describe the necessary link between the misconduct and the
restatement requirement. While Section 304’s disgorgement provisions apply
only to CEOs and CFOs, there is no specific requirement that such officers be the
actual source of the misconduct. However, it is consistent with the general theme
of the Sarbanes-Oxley Act that the ultimate responsibility for the integrity of a
company’s financial reporting rests with the CEO and the CFO.

• Result. Presumably the determination of whether a financial restatement was re-
quired as a result of misconduct would be a matter of proof in an enforcement
action, much as causation is a required element of an action based on negligence.
The Sarbanes-Oxley Act does not assign a presumption of causation.

Compensation to Be Disgorged

Disgorgement under Section 304 applies to any bonus or other incentive-based or
equity-based compensation received by the CEO or CFO from the issuer during
the 12 months following the first public issuance or filing of the tainted financial
document. It is not clear whether this includes compensation received from affil-
iates of the issuer. It also is not clear whether the issuance of an earnings press re-
lease, for example, would start the 12-month clock running. While an earnings
press release is not itself subject to financial reporting requirements, it typically con-
tains selected information that will subsequently be included in a financial docu-
ment embodying a financial reporting requirement, such as Form 10-Q or 10-K. Just
as the events that trigger the disgorgement obligations are ill-defined, several key
terms relating to what must be disgorged are also open to question. For example:

• Received. It is unclear what compensation will be deemed to have been re-
ceived by the executives during the applicable 12-month period. Certainly, cash
bonuses paid during the period would be “received” and subject to disgorgement.
However, awards subject to multiyear vesting could be deemed “received” ei-
ther upon grant or upon vesting or upon exercise or settlement. It is possible that
the SEC or the courts could take the position, for example, that options granted
during the 12-month period are tainted, and any profits obtained upon their fu-
ture exercise must be disgorged, even if the exercise occurred outside the 12-
month period. It is also unclear how the “receipt” requirement would be applied
to cash bonuses or other awards accrued during the 12-month period but paid or
payable on a later date under a deferral arrangement.

• Profits. Section 304 requires disgorgement of profits from the executive’s sale
of company equity securities during the 12-month period. However, in order to
calculate profit from the sale of securities, it is necessary to compare the sale
price to a purchase price of a matching acquisition. Section 304 gives no guidance
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as to the time period for the matching acquisition. Note that unlike Section
306(a) of the Sarbanes-Oxley Act relating to insider trading during pension fund
blackout periods (as discussed earlier), the securities related to a possible dis-
gorgement under Section 304 are not limited to securities acquired by the exec-
utive in connection with the performance of service to the company. It also is
unclear whether avoidance-of-loss principles will apply (as in Section 16 short-
swing profit rules) such that a matching acquisition may either precede or fol-
low the sale to produce a recoverable profit.

Salary Is Not at Risk

The compensation that must be reimbursed is limited to bonuses or other incen-
tive-based or equity-based compensation. Therefore, Section 304 may have the
anomalous consequence of encouraging CEOs and CFOs to insist that a greater per-
centage of their pay be in the form of salary. This cuts against recent corporate gov-
ernance initiatives to create more of a link between executive compensation and
performance.

Enforcement

Unlike the disgorgement provisions of Section 306(a) of the Sarbanes-Oxley Act
and Section 16(b) of the Exchange Act, there are no enforcement procedures set
forth in Section 304. It is unclear whether enforcement will be limited to SEC ac-
tion or whether Section 304 is intended to create a new private right of action.

Section 306(a): Insider Trades during Pension Fund 
Blackout Periods—Disgorgement of Profits

See the section “Special Rules Affecting Insider Trading” in this chapter for a dis-
cussion of this provision of the Sarbanes-Oxley Act.
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Chapter 7

Tax, ERISA and Labor Laws,
Regulations, and Rules

This chapter provides general overview of the applicable laws, rules, regulations,
and other legal or rule-making authority with respect to tax, ERISA, and labor issues
with which compensation committee members will need to be familiar. It does not
present all rules and issues that compensation committees will face, but those com-
mon issues that arise when dealing with executive employment and compensation
arrangements.

TAX LAW AND REGULATION

Overview

This section provides a fundamental working knowledge of the relevant U.S. fed-
eral tax laws and regulations that most compensation committees will encounter
in discharging their committee duties. However, compensation committee mem-
bers will need to recognize that tax issues generally arise under the following tax
regimes:

• U.S. federal tax law

• State tax law

• Local tax law

• International tax laws

Of course, most tax issues presented to compensation committees concern U.S. fed-
eral tax law, but other taxing authorities also need to be taken into account. Thus,
in many cases it will be necessary for compensation committees to consult their tax
advisors for all tax effects (and in some cases, appropriate local counsel). Basically,
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the issues encountered by compensation committee members generally concern the
following questions:

• Will the payment or benefit be deductible by the company?

• Will the payment be treated as ordinary income or as capital gain?

• What are the company’s withholding and FICA obligations?

• If the payment is deferred, is there constructive receipt?

• Is there a tax penalty, and if so, what could it be?

• Will the arrangement impact an executive’s estate planning?

As mentioned previously, in most cases, compensation committees surely will need
to engage tax counsel to help analyze and work through these issues.

Organizations Responsible for Federal Tax

First and foremost, Congress is responsible for the laws of the Internal Revenue
Code (IRC or Code). Legislative history with respect to the enactment of the var-
ious sections of the IRC may become relevant. Indeed, language and concepts
from the legislative history very often become part of the administrative regula-
tions promulgated under the statute.

The Treasury Department is responsible for the promulgation of the regula-
tions interpreting the tax law. These regulations generally are first proposed—and
sometimes amended (Proposed Regulations). Then, after notice and comment, the
Proposed Regulations are reissued as final regulations (Regulations). In some cases,
the Treasury Department may issue temporary regulations to address transition is-
sues or those that require immediate guidance.

The Internal Revenue Service (IRS or Service) usually is the author of or main
contributor to the Regulations. The IRS, however, has its own set of guidance and
standards that shows the IRS’s position with respect to certain issues. The IRS is-
sues Revenue Rulings that generally address a specific issue or set of issues and
which are applicable to all taxpayers. Similarly, the IRS may issue a Revenue Pro-
cedure that is also applicable to all taxpayers but explains the IRS’s position by
“process,” not through “ruling.” In some cases, there is a fine line substantively
between Revenue Rulings and Revenue Procedures, as both have the effect of in-
fluencing taxpayer behavior. The IRS also issues Private Letter Rulings (PLRs) that
address a specific set of facts with respect to a specific taxpayer who has requested
such a ruling; while PLRs have no precedential power, they are helpful in gauging
the IRS’s thinking. Similar to PLRs are Technical Advice Memoranda (TAMs) that
typically are written by IRS national officials to IRS field agents. As with PLRs,
they are limited to their specific issues and facts and have no precedential power.
As part of the IRS’s examinations of specific issues, the IRS’s General Counsel may
issue General Counsel Memoranda (GCMs) analyzing the legal issues in detail.
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Finally, U.S. tax law ultimately is decided by U.S. federal courts. Most cases
are first litigated in U.S. Tax Court, which is a national court system resolving
only tax law cases. Most disputes are first brought to Tax Court because the tax-
payer is not obligated to pay the disputed amount. If, however, the taxpayer is
willing to pay the disputed amount before trial, then the case may be brought to a
U.S. District Court (presumably, the taxpayer has decided that this court would
be better for the taxpayer than Tax Court). A decision rendered in either the Tax
Court and the District Court may be appealed to the applicable U.S. Circuit
Court of Appeals. A decision rendered in a Circuit Court may be appealed to the
U.S. Supreme Court. A decision by the U.S. Supreme Court is, of course, final and
nonappealable.

Relevant Tax Code Sections

The following sections of the U.S. federal tax code are the most relevant to com-
pensation committee members:

• 55-59

• 61

• 83

• 101(a)

• 105(h)

• 132

• 162(a)

• 162(m)

• 280G and 4999

• 401 and 402

• 404

• 415

• 421-424

• 451

• 1032

• 2001, 2501, 2601

• 3101

• 3401

• 7702 and 7702A

• 7872
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Again, as stated earlier, the preceding list is not exhaustive, so compensation
committees may be faced with issues arising from other sections of the tax code.

IRC Sections 55–59: Alternative Minimum Tax

IRC Sections 55 through 59 contain the laws on the alternative minimum tax
(AMT). Congress originally created the AMT in the Tax Reform Act of 1986 to
ensure that wealthy taxpayers pay some tax. This is accomplished by eliminating
many of the deductions that may be taken by individuals under the “standard” in-
come tax calculation process and by including other “income” that would otherwise
not be subject to income tax. Of particular importance to executives is Section
56(b)(3), which requires that compensation attributable to the exercise of incentive
stock options (see IRC Section 421-424) be included as income under AMT; oth-
erwise, these options are not normally taxed until the underlying stock is sold.

IRC Section 61: Taxation of Split-Dollar Life Insurance, Other

Section 61 generally defines “gross income,” which includes “compensation for
services, including fees, commissions, fringe benefits, and similar items.” Thus, it
contains some rules applicable to what (and how) certain executive compensation
is taxed (e.g., personal use of corporate-owned or corporate-provided aircraft). In
addition, recently released Regulations under Section 61 provide one of the two
tax treatments applied to split-dollar life insurance arrangements (the other treat-
ment is found under Section 7872). Section 61 treatment is applied to split-dollar life
insurance arrangements where the company (not the executive or his or her trust)
is the owner of the policy. This generally is known as the “economic benefit” treat-
ment. Under this treatment, the value of one-year term life insurance is deemed the
economic benefit under the split-dollar life insurance arrangement, and the value of
such insurance, based on either the actual cost of the term life insurance or the rates
contained in a table issued by the IRS, is included in an employee’s annual com-
pensation. In addition, any other “economic benefit” (such as policy dividends paid
to the executive or increases in the policy’s cash value over the amount required
to be paid back to the company) is also included in an employee’s annual compen-
sation and subject to tax.

IRC Section 83: Taxation of Property Transferred 
in Connection with the Performance of Services

When property (e.g., stock) is transferred to an employee in connection with the
performance of services, Section 83 is the Code section containing rules as to how
and when the compensation will be taxed. Section 83 was enacted in 1969. The
Regulations were released in 1976.

Section 83(a) generally provides that property transferred in connection with
the performance of services will be taxed at the first time such property is trans-
ferable or is no longer subject to a substantial risk of forfeiture. The amount to be
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taxed is the fair market value (FMV) of the property at such time, less any amount
paid for the property by the employee or other service provider.

Section 83(b) provides an “election” to have the FMV of the property subject
to the transfer taxed at the time of transfer, even if the property is still subject to
restrictions on transfer and/or a substantial risk of forfeiture. This election “closes
out” the compensatory element to the transfer. Future appreciation in the FMV of
the property (if any) would then be taxed as capital gain. This election, of course,
requires the employee or other service provider to pay taxes before the compensa-
tion associated with the transferred property is paid. It should be noted that these
paid taxes would not be recoverable if the property depreciates.

Section 83(e) generally provides that options that have a “readily ascertainable
FMV” will be treated as property under Section 83, and options that do not have
a “readily ascertainable FMV” will not be treated as property under Section 83. A
“readily ascertainable FMV” is not defined by the Code, but it is defined (to some
extent) by the Regulations. It means that the option is actively traded on an estab-
lished exchange, or that the option can be valued based on a list of factors. At the
moment, compensatory options generally do not have a “readily ascertainable
FMV” on the date of grant. Thus, most compensatory options are not covered by
Section 83 on the date of grant. However, the Regulations provide that an option
without a readily ascertainable FMV on the date of grant will be taxed under Section
83 when the option is exercised or otherwise disposed of in an arm’s-length trans-
action. The value to be taxed will be the FMV as determined under Section 83
methodology; in other words, the spread in the option, or if the option is sold, then
the sale price.

Section 83(h) generally provides that a company may take a corresponding de-
duction for the value of the property transferred when the employee or other service
provider is taxed on the compensation. However, the company must file a Form
W-2 or Form 1099, as applicable, to qualify for the deduction.

The Regulations provide that dividends or other income paid with respect to
stock that has not yet been taxed under Section 83 will be treated as first being paid
to the company and then paid by the company to the employee or other service
provider as compensation. The Regulations also provide that if a shareholder trans-
fers property to an employee or other service provider in connection with the per-
formance of services, it will be treated as first being a transfer from the shareholder
to the company, and then transferred from the company to the employee or other
service provider. The Regulations also provide definitions and examples of what is
meant by the terms “transfer,” “property,” “fair market value,” and “substantial risk
of forfeiture.”

IRC Section 101(a): Life Insurance Death Benefits

Section 101(a) generally provides that life insurance death benefits are not taxable
to the recipient of such benefits. But it also provides that a life insurance policy
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that is transferred for valuable consideration, whether by assignment or otherwise,
will have some or all of the death benefits taxed. However, this will not apply if
the transfer is to the insured, to a partner of the insured, to a partnership in which the
insured is a partner, or to a corporation in which the insured is a shareholder or
officer.

IRC Section 105(h): Executive Medical Benefits

Section 105(h) imposes income tax on certain highly compensated employees who
participate in a self-insured medical expense reimbursement plan that violates the
discrimination rules contained in Section 105(h).

IRC Section 132: Certain Fringe Benefits

Section 132 contains the rules regarding whether certain fringe benefits (generally
certain travel and security-related perquisites) will be included in the employee’s
gross income.

IRC Section 162(a): Reasonable Compensation

Section 162(a) provides that there is a deduction for all ordinary and necessary
business expenses, including a “reasonable allowance for salaries or other compen-
sation for personal services actually rendered.” The Regulations provide, among
other things, that “the test of deductibility in the case of compensation payments
is whether they are reasonable and are in fact payments purely for services.” This
creates what is now known as the “amount” test where the question to be answered
is whether the amount of the compensation is reasonable (i.e., not excessive), and the
“intent” test where the question to be answered is whether the parties intended that
the payments be compensation for actual services.

While Section 162(a) has been the subject of much litigation, IRS challenges
have been confined to compensation at private companies, not public companies.
Presumably, the IRS believes there are enough checks and balances at public com-
panies to prevent the payment of excessive compensation (both now and even be-
fore the enactment of Section 162(m), discussed later in this section). However,
there may come a time when the IRS, for whatever reason, might challenge the rea-
sonableness of compensation paid to executives at a public company, and compen-
sation committee members of public companies should be aware of this possibility
no matter how remote.

Compensation committee members of private companies, however, need to be
acutely aware of Section 162(a) and the various “issues” associated with it:

• Disguised dividends (i.e., payment of compensation that otherwise should have
been paid as dividends)
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• Phantom income (i.e., payment of compensation that in substance should be
treated as a gift)

• Contingent compensation arrangements (i.e., payment of compensation based
on questionable contingencies the nonpayment of which might otherwise increase
a company’s taxable earnings)

Most disputes involve the application of the amount test—not the intent test—since
the amount test is an objective test and the intent test generally is regarded as a
subjective test. Moreover, most disputes almost always involve cash compensation,
not stock-based compensation, but there may come a time when stock-based com-
pensation at private companies similarly will be examined.

Courts have developed various approaches for testing reasonable compensa-
tion based on a myriad of factors. For example, there is a “5-factor” test (9th Cir-
cuit in the Elliotts, Inc. v. Commissioner case), a “7-factor” test (7th Circuit in the
Edwin’s, Inc. v. Commissioner case), a “9-factor” test (6th Circuit in the Mayson
Manufacturing Company v. Commissioner case), and even a “21-factor” test (Tax
Court in the Foos v. Commissioner case). Some of the factors usually considered by
courts are:

• Employee’s qualifications

• Nature, extent, and scope of employee’s work

• Employee’s work and salary scale

• Prevailing rates of compensation in the industry

• Size and complexity of the business

• Ratio of compensation to income of the business

• Contingent nature of the salary agreement

• General economic conditions

• Compensation paid in prior years

• Date of determination of the compensation

• Existence of action by the board of directors

• Comparison of compensation with distributions to shareholders

• Whether compensation is paid in proportion to the stock interest of employees
of closely held corporations

• Time contributed to the business

Note that generally no one factor is controlling. The IRS has developed its own
“12-factor” test, which was published in a former version of the Internal Revenue
Manual (IRM) at 4233.232.2(3):
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1. Nature of duties
2. Background and experience
3. Knowledge of the business
4. Size of the business
5. Individual’s contribution to profit making
6. Time devoted
7. Economic conditions in general and locally
8. Character and amount of responsibility
9. Time of year when compensation is determined

10. Relationship of stockholder-officer’s compensation to stockholdings
11. Whether alleged compensation is in reality—in whole or in part—payment

for a business or assets acquired
12. The amount paid by similar size businesses in the same area to equally qualified

employees for similar services

This “12-factor” test apparently has been amplified and/or replaced as of May 1999
by new IRM 4.3.1.5–2.5.2.2, which list eight steps to test the reasonableness of of-
ficers’ salaries in the context of partnerships and S corporations:

1. Determine total compensation paid or accrued to principal officers
2. Determine if and to what extent each principal officer’s compensation is

unreasonable
3. The examiner should take into account the “IRS 12-factor” test
4. Be alert to closely held multiple corporate situations
5. Determine that accruals payable to controlling shareholders are paid within the

prescribed limit
6. Determine if executives have received substantial bonuses under the guise

that the proceeds would be used by the recipient to make significant political
contributions

7. Be aware of excessive compensation to S corporation officer/shareholders with
respect to IRC Section 1375

8. Be aware of inadequate salaries paid to officer/shareholders who receive sub-
stantial nontaxable distributions

Current judicial trend has been to apply an “independent investor” test. This test
generally examines whether an independent investor would approve the compensa-
tion paid, based on the actual return on equity and taking into account all the facts
and circumstances. Thus, this test for excessive compensation is whether the com-
pensation would unacceptably decrease the corporation’s rate of return on equity for
a substantial independent shareholder who is not actively engaged in the business.
The proper base against which the rate of return is often measured is the initial in-
vestment in the corporation plus any additional capital contributions and any appre-
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ciation in the value of the stock. In using the independent investor test, many courts
have thus rejected the “automatic dividend” theory; however, lack of payment of
dividends may arouse IRS and judicial scrutiny. Courts are mixed as to how much
weight to assign to the independent investor test.

Finally, as stated previously, public company compensation committees most
likely will not be faced with a Section 162(a) issue. However, a recent Tax Court
case (Square D Company v. Commissioner) applied Section 162(a) principles to
an analysis of whether golden parachute payments under Section 280G (discussed
later in this section) qualified as reasonable compensation.

IRC Section 162(m): The $1 Million Cap on Executive Compensation

In response to criticism involving what was perceived as excessive executive com-
pensation in the early 1990s, Congress enacted Section 162(m) to “cap” the amount
of compensation that could be deducted by a public company paid to its top five
executives. Section 162(m) was enacted in 1993. The Proposed Regulations were
released in 1993, and the Regulations were released in 1995.

Terminology used in the application of Section 162(m) includes:

• Publicly held corporation

• Applicable employee remuneration

• Covered employee

• Performance-based compensation

• Outside director

For whatever reason, the drafters of Section 162(m) repeatedly chose to use the
word remuneration instead of the word compensation; however, for all intents and
purposes, they are synonymous, and the statute’s use of the word remuneration
should not be a distraction.

Section 162(m)(1) provides that in the case of any “publicly held corporation,”
no deduction will be allowed for “applicable employee remuneration” with respect
to any “covered employee” to the extent that the amount of such remuneration for
the taxable year with respect to such employee exceeds $1 million. The $1 million
cap is not indexed. Thus, due to inflation, the cap effectively is reduced every year
and most likely becomes applicable to more executives.

Section 162(m)(2) defines “publicly held corporation” as any corporation is-
suing any class of equity securities required to be registered under Section 12 of
the Securities Exchange Act of 1934 (Exchange Act). A corporation is not con-
sidered publicly held if the registration of its securities is voluntary. Determination
is based solely on whether, as of the last day of the corporation’s taxable year, it is
subject to the reporting obligations of Section 12 of the Exchange Act.
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Section 162(m)(3) defines “covered employee” as any employee of the cor-
poration who, as of the close of the taxable year, is the CEO of the corporation (or
an individual acting in such capacity), or whose total compensation for the taxable
year is required to be reported to shareholders under the Exchange Act by reason
of such employee being among the four highest compensated officers for the tax-
able year (other than the CEO). Thus, covered employees generally are the “named
executive officers” listed in the Summary Compensation Table found in a com-
pany’s annual proxy statement or Form 10-K. Additionally, it is interesting to note
that termination of employment of an employee immediately before the close of the
taxable year results in that employee not being treated as a covered employee. Thus,
for example, a company might want an executive who is a covered employee and
who plans to retire at the end of the company’s tax year to instead retire immedi-
ately before the close of the company’s tax year.

Section 162(m)(4) provides that “applicable employee remuneration” means—
with respect to any covered employee—the aggregate amount allowable as a de-
duction under the IRC for such taxable year (determined without regard to Section
162(m)) for remuneration for services performed by such employee (whether or
not during the tax year). “Remuneration” generally means cash and property. Ex-
cluded from the definition of “applicable employee remuneration” are:

• Commissions based on individual performance

• Any payment referred to in IRC Section 3121(a)(5)(A) through IRC Section
3121(a)(5)(D) (which generally relates to payments from qualified pension plans)

• Any benefit provided to or for the benefit of an employee if at the time such ben-
efit is provided it is reasonable to believe that the employee will be able to ex-
clude such benefit from his or her gross income

• “Performance-based compensation”

Section 162(m)(4)(C) provides the rules relating to “performance-based compen-
sation.” It means remuneration payable solely on account of the attainment of one
or more performance goals, but only if:

• The performance goals are determined by a compensation committee of the
board of directors of the corporation, which is comprised solely of two or more
“outside directors.”

• The material terms under which the remuneration is to be paid, including the per-
formance goals, are disclosed to shareholders and approved by a majority of the
vote in a separate shareholder vote before the payment of such remuneration.

• Before any payment of such remuneration, the compensation committee certifies
that the performance goals and any other material terms were in fact satisfied.
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Thus, it is a three-step test for compensation to qualify as performance-based. First,
compensation committee members must satisfy the “outside director” requirement.
The term “outside director” is not defined by Section 162(m), but is defined in the
Regulations. A director qualifies as an outside director if:

• He or she is not a current employee of the corporation.

• If he or she is a former employee of the corporation, he or she is not receiving
compensation for prior services (other than benefits under a tax-qualified re-
tirement plan) during the taxable year.

• He or she has never been an officer of the corporation.

• He or she does not receive remuneration from the corporation, either directly or
indirectly, in any capacity other than as a director.

“Remuneration received” includes remuneration paid:

• Directly or indirectly to a director personally or to an entity in which the direc-
tor has a more than 50% beneficial ownership interest

• To an entity in which the director has a 5% to 50% beneficial ownership interest
(other than de minimis remuneration)

• To an entity by which the director is employed or self-employed other than as a
director (other than de minimis remuneration)

“De minimis remuneration” is defined as remuneration received by the entity that
is less than 5% of the gross revenue of such entity, so long as the remuneration re-
ceived does not exceed $60,000 if paid (i) to an entity that the director has a 5%
to 50% beneficial ownership interest or, (ii) for personal services if the director is
employed or self-employed by the entity.

Second, performance goals must be both “preestablished” and “objective.”
Goals are “preestablished” if they are established in writing by the compensation
committee not later than 90 days after the performance period begins or within the
first 25% of the performance period if such period is shorter than one year. The
outcome must be substantially uncertain at the time the goal is established. Goals
are “objective” if a third party having knowledge of the relevant facts could deter-
mine whether the goal is met. Increasing the amount of compensation over the
compensation levels set by the preestablished performance goals (usually referred
to as “positive discretion”) is not permitted. However, a compensation committee
may unilaterally reduce, with or without reason, the amount of compensation
below the compensation levels set by the preestablished performance goals (usu-
ally referred to as “negative discretion”), assuming this can be done under the terms
and conditions of the arrangement. Acceleration of payment must be discounted to
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reasonably reflect the time value of money. Restricted stock that vests based solely
on service will not qualify as performance-based compensation. Stock options and
stock appreciation rights that are granted with an exercise price at or above current
stock FMV on the date of grant generally will qualify as performance-based
compensation.

Third, shareholder approval is valid only if the following material terms are
disclosed as part of the voting process:

• Those employees who are eligible to receive compensation

• A description of the business criteria on which the performance goal is based

• The maximum amount of compensation that can be paid to any employee

• Any other material terms of a performance goal as required under the same stan-
dards applicable under the Exchange Act

If the compensation committee can change the targets under a performance goal,
shareholder reapproval is required every five years. Since most plans today have
a menu of performance metrics (e.g., earnings, revenue growth, stock price, total
shareholder return, return on assets, return on equity, etc.), compensation com-
mittees need to ensure that the plans they administer are reapproved by sharehold-
ers every five years.

Finally, the compensation committee must make sure that it certifies in writing
that the performance goals (and all other material terms and conditions) were met.

The Regulations provide an exemption for privately held companies that be-
come publicly held companies. In such a situation, compensation paid by a publicly
held corporation pursuant to a compensation plan or agreement that existed dur-
ing the period in which the corporation was not publicly held is exempt from Sec-
tion 162(m). However, if the privately held corporation becomes publicly held
through an IPO, then the previous exemption applies only if the prospectus ac-
companying the IPO discloses information concerning those plans or arrangements
that satisfy all applicable securities laws then in effect. The exemption applies until
the earliest of the following four occurrences:

• The expiration of the plan or agreement

• A material modification of the plan or agreement (a material modification occurs
when the plan or agreement is amended to increase the amount of compensation
payable to the employee)

• The issuance of all employer stock and other compensation that has been allo-
cated under the plan

• The first meeting of shareholders at which directors are to be elected that occurs
after the close of the third calendar year following the calendar year in which the
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IPO occurs, or in the case of a privately held corporation that becomes publicly
held without an IPO, the first calendar year following the calendar year in which
the corporation becomes publicly held

There are two methods to qualify compensation as performance-based compensa-
tion for corporations created by a spin-off transaction. Under a “prior establishment
and approval” method, where the compensation qualified as performance-based
compensation prior to the spin-off date, the compensation remains qualified if the
compensation committee (comprised of two or more outside directors) of the spin-
off company certifies that the performance goals have been met. Under a “transi-
tion period exemption” method, where all requisite elements of performance-based
compensation are met other than the shareholder-approval requirement, the com-
pensation will be qualified until the first regularly scheduled meeting of the spin-
off’s shareholders that occurs more than 12 months after the date the corporation
becomes a publicly held corporation.

The $1 million cap is reduced by the amount (if any) that would have been in-
cluded in the compensation of the covered employee for the taxable year but, be-
cause of the golden parachute tax rules, was disallowed as an excess parachute
payment under IRC Section 280G (discussed next).

Example: Executive X receives $1,500,000, of which none is exempt from Section
162(m). Of the $1,500,000, $600,000 is an excess parachute payment (and thus
the $600,000 becomes nondeductible under Section 280G). Thus, the corpora-
tion can deduct only $400,000 ($1,000,000 minus the already nondeductible
$600,000) of the $1,500,000 payment.

IRC Sections 280G and 4999: Golden Parachutes

In the early 1980s, there was public outcry regarding some very large (at the time)
golden parachutes made to certain executives. Accordingly, this public outcry was
translated into tax law that generally eliminated a tax deduction for a company that
paid golden parachutes and applied a 20% penalty tax on the executive who received
a golden parachute. Sections 280G and 4999 were enacted in 1984. The Proposed
Regulations were first released in 1989, and then “reproposed” in 2002. The Regu-
lations were released in 2003. It is important to note that unlike IRC Section 162(m),
Section 280G applies to both public and private corporations.

The term golden parachutes generally refers to either severance-related
payments or transaction-bonus payments made to executives, usually—but not
necessarily—contingent on or in connection with a change in control of the com-
pany. The Regulations provide that a payment is treated as being contingent on a
change in control if the payment would not, in fact, have been made had no change
in control occurred, even if the payment is also conditioned on the occurrence of
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another event. Additionally, a payment generally is treated as one that would not,
in fact, have been made in the absence of the change in control unless it was sub-
stantially certain, at the time of the change, that the payment would have been made
whether or not the change occurred.

The key definitions and terms used in applying Sections 280G and 499 are:

• Parachute payments

• Excess parachute payments

• Base amount

• Base period

• Disqualified individual

• Annual includible compensation for the base period

• Reasonable compensation

• Change in control or ownership

• Safe harbor amount (Note that while this is not a term used under Section 280G,
it is a term used by most practitioners in the golden parachute area, and thus is
included.)

Section 280G(a) provides that a company will lose a tax deduction for all “excess
parachute payments.” Section 280G(b)(1) defines an “excess parachute payment”
as an amount equal to the excess of any “parachute payment” over the portion of
the “base amount” allocated to such payment. Section 4999 imposes a 20% excise
(penalty) tax on the recipient of any “excess parachute payment.” Section 4999 also
requires that a company must withhold in many cases an amount equal to the ex-
cise tax imposed.

Section 280G(b)(2) provides that a “parachute payment” is a payment in the
nature of compensation to or for a “disqualified individual” if such payment is con-
tingent on a “change in control or ownership” and the aggregate present value of
the payments in the nature of compensation to or for the disqualified individual
equals or exceeds 300% of the “base amount.”

Section 280G does not define what a “change in control or ownership” is. The
Regulations provide that a de facto change in control occurs if a person or group
acquires either more than 50% of the voting stock of a corporation or one-third of
the assets of the corporation. The Regulations presume that a change in control oc-
curs if a person or group acquires 20% or more of a corporation’s voting stock or
if there is a change in the majority of directors of the corporation; however, this pre-
sumption may be rebutted by establishing that there has been no transfer of power
to control the management and policies of the company.

Section 280G(b)(3) provides that the “base amount” is the “disqualified indi-
vidual’s annualized includible compensation for the base period.” Section 280G(c)
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provides that a “disqualified individual” is an employee or independent contractor
of the corporation, and who is also an officer, shareholder, or highly compensated
individual of the company. The Regulations provide that a highly compensated in-
dividual is a “highly compensated employee” as defined by IRC Section 414(q)
under the pension laws (which currently is an employee earning $90,000 a year or
more). In addition, a disqualified individual only includes a shareholder who owns
stock of a corporation with a fair market value that exceeds 1% of the fair market
value of the outstanding shares of all classes of the corporation’s stock. Section
280G(d)(1) provides that the “annualized includible compensation for the base pe-
riod” is the average compensation that was payable by the corporation undergoing
the change in control or ownership and was includible in the gross income of the
disqualified individual for taxable years in the “base period.” Section 280G(d)(2)
provides that the “base period” is the period consisting of the most recent five tax-
able years ending before the date on which the change in control or ownership oc-
curs. The Regulations provide that the base period may be less than five years if the
disqualified individual did not work for the company for all five years.

Simply put, determining whether there is a loss of deduction and penalty tax
under Sections 280G and 4999 is a two-step test. The first step is to test whether all
payments that could be characterized as parachute payments equal or exceed 300%
of the base amount. This is why many arrangements have come to use “299%” as the
“magic” threshold level; however, sometimes in these arrangements this threshold
level is erroneously applied to current compensation or current cash compensation
and not—as it should be—to the base amount (which usually is less than the current
annual compensation). Practitioners usually will determine this threshold, called the
“safe harbor amount,” as 300% of the base amount less $1. The second step is to test
whether the parachute payments exceed the safe harbor amount (even by $1), and if
they do, then all parachute payments above the base amount (i.e., everything over
100% of the base amount, not 300% of the base amount) are called “excess para-
chute payments.” It is only the excess parachute payment that is used to calculate the
lost tax deduction and penalty tax.

Finally, Section 280G(b)(4) provides that parachute payments do not include
any payments that the taxpayer establishes by clear and convincing evidence are
reasonable compensation for personal services, whether rendered before or after
the change in control. Reasonable compensation rendered after the change in
control is completely disregarded. However, reasonable compensation rendered
before the change in control is included in the parachute calculations and then
used to reduce the excess parachute payments after first being applied to the base
amount.

Example 1: CEO has a base amount of $1,000,000. Thus, the safe harbor amount is
$2,999,999 ($1,000,000 × 300% – $1). There is a change in control and
CEO receives $10 million as a transaction bonus. Assume none of the $10
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million can be shown by clear and convincing evidence to be reasonable
compensation. This is the only payment made in the nature of compensa-
tion and in connection with the change in control. The full $10 million is
a parachute payment (because the payment exceeded the safe harbor
amount of $2,999,999). $9 million is the excess parachute payment. The
company loses $9 million as a tax deduction, and CEO must pay $1.8 mil-
lion ($9,000,000 × 20%) as penalty tax.

Example 2: Same as Example 1, but CEO receives $3 million as a transaction bonus.
The full $3 million is a parachute payment (because the payment still ex-
ceeded the safe harbor amount of $2,999,999). $2 million is the excess para-
chute payment. The company loses $2 million as a tax deduction, and CEO
must pay $400,000 as penalty tax.

Example 3: Same as Example 2, but company and CEO agree that CEO will forego $1 of
the $3 million payment. Thus, CEO receives $2,999,999 as a transaction
bonus. The $2,999,999 payment is not a parachute payment since it did not
exceed the safe harbor amount. Since the payment is not a parachute pay-
ment, there are no excess parachute payments, and thus no loss of deduction
and no penalty tax.

The following shows the step-by-step process involved in applying the golden
parachute rules:

1. Determine if a change in control or ownership has occurred under the Regula-
tions. If not, then Section 280G does not apply and no further steps are required.

2. Identify all individuals who qualify as a disqualified individual.
3. Determine the base period for each disqualified individual.
4. Calculate the base amount for each disqualified individual.
5. Calculate the potential parachute payments that will be or have been made to

each disqualified individual. This would include cash payments, stock-based
compensation payments, accelerated payment of existing cash-based awards
(e.g., retention programs), accelerated vesting of equity-based compensation,
accelerated vesting/payment of deferred compensation, triggering of pension
“enhancers” (e.g., additional years and service), continued welfare benefits, and
so forth. These amounts are each present-valued as of the change-in-control
date, and then totaled.

6. Test the total amount against the safe harbor amount. If the total amount does not
exceed the safe harbor amount, then the payments are not parachute payments
and no further steps are required. If the total amount exceeds the safe harbor
amount, then determine whether the parachute payments and/or the excess para-
chute payments may be reduced by various techniques (such as treating some of
the payments as reasonable compensation).
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7. Calculate tax gross-up amounts for the penalty tax amounts (if required by
agreement), or identify and calculate what amounts and actual payments will be
reduced (if required by agreement).

Finally, while not a part of Section 280G per se, the following market practices re-
garding Section 280G are noted:

• Full reduction of parachute payments to the safe harbor amount

• Mandatory reduction only if the executive is in a better after-tax position from
the reduction

• Full tax gross-up (i.e., reimbursement of the excise tax, and then continued re-
imbursement of all excise, income, employment, and other taxes resulting from
payment of the reimbursements)

• Partial tax gross-up (e.g., the company pays only the first excise tax, not the re-
sulting tax impositions due to the reimbursement of the first excise tax; or a “cor-
ridor” is established so that no tax gross-up is paid if the parachute payments do
not exceed a specific percentage or dollar amount above the safe harbor amount;
or the company agrees to pay a percentage of a full tax gross-up, such as 50%)

• Nothing (usually referred to as the “let the chips fall where they may” approach)

IRC Section 401 and 402: Qualified Pension Plans

Sections 401 and 402 generally contain many of the rules necessary to qualify a
pension plan for special tax treatment. Section 401(a)(17) is the section that lim-
its the amount of annual compensation taken into account for purposes of com-
puting a pension benefit; for 2004, this amount is $205,000, and increased in $5,000
increments thereafter based on cost-of-living adjustments (COLA). Section 402(g)
is the section that limits annual elective deferrals to certain pension plans (notably
401(k) plans); for 2004, this amount is $13,000, for 2005, this amount is $14,000,
for 2006, this amount is $15,000, and this amount will be increased in $500 incre-
ments thereafter based on COLA.

IRC Section 404: Tax Deduction for Bonuses and Deferred Compensation

Section 404(a) provides the rules associated with when a company may take a de-
duction for contributions made under a stock bonus, pension, profit-sharing, or
annuity plan. Under 404(a)(5), the general rule for most executive plans is that the
company may take a deduction for the year relating to the year when the compen-
sation is taken into income by the executive. Under the Regulations for Section
404(b), a bonus paid within 21⁄2 months of the year for which it was earned will not
be treated as deferred compensation, and will relate to the year in which it was
earned for purposes of deductibility.
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IRC Section 415: Limitations on Benefits 
from and Contributions to Pension Plans

Section 415(b) generally provides that annual benefits under a defined-benefit pen-
sion plan will be capped. For 2004, this amount is $165,000, and this amount will
be increased in $5,000 increments thereafter based on COLA. Section 415(c) gen-
erally provides that annual contributions to a defined-contribution pension plan
will be capped. For 2004, this amount is $41,000, and this amount will be increased
in $1,000 increments thereafter based on COLA.

IRC Sections 421–424: Incentive Stock Options 
and Employee Stock Purchase Plans

Sections 421 through 424 provide the rules relating to “incentive stock options”
(ISOs) and Employee Stock Purchase Plans (ESPPs).

Section 421 provides the general rule that if an award of stock or stock options
qualifies as an ISO or an ESPP option under the applicable arrangement, then the
taxable event will occur when the stock is sold, and the applicable tax rate will be
the current long-term capital gain rate.

Section 422 provides the rules for ISOs. Generally, these rules are:

• Optionees must be employees of the company (or parent or subsidiary).

• The stock underlying the option must be held for at least more than two years
from the date of grant and more than one year from the date of exercise.

• The option must be granted under a plan that was approved by shareholders
within one year of the adoption of the plan.

• Options granted under the plan must be granted within 10 years of the earlier of
the adoption of the plan or shareholder approval.

• The option term cannot exceed 10 years.

• The option must be nontransferable (other than by the laws of descent and
distribution).

• The option must have an exercise price at or above the stock FMV on the date
of grant.

• The option must have a post-employment exercise period not longer than 90 days
(one year if termination is due to a disability as defined under IRC Section 22(e)).

• Only options with an aggregate value of up to $100,000 (based on the stock FMV
on the date of grant) may become exercisable in any calendar year (options that
vest and which exceed this $100,000 limit lose their qualification as ISOs).

• If the optionee owns more than 10% of the stock, then the exercise price must be
at least 110% of the stock FMV and the option term cannot exceed five years.
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Section 423 provides the rules for ESPPs. While the arrangement is referred to as
a “purchase plan,” it operates very much as an option arrangement, and the law
refers to these vehicles as “options.” Generally, the rules are:

• Optionees must be employees of the company (or parent or subsidiary) and can-
not own 5% or more of the stock.

• All employees (with some exceptions) must be able to participate in the plan.

• The stock underlying the option must be held for at least more than two years
from the date of grant and more than one year from the date of exercise.

• The option must be granted under a plan that was approved by shareholders
within one year of the adoption of the plan.

• The option term cannot exceed five years.

• The option must be nontransferable (other than by the laws of descent and
distribution).

• The option must have an exercise price at least equal to 85% of the stock FMV
on the date of grant or the date of exercise.

• The option must have a post-employment exercise period not longer than 90 days
(one year if termination is due to a disability as defined under IRC Section
22(e)).

• Only options with an aggregate value of up to $25,000 (based on the stock
FMV on the date of grant) may be granted to any individual in any calendar
year.

Section 424 provides a variety of rules applicable to ISOs and ESPPs. Section
424(a) and the Regulations provide that in the context of a corporate reorganiza-
tion or liquidation, ISOs substituted or converted into options on a surviving
company’s stock (a “rollover”) will continue to qualify as ISOs provided that the
rollover passes the spread test and the ratio test, and that the optionee does not re-
ceive additional and/or more favorable benefits under the new ISO. The spread
test is satisfied if the spread in the pre-rollover option equals the spread in the post-
rollover option. The ratio test is satisfied if the ratio used to convert the pre-rollover
ISO shares into post-rollover ISO shares is the inverse of the ratio used to convert
the pre-rollover exercise price into the post-rollover exercise price. The addi-
tional/more favorable benefit test is a facts-and-circumstances test, but one exam-
ple offered by the Regulations is that additional exercise methods (e.g., allowing
a stock-for-stock exercise in addition to cash exercise) would be treated as an
additional/more favorable benefit.

Section 424 also provides that an ISO that is modified, extended, or renewed
results in the deemed new grant of an option. The concern here is that if there is
existing spread in the option, the deemed new option will not qualify as an ISO since
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the exercise price was below stock FMV on the date of grant. However, acceler-
ating the vesting date of an existing ISO will not result in a deemed new grant.

IRC Section 451: Constructive Receipt

Section 451 provides the general rules relating to what is known as “constructive
receipt.” The concept of constructive receipt is that a taxpayer may not turn his, her,
or its back on taxable income (usually through a deferral arrangement) to avoid
taxation. Thus, while the payment is not actually received by the taxpayer, it still
is constructively received (and thus taxable).

Section 451(a) provides a basic rule that any item of gross income will be in-
cluded in the gross income of the taxpayer for the taxable year in which it was re-
ceived unless under the taxpayer’s method of accounting used in computing taxable
income such amount is properly accounted for as of a different period. It is the Reg-
ulations that essentially explain what is meant by constructive receipt. Regulation
Section 1.451-2(a) provides that income, although not actually reduced to a tax-
payer’s possession, is constructively received by the taxpayer in the taxable year
in which it is credited to the taxpayer’s account, set apart for the taxpayer, or oth-
erwise made available so that the taxpayer may either draw upon it at any time, or
could have drawn upon it during the taxable year if notice of intention to withdraw
had been given. However, income is not constructively received if the taxpayer’s
control of its receipt is subject to substantial limitations or restrictions. It is this con-
cept of substantial limitation or restrictions upon which many deferred compensa-
tion arrangements build.

Section 132 of the Tax Reform Act of 1978 has prohibited the IRS from is-
suing Revenue Rulings in this area. Instead, the IRS has issued several Revenue
Procedures to explain the minimum requirements it considers necessary in a de-
ferred compensation arrangement before it will offer a favorable ruling through a
Private Letter Ruling. Revenue Procedures 71-19 and 92-65 provide that:

• The election to defer compensation must be made before the beginning of the
period of service for which the compensation is payable, regardless of the exis-
tence of forfeiture provisions in the plan.

• If any elections, other than the initial election referred to previously, may be made
by an employee subsequent to the beginning of the service period, then the plan
must set forth substantial forfeiture provisions that must remain in effect through-
out the entire period of the deferral. A substantial forfeiture provision will not
be considered to exist unless its conditions impose upon the employee a signif-
icant limitation or duty that will require a meaningful effort on the part of the em-
ployee to fulfill and there is a definite possibility that the event that will cause
the forfeiture could occur.
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• New plans may allow new participants 30 days after adoption of the plan to
make elections with respect to compensation earned after such election.

• New participants to an existing plan may have 30 days after becoming a partic-
ipant of the plan to make elections with respect to compensation earned after
such election.

• The plan may allow for earlier payout in the event of an “unforeseeable
emergency.”

• The plan must provide that participants have the status of unsecured creditors.

In addition, since many deferred compensation arrangements were funded using a
“rabbi trust” (called such because the first Private Letter Ruling to address whether
this kind of trust resulted in constructive receipt concerned a trust created by a con-
gregation for its rabbi), the IRS issued Revenue Procedure 92-64 at the same time it
issued Revenue Procedure 92-65. This Revenue Procedure presented a “model rabbi
trust” that needed to be followed if a taxpayer was requesting a Private Letter Rul-
ing as to whether the trust caused constructive receipt. A rabbi trust generally is a
“grantor trust” (within the meaning of IRC Sections 671–679) established by the
company that holds company assets for payment of the deferred compensation ben-
efit; however, if there is a bankruptcy or insolvency, the trustee must then hold the
trust’s assets for the benefit of the company’s general unsecured creditors.

There are differing views with respect to whether the IRS’s position on deferred
compensation would be upheld by the courts. First is the issue of how far in advance
the election to defer must be made. Most companies provide that salary deferral be
made in the year before the salary is earned. Some companies, however, allow that
bonus deferrals can be made just before the bonus is calculated and paid. Another
example of a questionable technique is something called a “haircut,” where the
amount of deferred compensation will be reduced if the taxpayer elects an earlier
payout. Some believe that a substantial haircut tracks the language of the Regula-
tions since it results in a substantial limitation or restriction. For example, assume
that Executive X has $1 million in a deferred compensation account, and can elect
an earlier payout but will forfeit 10% (or $100,000) of the deferred amount. Not only
is there no consensus on whether 10% (or even a smaller percentage) is enough to
trigger the “substantial limitation or restriction” requirement, there is even a question
as to whether at least $900,000 is constructively received. Another issue is whether
an election once made may be changed (e.g., Executive X made a deferral election
on 1/1/05 to defer $1 million until 1/1/15, and then on 1/1/10, Executive X changes
the payout date to 1/1/14). Based on the Tax Court case of Martin v. Commissioner,
there is a position that a change made at least a year before payout is permissible.

Finally, for several years, Congress has contemplated legislation that would re-
peal Section 132 of the Tax Reform Act of 1978 and enact specific rules with respect
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to deferred compensation. For example, the new legislation might: (i) tax deferred
compensation protected by offshore rabbi trusts when the assets are moved off-
shore; (ii) require a minimum delay (e.g., six months) before an executive may re-
ceive his or her deferred compensation after a termination of employment; (iii)
allow subsequent changes in distribution timing but only if the change defers re-
ceipt of the compensation for at least another five years; and (iv) require that dis-
tributions made within one year of a change in control be treated as “excess
parachute payments” under IRC Section 280G. The proposed legislation also
anticipates further rulemaking by the IRS. Accordingly, it is essential for compen-
sation committees to consult tax counsel with regard to any aspect of deferred com-
pensation planning.

IRC Section 1032: Exchange of Stock for Property

Section 1032 generally provides that no gain or loss is recognized by a corporation
if the corporation receives cash or property in exchange for stock of the corporation.
The Regulations issued in 2000 provide that there must be an “immediate transfer”
of the stock and that it cannot be held for any period of time. This rule impacts trans-
fers of company stock to subsidiaries through the use of rabbi trusts.

IRC Sections 2001 et seq., 2501 et seq., and 2601
et seq.: Gift and Estate Planning

While an executive’s personal estate planning generally is not an area of concern for
the compensation committee, there may be instances where the design of a com-
pensation program is affected by the executive’s estate plan. In many cases, this will
involve transfers of life insurance, options or other equity-based compensation, or
deferred compensation to family trusts or other similar entities. The issue for most
compensation committees will be whether the company is negatively impacted by
structuring a certain program a certain way for the benefit of the executive.

Generally, compensation committees should be aware of the sections of the tax
code that relate to estate-planning issues. Sections 2001 through 2210 provide
the rules with respect to federal estate tax. Sections 2501 through 2524 provide the
rules with respect to gift tax. Sections 2601 through 2664 provide the rules for
generation-skipping transfers. Finally, Sections 2701 through 2704 provide special
valuation rules.

IRC Sections 3101 et seq.: FICA Tax

Sections 3101 through 3128 contain the rules relating to the tax imposed under the
Federal Insurance Contributions Act (i.e., Social Security and Medicare taxes). Of
note is Section 3121, which generally defines “wages.” In addition, Section 3121(v)
provides that deferred compensation generally will be subject to FICA tax at the
later of when the services are performed or when there is no substantial risk of for-

168 Tax, ERISA and Labor Laws, Regulations, and Rules

ch07_4312.qxd  8/24/04  11:05 AM  Page 168



feiture of the rights to such amount. Finally, it is noted that there is still an issue
whether compensation attributable to ISOs or ESPPs (in whole or in part) should be
treated as “wages” and subject to FICA tax.

IRC Sections 3401 et seq.: Withholding

Sections 3401 through 3406 contain the rules relating to the company’s obligation
to withhold on wages. Of note is Section 3401(a), which generally defines “wages.”
This definition is very close but not identical to the definition of “wages” under
FICA. In addition, it is noted that there is still an issue whether compensation at-
tributable to ISOs or ESPPs (in whole or in part) should be treated as “wages” and
subject to withholding.

IRC Sections 7702 and 7702A: Definition of Life Insurance

Section 7702 provides the definition of a life insurance contract, and requires that
the contract pass either a “cash value accumulation” test, or meet a guideline pre-
mium requirement and fall within the “cash value corridor.” Section 7702A gen-
erally provides that a life insurance contract will fail to be treated as a life insurance
contract—and instead will be treated as a “modified endowment contract”—if it
fails to pass the “seven-pay test,” which generally measures how much of the in-
vestment is used to buy life insurance. A modified endowment contract does not
receive the tax advantages that a life insurance contract receives.

IRC Section 7872: Below-Market Loans and Split-Dollar

Section 7872 was enacted under the Tax Reform Act of 1986, generally to address
interest-free loans. In the employer-employee context, Section 7872 requires that an
interest-free loan or even a below-market loan be treated as compensation. The
amount of “imputed” compensation is the amount of interest that the employee
would otherwise have had to pay if the loan had an interest rate equal to the “ap-
plicable federal rate,” which is an interest rate published monthly by the IRS. Sec-
tion 7872 does differentiate between “term” loans and “demand” loans, and does
provide a de minimis exemption of $10,000 for employer-employee loans.

Recent Regulations have applied Section 7872 to split-dollar life insurance
arrangements where the owner of the policy is the executive (or a related trust). In
this situation, the amount of the premium paid by the company is treated as an
interest-free loan to the executive. This new Regulation has dramatically altered
market practices with respect to using this kind of split-dollar life insurance (usu-
ally called “equity split dollar”), and companies will need to determine whether ap-
plying Section 7872 is cost-effective and does not violate the federal securities law
prohibiting a company from making personal loans to executives.
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ERISA LAW AND RULES

Overview

The Employee Retirement Income Security Act of 1974 (“ERISA”) was Congress’s
attempt at federalizing pension law in the United States. It accomplished this by
creating a comprehensive set of laws relating to pensions and other employee ben-
efit arrangements, and by creating a “preemption” law that caused ERISA to over-
ride most other laws.

While ERISA generally applies to broad-based rank-and-file benefit plans,
there are aspects of the law that compensation committee members will need to
know. Essentially, the issue usually involves whether the executive arrangement
is subject to ERISA, or whether it is exempt (in whole or in part) from ERISA. Thus,
the definitions of the following terms are critical to the analysis:

• Employee benefit plan.

• Pension-benefit plan.

• Welfare-benefit plan.

• Excess benefit plan.

• Top-hat plan.

In addition, most executive plans are concerned only with the first five
“Parts” under Subtitle B of Title I of ERISA:

• Part 1, dealing with disclosure and reporting.

• Part 2, dealing with participation and vesting.

• Part 3, dealing with funding requirements.

• Part 4, dealing with fiduciary responsibility.

• Part 5, dealing with administration and enforcement.

ERISA Section 3(3) defines “employee benefit plan” or “plan” as an employee
welfare benefit plan, or an employee pension benefit plan, or a plan that is both an
employee welfare benefit plan and an employee pension benefit plan.

ERISA Section 3(1) defines “employee welfare benefit plan” and “welfare
plan” as any plan, fund, or program that was heretofore or is hereafter established
or maintained by an employer or by an employee organization, or by both, to the
extent that such plan, fund, or program was established or is maintained for the pur-
pose of providing for its participants or their beneficiaries, through the purchase of
insurance or otherwise, (A) medical, surgical, or hospital care or benefits, or bene-
fits in the event of sickness, accident, disability, death, or unemployment, or vaca-
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tion benefits, apprenticeship or other training programs, or day care centers, schol-
arship funds, or prepaid legal services, or (B) any benefit described in section 186(c)
of this title (other than pensions on retirement or death, and insurance to provide
such pensions).

ERISA Section 3(2) defines “employee pension benefit plan” and “pension
plan” as any plan, fund, or program that was heretofore or is hereafter established
or maintained by an employer or by an employee organization, or by both, to the
extent that by its express terms or as a result of surrounding circumstances, such
plan, fund, or program provides retirement income to employees, or results in a
deferral of income by employees for periods extending to the termination of cov-
ered employment or beyond, regardless of the method of calculating the contribu-
tions made to the plan, the method of calculating the benefits under the plan, or the
method of distributing benefits from the plan.

The preceding three definitions are a starting point for any ERISA analysis,
because in some cases, a compensation arrangement (such as an equity-based plan),
either by its own terms or operationally, may fall within the definition of an ERISA
employee benefit plan. Moreover, an executive severance plan will need to be an-
alyzed as to whether it properly is characterized as a pension plan or as a welfare
plan. In addition, there is case law that defines what is meant by the word plan; thus,
some arrangements may be outside of ERISA because they do not rise to the level
of an ERISA plan. Finally, all plans are subject to the “Fort Halifax” test, as de-
scribed by the U.S. Supreme Court in the case Fort Halifax Packing v. Coyne, which
generally means that there must be ongoing administration of the arrangement for
it to be subject to ERISA.

ERISA Section 3(36) defines “excess benefit plan” as a plan maintained by an
employer solely for the purpose of providing benefits for certain employees in ex-
cess of the limitations on contributions and benefits imposed by IRC Section 415,
without regard to whether the plan is funded. To the extent that a separable part of
a plan (as determined by the Secretary of Labor) maintained by an employer is
maintained for such purpose, that part shall be treated as a separate plan that is an
excess benefit plan. ERISA Section 4(b)(5) provides that Title I of ERISA does not
apply to any employee benefit plan that meets the definition of an excess benefit
plan. Thus, excess benefit plans are not subject to the reporting and disclosure re-
quirements of Part 1 of Subtitle B of Title I of ERISA, the participation and vesting
requirements of Part 2, the funding requirements of Part 3, the fiduciary responsi-
bility requirements of Part 4, and the administration and enforcement require-
ments of Part 5. It should be noted that while excess benefit plans are allowed to
uncap the benefit and contribution limits contained in IRC Section 415, it does not
expressly provide for uncapping the compensation limit contained in IRC Section
401(a)(17). Thus, a plan that uncaps both the Section 415 and 401(a)(17) limits
may actually be a top-hat plan and not an excess benefit plan.

The term “top-hat plan” is not defined in ERISA. Nor is it explicitly defined
in the Regulations, although Regulation Section 2520.104-23 essentially provides
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such definition. It generally refers to a plan that is unfunded and is maintained by an
employer primarily for the purpose of providing deferred compensation for a se-
lect group of management or highly compensated employees. These executive
benefit programs are referred to as “top-hat plans” for obvious reasons.

Unlike an excess benefit plan, which is exempt from ERISA, top-hat plans are
subject to some, but not all, of ERISA’s requirements. For example, top-hat plans
are subject to the reporting and disclosure requirements under Part 1 and the en-
forcement and administration requirements of Part 5. However, top-hat plans are
exempt from the participation and vesting requirements of Part 2, the funding re-
quirements of Part 3, and the fiduciary responsibility requirements of Part 4.

With respect to the reporting and disclosure requirements of Part 1, Regula-
tion Section 2520.104-23 provides an “alternative method of compliance for pen-
sion plans for certain selected employees.” An employer may satisfy all Part 1
reporting and disclosure requirements with respect to all of its top-hat plans by fil-
ing with the Department of Labor (DOL) within 120 days after the adoption of the
plans a statement that contains:

• The name and address of the employer

• The IRS employer identification number

• A declaration that the employer maintains the plans primarily for the purpose of
providing deferred compensation for a select group of management or highly
compensated employees

• A statement of the number of such plans and the number of employees in each

• A copy of the plan or plans

This filing (commonly referred to by practitioners as the “top-hat plan one-pager”)
is all a company needs to do to relieve itself of ERISA’s Part 1 burdens. Compen-
sation committees should check with their legal or HR departments to make sure
that these one-pagers have been filed.

Issues arising under top-hat plans often involve whether or not the plan is “un-
funded” and whether the plan is for management or highly compensated employees.
Various case law on these issues provide some clarification, but overall, each situa-
tion is a facts-and-circumstances test and will need to be specifically analyzed.

LABOR LAWS AND REGULATIONS

Overview

Compensation committees generally have little concern with labor laws, since most
of such laws are with respect to rank-and-file employees and not executives. How-
ever, issues concerning executives usually arise with respect to:
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• Over age 40 discrimination under the Age Discrimination in Employment Act
of 1967 (ADEA), as amended by the Older Workers Benefit Protection Act of
1991 (OWBPA).

• Sex, race, religion, color, or national origin discrimination under Title VII of
the Civil Rights Act of 1964, as amended by the Civil Rights Acts of 1972 and
1991.

• Disability discrimination under the Americans with Disabilities Act of 1990.

• Equal Pay Act.

• Fair Labor Standards Act.

• Family and Medical Leave Act.

• Various similar statutes under state and local laws.

Generally, the issue is whether the executive has—or could have—a claim under
any of the preceding laws. If the executive has a claim (e.g., a sex discrimination
claim), then it usually becomes a matter for the company and its legal department
and not for the compensation committee. However, if the executive is willing to
waive any and all claims, then the compensation committee needs to know the ap-
plicable rules involving waivers and releases, as discussed in the following section.

ADEA Law

Section 631(a) provides that the prohibitions against age discrimination are lim-
ited to individuals who are at least 40 years of age.

Section 631(c) provides that compulsory retirement of any employee who has
attained 65 years of age, and who for the two-year period immediately before re-
tirement is employed in a bona fide executive or a high policymaking position, is
permissible, but only if such employee is entitled to an immediate nonforfeitable
annual retirement benefit from a pension, profit-sharing, savings, or deferred com-
pensation plan, or any combination of such plans, of the employer of such em-
ployee, which equals, in the aggregate, at least $44,000.

Since most executives are age 40 or over, ADEA is the starting point for all dis-
crimination claims by executives. Presumably, compensation committees become
involved in executive discrimination claims only as part of the severance process. In
determining the ultimate value of the severance package, a waiver and release of all
employment-related claims (and many times, any and all claims) by the terminated
executive is required before any severance will be paid. Section 626 contains the
rules relating to waiver and release of age discrimination claims. Since severance
agreements do not separate out various discrimination claims and other claims that
are being waived, the Section 626 requirements are therefore applied across the
board.
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Section 626(f) provides the an individual may not waive any right or claim
under ADEA unless the waiver is knowing and voluntary. Generally, the waiver will
not be considered knowing and voluntary unless at a minimum:

• The waiver is part of an agreement between the individual and the employer that
is written in a manner calculated to be understood by such individual, or by the
average individual eligible to participate.

• The waiver specifically refers to rights or claims arising under ADEA.

• The individual does not waive rights or claims that may arise after the date the
waiver is executed.

• The individual waives rights or claims only in exchange for consideration in ad-
dition to anything of value to which the individual already is entitled.

• The individual is advised in writing to consult with an attorney prior to execut-
ing the agreement.

• The individual is given a period of at least 21 days within which to consider the
agreement; or if a waiver is requested in connection with an exit incentive or
other employment termination program offered to a group or class of employees,
the individual is given a period of at least 45 days within which to consider the
agreement.

• The agreement provides that for a period of at least seven days following the ex-
ecution of such agreement, the individual may revoke the agreement, and the
agreement shall not become effective or enforceable until the revocation period
has expired.

• If a waiver is requested in connection with an exit incentive or other employment
termination program offered to a group or class of employees, the employer (at
the commencement of the applicable 45-day period mentioned previously) in-
forms the individual in writing in a manner calculated to be understood by the
average individual eligible to participate, as to any class, unit, or group of indi-
viduals covered by such program, any eligibility factors for such program, and
any time limits applicable to such program; and the job titles and ages of all in-
dividuals eligible or selected for the program, and the ages of all individuals in
the same job classification or organizational unit who are not eligible or selected
for the program.
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Chapter 8

Accounting Rules

This chapter provides a fundamental working knowledge of the relevant account-
ing principles, standards, and issues that most compensation committee members
will encounter in discharging their committee duties. It is not intended to be com-
plete; rather, it attempts to familiarize the compensation committee member with
the accounting regulatory and organizational framework and the various relevant
accounting pronouncements and their origins. Specific application and examples
of these rules are contained in Part Three of this book.

Accounting issues for compensation committees generally will involve the
value of compensation expense and the timing of such expense. Major changes in
equity-based compensation accounting standards both in the United States and in-
ternationally are causing compensation committees to compare the attributes and
detriments of equity-based compensation with cash-based compensation. While
stock options may no longer have the allure that they once had (since there usually
was no impact on the P&L), equity-based compensation still retains some advan-
tages over cash-based arrangements. For example, a grant of stock generally is val-
ued as of the date of grant and expensed over the service period, and subsequent
appreciation in the stock price (and thus increases in the value of the grant) is dis-
regarded. A grant of cash, however, is valued by the amount paid.

This chapter first discusses the various organizations responsible for enacting
and applying accounting standards. This is followed by selected accounting stan-
dards that compensation committees may need to know (even though some of these
standards have been modified or eliminated by new standards).

ORGANIZATIONS RESPONSIBLE FOR ACCOUNTING 
STANDARDS (PAST AND PRESENT)

Accounting standards that now comprise United States generally accepted account-
ing principles (US GAAP) originally were promulgated by the American Institute
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of Certified Public Accountants (AICPA), a national trade organization for accoun-
tants that traces its beginnings back to 1887. Following the creation of the Securities
and Exchange Commission (SEC) in 1934, the SEC also became involved in the
process relating to creation of US GAAP standards.

In 1939, the AICPA, with SEC encouragement, established the Committee on
Accounting Procedure (CAP). From 1939 to 1959, the CAP issued 51 Accounting
Research Bulletins (ARBs), of which ARB 43 was a compilation of the prior 42
ARBs. The general purpose of the ARBs was to address specific accounting issues
that arose from time to time. Although it has been said that ARB 43 created US
GAAP, the ARBs did not, in fact, create a comprehensive set of accounting rules.

In 1959, the AICPA replaced CAP with the Accounting Principles Board
(APB). The APB issued a total of 31 Opinions and 4 Statements. For all intents and
purposes, US GAAP was created through these Opinions and Statements. However,
some felt that the APB, partly due to the fact that it was a part of the AICPA (i.e.,
a trade association), was not as effective as it should be, since the rulemaking body
was part of the trade association representing those who would be affected by these
rules. Thus, in 1971, the Wheat Commission (chaired by former SEC Commis-
sioner Francis M. Wheat) examined whether the APB was the best accounting
rulemaking structure. The Wheat Commission concluded that the APB should be
replaced, and recommended that an independent organization be entrusted with
the responsibility of setting U.S. accounting standards.

Following these recommendations, the Financial Accounting Standards Board
(FASB) was established in 1974. So far, the FASB has issued 150 Statements of
Financial Accounting Standards (FAS), 46 FASB Interpretations (FIN), and various
Technical Bulletins and Statements of Concepts. In 1984, the FASB created the
Emerging Issues Task Force (EITF), whose membership consists of the FASB Di-
rector of Research and Technical Activities (EITF chairman) and various individu-
als from public accounting firms, large companies, and certain relevant associations
(e.g., the Financial Executives Institute, the Institute of Management Accountants).
The EITF releases interpretations (or what is referred to as a “consensus”) on spe-
cific issues under US GAAP. In addition, the FASB staff also releases from time
to time its interpretations on specific issues through FASB Staff Bulletins.

The AICPA thus no longer sets accounting standards. It still does contribute
to the process, however, through issuance of its own Statements of Positions (SOPs),
very few of which would impact compensation committees. In addition, the SEC,
while it has delegated accounting standards setting to the FASB, does issue Staff
Accounting Bulletins (SABs), very few of which—for the most part—directly im-
pact compensation committee members.

Outside the United States, the International Accounting Standards Committee
(IASC), formed in 1973, was the organization involved in setting worldwide
accounting standards. The IASC issued 41 International Accounting Standards
(IASs), which are similar in concept to FAS pronouncements issued by the FASB,
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and 33 Standing Interpretations Committees (SICs), which are similar in concept
to FIN pronouncements issued by the FASB. In 2001, the IASC was replaced by
the International Accounting Standards Board (IASB). The IASB so far has issued
two International Financial Reporting Standards (IFRSs), which are similar to—
and a replacement for—an IAS, and will also be issuing International Financial
Reporting Interpretations Committees (IFRICs), which are similar to—and a re-
placement for—an SIC. Compensation committee members should be aware of a
concept called “convergence” through which the FASB and the IASB are at-
tempting to reconcile and essentially merge accounting standards so that US GAAP
is fundamentally the same as international GAAP.

Finally, because financial statements of state and local governments are so dif-
ferent from private and public businesses, the Governmental Accounting Standards
Board (GASB) was created in 1984 to set the accounting standards for state and
local governments; however, it is unlikely that compensation committee members
will need to know anything more about the GASB other than its existence.

ACCOUNTING STANDARDS THAT COMPENSATION 
COMMITTEE MEMBERS MAY NEED TO KNOW

While a company’s audit committee, independent auditors, and financial depart-
ments will be the key players addressing accounting issues and will be primarily
involved in all aspects of the compensation committee decisions impacting the fi-
nancial statements, the following list contains most of the major relevant account-
ing standards that compensation committees will face in discussing and addressing
the financial impact of compensation committee decisions:

• ARB 43

• APB Opinion No. 12 (APB 12)

• APB Opinion No. 15 (APB 15)

• APB Opinion No. 16 (APB 16)

• APB Opinion No. 25 (APB 25)

• FASB Statement of Financial Accounting Standards No. 5 (FAS 5)

• FASB Statement of Financial Accounting Standards No. 87 (FAS 87)

• FASB Statement of Financial Accounting Standards No. 88 (FAS 88)

• FASB Statement of Financial Accounting Standards No. 106 (FAS 106)

• FASB Statement of Financial Accounting Standards No. 123, including the Ex-
posure Draft amending FAS 123 (FAS 123)

• FASB Statement of Financial Accounting Standards No. 128 (FAS 128)

• FASB Statement of Financial Accounting Standards No. 132 (FAS 132)
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• FASB Statement of Financial Accounting Standards No. 141 (FAS 141)

• FASB Statement of Financial Accounting Standards No. 142 (FAS 142)

• FASB Statement of Financial Accounting Standards No. 148 (FAS 148)

• FASB Interpretation No. 28 (FIN 28)

• FASB Interpretation No. 31 (FIN 31)

• FASB Interpretation No. 38 (FIN 38)

• FASB Interpretation No. 44 (FIN 44)

• Emerging Issues Task Force Issue No. 84-13 (EITF 84-13)

• Emerging Issues Task Force Issue No. 84-18 (EITF 84-18)

• Emerging Issues Task Force Issue No. 84-34 (EITF 84-34)

• Emerging Issues Task Force Issue No. 85-1 (EITF 85-1)

• Emerging Issues Task Force Issue No. 85-45 (EITF 85-45)

• Emerging Issues Task Force Issue No. 86-27 (EITF 86-27)

• Emerging Issues Task Force Issue No. 87-6 (EITF 87-6)

• Emerging Issues Task Force Issue No. 87-23 (EITF 87-23)

• Emerging Issues Task Force Issue No. 87-33 (EITF 87-33)

• Emerging Issues Task Force Issue No. 88-6 (EITF 88-6)

• Emerging Issues Task Force Issue No. 90-7 (EITF 90-7)

• Emerging Issues Task Force Issue No. 90-9 (EITF 90-9)

• Emerging Issues Task Force Issue No. 94-6 (EITF 94-6)

• Emerging Issues Task Force Issue No. 95-16 (EITF 95-16)

• Emerging Issues Task Force Issue No. 96-18 (EITF 96-18)

• Emerging Issues Task Force Issue No. 97-5 (EITF 97-5)

• Emerging Issues Task Force Issue No. 97-14 (EITF 97-14)

• Emerging Issues Task Force Issue No. 00-12 (EITF 00-12)

• Emerging Issues Task Force Issue No. 00-23 (EITF 00-23)

• Emerging Issues Task Force Issue No. 02-8 (EITF 02-8)

• International Financial Reporting Standard 2 (IFRS 2)

• SEC Staff Accounting Bulletin No. 1 (Topic 4E) (SAB 1)

• SEC Staff Accounting Bulletin No. 79 (Topic 5T) (SAB 79)

• SEC Staff Accounting Bulletin No. 83 (Topic 4D) (SAB 83)

It should be noted that many of the preceding standards will no longer have any ap-
plicability to future financial reporting (e.g., it appears that APB 25 will soon be ob-
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soleted); however, for historical perspective and to help explain past practices, most
relevant accounting standards impacting executive compensation are included.

ARB 43, Chapter 13B: Compensation Involved in Stock 
Option and Stock Purchase Plans (1953)

ARB 43 generally was a compilation of the previous 42 ARBs. Chapter 13B was
the first pronouncement with respect to equity-based compensation. Generally, it
provided that market value was to be used in determining expense. For purposes
of options, grant-date spread (i.e., the difference between the exercise or strike price
of the option and the grant-date value of the underlying stock, if positive) was con-
sidered market value.

APB 12: Omnibus Opinion (Deferred Compensation Contracts) (1967)

This was the accounting standard used to measure deferred compensation costs.
Generally, APB 12 requires the accrual of an employer’s obligation under an in-
dividual deferred compensation arrangement pursuant to the terms of the arrange-
ment; this meant that the obligation would be measured by the life expectancy of
the employee using “best estimates.” This vagueness caused inconsistent applica-
tion and eventually led to an amendment in 1990 contained in FAS 106 (discussed
later in this section).

APB 15: Earnings Per Share (1969)

Earnings per share (EPS) generally is calculated by dividing total earnings of the
company by the number of outstanding shares. This accounting standard was im-
portant because it took into account the impact of stock options and similar instru-
ments (called “common stock equivalents”) in computing “fully diluted” EPS.
This is accomplished by using a concept called the “treasury stock method,” which
presumes that all options (vested and unvested) are exercised as of the EPS calcula-
tion date, and the proceeds presumed to be received from the company due to such
fictional exercise are used to buy shares on the open market at the current fair mar-
ket value (FMV) of a share of the company’s common stock (“stock FMV”). Thus,
for example, if a company had 3,000,000 shares outstanding and 100,000 outstand-
ing stock options with an exercise price of $10 when the stock FMV was $16, then
the EPS denominator would be 3,037,500 shares computed as follows:

1. $100,000 option shares x $10 exercise price = $1,000,000 presumed proceeds
2. $1,000,000 / $16 = 62,500 “fictional” additional shares
3. 3,000,000 outstanding shares + 100,000 “exercised” shares – 62,500 “repur-

chased” shares = 3,037,500.
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APB 16: Business Combinations (1970)

APB 16 was the accounting standard that established two types of accounting for
transactions. The first was “purchase accounting,” where the transaction was treated
as a purchase of one company by another. This resulted in the creation of the in-
tangible asset called “goodwill,” which was amortized as an expense over a specific
time period and reduced a company’s earnings. The second was “pooling-of-in-
terest accounting,” where the two companies were treated for accounting pur-
poses as always having been one company. This eliminated goodwill, and thus a
going-forward company’s earnings were not negatively impacted. While the rules
involving pooling-of-interest accounting were strict, and many companies were
forced to use purchase accounting, many companies specifically (and sometimes
aggressively) structured their business combinations to fit the preferred pooling-
of-interest accounting. In 2001, APB 16 was replaced by FAS 141 (discussed later
in this section), which eliminated pooling-of-interest accounting.

APB 25: Accounting for Stock Issued to Employees (1972)

Prior to the revision of FAS 123 (discussed later), APB 25 has been the accounting
standard most companies use to expense equity-based compensation. Similar to
ARB 43, the overarching principle is to value the stock award (i.e., a restricted
stock award or a stock option) on the date of grant, and then to expense that
amount over the service period. Thus, for example, a grant of restricted stock with
a total FMV of $1,000 on the date of grant, which vests 25% per year, would re-
sult in a compensation expense of $250 expensed over the next four years.

With respect to stock options, APB 25 acknowledged that stock options indeed
have a value, but essentially conceded that valuation was too problematic. It should
be remembered that the Black-Scholes valuation methodology first appeared in
1974, and for that matter, it took almost 20 years before it was applied to compen-
satory stock options. Accordingly, APB 25 created the concept of intrinsic value,
which simply meant the difference between the FMV of the stock award and any
purchase price (i.e., spread). Thus, a stock award of FMV $100 where the grantee
paid $10 would have an intrinsic value of $90. Similarly, a stock option with an ex-
ercise price of $10 granted when the stock FMV was $100 would also have an in-
trinsic value of $90. However, a stock option with an exercise price of $100 granted
when the stock FMV was $100 would have an intrinsic value of $0.

This, perhaps, is what is most misunderstood about APB 25. Many believe that
APB 25 provides that stock options have no value. In reality, however, the rule is
that a “fixed” stock option granted with an exercise price equal to or greater than the
stock FMV on the date of grant results in $0 compensation expense, and a “fixed”
stock option with an exercise price less than the stock FMV on the date of grant (i.e.,
a discounted stock option) results in a compensation charge equal to the intrinsic
value on the date of grant.
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The concept of “fixed” equity-based awards and “variable” equity-based
awards is another confusing issue relating to equity-based compensation. These
terms sometimes are thrown about as “fixed-plan accounting” versus “variable-plan
accounting,” which generally referred to older style nondiscretionary stock plans
where all the terms and conditions (e.g., vesting schedule, option term, termination
of employment, etc.) were “fixed” in the plan document, and where the award
agreement merely listed the number of shares and the exercise price. Usually, these
concepts were simply referred to as “fixed accounting” and “variable accounting.”
However, as stock plans changed over the years, and provided more and more for a
variety of terms and conditions, it became possible for some awards granted under
the plan to be “fixed” and some awards granted under the same plan to be “variable”;
thus, “fixed-award accounting” and “variable-award accounting” are the preferred
terms. Essentially, a fixed award is an award where the number of shares and the
purchase/exercise price are known on the date of grant (this point in time is referred
to as the “measurement date” in APB 25). An award is treated as fixed even if there
is a vesting schedule, so long as the vesting schedule is time-based and not perfor-
mance-based. If the number of shares is not known on the date of grant, then there
is no measurement date until the number of shares becomes known (e.g., in a per-
formance-based award, the measurement date occurs when the performance goals
are achieved and the equity-based award vests or becomes payable). If an award is
“variable,” then the intrinsic value is measured each reporting period and is
“marked-to-market” (i.e., if a stock award, then the stock FMV on the recording date
is used; if an option, then the option’s spread on the recording date is used) and then
recorded based in accordance with FAS 5 (discussed later). Obviously, variable ac-
counting generally eliminates the accounting advantages of granting equity-based
awards under APB 25 if, in fact, the stock FMV increases after the date of grant.

Using a concept known as the “ultimate vest,” some companies used plans
called TARSAPs (for Time Accelerated Restricted Stock Award Plans) or PASOPs
(for Performance Accelerated Stock Option Plans) where the vesting of the stock
award or stock option would occur at the end of the award’s life—usually near the
10th anniversary of the date of grant—but would vest earlier if certain preestablished
performance goals were achieved. The SEC examined this issue, and over the years,
the “ultimate” cliff vest date has been reduced from 10 years to approximately seven
years. Basically, the issue was whether the ultimate cliff vest date was illusory, and
if it were, then the award would be subject to variable accounting.

APB 25 applied only to employee compensatory plans and not to employee
“noncompensatory” plans, an example of which was an employee stock purchase
plan that met the qualifications of Internal Revenue Code (Code) Section 423 (dis-
cussed in Chapter 7). While APB 25 did not explicitly allow non-employee directors
to be treated as employees, these rules were extended to non-employee directors
who received stock option grants. Finally, APB 25 provided that if an option term
was extended, then a new measurement date occurred, and if there was spread in the
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option on this new measurement date, then such intrinsic value would be recorded
as a compensation expense; in substance, such amendment would be treated as a
cancellation of the existing stock option and a grant of a new option.

FAS 5: Accounting for Contingencies (1975)

FAS 5 established the accounting principle that estimated expense from a loss
contingency will be recorded if and when it is probable that an asset has been im-
paired or a liability has been incurred, and provided that the amount of loss can be
reasonably estimated. This principle has been applied to determining when a per-
formance cash-based or equity-based award will be recorded as an expense. The
result is that a performance cash-based or equity-based award will not be ex-
pensed until it is probable that the contingency (i.e., the performance goal) will be
achieved. At that point, the value of the award is measured (actual dollar amount
if a cash award or dollar amount based on fair market value of the underlying stock
at the time of measurement if an equity-based award) and expensed.

FAS 87: Employers’ Accounting for Pensions (1985)

FAS 87 generally applies to expensing and disclosure of broad-based employee
defined-benefit and defined-contribution pension plans. A fundamental objective of
FAS 87 is to recognize the compensation cost of an employee’s pension benefits
over that employee’s approximate service period. FAS 87 continues past practices
of delaying the recognition of certain events, reporting net cost, and offsetting lia-
bilities and assets. Compensation committees may need to consider FAS 87 if they
become involved with new or existing pension plans.

FAS 88: Employers’ Accounting for Settlements and Curtailments of
Defined-Benefit Pension Plans and for Termination Benefits (1985)

FAS 88 established the accounting standards for an employer’s accounting for set-
tlement of defined-benefit pension obligations, for curtailment of a defined-benefit
pension plan, and for termination benefits, and is closely related to FAS 87. Com-
pensation committees may need to consider FAS 88 in the context of any execu-
tive’s termination of employment.

FAS 106: Employers’ Accounting for Postretirement 
Benefits Other than Pensions (1990)

FAS 106 establishes the accounting standards for an employer’s accounting for
post-retirement benefits other than pension benefits (which commonly are referred
to by the acronym “OPEB” for “Other Postretirement Employee Benefits” or
sometimes “Other Post Employment Benefits”). Prior to FAS 106, OPEBs were ac-
counted for when paid (similar to the “pay-as-you-go” standard under the federal
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Social Security system). Instead, FAS 106 required recognition of the accrued
obligation. Generally, the standards under FAS 106 are similar to the standards
under FAS 87. FAS 106, however, amended APB 12 to explicitly require that an
employer’s obligation under deferred compensation arrangements be accrued fol-
lowing the terms of the individual contract over the required service periods to the
date the employee is fully eligible for the benefits. This eliminated the vagueness
of the “best estimates” provision contained in APB 12.

Other significant aspects of FAS 106 are:

• In estimating future costs, anticipated plan changes may be considered in certain
circumstances.

• Benefit/years-of-service actuarial method is mandated; actuarial valuation of
obligation must be as of a date within three months of year end, while current
year expense shall be based on beginning of year assumptions.

• Employer must estimate its health care cost trend rate and assume current
Medicare law continues.

• The discount rate selected should reflect current rates of return available on
high-quality bonds.

• Prior service cost is amortized over the future service period of active employees.

• Delayed recognition of actuarial gains and losses is permitted; if unrecognized
amount exceeds 10% of assets or obligation, minimum amortization of the ex-
cess amount over average remaining service of active employees is required.

• The obligation or asset upon adopting FAS 106 is either expensed or amortized
over the remaining service life of active employees (or 20 years if longer); if
amortized and total expense is less than cash payments, additional amortization
is required.

• The annual expense for a multiemployer plan is generally the contribution called
for that period.

• Balance sheet reflects the difference between cumulative amounts expensed and
amounts funded (no minimum liability rules).

• The full liability net of any plan assets should be recorded at the date of a pur-
chase business combination.

FAS 123: Accounting for Stock-Based Compensation (1995, 
Revised 2004 and Retitled “Share-Based Payment”)

When it was released in 1995, FAS 123 was a controversial accounting standard
that originally was to require mandatory expensing of all equity-based compensation
(including options) using stock FMV to value stock awards and a recognized option-
pricing model (basically, the Black-Scholes option-pricing model) to value options.
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However, due to political pressures from both the business community and Con-
gress, the FASB decided that companies could elect to adopt FAS 123 or continue
to expense equity-based compensation under APB 25. The only new requirement
applicable to all companies was that if a company elected to continue to expense
under APB 25, then the financial statements must contain pro forma disclosure of
what the equity-based compensation expense would have been if the company had
adopted FAS 123. In addition, if a company elected to use FAS 123, it could never
later change back to use APB 25.

In the late 1990s and early 2000s, any company that decided to adopt FAS
123 and that granted stock options would thus have its earnings reduced, even if the
stock option’s exercise price was at or above stock FMV on the date of grant. Ac-
cordingly, prior to 2002, very few companies adopted FAS 123.

The important aspect of FAS 123 was that the valuation of a stock option did
not take into account vesting, forfeitability, nontransferability, and performance
conditions. Thus, a 10-year option that vested 25% per year based only on contin-
ued employment was valued the same as a 10-year option that only vested if EPS
growth targets were achieved. In the FASB’s view, this “leveled the playing field”
between performance-based awards and time-based awards. In reality, it caused
companies not to adopt FAS 123 and also not to use performance-based awards.

In addition, FAS 123 did not contain rules on vesting, but some rules relat-
ing to vesting were provided in EITF 96-18 (discussed later), which was released
shortly after FAS 123 was issued. Essentially, for employee compensatory awards,
the amount of expense would be expensed over the service period. Thus, for
example, assume that two awards, one a time-based award and the other a
performance-based award, were made at the same time. The value of a time-based
award that vested 25% per year would be expensed over four years. The value of
a performance-based award where the performance goals were achieved at the end
of the fourth year would similarly be expensed (through restatement or otherwise
and in accordance with FAS 5) over the same four years.

In March 2004, the FASB released a proposal to amend FAS 123 (these FASB
proposals generally are referred to as “Exposure Drafts”). As stated in the summary
of the Exposure Draft, the amendments to FAS 123 address the accounting for
transactions in which an enterprise exchanges its valuable equity instruments for
employee services and transactions in which an enterprise incurs liabilities that are
based on the fair value of the enterprise’s equity instruments or that may be settled
by the issuance of those equity instruments in exchange for employee services. The
Exposure Draft does not change the accounting for (i) business transactions, (ii)
similar transactions involving parties other than employees, or (iii) employee stock
ownership plans (which are subject to AICPA Statement of Position 93-6, Em-
ployers’ Accounting for Employee Stock Ownership Plans).

The objective of the accounting required by FAS 123 as amended by the Ex-
posure Draft is to recognize in an entity’s financial statements the cost of employee
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services received in exchange for valuable equity instruments issued, and liabili-
ties incurred, to employees in share-based payment transactions. Key provisions
of the Exposure Draft are:

• For public entities, the cost of employee services received in exchange for eq-
uity instruments would be measured based on the grant-date fair value of those
instruments (with limited exceptions). That cost would be recognized over the
requisite service period (often the vesting period). Generally, no compensation
cost would be recognized for equity instruments that do not vest.

• For public entities, the cost of employee services received in exchange for lia-
bilities would be measured initially at the fair value of liabilities and would be
remeasured subsequently at each reporting date through settlement date. The pro
rata change in fair value during the requisite service period would be recognized
over that period, and the change in fair value after the requisite service period is
complete would be recognized in the financial statements in the period of
change.

• The grant-date fair value of employee share options and similar instruments
would be estimated using option-pricing models adjusted for the unique char-
acteristics of those options and instruments (unless observable market prices for
the same or similar options are available).

• The Exposure Draft requires the use of “tranche expensing” (see description and
example in FIN 28 section).

• If an equity award is modified subsequent to the grant date, incremental com-
pensation cost would be recognized in an amount equal to the excess of the fair
value of the modified award over the fair value of the original award immedi-
ately prior to the modification.

• Employee share purchase plans would not be considered compensatory if the
terms of those plans were no more favorable than those available to all holders
of the same class of shares, and substantially all eligible employees could par-
ticipate on an equitable basis.

• Excess tax benefits—defined as the realized tax benefit related to the amount
(caused by changes in the fair value of the entity’s shares after the grant date)
of deductible compensation cost reported on an employer’s tax return for an in-
dividual employee’s equity instruments in excess of the compensation cost for
those instruments recognized for financial reporting purposes—would be rec-
ognized as an addition to paid-in capital. Cash retained as a result of those ex-
cess tax benefits would be presented in the statement of cash flows as financing
cash inflows. The write-off of deferred tax assets relating to unrealized tax ben-
efits associated with recognized compensation cost would be reported as income
tax expense.
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• The Exposure Draft allows nonpublic entities to elect to measure compensation
cost of awards of equity share options and similar instruments at intrinsic value
through the date of settlement. That election also would apply to awards of lia-
bility instruments. The Exposure Draft also requires that public entities measure
compensation cost of awards of equity share options and similar instruments at
intrinsic value through the date of settlement if it is not reasonably possible to
estimate their grant-date fair value.

• The notes to financial statements of both public and nonpublic entities would
disclose the information that users of financial information need to understand
the nature of share-based payment transactions and the effects of those transac-
tions on the financial statements.

Finally, from a practical standpoint, the revised FAS 123 will substantially alter
compensation committees’ design and use of equity-based compensation, notably:

• More use of “full-value awards” (e.g., restricted stock and restricted stock units)
over stock options and stock appreciation rights

• More use of stock appreciation rights payable in stock

• Less use of broad-based equity-based compensation programs

• Less use of performance goals based on stock price

• Less use of reload options

• More use of shorter options terms

• More use of discounted stock options and stock appreciation rights

• More use of cliff vesting or staggered vesting rather than pro rata graded vesting

FAS 128: Earnings Per Share (1997)

FAS 128 replaced APB 15 as the accounting standard for EPS. The concept of “pri-
mary EPS” was replaced with “basic EPS,” and “fully diluted EPS” was replaced by
“diluted EPS.” Essentially, the concept of converting common-stock equivalents
into additional fictional shares using the treasury stock method was retained.

FAS 132: Employers’ Disclosures about Pensions and Other
Postretirement Benefits (1998, Revised 2003)

This statement was revised in 2003 to address concerns that users of financial state-
ments did not receive sufficient pension information. The statement replaces the
disclosure provisions of FAS 87, 88, and 106. The statement applies to defined ben-
efit plans and other retirement benefits and requires that the following information
be provided annually:
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• A breakdown of plan assets held in equity securities, debt securities, real estate,
and other assets

• A description of the plan’s investment strategies, policies, and target investment
allocations

• Projections of the expected future benefit payment for the next five years

• The accumulated benefit obligation

• Estimated contributions for the next year

• Measurement dates

• A table of the key assumptions that the plan uses to determine its benefit oblig-
ation, net periodic benefit cost, and assumed health care cost trend rates.

In addition, companies must report pension and other postretirement benefit costs
quarterly. Domestic retirement plans must provide the preceding information, ex-
cept estimated future benefit payments, for fiscal years ending after December 15,
2003. Estimated future benefit payments must be reported for years ending after
June 15, 2004. Foreign plans and nonpublic entities must provide the information
for years ending after June 15, 2004. The quarterly information is required for quar-
ters beginning after December 15, 2003, for all plans.

FAS 141: Business Combinations (2001)

FAS 141 replaced APB 16 as the accounting standard for business combinations.
The most important aspect of FAS 141 is that it eliminated pooling-of-interest
accounting.

FAS 142: Goodwill and Other Intangible Assets (2001)

In conjunction with the adoption of FAS 141, the concept of amortizing goodwill
as an expense under a purchase-accounting transaction and disregarding goodwill as
an expense under a pooling-of-interest accounting transaction was replaced by the
FAS 142 concept that goodwill will be expensed as it becomes impaired. While this
did not provide the advantages of pooling-of-interest accounting, it helped to some
degree reduce the disadvantages of using APB 16 purchase accounting. The con-
cepts of how and when goodwill actually becomes impaired and when the expense
must be recorded is still being discussed.

FAS 148: Accounting for Equity-Based Compensation—Transition and
Disclosure—an Amendment of FASB Statement No. 123 (2002)

Under the original FAS 123, a company that adopted FAS 123 was not required
to restate prior years’ financial statements but would record equity-based compen-
sation expense on a going-forward basis (this was called the “prospective only”
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approach). In 2002, as more and more companies began to adopt FAS 123, some
companies wanted to restate prior years’ financial statements to avoid the appear-
ance that the company had a large decrease in earnings (i.e., companies wanted to
“ramp up” the presentation of equity-based expenses due to the adoption of FAS
123). FAS 128 amended original FAS 123 to provide that companies could transi-
tion over from APB 25 to FAS 123 under three transition scenarios. The first was
simply to restate all prior years as if the company had always been under FAS 123.
The second was to expense new awards and prior awards that were unvested on
the adoption date. The third was to use the prospective only approach as contained
in FAS 123, but which would now only be available to companies that adopted FAS
123 on or prior to their fiscal years ending on or before December 15, 2003.

FIN 28: Accounting for Stock Appreciation Rights and Other 
Variable Stock Option or Award Plans (1978)

FIN 28 established the principle that stock appreciation rights (SARs) and other eq-
uity-based compensation awards payable in cash should be treated more as a cash-
based award than as an equity-based award. This led to the principle of variable
accounting for SARs, phantom stock, etc., which required that the value or spread
of the award be “marked-to-market” each recording period and taken as a com-
pensation expense. It also introduced the concept of “tranche expensing” that for
the first time distinguished between cliff vesting (i.e., 100% of the stock award
vests on one single date) and graded vested (i.e., various percentages of the stock
award vest on various dates). FIN 28 required that tranche expensing be applied to
all SARs. The application of tranche expensing results in compensation expense
being front-loaded so that more of the total expense is recorded up front than
equally over the service period. This resulted in “accelerated vesting” and is best
presented by the following example:

Example: Award is 100 shares of restricted stock each with a per-share FMV of $10
(total FMV = $1,000) on date of grant.

Traditional Vesting under Accelerated Vesting under 
APB 25 FIN 28

Vesting: 4-Year Cliff 25% per Year 4-Year Cliff 25% per Year*

End of Year 1 $ 250.00 $ 250.00 $ 250.00 $ 520.83

End of Year 2 $ 250.00 $ 250.00 $ 250.00 $ 270.83

End of Year 3 $ 250.00 $ 250.00 $ 250.00 $ 145.84

End of Year 4 $  250.00 $  250.00 $  250.00 $  62.50

TOTAL $1,000.00 $1,000.00 $1,000.00 $1,000.00

*Accelerated vesting at 25% per year using the tranche-vesting method as shown next.
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100 share grant vesting 25% per year is treated as 4 separate grants of 25
shares each, with each tranche cliff vesting at the end of Year 1, 2, 3, and 4,
respectively:

End of Year 1 End of Year 2 End of Year 3 End of Year 4

Tranche 1 $250.00 $ 0.00 $ 0.00 $ 0.00

Tranche 2 $125.00 $125.00 $ 0.00 $ 0.00

Tranche 3 $ 83.33 $ 83.33 $ 83.34 $ 0.00

Tranche 4 $ 62.50 $ 62.50 $ 62.50 $62.50

TOTAL $520.83 $270.83 $145.84 $62.50

FIN 31: Treatment of Stock Compensation Plans in EPS Calculations (1980)

Funds used in applying the treasury stock method are the sum of the cash to be re-
ceived upon exercise, the currently measurable compensation to be charged to ex-
pense in the future, and any tax benefit to be credited to capital. The interpretation
also provides guidance on how to treat variable plans, combination plans, or plans
payable in cash or in stock.

FIN 38: Determining the Measurement Date for Stock Option, 
Purchase, and Award Plans Involving Junior Stock (1984)

FIN 38 addressed a situation involving the accounting for a class of stock known
as “junior stock.” Junior stock was a special class of stock issued to executives that
was convertible to a company’s common stock if certain performance goals were
achieved. Because of a variety of restrictions and limitation of other rights, junior
stock was expensed at a fraction of the stock FMV. FIN 38 applied variable ac-
counting and required valuation and recording of the expense at the time the per-
formance goals were achieved and with the value equal to the common stock.
Essentially, FIN 38 shut down the use of junior stock.

FIN 44: Accounting for Certain Transactions 
Involving Stock Compensation (2000)

Within a few years following the issuance of the original FAS 123, the FASB de-
cided to review APB 25 under what was known as the “maintenance and repairs”
project. Essentially, the FASB examined specific practices that it felt exceeded the
authority of APB 25. Some of these practices and a description of the changes were:

• Repricing: Any direct or indirect cancellation of an outstanding “underwater”
option (i.e., an option where the exercise price is greater than the current stock
FMV) and a grant of a new “repriced” option would result in variable account-
ing for the new repriced option.

Accounting Standards 189

ch08_4312.qxd  8/24/04  11:05 AM  Page 189



• Employees: APB 25 only applies to common-law employees and a company’s
non-employee directors.

• Business combinations: Rollover of options in business combinations may re-
sult in compensation expense using FAS 123 valuation methodologies.

• Accelerated vesting: Discretionary accelerated vesting may cause additional com-
pensation expense based on facts and circumstances.

• Withholding: Companies may only withhold the statutory minimum with respect
to equity-based awards.

• Puts and calls: Stock (including stock received after the exercise of an option)
must be held at least six months before it is cashed out by the issuer, or else it
will be treated as a variable award.

• ESPP: An employee stock purchase plan that qualifies under Code Section 423
will continue to be treated as a “noncompensatory” plan.

• Reloads: A stock option with a reload feature as of the date of grant will be a
fixed award; an existing stock option that is subsequently amended to provide a
reload feature will be a variable award; the grant of the reload stock option itself
will be treated as a new grant.

FIN 44 superseded EITF 87-33 and EITF 90-9.

EITF 84-13: Purchase of Stock Options and Stock 
Appreciation Rights in a Leveraged Buyout (1984)

This EITF reached the consensus that a target company must record as compensa-
tion expense the amount it pays to acquire options and rights.

EITF 84-18: Stock Option Pyramiding (1984)

When an employee exercises an option by exchanging shares, unless the employee
has held the shares for at least six months (i.e., the shares are mature), the option
award is, in substance, a variable plan (or a stock appreciation right) requiring com-
pensation charges. EITF 84-18 is the source of the “six-month mature share” rule
applied to stock-for-stock cashless exercise programs.

EITF 84-34: Permanent Discount Restricted Stock Purchase Plan (1984)

In these plans, the company has a right of first refusal to repurchase the shares at
the current market price less the original discount. Although no consensus was
reached, most EITF members believe the plan is compensatory. Most of those be-
lieve compensation is fixed at the grant date. Others believe variable accounting is
appropriate if buyback is likely or the employer must repurchase the stock (such as
when the employee has a put).
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EITF 85-1: Classifying Notes Received for Capital Stock (1985)

The EITF reached a consensus that when an enterprise receives a note rather than
cash as a contribution to equity, reporting the note as an asset is generally inap-
propriate, except in very limited circumstances when there is substantial evidence
of ability and intent to pay within a reasonably short period of time. The SEC (see
SAB 1, discussed later) requires that public companies report such notes receiv-
able as a deduction of shareholder’s equity unless collected in cash prior to the is-
suance of the financial statements.

EITF 85-45: Business Combinations: Settlement 
of Stock Options and Awards (1985)

If a target company settles stock options voluntarily, at the direction of the acquir-
ing company, or as part of the plan of acquisition, the target must recognize com-
pensation expense. No consensus was reached on the issue of how the target should
account for reimbursement from the acquiring company for the settlement cost.

EITF 86-27: Measurement of Excess Contributions 
to a Defined Contribution Plan (1986)

An employer terminates a plan and contributes the excess assets to an ESOP that
purchases stock. The amount in excess of the annual contribution is not allocated to
participants. The unallocated shares should be reported as treasury stock. Compen-
sation expense should be recognized at the allocation date at the then current mar-
ket price; any difference from the purchase price is reflected in equity. Dividends
used to purchase more stock should be charged to treasury stock rather than retained
earnings. Dividends paid to participants on unallocated shares should be charged to
compensation expense. The sponsor should report its own debt securities owned by
the ESOP as both an asset and debt. Unallocated shares will not be outstanding
shares for earnings-per-share purposes.

EITF 87-6: Adjustments Related to Stock Compensation Plans (1987)

The EITF addressed four separate issues:

EITF 87-6A. “Changes to Stock Option Plans Arising from the Tax Reform Act of
1986”: Minor technical changes linked to the 1986 act would not create a new mea-
surement date if the aggregate effect on the value of the option is de minimis from
the perspective of the employee. Changes to the option beyond the minimum nec-
essary for disqualification would presumptively lead to a new measurement date.
Because eliminating or changing a sequential exercise requirement may give the em-
ployee an economic benefit, such a change may not be de minimis.
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EITF 87-6B. “Stock Option Plan with Tax-Offset Cash Bonus”: Plans with tax-
offset cash bonuses must be accounted for as variable plans. However, for grants
outstanding before April 7, 1987 that were granted with tax-offset cash bonuses or
that are modified before that date to add a tax-offset cash bonus in connection with
the employer’s disqualification of the option and that meet certain other require-
ments, split accounting treatment (option and bonus accounted for separately, with
option treated as a fixed plan) is appropriate.

EITF 87-6C. “Use of Stock Option Shares to Cover Tax Withholding”: An option
plan that allows the use of option shares to meet tax withholding requirements may
be considered a fixed plan. Compensation expense must be recorded for all shares
used to satisfy withholding if the fair value of the shares withheld exceeds the re-
quired tax withholding.

EITF 87-6D. “Phantom Stock-for-Stock Exercise”: An employee presents mature
shares (see EITF 84-18) to satisfy the exercise price. The enterprise allows the em-
ployee to retain the shares presented and issues a certificate for the net shares. This
plan remains a fixed plan.

EITF 87-23: Book Value Stock Purchase Plans (1987)

This consensus addresses private company plans that set the purchase price based on
a formula such as book value or earnings and provide for a repurchase upon termi-
nation or a determinable date using the same formula. If the employee makes a sub-
stantive investment that will be at risk for a reasonable period of time, no
compensation expense should be recorded for changes in the formula. Variable plan
accounting must be used between the grant date and the exercise date for options to
purchase restricted stock based on the formula price; no substantive investment is at
risk prior to exercise. Formula stock option plans for public companies are variable
plans, although fixed plan accounting is permitted for grants prior to January 28,
1988 that had been previously accounted for as fixed plans.

EITF 87-33: Stock Compensation Issues Related to Market Decline (1987)

The EITF addressed five separate issues:

1. If the exercise price of an option is reduced, or an option is cancelled in exchange
for the issuance of a new option that contains identical terms except for a reduced
exercise price, (1) any originally measured compensation is not reversed; any un-
amortized amount should continue being amortized, and (2) a new measurement
date occurs; compensation is measured using the current market price and the
new exercise price. Any compensation in excess of the original amount measured
should be amortized over the remaining vesting period.
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2. If an option is repurchased in contemplation of the issuance of a new option
containing identical terms to the remaining terms of the old option, the guid-
ance in 1. should be applied. The cash paid represents additional compensation
that should be expensed.

3. The conclusions in 1. and 2. also apply to restricted stock awards.
4. A new option is granted for a proportionately fewer number of shares at a lower

exercise price, with a stipulation that each share acquired under the new grant
cancels a proportionate number of shares under the original grant and vice versa.
These awards are variable plans because the number of shares and the exercise
price is not known. Compensation is measured as the amount by which the mar-
ket price exceeds the exercise price under the new grant. No additional com-
pensation is recognized after the point that the employee will receive more value
under the original grant.

5. If an option contains a tandem stock indemnification right, the right should be
accounted for separately only if the individual is subject to the SEC’s six-month
insider trading restrictions and the right is effective for six months. Under this
approach, during the six months following exercise, compensation should be
measured as the decrease in the market price from the exercise date. If the two
criteria are not met, the entire arrangement (option plus right) is accounted for
as a variable plan.

EITF 88-6: Book Value Stock Plans in an Initial Public Offering (1988)

A book value stock purchase plan of a public company is a performance plan; vari-
able plan accounting must be used (see EITF 87-23).

Book value options in an IPO: For book value stock options that do not change after
the IPO, the company should continue variable plan accounting and expense any
increase in book value due to the IPO. For book value stock options that convert
to market value options, compensation expense should be recognized for the dif-
ference between market value and book value at the date of the IPO. Because the
conversion to a market value option establishes a new measurement date, no fur-
ther compensation cost would be recognized.

Book value stock in an IPO: If the stock retains its book value buyback provisions
after the IPO, no compensation is recognized as a result of the IPO. However, com-
pensation expense should be recognized for subsequent changes in book value. If
the restrictions lapse so that the book value stock converts to market value stock,
no compensation expense is recognized at the date of the IPO or in future periods.
In either case, if the shares were issued within one year of or in contemplation of
the IPO, compensation expense must be recognized for the increases in book value
since the issuance date.
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EITF 90-7: Accounting for a Reload Stock Option (1990)

A reload stock option automatically awards additional options at the then current
market price whenever existing options are exercised by tendering owned
shares. These plans should be accounted for as fixed plans provided that shares
tendered are mature as defined in EITF 84-18 and that the total number of shares
that can be issued net of shares tendered is limited to the shares in the original
grant.

EITF 90-9: Changes to Fixed Employee Stock Option 
Plans as a Result of Equity Restructuring (1990)

As a result of a restructuring in the form of a spinoff or a large, special, nonrecur-
ring dividend, an employer changes outstanding options to offset the effects of the
resulting dilution. Any consideration paid should be expensed. Other changes do
not result in a new measurement date if (1) the aggregate intrinsic value does not
increase, (2) the ratio of the option price to the market price of the shares is not re-
duced, and (3) the vesting and other provisions do not change.

EITF 94-6: Accounting for a Buyout of Compensatory Stock Options (1994)

This EITF requires that a buyout of a stock option will result in a compensation
expense equal to the amount paid for the option.

EITF 95-16 Accounting for Stock Compensation Arrangements 
with Employer Loan Features under APB 25 (1995)

EITF 95-16 examined the situation where a stock option is exercised using a non-
recourse note with the employer. The conclusion was that use of the nonrecourse
note was similar in substance to the use of an option, because if the stock price de-
creased below the value of the note, then there would not be reason to repay the
note. Thus, repayment would be similar to exercising the option. If the term of the
note was longer than the original term of the option, then the option’s term was ex-
tended and a new measurement date occurred.

EITF 96-18: Accounting for Equity Instruments that Are Issued to Other
than Employees for Acquiring, or in Conjunction with Selling, Goods 
or Services (1996)

Original FAS 123 did not address vesting. EITF 96-18 addressed vesting generally
for independent contractors. However, many of the principles were believed to be
applicable to employee stock options.
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EITF 97-5: Accounting for Delayed Receipt of Option Shares 
Upon Exercise under APB Opinion No. 25 (1997)

This EITF addressed a compensation technique where unrealized gain in a stock
option was, in substance, converted into a deferred compensation account. All or
a portion of the account would then be invested in employer stock; any amount not
invested in employer stock would be invested in other securities and vehicles for
purposes of diversification. EITF 97-5 concluded that the conversion to a deferred
compensation payable only in employer stock was a nonevent; however, if the ac-
count was diversified, then the award became variable since the number of shares
delivered under the option was not known on the date of grant.

EITF 97-14: Accounting for Deferred Compensation Arrangements Where
Amounts Earned Are Held in a Rabbi Trust and Invested (1997)

The EITF analyzed whether employer stock held by a rabbi trust should be treated
as fixed or variable. EITF 97-14 concluded in part that the stock should be treated
as fixed. This is the authority used to support fixed accounting for restricted stock
units payable only in stock.

EITF 00-12: Accounting by an Investor for Stock-Based Compensation
Granted to Employees of an Equity Method Investee (2000)

Both the investor and the investee companies are to recognize compensation cost
(in the same amount and over the same vesting period) equal to the “fair value” of
the stock compensation as ultimately measured on the award’s vesting date (in
accordance with FAS 123 and EITF 96-18), with a corresponding credit to each
company’s capital account. Further, there are no net changes to the asset or equity
accounts on the balance sheets of the investor and the investee companies, and the
income statements and balance sheets of other investor companies (if any) are not
affected by the recognition of the stock compensation cost.

EITF 00-23: Issues Related to the Accounting for Stock 
Compensation under APB 25 and FIN 44 (2000)

Almost immediately after the release of FIN 44 in March 2000, the EITF (prodded
by the SEC) began examining a list of fact patterns and issues relating to repricings,
reloads, modifications, puts and calls, and many of the same issues that FIN 44 was
to address and settle. This EITF is divided into some 50 separate issues, some of
which are further divided into subissues. It is now virtually impossible to apply
APB 25 without FIN 44, and it is equally impossible to apply FIN 44 without EITF
00-23. Since many fact patterns and examples are presented in EITF 00-23, com-
pensation committee members should, when analyzing an APB 25/FIN 44 issue,
first ask whether EITF addresses the specific issue.
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EITF 02-8: Accounting for Options Granted to Employees in Unrestricted,
Publicly Traded Shares of an Unrelated Entity (2002)

This EITF requires that a company that grants its employees options not on com-
pany stock but on shares of an unrelated entity should account for such grants in
accordance with the guidance provided in FAS 133, Accounting for Derivative In-
struments and Hedging Activities.

IFRS 2: Share-Based Payments (2004)

As promised, the IASB released its international standard that generally requires
options to be expensed when granted prior to the FASB’s release of its Exposure
Draft that amended FAS 123. IFRS 2 is effective for periods beginning on or after
January 1, 2005. It applies to grants of shares, share options, or other equity instru-
ments that were granted after November 7, 2002 and had not yet vested at the
effective date of the IFRS. It applies retrospectively to liabilities arising from share-
based payment transactions existing at the date effective as of January 1, 2005. It
uses a “fair value” approach to value the compensatory aspect of the option, and
requires the six input assumptions of stock price, exercise price, volatility, option
term, dividend yield, and risk-free interest rate of the Black-Scholes option-pricing
model. However, IFRS 2 explicitly allows the use of other option-pricing models,
and allows the valuation to take into account early exercise or variations of the other
inputs over the option’s life. Stock appreciation settled only in stock will be ac-
counted for as an option. Compensation expense is not recognized if service or per-
formance conditions are not met, but will be recognized (and not reversed) if a
“market” condition (essentially a performance condition using stock price as the
measure) is not met. Compensation expense similarly will not be reversed if under-
water options expire unexercised.

The main requirements of IFRS 2 are:

• An entity must recognize share-based payment transactions in its financial state-
ments, including transactions with employees or other parties to be settled in cash,
other assets, or equity instruments of the entity. There are no exceptions to
IFRS 2, other than for transactions to which other IFRS rules apply.

• In principle, transactions in which goods or services are received as considera-
tion for equity instruments of the entity should be measured at the fair value of the
goods or services received, unless that fair value cannot be estimated reliably.
If the entity cannot estimate reliably the fair value of the goods or services re-
ceived, the entity is required to measure the transaction by reference to the fair
value of the equity instruments granted.

• For transactions with employees and others providing similar services, the entity
is required to measure the fair value of the equity instruments granted, because
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it is typically not possible to estimate reliably the fair value of employee services
received. The fair value of the equity instruments granted is measured at grant
date.

• For transactions with other parties (i.e., other than employees and those provid-
ing similar services), there is a rebuttable presumption that the fair value of the
goods or services received can be estimated reliably. That fair value is measured
at the date the entity obtains the goods or the counterparty renders service. In rare
cases, if the presumption is rebutted, the transaction is measured by reference to
the fair value of the equity instruments granted, measured at the date the entity
obtains the goods or the counterparty renders service.

• For goods or services measured by reference to the fair value of the equity instru-
ments granted, IFRS 2 specifies that, in general, vesting conditions are not taken
into account when estimating the fair value of the shares or options at the relevant
measurement date (as specified previously). Instead, vesting conditions are taken
into account by adjusting the number of equity instruments included in the mea-
surement of the transaction amount so that, ultimately, the amount recognized for
goods or services received as consideration for the equity instruments granted is
based on the number of equity instruments that eventually vest.

• The fair value of equity instruments granted must be based on market prices, if
available, and to take into account the terms and conditions upon which those
equity instruments were granted. In the absence of market prices, fair value is
estimated, using a valuation technique to estimate what the price of those equity
instruments would have been on the measurement date in an arm’s length trans-
action between knowledgeable, willing parties.

• IFRS 2 also sets out requirements if the terms and conditions of an option or
share grant are modified (e.g., an option is repriced) or if a grant is cancelled,
repurchased, or replaced with another grant of equity instruments.

• For cash-settled share-based payment transactions, an entity must measure the
goods or services acquired and the liability incurred at the fair value of the liabil-
ity. Until the liability is settled, the entity is required to remeasure the fair value
of the liability at each reporting date and at the date of settlement, with any
changes in value recognized in profit or loss for the period.

• IFRS 2 also sets out requirements for share-based payment transactions in
which the terms of the arrangement provide either the entity or the supplier of
goods or services with a choice of whether the entity settles the transaction in
cash or by issuing equity instruments.

• IFRS 2 prescribes various disclosure requirements to enable users of financial
statements to understand:

(a) The nature and extent of share-based payment arrangements that existed
during the period
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(b) How the fair value of the goods or services received, or the fair value of the
equity instruments granted, during the period was determined

(c) The effect of share-based payment transactions on the entity’s profit or loss
for the period and on its financial position

• Before the issue of IFRS 2, there was no existing International Financial Report-
ing Standard on the recognition or measurement of share-based payment. The
requirements in IFRS 2 replace the disclosure requirements in IAS 19, Employee
Benefits that deal with equity compensation benefits.

As with IFRS 1, the IASB has released IFRS 2 as three separate booklets: the first
booklet contains the mandatory requirements of IFRS 2; the second booklet con-
tains the IASB’s Basis for Conclusions, which sets out the IASB’s reasoning be-
hind the requirements in IFRS 2; and the third booklet consists of implementation
guidance, including various illustrative examples.

There are differences between IFRS 2 and the Exposure Draft amending FAS
123, including the accounting for nonpublic enterprises, income tax effects, and
certain modifications. The scope of IFRS 2 includes accounting for all share-based
payment arrangements, regardless of whether the counterparty is an employee. All
of those arrangements generally will be accounted for using the modified grant-date
method that the Exposure Draft requires for share-based payment transactions
with employees. However, for transactions with parties other than employees, in
which it is not possible to reliably estimate the fair value of goods or services re-
ceived, IFRS 2 requires that the fair value of those goods or services be measured by
reference to the fair value of the equity instruments granted, measured at the date
those goods or services are received. In contrast, EITF 96-18 requires that grants of
share options and other equity instruments to nonemployees be measured at the
earlier of (a) the date at which a commitment for performance by the counterparty
to earn the equity instruments is reached, or (b) the date at which the counterparty’s
performance is complete. For many grants, the measurement date under EITF 96-
18 may be different from the measurement date prescribed by IFRS 2.

SAB 1 (Topic 4E): Receivables from Sale of Stock

Deferred compensation or receivables arising from the issuance of stock or options
to employees should be presented in the balance sheet as a deduction from stock-
holders’ equity.

SAB 79 (Topic 5T): Accounting for Expenses 
or Liabilities Paid by Principal Stockholder(s)

When a principal stockholder pays an expense for a registrant, the registrant should
reflect the expense and a corresponding capital contribution, unless the stock-

198 Accounting Rules

ch08_4312.qxd  8/24/04  11:05 AM  Page 198



holder’s action is caused by a relationship or obligation completely unrelated to
his position as a stockholder or the registrant clearly does not benefit from the
transaction.

SAB 83 (Topic 4D): Cheap Stock

If stock or options have been issued below the IPO price within one year of filing
an IPO registration statement or in contemplation of the IPO, the stock or options
should be considered outstanding for all periods presented for the purposes of com-
puting earnings per share. The SEC staff will permit the use of the treasury stock
method to determine the dilutive effect of options. Registrants must also consider
whether compensation expense should be recognized for these awards.
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Chapter 9

Executive Employment and
Severance Arrangements

This chapter discusses executive employment and severance arrangements. It begins
by underscoring the compensation committee’s obligation to evaluate and under-
stand the material aspects of an executive employment agreement before approv-
ing it. The chapter then addresses the basic components common to most executive
employment agreements and key issues that routinely arise. The final section ex-
plores special issues relating to changes in control and the additional severance
benefits that are often provided in that context.

INTRODUCTION

The current emphasis on corporate governance best practices brings an invigorated
focus on the compensation packages of executive officers and the depth of analy-
sis that goes into approving those packages. Executive employment agreements
reflect and integrate the compensation and employment philosophies of the com-
pensation committee. As such, they may be viewed as the most visible and com-
prehensive embodiment of the work of the committee.

The rights of the parties reflected in any particular employment agreement will
vary depending upon a number of factors, including the particular industry involved,
the overall business climate, the historical approach of the employer to such agree-
ments, the position of the executive, the relative bargaining strength of the parties,
and the employment package offered by the executive’s previous employer (a por-
tion of which may have been surrendered in the move to the current employer).
Nevertheless, the basic structural components—such as duration, title and reporting
relationships, duties, base pay and incentive opportunities, benefits, termination
events, effects of termination including severance benefits, restrictive covenants,
and dispute resolution—are generally common to most executive employment
agreements. As reflected in the following discussion, these components should be
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viewed in relation to each other when evaluating the employment agreement and the
overall compensation package.

An employment agreement generally serves a number of purposes:

• It defines the executive’s position and duties, base compensation, place of em-
ployment, fringe benefits, and other provisions benefiting the executive during
his or her employment.

• It determines in advance what the executive will receive if he or she terminates
employment under a variety of circumstances (death, disability, retirement, ter-
mination with or without cause, or voluntary termination with or without good
reason).

• It can include special or enhanced severance provisions that apply in the context
of a change in control.

• It can serve as a repository for any restrictions on the executive’s post-
employment activities (e.g., noncompetition covenants, nonsolicitation of cus-
tomers, clients, or employees, and covenants not to disclose confidential
information or trade secrets).

• It provides a convenient method for obtaining a release of employment-related
claims when termination of employment occurs.

Many of these functions could be covered separately (such as in restrictive
covenants agreements, severance pay plans, or special change-in-control agree-
ments), but an employment agreement provides a convenient vehicle to house all
of these functions, especially in the case of the company’s chief executive officer
(CEO) and most senior executives. Whether a public company uses employment
agreements is generally a matter of the company’s individual custom or culture.

THE IMPORTANCE OF HOMEWORK

Some of the well-publicized executive terminations of recent years are instructive
not merely as examples of the heights of corporate excess, but also because of the
lessons to be learned from ensuing litigation and publicity. A case in point is the
arrangement between Disney and Michael Ovitz, in which Ovitz received ap-
proximately $140 million in severance after working for the company for only 14
months. Disney shareholders brought suit, alleging that Disney’s board of direc-
tors had spent less than an hour reviewing the terms of the employment agree-
ment.1 The plaintiffs alleged that the board breached its fiduciary duties by failing
to evaluate the agreement or to comprehend the payout to Ovitz in the event of his
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termination. For a fuller discussion of the Disney case in the context of a breach
of fiduciary duty, see Chapter 5.

A more recent illustration of the same point is the April 2004 settlement of the
Cendant shareholder lawsuit brought in Delaware Chancery Court. The complaint
alleged that the directors breached their fiduciary duties in approving an amendment
to the CEO’s employment agreement that would have provided, among other things,
an uncapped annual bonus stated as a percentage of the company’s pre-tax earnings,
$100 million of life insurance for life, and severance benefits that could have ex-
ceeded $140 million. According to the complaint, the board failed to analyze the po-
tential cost or financial impact to Cendant of the new agreement, did not seek or
consider advice from outside advisors, and did not involve any member of the com-
pensation committee in the negotiation of the agreement.

Aside from highlighting the need to avoid unwanted publicity, what has be-
come clear from these and similar cases is the committee’s obligation to pay atten-
tion to, analyze, and fully understand the material aspects of an executive’s
employment agreement and severance benefits. These are matters that cannot be
viewed in a vacuum. A thoughtful review requires an understanding of the various
elements of the employer’s entire compensation program (such as SERP formulas,
deferred compensation programs, equity incentives, welfare plans, and the like) and
the interplay of tax and accounting rules that may be implicated based on specific
facts and circumstances contemplated in the agreement.

In order to meet this charge, the committee should fully review, discuss, and
consider the terms of proposed executive agreements, taking the full amount of time
necessary to seek the input of outside experts, in-house compensation specialists,
and other board members, to the extent indicated. It may not be possible to give full
consideration in one meeting, depending on how much information and analysis
is provided ahead of time. While the committee’s analysis will depend on the
specific agreement involved, at a minimum it should include consideration of the
structural components of the arrangement (e.g., duration, compensation levels, ter-
mination provisions, severance protection, etc.), the pros and cons of alternative
provisions, and the appropriateness of the agreement in light of industry and com-
pany standards and the company’s business prospects.

STRUCTURAL COMPONENTS OF EMPLOYMENT AGREEMENTS

The following is a discussion of various structural components that are found in
almost all employment agreements.

Term of Agreement and Severance Period

As with most aspects of executive employment agreements, there is no standard
“term” of employment. A recent study of S&P 500 companies indicated that
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employment terms of three years have been prevalent.2 However, the study also
found evidence of some significantly longer employment terms for senior execu-
tives, ranging from five to seven years. Ironically, one effect of the increased pub-
lic scrutiny of employment arrangements may be to cause executives to feel less
secure about the future, inducing them to seek greater contractual commitments
regarding the term of employment.

The term of an employment agreement is of distinct relevance where sever-
ance benefits are tied to the length of the remaining term of the agreement, such
as a provision providing a continuation of salary and benefits for the duration of
the original term of agreement despite the employer’s earlier termination of the ex-
ecutive without cause or the executive’s resignation for “good reason.” However,
the agreement term is less important where the severance is expressed as a stated
multiple of salary and/or bonus and a continuation of certain benefits for a num-
ber of years equal to that multiple, as is the more typical arrangement.

Whatever the term of the original agreement, the compensation committee
should consider whether the term will be renewable, and if so, the manner in which
it can be renewed. At one end of the continuum is a continually rolling employ-
ment period, in which an additional day is tacked on at the conclusion of each day
of active employment. As a result, the employment term remains constant, regard-
less of how much time has elapsed since the date of the original agreement. When
severance is payable for the remainder of the term, this has the effect of making
the severance period coextensive with the rolling employment term.

Another variation involves automatic renewals for additional specified terms
(typically one year at a time) unless notice of termination is given before the next
renewal date. Under this type of “evergreen” agreement, the committee should de-
termine the time period for giving notice of nonrenewal (typically, notice of non-
renewal must be given 90 or 180 days before the next renewal date), and determine
the severance rights of the executive, if any, in the event that notice of nonrenewal
is given and the agreement is allowed to expire.

Further along the continuum, as favored in some of the business groups’ “best-
practices” reports described in Chapter 5, is a fixed term of employment that ex-
pires on a specified date. This arrangement gives the committee an opportunity to
take a fresh look every few years at the entire arrangement and opens the door to
renegotiate terms to more adequately reflect the evolved relationship of the parties
and the then-current business environment.

Finally, some employment agreements have no stated term, other than the
length of any notice period for termination. The severance benefits simply vary de-
pending on the reason for the termination. This structure is uncommon for senior
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executives of public companies, but it may be appropriate for employment agree-
ments that extend further down the executive ranks.

Title and Duties

Virtually all employment agreements include provisions regarding the executive’s
title, reporting relationships, and duties. In some agreements, the executive’s duties
are described in only general terms, while in others, the specific duties of the exec-
utive are spelled out. Similarly, some agreements specify the executive’s right (or
obligation) to serve as a director of the employer or its affiliates, and the time com-
mitment of the executive (e.g., substantially all working time, or full business
time and attention, etc.), while other agreements are less precise regarding these
matters. In agreements that specify the executive’s time commitment, it is com-
mon to include additional provisions allowing the executive to devote time to
nonbusiness-related matters, such as charitable or community activities.

These provisions should not be viewed merely as a recitation of the executive’s
status with the company. The agreement’s description of the executive’s title, re-
porting relationships, and duties can be the basis for a determination of the sever-
ance benefits to which the executive is entitled. For example, where an element of
the “cause” definition is the executive’s failure to perform his or her duties, the de-
scription of those duties can be pivotal. Similarly, where one of the elements of
“good reason” for the executive’s resignation (thus triggering favorable severance
benefits) includes a diminution of his or her position, authority, duties, or respon-
sibilities, the specificity of the agreement in this regard may be determinative.

The “duties” provision of the agreement can also impact employer decisions in
other contexts. For example, if the executive is unable to work due to injury or ill-
ness, a finding of disability may rest on the extent to which the executive can con-
tinue to perform his or her assigned duties. In addition, depending upon the level of
the executive and the business of the employer, the executive’s noncompetition
covenants may be prescribed by the nature of his or her duties for the employer.

Base Salary and Incentive Compensation

The agreement provisions relating to base salary and bonus are often straightfor-
ward, with a recitation of the amount and timing of the payments to be made. This
is a reflection of the committee’s work in setting the levels of compensation and in
choosing appropriate performance criteria for incentive opportunities.

The committee should consider the coordination between provisions in the
employment agreement relating to incentive compensation and the terms of any
separate incentive programs in effect. In particular, in instances in which the em-
ployment agreement provides for specific terms of equity awards, the committee
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should confirm that the prescribed terms are consistent with or otherwise allowable
under the separate plan or program providing the source of such awards.

Executive Benefits

For the most part, the stand-alone benefit programs of an employer will operate in-
dependently of any individually negotiated employment agreements. It is typical
to recite in the agreement that the executive and his or her eligible dependents may
participate in the benefit plans, practices, policies, and programs (including wel-
fare benefits and fringe benefits) provided by the employer to the extent applicable
generally to peer executives at the company (as defined in the employment agree-
ment). Since the agreement will likely become a matter of public record (filed as an
exhibit to the employer’s SEC reports), some executives and employers elect not
to spell out specific perquisites to be provided, such as club dues, car allowance,
company airplane usage, and similar benefits that would probably be provided by
the employer regardless of whether they are spelled out in the agreement.

Events of Termination

Employment agreements almost always specify a number of ways in which the
employment can be terminated early by either party and the consequences of such
termination. The agreement typically addresses terminations by reason of the ex-
ecutive’s death, disability, retirement, resignation with or without “good reason,”
and termination by the employer with or without “cause.” The reason for the termi-
nation generally determines the amount of the severance benefit, if any. Generally,
there is symmetry in the severance benefit where, on the one hand, the executive
is fired without cause or quits for good reason (both of which result in the maxi-
mum severance benefit), and, on the other hand, where the executive is fired for
cause or quits without good reason (both of which result in minimum or no sever-
ance benefit). It is common to provide no special severance benefit in the case of
the executive’s death, disability, or retirement, but rather to provide that the exec-
utive or his or her estate will be entitled to receive whatever death, disability, or
retirement benefits apply under the separate plans, programs, practices, and poli-
cies that are applicable to the executive on the date of termination.

Because of the significance of the reason for the termination in determining the
severance benefits, certain key definitions merit special attention.

Cause. Historically, the definition of cause in executive employment contracts has
been very tightly drawn, so that only the most egregious acts or misdeeds would trig-
ger the employer’s right to dismiss the executive for cause. The stated justification
for using a very tight definition for top executives is that, at that level, the executive
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generally has negotiated the minimum level of compensation and benefits he or
she is willing to receive in exchange for agreeing to join the company and has the
bargaining power to require that such benefits not be taken away at the discretion
of the company absent egregious and willful malfeasance on the part of the exec-
utive. In other words, unsatisfactory performance results are simply part of the risk
the company takes when hiring the executive.

However, in the wake of the corporate scandals of the early 2000s, there is a
tendency to loosen the cause definition somewhat, so that an executive who engages
in intentional misconduct or knowingly violates the employer’s code of ethics, for
example, can be terminated without triggering generous severance benefits. The
goal is to achieve the proper balance between giving the executive reasonable as-
surance that he or she will be entitled to the benefit of his or her bargain, and not
fettering the employer’s ability, in good faith, to dismiss an executive on grounds
of misconduct without paying a windfall severance.

Generally speaking, the definition of cause in an executive’s employment
agreement would not include the executive’s failure, after reasonable efforts, to
meet performance expectations. Such definition also typically affords reasonable
due-process protection to the executive in the sense that it requires a full board re-
view and an opportunity for the executive to present his or her case. Following such
hearing, the affirmative vote of a majority (or a designated super-majority) of the
board or the independent directors is typically required to sustain the “for cause”
determination.

Exhibit 9.1 contains a sampling of the types of conduct or circumstances that
might constitute cause, with those in the left column being of a formulation more
favorable to the executive, and those in the right column providing more flexibil-
ity for the employer.

Good Reason. Most executive employment agreements contain provisions allow-
ing the executive to terminate employment for a defined “good reason,” in which
case the executive will typically receive full severance benefits. This is sometimes
referred to a “constructive termination.” As in the case of “cause” definitions, “good
reason” definitions historically have tended to be written so that it is quite easy for
the executive to identify circumstances that justify resignation with full severance.
However, there is an emergence of agreements that are not quite so generous in
this area.

Exhibit 9.2 contains a sampling of the types of events or circumstances that
might constitute good reason for resignation, with those in the left column being
of a formulation more favorable to the executive, and those in the right column
being somewhat mitigating in favor of the employer.

Good reason should specifically exclude the executive’s death, disability, or
retirement, as those events are dealt with under other sections of the agreement.
The agreement should provide ground rules for determining whether “good reason”
has occurred. For example, in some contracts, the executive’s determination is
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conclusive. In most cases, the employer has an opportunity to cure any claimed
event of good reason (other than the “free walk” provision discussed later), and in
some cases, the board’s good faith determination of cure is binding.

The “free walk” good reason trigger, if any, typically is a relatively short pe-
riod beginning on the first anniversary of a change in control, during which the ex-
ecutive may resign without any reason and still trigger the maximum severance
benefits. Arguably, this benefits shareholders by encouraging the executive to as-
sist in the completion of the transaction and to continue to render constructive
service during a reasonable transition period following the change in control, with-
out the need to prove that some other element of “good reason” has been triggered.
For example, it avoids the need to argue that the change in control has resulted
in a diminution of the executive’s position or authority, which is almost always
a subjective analysis, prone to disagreement. As a practical matter, a “free walk”
provision gives the executive a certain amount of leverage to negotiate a new

210 Executive Employment and Severance Arrangements

Exhibit 9.1 Conduct Constituting “Cause”

Wording Providing More Flexibility to 
Wording More Favorable to Executive Employer

Conviction of a felony [which may result in Commission of (or indictment for) a crime, 
a term of imprisonment] or a crime typically a felony or a crime involving 
involving moral turpitude moral turpitude

[Adjudication of] fraud, embezzlement, Willful engaging by executive in illegal 
theft, or other dishonest act against the conduct or gross misconduct that is 
employer materially and demonstrably injurious to

the company

Abuse of alcohol or drugs

Any act that constitutes, on the part of the
executive, fraud, dishonesty, breach of
fiduciary duty, misappropriation,
embezzlement, or gross misfeasance of duty

Executive’s willful disregard of published
employer policies and procedures or codes
of ethics

Conduct by executive in his or her office
with the company that is grossly
inappropriate and demonstrably likely to
lead to material injury to the company

Insubordination and failure to follow
direction (rare in top-level executive
contracts)
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Exhibit 9.2 Events or Circumstances Constituting “Good Reason” for Resignation

Wording More Favorable to Executive Wording More Favorable to Employer

Without the written consent of the Same as on left, but with the following 
executive, the assignment to the executive proviso:
of duties inconsistent in any [material] 
respect with the executive’s position provided, however, the fact that the 
(including status, offices, titles, and executive’s employment after a change in 
reporting requirements), authority, duties, control shall be with a nonpublicly traded 
or responsibilities as in effect on [the subsidiary of an entity resulting from or 
effective date of the agreement], excluding surviving the change in control, if that is 
an isolated, insubstantial, and inadvertent the case, shall not of itself be deemed a 
action not taken in bad faith and which is material diminution in the executive’s 
remedied by the employer promptly after position, authority, duties, or 
receipt of notice thereof given by the responsibilities
executive

A reduction in the executive’s base salary Same as on left

Failure by the employer (a) to continue in Same as on left, but with the following 
effect any compensation plan in which the added:
executive participates that is material to 
total compensation, unless an equitable excluding an isolated, insubstantial, and 
arrangement has been made with respect to inadvertent action not taken in bad faith 
such plan, or (b) to continue the executive’s and which is remedied by the employer 
participation therein on a basis not promptly after receipt of notice thereof 
materially less favorable, both in terms of given by the executive
the amount of benefits provided and the 
level of the executive’s participation 
relative to other participants

Requiring the executive, without his or her Requiring the executive, without his or her 
consent, to be based at any office or consent, to be based at any office or 
location other than in [city] or to travel on location other than in [designated area], 
employer business to a substantially greater except in connection with a relocation of 
extent than required immediately prior to the company’s headquarters
the [effective date of the agreement]

Failure by the employer to require a No comparable provision
successor to assume the agreement

Any termination by the executive for any No comparable provision
reason or no reason during a designated 
window period following a change in 
control (typically, the 30-day period 
beginning on the first anniversary of a 
change in control)
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employment agreement with the acquiror. While this provision is not universally
embraced, a 2001 survey of 150 leading companies by Executive Compensation
Advisory Services3 (the ECAS Survey) showed that 45% of the surveyed companies
had at least one executive agreement with this feature or a similar “single-trigger”
feature, which represented a 33% increase over its survey for the prior year. The
ECAS Survey confirmed that the predominant single-trigger “window” is the 30-
day period following the first anniversary of the change in control.

Disability. In considering the appropriate definition of “disability” for purposes of
an employment agreement, the committee should bear in mind the consequences of
such a determination. If the agreement provides no severance other than benefits
under an applicable disability insurance plan, then it probably makes sense to tie the
agreement definition to the plan definition in such a way that the executive is most
likely to be eligible for such plan benefits. If the employment agreement does pro-
vide additional severance benefits in the case of disability, the provision should be
drafted in a way to assure that the disability carrier will be the primary payer.

Severance

Severance benefits are often closely tied to the compensation and benefits provided
during the active employment phase. The level of benefits should depend upon a
number of factors, including the industry involved, the overall business climate,
the historical approach of the employer to severance benefits, and the relative bar-
gaining strength of the parties.

The ECAS Survey provides a good source for quick analysis of the prevalence
and trends with respect to the most typical features of management change-in-
control arrangements. However, the ECAS Survey is based on 2001 information,
and there is little doubt that the landscape is becoming increasingly conservative
in the area of executive compensation. Moreover, the ECAS Survey focuses on
change-in-control agreements and related severance benefits. Generally speaking,
it is common to provide somewhat enhanced severance benefits in a change-in-
control situation. Nevertheless, the ECAS Survey showed that a majority of execu-
tive change-in-control agreements in the survey expressed severance as a multiple
of “pay,” with no perceived correlation between the multiple (e.g., 2x, 3x, etc.) and
the type of pay to which it applies. According to the survey, the severance multiple
typically applies only to salary and bonus. A significant majority of the executive
change-in-control agreements reported in the ECAS Survey used a 3x multiple of
pay to calculate change-in-control severance in contracts for the top five executive
officers.
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Restrictive Covenants

Executive employment agreements typically include restrictive covenants impos-
ing prohibitions on competing, soliciting customers or employees, and disclosing
confidential information. Employers’ natural inclination is to negotiate provisions
that are as broad as possible so as to protect the employer’s business interests. How-
ever, restrictive covenants are governed by state law, and it is imperative to con-
sider which state’s law will apply and the requirements such law imposes for the
restriction to be enforced.

Many states are generally reluctant to enforce noncompetition restrictions ex-
cept to the extent that the time and geographic scope of the restrictions are reason-
ably necessary to protect the employer’s business interests and the restrictions will
not unduly interfere with the executive’s ability to earn a living. In designing a non-
competition restriction, therefore, it is necessary to consider the executive’s posi-
tion in the company, his or her ability to compete with the employer, and the
particular interests of the employer that must be protected from competition. It is
critical to consider the effect under state law if the restrictions are found to be
overly broad or otherwise unenforceable. Some states do not allow “blue penciling”
to reign in an over broad restriction, and some will invalidate other restrictive
covenants if the noncompetition covenant fails. In these states, it may be prudent to
omit a noncompetition covenant in favor of covenants not to solicit protected em-
ployees and customers. As a practical matter, those two nonsolicitation covenants,
together with a confidentiality covenant, provide most of the protection a company
needs, and they are more likely to be enforceable than a traditional noncompetition
covenant. The committee should resist relying on a “standard” form of restrictive
covenants, as the law of the state in which the executive provides services is most
likely to govern the enforceability of such covenants, and state laws vary widely in
this area.

CHANGE-IN-CONTROL ARRANGEMENTS

Beginning with the rash of “hostile” takeover activity in the 1980s, and evolving
through the “friendly” strategic business combinations of the 1990s, protecting
management against a change in control has been at the center of focus for boards
of directors. Whenever faced with the consideration of a business combination trans-
action, whether in a defensive or aggressive posture, executives inevitably experi-
ence a strong sense of personal uncertainty as to their own future if the combination
occurs. The primary function of change-in-control protections for senior manage-
ment is to offset these pressures—providing retention incentives, in the case of
companies that are probable merger targets, and in the case of companies seeking
strategic alliances, making it possible for executives to stay focused on negotiating
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and completing such transactions without undue personal distraction. This helps
protect and enhance shareholder value by keeping the management team pulling
together during the important phases of negotiation and implementation and also
during the critical transition period after closing.

Change-in-control protection can come in the form of a broad-based plan or
policy, but for senior management it is more typically housed in individual
agreements—either as a stand-alone agreement that springs into effect once a
change in control has occurred, or as an element of the executive’s employment
agreement in the form of an enhanced severance benefit where the termination of
employment is closely related to a change in control.

As discussed in Chapter 5, a board’s decision to adopt change-in-control pro-
tections is usually analyzed under the business judgment rule, protecting the board’s
decision as long as reasonable consideration is applied and there is no conflicting
interest. However, if change-in-control protections are instituted during a pending
or threatened takeover contest, the board’s action may be analyzed under stricter
scrutiny. Under this so-called “Unocal” standard,4 the business judgment rule will
not apply to protect the board’s defensive action unless (i) the directors can show
that they had reasonable grounds for believing that a danger to corporate policy and
effectiveness existed because of another person’s stock ownership, and (ii) any de-
fensive measure taken is reasonable in relation to the threat posed.

Whether or not in a defensive situation, when considering change-in-control
arrangements for management, the board or compensation committee should insist
on reviewing numerical illustrations of the effect of the proposed benefits under var-
ious scenarios. In order to appreciate the potential cost of such provisions, it is nec-
essary to understand the nature and operation of the so-called “golden parachute”
excise tax. For a more technical discussion of these tax rules, see Chapter 7.

Very simply, the golden parachute rules are a manifestation of the govern-
ment’s social policy, as articulated in the mid 1980s, that executives should not
enjoy a substantial windfall upon a change in control. The parachute rules are
designed to discourage such windfalls by (i) imposing a stiff (20%) excise tax on
excess “parachute payments,” and (ii) denying the employer’s compensation de-
duction for such amounts.

Any payment or benefit that is paid to a “disqualified individual” (which gen-
erally would include employees who are officers, or who own more than 1% of the
fair market value of the company’s outstanding stock, or who are highly compen-
sated) in connection with a change in control of the company could be a parachute
payment. If the total parachute payments to the person equal or exceed three times
his or her “base amount” (which generally is the person’s average taxable compen-
sation from the employer over the last five years), then there is an “excess para-
chute payment” equal to the amount by which the total parachute payments exceed
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one times the base amount. The employee would owe a 20% excise tax on the ex-
cess parachute payment, and the company would lose its compensation deduction
for the excess parachute payment. The excise tax is in addition to any applicable in-
come tax.

It is impossible to calculate parachute payments with specificity in advance of
an actual change in control because much depends on facts not yet known, such as
the stock price and interest rates in effect at the time of the change in control and the
executive’s base amount. However, to satisfy its duties of care and good faith in con-
sidering the proposed arrangement, the board (or compensation committee) should
model the potential costs in advance, based on hypothetical assumptions.

There are several approaches for dealing in a contract with the possible impo-
sition of the excise tax. On a continuum from the most to least favorable to the ex-
ecutive, they might include:

(i) A full or partial gross-up payment by the employer to cover the amount of
the excise tax, plus any income and excise taxes associated with the gross-up
payment. Depending on the tax bracket of the executive, and due to the com-
pounding effect of the taxes, as a rule of thumb, it can cost the company 2.5
to 3 times the amount of the original excise tax to accomplish a full gross-up.
The company continues to lose its tax deduction on the excess parachute
payment (which itself is increased by the amount of the gross-up payment).

(ii) A gross-up payment by the employer, but only if the after-tax benefit to the
executive is at least $xxxx (this should be a meaningful amount to the exec-
utive, such as $50,000 or $100,000). If the after-tax benefit would be less,
there would typically be a cutback of parachute payments to the extent nec-
essary to avoid the imposition of the excise tax (i.e., limited to 2.99 times the
executive’s base amount).

(iii) A comparison of the after-tax benefit to the executive of (A) the total para-
chute payments after he or she pays the excise tax and income taxes thereon,
to (B) a cutback of parachute payments to the extent necessary to avoid the im-
position of the excise tax (i.e., limited to 2.99 times the executive’s base
amount). The employee would be paid whichever amount yields the more fa-
vorable result to the executive.

(iv) A cutback of parachute payments to the extent necessary to avoid the impo-
sition of the excise tax (i.e., limited to 2.99 times the executive’s base
amount).

(v) Remain silent. It is possible for the executive to be worse off paying the ex-
cise tax than having his or her benefits limited to the extent necessary to avoid
the imposition of the excise tax.

Although disproportionately expensive to the employer, many companies have
adopted a “gross-up” provision. The ECAS Survey referenced earlier shows that
78% of the study companies with individual change-in-control agreements for
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management provided an excise tax gross-up for one or more executives. However,
because of the high marginal cost of grossing up parachute payments if they are only
slightly over the 299% safe harbor amount, it often makes sense to provide that a
cutback, rather than the gross-up, applies if the parachute payments do not exceed a
certain threshold amount (i.e., to follow the approach described in clause (ii)).

Definition of Change in Control

Most change-in-control agreements are so-called “double trigger” arrangements,
meaning that the occurrence of a change in control is the first of two events that must
occur in order to trigger benefits to the executive. The second of such events is a
termination of employment (either termination by the employer without “cause”
or resignation by the executive for “good reason”).

More rarely, benefits are triggered by the mere occurrence of a change in con-
trol, which is referred to as a “single-trigger” arrangement.

In either case, the definition of change in control is paramount. A well-drafted
definition will usually include some or all of the following elements:

(i) A “hostile” change in the composition of a majority of the board (typically
following a successful proxy contest).

(ii) A third party acquires a significant percentage (typically 20% to 35%) of the
outstanding common stock or voting power of the employer (with certain
exceptions).

(iii) Consummation of a merger or similar business transaction involving the em-
ployer, or a sale of substantially all of the stock or assets of the employer, or
the acquisition by the employer of stock or assets of another corporation, un-
less, immediately after the transaction, some or all of the following conditions
are met:
(A) The employer’s shareholders continue to hold more than a designated

percentage (typically 50% to 60%) of the common stock and voting
power of the surviving entity, in substantially the same proportion as be-
fore such transaction.

(B) No person (other than the employer or the surviving entity or its parent)
holds in excess of a designated percentage (typically matches the per-
centage in (ii)) of the common stock or voting power of the surviving
entity.

(C) At least a majority of the surviving corporation’s board consists of in-
dividuals who were incumbent directors of the employer at the time such
transaction was approved.

(iv) The shareholders of the employer approve a complete liquidation or disso-
lution of the company.
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Paragraphs (i) and (iv) of the preceding definition are quite standard, generally un-
controversial, and not very likely to be the activating trigger of a change in control.
Paragraph (ii) (the “Stock Acquisition Trigger”) and paragraph (iii) (the “Transac-
tion Trigger”) are standard provisions in concept, but vary from company to com-
pany as to the applicable percentages employed (i.e., in the case of the Stock
Acquisition Trigger, the percentage of common stock that a third party must acquire
in order to trigger a change in control, and in the case of the Transaction Trigger, the
percentage of continuity of ownership and voting control that must be retained after
the transaction in order not to trigger a change in control).

The Stock Acquisition Trigger

Based on the ECAS Survey, the percentages of common stock and voting power
that a third party must acquire in order to trigger a change in control under this el-
ement of the definition ranged from 10% to 80%, with 20% being the predominant
percentage. This is not surprising since, as a practical matter, ownership of a 20%
block of common stock is likely to command the ability to significantly influence
board policy, regardless of the absence of legal ability to vote the board out of of-
fice. The lower the percentage used, the more likely it is that a change in control
will be deemed to have occurred.

There should be exceptions to the Stock Acquisition Trigger that keep it from
being activated in unwarranted circumstances. For example, the following acquisi-
tions typically should be excluded as a change-in-control event under this element
of the definition:

(A) An acquisition directly from the employer
(B) An acquisition by the employer or its subsidiaries
(C) An acquisition by any employer-sponsored employee benefit plan (or related

trust)
(D) An acquisition that would not trigger a change in control under the Transac-

tion Trigger (as discussed next)

Thus, for example, if the employer were to intentionally place a large block of stock
with an investor by issuing new shares, that should not trigger a change in control.

The Transaction Trigger

This is the element of the definition that is probably most likely to be triggered in
today’s business environment. However, not all business combinations should trig-
ger a change in control. The issue is whether the transaction should justifiably en-
gender management’s sense of job insecurity. For example, a merger, such as a
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change-of-domicile merger, that does not result in any change of the employer’s
shareholder base or board of directors should clearly not affect job security and
should not constitute a change in control. However, a transaction in which the share-
holder base is materially changed, particularly if the board of the resulting entity is
comprised of a majority of new directors, could well portend employment changes
at the highest ranks, thereby underscoring the need for the change-in-control pro-
tections. Striking an appropriate balance between these two extremes requires
thoughtful consideration. For example, if the Transaction Trigger were set at 50%
or less continuity-of-ownership, a 45% to 55% “merger of equals” (where the em-
ployer represented the 55% side) would not trigger the definition. This may not be
an ideal result, since the executives of the employer would still face considerable
job insecurity in the face of such a “merger of equals.” Based on this, it is not un-
common to see the Transaction Trigger set at 60% or more, so as to be more likely
to include an actual “merger of equals” transaction. However, the board may feel
that it is not desirable to trigger enhanced severance incentives in the case of a
merger of equals, in which case the Transaction Trigger may be set at 50% or less.
According to the ECAS Survey, the most common Transaction Trigger continuity-
of-ownership percentage used by companies in the study was 50% or 51%, with
several using a percentage as high as 70%. The higher the continuity-of-ownership
percentage, the more likely it is that a given transaction will result in a change in
control.

Some companies have attempted to address these concerns by giving the board
of directors discretion to determine whether or not a particular transaction will be
considered a change in control. This can put the board in an untenable position,
however, where the acquiror asserts pressure on the board to conclude that the trans-
action does not constitute a change in control and thereby eliminate the severance
protection. In any event, the ability of the board to make this subjective decision
substantially dilutes the primary purpose of the change-in-control arrangement—
to engender confidence in management that they will be protected.
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Chapter 10

Incentive Compensation

Most executive compensation arrangements consist of annual base salary, short-
term incentives (e.g., annual bonus), long-term incentives (e.g., stock options), re-
tirement arrangements, welfare benefits, and perquisites. This chapter provides a
general overview of the design of short-term and long-term incentive arrangements
and the specifics of these arrangements (other than arrangements that involve the
grant of equity-based compensation, which is discussed in Chapter 11). The chapter
also presents topics, ideas, and issues that compensation committees need to know,
review, and address with respect to these arrangements. In addition, market practices
associated with these arrangements will be noted. Finally, while not an incentive
arrangement per se, retention-only plans are also discussed.

The following items will be covered:

• Useful definitions when discussing incentive arrangements

• General comparison of using cash-based or equity-based incentive compensation

• Typical plan and award types and features

• Shareholder approval

• Retention-only plans

USEFUL DEFINITIONS

The following is a list of useful definitions that will be helpful in discussing these
incentive arrangements. Note that these definitions are neither universal nor ab-
solute, but generally are part of the executive compensation “lexicon” and will be
used for purposes of this chapter:

• Award: A compensatory grant under a plan.

• Award agreement or award letter: A written document between the awardee and
the company memorializing the terms and conditions of the award (including the
terms and conditions that are already a part of the overlying plan).
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• Awardee: A person or entity who has received an award.
• Cash-based arrangement: An arrangement where the compensation is determined

solely based on a specified dollar amount and does not in any way take into ac-
count a specified number of company shares (e.g., an annual bonus program that
awards a percentage of base salary).

• Equity-based arrangement or stock-based arrangement: An arrangement where
the compensation is determined solely based on a specific number of company
shares, and does not in any way take into account a specified dollar amount (e.g.,
a grant of stock appreciation rights payable in cash, a grant of restricted stock
units payable in stock).

• Holding period: The time period over which nonforfeitable compensation will
be held before the payout date (note: while not entirely accurate, some may use the
term holding period but actually should use the term vesting period if the com-
pensation is subject to forfeiture).

• Hybrid arrangement: An arrangement that is both a cash-based arrangement and
an equity-based arrangement.

• Long-term: A time period longer than one year.
• Mid-term: A time period generally between one and three years (“mid-term” is

not used very often by practitioners, and most often is used interchangeably
with “long-term”).

• Omnibus plan or master plan: A plan or program that is used to make grants of
all types of compensatory awards or used to create other incentive compensation
plans or programs (see subplans).

• Payout date: The date that the compensation is paid (if cash) or delivered (if
property).

• Performance-based compensation: Generally refers to compensation where pay-
out only occurs if a performance goal is reached (e.g., a stock option where the ex-
ercise price is at or above the stock price on the date of grant is performance-based
compensation, while restricted stock that vests only if there is continued em-
ployment is not performance-based compensation); it is also used to refer to
compensation that meets the requirements of Internal Revenue Code (Code)
Section 162(m).

• Performance measure or performance metric: The measure used to rate
performance.

• Performance goal or performance target or performance objective: A definable
and measurable level of performance.

• Performance vested: Vesting that occurs only if a performance goal is reached.
• Plan or program: A written document detailing the compensation arrangement.
• Plan life: The time period during which awards may be made under the plan (in

many cases, the plan life is 10 years).
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• Plan period: The time period consisting of both the performance period (if ap-
plicable) and/or the vesting period (if applicable) and/or the restricted period (if
applicable).

• Performance period or performance cycle: The time period over which perfor-
mance is measured.

• Short-term: A time period equal to or less than one year.

• Subplan or subprogram: A plan or program the terms and conditions of which
are subject to an omnibus plan.

• Time-vesting: Vesting that occurs only if there is continued employment/service
by the awardee.

• Vest: Generally when the compensation becomes nonforfeitable; however, in
the case of certain awards (e.g., stock options or stock appreciation rights), when
the award may be exercised, but may be subject to forfeiture or accelerated ex-
piration if there is a termination of employment.

• Vesting period or restricted period or restriction period: The time period over
which continued employment is required, and if this requirement is not met, the
compensation is forfeited.

CASH VS. EQUITY

There is no “right” answer to the question of whether to use cash or equity as the
basis of an incentive plan. Each has its own attributes and detriments. With changes
to the equity-based accounting rules, equity-based compensation may be losing its
“edge” over cash-based compensation since both will now be treated as an expense.
However, nonperformance-based equity-based compensation (e.g., time-vested
restricted stock or restricted stock units) may result in a lower and more manage-
able expense charge since the valuation date is the date of grant, not the payout date.
This, though, is dependent on how the accounting profession applies the new stan-
dards under FAS 123 and IFRS 2 (as discussed in Chapter 8).

The main difference between equity-based compensation and cash-based com-
pensation is that the performance measure for equity-based compensation simply
is the price of the stock. As a performance measure, stock price is easily understood
by the awardee and easily accessible if the company is publicly traded. It also (at
least on the surface) directly aligns the interests of the awardee with the interests
of shareholders. For an equity-based incentive program at a private company, the
stock most likely will need to be valued on a fairly regular basis (usually once a year,
or perhaps even each quarter) if the company wants to imitate a public company
stock incentive program and maintain a “line of sight” to the value of the enterprise.
If it does not (usually because the “exit strategy” is a sale or IPO), then the awardee
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does not need a continuing line of sight since the focus is on the “end of the tunnel”
when the sale or IPO occurs.

With the recent executive compensation scandals and controversies, most of
which focused on the use of “plain vanilla” stock options, the current thinking is
that companies need to focus on performance measures other than stock price. Thus,
the list of performance measures presented in this chapter should be reviewed by
compensation committees and their senior executives to see if (and which of) these
measures are the proper business drivers.

Finally, it is noted that there are such things as “hybrid” or “combination” in-
centive plans that are both cash-based and equity-based. This is not to be confused
with a cash-based plan that pays out in stock (e.g., an annual bonus plan that pays
50% in cash and 50% in fully vested company stock), or an equity-based plan that
pays out in cash (e.g., a stock appreciation right that pays in cash). A hybrid plan
is a plan where the compensation delivered is determined by the price of the stock
and some other performance measure. For example, a hybrid plan could be a plan
where there is a three-year performance period requiring a performance goal based
on increases in EPS growth that pays out 50% in cash and 50% in restricted stock
at the end of the performance period, and where the restricted stock cliff vests at
the end of a two-year vesting period that begins at the end of the three-year perfor-
mance period. Thus, while the plan period is five years, for the first three years it
is essentially a cash-based plan, and for the last two years it is essentially an equity-
based plan.

TYPICAL PLAN FEATURES AND DESIGNS

Incentive plans come in all shapes and sizes, and, similar as to whether to use cash
or equity, there is no “right” plan. Simply put, one size does not fit all. Compensa-
tion committees will need to examine all elements of incentive compensation plans
and decide what plan features and design are best for their companies.

The following are the incentive compensation plan features and design that
compensation committees generally will need to consider:

• Type of awards and type of plan

• Purpose of plan

• Administration of plan

• Eligibility and participation

• Award levels

• Performance periods

• Performance measures

• Performance goals
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• What happens if a participant’s employment is terminated due to:

– Death

– Disability

– Retirement

– For “Cause”

– Without “Cause”

– For “Good Reason”

– Without “Good Reason”

• What happens on a change in control

• Payout in cash or stock or both

• Other miscellaneous issues

Types of Awards and Types of Plans

When speaking of a “type” of incentive plan, the first type to consider is whether
the plan is a “specific” or a “general” plan. A specific type of plan usually is an
arrangement where the delivery of compensation is limited to a specific type of
award. Types of awards include:

• Incentive stock options (these are the options qualified under Code Section 422)

• Nonqualified stock options (these are options that are not intended to qualify as
incentive stock options)

• Stock appreciation rights (which may be payable in cash or stock or both)

• Stock

• Restricted stock

• Stock units (which may be payable in cash or stock or both)

• Restricted stock units (which may be payable in cash or stock or both)

• Performance shares

• Performance units (which may be payable in cash or stock or both)

• Cash

• Property (other than company stock)

Thus, a plan may be a “Stock Option Plan,” which only provides for the grant of stock
options, a “Performance Unit Plan,” which only provides for the grant of per-
formance units, or an “Executive Annual Cash Bonus Plan,” which only provides
for the grant of annual cash bonuses. The point is that all these plans are limited in
design and function.
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A plan type may be further defined by the performance period. Thus, a plan
may be the “2005 Annual Incentive Plan,” which would correspond to the com-
pany’s fiscal year 2005, or it may be the “2005–2007 Performance Unit Plan,”
which would provide for a grant of performance units over a performance period
from the beginning of the company’s fiscal year 2005 and ending at the end of the
company’s fiscal year 2007. These types of specific plans are limited in design and
function.

Moreover, a specific type of cash-based plan may provide the performance
measure to be used to determine compensation. For example, an “EVA Plan” is a
long-term cash-based arrangement that uses “economic value added” as a perfor-
mance measure (and which typically has a feature where the compensation is
“banked” and subject to loss or reduction if future performance is poor). Alterna-
tively, the plan may be an “EPS Growth Plan,” where cash or stock compensation
is paid if EPS growth targets are achieved.

Overall, a “specific” plan, being limited in scope and function, does not allow
a compensation committee (or whatever committee is administering the plan) a
wide degree of discretion in setting the terms and conditions of the awards. This
may have utility in some situations, but usually it “paints” compensation committees
“into a corner.” Accordingly, these types of plans are being phased out at many
companies, particularly at publicly held companies. This is because, for example,
too many times a company has had only a stock option plan and found that it needed
to grant restricted stock but couldn’t unless the plan was amended and approved by
shareholders.

If a plan is not a “specific” plan, then it starts to migrate over to a “general”
plan, which may combine several different types of awards (e.g., stock options and
stock appreciation rights), or—as is becoming the trend—combining all award types
(even cash-based awards) under the moniker of an “omnibus” plan or simply as the
“XYZ Company Incentive Compensation Plan.”

While some companies still prefer to have a specific plan document for each
compensation program, most companies are using “omnibus” plans that provide
wide flexibility and discretion in devising and implementing compensation pro-
grams and where the only other relevant document is the award agreement. As
noted earlier, this is probably the arrangement that most public companies will use
in the future, since shareholder approval is secured for all programs in one fell
swoop (subject to shareholder reapproval in five years), and thus new subplans and
other programs will not require shareholder approval. In addition, due to the new
shareholder-approval rules at the various stock exchanges, it is likely that the om-
nibus plan will be extremely general and very discretionary in nature; in other words,
the plan will contain only the terms and conditions with which shareholders and
their various advising services will be concerned. It is likely that there will be more
subplans or “operating guidelines” associated with these omnibus plans, since
many of the typical terms and conditions may be left out of the master plan. Thus,
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awardees would receive a copy of the master plan (which would contain some, but
not many, terms and conditions associated with the award), a copy of the subplan
(which would contain most of the specifics associated with the particular compen-
sation program), and a copy of the award agreement (which, most likely, would be
simply a one- or two-page document, and would contain terms and conditions spe-
cific to that particular award and awardee).

Plan Purpose

It is usually important to establish the purpose of the incentive plan to the execu-
tives. Essentially, this is a communication issue for HR or Finance. If the executives
don’t understand what the incentive plan is all about, they may not be able to see
the objectives. Most plan documents contain a section (usually the first or second
section) that details or at least outlines the purpose of the program. For public com-
panies, this purpose section of the plan is also an opportunity for the company
and the compensation committee to communicate to shareholders and potential
investors. It essentially is up to the committee to determine how extensive this
description of the purpose should be, and whether it is primarily directed to man-
agement, shareholders, investors, or the public in general.

Administration of the Plan

A person or a committee will need to administer the plan. For public companies, the
committee will need to satisfy the outside director requirements of IRC Section
162(m), the non-employee director requirements of Rule 16b-3 under federal secu-
rities law, and the independent director rules under the various stock exchanges. The
committee usually is the compensation committee, but it also could be a subcom-
mittee of the compensation committee or could be the entire board of directors or
all independent directors. The committee should have wide authority in adminis-
tering and interpreting the terms and conditions of the plan, and the determination
of the committee should be final and binding on all awardees. The committee
should be able to delegate some of its responsibilities and hire outside advisors.
Committee members should be indemnified (other than for bad faith or gross neg-
ligence). It is also important that the committee understands its duties, responsibil-
ities, and obligations under federal law and applicable state law (primarily the state’s
corporation law).

Eligibility and Participation

While “eligibility” and “participation” may appear to be (and for that matter may be)
the same thing, there can be a difference. This difference is that while all employees
may be eligible to participate in the plan, only some employees do in fact become
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participants. Of course, the plan may be a broad-based annual cash bonus plan
where all employees are eligible to participate and indeed are all participants. Al-
ternatively, the plan may be a three-year cash-based plan where executives above
a specific salary grade are automatic participants and other employees are selected
by the committee in its sole discretion to be participants. Essentially, this will be dri-
ven by the purpose of the plan. Sometimes, employees will be divided into groups
or “tiers” of employees, which determines who will participate in the plan. For ex-
ample, employees in Tiers 1, 2, 3, and 4 will be participants in the company’s annual
bonus plan, but only employees in Tiers 1 and 2 will be participants in the com-
pany’s long-term incentive plan.

In addition, the plan may or may not allow new hires to become participants
in an existing compensation plan or ongoing program. For example, assume a
company has overlapping three-year performance period EPS-growth programs,
and a new CEO is hired in the middle of the fiscal year. The plan should allow the
new CEO to “cycle into” the company’s overlapping performance cycles so that
he or she would receive 1⁄6 of the award for the performance period that is 21⁄2
years through, 1⁄2 of the award for the performance cycle that is 11⁄2 years through,
and 5⁄6 of the award for the performance cycle that is only six months through.

Award Levels

Award levels may be specified in the plan (e.g., a percentage of base salary), deter-
mined through the use of a “bonus pool” where percentages of the pool are allocated
to participants, or simply left to the sole discretion of the committee in creating spe-
cific award levels with respect to a specific subplan (e.g., under the XYZ Company
Executive Annual Bonus Plan, the 2005 subplan determined award levels as a per-
centage of actual base salaries, while the 2006 subplan determined award levels
based on salary grade). Award levels may be set at a single level; in other words, if
the performance goal is met, the employee will receive $100,000. Or, it may be ex-
pressed as a “minimum” or “threshold” level, a target level, and a maximum or
“stretch” level. For example, an awardee with a base salary of $200,000 may have
a target award level expressed as 50% of base salary, with a minimum at 75% of
award level and maximum at 125%; thus, this awardee has a threshold award level
of $75,000, a target award level at $100,000, and a maximum award level at
$125,000. Note that the minimum, target, and maximum award levels are tied to a
minimum, target, and maximum performance goal, respectively, and that the vari-
ance between the award levels may or may not have a correlation to the variance be-
tween the performance goal levels. Thus, using the preceding example, the 75%
minimum award level may be tied to a minimum performance goal equal to 95%
of the target performance goal, and the maximum award level may be tied to
150% of the target performance goal.

226 Incentive Compensation

ch10_4312.qxd  8/24/04  11:06 AM  Page 226



Plan Performance and Restricted Periods

Performance periods may be specified in the plan or left to the sole discretion of the
committee to determine specific performance periods with respect to a specific
subplan (e.g., under the XYZ Company Omnibus Plan, which allows committee
discretion in setting performance periods, the company created the XYZ Company
Annual Bonus Plan with a performance period of one year, the XYZ Company
2004–2006 Long-Term Incentive Plan with a performance period of three years,
and the XYZ Company Retention Plan with a vesting period of two years). Per-
formance periods, for the most part, should be established in direct coordination
with the company’s business plan.

Performance Measures

The following are common performance measures (other than stock price) that
some companies might use (and in some cases a description of the measure):

• Revenue: Typically, this would relate to a target revenue amount, or revenue
growth; may include all revenue or may carve out certain types of revenue (e.g.,
investment income), or may apply only to certain types of revenue (e.g., North
American revenue).

• Sales: Same as revenue, but normally exclude nonsales revenue.

• Pretax income before allocation of corporate overhead and bonus.

• Budget.

• Cash flow: Simply, the cash that a company takes in (cash inflow) and pays out
(cash outflow).

• Earnings per share: Measures a company’s performance; calculated by dividing
net profit by number of common shares outstanding (Basic EPS), or includes
“common-stock equivalents” like stock options and warrants (Diluted EPS).

• Net income.

• Division, group, or corporate financial goals.

• Dividends.

• Total shareholder return (this is the return based on increases in stock price plus
dividend payments).

• Return on shareholders’ equity: This is a measure of profitability; ROE = net
profit after taxes/stockholders’ equity.

• Return on assets: This is a measure of profitability and efficiency (i.e., how a
company generates profits from assets); ROA = net profit after taxes/total
assets.
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• Return on investment: Similar to ROE; measures how efficiently the financial re-
sources available to a company are used; ROI = annual profit/average amount
invested.

• Internal rate of return: A present-value-based measure used for determining the
compounded annual rate of return on investments held for a time period of one
year or more.

• Attainment of strategic and operational initiatives.

• Market share.

• Operating margin: This is equal to the ratio of operating income to sales revenue.

• Gross profits.

• EBIT: Earnings before interest and taxes. Also known as “operating profit,” as
it is income from a company’s ordinary business activities.

• EBITDA: Earnings before interest, taxes, depreciation, and amortization; used
by many to measure cash flow.

• EVA: Economic value-added models; this is a measure of the superiority of the
return a company is able to realize on invested capital above the baseline return
expected by the investment community. The formula to calculate EVA is EVA
= NOPAT – (C × K(c)) where NOPAT is Net Operating Profit After Taxes, C
is the amount of capital a company plans to invest in a project, and K(c) is the
cost of capital.

• Comparisons with various stock market indices.

• Increase in number of customers.

• Reduction in costs.

• Mortgage loans.

• Bringing assets to market.

• Resolution of administrative or judicial proceedings or disputes.

• Funds from operations.

While some arrangements will focus on only one performance measure, it is not
uncommon for companies to use two, three, or more performance measures to cal-
culate payout. Typically, the use of two performance measures (e.g., revenue and
EBITDA) may be presented using a matrix as shown in Exhibit 10.1. Overall, as
with determining performance periods, the determination of which performance
measure to use must be based on the company’s business plan.

Performance Goals

Performance may be specified in the plan (e.g., a 10% annual growth in EPS) or left
to the sole discretion of the committee in creating specific award levels with respect
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to a specific subplan (e.g., under the XYZ Company Executive Annual Bonus
Plan, the performance goal is a 10% annual growth in EPS). As shown in Exhibit
10.1, a program may use more than one performance measure and thus more than
one performance goal. While two or three measures are not uncommon, the use of
more than three performance measures is unusual. Since the purpose of the per-
formance measure is to focus the employee on the measure and achieving the mea-
sure’s performance level, introducing a myriad of measures may confuse the “line
of sight” needed to properly motivate and incent most employees.

While some plans use an “all or nothing” approach to achieving a performance
goal (e.g., minimum award is paid if 90% of the goal is achieved, target if 100% of
the goal is achieved, and maximum if 150% of the goal is achieved), many plans will
use interpolation to award amounts that fall in between the specific performance
goals.

The matrix in Exhibit 10.1 shows how a company would pay out using two
performance measures.

Thus, an awardee with a salary of $200,000 who has an award target level of
50% of salary would receive $100,000 (or 100% of award target level) if revenue
at the end of the performance period equaled $180 million and EBITDA at the end
of the performance period equaled $70 million, or $50,000 if revenue equaled
$130 million and EBITDA equaled $70 million. The plan design shown in Exhibit
10.1 might provide that the percentages only reflect achievements of the specific
goals; thus, revenue of $149 million and EBITDA of $39 million would result in an
award level of 20%. However, if interpolation were applied, the award level would
be 28.8%. Exhibit 10.1 shows a maximum award level of 100% of goal; it could, of
course, show award levels exceeding 100% of goal.

Indexing of the performance goal is also used by some companies, on the the-
ory that a company’s performance must be compared with the performance of its
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Exhibit 10.1 Example of Multiple Performance Measures

$180m 50% 60% 70% 80% 90% 100%

$170m 40% 50% 60% 70% 80% 90%

$160m 30% 40% 50% 60% 70% 80%

$150m 20% 30% 40% 50% 60% 70%

$140m 10% 20% 30% 40% 50% 60%

$130m 0% 10% 20% 30% 40% 50%

$120m 0% 0% 10% 20% 30% 40%

$110m 0% 0% 0% 10% 20% 30%

$100m 0% 0% 0% 0% 10% 20%

EBITDA $30m $35m $40m $50m $65m $70m

R
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competitors to determine true performance. While the actual application can be
complex, there is a purity in the concept of using relative performance compar-
isons, and to determine true underperformance or overperformance with respect to
a defined market.

Termination of Employment

The consequences of the various types of termination of employment can range
from total forfeiture of any award to full payment of the award. The applicable
standard will be determined by the committee on either an employee-by-employee
or group-by-group basis. In some cases, an employment agreement may control
the consequence. The following list shows the various terminations and some
comments:

• Death. Since this termination is an “act of God,” neither the company nor the
employee is “at fault.” Complete forfeiture is typical, but this should take into
account whether there is adequate company-provided life insurance (either paid
in whole or in part by the company). However, there is an argument that the em-
ployee works for some portion of the performance period, and thus is entitled to
a pro rata award, either based on target at time of termination or actual payout
as if the employee had not died. Market practice appears to be leaning toward a
pro rata award.

• Disability. Similar to death, this is a termination where neither the company nor
the employee is at fault. Complete forfeiture is typical, but this should take into
account whether there are company-provided disability benefits (either paid in
whole or in part by the employee). The pro rata argument similarly exists, and
market practice appears to be leaning that way.

• Retirement. Retirement is not always addressed in these programs, and in those
cases it usually is treated as a termination without Good Reason. However, if such
is the case, an employee may decide to postpone retirement until a performance
cycle ends, if the award is meaningful. Astute companies generally provide for a
pro rata award for an employee who retires prior to the end of a performance
period.

• For Cause. A termination of the employee’s employment by the company for
Cause (whether defined in the plan, in the award letter or agreement, in an em-
ployment agreement, or under common-law principles) almost always results in
complete forfeiture of the award. Note that “Cause” generally means that the em-
ployee engaged in some type of egregious behavior and generally does not mean
poor individual performance. However, there seems to be a trend where the
award may be forfeited (either in whole or in part) for a termination due to poor
performance.
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• Without Cause. A termination of the employee’s employment by the company
without Cause may result in total forfeiture, complete payment, or a pro rata pay-
ment. Factors considered are the salary grade of the employee, the number of days
the employee was employed in the performance period, provisions in an employ-
ment agreement, and so forth. From the employee’s perspective, the argument
generally is that the company has taken away the employee’s opportunity to earn
the compensation, through no fault of the employee. From the company’s per-
spective, the argument is that the compensation was never guaranteed and that the
employee’s employment was “at will,” meaning that it could be terminated at any
time for any reason or for no reason. However, companies must keep an eye on
local law to make sure that the incentive compensation will not be treated as
earned wages, which the employee has a legal right to receive. Another issue is
when a termination of employment occurs after the end of the performance period.
From the employee’s perspective, the argument is that the termination of em-
ployment after the end of the performance period but before payout (usually
within 21⁄2 months of the end of the performance period) “robs” the employee of
the compensation. However, many companies require that the employee be em-
ployed as of the payout date, not just through the entire performance period. Here
again, if the employee has been told what the compensation is, and then is fired,
there is a concern that it may be earned wages and subject to receipt under state
law. Finally, as noted previously, some companies have applied a concept that
falls somewhere between “Cause” and “Without Cause”—a termination due to
poor performance. In such a case, the employee generally forfeits 100% of the
award, but in some cases may be entitled to a portion of the award.

• For Good Reason. The term “Good Reason” usually means that the company has
“constructively” (but not actually) terminated the employee’s employment with-
out Cause. For example, the company may relocate the employee to a desolate
working location, reduce the employee’s compensation, or assign duties that are
materially inconsistent with the employee’s title and position. Thus, as a con-
structive termination, the same logic and standards applicable to a termination
without Cause would exist, and it is a matter of prior company practice and/or
company culture whether a Good Reason termination will be treated as a termi-
nation without Cause.

• Without Good Reason. A termination without Good Reason simply means that
the employee quit his or her job, and almost always, there is a complete forfeiture
of the compensation, unless the compensation has been earned but deferred.

Change in Control

Some plans may contain specific terms and conditions relating to a change in con-
trol. If so, the plan usually contains a definition of change in control (although not
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always). Typically, a plan may require that all outstanding awards vest or are paid
out at target (or sometimes at maximum) if there is a change in control. Some-
times, the plan may contain provisions relating to Code Section 280G golden para-
chutes, either providing for a tax gross-up or a reduction in the award if it would
be treated by the IRS as an excess parachute payment. Alternatively, the plan may
provide complete committee discretion, which may be exercised on the date of
grant and contained in individual award agreements, or when there is a change in
control. If committees do exercise discretion after the date of grant, the conse-
quences of award modification need to be taken into account.

Payout in Cash or Stock or Both

Generally, payout is not a determining factor as to whether a plan is a cash-based
arrangement or an equity-based arrangement. Simply put, using either cash or stock
is a matter of what “currency” the company should use to pay out the compensation.
Additionally, design of the award may determine whether the payout is in cash or
stock; for example, a stock appreciation right may pay out only in stock so as to re-
ceive “favorable” accounting treatment.

SHAREHOLDER APPROVAL

If the company is publicly traded, then IRC Section 162(m) will apply and may limit
the amount of deductible compensation paid to the company’s top executives. Thus,
for publicly traded companies, all incentive plans will need to be approved by share-
holders to be exempt from Code Section 162(m). This means that shareholders
will approve a single performance metric or a laundry list of performance metrics.
In addition, the maximum compensation payable to any single participant must be
disclosed. If the plan is an “omnibus” type plan, it may be necessary to break out
the various types of cash compensation that may be paid. For example, the plan
may state that the maximum amount of compensation (measured by a dollar
amount) that may be paid is $2,000,000 for any arrangement where the perfor-
mance period is short term, and $10,000,000 for any arrangement where the per-
formance period is long term. Moreover, plans that have a laundry list of
performance metrics will need to be reapproved by shareholders every five years.
Finally, if a plan is materially amended or revised, shareholders will need to ap-
prove the amendment or revision.

RETENTION-ONLY PLANS

Retention-only plans were very popular in the late 1990s when M&A activity was
peaking. The rationale for these plans was that the management team (whether
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consisting of the most senior executives or all of management) was a valuable asset
of the company, and the preservation of that team was necessary to preserve and
increase the value of the company. Generally, the design of these arrangements was
fairly straightforward: the executive would receive a cash amount over a specified
period of time. The time period usually was between one and two years, and the
cash amount would be a percentage or multiple of base salary. For example, the
CEO might receive a cash payment of 2x base salary at the end of a two-year pe-
riod, and an EVP might receive 1x base salary at the end of such two-year period.
Some arrangements (generally based on the notion that the payment of the reten-
tion award was too far off in the future), might pay a portion of the award over the
retention period; for example, participants in a two-year program might receive
30% at the end of the first year, another 30% at the end of the 18-month period,
and the remaining 40% at the end of the two years. Because retention-only plans
were nonperformance-based, they generally were negatively perceived by share-
holders. Accordingly, compensation committees should adequately and properly
analyze these programs before implementation.
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Chapter 11

Equity-Based Compensation

The beginning of this chapter describes some of the most common forms of equity-
based compensation vehicles, with a focus on their tax and accounting conse-
quences, Section 16 reporting and liability issues, an overview of principal
advantages and disadvantages, and predictions of future trends. The next section
covers special topical considerations related to direct and indirect stock option
repricings, and the final section discusses trends in stock ownership and retention
guidelines.

EQUITY-BASED INCENTIVE AWARDS

There is no doubt that equity will continue to play an essential role in the compen-
sation of executives of public companies. While stock options have been the gold
standard of employee compensation for the last two decades, the mandatory ex-
pensing of stock options (expected to begin in 2005 or 2006) will eliminate the
compelling P&L advantage of “plain vanilla” stock options over other types of
equity awards. This expectation has already led to a much broader use of other
types of equity-based incentives—in particular, those that focus on the achieve-
ment of specific performance objectives rather than simple increase in stock price.

Given this evolution, it makes sense for a compensation committee to adopt
a flexible incentive plan that permits a variety of award types (often referred to as
an “omnibus” plan). Having a more flexible plan in place allows the committee to
more precisely tailor individual awards to address the objectives of both the com-
pany and its employees.

This part of the chapter describes some of the most common forms of equity-
based compensation vehicles, with a focus on their tax and accounting treatment,
Section 16 reporting and liability issues, an overview of principal advantages and
disadvantages, and a look into the future as to possible trends. Most equity-based
awards are long-term incentives in that they provide compensation for performance
measured over a period longer than 12 months. However, any of the equity-based
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incentives discussed in this chapter could be structured as short-term awards, mea-
suring performance over a period of 12 months or less.

Stock Options

Description of Stock Options

A stock option permits the holder to purchase stock at a predetermined price for a
specific period of time. Options can be tax-advantaged “incentive stock options”
(ISOs) or “nonstatutory stock options” (NSOs).1 Options that do not comply with
the requirements for an ISO or that are otherwise stated not to be ISOs are NSOs.

In order to be considered an ISO, an option must meet all of the following re-
quirements, which are specified in Section 422 of the Internal Revenue Code
(Code) and applicable regulations:

1. Only a corporation (including an S corporation, a foreign corporation, or an
LLC treated as a corporation) may grant ISOs.

2. Only persons who are employees of the corporation granting the option (or
employees of a related parent or subsidiary corporation) are eligible to receive
ISOs—consultants and nonemployee directors cannot receive ISOs.

3. An ISO must be granted pursuant to a plan that has been approved by the
company’s shareholders within 12 months before or after the plan is adopted
(certain plan amendments also require shareholder approval).

4. An ISO must be granted within 10 years of the earlier of the date the plan was
adopted by the board or the date the plan was approved by the shareholders.

5. The plan under which ISOs are granted must designate a maximum aggregate
number of shares that may be issued under the plan in the form of ISOs.

6. The plan under which ISOs are granted must designate the employees or class
or classes of employees eligible to receive options or other awards under the
plan.

7. The exercise price of an ISO may not be less than 100% of the fair market
value of the company’s stock as of the date of grant of the option (or, 110% in
the case of an optionee who possesses more than 10% of the combined voting
power of all classes of stock of the employer corporation or any related par-
ent or subsidiary corporation).

8. An ISO, by its terms, may not be exercisable more than 10 years from the date
of grant (or 5 years in the case of an optionee who is a 10% shareholder) or
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more than 90 days after termination of employment (other than for death or
disability).

9. An ISO may not be transferable except in the event of the optionee’s death,
and is exercisable only by the optionee as long as he or she is living.

10. For any one person, the maximum fair market value of stock subject to ISOs
that become exercisable for the first time in any calendar year may not exceed
$100,000, which value is measured as of the date of grant.

Tax Treatment of Stock Options

The tax treatment of an option hinges on whether it is an ISO or an NSO.

ISOs The holder of an ISO is not taxed on the option spread when the option is
exercised (but the spread is included for purposes of calculating the optionee’s al-
ternative minimum tax for the year of exercise). Instead, the holder of an ISO is
taxed when the acquired stock is eventually sold. In short, ISOs provide a tax ad-
vantage to optionees that NSOs do not provide—automatic deferral of tax on the
gain resulting from the exercise of the option.

Moreover, if stock acquired through the exercise of an ISO is held for a spec-
ified period of time—the longer of two years from the date the option is granted
or one year after the option is exercised—then any gain on the sale of the stock
will be taxed as long-term capital gain. If the stock is not held for the required
holding period, the difference between the exercise price and the lesser of (i) the
fair market value of the stock on the date of exercise, and (ii) the sales price, will
be taxed as ordinary income. Any additional gain will be taxed as long-term or
short-term capital gain depending on how long the stock was held.

The employer is not entitled to a tax deduction upon the exercise of an ISO or
upon the subsequent sale of the stock if the required holding period is met. If the
optionee does not hold the stock for the required holding period, however, the em-
ployer will be entitled to a tax deduction equal to the amount of ordinary income
recognized by the optionee.

NSOs The holder of an NSO recognizes taxable income at the time the option is
exercised, in an amount equal to the excess of the fair market value of the stock on
the exercise date over the exercise price. This amount is taxed at ordinary income
tax rates. Any further appreciation in the value of the stock will be taxed when the
stock is sold and will be either long-term capital gain or short-term capital gain de-
pending on how long the stock has been held prior to sale. The company is enti-
tled to a tax deduction equal to the amount of ordinary income recognized by the
optionee on the exercise of the NSO.

Unlike ISOs, the exercise price of an NSO can be less than the fair market
value on the grant date. However, an NSO that is “deeply discounted” may be taxed
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as if it were an outright award of stock, in which case, the optionee would be taxed
on the fair market value of the stock on the date of vesting, rather than as described
previously. The IRS has never defined what constitutes a “deep” discount. Based
on an array of nonbinding precedents, there is probably a general consensus that (i)
a discount of 25% or less is safe, (ii) a discount of between 25% and 50% should
pass muster, and (iii) a discount greater than 50% is more apt to be deemed
“deeply” discounted.

Limits on Deductibility Code Section 162(m) prohibits a public company from
deducting more than $1 million in compensation paid in any one calendar year to its
CEO or any of the next four most highly compensated executive officers (each a
“covered employee”). However, compensation that meets the definition of “per-
formance based” within the meaning of Code Section 162(m) and applicable tax
regulations is exempt from this annual limit. A special rule under Section 162(m)
treats stock options (both ISOs and NSOs) and stock appreciation rights as “per-
formance based” compensation exempt from the deduction limits of Code Section
162(m), provided the award meets all of the following requirements:

1. The option or stock appreciation right is granted under a plan that has been ap-
proved by the shareholders of the company, and the plan specifies the maximum
number of options or stock appreciation rights that may be granted to any cov-
ered employee in a specified time period.

2. The option or stock appreciation right has an exercise price (or base price) of
not less than the fair market value of the company’s stock on the date the award
is granted.

3. The option or stock appreciation right is granted by a committee consisting solely
of two or more “outside directors,” as defined in the Code Section 162(m) tax
regulations. (Most public companies take care to assure that each member of
the compensation committee qualifies as an “outside director” for this purpose.)

Accounting Treatment of Stock Options

The favorable accounting treatment for time-vesting, market-priced stock options
has been the primary design determinant in equity-based compensation programs for
the last two decades. Other types of cash and equity awards, all of which require
recognition of expense, simply could not compete with the allure of “free” account-
ing for stock options. That would change with the mandatory expensing of stock
options.

On March 31, 2004, the FASB released its long-anticipated exposure draft
indicating that, for fiscal years beginning in 2005, U.S. public companies must rec-
ognize an accounting expense for the “fair value” of stock options as of the date of
grant. Prior to 2005, corporations have been able to elect to account for equity-based
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compensation under either the “intrinsic value” method (APB 25) or the “fair
value” method (FAS 123). Most companies have elected to follow APB 25 for as
long as possible. The discussion in this chapter about APB 25 is primarily of his-
torical relevance. However, an appreciation of the contrast between accounting
treatment under APB 25 and FAS 123 is useful to understanding the evolution of
plan design. For a detailed description of these two accounting regimes, see Chap-
ter 8. Accounting descriptions that follow in this chapter are based on the FASB
exposure draft amending to FAS 123.

Generally, under APB 25, the company would record a compensation expense
on its income statement equal to the excess, if any, of (i) the fair market value of the
option stock on the “measurement date” (usually the date of grant), over (ii) the ex-
ercise price of the option (often resulting in a charge of zero). Thus, market-priced,
time-vesting stock options accounted for under APB 25 have enjoyed a financial
accounting advantage over all other equity-based and cash-based compensation
programs.

In contrast, under FAS 123, the company would record as a compensation ex-
pense the “fair value” of a stock option on the date of grant (typically determined by
reference to a standard option-pricing model), and such charge would be expensed
ratably over the service period (usually the vesting period). This treatment of options
is more in line with the current and historical accounting treatment of restricted
stock and performance awards.

Companies following APB 25 generally attempt to avoid “variable accounting”
of options. “Variable accounting” requires that the company accrue a compensa-
tion expense (if such expense must be recorded) based on changes in the market
price of the underlying stock. Periodic adjustments are made, until the option is
exercised or forfeited, to reflect changes in the market price of the stock (in other
words, a mark-to-market approach). While most options accounted for under APB
25 could easily be structured to avoid variable accounting (i.e., to maintain “fixed
accounting”), certain design features result in variable accounting, such as having a
variable exercise price or making vesting solely contingent on the satisfaction of
performance goals. In general, any feature that creates uncertainty in either the num-
ber of shares that can be granted upon exercise, or the exercise price of the option,
gives rise to variable accounting under APB 25.

Moreover, certain modifications to an otherwise “fixed” option result in vari-
able accounting under APB 25. For example, as discussed later in this chapter, any
“repricing” of an option, either by lowering the exercise price or canceling the op-
tion and replacing it with a new lower-priced option within six months before or
after the cancellation, would cause the repriced or replacement option to be a vari-
able award under APB 25, as would any amendment of an option to add a reload
feature. (Note that under FAS 123, a reload option is deemed a new grant resulting
in a compensation charge and, therefore, such features are expected to decline in
use).
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Certain other types of modifications to an outstanding option could result in a
new “measurement date” for the option, which under APB 25 would not result in
variable accounting but would cause the employer to record a fixed compensation
charge equal to the excess of the fair market value of the stock on the date of the
modification over the exercise price of the option. Examples of these types of mod-
ifications are (i) an acceleration of vesting that was not provided for in the origi-
nal option agreement, or (ii) an extension of the post-employment exercise period.

As companies begin to expense options under FAS 123, there should be more
flexibility in the ability to amend outstanding options without costly accounting
effects. For example, under FAS 123, if an option is materially amended, it will be
deemed a new grant. If the option was already fully vested at the time of the amend-
ment, the compensation cost would be the excess, if any, of the “fair value” of
the option after the amendment over the “fair value” of the option immediately be-
fore the amendment, which may be considerably less than the option spread at the
date of the amendment (the accounting cost measure under APB 25). To the ex-
tent that the option was not fully vested at the time of the amendment, the com-
pany must also recognize the previously unexpensed portion of the original
grant-date fair value of the option.

Section 16 Reporting and Liability Related to Stock Options

As discussed more fully in Chapter 6, Section 16 of the Securities Exchange Act
of 1934 (Exchange Act) imposes short-swing profit liability and reporting require-
ments on a company’s executive officers, directors, and 10% shareholders. A stock
option is a derivative security of the company subject to Section 16. The grant of
an option to an executive officer or director will generally be treated as an exempt
acquisition of a derivative security, provided the grant of the option is approved in
advance by either the full board of directors or a committee consisting solely of
two or more “non-employee” directors, as defined in Rule 16b-3. Most public com-
panies take care to assure that each member of the compensation committee qual-
ifies as a “non-employee” director for this purpose. Two other alternatives for
exemption are (i) holding the option or the underlying stock for six months, or (ii)
having the individual grant approved or ratified by the shareholders (which is rarely
done). Whether or not exempt, the grant of an option to a Section 16 insider must
be reported electronically to the SEC on a Form 4 within two business days after
the grant of the option.

The exercise of an option by a Section 16 insider is generally an exempt trans-
action, but must be reported within two business days after the exercise. The sale
of any acquired shares will not be exempt and must be reported within two business
days after the sale. For example, a broker-assisted cashless exercise of an option
involves a nonexempt public sale of some of the option shares, which is matchable
with any nonexempt purchase occurring within six months before or after such sale.
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See Chapter 6 for a discussion of the relevance of the Sarbanes-Oxley Act with re-
spect to broker-assisted cashless exercises by directors and executive officers.

Advantages and Disadvantages of Stock Options

The primary advantage to the company of granting stock options, as opposed to
other equity-based awards, has been the significant accounting advantage under
APB 25, which allowed the company in most cases to avoid recognizing any com-
pensation expense. This advantage is neutralized under FAS 123. Under either ac-
counting regime, the primary advantage of stock options to the employee is the
risk-free right to appreciation in stock price.

Predictions for the Future of Stock Options

It is reasonable to expect a sharp decline in the use of “plain vanilla” stock options—
time-vesting options that have an exercise price equal to grant-date fair market
value. In the absence of the highly favorable “free” accounting for such options
available under APB 25, there will be little reason to use them, when for example,
as discussed later, a stock appreciation right (SAR) settled in stock can provide the
same incentive using fewer shares and without the need to pay an exercise
price. To the extent that options are used in the future, they are likely to include
performance-vesting features, which would have resulted in variable accounting
under APB 25 and therefore were rarely used. Examples of option variations that
may become more prevalent in the level accounting playing field include:

• Performance-vesting stock options, in which the option is forfeited unless
predetermined performance criteria (other than based on stock price) are met.
These are in contrast to performance-accelerated stock options with an ulti-
mate vest date based solely on continued service, which were sometimes used
under APB 25, because the ultimate vesting date preserved the fixed account-
ing treatment.

• Premium priced options, which have an exercise price above the market value
at the time of grant. These options could have fixed accounting even under APB
25, but were never widely used. They may become more prevalent under the
new accounting regime if the above-market price results in a substantially lower
“fair value” of the option on the date of grant, and thus a lower compensation
expense than a traditional market-priced option.

• Discounted stock options, which have an exercise price below the market value
at the time of grant. Since these options result in a compensation expense under
APB 25, they have not been widely used. However, they may become more
prevalent under the new accounting regime if the perceived value to the op-
tionee is deemed to offset the higher grant-date “fair value” of the option.
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• Indexed options, which have an exercise price that fluctuates over time depend-
ing on the company’s stock price relative to a selected index. Because these
options would require variable accounting under APB 25, they have been rarely
used. Under FAS 123 that is less of an issue, but while indexed options may
make sense from an incentive design perspective, they are complex to adminis-
ter and may not be easily understood by the average employee. These factors
may continue to curtail their popularity.

Stock Appreciation Rights

Description of SARs

A stock appreciation right entitles the grantee to a payment (either in cash or stock)
equal to the appreciation in value of the underlying stock over a specified time. For
example, if the base price of a SAR is equal to the fair market value of the com-
pany’s stock on the grant date, the grantee will be entitled to a payment upon ex-
ercise of the SAR equal to the excess, if any, of the fair market value of the stock at
the exercise date over the base price, times the number of SARs being exercised.
If the appreciation is settled in cash, it is generally referred to as a cash-based SAR;
if the appreciation is settled in shares of stock, it is generally referred to as a stock-
based SAR.

Tax Treatment of SARs

The fair market value of the consideration paid to the grantee upon exercise of a
SAR (whether settled in cash or stock) constitutes ordinary income to the grantee.
The company is entitled to a tax deduction equal to the amount of ordinary income
recognized by the grantee at the time of exercise. See the previous discussion under
“Tax Treatment of Stock Options” regarding the special designation of SARs as
“performance-based compensation” for purposes of the $1 million deduction limit
of Code Section 162(m), provided certain conditions are met.

Accounting Treatment of SARs

Under APB 25, SARs are accorded variable accounting treatment, meaning that
the company must accrue an expense over the life of the SAR based on changes
in the market price of the underlying stock. Periodic adjustments are made, until
the exercise date, to reflect changes in the market price of the stock.

Under FAS 123, the accounting treatment depends on whether the SAR is
payable in cash or stock. SARs that may be settled in cash (in whole or in part) are
accounted for as a liability, which requires mark-to-market adjustments over the
life of the SAR, based on changes in the stock price. In contrast, SARs that may
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be settled only in shares of stock should result in a fixed compensation charge on
the date of grant equal to the “fair value” of the award as of the date of grant, and
such charge would be expensed ratably over the service period.

Section 16 Reporting and Liability Related to SARs

Similar to options, SARs are derivative securities that must be reported to the SEC
on Form 4 within two business days of the date of grant to a Section 16 insider.
The grant of a SAR to an executive officer or director will be an exempt acquisition
if approved in advance by either the full board of directors or a committee consist-
ing solely of “non-employee” directors or if the SAR is held for at least six months
from the date of grant or if the grant is approved or ratified by the shareholders.

The exercise of a SAR that is settled in cash is deemed the simultaneous pur-
chase from the company at the exercise price, and sale back to the company at the
market price, of the stock underlying the exercised SAR. The exercise of a SAR
that is settled in stock is deemed a purchase from the company of the underlying
stock at the exercise price and the simultaneous sale back to the company of a
number of shares having a market value equal to the exercise price. In cases where
the grant of the SAR to an officer or director was approved in advance by the board
of directors or a qualifying committee of non-employee directors (or approved or
ratified by the shareholders), both the deemed purchase and sale of stock upon ex-
ercise of the SAR should be exempt from short-swing profit liability, but the ex-
ercise must be reported on Form 4 within two business days after the exercise date.

Advantages and Disadvantages of SARs

From the grantee’s perspective, the principal advantage of a SAR is that the grantee
may receive the benefit of appreciation in stock value without having to actually pur-
chase stock. From the company’s perspective, the principal advantage is that SARs
use fewer shares to deliver essentially the same value as an option. The principal dis-
advantage of SARs has been the requirement of variable accounting under APB 25
and, going forward, liability accounting for cash-based SARs under FAS 123.

Predictions for the Future of SARs

As companies begin to use FAS 123 to account for equity-based compensation, the
use of SARs payable in stock is likely to proliferate, and may even overtake options
as the most prevalent form of appreciation-type awards. This is primarily due to the
fact that SARs payable in stock use fewer shares to deliver the same value as a stock
option, because only the net number of shares is issued upon exercise, while the ac-
counting cost is the same as for options under FAS 123. Moreover, the fact that the
grantee (typically) does not have to pay an exercise price to exercise a SAR elimi-
nates the sometimes troublesome aspects of option exercises. See Chapter 6 for a
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discussion of the relevance of the Sarbanes-Oxley Act with respect to broker-as-
sisted cashless option exercises by directors and executive officers.

Restricted Stock

Description of Restricted Stock

Restricted stock is stock that is awarded to the grantee without cost or for a nom-
inal price. During the restricted period, the shares are not transferable and are sub-
ject to a substantial risk of forfeiture. For example, the restricted stock may be
forfeited if the grantee terminates employment with the company during a specified
period of time. The stock may vest ratably over a period of time or become 100%
vested after a stated time period (“cliff” vesting). Alternatively, an award of re-
stricted stock could have performance-related vesting triggers, in addition to or in
lieu of an ultimate vesting date. (See the section “Predictions for the Future of Re-
stricted Stock” that follows.) Restricted stock is an example of a “full-value” award,
as opposed to an “appreciation” award such as options and SARs.

Tax Treatment of Restricted Stock

The grantee of a restricted stock award is normally taxed when the grantee becomes
vested in the stock. The fair market value of the stock at the time of vesting (less
any amount paid for the stock) is taxable to the grantee as ordinary income, and the
company is entitled to a corresponding tax deduction, subject to applicable limits
under Code Section 162(m). The grantee may accelerate the recognition of tax by
filing a so-called “Section 83(b) election” with the IRS within 30 days of receiv-
ing the restricted stock. If a Section 83(b) election is made, the grantee will rec-
ognize ordinary income in the year of grant equal to the fair market value of the
stock on the date of grant (less any amount paid for the stock), and the company
will be entitled to a corresponding tax deduction, subject to applicable limits under
Code Section 162(m). Any subsequent appreciation is taxed as capital gain when
the stock is sold. However, if the stock fails to vest and is forfeited, the grantee
cannot recover the tax paid. Dividends paid on unvested restricted stock are taxed
as compensation.

Accounting Treatment of Restricted Stock

Under APB 25, restricted stock that vests solely on the basis of continued service
is accorded fixed accounting treatment. The compensation cost is equal to the fair
market value of the shares as of the date of grant, and such cost is recognized
over the vesting period. If the restricted stock vests solely on the basis of other
performance goals, it is accorded variable accounting treatment (based on fluctua-
tions in the stock price) until the goals are achieved.
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Under FAS 123, compensation costs for restricted stock are based on the fair
market value of the stock on the date of grant, whether the vesting is based on con-
tinued service alone or on other performance requirements. Generally, the cost is
recognized over the vesting period. If the award is forfeited before vesting, any
compensation charge previously recognized would be reversed. Any dividends paid
on unvested restricted stock do not result in additional compensation expense un-
less the stock is later forfeited and the dividends are not repaid to the company.

Section 16 Reporting and Liability Related to Restricted Stock

The grant of restricted stock to a Section 16 insider must be reported on a Form 4
within two business days after the grant date. A grant to an executive officer or di-
rector will be an exempt acquisition if approved in advance by either the full board
of directors or a committee consisting solely of “non-employee” directors or if the
stock is held for at least six months from the date of grant or if the grant is approved
or ratified by the shareholders. The vesting of the award is not reportable and is an
exempt transaction.

Advantages and Disadvantages of Restricted Stock

The grantee’s principal advantage is that he or she is treated as an owner of the stock
from the date of grant (usually including the right to vote the stock and receive
dividends), and the grantee typically does not pay anything for the stock award. In
addition, the grantee has the ability to accelerate taxation on the shares to avoid a
potentially higher tax as the shares vest. From the company’s standpoint, the com-
pany is able to give an immediate benefit to the grantee and, by imposing perfor-
mance or service restrictions on the shares, can use the shares to encourage the
grantee to meet performance objectives or remain in service. The principal disad-
vantage is that the company must withhold income taxes at the time the tax liability
arises (i.e., when the restrictions lapse or a Section 83(b) election is made). Al-
though the grantee is the owner of the stock, he or she might not have the cash to
pay the withholding tax. Therefore, it is common for a company to withhold shares
from the award in an amount sufficient to cover the tax liability, but this results in a
cash-flow cost to the company, because it must remit cash to the IRS.

Predictions for the Future of Restricted Stock

There has been a significant increase in the use of restricted stock in the last few
years. At the forefront of this trend was Microsoft’s announcement in July 2003
that its future awards to rank-and-file employees would be in the form of restricted
stock or restricted stock units rather than stock options. However, restricted stock,
as a full-value award, does not provide as much leverage or as strong an incentive
for performance as do stock options or SARs, because the restricted stock contin-
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ues to have value even if the stock price decreases over the vesting period. A
grantee would like to see the value increase, but does not lose all if the stock price
declines. However, for this same reason, restricted stock has a stronger retention
power than options. For example, an employee might be willing to walk away from
an underwater option but not a restricted stock award, which always has value.

As companies are faced with option expensing, it is reasonable to expect to see
more performance-based awards, including restricted stock that vests or is granted
upon the attainment of predetermined performance goals (other than based on
stock price).

Restricted Stock Units or Deferred Stock Units

Description of Restricted Stock Units or Deferred Stock Units

Restricted stock units (RSUs) represent the right to receive stock in the future, sub-
ject to the satisfaction of vesting requirements. Deferred stock units represent the
right to receive stock at the end of a designated deferral period. It is not unusual to
combine the two, such that stock is not delivered at vesting, but is deferred to the
grantee’s termination of employment or some other deferred date. In both cases,
until the stock is delivered, the grantee does not own actual shares of stock, and
therefore does not have voting rights or the right to receive dividends. Because of
this, such awards are often coupled with dividend equivalent rights, such that phan-
tom dividends are paid in cash or reinvested in additional stock units credited to the
grantee’s account.

Tax Treatment of Restricted or Deferred Stock Units

The grantee of a stock unit award is normally taxed when he or she receives or has
the right to receive the stock. The fair market value of the stock (less any amount the
grantee paid for it) is taxable to the grantee at that time as ordinary income, and the
company is entitled to a corresponding tax deduction, subject to applicable limits
under Code Section 162(m). Because Code Section 83 does not apply to a promise
to pay cash or property in the future, unlike for restricted stock, the vesting of RSUs
is not a taxable event, and it is not possible to make an early tax election under Code
Section 83(b).

Accounting Treatment of Stock Units

Under APB 25, stock units that are payable only in stock and fully vested on
grant, or that vest on the basis of continued service, are accorded fixed accounting
treatment. The compensation cost is equal to the fair market value of the underly-
ing shares as of the date of grant (less any amount paid by the employee for such
stock), and such cost is recognized over the vesting period. If stock units vest solely
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on the basis of other performance goals, they are accorded variable accounting treat-
ment (based on fluctuations in the underlying stock price) until the goals are
achieved. Cash-settled RSUs have variable accounting.

Under FAS 123, compensation cost for stock units payable in stock is based
on the fair market value of the underlying stock on the date of grant (less any
amount paid by the employee for such award), whether or not the unit is fully
vested on the grant date, and whether vesting is based on continued service alone
or on other performance requirements. Generally, the cost is recognized over the
vesting period, if any. If the award is forfeited before vesting, any compensation
charge previously recognized would be reversed. Cash-settled RSUs have variable
accounting.

Section 16 Reporting and Liability Related to Stock Units

The grant of stock units to a Section 16 insider must be reported on a Form 4 within
two business days after the grant date. A grant of stock units to an officer or direc-
tor will be an exempt acquisition if approved in advance by either the full board
of directors or a committee consisting solely of “non-employee” directors or if the
units are held for at least six months from the date of grant or if the grant is approved
or ratified by the shareholders. If the stock unit may be settled only in stock (as op-
posed to cash), the unit is reported on Table I of Form 4 as if it were the acquisition
of the actual shares of stock, in which case, the later vesting of the award is not re-
portable and is exempt. The forfeiture of a stock unit while the grantee is still an of-
ficer or director is reportable on Form 4, and would most likely be exempt as part
of the terms of the original award. The reinvestment of dividend equivalents into
additional stock units would be exempt from reporting and liability if the company
maintains a qualifying dividend reinvestment plan for its shareholders that oper-
ates in a substantially similar manner. If not, the periodic reinvestment of dividend
equivalents into additional stock units must be reported on Form 4, but would
most likely be exempt as part of the terms of the original award.

Advantages and Disadvantages of Stock Units

The grantee’s principal advantage is that he or she is able to defer taxation until the
shares are delivered or are constructively received. Companies sometimes allow
unit holders to make a subsequent election to further defer settlement and taxation.
The principal disadvantage is that the grantee does not have voting rights in the in-
terim and may not receive dividends (unless the award includes a dividend equiv-
alents feature). From the company’s standpoint, (i) an award of stock units uses
fewer shares than an option to deliver equivalent value;  (ii) deferral of taxation to
termination of employment avoids Code Section 162(m) deduction limits; and (iii)
by imposing performance or service restrictions on the unit, the company can use
the units to drive performance and retention.
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Predictions for the Future of Stock Units

Expect to see significant use of stock units in the coming years, as companies and
their employees grow familiar with the versatility and tax deferral aspects of stock
units.

Performance Awards

Description of Performance Awards

In contrast to options or SARs, which are appreciation awards, performance awards
are generally “full-value” awards and can be structured in any number of ways.
For example, they may be designated as “performance units” (grants of dollar-
denominated units the payment of which is contingent on the satisfaction of pre-
determined performance goals over a period of time), or as “performance shares”
(grants of actual shares or share units that are earned contingent on the satisfaction
of predetermined performance goals over a period of time, and which fluctuate in
value with the stock over the vesting period). In either case, the settlement of the
performance award could be made in cash or stock. The compensation committee
typically sets the performance goals and other terms or conditions of the perfor-
mance awards. As such, these are very flexible awards that allow for a close link be-
tween pay and specifically determined performance.

Tax Treatment of Performance Awards

The holder of a performance award generally does not recognize income, and the
company is not allowed a tax deduction, at the time performance awards are granted.
When the participant receives or has the right to receive payment of cash or stock
under the performance award, the cash amount or the fair market value of the stock
constitutes ordinary income to the participant, and the company is allowed a cor-
responding federal income tax deduction at that time, subject to deduction limita-
tions under Code Section 162(m), as discussed previously.

Publicly traded companies may designate any award as a qualified
performance-based award in order to make the award fully deductible without re-
gard to the $1 million deduction limit imposed by Code Section 162(m). Market-
priced stock options and SARs have special treatment under Code Section 162(m)
as discussed earlier. In order for any other type of award to be a qualified perfor-
mance-based award, a committee consisting entirely of “outside directors” must
establish objectively determinable performance goals for the award based on one
or more of the performance criteria that have been approved by the company’s
shareholders (typically such performance criteria are set out in the incentive plan).
For example, the list might include some or all of the following financial or non-
financial metrics (or others not listed), and the permissible performance targets
might be expressed in terms of companywide objectives or in terms of objectives
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that relate to the performance of a division, affiliate, department, region, or function
within the company or an affiliate:

• Revenue

• Sales

• Profit (net profit, gross profit, operating profit, economic profit, profit margins,
or other corporate profit measures)

• Earnings (EBIT, EBITDA, earnings per share, or other corporate earnings
measures)

• Net income (before or after taxes, operating income, or other income measures)

• Cash (cash flow, cash generation, or other cash measures)

• Stock price or performance

• Total shareholder return

• Return on equity

• Return on assets

• Return on investment

• Market share

• Business expansion or consolidation (acquisitions and divestitures)

• Customer satisfaction ratings

In order to obtain the exemption from Code Section 162(m) limits, the com-
mittee must establish the performance goals within the first 90 days (or the first
25%, if shorter) of the period for which such performance goals relate, and the
committee may not increase any award or, except in the case of certain qualified
terminations of employment, waive the achievement of any specified goal. Any
payment of an award granted with performance goals must be conditioned on the
written certification of the committee in each case that the performance goals and
any other material conditions were satisfied. If the performance targets are not
specifically set out in the plan, but are left to the discretion of the committee based
on one or more shareholder-approved performance criteria, the plan’s performance
criteria must be reapproved by the shareholders every five years to maintain the
availability of the performance-based exemption.

Accounting Treatment of Performance Awards

Under APB 25, equity-based performance awards (whether they may be settled in
cash or stock) are generally accorded variable accounting treatment (based on fluc-
tuations in the underlying stock price) until the goals are achieved.

Under FAS 123, the analysis depends on whether the equity-based performance
award may be settled in cash or stock and on other characteristics of the award. For
example, an award of performance shares that may be settled only in stock (i.e., the
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employee will earn shares of stock if performance targets are achieved) will result
in a fixed compensation charge equal to the fair market value of the underlying stock
on the date of grant (less any amount paid by the employee for such award). The cost
is recognized over the requisite service period. If the award is forfeited before vest-
ing, any compensation charge previously recognized would be reversed (except for
performance goals based on stock price). Equity-based awards that are settled in
cash have variable accounting.

Section 16 Reporting and Liability Related to Performance Awards

The Section 16 analysis of performance awards is complex because it depends on
the terms of the award and involves a number of deemed transactions. A perfor-
mance award whose value is tied solely to the market price of the company’s equity
securities is a derivative security, whether the award is payable in cash or stock.
Such an award must be reported on Form 4 within two business days after grant.
Upon settlement for stock, if applicable, a Form 4 must be filed within two busi-
ness days, reporting both the exempt disposition of the derivative security and the
exempt acquisition of the shares. Upon settlement for cash, if applicable, a Form
4 must be filed within two business days, reporting the exempt disposition of the
derivative security, the exempt deemed acquisition of the underlying shares, and
deemed resale of such shares back to the company. Both the grant of the award
and the settlement would be exempt transactions if the award was approved in ad-
vance by either the full board of directors or a committee consisting solely of “non-
employee” directors, or the award was approved or ratified by the company’s
shareholders. When a performance award is not tied solely to the market price of the
company’s equity securities, it is not a derivative security and need not be reported.
However, if such an award is settled in stock, the acquisition of the stock must be
reported on Form 4 within two days.

Advantages and Disadvantages of Performance Awards

Performance awards can provide an incentive for employees to accomplish a vari-
ety of targeted company and individual goals and objectives. In this sense, they can
be tailored to encourage a longer-term focus than stock options, SARs, or time-
vesting restricted stock, which are increasingly criticized as encouraging a short-
term focus based solely on stock price. The principal disadvantage to the company
is the challenge of designing meaningful and understandable performance objectives
for the awards. Historically, variable accounting under APB 25 has been an addi-
tional disadvantage.

Predictions for the Future of Performance Awards

Expect to see an increase in the use of performance shares that combine incentives
based on tailored business and individual performance achievement with that of
increases in stock value.
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REPRICING STOCK OPTIONS

As a result of the sharp decline in the stock markets in the early 2000s, many com-
panies face the dilemma of stock options that are “underwater” in the sense that the
exercise price (which was equal to the fair market value of the stock on the date the
options were granted) now far exceeds the current stock price. On the one hand, un-
derwater options have little if any remaining incentive or retention value. On the
other hand, most shareholders, especially institutional shareholders, strongly op-
pose repricing underwater options, since that “misaligns” the interests of manage-
ment with the interests of shareholders (who as a group generally have lost a lot of
money). Solving the dilemma is no easy task, and must be considered in light of ap-
plicable accounting rules, tax and securities laws, and shareholder sensitivities.

In 1998, the FASB significantly quelled the practice of simply repricing (or
replacing) underwater stock options by imposing unfavorable accounting treatment
under APB 25 for the repriced or replacement options. Due to these harsh account-
ing consequences, most companies facing the dilemma of underwater options prior
to adopting FAS 123 have generally opted to do nothing or to take one of the fol-
lowing five basic approaches, or a variation of one or more:

1. “Bite the APB 25 accounting bullet” and reprice underwater options to current
fair market value or replace them with at-the-money options.

2. Leave underwater options in place and grant additional options at market price.
3. Cancel and replace underwater options with new options after six months.
4. Cancel and replace underwater options with current restricted stock grants.
5. Cash out underwater options.

As companies move to FAS 123 accounting, some of the more perplexing account-
ing issues for dealing with underwater options become easier, as discussed next.

General “Social” and Fiduciary Duty Considerations

Whether the decision is to reprice, replace, or simply grant additional awards, the
compensation committee should consider the following issues:

• Shareholders may well view the replacement of underwater options as an elim-
ination of the risk in what is designed to be a risk-reward mechanism.

• Stock incentives almost universally are promoted as linking executives’ interests
with those of shareholders. Shareholders may object to the repricing or replace-
ment of executives’ options since they, as shareholders, do not get to walk away
from losses.

• Many plans by their terms expressly prohibit option repricings without share-
holder approval—this is especially true in plans adopted in the 2000s. Many other
plans are silent about whether options can or cannot be repriced. Under new
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NYSE shareholder approval rules, a plan that is silent about repricing will be
deemed to prohibit it, so that if the company does reprice it will be deemed a
material plan amendment, which requires shareholder approval.

• Repricing of stock options, directly or indirectly, is a serious “hot button” among
institutional investors. In today’s environment, shareholders have gained signifi-
cant clout to exert their influence on matters of corporate governance. In general,
a repricing proposal that does not include certain terms favored by shareholders
(such as, for example, exclusion of directors and executive officers, imposition
of new vesting hurdles on the replacement awards, and a less than one-for-one
exchange factor) is not likely to be approved. Obtaining the required shareholder
vote may be more difficult now that brokers are not allowed to vote shares held
in street name on stock plan proposals absent specific guidance from the bene-
ficial owner.

• Lawsuits alleging “corporate waste” or lack of plan authority are sometimes
brought against issuers and their directors for replacing underwater options.

• Repricing or replacing options may create internal inequities among employees.
For example, some employees may have already exercised their options but failed
to sell the option stock prior to the stock price decline.

Decisions concerning repricings are highly situational. Nevertheless, such de-
cisions should be made on a basis that takes into account a number of factors, in-
cluding the accounting cost associated with the repricing, the number of underwater
options, the exercise price of the underwater options, the responsibilities and per-
formance of the optionholder, and other matters deemed relevant by the compen-
sation committee. Minutes of the committee’s meeting should reflect thorough and
careful deliberation on these issues.

The process followed by the board or compensation committee in its delibera-
tive and decision-making activity is important in connection with securing the pro-
tections of the “business judgment rule” for its actions in this and other areas. See
Chapter 5 for a more in-depth discussion of the fiduciary duties of directors in the
context of compensation decisions.

The following paragraphs discuss each of the five “repricing” alternatives fre-
quently followed, with comments on the tax, accounting, and securities issues
unique to each.

Reprice Underwater Options or Replace 
Concurrently with New Stock Options

Accounting Issues

Variable Accounting under APB 25 This straightforward approach results in
variable (mark-to-market) accounting for the repriced or replaced options under
APB 25 and FIN 44. In fact, the mere offer to replace underwater stock options with
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new options in less than six months causes the existing options subject to the offer
to become subject to variable accounting, even if the offer is rejected. Moreover, if
the offer is accepted and underwater options are cancelled (or if underwater options
are simply repriced, which is a deemed cancellation and regrant), then any other
options granted during the six months before or after such cancellation will be sub-
ject to variable accounting, regardless of the price. This harsher treatment is in con-
trast to the look-forward/look-back replacement treatment where the new options
are granted six months and a day later, in which only options granted at a lower
exercise price during the look-forward/look-back period are subject to variable
accounting.

FAS 123 The accounting treatment under FAS 123 is more favorable and straight-
forward. Under FAS 123, any modification to an outstanding award is treated as
a cancellation of the award and the grant of a replacement award. The company in-
curs a compensation cost equal to (i) the unexpensed value of the original option,
if any, based on its fair value as of the original date of grant, plus (ii) the excess of
the fair value of the new option immediately after the modification/replacement
over the fair value of the original option immediately before the modification/
replacement. Therefore, a value-for-value options exchange would result in no ad-
ditional compensation cost.

Securities Law Issues

Proxy Reporting Under Item 402 of Regulation S-K, proxy reporting is required
if options held by any of a company’s “named executive officers” (generally the
CEO and four other highest-paid executives) are repriced, whether through amend-
ment, surrender and replacement, or any other means. The compensation com-
mittee must explain the repricing in reasonable detail, as well as the basis for the
repricing. In addition, the proxy statement must contain a table detailing all repriced
stock options and stock appreciation rights held by any executive officer over the
past 10 years.

Section 16 Whether the existing options are actually surrendered and replaced, or
the company simply reduces the exercise price of the underwater options, the trans-
action would be deemed a surrender of the old option and grant of a new option for
purposes of Section 16 of the Exchange Act. In either case, the surrender of out-
standing options and grant of new options will be deemed exempt transactions under
Section 16(b), provided the full board of directors or a committee consisting entirely
of “non-employee directors” as defined in Rule 16b-3(b)(3) approves the same in
advance, or the shareholders approve or ratify such action. Notwithstanding the Sec-
tion 16(b) exemptions, both the surrender and replacement of options should be re-
ported pursuant to Section 16(a) on Form 4 within two business days.
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Tender Offer Issue If the optionee is given a choice as to whether to exchange
his or her underwater options for lower-priced options (as opposed to the company
unilaterally reducing the exercise price), it is likely that this will involve an issuer
tender offer. In March, 2001, the SEC’s Division of Corporation Finance issued an
exemptive order regarding option exchange offers that are conducted for com-
pensatory purposes (e.g., offers to exchange underwater options for new options,
restricted stock, cash, or other consideration). The exemptive order was quite nar-
row in scope and, in practice, served to formalize the SEC’s formerly unofficial
view that such option exchange offers constitute “issuer tender offers.” Issuer ten-
der offers are subject to the relatively rigorous filing requirements of Rule 13e-4
under the Exchange Act. Now that the SEC has taken a formal position on the issue,
many companies have made the required filings on Schedule TO. Some compa-
nies may have been deterred from such exchange offers, based on the relative ex-
pense of such a filing.

Tax Issues

Section 162(m) Limit For public companies, Code Section 162(m) limits the
corporate tax deduction for compensation paid to certain executive officers to $1
million, except that certain performance-based compensation does not count to-
ward the $1 million limit. One example of such exempt performance-based com-
pensation is a stock option granted at fair market value under a plan that has been
approved by the shareholders and that, by its terms, limits the number of options
that may be granted to any one person in a stated time period. The repricing of op-
tions is treated as a grant of new options, such that the repriced options would count
double against the maximum grant to a covered employee in the same period. The
same analysis would apply if the company simply cancelled the outstanding op-
tions and issued new options at fair market value on the date of grant.

Incentive Stock Option (ISO) Issues An employee may only be eligible for ISO
treatment for options that become exercisable for the first time in any calendar year
for up to $100,000 worth of stock (based on the fair market value on the date of
grant). Replacing existing ISOs with the same number of new ISOs at a lower ex-
ercise price should not run afoul of this limit, because the measure would be based
on the fair market value of the stock on the date of regrant (i.e., the lower number).
However, the $100,000 limitation may restrict the company’s ability to provide an
accelerated vesting schedule for the replacement options to preserve the prior vest-
ing of the replaced options.

Plan Language

A company’s option plans would need to be reviewed to see whether they expressly
prohibit, expressly permit, or are silent about the company’s ability to reprice or
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replace options. In light of strong preferences of institutional investors, many re-
cent plans have an express prohibition on repricing (or cancellation and replace-
ment) of stock options. Under 2003 NYSE shareholder approval rules, a plan that
is silent about repricing will be deemed to prohibit it, so that if the company does
reprice, it will be deemed a material plan amendment that requires shareholder ap-
proval. The Nasdaq rules, although less explicit, would probably also require stock-
holder approval under these circumstances.

Leave Underwater Options in Place and Grant 
Additional Options at Market Price

Accounting Issues

APB 25 If the new options were for a fixed number of shares and subject only to
time-based vesting, they were entitled to favorable “fixed accounting” under APB
25. If the exercise price were equal to or greater than the company’s stock price on
the date of grant, there would be no accounting charge associated with such options
granted to employees or nonemployee directors.

FAS 123 The fair value of the old options would continue to be expensed over
their remaining vesting period. The company would have an additional compensa-
tion charge equal to the fair value of the new options measured as of the grant date,
which would be recognized over the vesting period of the new options.

Securities Law Issues

Proxy Reporting The grant of additional options should not trigger the special
repricing disclosures under the proxy rules. However, the normal rules would
apply for reporting option grants during the year to the named executive officers.
In addition, the compensation committee should comment in its proxy report on
the rationale for the special grant.

Section 16 The grant would be treated like any other grant of options for pur-
poses of Section 16—exempt if approved in advance by either the full board of di-
rectors or a committee consisting entirely of “non-employee directors” as defined
in Rule 16b-3(b)(3) or approved or ratified by the company’s shareholders. Notwith-
standing the Section 16(b) exemptions, the grant should be reported pursuant to
Section 16(a) on Form 4 by the second business day after grant.

Tax Issues

The tax effects to the company and the optionee with respect to such additional
options would be no different than for any grant of options to employees. The tax
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effects will vary, of course, on whether the new options are incentive stock options
or nonstatutory.

Dilution Concerns

If the stock price rebounds to a level above the higher exercise price of the under-
water options, the resulting dilution from the increased option overhang could
reach unacceptable levels. This would also result in “double compensation.”

Plan Share Availability

There may not be sufficient shares under the company’s current option plans to
double up on existing underwater grants. Under the 2003 NYSE and Nasdaq share-
holder approval rules, shareholder approval is required to adopt new plans or amend
existing plans to add shares.

Replace Underwater Options with New Options after Six Months

This approach was designed to avoid variable accounting under APB 25 and there-
fore will not likely be used in the future. Under this approach, the company would
give optionees an opportunity to voluntarily surrender their underwater options for
a promise to grant them replacement options six months and one day later (at the
then fair market value). This approach has the advantage of adding back to the plan
share pool the shares covered by the options that are surrendered and reduces the
possibility of an unacceptably high overhang.

Accounting Issues

APB 25 To avoid variable accounting under APB 25, there could be no
arrangement to make up for any price increase during the six-month waiting
period. Moreover, the company must look backward for six months from the
cancellation date (or the beginning of the exchange offer period, if applicable), as
well as forward for six months from the option surrender date, to be sure that
the optionee did not have a grant of options at a lower exercise price than the
surrendered options. If he or she did, those lower-price options would become
subject to variable accounting.

One notably adverse consequence of the six-month waiting period is that, dur-
ing that time, the employees have an incentive to drive the stock price down, so that
when the new options are eventually granted, they will have a low exercise price.

FAS 123 Under FAS 123, there would be no need to wait six months to make the
replacement grants. There would be a fixed compensation charge as of the date of
grant equal to the “fair value” of the new options on the date of grant, less the “fair
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value” of the cancelled underwater options as of that date. This charge, if any, would
be recognized over the vesting period. Any unrecognized expense associated with
the original options would also be recognized. As previously noted, a value-for-
value options exchange would result in no additional compensation cost.

Securities Issues

As discussed previously with respect to the immediate exchange of underwater
options for market-priced options, the SEC takes the position that this type of ex-
change offer for future options is likely to be an “issuer tender offer” that would
require the filing of a Schedule TO under the Exchange Act.

Tax Issues

Tax Treatment of New Options The tax effects to the company and the optionee
with respect to such replacement options would be no different than for any grant
of options to employees. The tax effects will depend on whether the new options
are incentive stock options or nonstatutory.

Tax Treatment of Old Options Many tax practitioners once thought that the mere
offer to exchange an existing ISO for a new grant (whether an option, restricted
stock, or cash) is a “material modification” of the ISO which restarts the ISO
holding period—even if the offer is rejected. The ISO holding period—the period
prior to sale of the shares that is required in order to obtain the favorable tax treat-
ment of an ISO—is the longer of two years after the date of grant (i.e., in this case,
the date of the exchange offer) or one year after the date of exercise. However, the
final ISO regulations issued in August 2004 provide that the mere offer of such an
exchange would not result in a modification of an ISO that was not exchanged un-
less the offer remained outstanding for 30 days or more.

Replace Underwater Options with Immediate 
Grants of Restricted Stock

Many companies have elected to offer optionees the right to surrender their under-
water options in exchange for immediate grants of restricted stock, because this did
not result in variable accounting and avoided the six-month waiting period under
ABP 25. This method has the advantage of adding back to the plan share pool the
shares covered by the options that are surrendered and reduces the possibility of
an unacceptably high overhang. In most cases, the number of restricted shares of-
fered would be less than the number of options surrendered.

Accounting Issues

APB 25 The new restricted stock awards would result in a compensation charge
to the company, but it would be a fixed charge based on the fair market value of
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the restricted shares on the date of grant, which is more predictable than the variable
charge for repriced options. This fixed charge would be expensed over the vesting
period of the restricted stock.

FAS 123 Once again, the treatment under FAS 123 is straightforward. The new
restricted stock awards would result in a fixed compensation charge to the com-
pany, based on the fair market value of the shares on the date of grant, less the “fair
value” of the cancelled underwater options as of the date of grant of the replace-
ment awards. This fixed charge would be expensed over the vesting period of the
restricted stock. Any unrecognized expense associated with the original options
would also be recognized.

Securities Law Issues

Tender Offer Issue As discussed previously with respect to an options-for-
options exchange, the SEC takes the position that an exchange offer for restricted
stock is likely to be an “issuer tender offer” that would require the filing of a Sched-
ule TO under the Exchange Act.

Proxy Reporting For the named executive officers, the Summary Compensation
Table of the proxy statement is required to show the dollar value of restricted stock
granted in the last fiscal year, but the disclosure could be footnoted to say, for ex-
ample, that such value is comparable to the value of stock options surrendered by
the executive. The Summary Compensation Table footnotes must also show the
number and value of the executive’s aggregate restricted stock holdings at the end
of the year, and, for any shares of restricted stock that will vest within three years of
the date of grant, the company must disclose in a footnote the total number of shares
awarded and the vesting schedule. The proxy statement must state whether or not
dividends will be paid on the restricted stock.

The report of the compensation committee in the proxy statement should dis-
cuss the grant of restricted shares, and could explain that they were made in ex-
change for the surrender of stock options of equivalent value. This would be a good
opportunity to discuss the beneficial reasons for the exchange—increased incentive
and retention value, replenishment of shares to the plan, and the like.

The SEC takes the position that this type of exchange offer is a “repricing” of
options. Even though it does not fit the model disclosure for repriced options, it is
required to be disclosed as such and will trigger the 10-year look-back disclosure
for prior repricings, if any.

Section 16 The surrender of the underwater options would be an exempt dispo-
sition for purposes of Section 16(b) if it is approved in advance by the compensa-
tion committee or the full board, or the shareholders approve or ratify such action.
Likewise, the grant of the restricted stock would be an exempt acquisition for pur-
poses of Section 16(b) if it is approved in advance by the compensation committee
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or the full board, or the shareholders approve or ratify such grant. In both cases, the
transactions must be reported on a Form 4 by the end of the second business day
thereafter.

Tax Issues

The surrender of the underwater options would have no tax effect to the optionee
or the company.

The grant of the restricted stock would have no tax effect to the grantee or the
company, unless the grantee filed an election under Code Section 83(b) to be taxed
currently on the grant. In that case, the grantee would have ordinary income on the
date of grant equal to the then fair market value of the restricted stock, and the com-
pany would have a corresponding deduction, subject to the limits of Code Section
162(m).

If an 83(b) election is not filed within 30 days after the grant of the restricted
stock, the grantee will have ordinary income as the shares vest, equal to the fair
market value of the shares on the various vesting dates. The company would have
a corresponding tax deduction at that time, subject to the limits of Code Section
162(m). Note that the restricted stock will not be exempt from the Code Section
162(m) limitations unless it is performance-based.

Cash Out Underwater Options

Accounting Issues

APB 25 The cash payment would result in a fixed compensation charge to the
company equal to the amount of the cash payment, which is more predictable than
the variable charge for repriced options under APB 25. The surrendered options
would be deemed “cancelled” and would be combined with any other option grant
within the six-month “look-back, look-forward” period for purposes of determin-
ing whether such other options must be variable awards.

FAS 123 The cash payment to “repurchase” the underwater options would be ac-
counted for as a reduction to equity, to the extent the repurchase amount does not ex-
ceed the “fair value” of the options at the repurchase date. Any excess of the
purchase price over the fair value of the options as of that date would be recognized
as additional compensation cost. If the repurchased option was unvested, any previ-
ously measured compensation cost for that unvested portion would be recognized.

Securities Law Issues

Tender Offer Issue The SEC takes the position that this type of exchange offer
for cash is likely to be an “issuer tender offer” that would require the filing of a
Schedule TO under the Exchange Act.
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Section 16 The surrender of the underwater options would be an exempt dispo-
sition for purposes of Section 16(b) if it is approved in advance by the compensa-
tion committee or the full board, or the shareholders approve or ratify such action.
The disposition must be reported on a Form 4 by the end of the second business day
after the transaction.

STOCK OWNERSHIP AND RETENTION GUIDELINES

The primary justification for equity-based compensation is to align management’s
interests with the long-term interests of shareholders. It was this mantra by insti-
tutional shareholders, along with their insistence on “pay for performance,” that
led to the proliferation of stock option grants in the 1990s. However, manage-
ment’s propensity, as it turned out, to exercise options and dispose of the stock at
the earliest opportunity undermined the intended link with shareholder interests. In
an effort to strengthen that alignment, many public companies adopted stock own-
ership policies, generally requiring directors and executive officers to acquire and
retain a minimum amount of company stock—typically based on a multiple of
their base compensation.

However, evolving practices revealed that many such stock ownership policies
were anemic, both in terms of magnitude and enforcement. For example, in most
cases, equity-based awards to executives far exceeded the required multiple-of-base
pay ownership guidelines. Therefore, management was able to sell large quantities
of stock while staying well above the minimum holding requirements. Many were
couched as mere guidelines with no consequence for failure to comply. These re-
alizations led to a widespread retooling of equity ownership policies. Many compa-
nies have instituted stock retention policies, in addition to or in lieu of traditional
minimum ownership guidelines.

Retention policies generally require an officer or director to retain a designated
percentage of all “profit shares” resulting from equity incentive awards (e.g., shares
remaining after payment of the option exercise price and tax payment obligations)
for a designated period of time. The required holding period varies—it could be a
number of years after the vesting or exercise of the award, or could extend to termi-
nation of service or beyond. Generally, retention requirements apply to all shares of
company stock acquired by the officer or director in the scope of service, even those
in excess of the minimum shares required to be owned.

Like ownership guidelines, retention policies are only effective if they are fol-
lowed. Consideration should be given to designing appropriate consequences for
noncompliance, from forfeiture of profits to ineligibility to receive additional equity
awards.
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Chapter 12

Executive Pension-Benefit,
Welfare-Benefit, and
Perquisite Programs

This chapter provides a general overview of pension-benefit, welfare-benefit, and
perquisite programs in which executives generally participate and with which com-
pensation committee members will need to be familiar. Overall, these programs are
essential to any complete executive compensation package; however, there may
be a perception that these programs are excessive. Therefore, it is important for the
compensation committee to balance the full array of programs and to properly dis-
close the extent of these programs. The compensation committee should also review
the necessity for such programs and whether full disclosure of the program would
be negatively perceived by shareholders and the public.

There are numerous examples where the revelation of these programs produced
unwanted controversy (e.g., retirement arrangements at a utility company and a fi-
nancial services company; apartments at an entertainment company and a conglom-
erate; miscellaneous “small” perquisites at several conglomerates and a lifestyle
company). Some companies have chosen to eliminate all or many of these pro-
grams; however, such an approach may not be the best approach or the most cost
efficient. Accordingly, compensation committees should examine the internal effi-
cacy of the specific program with respect to a specific executive or group of exec-
utives, and then externally test the program for market reasonableness.

LIST OF PROGRAMS

Here is a summary of the three arrangements discussed in this chapter:

• Pension-benefit arrangements:

– Defined-benefit SERPs
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– Defined-contribution SERPs

– Excess-benefit SERPs

– Deferred compensation arrangements

– Rabbi trusts and secular trusts

– Other pension arrangements

• Welfare-benefit arrangements:

– Executive life insurance

– Key-person life insurance

– Split-dollar life insurance

– Executive medical

– Executive disability

– Other welfare arrangements

• Perquisites:

– Relocation and temporary housing

– Expense accounts

– Club memberships

– Air travel

– Ground travel

– Security-related arrangements

– Financial and tax counseling

– Tax gross-ups

– Charitable contributions

– Business machines

– Annual physicals

– Other perquisites

PENSION-BENEFIT ARRANGEMENTS

Generally, pension-benefit arrangements are those arrangements that provide for a
retirement benefit on or after termination of employment for most or all employ-
ees. Pension plans are usually bifurcated into “qualified plans,” which apply to most
or all employees, and “nonqualified plans,” which usually apply only to manage-
ment. A qualified plan is a plan that is designed to qualify under Internal Revenue
Code (Code) Section 401 so that company contributions to the plan are tax
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deductible when made by the company, but taxation to the plan participants only
occurs when the benefits are distributed. To be qualified under the Code, the plan
must pass a variety of requirements, such as nondiscrimination, minimum funding
levels, contribution and benefit limits, and so on. A nonqualified plan generally is
a pension plan that is designed to ignore these “qualified plan” requirements; thus,
nonqualified plans discriminate between employees (i.e., between executives and
the rank-and-file) and ignore the compensation and benefit limits imposed by the
Code.

In many cases, these nonqualified arrangements will be subject to some—but
not most—of the rules under ERISA. In order to be outside of most ERISA rules,
the nonqualified plan must qualify as a “top-hat” plan. This essentially means that
the plan is both only for management and is “unfunded.” To be unfunded, the com-
pany cannot create a plan trust or do anything that segregates assets intended to be
used to pay benefits. For income tax purposes, nonqualified pension benefits are
usually taxed as income when the benefit is paid (or distributed) to the executive,
and it is only then that the company can take a corresponding deduction. However,
funding the arrangement could cause the benefit to be “constructively” received by
the executive. Thus, the primary issue is the avoidance of constructive receipt under
the tax law. Even if constructive receipt is avoided, under the FICA rules, accrued
benefits under these plans may be taxed as “wages” prior to the date of distribu-
tion if the benefit is no longer subject to a substantial risk of forfeiture.

Pension-benefit arrangements designed for members of management are com-
monly known as “SERPs” or “SRPs,” which usually stands for Supplemental Ex-
ecutive Retirement Plan/Program or sometimes just Supplement Retirement Plan/
Program. Some practitioners distinguish between what are called “true SERPs”
and “restoration” or “excess benefit SERPs.” A true SERP is an arrangement that
“stands on its own” and where the benefit is calculated in accordance with the for-
mula or contribution design contained in the plan. It may incorporate by reference
definitions from the company’s qualified plans, and the benefit is almost always
offset by the benefits paid under the qualified plan. It may be a group arrangement
(usually contained in a plan document) or an individual arrangement (very often
contained in an employment agreement). The restoration SERP is an arrangement
that restores benefit limitations imposed by the tax code (discussed in more detail
later). Be aware that the term “SERP” has become somewhat generic, and some
may refer to any executive pension arrangement—including basic deferred com-
pensation plans—as a SERP.

Defined-Benefit SERP Arrangements

Defined-benefit pension plans are (or were before 401(k) and cash balance plans
became so popular in the late 1990s) the typical pension plan at most companies.
A defined-benefit plan pays a lifetime annual pension benefit that is defined by a
formula calculated at retirement. The usual formula is A × B × C, where:
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A = a percentage (e.g., 2%, 1.75%)

B = the number of years of employment service

C = the employee’s final or average annual compensation

Defined-benefit SERP arrangements generally operate in the same way. Compa-
nies implement these plans for a variety of reasons, which include:

• Offering the new executive a “replacement” pension arrangement similar to his
or her existing arrangement at the former employer

• Offering the executive payout options not available under the qualified plan
(e.g., lump sum distributions, joint and 100% survivorship)

• Changing the normal retirement date from 65 to an earlier age (e.g., 62) so that
there is no actuarial reduction of the benefit for retirement prior to age 65

• Providing different features or computational levels to determine the benefit
(e.g., actuarial reduction is 1% per year compared with an actuarial reduction of
1.5% per year under the qualified plan, changes in the calculation of final or av-
erage compensation, etc.)

• Allowing an executive to have a defined-benefit arrangement while the com-
pany’s qualified plan is a defined-contribution arrangement

In many circumstances, the defined-benefit pension benefit will be offset and re-
duced by:

• The pension benefit paid under the company’s qualified rank-and-file pension
plan (assuming the executive is a participant)

• The pension benefit paid by all other pension arrangements outside the company
in which the executive is vested and entitled to receive a benefit

The percentage variable can be fixed (e.g., 2% per year) or variable (e.g., 1.5% for
the first 10 years, 1.75% for the next 10 years, and 2% for all years of service over
20). Many defined-benefit SERP arrangements will simply use a “target” final
percentage at a specific age (e.g., 60% of final or average compensation at age 62).
These final percentages typically range from 50% to 70%, but since the actual
benefit is based on the definition of “compensation,” these percentages can be
misleading.

The number of years of service generally is straightforward in most cases,
sometimes capped at 30, 35, or 40 years (usually if the qualified plan is so capped).
In many cases where an executive is hired from outside the company, the com-
pensation committees will award the executive “credited” years of service as a
“make-whole arrangement.” The reason for this is that under most defined-benefit
formulas, the final benefit is back-end loaded, since final or average compensation
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at the end of an executive’s career drives the benefit higher. The following exam-
ples below illustrate this additional years of service:

Example 1: Executive X, who is 50 years old, leaves Company A, where he has worked for
20 years, for Company B. X is vested in Company A’s qualified pension plan,
but is unvested in Company A’s SERP (which has a cliff vest at age 60). Com-
pany B provides him with a SERP that credits him with 20 years of service from
Day 1, but that cliff vests at age 60. Assuming X retires at age 60 from Com-
pany B, he will have accrued 30 years of service in computing his benefit.

Example 2: Same as Example 1, but the company allows Executive X to build up to the
additional 20 years by crediting X with 4 years of service for each of the first
5 years of employment. This is in addition to age 60 vesting.

Example 3: Executive Y (who is Company C’s COO and might become Company C’s
CEO) leaves Company C after 25 years of service with a fully vested SERP
to become Company D’s CEO. Her final or average compensation is $500,000
and the Company C SERP uses a 2% per year percentage. Thus, her annual
benefit is $250,000. Company D has the exact same SERP arrangement as
Company C. Y works for 5 years for Company D and retires with final or aver-
age compensation of $1,000,000. Without any credited years of service, Y
would receive a $250,000 annual benefit from Company C and a $100,000 an-
nual benefit from Company D. However, if Y had stayed at Company C, be-
came CEO and retired with final or average compensation of $1,000,000, her
annual benefit would have been $600,000 instead of $350,000. Therefore,
Company D, as part of the inducement to bring Y on board, provides her with
25 years of additional credited service (offset by any Company C benefit she
receives) to make up this gap.

Final or average compensation is determined in a myriad of ways, and there are
several components to consider. First is what makes up the definition of “compen-
sation.” It may be salary only (many times this is the case under old qualified pen-
sion plans), salary plus annual cash bonus (which is the common arrangement), or
even salary and annual cash bonus plus all or some long-term incentives (such as
vested restricted stock or exercised options). The second element is whether final
or average compensation reflects compensation paid in the last year of employment
(which would truly be “final compensation”), or the highest annual compensation
paid in the last three or five years of employment prior to retirement (“highest com-
pensation”), or the average of the last 36 or 60 consecutive months of employment
prior to retirement (“average compensation”), or the highest average 36 months of
compensation over the past 10 years (“highest average compensation”). In many
cases, this compensation is calculated by taking the average of the highest three
years of compensation paid in the 10 years prior to retirement. Finally, for ex-
ecutives hired outside of the company, there may be a minimum floor for final or
average compensation.
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As mentioned before, one of the reasons for a SERP is to provide payout op-
tions that may not be available under the qualified plan. For example, a lump sum
payout is a common feature of SERPs, and may not be permitted under the com-
pany’s qualified pension plan. Some SERPs may allow a joint and 100% survivor
benefit (as compared with a joint and 50% survivor benefit, which is the common
payout under a company qualified pension plan), or may use a more favorable for-
mula than under the qualified plan to determine lump sum amounts or actuarial
reductions.

Finally, there are always issues associated with any termination of employ-
ment. If the executive quits or is terminated for “Cause,” then typically the exec-
utive is entitled to receive any vested portion of the SERP and all unvested portions
are forfeited. Thus, many SERPs are designed to be retention devices and sub-
stantially vest at or near age 60 or 65. If, however, there is a termination without
Cause (and usually this also applies to a termination for Good Reason), then there
may be accelerated vesting, or additional years of service and/or age used to cal-
culate the benefit. In some cases, the SERP’s vesting may be the same as under the
qualified plan (typically 100% vesting after five years of service) but may provide
for benefits to begin only if a specified age and years of service has been achieved.
This may be known as the “Rule of 65,” which means that benefits can begin only
if the executive has 10 years of service and is at least 55, or if the executive is 60 and
has at least five years of service, or perhaps if the executive is 50 and has 15 years
of service. There are variations of this Rule (e.g., Rule of 70, Rule of 75), and cer-
tain limitations may be imposed (e.g., minimum retirement age is 55).

Public companies are required to disclose SERP defined-benefit arrangements
in which the company’s named executive officers participate in a tabular presen-
tation. In addition, the SERP plan document is required to be publicly filed as a
material contract.

Defined-Contribution SERP Arrangements

Defined-contribution plans generally are plans where the benefit is not calculated
by a formula but by the value of an account designated to the employee. In these
arrangements, the company makes a contribution into the employee’s account
(usually on an annual basis). The amount of the contribution may be based on
salary, other compensation, profits, or a predetermined benefit amount (such as in
a “money-purchase” or “target-benefit” pension arrangement). The account is in-
vested in either a fixed or variable vehicle. At retirement, the account is paid out
(either in installments, in a lump sum, or to purchase an annuity).

Defined-contribution SERP arrangements operate similarly except the account
must be unfunded to avoid being subject to all of the ERISA rules. Thus, the ac-
counts are “notional” bookkeeping accounts where money is hypothetically invested
in the fixed or variable instrument. The hypothetical investments are tracked and

Pension-Benefit Arrangements 265

ch12_4312.qxd  8/24/04  11:07 AM  Page 265



reported to the executives, but the benefit is simply an unsecured promise to pay
by the company. In many cases, a company will actually set up a true account using
a rabbi trust (discussed later), but with care so that there is no constructive receipt
under the tax code.

Similar to defined-benefit SERPs, these arrangements may be used to replace
a similar arrangement at an executive’s former employer, or if the company has con-
verted to or implemented a defined-contribution arrangement for most or all em-
ployees. Issues relating to timing and form of payout, as well as vesting and what
happens on a termination of employment are also similar to those issues under
defined-benefit SERPs.

As with defined-benefit SERPs, defined-contribution SERPs in which named
executive officers participate must be disclosed by public companies, but the dis-
closure can be in the Summary Compensation Table and/or a narrative (not tabu-
lar) section. These arrangements must also be publicly filed as material contracts.

Excess-Benefit SERP Arrangements

These arrangements are simply “standard” qualified plans, but where the limiting
tax rules (i.e., the 2004 annual compensation cap of $205,000 under Code Section
401(a)(17), the 2004 annual contribution cap of $13,000 under Code Section
402(g), the 2004 annual contribution cap of $41,000 under Code Section 415, and
the 2004 annual benefit cap of $165,000 under Code Section 415) are ignored.
Thus, the benefit is determined as if these rules did not exist, and the SERP bene-
fit is offset by the benefit paid from the qualified plan.

The appeal of these plans is that they are quite simple to design and implement,
since the only change is to allow a higher level of contribution and/or a higher level
of benefit. Generally, all other terms and conditions remain the same. However,
defined-contribution excess benefit plans may become more complicated if there
is a variety of investment choices, as is the case under most excess benefit 401(k)
plans. If so, the company will need to establish “notional” or “bookkeeping” ac-
counts to track the hypothetical investments, since creating actual accounts would
cause the arrangement to be treated as funded and thus subject to all ERISA rules.

Public companies are required to disclose excess-benefit SERPs generally in
accordance with the defined-benefit and defined-contribution disclosure rules, as
well as the requirement that the plan document be publicly filed.

Deferred Compensation Arrangements

A deferred compensation arrangement, at its core, is where the executive elects to
defer the payment or distribution of already earned salary, bonus, or other cash or
equity compensation to a future point in time. This point in time could be a certain
date (e.g., January 15, 2025), or a contemplated scheduled event (i.e., the first of
the month following the executive’s 62nd birthday [which is planned retirement]),
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or an unanticipated date (e.g., immediately following the executive’s termination
of employment, within 10 days of a change in control, or within 30 days of the
date of the executive’s death).

Generally, already earned compensation is not subject to forfeiture (and thus
would be subject to FICA tax when accrued). In some arrangements, a company
may contribute additional amounts of deferred compensation (generally known
as matching contributions similar to Section 401(k) arrangements); however, these
amounts are often subject to a vesting schedule and—if used as a retention
device—such vesting may occur at age 55, 60, or 62.

Rabbi Trusts and Secular Trusts

Because the ERISA rules require that any executive pension that is “funded” will
be subject to the discrimination, minimum funding, and other rules, the vast major-
ity of these arrangements are “unfunded”; in other words, the company’s obligation
is simply a “promise to pay.” This means that the executive is vulnerable to either
a refusal to pay (commonly referred to as a “change in heart”) or a company’s in-
ability to pay (i.e., due to insolvency or bankruptcy). To protect executives against
a change-in-heart scenario (usually due to a change in control), company’s have set
up “rabbi trusts.” Generally, these are irrevocable grantor trusts established by the
company that require the trustee to use the assets of the trust to pay the SERP ben-
efits if the company fails to do so; however, if there is an insolvency or bankruptcy,
the trustee is required to cease all benefit payments and to hold the trust assets
for the benefit of the company’s general unsecured creditors (which would also in-
clude the executives who are participants in the SERP). Because the trust’s assets
are subject to a substantial risk of forfeiture (i.e., in the event of insolvency), the
assets are treated as still belonging to the company, and thus the executive is not
taxed on the amount until the benefit is distributed and received.

A secular trust is an irrevocable grantor trust usually established by the exec-
utive where the assets are not subject to a risk of forfeiture. The assets may indi-
rectly be subject to a clawback if the executive quits or breaches a noncompetition
provision or similar covenant. Secular trust contributions are taxed when made (ei-
ther when actually paid to the executive or when contributed by the company to the
trust), and thus the advantages of having a higher rate of return through tax deferral
is lost; however, the executive’s benefit is secure and the company does take a de-
duction when the contribution is made.

Other Pension Arrangements

There are, of course, a variety of pension and pension-related arrangements that
may be called SERPs. For example, a grant of company restricted stock or restricted
stock units that vest on retirement might be called a “stock SERP.” There could be
a SERP that uses life insurance (discussed next) to provide a benefit at retirement,
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and there could be an arrangement where a large bonus is paid at or near retirement
(which might be called a “bonus SERP”). In other words, there is no limit as to what
could be a SERP, as long as the delivery of compensation is designed to begin at
and/or after retirement. The important aspect of these “nontraditional” arrangements
for compensation committees is to determine whether the compensation will be
treated as pension-related and thus subject to ERISA, and the appropriate disclo-
sure (if required).

WELFARE-BENEFIT ARRANGEMENTS

Executive welfare-benefit arrangements usually are “enhanced” welfare-benefit pro-
grams. Whether these programs are available to executives depends on the number
of participants, the culture of the company, and specific individual executive em-
ployment arrangements. If treated as compensation, then public companies may
need to disclose such arrangements in their public filings, usually in a footnote to
the Summary Compensation Table. While these disclosure rules are not hard and
fast, compensation committees should take note of the trend toward “transparency”
with respect to all compensation and benefits paid or provided to top executives.

Executive Life Insurance

Most company group life insurance plans have low death benefit levels, perhaps
based on a 1x or 2x multiple of salary. Thus, it is common for companies to offer
an executive a life insurance program where the executive may be able to purchase
a 3x, 4x, or 5x multiple of salary. In these situations, the executive typically pays
for the insurance.

Some executives, particularly those hired from outside the company, may ne-
gotiate for the company to provide (at its own expense) life insurance to the
executive with a $1 million to $10 million death benefit. In many cases, this
company-paid benefit is additional compensation, and it is not unusual for execu-
tives to ask (and sometimes to receive) a tax gross-up on this amount.

Key-Person Life Insurance

While not an executive welfare-benefit arrangement program for the executive per
se, key-person life insurance is an executive arrangement where the company buys
life insurance on a “key person” (e.g., an executive) for the company’s benefit. In
this arrangement, the company is the owner and the beneficiary of the death bene-
fit. The rationale behind this type of insurance is that the company will have ad-
ditional costs if the executive dies, and this death benefit helps pay for these costs.
Note that in this situation, the executive does not receive any benefit. If companies
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are considering providing executives with life insurance, it might be appropriate to
consider this key-person insurance (if the company wants itself to have this bene-
fit) at the same time, to deal with underwriting and insurability concerns.

Split-Dollar Life Insurance

Split-dollar life insurance has been around for many years, but has recently under-
gone radical changes due to new regulations issued by the IRS (see Chapter 7). Es-
sentially, a split-dollar life insurance arrangement is where the policy is shared by
the company and the executive (or a trust established by the executive). In almost
all situations, the company is entitled to receive all policy premiums it has paid, ei-
ther through a surrender of the policy’s cash value or through death benefits. In some
arrangements, the company owns all the cash value (this is usually called “tradi-
tional” or “classic” split dollar), and in some cases, the executive (or his or her trust)
owns the cash value that exceeds the aggregate of all policy premiums paid by
the company (this is usually called “equity” split-dollar). In both arrangements, the
company pays all or most of the policy premiums, and the executive pays none or a
portion that represents the cost of one-year term life insurance. If the executive pays
none, then he or she has imputed income based on the cost of one-year term life in-
surance. Finally, there was a concept known as reverse split-dollar, where the roles
of the company were reversed and artificial premium levels were assumed; however,
recent IRS notices have effectively shut down these arrangements.

The equity split-dollar arrangement may be phasing out for two reasons. First,
equity split-dollar arrangements may violate Section 402 of the Sarbanes-Oxley
Act of 2002, which prohibits personal loans to executive officers and directors. The
new IRS regulations require that equity split-dollar be treated as a series of loans
from the company to the executive. Thus, at least conceptually, the use of equity
split-dollar might be regarded as providing personal loans to executives under fed-
eral securities laws. Second, the new IRS regulations requiring below-market loan
treatment may not be cost effective.

Traditional split-dollar may still be a viable program for some companies,
particularly if it is used to “fund” nonqualified deferred compensation or pension-
benefit arrangements, or to provide a life insurance SERP. In addition, traditional
split-dollar may be adjusted to provide death benefits exceeding the aggregate pre-
miums paid by the company, which would provide a key-person arrangement.

Executive Medical Benefits

It is not uncommon for executives to have their own medical plan, program, or
arrangement. Usually, this is superimposed over the rank-and-file health plan.
Compensation committees will need to determine whether such a plan is necessary
(based on the benefits and coverage under the rank-and-file plan), is consistent with
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the company’s culture, and will not be regarded as an excessive arrangement. In
addition, if the company has these plans, care will be needed to make sure that it
complies with IRC Section 105(h).

Executive Disability Benefits

Similar to executive medical benefits, many companies will offer executive disabil-
ity benefits to its executives. The need for this benefit generally is based on the max-
imum benefit payable under the company’s rank-and-file disability benefit program
(which usually ranges from $100,000 to $250,000 per year). Based on a concept that
an employee will need 50% to 60% of annual cash compensation if disabled, exec-
utives earning $1 million would need at least a $500,0000 annual disability benefit.
This benefit may be provided by self-insurance (i.e., the company obligates itself to
continue salary—and perhaps bonus—during the disability period), or the company
will pay the premiums on individual disability insurance policies. Design of these
programs should take into account the general tax rule that premiums paid with
after-tax dollars will result in tax-free benefits, while premiums paid by the com-
pany, or company-provided benefits, will result in taxable benefits.

Other Executive Welfare Benefits

There may be other executive welfare-benefits arrangements that compensation
committees may encounter. However, in most cases (other than severance benefit
programs that are discussed in Chapter 9), many of these arrangements most likely
fall into the “perquisite” category and are discussed next.

PERQUISITES

Executive perquisites can be an extremely controversial subject, so compensation
committees should examine their needs and structure thoroughly before imple-
menting such programs. In most instances, the program will apply to mid-level and
senior executives, and thus the CEO may be involved with and be an advocate of
the program. Nevertheless, any perquisite program that includes senior executives
falls under the auspices of the compensation committee.

Essentially, perquisites need to be viewed as simply another way of delivering
compensation to the executive. While there is no argument that certain perquisites
are a necessity (e.g., car arrangements), the issue arises as to the level of the
perquisite. In other words, there is no question that providing an executive with a
car is an important perquisite if it is necessary for the executive to have a car in
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order to do his or her job. However, whether that executive should be driving a
$50,000 car or a $150,000 car needs to be evaluated and ascertained.

Disclosure of perquisites is another factor. The executive compensation dis-
closure rules require that if the total value of the perquisites exceed the lesser of
(1) $50,000 or (2) the sum of salary and bonus, then the total value of the perquisites
must be disclosed. In addition, itemized perquisite disclosure is required for any
perquisite value that exceeds 25% of the total value of perquisites. Today, however,
due to recent controversies and the concept of “transparency,” there is an attitude
to disclose more than less, and perquisites are falling into that category. An exam-
ple of this is the trend toward disclosing the value of personal use of corporate-
owned or corporate-provided aircraft.

Finally, there is a thin line between providing an executive with an appropri-
ate perquisite consummate with his or her position, title, duties, and responsibilities,
and going “over-the-top.” Thus, compensation committees need to be prepared to
justify their actions with regard to all perquisite programs.

Relocation and Temporary Housing

This perquisite usually applies to a new hire from outside the company, but it may
apply to an internal promote. In taking the new job, and with the mutual under-
standing that the executive will need to move from his or her home in location X
to a new home in location Y, the executive will be looking to the company to pay the
costs of this relocation. This might consist only of actual “moving” costs; however,
more likely, it will also consist of some or most of the following:

• Reimbursement for temporary housing and/or hotel accommodation not only
for himself or herself but also for his or her spouse and other members of the ex-
ecutive’s family during the “house hunting” phase

• Reimbursement for travel from location X to location Y, not only for himself or
herself but also for his or her spouse and other members of the executive’s fam-
ily (although these trips may be limited in frequency or capped in amount)

• Closing costs associated with the purchase of the new home

• An arrangement for the company to purchase the existing home (usually based
on an appraisal by a reputable appraiser or the average of three appraisals)

• Other miscellaneous expenses (sometimes subject to a cap)

Finally, while some of these costs/reimbursements may be a working condition
fringe benefit and thus not treated as compensation, some of these reimbursements
may be treated as compensation and thus taxable. Accordingly, it is not unusual
for the executive to ask for a tax gross-up so that the relocation has a neutral finan-
cial impact to the executive.
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Expense Accounts (Including Sporting and Entertainment Events)

Companies generally have established policies with respect to expense accounts,
and reasonable expenses reasonably incurred by the executive in the course of
conducting business is a standard and uncontroversial practice. This would even
include sporting and entertainment events used for business purposes. However,
some executives may ask to have the company obligate itself to specific events or
provide a dollar amount to be applied to such events. For example, an executive
in the music industry might ask for a commitment from the company for atten-
dance at the Grammys for him or her and 10 clients. Other common examples
would be contractual commitments to provide tickets for World Series, Super Bowl,
major golfing events, etc. In reviewing these kinds of arrangements, the compen-
sation committee generally should focus on whether there is a legitimate business
purpose associated with providing these kinds of perks.

Club Memberships

Generally, club memberships may be divided into country clubs, eating clubs, and
health clubs. The company may have a policy that allocates a fixed dollar amount to
be applied to a club (any club), or the company may simply provide that it will pay
the membership fees and dues for a specific club or a club of the executive’s choice.
Current taxation of these expenses will need to be examined, since some programs
might be structured in such a way that the expenses are not deductible and some pro-
grams where the expenses are treated as compensation (and thus deductible).

Air Travel Arrangements

Air travel is usually governed by an established company policy. However, it is
not unusual for executives (particularly CEOs) to request and sometimes receive
a contractual commitment to first-class air travel or priority rights to corporate air-
craft. In addition, personal use of corporate-owned or corporate-provided aircraft
may also be contained in such a contractual provision. This is an area where some
compensation committees will need to keep their “eye on the ball.”

Ground Travel Arrangements

Companies have a variety of automobile arrangements. The questions for most
compensation committees will be whether to provide the executive with a car only,
a car and driver, and what kind of car. In addition, the company may provide park-
ing as a perquisite, particularly if the executive’s office is located in a congested
urban area.
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Commuting is never tax deductible. However, there are exceptions and arrange-
ments that incorporate the commute into business travel, and these should be
explored.

Security-Related Arrangements

The tax regulations allow deductions for a “bona fide security” program. How-
ever, this security need must be clearly established. Thus, if a company determines
that it needs to provide extra security to its executive (e.g., a car with bulletproof
glass), such expense may be deductible, but only to the extent of the cost of the
security-related expenses (e.g., the cost of bulletproofing the car’s glass, not the en-
tire cost of the car). This is a complex area where compensation committees def-
initely will need advice from tax counsel.

Financial and Tax Counseling

A common perquisite is to provide executives with financial and tax counseling.
Sometimes, a company contracts with a firm to provide this to a group of executives.
Sometimes, the company will provide an allowance (usually with a cap). Compa-
nies that are trying to minimize their perquisite programs may simply provide a
higher base salary to replace this lost perquisite.

Tax Gross-Ups

While not normally considered a perquisite, some executive employment arrange-
ments will provide that if certain benefits or perquisites are treated as compensa-
tion (thus resulting in the imposition of income tax), the executive will be provided
with a tax gross-up that will leave the executive in an after-tax neutral position. For
example, suppose a company agrees to provide an executive with full relocation
benefits. The total relocation reimbursements are $50,000, 50% of which will not be
treated as compensation under the company’s relocation policy, but 50% of which
will result in compensation. Using a 45% aggregate tax rate, the company would pay
an additional $20,455 to fully gross-up the $25,000 that is treated as compensation.

Charitable Contributions

Executives may suggest or have an arrangement where the company makes a con-
tribution to a charity selected by the executive. This practice appears to be phasing
out, as there is a question as to the tax results and the overall optics.

Perquisites 273

ch12_4312.qxd  8/24/04  11:07 AM  Page 273



Business Machines

As the business world becomes more dependent on laptops, fax machines, black-
berrys, and so forth, more and more companies are providing these machines to their
executives. In some cases, the arrangement is that the company simply lets the ex-
ecutive use the machine and that it always remains the property of the company,
subject to return upon a termination of employment. Some companies, however,
simply give these machines to their executives, or establish an allowance for the
purchase of such machines. The tax ramifications will depend on the structure of
the program.

Annual Physicals

Annual physicals for executives were a popular perquisite years ago, particularly
because they were not provided under standard medical benefit programs. Today,
however, most health benefit programs (whether indemnity-based, HMO, PPO, etc.)
provide for annual physicals at little or no cost. However, some companies have
continued this program, particularly if they have contracted with a doctor-group that
caters to these types of physicals. In addition, some company cultures prefer to have
a comprehensive physical of its top executive each year (over and above the “stan-
dard” physical under the company’s health plan).

Other Perquisites

Of course, there are always other uncommon perks that a company may provide its
CEO and/or other executives. For example, a defense-related company might allow
its CEO (who had been a fighter pilot in the military) to use a company jet fighter.
Similarly, a recreational boat company might provide its CEO with use of one of
its luxury boats. An insurance company might contractually agree to provide new
golf clubs and other golfing equipment every year to its executive if the executive
did most of his business on the golf course. A company whose CEO lives in another
state and does not relocate might provide a housing allowance with a tax gross-up.
Or a company might purchase a residence (perhaps near the company’s headquar-
ters, perhaps in a major city) ostensibly for business purposes but which might be
used exclusively by the CEO. These types of nontraditional perks, along with any
and all other perks, will simply need to be assessed by the compensation committee
for cost, reasonableness, tax consequences, and perception by shareholders and the
public.
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Epilog

A Glimpse into the Future

Compensation committees have come a long way over the years, but many still have
a long way to go. There are initiatives that almost every compensation committee
can take to improve its performance, many of which are outlined in this book.
Chapter 1, for example, suggests six precepts that can lead to more effective com-
mittee performance in the coming years:

1. Get organized
2. Get and stay informed
3. Keep an eye on the big picture
4. Return to reason
5. Consider the shareholders’ perspective
6. Communicate effectively

Along with the continuing evolution of the role and purview of the compen-
sation committee, executive compensation practices are undergoing monumental
change. For example, the leveling of the playing field resulting from the expected
requirement that stock options be expensed opens up whole new opportunities for
creative design in equity-based compensation, as discussed in Chapter 11.

Trends highlighted in the first edition published in 2001 continue to gather
momentum. Some, such as increased representation of outside directors on boards,
are now mandated by the stock exchanges. Others continue because they foster
better corporate governance—such as increased board diversity, regular evalua-
tion of board and CEO performance, and closer scrutiny of the link between pay
and performance.

The following are some of the trends we see for the years immediately ahead:

Increased profile for the compensation committee. The compensation committee
may be the next board committee (after the audit committee) to galvanize public
attention. Fully independent compensation committees will expend time and atten-
tion in developing compensation strategies and incentive programs that foster the
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committee’s overall compensation philosophy and corporate objectives. There will
be more engagement of compensation committees in the processes of CEO eval-
uation, board evaluation, succession planning, and other key governance processes.

Shareholder transparency will continue. Shareholders will expect to be informed
about the company’s stance on major governance issues. Expect to see increasing
communication in annual reports, proxy statements, and electronic bulletin boards
about board practices and activities. There will be more interaction between boards
and all corporate constituencies.

Emphasis on ethics. Compensation committees should continue to be proactive in
avoiding practices that may have even the appearance of impropriety. Directors
are increasingly concerned about shareholders’ perception of their actions, espe-
cially as they may relate to ethical issues.

Succession planning. CEO turnover will continue as in the past and may even in-
crease. Succession planning will move to the top of the list among the most im-
portant board functions. Ideally, succession planning will be a continuous process,
integrated into the overall strategic plan. As a consequence, boards should become
more willing to replace nonperforming CEOs.

CEO searches will be global and will continue to be industrywide. Companies
will continue to seek the best CEO candidates, no matter who and where they are.
While many companies are more comfortable with promoting from within, from
both a culture and cost perspective, compensation committees must use all re-
sources in filling open management positions. The recent trend is to hire more in-
ternational executives, and certainly to hire CEOs outside of the industry.

Executive compensation. Companies will continue to pay significant amounts for
executive talent, as there will be greater emphasis on innovation, creativity, and
accountability of executives. However, the rate of increases in executive compen-
sation most likely will fall from the unsustainable rates that occurred during the last
decade, due primarily to the less exuberant stock market. In addition, there is likely
to be an adjustment in the mix between cash and equity components, and a more
varied mix of award types within the equity component.

Equity-based compensation. With the anticipated expensing of stock options,
equity-based compensation is likely to be more concentrated at the upper levels of
management, with a reduction in broad-based equity programs. Even employee
stock purchase plans, the ultimate broad-based equity program, will be impacted by
the new accounting regime for share-based payments and are likely to be eliminated
or at least significantly redesigned to limit associated costs. The level playing field
created by option expensing will open the door to wider use of other types of equity-
based incentive awards. Stock-settled SARs will likely overtake stock options as the
most prevalent form of appreciation-type incentive award, and restricted stock units
will rival outright grants of restricted stock due to their greater flexibility for tax pur-
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poses. Use of reload stock options most likely will be reduced or eliminated due to
the unpredictable accounting cost. Option repricing, oddly enough, will become less
painful from an accounting perspective and thus may still be used by some compa-
nies to “clean up” an underwater stock option or SAR program.

Evaluations will become standard practice. Regular CEO evaluations should be-
come standard practice in the ensuing years, and director evaluations will become
more prevalent—especially boardwide evaluations. More and more compensation
committees will use the CEO evaluation process to determine CEO pay.

Director compensation. Increasingly higher compensation for directors is expected,
as a reflection of increased obligations, time commitment, expertise require-
ments, and the risk of personal liability. Director compensation is likely to level off
after a few years, once a new equilibrium is established.

Director recruitment. The nominating committee is now an essential element of the
public company board. Directors are more likely to be selected for how they think,
what they know, and how they deliver their knowledge and experience, than for
whom they know. Companies will likely turn more often to executive recruiting
firms to find qualified independent directors. Even so, members of the nominating
committee, and all outside directors, are likely to spend substantial time and energy
in the recruitment of new directors.

Certification of directors. Certification of directors is a significant trend outside
the United States. While there is some support for this in the United States, there
is unlikely to be a national certification signifying “professional” directors. How-
ever, institutional investors such as the State of Wisconsin Investment Board are
encouraging directors of companies in which they invest to attend director orien-
tation programs. The NACD has a core curriculum for the initial certification of
directors, including a continuing education requirement.

Diversity. An increase in women and minority representation on boards is in-
evitable. For several years, women have made up a slight majority in law school
populations. Women also make up a substantial, and increasing, percentage of busi-
ness school enrollments. The large representation of women in business and law
schools should result in a significant increase in their ranks among top corporate
offices and on corporate boards. With the move to more fully independent boards,
limitations on the number of boards on which a director can serve, higher prevalence
of mandatory director retirement ages, and the increase in number of required board
committees, the ascension of women and minorities is quite timely to assist public
companies seeking to provide the best and brightest new talent to serve on their
boards and compensation committees.

Director profiles. For a variety of reasons, including the imposition of mandatory
retirement age, directors are likely to be younger and have greater honed skills in
finance, management, governance, and technology. There will be more international
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representation on U.S. boards, and more U.S. executives likely will serve on non-
U.S. boards.

Contested director elections. Driven by shareholder activism and the ability to
communicate more effectively and quickly over a large group, the election of di-
rectors will no longer be a “done deal” when it comes to the shareholder vote. In-
stitutional investors and their advisors are achieving unprecedented efficiency in
the review of proxy proposals, including election of directors.

Director training will increase. Pension funds and pension advisory services rate
regular director training as an important criterion for their investment. Director
orientation programs have emerged across the country to serve the need for new
director training. Ongoing training and enrichment will be integrated into the cor-
porate governance process, including both off site professional training programs
and programs provided as part of board or committee meetings or retreats.

Board cultures will change for the better. Boards will be more businesslike, more
results oriented, more involved and productive, more efficient, more sensitive to
time pressure—with less tolerance for unprepared directors.

Global markets and economies will merge. The move toward greater corporate gov-
ernance continues on a worldwide basis. To compete, every economy will be fos-
tering better boards as a means to better corporate performance. The 100-member
Japanese board will be an antiquity. Other countries are evolving better board
practices, symbolic of the breadth of the corporate governance revolution. Great
Britain’s reliance on independent nonexecutive chairs has already affected U.S.
practices. The executive talent pools will tend to merge, allowing for more inter-
national CEO searches.

Shareholder litigation. Shareholder lawsuits will attempt to show lack of good faith
by the board, as an extension of the duty of care (e.g., Disney, Cendant, and sim-
ilar suits). Such a finding would eliminate reliance on the business judgment rule,
and most likely would pierce the protections of charter exculpation provisions and
make directors unindemnifiable and uninsurable. The best defense to this type of
allegation is to pay serious attention to decisionmaking, including seeking outside
expert advice and keeping meticulous minutes to document the process actually
followed.

Increased responsiveness to shareholders. The focus will remain on greater inter-
action with and responsiveness to shareholders. Many boards have already formed
shareholder relations committees. Shareholders will engage the board directly to
encourage reforms of one type or another. Concurrently, directors will learn more
about what motivates shareholders to buy or sell their stock holdings, and share-
holders, analysts, and investment managers will gain an appreciation of the impact
directors have on corporate growth.
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Financial analyst activism. Analysts on both the buy and sell sides will recognize
the role governance can play in creating shareholder value, and they will prioritize
governance as a measure of corporate success. The Association for Investment
Management and Research includes corporate governance as part of its Chartered
Financial Analyst curriculum. Moody’s and Standard & Poor’s each has added a
substantial corporate governance research group to make corporate governance an
element of its review of debt and equity.

THE NEXT EXECUTIVE COMPENSATION CONTROVERSY

If history has taught us anything, it is that executive compensation—and thus
compensation committees—will be at the center of controversy every 10 years or
so. In the early 1980s, executives receiving excessive severance packages in con-
nection with mergers and acquisitions outraged both the public and the politi-
cians, and the result was the golden parachute tax rules. The recession of the early
1990s focused the country on CEO pay, and the result was the $1 million cap
under Code Section 162(m) and a complete redesign by the Securities and Ex-
change Commission of the executive compensation disclosure rules. And in the
beginning of this century, corporate scandals and frauds permeated society, with
the result being the Sarbanes-Oxley Act of 2002, new listing requirements at the
New York Stock Exchange and at Nasdaq, and the probable mandatory expensing
of stock options. 

We don’t know when the next “executive compensation controversy” will
occur, and we don’t know who will be the “poster child” of that controversy. But
we hope this book will help compensation committees keep themselves and their
boards, CEOs, and executives from becoming part of that poster.
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Appendix A

Selected SEC Rules,
Regulations, Schedules,
and Forms

This appendix is a summary listing of SEC regulations, schedules, and forms and
stock exchange rules that directly or indirectly impact the duties and responsibilities
of compensation committees. The full text of items marked with an asterisk (*) is
reproduced following the summary listing.

SECURITIES ACT OF 1933, AS AMENDED

This is the federal law requiring full and fair disclosure and the use of a prospectus
in connection with the offer and sale of securities

Selected Relevant Rules under the Securities 
Act of 1933

Rule 144—Persons Deemed Not to Be Engaged in a Distribution and Therefore Not
Underwriters

Rule 701—Exemption for Offers and Sales of Securities Pursuant to Certain
Compensatory Benefit Plans and Contracts Relating to Compensation

SECURITIES EXCHANGE ACT OF 1934, AS AMENDED

This is the federal law prohibiting manipulative and abusive practices in the issuance
of securities; requires registration of stock exchanges, brokers, dealers, and listed
securities; also requires disclosure of certain financial information and insider
trading.
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Selected Relevant Rules and Regulations under 
the Securities Exchange Act of 1934

Rule 10b-5—Employment of Manipulative and Deceptive Devices

Rule 10b5-1—Trading “On the Basis of” Material Nonpublic Information in In-
sider Trading Cases

Rule 10b-18—Purchases of Certain Equity Securities by the Issuer and Others

Rules 16a-1 through 16a-13—Reports of Directors, Officers, and Principal
Stockholders

Rules 16b-1 through 16b-8—Exemption of Certain Transactions from Section
16(b)

Regulation 14A—Solicitation of Proxies

Schedule 14A (Rule 14a-101)—Information Required in Proxy Statement

FORMS

Form 8-K—Current Report Pursuant to Section 13 or 15(d) of the Securities Ex-
change Act of 1934

Form 10-Q—Quarterly Reports

Form 10-K—General Form of Annual Report

Form 144—Notice of Proposed Sale of Securities Pursuant to Rule 144 under the
Securities Act of 1933

Form S-8—Registration Under the Securities Act of 1933 of Securities to be Of-
fered to Employees Pursuant to Certain Plans

Form 3—Initial Statement of Beneficial Ownership of Securities

Form 4—Statement of Changes of Beneficial Ownership of Securities

Form 5—Annual Statement of Beneficial Ownership of Securities

Regulation S-K—Standard Instructions for Filing Forms under the Securities Act
of 1933 and the Securities Exchange Act of 1934

Item 201(d)—Securities Authorized for Issuance under Equity Compensation
Plans (*)

Item 401—Directors, Executive Officers, Promoters and Control Persons (*)

Item 402—Executive Compensation (*)

Item 403—Security Ownership of Certain Beneficial Owners and Management (*)

Item 404—Certain Relationships and Related Transactions (*)

282 Selected SEC Rules, Regulations, Schedules, and Forms

ch14_4312.qxd  8/24/04  11:08 AM  Page 282



Item 405—Compliance with Section 16(a) of the Exchange Act (*)

Item 601(b)(10)—Exhibits—Material Contracts (*)

SARBANES-OXLEY ACT OF 2002

Section 304—Forfeiture of Certain Bonuses and Profits

Section 306—Insider Trades during Pension Fund Blackout Periods

Section 402—Enhanced Conflict of Interest Provisions

Section 403—Disclosures of Transactions Involving Management and Principal
Stockholders

OTHER 

Regulation BTR—Blackout Trading Restriction

NYSE Rule 303A.05—Compensation Committee Requirements (*)

Nasdaq Stock Market Rule 4350(c)(3)—Compensation of Officers (*)
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Item 201—Market Price of and Dividends on the
Registrant’s Common Equity and Related 
Stockholder Matters

d. Securities authorized for issuance under equity compensation plans.

1. In the following tabular format, provide the information specified in
paragraph (d)(2) of this Item as of the end of the most recently com-
pleted fiscal year with respect to compensation plans (including indi-
vidual compensation arrangements) under which equity securities of
the registrant are authorized for issuance, aggregated as follows:

i. All compensation plans previously approved by security holders;
and

ii. All compensation plans not previously approved by security
holders.

Equity Compensation Plan Information

Number of
securities

Number of remaining available
securities to be for future issuance

issued upon Weighted-average under equity
exercise of exercise price of compensation
outstanding outstanding plans (excluding

options, warrants options, warrants securities reflected
and rights and rights in column (a))

Plan category (a) (b) (c)

Equity compensation 
plans approved by 
security holders

Equity compensation 
plans not approved 
by security holders

Total

2. The table shall include the following information as of the end of the
most recently completed fiscal year for each category of equity
compensation plan described in paragraph (d)(1) of this Item:
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i. The number of securities to be issued upon the exercise of
outstanding options, warrants and rights (column (a));

ii. The weighted-average exercise price of the outstanding op-
tions, warrants and rights disclosed pursuant to paragraph
(d)(2)(i) of this Item (column (b)); and

iii. Other than securities to be issued upon the exercise of the out-
standing options, warrants and rights disclosed in paragraph
(d)(2)(i) of this Item, the number of securities remaining avail-
able for future issuance under the plan (column (c)).

3. For each compensation plan under which equity securities of the
registrant are authorized for issuance that was adopted without the
approval of security holders, describe briefly, in narrative form, the
material features of the plan.

Instructions to Paragraph (d) of Item 201.

1. Disclosure shall be provided with respect to any compensation plan
and individual compensation arrangement of the registrant (or par-
ent, subsidiary or affiliate of the registrant) under which equity secu-
rities of the registrant are authorized for issuance to employees or
non-employees (such as directors, consultants, advisors, vendors,
customers, suppliers or lenders) in exchange for consideration in
the form of goods or services as described in Statement of Finan-
cial Accounting Standards No. 123, Accounting for Stock-Based
Compensation, or any successor standard. No disclosure is
required with respect to:

i. Any plan, contract or arrangement for the issuance of warrants
or rights to all security holders of the registrant as such on a
pro rata basis (such as a stock rights offering) or

ii. Any employee benefit plan that is intended to meet the qualifica-
tion requirements of Section 401(a) of the Internal Revenue
Code (26 U.S.C. 401(a)).

2. For purposes of this paragraph, an “individual compensation
arrangement” includes, but is not limited to, the following: a written
compensation contract within the meaning of “employee benefit
plan” under Rule 405 under the Securities Act and a plan (whether
or not set forth in any formal document) applicable to one person as
provided under Item 402(a)(7)(ii) of Regulation S-K.
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3. If more than one class of equity security is issued under its equity
compensation plans, a registrant should aggregate plan informa-
tion for each class of security.

4. A registrant may aggregate information regarding individual com-
pensation arrangements with the plan information required under
paragraph (d)(1)(i) and (ii) of this Item, as applicable.

5. A registrant may aggregate information regarding a compensation
plan assumed in connection with a merger, consolidation or other
acquisition transaction pursuant to which the registrant may make
subsequent grants or awards of its equity securities with the plan
information required under paragraph (d)(1)(i) and (ii) of this Item,
as applicable. A registrant shall disclose on an aggregated basis
in a footnote to the table the information required under paragraph
(d)(2)(i) and (ii) of this Item with respect to any individual options,
warrants or rights assumed in connection with a merger, consoli-
dation or other acquisition transaction.

6. To the extent that the number of securities remaining available for
future issuance disclosed in column (c) includes securities avail-
able for future issuance under any compensation plan or individual
compensation arrangement other than upon the exercise of an
option, warrant or right, disclose the number of securities and type
of plan separately for each such plan in a footnote to the table.

7. If the description of an equity compensation plan set forth in a
registrant’s financial statements contains the disclosure required
by paragraph (d)(3) of this Item, a cross-reference to such de-
scription will satisfy the requirements of paragraph (d)(3) of this
Item.

8. If an equity compensation plan contains a formula for calculating
the number of securities available for issuance under the plan,
including, without limitation, a formula that automatically
increases the number of securities available for issuance by a
percentage of the number of outstanding securities of the regis-
trant, a description of this formula shall be disclosed in a foot-
note to the table.

9. Except where it is part of a document that is incorporated by refer-
ence into a prospectus, the information required by this paragraph
need not be provided in any registration statement filed under the
Securities Act.
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Item 401—Directors, Executive Officers, Promoters 
and Control Persons

a. Identification of directors. List the names and ages of all directors of
the registrant and all persons nominated or chosen to become direc-
tors; indicate all positions and offices with the registrant held by each
such person; state his term of office as director and any period(s) dur-
ing which he has served as such; describe briefly any arrangement or
understanding between him and any other person(s) (naming such
person(s)) pursuant to which he was or is to be selected as a director
or nominee.

Instructions to Paragraph (a) of Item 401.

1. Do not include arrangements or understandings with directors or
officers of the registrant acting solely in their capacities as such.

2. No nominee or person chosen to become a director who has not
consented to act as such shall be named in response to this Item.
In this regard, with respect to proxy statements, see Rule 14a-4(d)
under the Exchange Act.

3. If the information called for by this paragraph (a) is being presented
in a proxy or information statement, no information need be given
respecting any director whose term of office as a director will not
continue after the meeting to which the statement relates.

4. With regard to proxy statements in connection with action to be
taken concerning the election of directors, if fewer nominees are
named than the number fixed by or pursuant to the governing
instruments, state the reasons for this procedure and that the
proxies cannot be voted for a greater number of persons than the
number of nominees named.

5. With regard to proxy statements in connection with action to be
taken concerning the election of directors, if the solicitation is
made by persons other than management, information shall be
given as to nominees of the persons making the solicitation. In all
other instances, information shall be given as to directors and
persons nominated for election or chosen by management to be-
come directors.
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b. Identification of executive officers. List the names and ages of all ex-
ecutive officers of the registrant and all persons chosen to become
executive officers; indicate all positions and offices with the registrant
held by each such person; state his term of office as officer and the
period during which he has served as such and describe briefly any
arrangement or understanding between him and any other person(s)
(naming such person) pursuant to which he was or is to be selected
as an officer.

Instructions to Paragraph (b) of Item 401.

1. Do not include arrangements or understandings with directors or
officers of the registrant acting solely in their capacities as such.

2. No person chosen to become an executive officer who has not
consented to act as such shall be named in response to this Item.

3. The information regarding executive officers called for by this Item
need not be furnished in proxy or information statements prepared
in accordance with Schedule 14A under the Exchange Act by those
registrants relying on General Instruction G of Form 10-K and Form
10-KSB under the Exchange Act, Provided, That such information is
furnished in a separate item captioned “Executive officers of the
registrant” and included in Part I of the registrant’s annual report on
Form 10-K and Form 10-KSB.

c. Identification of certain significant employees. Where the registrant
employs persons such as production managers, sales managers, or
research scientists who are not executive officers but who make or are
expected to make significant contributions to the business of the regis-
trant, such persons shall be identified and their background disclosed
to the same extent as in the case of executive officers. Such disclo-
sure need not be made if the registrant was subject to section 13(a) or
15(d) of the Exchange Act or was exempt from section 13(a) by sec-
tion 12(g)(2)(G) of such Act immediately prior to the filing of the regis-
tration statement, report, or statement to which this Item is applicable.

d. Family relationships. State the nature of any family relationship be-
tween any director, executive officer, or person nominated or chosen
by the registrant to become a director or executive officer.
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Instruction to Paragraph 401(d).

The term “family relationship” means any relationship by blood, mar-
riage, or adoption, not more remote than first cousin.

e. Business experience.

1. Background. Briefly describe the business experience during the
past five years of each director, executive officer, person nomi-
nated or chosen to become a director or executive officer, and
each person named in answer to paragraph (c) of Item 401, in-
cluding: Each person’s principal occupations and employment
during the past five years; the name and principal business of any
corporation or other organization in which such occupations and
employment were carried on; and whether such corporation or
organization is a parent, subsidiary or other affiliate of the regis-
trant. When an executive officer or person named in response to
paragraph (c) of Item 401 has been employed by the registrant or
a subsidiary of the registrant for less than five years, a brief expla-
nation shall be included as to the nature of the responsibility un-
dertaken by the individual in prior positions to provide adequate
disclosure of his prior business experience. What is required is
information relating to the level of his professional competence,
which may include, depending upon the circumstances, such spe-
cific information as the size of the operation supervised.

2. Directorships. Indicate any other directorships held by each direc-
tor or person nominated or chosen to become a director in any
company with a class of securities registered pursuant to section
12 of the Exchange Act or subject to the requirements of section
15(d) of such Act or any company registered as an investment
company under the Investment Company Act of 1940, naming
such company.
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Instruction to Paragraph (e) of Item 401.

For the purposes of paragraph (e)(2), where the other directorships of
each director or person nominated or chosen to become a director
include directorships of two or more registered investment companies
that are part of a “fund complex” as that term is defined in Item 22(a)
of Schedule 14A under the Exchange Act, the registrant may, rather
than listing each such investment company, identify the fund complex
and provide the number of investment company directorships held by
the director or nominee in such fund complex.

f. Involvement in certain legal proceedings. Describe any of the following
events that occurred during the past five years and that are material to
an evaluation of the ability or integrity of any director, person nomi-
nated to become a director or executive officer of the registrant:

1. A petition under the Federal bankruptcy laws or any state insol-
vency law was filed by or against, or a receiver, fiscal agent or
similar officer was appointed by a court for the business or prop-
erty of such person, or any partnership in which he was a general
partner at or within two years before the time of such filing, or any
corporation or business association of which he was an executive
officer at or within two years before the time of such filing;

2. Such person was convicted in a criminal proceeding or is a named
subject of a pending criminal proceeding (excluding traffic viola-
tions and other minor offenses);

3. Such person was the subject of any order, judgment, or decree,
not subsequently reversed, suspended or vacated, of any court of
competent jurisdiction, permanently or temporarily enjoining him
from, or otherwise limiting, the following activities:

i. Acting as a futures commission merchant, introducing broker,
commodity trading advisor, commodity pool operator, floor bro-
ker, leverage transaction merchant, any other person regulated
by the Commodity Futures Trading Commission, or an associ-
ated person of any of the foregoing, or as an investment adviser,
underwriter, broker or dealer in securities, or as an affiliated
person, director or employee of any investment company, bank,
savings and loan association or insurance company, or engag-
ing in or continuing any conduct or practice in connection with
such activity;
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ii. Engaging in any type of business practice; or

iii. Engaging in any activity in connection with the purchase or
sale of any security or commodity or in connection with any
violation of Federal or State securities laws or Federal com-
modities laws;

4. Such person was the subject of any order, judgment or decree,
not subsequently reversed, suspended or vacated, of any Federal
or State authority barring, suspending or otherwise limiting for
more than 60 days the right of such person to engage in any activ-
ity described in paragraph (f)(3)(i) of this section, or to be associ-
ated with persons engaged in any such activity; or

5. Such person was found by a court of competent jurisdiction in a
civil action or by the Commission to have violated any Federal or
State securities law, and the judgment in such civil action or find-
ing by the Commission has not been subsequently reversed, sus-
pended, or vacated.

6. Such person was found by a court of competent jurisdiction in a
civil action or by the Commodity Futures Trading Commission to
have violated any Federal commodities law, and the judgment in
such civil action or finding by the Commodity Futures Trading
Commission has not been subsequently reversed, suspended or
vacated.

Instructions to Paragraph (f) of Item 401.

1. For purposes of computing the five year period referred to in this
paragraph, the date of a reportable event shall be deemed the
date on which the final order, judgment or decree was entered, or
the date on which any rights of appeal from preliminary orders,
judgments, or decrees have lapsed. With respect to bankruptcy
petitions, the computation date shall be the date of filing for un-
contested petitions or the date upon which approval of a contested
petition became final.

2. If any event specified in this paragraph (f) has occurred and infor-
mation in regard thereto is omitted on the grounds that it is not
material, the registrant may furnish to the Commission, at time of
filing (or at the time preliminary materials are filed, or ten days
before definitive materials are filed in preliminary filing is not re-
quired, pursuant to Rule 14a-6 or 14c-5 under the Exchange Act),

Selected SEC Rules, Regulations, Schedules, and Forms 291

ch14_4312.qxd  8/24/04  11:08 AM  Page 291



as supplemental information and not as part of the registration
statement, report, or proxy or information statement, materials to
which the omission relates, a description of the event and a state-
ment of the reasons for the omission of information in regard
thereto.

3. The registrant is permitted to explain any mitigating circumstances
associated with events reported pursuant to this paragraph.

4. If the information called for by this paragraph (f) is being presented
in a proxy or information statement, no information need be given
respecting any director whose term of office as a director will not
continue after the meeting to which the statement relates.

g. Promoters and control persons.

1. Registrants, which have not been subject to the reporting require-
ments of section 13(a) or 15(d) of the Exchange Act for the twelve
months immediately prior to the filing of the registration statement,
report, or statement to which this Item is applicable, and which were
organized within the last five years, shall describe with respect to
any promoter, any of the events enumerated in paragraphs (f)(1)
through (f)(6) of this section that occurred during the past five years
and that are material to a voting or investment decision.

2. Registrants, which have not been subject to the reporting require-
ments of section 13(a) or 15(d) of the Exchange Act for the twelve
months immediately prior to the filing of the registration statement,
report, or statement to which this Item is applicable, shall describe
with respect to any control person, any of the events enumerated
in paragraphs (f)(1) through (f)(6) of this section that occurred
during the past five years and that are material to a voting or in-
vestment decision.

Instructions to Paragraph (g) of Item 401.

1. Instructions 1. through 3. to paragraph (f) shall apply to this para-
graph (g).

2. Paragraph (g) shall not apply to any subsidiary of a registrant
which has been reporting pursuant to section 13(a) or 15(d) of the
Exchange Act for the twelve months immediately prior to the filing
of the registration statement, report or statement.
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h. Audit committee financial expert.

1.

i. Disclose that the registrant’s board of directors has determined
that the registrant either:

A. Has at least one audit committee financial expert serving
on its audit committee; or

B. Does not have an audit committee financial expert serving
on its audit committee.

ii. If the registrant provides the disclosure required by paragraph
(h)(1)(i)(A) of this Item, it must disclose the name of the audit
committee financial expert and whether that person is indepen-
dent, as that term is used in Item 7(d)(3)(iv) of Schedule 14A
under the Exchange Act.

iii. If the registrant provides the disclosure required by paragraph
(h)(1)(i)(B) of this Item, it must explain why it does not have an
audit committee financial expert.

Instructions to Paragraph (h)(1) of Item 401.

If the registrant’s board of directors has determined that the regis-
trant has more than one audit committee financial expert serving
on its audit committee, the registrant may, but is not required to,
disclose the names of those additional persons. A registrant
choosing to identify such persons must indicate whether they are
independent pursuant to Item 401(h)(1)(ii).

2. For purposes of this Item, an audit committee financial expert
means a person who has the following attributes:

i. An understanding of generally accepted accounting principles
and financial statements;

ii. The ability to assess the general application of such principles
in connection with the accounting for estimates, accruals and
reserves;

iii. Experience preparing, auditing, analyzing or evaluating finan-
cial statements that present a breadth and level of complexity
of accounting issues that are generally comparable to the
breadth and complexity of issues that can reasonably be
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expected to be raised by the registrant’s financial statements,
or experience actively supervising one or more persons en-
gaged in such activities;

iv. An understanding of internal control over financial reporting; and

v. An understanding of audit committee functions.

3. A person shall have acquired such attributes through:

i. Education and experience as a principal financial officer, princi-
pal accounting officer, controller, public accountant or auditor
or experience in one or more positions that involve the perfor-
mance of similar functions;

ii. Experience actively supervising a principal financial officer,
principal accounting officer, controller, public accountant, audi-
tor or person performing similar functions;

iii. Experience overseeing or assessing the performance of com-
panies or public accountants with respect to the preparation,
auditing or evaluation of financial statements; or

iv. Other relevant experience.

4. Safe Harbor.

i. A person who is determined to be an audit committee financial
expert will not be deemed an expert for any purpose, including
without limitation for purposes of section 11 of the Securities
Act of 1933, as a result of being designated or identified as an
audit committee financial expert pursuant to this Item 401.

ii. The designation or identification of a person as an audit com-
mittee financial expert pursuant to this Item 401 does not im-
pose on such person any duties, obligations or liability that are
greater than the duties, obligations and liability imposed on
such person as a member of the audit committee and board of
directors in the absence of such designation or identification.

iii. The designation or identification of a person as an audit com-
mittee financial expert pursuant to this Item 401 does not affect
the duties, obligations or liability of any other member of the
audit committee or board of directors.
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Instructions to Item 401(h).

1. The disclosure under Item 401(h) is required only in a registrant’s
annual report. The registrant need not provide the disclosure re-
quired by this Item 401(h) in a proxy or information statement
unless that registrant is electing to incorporate this information by
reference from the proxy or information statement into its annual
report pursuant to general instruction G(3) to Form 10-K.

2. If a person qualifies as an audit committee financial expert by
means of having held a position described in paragraph (h)(3)(iv)
of this Item, the registrant shall provide a brief listing of that per-
son’s relevant experience. Such disclosure may be made by refer-
ence to disclosures required under paragraph (e) of this Item 401.

3. In the case of a foreign private issuer with a two-tier board of direc-
tors, for purposes of this Item 401(h), the term board of directors
means the supervisory or non-management board. In the case of a
foreign private issuer meeting the requirements of Rule 10A-3(c)(3)
under the Exchange Act, for purposes of this Item 401(h), the term
board of directors means the issuer’s board of auditors (or similar
body) or statutory auditors, as applicable. Also, in the case of a
foreign private issuer, the term generally accepted accounting prin-
ciples in paragraph (h)(2)(i) of this Item means the body of gener-
ally accepted accounting principles used by that issuer in its
primary financial statements filed with the Commission.

4. A registrant that is an Asset-Backed Issuer (as defined in Rules
13a-14(g) and 15d-14(g) under the Exchange Act) is not required
to disclose the information required by this Item 401(h).

i. Identification of the audit committee.

1. If you meet the following requirements, provide the disclosure in
paragraph (i)(2) of this section:

i. You are a listed issuer, as defined in Rule 10A-3 under the
Exchange Act;

ii. You are filing either an annual report on Form 10-K or 10-KSB,
or a proxy statement or information statement pursuant to the
Exchange Act if action is to be taken with respect to the elec-
tion of directors; and
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iii. You are neither:

A. A subsidiary of another listed issuer that is relying on the
exemption in Rule 10A-3(c)(2) under the Exchange Act; nor

B. Relying on any of the exemptions in Rule 10A-3(c)(4)
through (c)(7) under the Exchange Act.

2.

i. State whether or not the registrant has a separately-designated
standing audit committee established in accordance with sec-
tion 3(a)(58)(A) of the Exchange Act, or a committee perform-
ing similar functions. If the registrant has such a committee,
however designated, identify each committee member. If the
entire board of directors is acting as the registrant’s audit com-
mittee as specified in section 3(a)(58)(B) of the Exchange Act,
so state.

ii. If applicable, provide the disclosure required by Rule 10A-3(d)
under the Exchange Act regarding an exemption from the list-
ing standards for audit committees.

j. Describe any material changes to the procedures by which security
holders may recommend nominees to the registrant’s board of direc-
tors, where those changes were implemented after the registrant last
provided disclosure in response to the requirements of Item
7(d)(2)(ii)(G) of Schedule 14A or this Item.

Instructions to paragraph (j) of Item 401.

1. The disclosure required in paragraph (j) need only be provided
in a registrant’s quarterly or annual reports.

2. For purposes of paragraph (j), adoption of procedures by which
security holders may recommend nominees to the registrant’s
board of directors, where the registrant’s most recent disclo-
sure in response to the requirements of Item 7(d)(2)(ii)(G) of
Schedule 14A, or this Item, indicated that the registrant did not
have in place such procedures, will constitute a material
change.
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Item 402—Executive Compensation

a. General.

1. Treatment of specific types of issuers—

i. Small business issuers. A registrant that qualifies as “small
business issuer,” as defined by Item 10(a)(1) of Regulation S-
B, will be deemed to comply with this item if it provides the
information required by paragraph (b) (Summary Compensa-
tion Table), paragraphs (c)(1) and (c)(2)(i)-(v) (Option/SAR
Grants Table), paragraph (d) (Aggregated Option/SAR Exer-
cise and Fiscal Year-End Option/SAR Value Table), paragraph
(e) (Long-Term Incentive Plan Awards Table), paragraph (g)
(Compensation of Directors), paragraph (h) (Employment Con-
tracts, Termination of Employment and Change in Control
Arrangements) and paragraph (i) (1) and (2) (Report on
Repricing of Options/SARs) of this item.

ii. Foreign private issuers. A foreign private issuer will be
deemed to comply with this item if it provides the information
required by Items 6.B. and 6.E.2 of Form 20-F, with more de-
tailed information provided if otherwise made publicly available.

2. All compensation covered. This item requires clear, concise and
understandable disclosure of all plan and non-plan compensation
awarded to, earned by, or paid to the named executive officers
designated under paragraph (a)(3) of this item, and directors cov-
ered by paragraph (g) of this item by any person for all services
rendered in all capacities to the registrant and its subsidiaries,
unless otherwise specified in this item. Except as provided by
paragraph (a)(5) of this item, all such compensation shall be re-
ported pursuant to this item, even if also called for by another
requirement, including transactions between the registrant and a
third party where the primary purpose of the transaction is to fur-
nish compensation to any such named executive officer or direc-
tor. No item reported as compensation for one fiscal year need be
reported as compensation for a subsequent fiscal year.

3. Persons covered. Disclosure shall be provided pursuant to this
item for each of the following (the “named executive officers”):

i. All individuals serving as the registrant’s chief executive officer
or acting in a similar capacity during the last completed fiscal
year (“CEO”), regardless of compensation level;
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ii. The registrant’s four most highly compensated executive offi-
cers other than the CEO who were serving as executive officers
at the end of the last completed fiscal year; and

iii. Up to two additional individuals for whom disclosure would
have been provided pursuant to paragraph (a)(3)(ii) of this item
but for the fact that the individual was not serving as an execu-
tive officer of the registrant at the end of the last completed
fiscal year.

Instructions to Item 402(a)(3).

1. Determination of Most Highly Compensated Executive Offi-
cers. The determination as to which executive officers are most
highly compensated shall be made by reference to total annual
salary and bonus for the last completed fiscal year (as required to
be disclosed pursuant to paragraph (b)(2)(iii) (A) and (B) of this
item), but including the dollar value of salary or bonus amounts
forgone pursuant to Instruction 3 to paragraph (b)(2)(iii) (A) and
(B) of this item: Provided, however, That no disclosure need be
provided for any executive officer, other than the CEO, whose
total annual salary and bonus, as so determined, does not ex-
ceed $100,000.

2. Inclusion of Executive Officer of Subsidiary. It may be appro-
priate in certain circumstances for a registrant to include an exec-
utive officer of a subsidiary in the disclosure required by this item.
See Rule 3b-7 under the Exchange Act.

3. Exclusion of Executive Officer due to Unusual or Overseas
Compensation. It may be appropriate in limited circumstances for
a registrant not to include in the disclosure required by this item an
individual, other than its CEO, who is one of the registrant’s most
highly compensated executive officers. Among the factors that
should be considered in determining not to name an individual
are: (a) the distribution or accrual of an unusually large amount of
cash compensation (such as a bonus or commission) that is not
part of a recurring arrangement and is unlikely to continue; and (b)
the payment of amounts of cash compensation relating to over-
seas assignments that may be attributed predominantly to such
assignments.
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4. Information for full fiscal year. If the CEO served in that capac-
ity during any part of a fiscal year with respect to which informa-
tion is required, information should be provided as to all of his or
her compensation for the full fiscal year. If a named executive
officer (other than the CEO) served as an executive officer of the
registrant (whether or not in the same position) during any part of
a fiscal year with respect to which information is required, informa-
tion shall be provided as to all compensation of that individual for
the full fiscal year.

5. Transactions with third parties reported under Item 404. This
item includes transactions between the registrant and a third party
where the primary purpose of the transaction is to furnish compen-
sation to a named executive officer. No information need be given
in response to any paragraph of this item, other than paragraph
(j), as to any such third-party transaction if the transaction has
been reported in response to Item 404 of Regulation S-K.

6. Omission of table or column. A table or column may be omitted,
if there has been no compensation awarded to, earned by or paid
to any of the named executives required to be reported in that
table or column in any fiscal year covered by that table.

7. Definitions. For purposes of this item:

i. The term stock appreciation rights (SARs) refers to SARs
payable in cash or stock, including SARs payable in cash or
stock at the election of the registrant or a named executive
officer.

ii. The term plan includes, but is not limited to, the following: Any
plan, contract, authorization or arrangement, whether or not set
forth in any formal documents, pursuant to which the following
may be received: cash, stock, restricted stock or restricted stock
units, phantom stock, stock options, SARs, stock options in tan-
dem with SARs, warrants, convertible securities, performance
units and performance shares, and similar instruments. A plan
may be applicable to one person. Registrants may omit informa-
tion regarding group life, health, hospitalization, medical reim-
bursement or relocation plans that do not discriminate in scope,
terms or operation, in favor of executive officers or directors of
the registrant and that are available generally to all salaried
employees.
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iii. The term long-term incentive plan means any plan providing
compensation intended to serve as incentive for performance
to occur over a period longer than one fiscal year, whether
such performance is measured by reference to financial perfor-
mance of the registrant or an affiliate, the registrant’s stock
price, or any other measure, but excluding restricted stock,
stock option and SAR plans.

8. Location of specified information. The information required by
paragraphs (i), (k) and (l) of this item need not be provided in any
filings other than a registrant proxy or information statement relat-
ing to an annual meeting of security holders at which directors are
to be elected (or special meeting or written consents in lieu of
such meeting). Such information will not be deemed to be incorpo-
rated by reference into any filing under the Securities Act or the
Exchange Act, except to the extent that the registrant specifically
incorporates it by reference.

9. Liability for specified information. The information required by
paragraphs (k) and (l) of this item shall not be deemed to be “so-
liciting material” or to be “filed” with the Commission or subject to
Regulations 14A or 14C, other than as provided in this item, or to
the liabilities of section 18 of the Exchange Act, except to the ex-
tent that the registrant specifically requests that such information
be treated as soliciting material or specifically incorporates it by
reference into a filing under the Securities Act or the Exchange
Act.

b. Summary Compensation Table.

1. General. The information specified in paragraph (b)(2) of this
item, concerning the compensation of the named executive offi-
cers for each of the registrant’s last three completed fiscal years,
shall be provided in a Summary Compensation Table, in the tabu-
lar format specified below.
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301

SUMMARY COMPENSATION TABLE

Annual compensation Long-term compensation

Awards Payouts

Securities
Name Restricted underlying
and Other annual stock options/ LTIP All other

principal Salary Bonus compensation award(s) SARs payouts compensation
position Year ($) ($) ($) ($) (#) ($) ($)

(a) (b) (c) (d) (e) (f) (g) (h) (i)
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2. The Table shall include:

i. The name and principal position of the executive officer (col-
umn (a));

ii. Fiscal year covered (column (b));

iii. Annual compensation (columns (c), (d) and (e)), including:

A. The dollar value of base salary (cash and non-cash) earned
by the named executive officer during the fiscal year cov-
ered (column (c));

B. The dollar value of bonus (cash and non-cash) earned by
the named executive officer during the fiscal year covered
(column (d)); and

Instructions to Item 402(b)(2)(iii)(A) and (B).

1. Amounts deferred at the election of a named executive officer,
whether pursuant to a plan established under Section 401(k) of
the Internal Revenue Code, or otherwise, shall be included in the
salary column (column (c)) or bonus column (column (d)), as ap-
propriate, for the fiscal year in which earned. If the amount of
salary or bonus earned in a given fiscal year is not calculable
through the latest practicable date, that fact must be disclosed in a
footnote and such amount must be disclosed in the subsequent
fiscal year in the appropriate column for the fiscal year in which
earned.

2. For stock or any other form of non-cash compensation, disclose
the fair market value at the time the compensation is awarded,
earned or paid.

3. Registrants need not include in the salary column (column (c)) or
bonus column (column (d)) any amount of salary or bonus forgone
at the election of a named executive officer pursuant to a regis-
trant program under which stock, stock-based or other forms of
non-cash compensation may be received by a named executive in
lieu of a portion of annual compensation earned in a covered fiscal
year. However, the receipt of any such form of non-cash compen-
sation in lieu of salary or bonus earned for a covered fiscal year
must be disclosed in the appropriate column of the Table corre-
sponding to that fiscal year (i.e., restricted stock awards (column
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(f)); options or SARs (column (g)); all other compensation (column
(i)), or, if made pursuant to a long-term incentive plan and there-
fore not reportable at grant in the Summary Compensation Table,
a footnote must be added to the salary or bonus column so dis-
closing and referring to the Long-Term Incentive Plan Table (re-
quired by paragraph (e) of this item) where the award is reported.

C. The dollar value of other annual compensation not properly catego-
rized as salary or bonus, as follows (column (e)):

1. Perquisites and other personal benefits, securities or property,
unless the aggregate amount of such compensation is the lesser
of either $50,000 or 10% of the total of annual salary and bonus
reported for the named executive officer in columns (c) and (d);

2. Above-market or preferential earnings on restricted stock, options,
SARs or deferred compensation paid during the fiscal year or
payable during that period but deferred at the election of the
named executive officer;

3. Earnings on long-term incentive plan compensation paid during
the fiscal year or payable during that period but deferred at the
election of the named executive officer;

4. Amounts reimbursed during the fiscal year for the payment of
taxes; and

5. The dollar value of the difference between the price paid by a
named executive officer for any security of the registrant or its
subsidiaries purchased from the registrant or its subsidiaries
(through deferral of salary or bonus, or otherwise), and the fair
market value of such security at the date of purchase, unless that
discount is available generally, either to all security holders or to
all salaried employees of the registrant.

Instructions to Item 402(b)(2)(iii)(C).

1. Each perquisite or other personal benefit exceeding 25% of the
total perquisites and other personal benefits reported for a named
executive officer must be identified by type and amount in a foot-
note or accompanying narrative discussion to column (e).
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2. Perquisites and other personal benefits shall be valued on the
basis of the aggregate incremental cost to the registrant and its
subsidiaries.

3. Interest on deferred or long-term compensation is above-market
only if the rate of interest exceeds 120% of the applicable federal
long-term rate, with compounding (as prescribed under section
1274(d) of the Internal Revenue Code) at the rate that corresponds
most closely to the rate under the registrant’s plan at the time the
interest rate or formula is set. In the event of a discretionary reset
of the interest rate, the requisite calculation must be made on the
basis of the interest rate at the time of such reset, rather than
when originally established. Only the above-market portion of the
interest must be included. If the applicable interest rates vary de-
pending upon conditions such as a minimum period of continued
service, the reported amount should be calculated assuming satis-
faction of all conditions to receiving interest at the highest rate.

4. Dividends (and dividend equivalents) on restricted stock, options,
SARs or deferred compensation denominated in stock (“deferred
stock”) are preferential only if earned at a rate higher than divi-
dends on the registrant’s common stock. Only the preferential
portion of the dividends or equivalents must be included.

iv. Long-term compensation (columns (f), (g) and (h)), including:

A. The dollar value (net of any consideration paid by the
named executive officer) of any award of restricted stock,
including share units (calculated by multiplying the closing
market price of the registrant’s unrestricted stock on the
date of grant by the number of shares awarded) (column
(f));

B. The sum of the number of securities underlying stock op-
tions granted (including options that subsequently have
been transferred), with or without tandem SARs, and the
number of freestanding SARs (column (g)); and

C. The dollar value of all payouts pursuant to long-term incen-
tive plans (“LTIPs”) as defined in paragraph (a)(7)(iii) of this
item (column (h)).
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Instructions to Item 402(b)(2)(iv).

1. Awards of restricted stock that are subject to performance-based
conditions on vesting, in addition to lapse of time and/or continued
service with the registrant or a subsidiary, may be reported as
LTIP awards pursuant to paragraph (e) of this item instead of in
column (f). If this approach is selected, once the restricted stock
vests, it must be reported as an LTIP payout in column (h).

2. The registrant shall, in a footnote to the Summary Compensation
Table (appended to column (f), if included), disclose:

a. The number and value of the aggregate restricted stock hold-
ings at the end of the last completed fiscal year. The value
shall be calculated in the manner specified in paragraph
(b)(2)(iv)(A) of this item using the value of the registrant’s
shares at the end of the last completed fiscal year;

b. For any restricted stock award reported in the Summary Com-
pensation Table that will vest, in whole or in part, in under
three years from the date of grant, the total number of shares
awarded and the vesting schedule; and

c. Whether dividends will be paid on the restricted stock reported
in column (f).

3. If at any time during the last completed fiscal year, the registrant
has adjusted or amended the exercise price of stock options or
freestanding SARs previously awarded to a named executive
officer, whether through amendment, cancellation or replacement
grants, or any other means (“repriced”), the registrant shall include
the number of options or freestanding SARs so repriced as Stock
Options/SARs granted and required to be reported in column (g).

4. If any specified performance target, goal or condition to payout
was waived with respect to any amount included in LTIP payouts
reported in column (h), the registrant shall so state in a footnote to
column (h).

v. All other compensation for the covered fiscal year that the reg-
istrant could not properly report in any other column of the
Summary Compensation Table (column (i)). Any compensation
reported in this column for the last completed fiscal year shall
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be identified and quantified in a footnote. Such compensation
shall include, but not be limited to:

A. The amount paid, payable or accrued to any named execu-
tive officer pursuant to a plan or arrangement in connection
with:

1. The resignation, retirement or any other termination of
such executive officer’s employment with the registrant
and its subsidiaries; or

2. A change in control of the registrant or a change in the
executive officer’s responsibilities following such a
change in control;

B. The dollar value of above-market or preferential amounts
earned on restricted stock, options, SARs or deferred com-
pensation during the fiscal year, or calculated with respect
to that period, except that if such amounts are paid during
the period, or payable during the period but deferred at the
election of a named executive officer, this information shall
be reported as Other Annual Compensation in column (e).
See Instructions 3 and 4 to paragraph (b)(2)(iii)(C) of this
item;

C. The dollar value of amounts earned on long-term incentive
plan compensation during the fiscal year, or calculated with
respect to that period, except that if such amounts are paid
during that period, or payable during that period at the elec-
tion of the named executive officer, this information shall be
reported as Other Annual Compensation in column (e);

D. Annual registrant contributions or other allocations to
vested and unvested defined contribution plans; and

E. The dollar value of any insurance premiums paid by, or on
behalf of, the registrant during the covered fiscal year with
respect to term life insurance for the benefit of a named
executive officer, and, if there is any arrangement or under-
standing, whether formal or informal, that such executive
officer has or will receive or be allocated an interest in any
cash surrender value under the insurance policy, either:

1. The full dollar value of the remainder of the premiums
paid by, or on behalf of, the registrant; or
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2. If the premiums will be refunded to the registrant on
termination of the policy, the dollar value of the benefit
to the executive officer of the remainder of the premium
paid by, or on behalf of, the registrant during the fiscal
year. The benefit shall be determined for the period,
projected on an actuarial basis, between payment of
the premium and the refund.

Instructions to Item 402(b)(2)(v).

1. LTIP awards and amounts received on exercise of options and
SARs need not be reported as All Other Compensation in column
(i).

2. Information relating to defined benefit and actuarial plans should
not be reported pursuant to paragraph (b) of this item, but instead
should be reported pursuant to paragraph (f) of this item.

3. Where alternative methods of reporting are available under para-
graph (b)(2)(v)(E) of this item, the same method should be used
for each of the named executive officers. If the registrant chooses
to change methods from one year to the next, that fact, and the
reason therefor, should be disclosed in a footnote to column (i).

Instruction to Item 402(b).

Information with respect to fiscal years prior to the last completed fiscal
year will not be required if the registrant was not a reporting company
pursuant to Section 13(a) or 15(d) of the Exchange Act at any time dur-
ing that year, except that the registrant will be required to provide infor-
mation for any such year if that information previously was required to be
provided in response to a Commission filing requirement.

c. Option/SAR Grants Table.

1. The information specified in paragraph (c)(2) of this item, concern-
ing individual grants of stock options (whether or not in tandem
with SARs), and freestanding SARs (including options and SARs
that subsequently have been transferred) made during the last
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completed fiscal year to each of the named executive officers shall
be provided in the tabular format specified as follows:
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OPTION/SAR GRANTS IN LAST FISCAL YEAR

Individual grants Potential
realizable
value at

assumed
annual
rates of Alternative

stock price to (f) and

Percent of
appreciation (g):

Number of total
for option grant date

securities options/SARs Exercise
term value

underlying granted to or base Grant date
option/SARs employees in price Expiration 5% 10% present

Name granted (#) fiscal year ($/sh) date ($) ($) value
($)

(a) (b) (c) (d) (e) (f) (g) (h)

CEO....

A........

B........

C........

D........

2. The Table shall include, with respect to each grant:

i. The name of the executive officer (column (a));

ii. Number of securities underlying option/SARs granted (column
(b));

iii. The percent the grant represents of total options and SARs
granted to employees during the fiscal year (column (c));

iv. The per-share exercise or base price of the options or SARs
granted (column (d)). If such exercise or base price is less than
the market price of the underlying security on the date of grant,
a separate, adjoining column shall be added showing market
price on the date of grant;

v. The expiration date of the options or SARs (column (e)); and
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vi. Either (A) the potential realizable value of each grant of options
or freestanding SARs or (B) the present value of each grant, as
follows:

A. The potential realizable value of each grant of options or
freestanding SARs, assuming that the market price of the
underlying security appreciates in value from the date of
grant to the end of the option or SAR term, at the following
annualized rates:

1. 5% (column (f));

2. 10% (column (g)); and

3. If the exercise or base price was below the market
price of the underlying security at the date of grant,
provide an additional column labeled 0%, to show the
value at grant-date market price; or

B. The present value of the grant at the date of grant, under
any option pricing model (alternative column (f)).

Instructions to Item 402(c).

1. If more than one grant of options and/or freestanding SARs was
made to a named executive officer during the last completed fiscal
year, a separate line should be used to provide disclosure of each
such grant. However, multiple grants during a single fiscal year
may be aggregated where each grant was made at the same ex-
ercise and/or base price and has the same expiration date, and
the same performance vesting thresholds, if any. A single grant
consisting of options and/or freestanding SARs shall be reported
as separate grants with respect to each tranche with a different
exercise and/or base price, performance vesting threshold, or
expiration date.

2. Options or freestanding SARs granted in connection with an op-
tion repricing transaction shall be reported in this table. See In-
struction 3 to paragraph (b)(2)(iv) of this item.

3. Any material term of the grant, including but not limited to the date
of exercisability, the number of SARs, performance units or other
instruments granted in tandem with options, a performance-based
condition to exercisability, a reload feature, or a tax-reimburse-
ment feature, shall be footnoted.
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4. If the exercise or base price is adjustable over the term of any
option or freestanding SAR in accordance with any prescribed
standard or formula, including but not limited to an index or pre-
mium price provision, describe the following, either by footnote to
column (c) or in narrative accompanying the Table: (a) the stan-
dard or formula; and (b) any constant assumption made by the
registrant regarding any adjustment to the exercise price in calcu-
lating the potential option or SAR value.

5. If any provision of a grant (other than an antidilution provision)
could cause the exercise price to be lowered, registrants must
clearly and fully disclose these provisions and their potential con-
sequences either by a footnote or accompanying textual narrative.

6. In determining the grant-date market or base price of the security
underlying options or freestanding SARs, the registrant may use
either the closing market price per share of the security, or any
other formula prescribed for the security.

7. The potential realizable dollar value of a grant (columns (f) and
(g)) shall be the product of:

a. the difference between:

i. the product of the per-share market price at the time of the
grant and the sum of 1 plus the adjusted stock price appre-
ciation rate (the assumed rate of appreciation compounded
annually over the term of the option or SAR); and

ii. the per-share exercise price of the option or SAR; and

b. the number of securities underlying the grant at fiscal year-end.

8. Registrants may add one or more separate columns using the
formula prescribed in Instruction 7 to paragraph (c) of this item, to
reflect the following:

a. The registrant’s historic rate of appreciation over a period
equivalent to the term of such options and/or SARs;

b. 0% appreciation, where the exercise or base price was equal
to or greater than the market price of the underlying securities
on the date of grant; and

c. N% appreciation, the percentage appreciation by which the
exercise or base price exceeded the market price at grant.
Where the grant included multiple tranches with exercise or
base prices exceeding the market price of the underlying secu-
rity by varying degrees, include an additional column for each
additional tranche.
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9. Where the registrant chooses to use the grant-date valuation alter-
native specified in paragraph (c)(2)(vi)(B) of this item, the valua-
tion shall be footnoted to describe the valuation method used.
Where the registrant has used a variation of the Black-Scholes or
binomial option pricing model, the description shall identify the use
of such pricing model and describe the assumptions used relating
to the expected volatility, risk-free rate of return, dividend yield and
time of exercise. Any adjustments for non-transferability or risk of
forfeiture also shall be disclosed. In the event another valuation
method is used, the registrant is required to describe the method-
ology as well as any material assumptions.

d. Aggregated option/SAR exercises and fiscal year-end option/SAR
value table.

1. The information specified in paragraph (d)(2) of this item, concern-
ing each exercise of stock options (or tandem SARs) and free-
standing SARs during the last completed fiscal year by each of the
named executive officers and the fiscal year-end value of unexer-
cised options and SARs, shall be provided on an aggregated
basis in the tabular format specified below:
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AGGREGATED OPTION/SAR EXERCISES IN LAST FISCAL YEAR AND 
FY-END OPTION/SAR VALUES

Number of
securities Value of
underlying unexercised in-

unexercised the-money
options/SARs at options/SARs at

FY-end (#) FY-end ($)

Shares acquired Value realized Exercisable/ Exercisable/
Name on exercise (#) ($) Unexercisable Unexercisable

(a) (b) (c) (d) (e)

CEO....

A....

B....

C....

D....

ch14_4312.qxd  8/24/04  11:08 AM  Page 311



2. The table shall include:

i. The name of the executive officer (column (a));

ii. The number of shares received upon exercise, or, if no shares
were received, the number of securities with respect to which
the options or SARs were exercised (column (b));

iii. The aggregate dollar value realized upon exercise (column (c));

iv. The total number of securities underlying unexercised options
and SARs held at the end of the last completed fiscal year,
separately identifying the exercisable and unexercisable op-
tions and SARs (column (d)); and

v. The aggregate dollar value of in-the-money, unexercised op-
tions and SARs held at the end of the fiscal year, separately
identifying the exercisable and unexercisable options and
SARs (column (e)).

Instructions to Item 402(d)(2).

1. Options or freestanding SARs are in-the-money if the fair market
value of the underlying securities exceeds the exercise or base
price of the option or SAR. The dollar values in columns (c) and
(e) are calculated by determining the difference between the fair
market value of the securities underlying the options or SARs and
the exercise or base price of the options or SARs at exercise or
fiscal year-end, respectively.

2. In calculating the dollar value realized upon exercise (column (c)),
the value of any related payment or other consideration provided
(or to be provided) by the registrant to or on behalf of a named
executive officer, whether in payment of the exercise price or re-
lated taxes, shall not be included. Payments by the registrant in
reimbursement of tax obligations incurred by a named executive
officer are required to be disclosed in accordance with paragraph
(b)(2)(iii)(C)(4) of this item.

e. Long-Term Incentive Plan (“LTIP”) awards table.

1. The information specified in paragraph (e)(2) of this item, regard-
ing each award made to a named executive officer in the last com-
pleted fiscal year under any LTIP, shall be provided in the tabular
format specified below:
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2. The Table shall include:

i. The name of the executive officer (column (a));

ii. The number of shares, units or other rights awarded under any
LTIP, and, if applicable, the number of shares underlying any
such unit or right (column (b));

iii. The performance or other time period until payout or matura-
tion of the award (column (c)); and

iv. For plans not based on stock price, the dollar value of the esti-
mated payout, the number of shares to be awarded as the
payout or a range of estimated payouts denominated in dollars
or number of shares under the award (threshold, target and
maximum amount) (columns (d) through (f)).

Instructions to Item 402(e).

1. For purposes of this paragraph, the term “long-term incentive
plan” or “LTIP” shall be defined in accordance with paragraph
(a)(7)(iii) of this item.

2. Describe in a footnote or in narrative text accompanying this table
the material terms of any award, including a general description of
the formula or criteria to be applied in determining the amounts
payable. Registrants are not required to disclose any factor,
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LONG-TERM INCENTIVE PLANS—AWARDS IN LAST FISCAL YEAR

Performance
Estimated future payouts under 

Number of or other
nonstock price-based plans

shares, units period until
or other maturation Threshold Target Maximum

Name rights (#) or payout ($ or #) ($ or #) ($ or #)
(a) (b) (c) (d) (e) (f)

CEO....

A....

B....

C....

D....
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criterion or performance-related or other condition to payout or
maturation of a particular award that involves confidential commer-
cial or business information, disclosure of which would adversely
affect the registrant’s competitive position.

3. Separate disclosure shall be provided in the Table for each award
made to a named executive officer, accompanied by the informa-
tion specified in Instruction 2 to this paragraph. If awards are
made to a named executive officer during the fiscal year under
more than one plan, identify the particular plan under which each
such award was made.

4. For column (d), “threshold” refers to the minimum amount payable
for a certain level of performance under the plan. For column (e),
“target” refers to the amount payable if the specified performance
target(s) are reached. For column (f), “maximum” refers to the
maximum payout possible under the plan.

5. In column (e), registrants must provide a representative amount
based on the previous fiscal year’s performance if the target
award is not determinable.

6. A tandem grant of two instruments, only one of which is pursuant
to a LTIP, need be reported only in the table applicable to the
other instrument. For example, an option granted in tandem with a
performance share would be reported only as an option grant, with
the tandem feature noted.

f. Defined benefit or actuarial plan disclosure.

1. Pension plan table.

i. For any defined benefit or actuarial plan under which benefits
are determined primarily by final compensation (or average
final compensation) and years of service, provide a separate
Pension Plan Table showing estimated annual benefits
payable upon retirement (including amounts attributable to any
defined benefit supplementary or excess pension award plans)
in specified compensation and years of service classifications
in the format specified below.
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ii. Immediately following the Table, the registrant shall disclose:

A. The compensation covered by the plan(s), including the
relationship of such covered compensation to the annual
compensation reported in the Summary Compensation
Table required by paragraph (b)(2)(iii) of this item, and
state the current compensation covered by the plan for any
named executive officer whose covered compensation
differs substantially (by more than 10%) from that set forth
in the annual compensation columns of the Summary Com-
pensation Table;

B. The estimated credited years of service for each of the
named executive officers; and

C. A statement as to the basis upon which benefits are com-
puted (e.g., straight-life annuity amounts), and whether or
not the benefits listed in the Pension Plan Table are subject
to any deduction for Social Security or other offset
amounts.

Selected SEC Rules, Regulations, Schedules, and Forms 315

PENSION PLAN TABLE

Years of Service

Remuneration 15 20 25 30 35

125,000

150,000

175,000

200,000

225,000

250,000

300,000

400,000

450,000

500,000
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2. Alternative pension plan disclosure. For any defined benefit or
actuarial plan under which benefits are not determined primarily
by final compensation (or average final compensation) and years
of service, the registrant shall state in narrative form:

i. The formula by which benefits are determined; and

ii. The estimated annual benefits payable upon retirement at nor-
mal retirement age for each of the named executive officers.

Instructions to Item 402(f).

1. Pension Levels. Compensation set forth in the Pension Plan
Table pursuant to paragraph (f)(1)(i) of this item shall allow for
reasonable increases in existing compensation levels; alterna-
tively, registrants may present as the highest compensation level
in the Pension Plan Table an amount equal to 120% of the
amount of covered compensation of the most highly compensated
individual named in the Summary Compensation Table required
by paragraph (b)(2) of this item.

2. Normal Retirement Age. The term “normal retirement age”
means normal retirement age as defined in a pension or similar
plan or, if not defined therein, the earliest time at which a partici-
pant may retire without any benefit reduction due to age.

g. Compensation of Directors.

1. Standard arrangements. Describe any standard arrangements,
stating amounts, pursuant to which directors of the registrant are
compensated for any services provided as a director, including
any additional amounts payable for committee participation or
special assignments.

2. Other arrangements. Describe any other arrangements pursuant
to which any director of the registrant was compensated during the
registrant’s last completed fiscal year for any service provided as a
director, stating the amount paid and the name of the director.
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Instruction to Item 402(g)(2).

The information required by paragraph (g)(2) of this item shall include
any arrangement, including consulting contracts, entered into in consid-
eration of the director’s service on the board. The material terms of any
such arrangement shall be included.

h. Employment contracts and termination of employment and change-in-
control arrangements. Describe the terms and conditions of each of
the following contracts or arrangements:

1. Any employment contract between the registrant and a named
executive officer; and

2. Any compensatory plan or arrangement, including payments to be
received from the registrant, with respect to a named executive
officer, if such plan or arrangement results or will result from the
resignation, retirement or any other termination of such executive
officer’s employment with the registrant and its subsidiaries or
from a change-in-control of the registrant or a change in the
named executive officer’s responsibilities following a change-in-
control and the amount involved, including all periodic payments
or installments, exceeds $100,000.

i. Report on repricing of options/SARs.

1. If at any time during the last completed fiscal year, the registrant,
while a reporting company pursuant to section 13(a) or 15(d) of
the Exchange Act, has adjusted or amended the exercise price of
stock options or SARs previously awarded to any of the named
executive officers, whether through amendment, cancellation or
replacement grants, or any other means (“repriced”), the registrant
shall provide the information specified in paragraphs (i)(2) and
(i)(3) of this item.

2. The compensation committee (or other board committee perform-
ing equivalent functions or, in the absence of any such committee,
the entire board of directors) shall explain in reasonable detail any
such repricing of options and/or SARs held by a named executive
officer in the last completed fiscal year, as well as the basis for
each such repricing.
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3.

i. The information specified in paragraph (i)(3)(ii) of this item,
concerning all such repricings of options and SARs held by any
executive officer during the last ten completed fiscal years,
shall be provided in the tabular format specified below:
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TEN-YEAR OPTION/SAR REPRICINGS

Market Length of
Number of price of Exercise original
securities stock at price at option term
underlying time of time of remaining

options/SARs repricing or repricing or New at date of
repriced or amendment amendment exercise repricing or

Name Date amended (#) ($) ($) price ($) amendment

(a) (b) (c) (d) (e) (f) (g)

ii. The Table shall include, with respect to each repricing:

A. The name and position of the executive officer (column (a));

B. The date of each repricing (column (b));

C. The number of securities underlying replacement or
amended options or SARs (column (c));

D. The per-share market price of the underlying security at the
time of repricing (column (d));

E. The original exercise price or base price of the cancelled or
amended option or SAR (column (e));

F. The per-share exercise price or base price of the replace-
ment option or SAR (column (f)); and

G. The amount of time remaining before the replaced or
amended option or SAR would have expired (column (g)).
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Instructions to Item 402(i).

1. The required report shall be made over the name of each member
of the registrant’s compensation committee, or other board com-
mittee performing equivalent functions or, in the absence of any
such committee, the entire board of directors.

2. A replacement grant is any grant of options or SARs reasonably
related to any prior or potential option or SAR cancellation, whether
by an exchange of existing options or SARs for options or SARs
with new terms; the grant of new options or SARs in tandem with
previously granted options or SARs that will operate to cancel the
previously granted options or SARs upon exercise; repricing of pre-
viously granted options or SARs; or otherwise. If a corresponding
original grant was canceled in a prior year, information about such
grant nevertheless must be disclosed pursuant to this paragraph.

3. If the replacement grant is not made at the current market price,
describe the terms of the grant in a footnote or accompanying
textual narrative.

4. This paragraph shall not apply to any repricing occurring through
the operation of:

a. A plan formula or mechanism that results in the periodic adjust-
ment of the option or SAR exercise or base price;

b. A plan antidilution provision; or

c. A recapitalization or similar transaction equally affecting all
holders of the class of securities underlying the options or
SARs.

5. Information required by paragraph (i)(3) of this item shall not be
provided for any repricings effected before the registrant became
a reporting company pursuant to section 13(a) or 15(d) of the
Exchange Act.
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j. Additional information with respect to Compensation Committee
Interlocks and Insider Participation in compensation decisions.
Under the caption “Compensation Committee Interlocks and Insider
Participation,”

1. The registrant shall identify each person who served as a member
of the compensation committee of the registrant’s board of direc-
tors (or board committee performing equivalent functions) during
the last completed fiscal year, indicating each committee member
who:

i. was, during the fiscal year, an officer or employee of the regis-
trant or any of its subsidiaries;

ii. was formerly an officer of the registrant or any of its
subsidiaries; or

iii. Had any relationship requiring disclosure by the registrant
under any paragraph of Item 404 of Regulation S-K. In this
event, the disclosure required by Item 404 shall accompany
such identification.

2. If the registrant has no compensation committee (or other board
committee performing equivalent functions), the registrant shall
identify each officer and employee of the registrant or any of its
subsidiaries, and any former officer of the registrant or any of its
subsidiaries, who, during the last completed fiscal year, partici-
pated in deliberations of the registrant’s board of directors con-
cerning executive officer compensation.

3. The registrant shall describe any of the following relationships that
existed during the last completed fiscal year:

1. An executive officer of the registrant served as a member of
the compensation committee (or other board committee per-
forming equivalent functions or, in the absence of any such
committee, the entire board of directors) of another entity, one
of whose executive officers served on the compensation com-
mittee (or other board committee performing equivalent func-
tions or, in the absence of any such committee, the entire
board of directors) of the registrant;

ii. An executive officer of the registrant served as a director of
another entity, one of whose executive officers served on
the compensation committee (or other board committee
performing equivalent functions or, in the absence of any
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such committee, the entire board of directors) of the regis-
trant; and

iii. An executive officer of the registrant served as a member
of the compensation committee (or other board committee
performing equivalent functions or, in the absence of any
such committee, the entire board of directors) of another
entity, one of whose executive officers served as a director
of the registrant.

4. Disclosure required under paragraph (j)(3) of this item regarding
any compensation committee member or other director of the
registrant who also served as an executive officer of another entity
shall be accompanied by the disclosure called for by Item 404 with
respect to that person.

Instruction to Item 402(j).

For purposes of this paragraph, the term “entity” shall not include an
entity exempt from tax under section 501(c)(3) of the Internal Revenue
Code.

k. Board compensation committee report on executive compensation.

1. Disclosure of the compensation committee’s compensation poli-
cies applicable to the registrant’s executive officers (including the
named executive officers), including the specific relationship of
corporate performance to executive compensation, is required
with respect to compensation reported for the last completed fiscal
year.

2. Discussion is required of the compensation committee’s bases for
the CEO’s compensation reported for the last completed fiscal
year, including the factors and criteria upon which the CEO’s com-
pensation was based. The committee shall include a specific dis-
cussion of the relationship of the registrant’s performance to the
CEO’s compensation for the last completed fiscal year, describing
each measure of the registrant’s performance, whether qualitative
or quantitative, on which the CEO’s compensation was based.
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3. The required disclosure shall be made over the name of each
member of the registrant’s compensation committee (or other
board committee performing equivalent functions or, in the ab-
sence of any such committee, entire board of directors). If the
board of directors modified or rejected in any material way any
action or recommendation by such committee with respect to such
decisions in the last completed fiscal year, the disclosure must so
indicate and explain the reasons for the board’s actions, and be
made over the names of all members of the board.

Instructions to Item 402(k).

1. Boilerplate language should be avoided in describing factors and crite-
ria underlying awards or payments of executive compensation in the
statement required.

2. Registrants are not required to disclose target levels with respect to
specific quantitative or qualitative performance-related factors consid-
ered by the committee (or board), or any factors or criteria involving
confidential commercial or business information, the disclosure of
which would have an adverse effect on the registrant.

l. Performance Graph.

1. Provide a line graph comparing the yearly percentage change in
the registrant’s cumulative total shareholder return on a class of
common stock registered under section 12 of the Exchange Act
(as measured by dividing (i) the sum of (A) the cumulative amount
of dividends for the measurement period, assuming dividend rein-
vestment, and (B) the difference between the registrant’s share
price at the end and the beginning of the measurement period; by
(ii) the share price at the beginning of the measurement period)
with

i. the cumulative total return of a broad equity market index as-
suming reinvestment of dividends, that includes companies
whose equity securities are traded on the same exchange or
NASDAQ market or are of comparable market capitalization;
provided, however, that if the registrant is a company within the
Standard & Poor’s 500 Stock Index, the registrant must use
that index; and
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ii. the cumulative total return, assuming reinvestment of
dividends, of:

A. A published industry or line-of-business index;

B. Peer issuer(s) selected in good faith. If the registrant does
not select its peer issuer(s) on an industry or line-of-busi-
ness basis, the registrant shall disclose the basis for its
selection; or

C. Issuer(s) with similar market capitalization(s), but only if the
registrant does not use a published industry or line-of-busi-
ness index and does not believe it can reasonably identify a
peer group. If the registrant uses this alternative, the graph
shall be accompanied by a statement of the reasons for this
selection.

2. For purposes of paragraph (l)(1) of this item, the term “measure-
ment period” shall be the period beginning at the “measurement
point” established by the market close on the last trading day be-
fore the beginning of the registrant’s fifth preceding fiscal year,
through and including the end of the registrant’s last completed
fiscal year. If the class of securities has been registered under
section 12 of the Exchange Act for a shorter period of time, the
period covered by the comparison may correspond to that time
period.

3. For purposes of paragraph (l)(1)(ii)(A) of this item, the term “pub-
lished industry or line-of-business index” means any index that is
prepared by a party other than the registrant or an affiliate and is
accessible to the registrant’s security holders; provided, however,
that registrants may use an index prepared by the registrant or
affiliate if such index is widely recognized and used.

4. If the registrant selects a different index from an index used for the
immediately preceding fiscal year, explain the reason(s) for this
change and also compare the registrant’s total return with that of
both the newly selected index and the index used in the immedi-
ately preceding fiscal year.

Selected SEC Rules, Regulations, Schedules, and Forms 323

ch14_4312.qxd  8/24/04  11:08 AM  Page 323



Instructions to Item 402(l).

1. In preparing the required graphic comparisons, the registrant
should:

a. Use, to the extent feasible, comparable methods of presenta-
tion and assumptions for the total return calculations required
by paragraph (l)(1) of this item; provided, however, that if the
registrant constructs its own peer group index under paragraph
(l)(1)(ii)(B), the same methodology must be used in calculating
both the registrant’s total return and that on the peer group
index; and

b. Assume the reinvestment of dividends into additional shares of
the same class of equity securities at the frequency with which
dividends are paid on such securities during the applicable
fiscal year.

2. In constructing the graph:

a. The closing price at the measurement point must be converted
into a fixed investment, stated in dollars, in the registrant’s
stock (or in the stocks represented by a given index), with cu-
mulative returns for each subsequent fiscal year measured as
a change from that investment; and

b. Each fiscal year should be plotted with points showing the cu-
mulative total return as of that point. The value of the invest-
ment as of each point plotted on a given return line is the
number of shares held at that point multiplied by the then-pre-
vailing share price.

3. The registrant is required to present information for the registrant’s
last five fiscal years, and may choose to graph a longer period; but
the measurement point, however, shall remain the same.

4. Registrants may include comparisons using performance mea-
sures in addition to total return, such as return on average com-
mon shareholders’ equity, so long as the registrant’s
compensation committee (or other board committee performing
equivalent functions or in the absence of any such committee, the
entire board of directors) describes the link between that measure
and the level of executive compensation in the statement required
by paragraph (k) of this Item.
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5. If the registrant uses a peer issuer(s) comparison or comparison
with issuer(s) with similar market capitalizations, the identity of
those issuers must be disclosed and the returns of each compo-
nent issuer of the group must be weighted according to the re-
spective issuer’s stock market capitalization at the beginning of
each period for which a return is indicated.
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Item 403—Security Ownership of Certain Beneficial
Owners and Management

a. Security ownership of certain beneficial owners. Furnish the following
information, as of the most recent practicable date, substantially in the
tabular form indicated, with respect to any person (including any
“group’’ as that term is used in section 13(d)(3) of the Exchange Act)
who is known to the registrant to be the beneficial owner of more than
five percent of any class of the registrant’s voting securities. The ad-
dress given in column (2) may be a business, mailing or residence
address. Show in column (3) the total number of shares beneficially
owned and in column (4) the percentage of class so owned. Of the
number of shares shown in column (3), indicate by footnote or other-
wise the amount known to be shares with respect to which such listed
beneficial owner has the right to acquire beneficial ownership, as
specified in Rule 13d-3(d)(1) under the Exchange Act.
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(2) Name (3)
and Amount

address and
of nature of (4)

(1) Title beneficial beneficial Percent
of class owner ownership of class

b. Security ownership of management. Furnish the following information,
as of the most recent practicable date, in substantially the tabular
form indicated, as to each class of equity securities of the registrant
or any of its parents or subsidiaries other than directors’ qualifying
shares, beneficially owned by all directors and nominees, naming
them, each of the named executive officers as defined in Item
402(a)(3), and directors and executive officers of the registrant as a
group, without naming them. Show in column (3) the total number of
shares beneficially owned and in column (4) the percent of class so
owned. Of the number of shares shown in column (3), indicate, by
footnote or otherwise, the amount of shares with respect to which
such persons have the right to acquire beneficial ownership as speci-
fied in Rule 13d-3(d)(1).
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c. Changes in control. Describe any arrangements, known to the regis-
trant, including any pledge by any person of securities of the registrant
or any of its parents, the operation of which may at a subsequent date
result in a change in control of the registrant.

Instructions to Item 403.

1. The percentages are to be calculated on the basis of the amount
of outstanding securities, excluding securities held by or for the
account of the registrant or its subsidiaries, plus securities
deemed outstanding pursuant to Rule 13d-3(d)(1) under the Ex-
change Act. For purposes of paragraph (b), if the percentage of
shares beneficially owned by any director or nominee, or by all
directors and officers of the registrant as a group, does not exceed
one percent of the class so owned, the registrant may, in lieu of
furnishing a precise percentage, indicate this fact by means of an
asterisk and explanatory footnote or other similar means.

2. For the purposes of this Item, beneficial ownership shall be deter-
mined in accordance with Rule 13d-3 under the Exchange Act.
Include such additional subcolumns or other appropriate explana-
tion of column (3) necessary to reflect amounts as to which the
beneficial owner has (A) sole voting power, (B) shared voting
power, (C) sole investment power, or (D) shared investment
power.

3. The registrant shall be deemed to know the contents of any state-
ments filed with the Commission pursuant to section 13(d) or
13(g) of the Exchange Act. When applicable, a registrant may rely
upon information set forth in such statements unless the registrant
knows or has reason to believe that such information is not com-
plete or accurate or that a statement or amendment should have
been filed and was not.
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4. For purposes of furnishing information pursuant to paragraph (a)
of this Item, the registrant may indicate the source and date of
such information.

5. Where more than one beneficial owner is known to be listed for
the same securities, appropriate disclosure should be made to
avoid confusion. For purposes of paragraph (b), in computing the
aggregate number of shares owned by directors and officers of
the registrant as a group, the same shares shall not be counted
more than once.

6. Paragraph (c) of this Item does not require a description of ordi-
nary default provisions contained in the charter, trust indentures or
other governing instruments relating to securities of the registrant.

7. Where the holder(s) of voting securities reported pursuant to para-
graph (a) hold more than five percent of any class of voting securi-
ties of the registrant pursuant to any voting trust or similar
agreement, state the title of such securities, the amount held or to
be held pursuant to the trust or agreement (if not clear from the
table) and the duration of the agreement. Give the names and
addresses of the voting trustees and outline briefly their voting
rights and other powers under the trust or agreement.
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Item 404—Certain Relationships and Related
Transactions

a. Transactions with management and others. Describe briefly any
transaction, or series of similar transactions, since the beginning of
the registrant’s last fiscal year, or any currently proposed transaction,
or series of similar transactions, to which the registrant or any of its
subsidiaries was or is to be a party, in which the amount involved
exceeds $60,000 and in which any of the following persons had, or
will have, a direct or indirect material interest, naming such person
and indicating the person’s relationship to the registrant, the nature of
such person’s interest in the transaction(s), the amount of such trans-
action(s) and, where practicable, the amount of such person’s inter-
est in the transaction(s):

1. Any director or executive officer of the registrant;

2. Any nominee for election as a director;

3. Any security holder who is known to the registrant to own of
record or beneficially more than five percent of any class of the
registrant’s voting securities; and

4. Any member of the immediate family of any of the foregoing
persons.

Instructions to Paragraph (a) of Item 404.

1. The materiality of any interest is to be determined on the basis of
the significance of the information to investors in light of all the
circumstances of the particular case. The importance of the inter-
est to the person having the interest, the relationship of the parties
to the transaction with each other and the amount involved in the
transactions are among the factors to be considered in determin-
ing the significance of the information to investors.

2. For purposes of paragraph (a), a person’s immediate family shall
include such person’s spouse; parents; children; siblings; mothers
and fathers-in-law; sons and daughters-in-law; and brothers and
sisters-in-law.
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3. In computing the amount involved in the transaction or series of
similar transactions, include all periodic installments in the case of
any lease or other agreement providing for periodic payments or
installments.

4. The amount of the interest of any person specified in paragraphs
(a)(1) through (4) shall be computed without regard to the amount
of the profit or loss involved in the transaction(s).

5. In describing any transaction involving the purchase or sale of as-
sets by or to the registrant or any of its subsidiaries, otherwise than
in the ordinary course of business, state the cost of the assets to
the purchaser and, if acquired by the seller within two years prior to
the transaction, the cost thereof to the seller. Indicate the principle
followed in determining the registrant’s purchase or sale price and
the name of the person making such determination.

6. Information shall be furnished in answer to paragraph (a) with
respect to transactions that involve remuneration from the regis-
trant or its subsidiaries, directly or indirectly, to any of the persons
specified in paragraphs (a)(1) through (4) for services in any ca-
pacity unless the interest of such person arises solely from the
ownership individually and in the aggregate of less than ten per-
cent of any class of equity securities of another corporation fur-
nishing the services to the registrant or its subsidiaries.

7. No information need be given in answer to paragraph (a) as to any
transactions where:

A. The rates or charges involved in the transaction are
determined by competitive bids, or the transaction involves the
rendering of services as a common or contract carrier, or pub-
lic utility, at rates or charges fixed in conformity with law or
governmental authority;

B. The transaction involves services as a bank depositary of
funds, transfer agent, registrar, trustee under a trust indenture,
or similar services; or

C. The interest of the person specified in paragraphs (a)(1)
through (4) arises solely from the ownership of securities of the
registrant and such person receives no extra or special benefit
not shared on a pro rata basis.
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8. Paragraph (a) requires disclosure of indirect, as well as direct,
material interests in transactions. A person who has a position or
relationship with a firm, corporation, or other entity that engages in
a transaction with the registrant or its subsidiaries may have an
indirect interest in such transaction by reason of such position or
relationship. Such an interest, however, shall not be deemed “ma-
terial’’ within the meaning of paragraph (a) where:

A. The interest arises only: (i) From such person’s position as a
director of another corporation or organization which is a party
to the transaction; or (ii) from the direct or indirect ownership
by such person and all other persons specified in paragraphs
(a)(1) through (4), in the aggregate, of less than a ten percent
equity interest in another person which is a party to the trans-
action; or (iii) from both such position and ownership;

B. The interest arises only from such person’s position as a lim-
ited partner in a partnership in which the person and all other
persons specified in paragraphs (a)(1) through (4) have an
interest of less than ten percent; or

C. The interest of such person arises solely from the holding of an
equity interest or a creditor interest in another person that is a
party to the transaction with the registrant or any of its sub-
sidiaries, and the transaction is not material to such other per-
son.

9. There may be situations where, although these instructions do not
expressly authorize nondisclosure, the interest of a person speci-
fied in paragraphs (a)(1) through (4) in a particular transaction or
series of transactions is not a direct or indirect material interest. In
that case, information regarding such interest and transaction is
not required to be disclosed in response to this paragraph.

b. Certain business relationships. Describe any of the following relation-
ships regarding directors or nominees for director that exist, or have
existed during the registrant’s last fiscal year, indicating the identity of
the entity with which the registrant has such a relationship, the name
of the nominee or director affiliated with such entity and the nature of
such nominee’s or director’s affiliation, the relationship between such
entity and the registrant and the amount of the business done be-
tween the registrant and the entity during the registrant’s last full
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fiscal year or proposed to be done during the registrant’s current fis-
cal year:

1. If the nominee or director is, or during the last fiscal year has
been, an executive officer of, or owns, or during the last fiscal year
has owned, of record or beneficially in excess of ten percent eq-
uity interest in, any business or professional entity that has made
during the registrant’s last full fiscal year, or proposes to make
during the registrant’s current fiscal year, payments to the regis-
trant or its subsidiaries for property or services in excess of five
percent of (i) the registrant’s consolidated gross revenues for its
last full fiscal year, or (ii) the other entity’s consolidated gross rev-
enues for its last full fiscal year;

2. If the nominee or director is, or during the last fiscal year has
been, an executive officer of, or owns, or during the last fiscal year
has owned, of record or beneficially in excess of ten percent eq-
uity interest in, any business or professional entity to which the
registrant or its subsidiaries has made during the registrant’s last
full fiscal year, or proposes to make during the registrant’s current
fiscal year, payments for property or services in excess of five
percent of (i) the registrant’s consolidated gross revenues for its
last full fiscal year, or (ii) the other entity’s consolidated gross rev-
enues for its last full fiscal year;

3. If the nominee or director is, or during the last fiscal year has
been, an executive officer of, or owns, or during the last fiscal year
has owned, of record or beneficially in excess of ten percent eq-
uity interest in, any business or professional entity to which the
registrant or its subsidiaries was indebted at the end of the regis-
trant’s last full fiscal year in an aggregate amount in excess of five
percent of the registrant’s total consolidated assets at the end of
such fiscal year;

4. If the nominee or director is, or during the last fiscal year has
been, a member of, or of counsel to, a law firm that the issuer has
retained during the last fiscal year or proposes to retain during the
current fiscal year; provided, however, that the dollar amount of
fees paid to a law firm by the registrant need not be disclosed if
such amount does not exceed five percent of the law firm’s gross
revenues for that firm’s last full fiscal year;

5. If the nominee or director is, or during the last fiscal year has
been, a partner or executive officer of any investment banking firm
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that has performed services for the registrant, other than as a
participating underwriter in a syndicate, during the last fiscal year
or that the registrant proposes to have perform services during the
current year; provided, however, That the dollar amount of com-
pensation received by an investment banking firm need not be
disclosed if such amount does not exceed five percent of the in-
vestment banking firm’s consolidated gross revenues for that
firm’s last full fiscal year; or

6. Any other relationships that the registrant is aware of between the
nominee or director and the registrant that are substantially similar
in nature and scope to those relationships listed in paragraphs
(b)(1) through (5).

Instructions to Paragraph (b) of Item 404.

1. In order to determine whether payments or indebtedness exceed
five percent of the consolidated gross revenues of any entity,
other than the registrant, it is appropriate to rely on information
provided by the nominee or director.

2. In calculating payments for property and services the following
may be excluded:

A. Payments where the rates or charges involved in the transac-
tion are determined by competitive bids, or the transaction
involves the rendering of services as a common contract car-
rier, or public utility, at rates or charges fixed in conformity with
law or governmental authority;

B. Payments that arise solely from the ownership of securities of
the registrant and no extra or special benefit not shared on a
pro rata basis by all holders of the class of securities is
received; or

C. Payments made or received by subsidiaries other than signifi-
cant subsidiaries as defined in Rule 1-02(w) of Regulation S-X,
provided that all such subsidiaries making or receiving pay-
ments, when considered in the aggregate as a single
subsidiary, would not constitute a significant subsidiary as de-
fined in Rule 1-02(w).
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3. In calculating indebtedness the following may be excluded:

A. Debt securities that have been publicly offered, admitted to trad-
ing on a national securities exchange, or quoted on the auto-
mated quotation system of a registered securities association;

B. Amounts due for purchases subject to the usual trade terms; or

C. Indebtedness incurred by subsidiaries other than significant
subsidiaries as defined in Rule 1-02(w) of Regulation S-X,
provided that all such subsidiaries incurring indebtedness,
when considered in the aggregate as a single subsidiary,
would not constitute a significant subsidiary as defined in Rule
1-02(w).

4. No information called for by paragraph (b) need be given respect-
ing any director who is no longer a director at the time of filing the
registration statement or report containing such disclosure. If such
information is being presented in a proxy or information statement,
no information need be given respecting any director whose term
of office as a director will not continue after the meeting to which
the statement relates.

c. Indebtedness of management. If any of the following persons has
been indebted to the registrant or its subsidiaries at any time since the
beginning of the registrant’s last fiscal year in an amount in excess of
$60,000, indicate the name of such person, the nature of the person’s
relationship by reason of which such person’s indebtedness is
required to be described, the largest aggregate amount of indebted-
ness outstanding at any time during such period, the nature of the
indebtedness and of the transaction in which it was incurred, the
amount thereof outstanding as of the latest practicable date and the
rate of interest paid or charged thereon:

1. Any director or executive officer of the registrant;

2. Any nominee for election as a director;

3. Any member of the immediate family of any of the persons speci-
fied in paragraph (c)(1) or (2);

4. Any corporation or organization (other than the registrant or a
majority-owned subsidiary of the registrant) of which any of the
persons specified in paragraph (c)(1) or (2) is an executive officer
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or partner or is, directly or indirectly, the beneficial owner of ten
percent or more of any class of equity securities; and

5. Any trust or other estate in which any of the persons specified in
paragraph (c)(1) or (2) has a substantial beneficial interest or as to
which such person serves as a trustee or in a similar capacity.

Instructions to Paragraph (c), of Item 404.

1. For purposes of paragraph (c), the members of a person’s imme-
diate family are those persons specified in Instruction 2 to Item
404(a).

2. Exclude from the determination of the amount of indebtedness all
amounts due from the particular person for purchases subject to
usual trade terms, for ordinary travel and expense payments and
for other transactions in the ordinary course of business.

3. If the lender is a bank, savings and loan association, or broker-
dealer extending credit under Federal Reserve Regulation T [12
CFR part 220] and the loans are not disclosed as nonaccrual, past
due, restructured or potential problems (see Item III.C. 1. and 2. of
Industry Guide 3, Statistical Disclosure by Bank Holding Compa-
nies), disclosure may consist of a statement, if such is the case,
that the loans to such persons were made in the ordinary course
of business, were made on substantially the same terms, including
interest rates and collateral, as those prevailing at the time for
comparable transactions with other persons, and did not involve
more than the normal risk of collectibility or present other unfavor-
able features.

4. If any indebtedness required to be described arose under section
16(b) of the Exchange Act and has not been discharged by pay-
ment, state the amount of any profit realized, that such profit will
inure to the benefit of the registrant or its subsidiaries and whether
suit will be brought or other steps taken to recover such profit. If,
in the opinion of counsel, a question reasonably exists as to the
recoverability of such profit, it will suffice to state all facts neces-
sary to describe the transactions, including the prices and number
of shares involved.
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d. Transactions with promoters. Registrants that have been organized
within the past five years and that are filing a registration statement on
Form S-1 under the Securities Act or on Form 10 and Form 10-SB
under the Exchange Act shall:

1. State the names of the promoters, the nature and amount of any-
thing of value (including money, property, contracts, options or
rights of any kind) received or to be received by each promoter,
directly or indirectly, from the registrant and the nature and
amount of any assets, services or other consideration therefore
received or to be received by the registrant; and

2. As to any assets acquired or to be acquired by the registrant from
a promoter, state the amount at which the assets were acquired or
are to be acquired and the principle followed or to be followed in
determining such amount and identify the persons making the
determination and their relationship, if any, with the registrant or
any promoter. If the assets were acquired by the promoter within
two years prior to their transfer to the registrant, also state the cost
thereof to the promoter.

Instructions to Item 404.

1. No information need be given in response to any paragraph of
Item 404 as to any compensation or other transaction reported in
response to any other paragraph of Item 404 or to Item 402 of
Regulation S-K or as to any compensation with respect to which
information may be omitted pursuant to Item 402.

2. If the information called for by Item 404 is being presented in a
registration statement filed pursuant to the Securities Act or the
Exchange Act, information shall be given for the periods specified
in the Item and, in addition, for the two fiscal years preceding the
registrant’s last fiscal year.

3. A foreign private issuer will be deemed to comply with Item 404 if
it provides the information required by Item 7.B of Form 20-F.
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Item 405—Compliance with Section 16(a) of the
Exchange Act

Every registrant having a class of equity securities registered pursuant to
section 12 of the Exchange Act, every closed-end investment company
registered under the Investment Company Act of 1940, and every holding
company registered pursuant to the Public Utility Holding Company Act of
1935 shall:

a. Based solely upon a review of Forms 3 and 4 and amendments thereto
furnished to the registrant pursuant to Rule 16a-3(e) during its most
recent fiscal year and Forms 5 and amendments thereto furnished to
the registrant with respect to its most recent fiscal year, and any written
representation referred to in paragraph (b)(2)(i) of this Item.

1. Under the caption “Section 16(a) Beneficial Ownership Reporting
Compliance,” identify each person who, at any time during the
fiscal year, was a director, officer, beneficial owner of more than
ten percent of any class of equity securities of the registrant regis-
tered pursuant to section 12 of the Exchange Act, or any other
person subject to section 16 of the Exchange Act with respect to
the registrant because of the requirements of section 30 of the
Investment Company Act or section 17 of the Public Utility Holding
Company Act (“reporting person”) that failed to file on a timely
basis, as disclosed in the above Forms, reports required by sec-
tion 16(a) of the Exchange Act during the most recent fiscal year
or prior fiscal years.

2. For each such person, set forth the number of late reports, the
number of transactions that were not reported on a timely basis,
and any known failure to file a required Form. A known failure to
file would include, but not be limited to, a failure to file a Form 3,
which is required of all reporting persons, and a failure to file a
Form 5 in the absence of the written representation referred to in
paragraph (b)(2)(i) of this section, unless the registrant otherwise
knows that no Form 5 is required.

Note:

The disclosure requirement is based on a review of the forms submitted
to the registrant during and with respect to its most recent fiscal year, as
specified above. Accordingly, a failure to file timely need only be
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disclosed once. For example, if in the most recently concluded fiscal year
a reporting person filed a Form 4 disclosing a transaction that took place
in the prior fiscal year, and should have been reported in that year, the
registrant should disclose that late filing and transaction pursuant to this
Item 405 with respect to the most recently concluded fiscal year, but not
in material filed with respect to subsequent years.

b. With respect to the disclosure required by paragraph (a) of this Item:

1. A form received by the registrant within three calendar days of the
required filing date may be presumed to have been filed with the
Commission by the required filing date.

2. If the registrant (i) receives a written representation from the re-
porting person that no Form 5 is required; and (ii) maintains the
representation for two years, making a copy available to the Com-
mission or its staff upon request, the registrant need not identify
such reporting person pursuant to paragraph (a) of this Item as
having failed to file a Form 5 with respect to that fiscal year.
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Item 601—Exhibits

b. Description of exhibits. Set forth below is a description of each docu-
ment listed in the exhibit tables.

10. Material contracts.

i. Every contract not made in the ordinary course of business
which is material to the registrant and is to be performed in
whole or in part at or after the filing of the registration state-
ment or report or was entered into not more than two years
before such filing. Only contracts need be filed as to which the
registrant or subsidiary of the registrant is a party or has suc-
ceeded to a party by assumption or assignment or in which the
registrant or such subsidiary has a beneficial interest.

ii. If the contract is such as ordinarily accompanies the kind of
business conducted by the registrant and its subsidiaries, it will
be deemed to have been made in the ordinary course of busi-
ness and need not be filed unless it falls within one or more of
the following categories, in which case it shall be filed except
where immaterial in amount or significance:

A. Any contract to which directors, officers, promoters, voting
trustees, security holders named in the registration state-
ment or report, or underwriters are parties other than con-
tracts involving only the purchase or sale of current assets
having a determinable market price, at such market price;

B. Any contract upon which the registrant’s business is sub-
stantially dependent, as in the case of continuing contracts
to sell the major part of registrant’s products or services or
to purchase the major part of registrant’s requirements of
goods, services or raw materials or any franchise or license
or other agreement to use a patent, formula, trade secret,
process or trade name upon which registrant’s business
depends to a material extent;

C. Any contract calling for the acquisition or sale of any prop-
erty, plant or equipment for a consideration exceeding 15
percent of such fixed assets of the registrant on a consoli-
dated basis; or
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D. Any material lease under which a part of the property de-
scribed in the registration statement or report is held by the
registrant.

iii. A. Any management contract or any compensatory plan, con-
tract or arrangement, including but not limited to plans relat-
ing to options, warrants or rights, pension, retirement or
deferred compensation or bonus, incentive or profit sharing
(or if not set forth in any formal document, a written descrip-
tion thereof) in which any director or any of the named ex-
ecutive officers of the registrant, as defined by Item
402(a)(3) of Regulation S-K, participates shall be deemed
material and shall be filed; and any other management
contract or any other compensatory plan, contract, or
arrangement in which any other executive officer of the
registrant participates shall be filed unless immaterial in
amount or significance.

A. Any compensatory plan, contract or arrangement adopted
without the approval of security holders pursuant to which
equity may be awarded, including, but not limited to, op-
tions, warrants or rights (or if not set forth in any formal
document, a written description thereof), in which any em-
ployee (whether or not an executive officer of the registrant)
participates shall be filed unless immaterial in amount or
significance. A compensation plan assumed by a registrant
in connection with a merger, consolidation or other acquisi-
tion transaction pursuant to which the registrant may make
further grants or awards of its equity securities shall be
considered a compensation plan of the registrant for pur-
poses of the preceding sentence.

B. Notwithstanding paragraph (b)(10)(iii)(A) above, the follow-
ing management contracts or compensatory plans, con-
tracts or arrangements need not be filed:

1. Ordinary purchase and sales agency agreements.

2. Agreements with managers of stores in a chain organi-
zation or similar organization.

3. Contracts providing for labor or salesmen’s bonuses or
payments to a class of security holders, as such.
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4. Any compensatory plan, contract or arrangement which
pursuant to its terms is available to employees, officers
or directors generally and which in operation provides
for the same method of allocation of benefits between
management and nonmanagement participants.

5. Any compensatory plan, contract or arrangement if the
registrant is a foreign private issuer that furnishes com-
pensatory information on an aggregate basis as permit-
ted by General Instruction 1 to Item 402 or by Item 11
of Form 20-F.

6. Any compensatory plan, contract, or arrangement if the
registrant is a wholly owned subsidiary of a company
that has a class of securities registered pursuant to
section 12 or files reports pursuant to section 15(d) of
the Exchange Act and is filing a report on Form 10-K
and Form 10-KSB or registering debt instruments or
preferred stock which are not voting securities on Form
S-2.

Instruction 1 to Paragraph (b)(10).

With the exception of management contracts, in order to comply with
paragraph (iii) above, registrants need only file copies of the various
compensatory plans and need not file each individual director’s or
executive officer’s personal agreement under the plans unless there
are particular provisions in such personal agreements whose disclo-
sure in an exhibit is necessary to an investor’s understanding of that
individual’s compensation under the plan.

Instruction 2 to Paragraph (b)(10).

If a material contract is executed or becomes effective during the re-
porting period reflected by a Form 10-Q or Form 10-K, it shall be filed
as an exhibit to the Form 10-Q or Form 10-K filed for the correspond-
ing period. See paragraph (a)(4) of this Item. With respect to quarterly
reports on Form 10-Q, only those contracts executed or becoming
effective during the most recent period reflected in the report shall be
filed.
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Nasdaq Stock Market Rule 4350(c)(3)—Compensation of Officers

(c)Independent Directors

(3) Compensation of Officers

(A) Compensation of the chief executive officer of the company
must be determined, or recommended to the Board for deter-
mination, either by:

(i) a majority of the independent directors, or

(ii) a compensation committee comprised solely of indepen-
dent directors.

The chief executive officer may not be present during voting or delib-
erations.

(B) Compensation of all other executive officers must be deter-
mined, or recommended to the Board for determination, either
by:

(i) a majority of the independent directors, or

(ii) a compensation committee comprised solely of indepen-
dent directors.

(C) Notwithstanding paragraphs 3(A)(ii) and (3)(B)(ii) above, if the
compensation committee is comprised of at least three mem-
bers, one director who is not independent as defined in Rule
4200 and is not a current officer or employee or a Family Mem-
ber of an officer or employee, may be appointed to the com-
pensation committee if the board, under exceptional and
limited circumstances, determines that such individual’s mem-
bership on the committee is required by the best interests of
the company and its shareholders, and the board discloses, in
the proxy statement for the next annual meeting subsequent to
such determination (or, if the issuer does not file a proxy, in its
Form 10-K or 20-F), the nature of the relationship and the rea-
sons for the determination. A member appointed under this
exception may not serve longer than two years.
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NYSE Rule 303A.05—Compensation Committee Requirements

5. (a) Listed companies must have a compensation committee com-
posed entirely of independent directors.

(b) The compensation committee must have a written charter that
addresses:

(i) the committee’s purpose and responsibilities—which, at mini-
mum, must be to have direct responsibility to:

(A) review and approve corporate goals and objectives relevant
to CEO compensation, evaluate the CEO’s performance in
light of those goals and objectives and, either as a commit-
tee or together with the other independent directors (as
directed by the board), determine and approve the CEO’s
compensation level based on this evaluation; and

(B) make recommendations to the board with respect to non-
CEO compensation, incentive-compensation plans and
equity-based plans; and

(C) produce a compensation committee report on executive
compensation as required by the SEC to be included in the
company’s annual proxy statement or annual report on
Form 10-K filed with the SEC;

(ii) an annual performance evaluation of the compensation
committee.

Commentary: In determining the long-term incentive component of CEO
compensation, the committee should consider the company’s
performance and relative shareholder return, the value of similar incen-
tive awards to CEOs at comparable companies, and the awards given to
the listed company’s CEO in past years. To avoid confusion, note that
the compensation committee is not precluded from approving awards
(with or without ratification of the board) as may be required to comply
with applicable tax laws (i.e., Rule 162(m)).

The compensation committee charter should also address the following
items: committee member qualifications; committee member appoint-
ment and removal; committee structure and operations (including author-
ity to delegate to subcommittees); and committee reporting to the board.
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Additionally, if a compensation consultant is to assist in the evaluation of
director, CEO or senior executive compensation, the compensation com-
mittee charter should give that committee sole authority to retain and
terminate the consulting firm, including sole authority to approve the
firm’s fees and other retention terms.

Boards may allocate the responsibilities of the compensation committee
to committees of their own denomination, provided that the committees
are composed entirely of independent directors. Any such committee
must have a published committee charter.

Nothing in this provision should be construed as precluding discussion of
CEO compensation with the board generally, as it is not the intent of this
standard to impair communication among members of the board.
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Appendix B

List of Organizations 
and Periodicals

Many organizations provide information of interest to compensation committees.
This appendix lists organizations that provide information on compensation, roles
of the board and directors, corporate governance, and shareholder issues of vari-
ous types. Some of these organizations offer memberships for a nominal fee; oth-
ers provide free access to their Web sites. Also included is a list of relevant
periodicals, some of which are free. Please also refer to the Bibliography for fur-
ther reading on the similar subjects.

Exhibit B.1 List of Organizations

Address and Other 
Organization Information Contacts

WorldatWork 1440 N. Northsight Boulevard Anne C. Ruddy, CPCU
Scottsdale, AZ 85260-3601 Executive Director
www.worldatwork.org Charles Allen,

Director of Compensation 
Group

Tel#: (480) 922-2020
(800) 951-9191

Fax#: (480) 483-8352

American Management 1601 Broadway Edward T. Reilly,
Association New York, NY 10019-7420 President and CEO

www.amanet.org

Tel#: (800) 262-9699
Fax#: (518) 891-0368

345
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346 List of Organizations and Periodicals

Exhibit B.1 Continued

Address and Other 
Organization Information Contacts

The American Society of 
Corporate Secretaries

Business Roundtable

California Public 
Employees’ Retirement 
System (CalPERS)

The Conference Board

Corporate Governance

Corporate Governance 
Center at Kennesaw State 
College

521 Fifth Avenue
New York, NY 10175
Dfox@ascs.org
www.ascs.org

Tel#: (212) 681-2000
Fax#: (212) 681-2005

1615 L Street, NW, Suite 1100
Washington, DC 20036
rob@businessroundtable.org
www.businessroundtable.org

Tel#: (202) 872-1260
Fax#: (202) 466-3509

Lincoln Plaza
400 P Street
Sacramento, CA 95814
www.calpers.org

Tel#: (888) 225-7377
Fax#: (916) 326-3507

845 Third Avenue
New York, NY 10022-6679
info@conference_board.org
www.conference-board.org

Tel#: (212) 339-0345
Fax#: (212) 836-9740

9295 Yorkship Court
Elk Grove, CA 95758
jm@corpgov.net
www.corpgov.net

Tel#: (916) 869-2402

1000 Chastain Road
Kennesaw, GA 30144
www.coles-kennesaw.edu

Tel#: (770) 423-6587
Fax#: (770) 423-6606

David W. Smith, President

Deborah Fox
Administrator, Membership

Johanna I. Schneider
Executive Director, External
Relations

Fred Buenrostro,
Chief Executive Officer

Richard E. Cavanagh,
President and CEO

Mr. James McRitchie

Professor Paul Lapides
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List of Organizations and Periodicals 347

Exhibit B.1 Continued

Address and Other 
Organization Information Contacts

The Corporate Library

Council of Institutional 
Investors

Attorneys for Family-Held 
Enterprise

Foundation for Enterprise 
Development

Institutional Shareholder 
Services

40 Exchange Street
Suite 201
Portland, ME 04101
nminow@thecorporatelibrary.co
www.thecorporatelibrary.com

Tel#: (207) 874-6921
Fax#: (207) 874-6925

1730 Rhode Island Avenue, N.W.
Suite 512
Washington, DC 20036
info@cii.org
www.ciicentral.com

Tel#: (202) 822-0800
Fax#: (202) 822-0801

4405 Pleasant View Drive
Williamsburg, VA 23188
afhe@afhe.com
www.afhe.com

Tel#: (757) 565-5297
Fax# (757) 565-5298

1919 Pennsylvania Avenue NW
Suite 650
Washington, DC 20006
Fed@fed.org
www.fed.org

Tel#: (202) 530-8920
Fax#: (202) 530-5702

2099 Gaither Road
Suite 501
Rockville, MD 20850-4045
www.issproxy.com

Tel#: (301) 556-0500
Fax#: (301) 556-0491

Nell Minow,
Editor

Sarah A.B. Teslik,
Executive Director

Sarah E. Spiers,
Executive Director

Ray Smilor,
President

David Binns, Vice President

Jamie Heard,
Vice Chairman
Partrick S. McGurn,
Senior Vice President, and 

Special Counsel

(continues)
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348 List of Organizations and Periodicals

Exhibit B.1 Continued

Address and Other 
Organization Information Contacts

Investor Responsibility 
Research Center

National Association of 
Corporate Directors

National Association of 
Stock Plan Professionals

The National Center for 
Employee Ownership

National Investor Relations 
Institute

1350 Connecticut Ave., 
Suite 700

Washington, DC 20036-1702
marketing@irrc.com
www.irrc.org

Tel#: (202) 833-0700
Fax#: (202) 833-3555

Two Lafayette Centre
1133 21st Street NW
Washington, DC 20036
info@nacdonline.org
www.nacdonline.org

Tel#: (202) 775-0509
Fax#: (202) 775-4857

P.O. Box 21639
Concord, CA 94521-0639
www.nasspp.com

Tel#: (925) 685-9271
Fax#: (925) 685-5402

1736 Franklin Street
8th Floor
Oakland, CA 94612-3445
nceo@nceo.org
www.nceo.org

Tel#: (510) 208-1300
Fax#: (510) 272-9510

8020 Towers Crescent Drive
Suite 250
Vienna, VA 22182
info@niri.org
www.niri.org

Tel#: (703) 506-3572
Fax#: (703) 506-3571

Linda Crompton, President
and CEO

Roger W. Raber,
President and CEO

Peter R. Gleason
Chief Operating Officer 

and Director of Research

Jesse Brill,
Chair

Corey Rosen,
Executive Director

Ed Carberry,
Director of Communications

Pam Chernoff
Director of Equity

Compensation Projects

Louis M. Thompson, Jr.,
President and CEO
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List of Organizations and Periodicals 349

Exhibit B.1 Continued

Address and Other 
Organization Information Contacts

The New York Society of 
Security Analysts

TIAA-CREF

1601 Broadway, 11th Floor
New York, NY 10019-7406
membership@nyssa.org
www.nyssa.org

Tel#: (212) 541-4530
Fax#: (212) 541-4677

730 Third Avenue
New York, NY 10017-3206
www.tiaa-cref.org

Tel#: (800) 842-2252

Joan Shapiro Green,
Executive Director

Eileen Budd,
Director of Programming and 

Education

Herbert M. Allison, Jr.,
Chairman, President, 

and CEO
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Appendix C

List of Directors Colleges
and Other Training
Opportunities

Sponsoring The Conference Board
Organization

Name of Program Directors’ Institute

Length of Program Varies, see contact information.

Cost of Program Varies, see contact information.

Description of The Directors’ Institute conducts highly interactive sessions for
Course corporate directors only. Directors’ Institute programs meet director

education needs by providing high-level forums for public company
directors to review real-world governance and business challenges.

The Directors’ Institute offers intensive, one-day Director
Dialogue Sessions throughout the year focusing on corporate
governance, audit committees, and compensation committees:

Corporate Governance
Sessions & New Audit Committee Compensation

Director Orientation Sessions Committee Sessions

Fiduciary Legislative  Compensation 
Responsibilities & Regulatory Issues & Trends
& Challenges Landscape

Enterprise Risk Financial Risk Structuring “Pay for
Assessment Assessment Performance”

358
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Description of Corporate Governance
Course (cont.) Sessions & New Audit Committee Compensation

Director Orientation Sessions Committee Sessions

Board Evaluation Evaluation of Evaluating 
the Audit Management
Process Performance

Director Liability Recognizing Use of 
Issues “Red Flags” Compensation

Consultants

Institutional Investor Committee Committee 
Expectations Effectiveness Effectiveness

The Directors’ Institute’s intensive one-day sessions focus on
interactive discussion among directors. Experienced public
company directors serve as discussion leaders, supplemented by
expert presentations in key areas such as legal, insurance,
governance, ethics, regulations, finance, auditing, and accounting.
Sessions are strictly limited to 25 directors.

Contact Dr. Carolyn Kay Brancato
Information Director

The Conference Board
845 Third Avenue
New York, NY 10022
E-mail: carolyn.brancato@conference-board.org
Phone: 1-212-339-0413
Fax: 1-212-836-9711
www.conference-board.org/knowledge/govern/govInstitute.cfm

Sponsoring Harvard Business School
Organization Executive Education

Name of Program Compensation Committees: Preparing for the Challenges Ahead

Length of Program 3 days

Cost of Program $3,500

Description of The program is designed as a timely, action-oriented opportunity
Course for directors to think deeply about the root causes of many

compensation issues—and to identify possible solutions to the
difficulties their particular boards and companies are facing.
Given these challenges, the program emphasizes the growing
demand for compensation committees to exhibit greater
knowledge, independence, and accountability.

List of Directors Colleges and Other Training Opportunities 359
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Description of This intensive learning experience provides an educational,
Course (cont.) interactive environment for directors to:

• Identify and address critical issues pertaining to employment
agreements, overall pay, incentive compensation, stock
ownership, and stock compensation—then determine to what
extent their own board’s compensation plans need to be
demolished and rebuilt.

• Define the characteristics of a well-functioning compensation
committee—then review and rethink their respective committee
charters in regard to purpose, processes, roles, responsibilities,
and review procedures.

• Prepare to operate successfully in the new age of accountability
by becoming knowledgeable of current issues, acting
independently of management, and diligently discharging all
duties.

Contact Information Executive Education Programs
Harvard Business School
Soldiers Field
Boston, MA 02163-9986 
E-mail: executive_education@hbs.edu
Phone: 1-800-HBS-5577 (1-617-495-6555)
Fax: 1-617-495-6999
www.exed.hbs.edu/programs

Sponsoring Harvard Business School
Organization Executive Education

Name of Program Making Corporate Boards More Effective

Length of Program 3 days

Cost of Program $6,000

Description of The program addresses critical issues facing boards today, 
Course including:

• Changing legal responsibilities of directors
• Board composition and director selection
• Setting time-efficient agendas
• Conducting dynamic, constructive board meetings
• Effective use of committees
• Role of the board in strategic planning and as an agent of

positive change
• Designing performance scorecards to monitor business strategy

and management performance
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Description of • Role of the board and audit committee in formulating an
Course (cont.) external financial reporting and disclosure strategy

• CEO evaluation and compensation
• CEO succession
• Evaluation of the board and its members
• Director compensation and stock ownership

These issues will be examined in the overall context of structuring
a corporate governance system that facilitates cooperation
between the board and management, thereby achieving real
benefits for the enterprise. Particular attention will be devoted to
helping participants develop action plans for improving their own
boards. Participants will have the opportunity to discuss their
plans with both their peers and the faculty.

Contact Executive Education Programs
Information Harvard Business School

Soldiers Field
Boston, MA 02163-9986 
E-mail: executive_education@hbs.edu
Phone: 1-800-HBS-5577 (1-617-495-6555)
Fax: 1-617-495-6999
www.exed.hbs.edu/programs

Sponsoring University of Chicago Graduate School of Business, Stanford Law
Organization School, and the Wharton Business School (The University of

Pennsylvania)

Name of Program The Director’s Consortium

Length of Program 3 days

Cost of Program $5,550

Description of The Directors’ Consortium is a joint offering by The University of
Course Chicago Graduate School of Business, Stanford Law School, and

The Wharton School of the University of Pennsylvania.

The Directors’ Consortium offers even experienced directors the
benefit of a research-based, comprehensive approach to the complex
decisions that board members must make. Taught by faculty from
accounting, finance, law, public policy, and strategic management,
this program will help you build a best practices framework for
thinking about and making informed board decisions.
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Description of The program outline:
Course (cont.)

• Policy and Strategy
• Seeing Red Flags: How to Spot Early Warning Signs of

Management Problems
• Nominating Committee Issues and CEO Succession
• Compensation Committee Issues
• Audit Committee—Qualifications, Responsibilities, and Content
• Finance
• Directors’ Fiduciary Duties: The Core Duties of Directors, and

What They Mean in Practice

This program’s location rotates among Chicago, Stanford, and
Wharton.

Contact www.directorsconsortium.net
Information

Sponsoring National Association of Corporate Directors
Organization

Name of Program The NACD offers a variety of one-day programs for compensation
committees and board directors in general. Current program
offerings are listed below. Please check the NACD Web site for
availability.

Length of Program 1 day

Cost of Program $795.00 for NACD members
$1,395.00 for others

Listing of Courses • Effective Compensation Committees
• Annual Corporate Governance Conference
• Audit Committee: Improving Quality, Independence, and

Performance
• Director Finance: What Every Director Should Know
• Director Professionalism
• Role of the Board in Corporate Strategy and Risk Oversight
• Role of the Governance Committee: Raising the Bar on Board

Policies, Practices and Board Evaluations
• Small Company Governance: Building Board Value
• What the Board Really Expects from the General Counsel and

Corporate Secretary
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Contact Cynthia J. Magill
Information Director of Education

National Association of Corporate Directors
1133 21st Street, NW, Suite 700,
Washington, DC 20036
E-mail: cjmagill@nacdonline.org
Phone: 202-775-0509, ext 2081
Fax: 202-775-4857
www.nacdonline.org

Sponsoring Terry College of Business
Organization Executive Education

(University of Georgia)
and the
National Association of Corporate Directors (Atlanta Chapter)

Name of Program Terry/NACD Directors’ College

Length of Program 2 days

Cost of Program $1800 ($1500 for NACD members or +1 participant from the
same organization)

Description The Terry College of Business/NACD Directors’ College focuses
on of Course the increasingly critical and challenging role corporate boards play

in business organizations. The program develops the skills and
insight needed to function as an informed, contributing board
director. By combining the practical knowledge of experienced
business executives with conceptual frameworks developed by
highly acclaimed Terry College of Business faculty, the program
highlights the strategic significance of the corporate board and the
tools required to effectively monitor company performance.

An overview of the course materials:

• Compliance issues
• Shareholder law suits
• Business judgment rule
• Recent court cases and how they may apply to you
• Board minutes
• D&O liability coverage

• What do financial statements show and what directors should
know about them
• Brief overview of financial statements
• Case studies relating to fraud and legal actions
• Signs of trouble and indications of fraud
• What the board can do about it
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Description of • Ways in which the board can improve corporate performance
Course (cont.) • Relationship between corporate governance and corporate

performance
• Executive compensation
• CEO evaluation
• Succession planning
• Board evaluation
• Importance of independence and diversity

• Roles, responsibilities, and expectations of directors
• Legal obligations
• Duty of care and loyalty
• Different oversight committees

• Emerging issues
• Regulation FD
• SEC actions and rules
• Institutional investor activism
• Stock analyst’ focus on the board
• Size and composition of the board

Contact Richard L. Daniels
Information Associate Dean for Executive Programs, Professor of Management

Terry College of Business
278 Brooks Hall
Athens, GA 30602-6262
E-mail: rdaniels@terry.uga.edu
Phone: 706-542-8393
Fax: 706-542-3835
www.terry.uga.edu/exec_ed/director_education/index.php
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Appendix D

Annotated Form 
of Compensation
Committee Charter

This Appendix contains an annotated form of compensation committee charter, as
well as the compensation committee charters for Amgen, Apple Computer, Gold-
man Sachs, General Electric, and Revlon.

[CORPORATE NAME]
COMPENSATION COMMITTEE CHARTER

Purpose and Responsibilities1

The Compensation Committee (the “Committee”) shall be responsible for:

• Discharging the Board of Directors responsibilities relating to the compensation
of [corporate name] (the “Company”) executives.

• Producing an annual report on executive compensation for inclusion in the
Company’s [proxy statement for the annual meeting of [stockholders] [share-
holders2]] [annual report filed on Form 10-K with the Securities and Exchange
Commission], in accordance with applicable rules and regulations.

Composition of the Committee

The members of the Committee shall be independent3 directors meeting the re-
quirements of the [New York Stock Exchange4][Nasdaq National Market5] and

365

1See NYSE Rule 303A.5(b)(i).
2See corporate code of state of incorporation for proper term.
3See NYSE Rule 303A.5(a) and Nasdaq Rule 4350(c)(3)(A)(ii) and 4350(c)(3)(C).
4See NYSE Rule 303A.2(a) and (b) for independence requirements.
5See Nasdaq Rule 4200(a)(15) for independence requirements.

ch17_4312.qxd  8/24/04  11:10 AM  Page 365



appointed by the Board of Directors on the recommendation of the Nominating
and Corporate Governance Committee.6 The Chairman of the Committee shall be
designated by the Board of Directors. In the absence of the Chairperson, the
members of the Committee may designate a chairman by majority vote. The Board
of Directors may at any time remove one or more directors as members of the Com-
mittee and may fill any vacancy on the Committee.7 The Committee may form and
delegate authority to subcommittees when appropriate. At least two of the direc-
tors appointed to serve on the Committee shall be “nonemployee directors”
(within the meaning of Rule 16b-3 promulgated under the Securities Exchange
Act of 1934, as amended) and “outside directors” (within the meaning of Section
162(m) of the Internal Revenue Code of 1986, as amended, and the regulations
thereunder).

Operations of the Committee

The Committee shall:

• Annually review and approve all Company goals and objectives relevant to the
chief executive officer’s compensation (as directed by the board)

• Annually evaluate the chief executive officer’s performance in light of the Com-
pany’s goals and objectives

• Annually [together with the other independent directors] determine and approve
the chief executive officer’s base salary and incentive compensation levels based
on the Committee’s evaluation of the chief executive officer’s performance rela-
tive to the Company’s goals and objectives8

• Annually review, evaluate and [determine] [make recommendations to the Board
of Directors with respect to] the base salary level and incentive compensation
levels of other executive officers of the Company9

366 Annotated Form of Compensation Committee Charter

6See NYSE Rule 303A.4. Also note that current Nasdaq rules do not require listed compa-
nies to have a nominating/corporate governance committee and do not require the adoption
of corporate governance guidelines.
7See second paragraph of commentary to NYSE Rule 303A.5.
8See NYSE Rule 303A.5(b)(i)(A) and Nasdaq Rule 4350(c)(3)(A). Under NYSE standards,
the compensation committee alone may approve the corporate goals and objectives relative to
CEO compensation and evaluate the CEO’s performance in light of such goals and objectives,
but the Board may direct that the other independent directors may participate in determining
and approving the CEO’s compensation level based on this evaluation. Under Nasdaq stan-
dards, compensation of the CEO may be determined, or recommended to the Board for de-
termination, either by the compensation committee or a majority of the independent directors,
and the chief executive officer may not be present during voting or deliberations.
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• Make recommendations to the Board of Directors with respect to the Company’s
incentive-compensation plans and equity-based compensation plans10

• Make regular reports to the Board of Directors concerning the activities of the
Committee11

• Perform an annual performance evaluation of the Committee12

• Perform any other activities consistent with this Charter, the Company’s [Certifi-
cate][Articles]13 of Incorporation and Bylaws and governing law as the Commit-
tee or the Board of Directors deem appropriate

To these ends, the Committee shall have and may exercise all the powers and
authority of the Board of Directors to the extent permitted under Section [Autho-
rizing Statute of State of Incorporation] of the [State of Incorporation][General
Corporation Law].

The Committee may determine, from time to time, the advisability of retain-
ing a compensation consultant to assist in the evaluation of chief executive officer
or other executive officer compensation. The Committee has the authority to retain,
at Company expense, and terminate a compensation consultant, including sole au-
thority to approve the consultant’s fees and other retention terms.14

Committee Meetings

The Committee shall meet at least [two] times per year. One such meeting shall be
held at a time when the Committee can review and recommend annual base salary
and incentive awards as described previously. The other meeting[s] shall be held
at the discretion of the Chairperson of the Committee. Minutes of each of these
meetings shall be kept.
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9See NYSE Rule 303A.5(b)(i)(A) and Nasdaq Rule 4350(c)(3)(B). Under NYSE standards,
the compensation committee may itself determine, or may make recommendations to the
Board with respect to, compensation of executive officers other than the CEO. Under Nas-
daq standards, compensation of the non-CEO executive officers may be determined, or rec-
ommended to the Board for determination, either by the compensation committee or a
majority of the independent directors, and the chief executive officer may be present during
voting or deliberations.
10See NYSE Rule 303A.5(b)(i)(B).
11See second paragraph of commentary to NYSE Rule 303A.5.
12See NYSE Rule 303A.5(b)(ii).
13See corporate code of state of incorporation for proper term.
14See third paragraph of commentary to NYSE Rule 303A.5.
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AMGEN, INC. 
COMPENSATION AND MANAGEMENT DEVELOPMENT COMMITTEE
OF THE BOARD OF DIRECTORS CHARTER

Purpose

The Compensation and Management Development Committee (the “Committee”)
of the Board of Directors (the “Board”) assists the Board in fulfilling its fiduciary re-
sponsibilities with respect to the oversight of the Company’s affairs in the areas of
compensation plans, policies, and programs of the Company, especially those re-
garding executive compensation, employee benefits, and producing an annual report
on executive compensation for inclusion in the Company’s proxy materials in ac-
cordance with applicable rules and regulations and assists the Board in oversight of
Executive Talent Management. The Committee shall ensure that compensation pro-
grams are designed to encourage high performance, promote accountability and ad-
herence to Company values and the code of conduct, assure that employee interests
are aligned with the interests of the Company’s stockholders, serve the long-term
best interests of the Company, and that the Executive Management Development
processes are designed to attract, develop, and retain talented leadership to serve the
long-term best interests of the company.

The Committee shall have the authority to undertake the specific duties and
responsibilities described below and the authority to undertake such other duties
as are assigned by law, the Company’s certificate of incorporation or bylaws, or by
the Board.

Membership

The Committee shall be composed of at least three (3) members of the Board, one
of whom shall be designated by the Board as the Chair.

Each member of the Committee shall (1) qualify as independent under the Nas-
daq listing requirements, (2) be a “nonemployee director” within the meaning of
Rule 16b-3 of the Securities Exchange Act of 1934, as amended, (3) be an “outside
director” under the regulations promulgated under Section 162(m) of the Internal
Revenue Code of 1986, as amended (the “Code”), and (4) be otherwise free from
any relationship that, in the judgment of the Board, would interfere with his or her
exercise of business judgment as a Committee member.

Meetings and Procedures

The Committee shall hold at least four (4) regularly scheduled meetings each year.
In discharging its responsibilities, the Committee shall have sole authority to,

as it deems appropriate, select, retain, and/or replace, as needed, compensation and
benefits consultants and other outside consultants to provide independent advice

368 Annotated Form of Compensation Committee Charter
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to the Committee. In addition, the Committee shall have free access to Company
staff personnel to provide data and advice in connection with the Committee’s re-
view of management compensation practices and policies and leadership devel-
opment processes and practices.

The Committee shall maintain written minutes or other records of its meet-
ings and activities. Minutes of each meeting of the Committee shall be distributed
to each member of the Committee and other members of the Board. The Secretary
of the Company shall retain the original signed minutes for filing with the corpo-
rate records of the Company.

The Chair of the Committee shall report to the Board following meetings of
the Committee and as otherwise requested by the Chairman of the Board.

Responsibilities

The Committee shall be responsible for:

1. Overseeing succession planning for senior management of the Company, in-
cluding consulting on an ongoing basis with the chief executive officer and
the Board to remain abreast of management development activities, including
a review of the performance and advancement potential of current and future
senior management and succession plans for each and reviewing the retention
of high-level, high-potential succession candidates.

2. Assessing the overall compensation structure of the Company and adopting a
written statement of compensation philosophy and strategy, selecting an ap-
propriate peer group, and periodically reviewing executive compensation in
relation to this peer group.

3. Reviewing and approving corporate goals and objectives relating to the com-
pensation of the Chief Executive Officer, evaluating the performance of the
Chief Executive Officer in light of the goals and objectives, and making ap-
propriate recommendations for improving performance. The Committee shall
establish the compensation of the Chief Executive Officer based on such eval-
uation. In performing the foregoing functions, the Chair of the Committee
shall solicit comments from the other members of the Board and shall lead the
Board in an overall review of the Chief Executive Officer’s performance in an
executive session of nonemployee Board members. Final determinations re-
garding the performance and compensation of the Chief Executive Officer
will be conducted in an executive session of the Committee and be reported
by the Chair of the Committee to the entire Board during an independent ses-
sion of the Board.

4. Reviewing and approving all compensation for all other officers of the Com-
pany; evaluating the responsibilities and performance of other executive offi-
cers and making appropriate recommendations for improving performance.

Compensation and Management Development Committee 369
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5. Recommending policies to the Board regarding minimum retention and own-
ership levels of Company common stock by officers.

6. Administering and reviewing all executive compensation programs and
equity-based plans of the Company. The Committee shall have and shall ex-
ercise all the authority of the Board of Directors with respect to administering
such plans, including approving amendments thereto.

7. Making recommendations to the Board with respect to incentive compensa-
tion plans and equity-based plans.

8. Approving, amending, and terminating ERISA-governed employee benefit
plans.

9. Preparing and approving the Report of the Compensation Committee to be in-
cluded as part of the Company’s annual proxy statement.

10. Conducting an annual evaluation of the effectiveness of the Committee.

The Committee shall have the authority to delegate its functions to a subcommittee
thereof.

For purposes of this Charter, “compensation” shall include, but not be limited
to, cash or deferred payments, incentive and equity compensation, benefits and
perquisites, employment, retention and/or termination/severance agreements, and
any other programs that pursuant to the regulations of the Securities and Exchange
Commission or Internal Revenue Service (or successor organizations, if applicable),
would be considered compensation. In addition, “officer” shall be as defined in Sec-
tion 16 of the Securities Exchange Act of 1934, and Rule 16a-1 thereunder.

The Committee shall review and reassess the Committee’s charter on a peri-
odic basis and submit any recommended changes to the Board for its consideration.

The Committee shall perform such other functions and have such other pow-
ers as may be necessary or convenient in the efficient discharge of the foregoing.

APPLE COMPUTER, INC.
COMPENSATION COMMITTEE CHARTER

There shall be a Committee of the Board of Directors to be known as the Com-
pensation Committee with purpose, composition, duties, and responsibilities, as
follows:

Purpose of the Committee. The Committee shall (i) establish and modify com-
pensation and incentive plans and programs, and (ii) review and approve compen-
sation and awards under compensation and incentive plans and programs for elected
officers of the Corporation, and (iii) be the administering committee for certain
stock option and other stock-based plans as designated by the Board.

370 Annotated Form of Compensation Committee Charter
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Composition. The members of the Committee shall be appointed by the Board of
Directors. The Committee will be composed of not less than three Board members.
Each member shall be “independent” in accordance with applicable law, including
the rules and regulations of the Securities and Exchange Commission and the rules
of the Nasdaq Stock Market. The Chairman of the Committee shall be designated by
the Board of Directors. The Chairman of the Board, any member of the Committee,
or the Secretary of the Corporation may call meetings of the Committee.

Authority and Resources. The Committee may request any officer or employee of
the Corporation or the Corporation’s outside counsel to attend a Committee meeting.
The Committee has the right at any time to obtain advice, reports, or opinions from
internal and external counsel and expert advisors and has the authority to hire inde-
pendent legal, financial, and other advisors as it may deem necessary, at the Corpo-
ration’s expense, without consulting with, or obtaining approval from, any officer of
the Corporation in advance.

Duties and Responsibilities. The duties of the Committee shall include:

• Review periodically and approve all compensation and incentive plans and pro-
grams (other than those administered by the Benefits Committee).

• Conduct and review with the Board of Directors an annual evaluation of the per-
formance of all executive officers, including the Chief Executive Officer (CEO).

• Review periodically and fix the salaries, bonuses, and perquisites of elected of-
ficers of the Corporation and its subsidiaries, including the CEO.

• Act as administering committee of the Corporation’s various stock plans and eq-
uity arrangements that may be adopted by the Corporation from time to time, with
such authority and powers as are set forth in the respective plans’ instruments,
including but not limited to the granting of options to employees.

• Review for approval or disapproval special hiring or termination packages for
officers and director-level employees of the Corporation and its subsidiaries that
go beyond the Board’s adopted criteria for management authority, if it is deter-
mined by the members of the Committee that approval by the full Board is not
necessary.

• To the extent it deems necessary, recommend to the Board of Directors the es-
tablishment or modification of employee stock-based plans for the Corporation
and its subsidiaries.

• To the extent it deems necessary, review and advise the Board of Directors re-
garding other compensation plans.

• To prepare an annual Compensation Committee Report for inclusion in the Cor-
poration’s proxy statement.
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• Review the Committee charter, structure, process, and membership requirements
at least once a year.

• Report to the Board of Directors concerning the Committee’s activities.

The Committee can delegate any of its responsibilities to the extent allowed
under applicable law.

Exceptions. Notwithstanding any implication to the contrary above:

• The Committee shall not be empowered to review or approve broad-based em-
ployee benefit plans (such as medical or insurance plans) not specifically dele-
gated to the Committee, and the consideration and approval of any such plans
shall remain the responsibility of the Board, the Benefits Committee, or the offi-
cers of the Corporation and its subsidiaries, depending on the amounts involved.

• In making its determination regarding compensation and plans that it is respon-
sible for administering, the Committee shall take into account compensation re-
ceived from all sources, including plans or arrangements that it is not responsible
to administer.

• The Committee should take into consideration the tax-deductibility requirements
of Section 162(m) of the Internal Revenue Code when reviewing and approving
compensation for executive officers and, if deemed advisable, have such com-
pensation approved by no less than two outside Committee members. If the
Committee does not have two outside directors as defined in Section 162(m) of
the Internal Revenue Code, such compensation should be approved by a major-
ity of the outside Board members.

• The Committee shall not be empowered to approve matters that applicable law,
the Corporation’s charter, or the Corporation’s bylaws require be approved by
a vote of the whole Board.

THE GOLDMAN SACHS GROUP, INC.
COMPENSATION COMMITTEE CHARTER

Amended and restated as of January 2004

Purpose of Committee

The purpose of the Compensation Committee (the “Committee”) of the Board of
Directors (the “Board”) of The Goldman Sachs Group, Inc. (the “Company”) is to:

a. Determine and approve the compensation of the Company’s Chief Executive
Officer (the “CEO”)
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b. Make recommendations to the Board with respect to non-CEO compensation,
incentive-compensation plans and equity-based plans

c. Assist the Board in its oversight of the development, implementation, and effec-
tiveness of the Company’s policies and strategies relating to its human capital
management function, including but not limited to those policies and strategies
regarding recruiting, retention, career development, and progression, manage-
ment succession (other than that within the purview of the Corporate Governance
and Nominating Committee), diversity, and employment practices

d. Prepare any report on executive compensation required by the rules and regu-
lations of the Securities and Exchange Commission (the “SEC”).

Committee Membership

The Committee shall consist of no fewer than three members of the Board. The
members of the Committee shall each have been determined by the Board to be “in-
dependent” under the rules of the New York Stock Exchange, Inc. At least two
members of the Committee should qualify as “Nonemployee Directors” for the pur-
poses of Rule 16b-3 under the Securities Exchange Act of 1934, as in effect from
time to time (“Rule 16b-3”), and as “outside directors” for the purposes of Section
162(m) of the Internal Revenue Code, as in effect from time to time (“Section
162(m)”). No member of the Committee may (except in his or her capacity as a
member of the Committee, the Board or any other Board committee) receive, di-
rectly or indirectly, any consulting, advisory or other compensatory fee from the
Company, other than fixed amounts of compensation under a retirement plan (in-
cluding deferred compensation) for prior service with the Company (provided that
such compensation is not contingent in any way on continued service).

Members shall be appointed by the Board based on the recommendations of
the Corporate Governance and Nominating Committee and shall serve at the plea-
sure of the Board and for such term or terms as the Board may determine.

Committee Structure and Operations

The Board, taking into account the views of the Chairman of the Board, shall des-
ignate one member of the Committee as its chairperson. The Committee shall meet
at least three times a year, with further meetings to occur, or actions to be taken by
unanimous written consent, when deemed necessary or desirable by the Commit-
tee or its chairperson.

The Committee may invite such members of management and other persons to
its meetings as it may deem desirable or appropriate. The Committee shall report
regularly to the Board summarizing the Committee’s actions and any significant is-
sues considered by the Committee.
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Committee Duties and Responsibilities

The following are the duties and responsibilities of the Committee:

1. In consultation with senior management, to make recommendations to the Board
as to the Company’s general compensation philosophy and to oversee the de-
velopment and implementation of compensation programs.

2. To review and approve those corporate goals and objectives established by the
Board that are relevant to the compensation of the CEO, evaluate the perfor-
mance of the CEO in light of those goals and objectives, and determine and ap-
prove the CEO’s compensation level based on this evaluation. As part of this
evaluation, the Committee shall consider the evaluation of the CEO conducted by
the Corporate Governance and Nominating Committee. In determining the long-
term incentive component of CEO compensation, the Committee shall consider,
among other factors, the Company’s performance and relative shareholder return,
the value of similar incentive awards to chief executive officers at the Company’s
principal competitors and other comparable companies, and the awards given to
the CEO in past years.

3. To review and approve the annual compensation of the Company’s executives
and any new compensation programs applicable to such executives, to make
recommendations to the Board with respect to the Company’s non-CEO com-
pensation, incentive compensation plans, and equity-based plans, including the
Amended and Restated Stock Incentive Plan, the Defined Contribution Plan,
the Partner Compensation Plan, and the Restricted Partner Compensation Plan,
to oversee the activities of the individuals and committees responsible for ad-
ministering these plans, and to discharge any responsibilities imposed on the
Committee by these plans.

4. To review periodically, as it deems appropriate:

• Benefits and perquisites provided to the Company’s executives

• Employment agreements, severance arrangements, and change-in-control
agreements and provisions relating to the Company’s executives

5. To review annually the application of the compensation process to the Com-
pany’s investment research professionals and assess whether that process re-
mains consistent with the Company’s Investment Research Principles and the
requirements of Section I.5 of Addendum A to the global research settlement
to which the Company is a party.

6. To review the Company’s policies on the tax deductibility of compensation paid
to “covered employees” (as defined by Section 162(m)), and, as and when re-
quired, to administer plans, establish performance goals, and certify that perfor-
mance goals have been attained for purposes of Section 162(m).
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7. To discuss with management periodically, as it deems appropriate:

• Reports from management regarding the development, implementation, and
effectiveness of the Company’s policies and strategies relating to its human
capital management function, including but not limited to those policies and
strategies regarding recruiting, retention, career development and progres-
sion, management succession (other than that within the purview of the Cor-
porate Governance and Nominating Committee), diversity, and employment
practices

• Reports from management relating to compensation guarantees

• Reports from management regarding the Company’s regulatory compliance
with respect to compensation matters

8. To prepare and issue the report and evaluation required under “Committee Re-
ports” below.

9. To discharge any other duties or responsibilities delegated to the Committee by
the Board from time to time.

Committee Reports

The Committee shall produce the following report and evaluation and provide
them to the Board:

1. An annual Report of the Compensation Committee on Executive Compensa-
tion for inclusion in the Company’s annual proxy statement in accordance with
applicable SEC rules and regulations.

2. An annual performance evaluation of the Committee, which evaluation shall
compare the performance of the Committee with the requirements of this charter.
The performance evaluation shall also include a review of the adequacy of this
charter and shall recommend to the Board any revisions the Committee deems
necessary or desirable, although the Board shall have the sole authority to amend
this charter. The performance evaluation shall be conducted in such manner as
the Committee deems appropriate.

Delegation to Subcommittee

The Committee may, at its discretion, delegate all or a portion of its duties and
responsibilities to a subcommittee of the Committee, whether or not such delega-
tion is specifically contemplated under any plan or program. In particular, the Com-
mittee may delegate the approval of award grants and other transactions and
other responsibilities regarding the administration of compensatory programs to
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a subcommittee consisting solely of members of the Committee who are (i) “Non-
employee Directors” for the purposes of Rule 16b-3, and/or (ii) “outside directors”
for the purposes of Section 162(m).

Resources and Authority of the Committee

The Committee shall have the resources and authority appropriate to discharge its
duties and responsibilities, including the authority to select, retain, terminate, and
approve the fees and other retention terms of special counsel or other experts or
consultants, as it deems appropriate, without seeking approval of the Board or man-
agement. With respect to compensation consultants retained to assist in the evalu-
ation of CEO or executive compensation, this authority shall be vested solely in the
Committee.

GENERAL ELECTRIC COMPANY
MANAGEMENT DEVELOPMENT AND COMPENSATION 
COMMITTEE CHARTER

The Management Development and Compensation Committee of the board of di-
rectors of General Electric Company shall consist of a minimum of three directors.
Members of the committee shall be appointed by the board of directors upon the
recommendation of the Nominating and Corporate Governance Committee and
may be removed by the board of directors in its discretion. All members of the com-
mittee shall be independent directors, and shall satisfy GE’s independence guide-
lines for members of the Management Development and Compensation Committee.

The purpose of the committee shall be to carry out the board of directors’
overall responsibility relating to executive compensation.

In furtherance of this purpose, the committee shall have the following author-
ity and responsibilities:

1. To assist the board in developing and evaluating potential candidates for exec-
utive positions, including the chief executive officer, and to oversee the devel-
opment of executive succession plans.

2. To review and approve on an annual basis the corporate goals and objectives
with respect to compensation for the chief executive officer. The committee shall
evaluate at least once a year the chief executive officer’s performance in light
of these established goals and objectives, and based upon these evaluations shall
set the chief executive officer’s annual compensation, including salary, bonus,
incentive, and equity compensation.

3. To review and approve on an annual basis the evaluation process and compen-
sation structure for the company’s officers. The committee shall evaluate the
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performance of the company’s senior executive officers and shall approve the
annual compensation, including salary, bonus, incentive, and equity compensa-
tion, for such senior executive officers. The committee shall also provide over-
sight of management’s decisions concerning the performance and
compensation of other company officers.

4. To review the company’s incentive compensation and other stock-based plans
and recommend changes in such plans to the board as needed. The committee
shall have and shall exercise all the authority of the board of directors with re-
spect to the administration of such plans.

5. To maintain regular contact with the leadership of the company. This should in-
clude interaction with the company’s leadership development institute, review
of data from the employee survey, and regular review of the results of the an-
nual leadership evaluation process.

6. To prepare and publish an annual executive compensation report in the com-
pany’s proxy statement.

The committee shall have the authority to delegate any of its responsibilities to
subcommittees as the committee may deem appropriate in its sole discretion.

The committee shall have authority to retain such compensation consultants,
outside counsel, and other advisors as the committee may deem appropriate at its
sole discretion. The committee shall have sole authority to approve related fees
and retention terms.

The committee shall report its actions and any recommendations to the board
after each committee meeting and shall conduct and present to the board an annual
performance evaluation of the committee. The committee shall review at least an-
nually the adequacy of this charter and recommend any proposed changes to the
board for approval.

REVLON, INC. 
COMPENSATION COMMITTEE CHARTER

In accordance with Article IV of the By-Laws of Revlon, Inc. (the “Company”) and
applicable laws, rules and regulations, there will be a standing committee of the
Board of Directors of the Company (the “Board”) known as the Compensation and
Stock Plan Committee (the “Compensation Committee”).

I. Organization

The Compensation Committee will consist of three or more directors of the
Company.
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The Board will endeavor to ensure that the Compensation Committee will at
all times have at least two members who are “outside directors” pursuant to Sec-
tion 162(m) of the Internal Revenue Code, as amended, and as defined in Treasury
Reg. Section 1.162-27(e)(3), as may be amended from time to time. Further, the
Board will endeavor to ensure that at least two members of the Compensation Com-
mittee are “nonemployee directors” pursuant to Rule 16b-3(b))(3)(i) under the Se-
curities and Exchange Act of 1934, as amended from time to time.

The Board will appoint the members of the Compensation Committee annu-
ally. Each member will serve until his or her successor is appointed.

II. Meetings

The Compensation Committee will meet as often as it determines is necessary or
desirable, but not less frequently than quarterly. The Compensation Committee
may from time to time decide to act by unanimous written consent in lieu of a
meeting. 

The Chairman of the Compensation Committee will preside at each meeting
of the Compensation Committee and, in consultation with the other members of
the Compensation Committee and the Company’s Secretary, will set the agenda of
items to be addressed at each upcoming meeting. Each member of the Compen-
sation Committee may suggest the inclusion of items on such agenda, and may
raise at any Compensation Committee meeting appropriate and relevant business
subjects that are not on the agenda for that meeting. The Chairman of the Com-
pensation Committee and the Company’s Secretary will endeavor to ensure, to the
extent feasible, that the agenda for each upcoming meeting of the Compensation
Committee is circulated to each member of the Compensation Committee in ad-
vance of the meeting.

III. Authority and Responsibilities

The Compensation Committee will have the following authority and principal di-
rect responsibilities:

a. Reviewing and approving corporate goals and objectives relevant to the com-
pensation of the Company’s Chief Executive Officer, evaluating the CEO’s
performance in light of those goals and objectives and determining, either as a
committee or together with the Board’s other independent directors (as directed
by the Board), the CEO’s compensation level based on such evaluation

b. Reviewing and approving the compensation plans, incentive compensation plans,
and equity-based plans established for the Company’s and its subsidiaries’ Sec-
tion 16 officers other than the CEO and such other employees of the Company as
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the Compensation Committee may determine to be necessary or desirable from
time to time

c. Producing the Board’s annual Compensation Committee Report on Executive
Compensation for inclusion in the Company’s proxy statement, in accordance
with applicable rules and regulations

d. Administering the Revlon, Inc. Fourth Amended and Restated 1996 Stock Plan,
the Revlon, Inc. 2002 Supplemental Stock Plan, and the Revlon Executive
Bonus Plan, in each case as may be amended and in effect from time to time,
as well as any other stock plans, executive bonus plans, or other incentive com-
pensation plans or arrangements of the Company and its subsidiaries, as may be
in effect from time to time

e. Conducting an annual self-evaluation
f. Appointing subcommittees to perform any or all of its functions and to delegate

to appropriate Company officers execution of certain actions as may be appro-
priate from time to time

g. Performing any other activities consistent with this Charter and the Company’s
By-Laws or as required under the rules and regulations of the Securities and Ex-
change Commission and the New York Stock Exchange, as in effect from time
to time

Publication Date: January 31, 2004
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Appendix E

Sample Compensation
Committee Reports

This Appendix contains the compensation committee reports for Pfizer, Intel, and
General Electric contained in those companies’ proxy statements filed with the Se-
curities and Exchange Commission in 2004.

PFIZER INC. COMPENSATION COMMITTEE REPORT

Overview of Compensation Philosophy and Program

The Compensation Committee establishes the salaries and other compensation of
the executive officers of the Company, including its Chairman and CEO and other
executive officers named in the Compensation Table (the “Named Executive Offi-
cers”). The Committee consists entirely of independent Directors who are not offi-
cers or employees of the Company. There were eleven meetings of the Committee
in 2003, of which three involved executive sessions with no Pfizer employees pre-
sent for all or a portion of the meeting. In accordance with the Committee’s Charter,
the Committee engages an independent compensation consultant to advise the Com-
mittee on all matters related to CEO and other executive compensation.

The Company’s executive compensation program consists of salaries, Exec-
utive Annual Incentive Awards and long-term incentive compensation and is de-
signed to:
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• retain executive officers by paying them competitively, motivate them to con-
tribute to the Company’s success and reward them for their performance;

• link a substantial part of each executive officer’s compensation to the perfor-
mance of both the Company and the individual executive officer; and

• encourage significant ownership of Company common stock by executive
officers.

The Committee also intends that all incentive compensation paid to the Named
Executive Officers will be deductible for federal income tax purposes.

Evaluation of Executive Performance in 2003

The Committee does not rely solely on predetermined formulas or a limited set of
criteria when it evaluates the performance of the Chairman and CEO and the
Company’s other executive officers.

In 2003, the Committee considered management’s continuing achievement of
its short and long-term goals, including:

• the financial, operational and strategic merits of business development, notably
the acquisition of Pharmacia;

• improving operating margins;

• revenue growth versus industry;

• earnings-per-share growth;

• exceeding the merger-related synergy/cost savings targets relating to the Phar-
macia merger;

• continued optimization of organizational effectiveness and productivity;

• managing increased scale;

• responding to customer value expectations;

• the breadth of the current product portfolio, and the acceptance of those prod-
ucts in the marketplace, which drove considerable sales growth, resulting in fur-
thering the Company’s position as the number one pharmaceutical company;

• the number of promising product candidates under development by the Com-
pany; and

• the development of talent and leadership throughout the Company.

The Committee also considers management’s responses to the changes occurring
within the global marketplace for health-care products and services. The discov-
ery by the pharmaceutical industry of innovative medicines that effectively treat
chronic as well as acute health problems has focused attention on the issues of
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access and adequate third-party coverage for prescription drugs, particularly for
low-income individuals and the elderly, both in the U.S. and other key markets
(e.g., Japan). It is the Committee’s opinion that management continues to effec-
tively develop and implement strategies within the marketplace and at the local
and federal levels of government to address these issues, enabling the Company to
remain a leader in the health-care industry. The success of these efforts and their
benefits to the Company cannot, of course, be quantifiably measured, but the
Committee believes they are vital to the Company’s continuing success.

Total Compensation

To establish target total compensation levels of Company executives, the Commit-
tee considers total compensation in the competitive market. The total compensa-
tion package for each executive is broken down into the three basic components of
salary, annual incentive, and long-term incentive, as discussed in more detail
below. No executive officer of the Company is receiving compensation from any
subsidiary or affiliated organization of the Company. The Company intends to con-
tinue its strategy of compensating its executives through programs that emphasize
performance-based incentive compensation. To that end, Dr. McKinnell’s compen-
sation is tied directly to the performance of the Company and is structured so that,
due to the nature of the business, there is an appropriate balance between the long-
term and short-term performance of the Company. We believe that it is imperative
to balance these pay components. Target salary and bonus levels are generally set
at the median of the Peer Group (as described with the Performance Graph) and a
select group of large global companies, based on available survey data, after adjust-
ing the data to reflect Pfizer’s scale and scope relative to that of the comparison
companies. For 2003, the actual total compensation of Dr. McKinnell and the other
Named Executive Officers generally fell in the upper quartile of total compensa-
tion paid to executives holding equivalent positions in these companies. The Com-
mittee believes that this position was consistent with the outstanding performance
and relative market capitalization of the Company compared to these companies.

Salaries

The 2003 salaries of the Named Executive Officers are shown in the “Salary” col-
umn of the Summary Compensation Table. Dr. McKinnell received a salary of
$2,042,700 for 2003. For 2004, it has been set at $2,270,500, effective April 1. This
effective date of April 1 represents a change from the previous effective date for
merit increases of January 1, used in 2003 and earlier. In order to consolidate the
planning of merit increases for all U.S. employees, which has historically occurred
at various times throughout the year for different sites and employee groups, we
have transitioned those various merit increase dates to a common effective date of
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April 1. As a result of this change in effective date, the merit increases for the
Named Executive Officers, along with a large portion of the U.S. employee pop-
ulation, reflect a 15-month period since their last merit increase. All affected em-
ployees will receive a single payment to mitigate the impact of this change in
effective date. This payment for Dr. McKinnell will be in the amount of $11,350,
and will be paid to him shortly after April 1, 2004.

Executive Annual Incentive Awards

In 1997, the Board of Directors adopted and the shareholders approved the Pfizer
Inc. Executive Annual Incentive Plan. Under the terms of this Plan, a maximum
award of 0.3% of Adjusted Net Income as defined in the Plan was established for
each employee participating in the Plan. This maximum exceeds the current level
of Annual Incentive Awards made by the Committee, and the Committee will con-
tinue to base the awards on Company and individual performance criteria within
the established maximum.

For 2003, an Annual Incentive Award of $4,607,400 for Dr. McKinnell was
approved by the Committee and confirmed by the Board. The Annual Incentive
Awards for 2003 paid to each of the Named Executive Officers are shown in the
“Bonus” column of the Summary Compensation Table.

Long-Term Incentive Compensation

In 2003, Dr. McKinnell and the other executive officers participated in the Com-
pany’s long-term incentive compensation program which consists of stock options
and Performance-Contingent Share Awards. Stock options granted to Dr. McKin-
nell and the other Named Executive Officers, when combined with the value of the
Performance-Contingent Shares that these officers may potentially earn, have, until
2003, been targeted to fall at the median of the value of long-term incentives granted
by the Peer Group to executive officers holding comparable positions. In 2003, the
Company began moving the targeted positioning toward the 75th percentile of the
comparison companies in order to emphasize and support sustained exceptional
performance, given the long-term, high-risk nature of our core business.

In 2003, the Committee granted restricted stock to certain executives of the
Company for retention purposes. Dr. McKinnell did not receive this award; how-
ever, the other Named Executive Officers received awards as shown in the Sum-
mary Compensation Table and its related footnotes.

As a result of the acquisition of Pharmacia, the Committee has recommended
to the Board of Directors that a new Stock Plan be submitted for shareholder ap-
proval. This plan, included in Annex 6 and described in Item 3 of this Proxy
Statement, will provide a basis for future stock options and awards, which are
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designed to attract, retain and motivate our employees. If the new Plan is ap-
proved by shareholders, no future awards will be granted from the current plans;
however, stock options and awards granted prior to the adoption of the new Plan
will continue to be governed by the current Plans.

For 2004, the Compensation Committee has reduced the target stock option
award for the CEO by 40% and has increased the target Performance-Contingent
Share Award by an equivalent value to emphasize the importance of Company
performance on both measures (total shareholder return and change in earnings
per share) relative to the performance of the Peer Group. The target awards for Dr.
McKinnell in 2004 are 300,000 options and 265,000 performance-contingent
shares.

(a) Stock Options

The Committee granted stock options to each executive officer in February 2003
under the Company’s 2001 Stock and Incentive Plan.

The Named Executive Officers were awarded the number of stock options
shown in the table headed “Option Grants in 2003.” As shown in the table, the stock
option grants vest ratably on the third, fourth and fifth anniversary of the stock op-
tion grant. Dr. McKinnell was awarded 1,000,000 stock options in 2003.

(b) Performance-Contingent Share Awards

The Committee established awards for Dr. McKinnell and other executive officers,
including the other Named Executive Officers, for the 2003-2007 performance pe-
riod under the 2001 Performance-Contingent Share Award Plan. Payments pur-
suant to the awards are determined by using a non-discretionary formula comprised
of the following two performance criteria measured over the applicable perfor-
mance period relative to the performance of the Peer Group:

• total shareholder return; and

• Diluted earnings per share growth.

The performance formula weighs the two criteria equally. If our performance in
both measures is below the threshold level relative to the Peer Group, then no
Performance-Contingent Shares will be earned. To the extent that the Company’s
performance on either or both measures exceeds the threshold performance level
relative to the Peer Group, a varying amount of shares of common stock up to the
maximum will be earned.

The total number of shares earned by each of the Named Executive Officers
for the performance periods ending December 31, 2003 is shown in footnote 4 to
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the “LTIP Payouts” column of the Summary Compensation Table. The number
of Performance-Contingent Shares that the Named Executive Officers may earn
at the end of the five-year performance period 1/1/2003-12/31/2007 is shown in
the table headed “Long-Term Incentive Plan Awards in 2003.” Dr. McKinnell
earned 75,060 shares for the 1999-2003 performance period, and the number of
Performance-Contingent Shares that Dr. McKinnell may earn at the end of the
five-year performance period (1/1/2003-12/31/2007) will range from 0 to 330,000.
In reviewing the Company’s performance relative to the Peer Group and the re-
sulting awards under the program, the Committee determined that the reduction
in the program awards due to the Pharmacia purchase accounting-related costs
were inappropriate, given the substantial favorable impact of the acquisition on
Pfizer Inc. and its shareholders. Therefore, the Committee will grant shares of re-
stricted stock under the 2001 Pfizer Stock and Incentive Plan to the program par-
ticipants, based on the difference in the actual program awards and the awards that
would have been earned if the financial impact of non-cash charges associated
with the acquisition are excluded. The grants will be determined and awarded
shortly after the release of all of the Peer Group companies’ annual reports on
Form 10-K, which will not be filed with the SEC until after the publication of this
Proxy Statement. These restricted shares, if any, will not be deductible by the Com-
pany for tax purposes for the Named Executive Officers and will be disclosed in
the Summary Compensation Table that will be included in the Proxy Statement
relating to our 2005 Annual Meeting of Shareholders.

Stock Ownership Program

The Company maintains stock ownership requirements for its executive and
other officers. “Stock ownership” is defined as stock owned by the officer directly
or through the Company’s Savings Plan, or awarded pursuant to the 2001
Performance-Contingent Share Award Plan or its predecessor Performance-
Contingent Share Award Program, and subsequently deferred. Under the current
guidelines of the program established by the Committee, employee Directors (cur-
rently Dr. McKinnell) are required to own Company common stock equal in value
to at least five times their annual salaries. The program also extends to the other
Named Executive Officers and other members of the Pfizer Leadership Team, who
are required to own Company common stock equal in value to at least four times
their annual salaries. All other elected corporate officers are required to own Com-
pany stock with a value equivalent to three times their annual salaries, and all
other participants in the 2001 Performance-Contingent Share Award Plan are re-
quired to own an amount equal in value to their annual salaries. The Committee has
determined that, as of December 31, 2003, all employees covered by these guide-
lines met their ownership targets.
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The Compensation Committee:

Mr. Burns (Chair)
Mr. Lorch
Dr. Mead
Mr. Raines

INTEL CORPORATION

Report of the Compensation Committee  on Executive
Compensation

The Compensation Committee (the “Committee”) administers Intel’s executive
compensation program. In this regard, the role of the Committee is to oversee
our compensation plans and policies, annually review and approve all executive
officers’ compensation decisions, and administer our stock option plans (includ-
ing reviewing and approving stock option grants to executive officers). The Com-
mittee’s charter reflects these various responsibilities, and the Committee and the
Board periodically review and revise the charter. The Committee’s membership is
determined by the Board and is composed entirely of independent directors. The
Committee meets at scheduled times during the year, and it also considers and takes
action by written consent. The Committee Chairman reports on Committee actions
and recommendations at Board meetings. The Compensation and Benefits Group
in Intel’s Human Resources Department supports the Committee in its work and in
some cases acts pursuant to delegated authority to fulfill various functions in ad-
ministering Intel’s compensation programs. In addition, the Committee has the au-
thority to engage the services of outside advisers, experts and others to assist the
Committee. For the past two years, the Committee has directly engaged an outside
compensation consulting firm to assist the Committee in its review of the com-
pensation for the executive officers.

General Compensation Philosophy

Our general compensation philosophy is that total cash compensation should vary
with Intel’s performance in achieving financial and non-financial objectives, and
that any long-term incentive compensation should be closely aligned with the stock-
holders’ interests. This philosophy applies to all Intel employees, with a more sig-
nificant level of variability and compensation at risk as an employee’s level of
responsibility increases. In 2003, the Committee engaged in a review of the exec-
utive compensation philosophy, with the goal of ensuring the appropriate mix of
fixed and variable compensation linked to individual and corporate performance.
In the course of this review, the Committee sought the advice and input of both an
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outside compensation consultant and Intel management. Through this review, the
Committee also identified the key strategic compensation design priorities for Intel:
employee retention, cost management, the egalitarian treatment of employees, align-
ment with stockholder interests and continued focus on corporate governance. The
Committee also considered whether any changes should be made to Intel’s cash
compensation and stock option programs in support of these strategic priorities.
Intel’s egalitarian focus caused the Committee to decide against consideration of
equity vehicles that may differ between the executive officers and the broad-based
employee population, and endorse the continued use of stock options for long-term
incentive and retention for all employees. This compensation review confirmed
that our compensation program elements individually and in the aggregate strongly
support and reflect the compensation philosophy and strategic design priorities,
both on a cash and long-term incentive basis.

In 2003, the Committee directly engaged an outside compensation consultant
to provide an independent analysis of Intel’s executive compensation program and
practices. The results of the analysis completed by this independent consultant,
and corroborated by management and the Committee, included the following ob-
servations about Intel’s 2003 executive compensation:

• Base salaries are less than the competitive norm.

• Performance-based cash incentives are higher than the market, but when coupled
with base salaries provide total cash compensation that is lower than the market.

• Annual stock option grants, as an incentive for future performance, are targeted
at less than competitive levels.

• Additional stock grants at approximately seven-year intervals, with vesting be-
ginning no earlier than five years from the grant date, are another means for
long-term incentive and retention.

Both the Committee’s review and the outside compensation consultant’s review
of Intel’s executive compensation practices suggest that our executive compensa-
tion has a higher proportion of total compensation delivered through pay-for-
performance incentive and long-term equity compensation, equating to more
compensation risk for Intel’s executives than for the executives of competitor com-
panies. This higher risk is due to the combination of lower-than-market base salaries
and higher-than-market annual pay-for-performance incentive targets and the in-
frequent, long-vesting stock option grants. The higher-than-market compensation
variability employed by Intel is closely linked to the company’s annual financial
results through lower-than-market total cash compensation in times of poor financial
performance. Conversely, in times of excellent performance, the compensation
variability yields higher total cash compensation, rewarding employees for excellent
performance. Our philosophy is to pay higher-than-market average compensation
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over periods of sustained excellent performance. Despite improved company per-
formance in 2003, our total executive cash compensation remained below the
market average because our compensation philosophy requires that we consistently
outperform the market to deliver above-market compensation. We have several
performance-based compensation programs in which the majority of our employ-
ees are eligible to participate. Most Intel employees who are not compensated on
a commission basis participate in a broad-based variable cash incentive program.
Executive officers participate in the Executive Officer Incentive Plan (the “EOIP,”
formerly known as the Executive Officer Bonus Plan).

Total annual cash compensation for the majority of Intel’s employees, includ-
ing its executive officers, consists of the following components:

• Base salary;

• An annual pay-for-performance cash incentive dependent on Intel’s earnings per
share (“EPS”) and performance against business group objectives for the per-
formance period, and an individual incentive target; and

• A semiannual cash award payment based upon company profitability.

Long-term incentive compensation is realized through the grant of stock op-
tions. All general full-time and part-time employees are eligible to receive stock
options, including executive officers. Stock options require Intel stock price ap-
preciation in order for the employees to realize any benefit, thus directly aligning
employee and stockholder interests.

Our employees can also acquire Intel stock through a tax-qualified employee
stock purchase plan, which is generally available to all employees. This plan allows
participants to buy Intel stock at a discount to the market price with up to 10% of
their salary and incentives (subject to certain limits), with the objective of allow-
ing employees to profit when the value of Intel stock increases over time.

Setting Executive Compensation

In setting the annual base salary and individual EOIP pay-for-performance incen-
tive target amount (together, base salary and incentive target are referred to as
“BSIT”) for each executive officer, the Committee reviews executive compensa-
tion information derived from nationally recognized compensation surveys. The
Committee utilizes a cross-industry subset of companies as well as a technology
industry subset of companies generally considered to be comparable to Intel, most
of which are included in the Dow Jones Technology Index. Although the Com-
mittee does not use a specific formula to set pay in relation to this market data, it
generally sets executive officer BSIT below the average salaries for comparable
jobs in the marketplace. However, when Intel’s business groups meet or exceed
certain predetermined financial and non-financial goals, amounts paid under the
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performance-based compensation programs may lead to total cash compensation
levels that are higher than the average cash compensation for comparable jobs.
Conversely, total cash compensation levels may be reduced and become further
behind competitive cash compensation averages in times of poor performance.
While our philosophy is to pay higher-than-market-average compensation in times
of excellent performance (due to higher-than-market pay at risk), in 2003, despite
the successful achievement of business goals and a significant EPS increase, total
executive cash compensation remained lower than the market average.

The Committee reviews the executive officers’ compensation levels for inter-
nal consistency relative to the 100 most highly paid Intel employees. In January
2004, the Committee reviewed the total remuneration that each of the top five most
highly compensated executive officers could potentially receive in each of the next
ten years, under scenarios of continuing employment with the company or upon
retirement from the company. Total remuneration included all aspects of the ex-
ecutive officer’s future cash-convertible benefits, total cash compensation (base
salary plus incentive) from continuing employment, the future value of stock options
under varying stock price growth assumptions and including as applicable the im-
pact of accelerated vesting upon retirement, and the value of any deferred com-
pensation and profit sharing retirement benefits.

Section 162(m) of the Internal Revenue Code of 1986, as amended (the “Tax
Code”), places a limit of $1,000,000 on the amount of compensation that Intel may
deduct in any one year with respect to each of its five most highly paid executive
officers. Certain performance-based compensation approved by stockholders is not
subject to the deduction limit. Intel’s stockholder-approved 1984 Stock Option Plan
and the EOIP are qualified so that awards under such plans constitute performance-
based compensation not subject to Section 162(m) of the Tax Code. To maintain
flexibility in compensating executive officers in a manner designed to promote
varying corporate goals, the Committee has not adopted a policy that all compen-
sation must be deductible.

Base Salary

The Committee reviews the history of and proposals for the compensation of each
of Intel’s executive officers, including cash and equity-based components. In ac-
cordance with our compensation philosophy that total cash compensation should
vary with company performance, the Committee establishes executive officers’
base salaries at levels that it believes are below the average base salaries of exec-
utives of companies it considers comparable to Intel. The Committee also sets ex-
ecutive officers’ base salaries as a percentage of BSIT, taking into account each
officer’s level and amount of responsibility. As a result, a large part of each exec-
utive officer’s potential total cash compensation is variable and dependent upon
Intel’s performance.
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In general, executive officers with the highest level and amount of responsi-
bility have the lowest percentage of their BSIT fixed as base salary and the high-
est percentage of their BSIT variable as their individual incentive target amount.
For example, in 2003, the base salary for Dr. Barrett, Chief Executive Officer, was
50% of his total BSIT. The other executives’ base salaries were determined in the
same manner, but for 2003, the base salary as a percentage of their BSIT ranged
from 50% to 65%, depending on their job responsibilities. Once base salary is fixed,
it does not depend on Intel’s performance.

Performance-Based Compensation

Executive Officer Incentive Plan (EOIP)

The EOIP is a cash-based pay-for-performance incentive program, and its purpose
is to motivate and reward eligible employees for their contributions to Intel’s per-
formance by making a large portion of their cash compensation variable and de-
pendent upon Intel’s performance. EOIP participants have a higher proportion of
their total cash compensation delivered through this pay-for-performance incentive,
which equates to more compensation risk for Intel’s executives than for those of
competitor companies due to the relative mix of lower-than-market base salary and
higher-than-market annual EOIP pay-for-performance incentive targets. The higher-
than-market compensation variability employed by Intel is closely linked to the
company’s annual financial results through lower-than-market total cash compen-
sation in times of poor financial performance. Conversely, in times of excellent
performance, the higher variability yields higher-than-market total cash compen-
sation, motivating and rewarding employees for excellent performance. While our
philosophy is to pay higher-than-market-average compensation in times of excel-
lent performance, in 2003, despite the successful achievement of business goals
and a significant EPS increase, total cash compensation for all corporate officers,
on average, remained lower than the market average.

The incentive formula has three variables: (1) the executive officer’s annual
incentive target, (2) Intel’s EPS and (3) a factor pre-established each year by the
Committee (the “Performance Factor”), all of which are further explained below.
At the end of each year, the individual’s incentive target is multiplied by Intel’s
EPS for the year and the Performance Factor to calculate the actual EOIP amount
for that year. The EOIP has a cap limiting each individual’s incentive payment to
a maximum annual limit of $5,000,000. After the individual incentive amounts are
calculated, the Committee reviews and authorizes each participant’s actual incen-
tive payments and has the discretion to reduce (but not increase) a participant’s in-
centive payment. The EOIP does not specify criteria that the Committee must use
in exercising its discretion to reduce EOIP payments, and it also does not require
the Committee to make any reductions. The Committee has often reduced the in-
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centive amounts below what the EOIP formula would allow, and, as described
below, it did so for the 2003 incentive payments.

For purposes of this formula, EPS is the greater of (x) Intel’s operating income
or (y) Intel’s net income divided by Intel’s weighted average common and com-
mon equivalent shares outstanding. The Committee may adjust Intel’s operating in-
come or Intel’s net income based on objective criteria selected by the Committee
in its sole discretion and in compliance with IRS regulations. These adjustments
may include, but are not limited to: asset write-downs; litigation; claim judgments,
settlements or tax settlements; the effects of tax law changes, changes in account-
ing principles or other such laws or provisions affecting reported results; accruals
for reorganization and restructuring programs; unrealized gains or losses on invest-
ments; and any extraordinary non-recurring items as described in Accounting
Principles Board Opinion No. 30 and/or in management’s discussion and analysis
of financial condition and results of operations appearing in Intel’s annual report
to stockholders for the applicable year. Operating income does not include gains
or losses on equity securities or interest and other income earned by Intel, and does
not include a deduction for interest expense and income taxes; as a result, EPS based
on operating income generally exceeds EPS based on net income. The Performance
Factor applied to EPS as mentioned above is a predetermined factor that consid-
ers BSIT market competitiveness, forecasted EPS growth and performance prob-
ability, with the purpose of setting challenging employee performance expectations.

In January 2003, the Committee established individual incentive targets rang-
ing from $135,000 to $610,000 for each of the executive officers (representing a
range of 35% to 50% of BSIT) and set the Performance Factor as 3.50 for the 2003
performance period, unchanged from 2002 with expectations of a delayed finan-
cial market recovery. The 2003 financial results yielded an EPS based on operat-
ing income of $1.14*, which exceeded adjusted net income per share of $0.83* and
led to an EPS value, as defined, of $1.14* to be used in the formula for determin-
ing the maximum incentive amount (EPS for 2003 under generally accepted ac-
counting principles was $0.85 per share). The Committee adjusted down net income
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* Both operating income per share and adjusted net income per share are not defined under
generally accepted accounting principles and are not deemed alternatives to measure per-
formance under GAAP. As explained above, the EOIP is based on either operating income
or net income, both of which can be adjusted by the Committee at its discretion. We have
presented EPS based on operating income and EPS based on adjusted net income per share
solely to indicate the inputs to the EOIP formula for 2003 and the discretionary adjustments
made by the Committee. EPS under GAAP was $0.85 for 2003. To arrive at adjusted net in-
come per share of $0.83, GAAP net income was adjusted on a per share basis to exclude a
fourth-quarter goodwill impairment charge of $611 million and exclude $758 million in tax
benefits related to the 2003 divestitures. EPS based on operating income adds to GAAP net
income per share, the per share impact of income tax expense of $1,801 million, loss on eq-
uity securities, net of $283 million and subtracts interest and other, net of $192 million.
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EPS to remove the positive effects of divestiture-related tax benefits in 2003. The
Committee adjusted up net income EPS for a goodwill impairment charge for cer-
tain executive officers, but excluded the top four most highly paid executives and
one other executive, holding them accountable for the strategic decisions from
which the goodwill impairment stemmed.

For the 2003 performance period, the Committee exercised its discretion to re-
duce incentive payments below what would have been allowed under the EOIP.
These incentives were limited to the amounts that would have resulted from calcu-
lating the incentives under the broad-based employee plan, with the exception of the
incentives for certain executives, which were further reduced below this level, in-
cluding the incentives for the top four most highly paid executives and one other ex-
ecutive. The broad-based plan also takes into account whether certain business
groups have met their objectives over the performance period. The goals are set an-
nually and vary from year to year. In determining incentives payable to the execu-
tive officers with responsibility for Intel’s overall performance, such as the Chief
Executive Officer and the President, the Committee takes into account the corporate
average score on achievement of business objectives. For executive officers with
specific responsibility for a particular business group, achievement scores are based
on either the individual business group’s score or a combination of the group’s score
and the corporate average score. The broad-based plan also uses a Performance Fac-
tor in its calculation, as generally described above; the Performance Factors for the
broad-based plan and the EOIP plan may differ. Incentives paid to executive officers
for 2003 under the EOIP were on average 33% higher than incentive payments for
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2002, which is in general accordance with the intent of the EOIP to reflect the rela-
tive level of Intel’s financial performance from year to year, consistent with the sig-
nificant earnings growth achieved in 2003. Incentives paid to executive officers for
2002 were approximately flat with the incentives for 2001.

Semiannual Cash Award

The semiannual cash award offers cash incentive payments to employees, includ-
ing executive officers, based on corporate profitability. Twice a year, eligible em-
ployees receive 0.55 day of pay (calculated based on eligible earnings for the
six-month period, including one-half of incentive targets as applicable) for every
two percentage points of corporate pretax margin (pretax profit as a percentage of
revenue), or a total payment based on 4% of net income, whichever is greater.
Cash award payments are made in the first and third quarters of each year based
on corporate performance for the preceding two quarters. The plan also has a pro-
vision for rewarding employees for helping Intel achieve customer satisfaction
goals under Intel’s Customer Excellence Program, and this provision resulted in
an extra day of pay for each employee in 2003. Cash award payments earned in
2003 totaled 18.4 days of pay per employee.

Profit Sharing Retirement Plans

Intel has both tax-qualified and non-qualified capital accumulation/retirement plans
(“Profit Sharing Retirement Plans”). The tax-qualified plans are available to eligible
employees in the U.S., and there are similar plans for certain of Intel’s non-U.S. sub-
sidiaries. The non-qualified plan is a supplemental, deferred compensation plan that
provides eligible U.S. employees with the opportunity for contributions that could
not be credited to their individual accounts under the qualified plan because of Tax
Code limitations. The Profit Sharing Retirement Plans are defined contribution plans
designed to accumulate retirement funds for employees, including executive offi-
cers, and to allow Intel to make contributions or allocations to those funds. Intel’s
contributions are made at its discretion and may vary with the company’s financial
performance, particularly revenue and income. Company contributions made under
the plans vest beginning after three years of service in 20% annual increments until
the employee is 100% vested after seven years. Additional company contributions
made after the seven-year period are immediately vested. All company contributions
are invested in a diversified equity portfolio. For 2003, Intel’s discretionary contri-
butions (including allocation of forfeitures) to the Profit Sharing Retirement Plans
for all eligible employees, including executive officers, equaled 8% of eligible salary
(which includes actual incentive payments as applicable). The Tax Code limits con-
tributions to individual accounts for the qualified plan. Where Tax Code limits ap-
plied, Intel allocated the excess, up to 8% of eligible salary, to the non-qualified plan
for eligible employees, including executive officers.
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Stock Options

To reward and retain employees in a manner that best aligns employees’ interests
with stockholders’ interests, Intel uses stock options as its primary incentive vehicle.
The use of stock options was affirmed by Intel management and the Committee
through the compensation philosophy analysis completed in March 2003, as being
the best equity vehicle for Intel with its continued focus on growth and innovation.
Stock options align employees’ interests precisely with those of other stockholders,
because when the price of the stock declines from the price at the grant date, the em-
ployee obtains no value. On the other hand, restricted stock vehicles have value to
an employee regardless of the company’s performance (unless the stock price
falls to $0). If the stock price drops from the price at which restricted stock was
granted, the restricted stock simply has less value. As an example, if our execu-
tives received restricted shares while the broad-based employee population re-
ceived stock options, in a declining stock price environment, the broad-based
employee population may be holding options having no value, because the mar-
ket price would be below the exercise price, while the executives would be hold-
ing shares of restricted stock with a value equivalent to the then-current Intel
stock price. Our belief in the egalitarian treatment of all employees caused us to
decide against the use of equity vehicles that may differ between the executive
officers and the broad-based employee population. Performance shares were
also decided against due to the high level of pay-for-performance variability al-
ready included in the elements of our compensation program, the strong belief
in the egalitarian treatment of all employees, and the fact that we believe that
stock options directly link a portion of an employee’s compensation to stock-
holders’ interests by providing an incentive to maximize stockholder value over
the long-term period. Unless stockholder value increases, stock options yield no
increased compensation to the employees.

Intel’s stock option programs are broad-based and in 2003, more than 90% of
our full-time employees received stock option grants. Approximately 98% of the op-
tions covered by those grants went to employees other than the top five most highly
compensated executive officers in 2003; for the period 1999 to 2003, only 1.2% of
all options granted were granted to the top five most highly compensated executive
officers. The percentage of stock option grants to the top five most highly paid ex-
ecutives is higher for 2003 than for the preceding five-year period as a result of
infrequent long-term stock option grants to two executives. This percentage is ex-
pected to be lower in 2004. The Compensation Committee has established a pol-
icy that in any one year Intel may not grant more than 5% of total options granted
to the Chief Executive Officer and the next four most highly compensated execu-
tive officers. (See the “Option Grants in Last Fiscal Year” table under the heading
“Executive Compensation.”)

Intel has two stock option plans under which it grants stock options. The stock-
holder-approved 1984 Stock Option Plan, as amended, expires in May 2004 and is
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generally used for making annual grants to officers and directors as a part of Intel’s
executive performance review process, and is also used for infrequently granted
long-term executive performance incentive and retention grants. The 1997 Stock
Option Plan, under which the majority of Intel’s stock options are granted, is used
for stock options that are granted to employees other than officers and directors,
and is not a stockholder-approved plan. Annual stock option grants for executives
are a key element of market-competitive total compensation. In 2003, the Com-
mittee approved annual stock option grants for the executive officers and long-term
executive performance incentive and retention grants for two of the executive of-
ficers. Individual grant amounts were based on internal factors, such as the size of
prior grants, relative job scope and contributions made during the past year, as well
as a review of publicly available data on senior management compensation at other
companies. The long-term executive performance incentive and retention grants are
generally granted to an executive every six to seven years, vesting 25% annually be-
ginning five or six years after the date of grant. These long-term incentive and re-
tention grants are a critical component of the executive officer total compensation
program. The delayed vesting of these grants requires focus on Intel’s long-term
performance and stock price appreciation.

In general, initial grants that employees receive when they begin employment
at Intel are exercisable in 20% annual increments over a five-year period. Grants
subsequent to hire generally become exercisable in 25% annual increments over a
four-year period. Prior to 2003, grants subsequent to hire became exercisable five
years after the date of grant (for example, options granted in 2002 become exer-
cisable in 2007). The 2003 Committee-approved change of the standard vesting
schedule to the linear format, in which 25% of a grant is vested each year over a
four-year period, was made in the belief that it would make Intel’s option grants
more competitive with those of other companies and help reduce the effects of
market price volatility on any grants vesting within any particular year. The impact
of market price volatility is reduced by having, in a given year, a percentage of op-
tions granted over a period of several years, each vesting with a different grant
price. Stock options under the 1984 and 1997 plans are granted at a price equal to
the market price on the date of grant.

With the upcoming expiration of the 1984 Stock Option Plan, we are submitting
for stockholder approval a new equity plan that upon approval will replace both
the 1984 and 1997 Stock Option Plans. If stockholders approve the new equity plan,
we will cancel any remaining shares available for grant under the 1997 Stock Op-
tion Plan and make no further grants from this plan. This new equity plan will be
significantly shorter in duration than the existing plans—two years rather than the
ten-year terms of the current plans—providing stockholders with more frequent op-
portunities to approve Intel’s equity plan. The new equity plan will also allow for
very limited use of additional equity vehicles in the future should the Committee
determine that there is a need to do so; however, our intent is to continue to offer
a broad-based stock option program.
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Stockholding Guidelines

Because the Committee believes in linking the interests of management and stock-
holders, the Board approved stockholding guidelines for Intel’s executive officers
in 2003. The holding guidelines specify a number of shares that the executive of-
ficers must accumulate and hold within five years of the later of the effective date
of the program or the date of appointment as an officer. The specific share require-
ments are based on a multiple of annual target total cash compensation ranging
from 3X to 5X, with the higher multiples applicable to Intel’s executive officers
having the highest levels of responsibility.

Personal Benefits

Intel seeks to maintain an egalitarian culture in its facilities and operations. Offi-
cers are not entitled to operate under different standards than other Intel employ-
ees. We do not provide officers with reserved parking spaces or separate dining or
other facilities, nor do we have programs for providing personal-benefit perquisites
to officers, such as permanent lodging or defraying the cost of personal entertain-
ment or family travel. Our health care and other insurance programs are the same
for all eligible employees, including officers. Our loan programs, although modest
in nature, are not available to executive officers. There are no outstanding loans of
any kind to any executive officer, and since 2002, federal law has prohibited any
new company loans to executive officers. We expect our officers to be role models
under our Corporate Business Principles, which are applicable to all employees,
and officers are not entitled to operate under lesser standards.

Company Performance and CEO Compensation

Intel’s compensation program is designed to promote the achievement of corporate
and business objectives. This pay-for-performance program is most clearly exem-
plified in the compensation of our Chief Executive Officer, Dr. Barrett. Dr. Barrett’s
BSIT is determined in the same manner as described for all executive officers. In
setting compensation levels for the Chief Executive Officer, the Committee con-
siders comparative compensation information from other companies for the prior
year. However, consistent with the Committee’s general practice and discretionary
authority, Dr. Barrett’s 2003 salary and individual pay-for-performance incentive
target were not tied directly to the comparative compensation data but set at levels
believed to be below average. In January 2003, Dr. Barrett’s base salary and pay-
for-performance incentive target were set at levels that were 49% of the competitor
company average for base salary, 35% of the competitor company average for tar-
get incentive-based compensation and 41% of the competitor company average for
BSIT.
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Under the EOIP, Dr. Barrett’s actual pay-for-performance incentive for 2003
(paid in 2004) was $1,421,300. This incentive, like the incentives paid to each of
the other executive officers under the EOIP, was less than the maximum amount
payable under the EOIP formula. Although Dr. Barrett’s BSIT was 41% of the
average total target compensation disclosed by peer companies, due to the higher
variability in Intel’s total compensation program, his actual cash compensation
(base salary and incentive) for 2003 was 71% of the average total actual cash com-
pensation disclosed by the peer companies.

In 2003, the Committee awarded Dr. Barrett the following stock options: (1)
a January 2003 long-term stock option grant to purchase 1,000,000 shares of stock,
which becomes exercisable 25% annually in each of 2009 through 2012 and re-
quires long-term stock price appreciation for Dr. Barrett to benefit from this grant,
and (2) an April 2003 annual stock option grant to purchase 350,000 shares of stock,
which becomes exercisable in 2004 through 2007 in 25% annual increments. Both
the January 2003 and the April 2003 stock grants expire 10 years from the grant
date. In 2003, Intel also contributed $16,000 to Dr. Barrett’s account under the tax-
qualified retirement plan and allocated $118,800 to Dr. Barrett’s account under the
non-qualified retirement plan. In general, Dr. Barrett’s retirement plan accounts
are available to Dr. Barrett only upon retirement or termination from Intel as an
employee, or upon disability or death.

The Committee is pleased to submit this report to Intel’s stockholders and be-
lieves that Intel’s pay-for-performance executive compensation sets the standard
for best-in-class executive compensation practices.

Compensation Committee:

Reed E. Hundt, Chairman Winston H. Chen
E. John P. Browne David S. Pottruck

GENERAL ELECTRIC COMPANY
COMPENSATION COMMITTEE REPORT

Each member of our management development and compensation committee is an
independent director as determined by our board of directors, based on the New
York Stock Exchange listing rules and GE’s stricter independence guidelines.
These independence rules and guidelines are discussed in Sections 4 and 7 of
GE’s corporate governance principles which are set forth in the Appendix of this
proxy statement at pages 66 and 68. This committee’s charter and key practices
are published on the governance section of the GE website at www.ge.com.

We approve all of the policies under which compensation is paid or awarded to
our executives, and individually review the performance of, and all compensation
actions affecting, our senior executive officers—the chief executive officer, the
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vice chairmen and the senior vice presidents. We oversee and regularly evaluate
the effectiveness of our overall executive compensation program. All stock-based
long-term performance awards are made under the GE 1990 Long-Term Incentive
Plan, which shareowners approved in 1990 and again in 1997. The plan limits total
annual awards to less than 1% of issued shares. Historically, the committee has
awarded only about half of the authorized amount.

• Executive Compensation Philosophy

Our key compensation goals are to hire, motivate, reward and retain executives
who create long-term investor value. We use a variety of compensation elements to
achieve these goals, including:

• salary and bonus: we pay salaries that are designed to attract and retain superior
leaders, and we pay annual bonuses to reward exceptional performance;

• stock options and stock appreciation rights: we award these to provide incentives
for superior long-term performance and to retain top executives because the
awards are forfeited if the executive leaves before they become fully exercisable
five years after grant;

• restricted stock units: we grant RSUs to more closely align executives’ interests
with investors’ long-term interests, and to retain top executives because the
awards are paid out only to executives who remain with the company for ex-
tended periods; and

• long-term performance awards: we use these to provide a strong incentive for
achieving specific performance measurements over multi-year periods.

We discuss below how we have used these awards and a number of other steps
to strengthen the alignment of our executives’ interests with the long-term inter-
ests of investors and other stakeholders.

• Compensation Elements for Executive Officers

As noted above, the basic elements of our executive compensation approach are:

1. Salary and bonus. Salary is paid for ongoing performance throughout the year.
Bonuses are paid in February for the prior year’s performance and are based upon
our evaluation of each executive officer’s individual performance in the prior year
in the context of our assessment of the overall performance of the company and the
executive’s business unit. This includes an assessment of the executive’s contribu-
tion to the achievement of financial performance and other key goals we established
for the company during the performance year. The salaries and bonuses we paid to
our five most highly paid executive officers for the past three years are shown in the
table on page 30.
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2. Stock options and stock appreciation rights payable in stock (SARs). Stock
options and SARs provide incentives for long-term superior performance and have
the same economic value to the executive and the same cost to the company. Each
stock option permits the executive to purchase one share of GE stock from the
company at the market price of GE stock on the date of grant. SARs payable in
stock permit the executive to receive shares of GE stock from the company equal
in value to the difference between the price of GE stock on the day the SARs were
granted and the price on the day they were exercised, multiplied by the number of
SARs exercised. SARs are exercisable in five equal annual installments beginning
one year after the grant date. The number of SARs granted to our five most highly
paid executives in 2003, and the estimated grant date value of the awards, are
shown in the table on page 29. The number of stock options and SARs granted to
our five most highly paid executive officers in the last three years are shown in the
table on page 31. Stock options granted during and after 2002 generally become
exercisable in five equal annual installments beginning one year after the grant
date. Stock options granted before 2002 generally become exercisable in two
equal installments, three and five years after they were granted.

3. Restricted stock units (RSUs). We periodically make special RSU grants to
key performers to provide strong incentives for continued superior service. RSUs
are forfeited if the executive leaves GE prior to the lapse of restrictions, and the
value of the RSU changes with the market value of GE stock. Each RSU entitles
the executive to receive regular quarterly payments from the company equal to the
quarterly dividend on one share of GE stock. Also, provided the executive is still
employed by GE when the restrictions lapse, the executive will receive one share
of GE stock from the company in exchange for each RSU. For most special RSUs
granted during and after 2002, restrictions on 25% lapse after three, five and ten
years, with the final 25% lapsing at retirement. For most special RSUs granted be-
fore 2002, restrictions on 25% lapse after three and seven years and the remaining
50% lapse at retirement.

In September 2003, for the first time, we granted annual RSUs in lieu of portion
of our executives’ regular annual stock option or SAR award. We discuss on page
24 our reasons for making these annual RSU grants. The RSUs granted annually in
combination with stock options or SARs under this new policy have essentially the
same terms and conditions as the special RSUs described above, except that the re-
strictions on half of these RSUs will lapse after three years, and the other half after
five years. The grant date market value of all RSUs awarded in the last three years
to the five most highly paid executive officers is shown in the table on page 31.

4. Contingent long-term performance awards. We also periodically grant con-
tingent long-term performance awards to select operating managers and executives.
These awards are based on the attainment of specific financial measurements over
a three-year period, which are designed to enhance long-term shareowner value.
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We granted these awards in 1994, 1997, 2000 and 2003. The table on page 31 shows
the amounts paid last year to our five most highly paid executive officers under the
2000 award.

• Recent Executive Compensation Policy Actions

A. Actions Affecting Our Senior Executive Officers. We consider our CEO, vice
chairmen and senior vice presidents to be our senior executive officers and have
recently taken a number of actions to further align their interests with investor
long-term interests.

1. CEO five-year performance share units. As we explain in our discussion on
page 25 of the basis for the compensation awards we made to Mr. Immelt last year,
and summarized in the table on the next page, we granted him 250,000 five-year
performance share units in September 2003 in lieu of stock options, SARs and
RSUs, so that the performance share units were the only stock-based incentive we
awarded to him in 2003. Half of the performance share units provide an incentive
for sustained superior operating cash flow growth and the other half provide an in-
centive to produce long-term shareowner returns that exceed a broad market index.
Each of the 125,000 performance share units linked to operating cash flow growth
will entitle Mr. Immelt to receive one share of GE stock from the company in 2008
if GE’s operating cash flow, adjusted to exclude the effect of unusual events, in-
creases an average of 10% or more per year during the five-year period from 2003
through 2007. These performance share units will be cancelled if GE’s operating
cash flow growth fails to achieve the specified growth rate. Each of the 125,000
performance share units linked to broad market performance will entitle Mr. Im-
melt to receive one share of GE stock from the company in 2008 if GE’s total
shareowner return for the five-year period from 2003 through 2007 meets or ex-
ceeds the total share owner return of the S&P 500 for the same period. These per-
formance share units will be cancelled if GE’s total shareowner return is less than
the S&P 500 total shareowner return for the period. For this purpose, “total share-
owner return” means the cumulative total return on GE stock and the S&P 500
index, respectively, from December 31, 2002 to December 31, 2007, calculated in
the same manner as the five-year performance graph on page 32 of this proxy state-
ment. Mr. Immelt will receive quarterly cash payments on each performance share
unit equal to GE’s quarterly per share dividend.

Long-Term Incentive Plans—Awards in Last Fiscal Year

Number Performance Period Maximum
Name of Units Until Payout Future Payout

Jeffrey R. Immelt 250,000 2003–2007 250,000 Shares
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In summary, Mr. Immelt will receive no shares in 2008 if the company fails to
meet or exceed both targets for cash flow growth and total shareholder return. He
will receive 125,000 shares if the company meets or exceeds only one of the two per-
formance targets. He will receive 250,000 shares only if the company meets or ex-
ceeds both performance targets.

2. Stock option holding period. In 2002, we decided that senior executives
should be required to hold for at least one year the net shares of our stock that they
receive by exercising stock options. For this purpose, “net shares” means the num-
ber of shares obtained by exercising stock options, less the number of shares the
executive sells: (a) to cover the exercise price of the options; and (b) to pay the
company withholding taxes.

3. SARs payable in stock. In September 2003, in lieu of stock options, we
granted our vice chairmen and senior vice presidents SARs payable only in GE
stock. As described on page 21, these SARs have the same economic value to
the senior executive, and the same cost to the company, as stock options, but are
payable only in shares of GE stock. The senior executives will also pay the same
taxes for SAR exercises as they would for stock option exercises, and grants and
exercises of these awards will be publicly reported in the same manner as stock
options. SARs payable in stock enable the company to deliver to the senior ex-
ecutive the number of “net shares” that the senior executive would have re-
tained after exercising the same number of stock options and selling enough
shares to cover the exercise price and withholding taxes. This will facilitate the
senior executive’s compliance with the holding period requirement described
above, which we also apply to SAR exercises, by delivering only the “net
shares” that he or she will be required to hold for at least one year, and will also
result in less dilution when exercised because fewer shares will be issued to the
executive.

4. Stock ownership requirement. In 2002, we established the following stock
ownership requirements, as a multiple of the executive’s base salary, that must be
held by senior executive officers:

Position Multiple Time to Attain

CEO 6X 3 years

Vice Chairmen 5X 4 years

Senior VPs 4X 5 years

The number of shares of GE stock that must be held is determined by multi-
plying the executive’s annual base salary rate in September 2002, when the
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requirement was adopted by the board, or, for senior executives elected after Sep-
tember 2002, their base salary rate at the end of the month in which they were
elected to a senior executive position, by the applicable multiple shown above and
dividing the result by the average closing price of our stock during the immedi-
ately preceding 12 months. The number of shares to be held will change only if the
executive is promoted into a higher level position. In 2003, Mr. Immelt acquired
over 425,000 shares of GE stock, including over 293,000 shares he bought in the
open market with his own funds or elected to receive in GE stock from a long-term
award payout. He currently owns over 600,000 shares of GE stock, more than sat-
isfying his stock ownership requirement.

B. Actions Affecting All Executive Compensation Grants. In addition to the actions
described above with respect to our senior executive officers, we have also recently
taken the following actions that affect executive compensation awards made to
those executives and to all other executives as well.

1. Stock option/RSU grants. In September 2003, we decided to replace 40% of
the estimated value of new grants of stock options or SARs with RSUs on a basis
intended to provide comparable value to the executive at a comparable cost to the
company. RSUs will result in less dilution because we grant fewer RSUs than the
number of options they replace in view of the fact that, when granted, RSUs have
more value than stock options. Also, RSUs are effective incentives for our supe-
rior performers to remain with the company and continue that performance during
periods of stock market fluctuations, when stock options may have no realizable
value. The cost of combined grants of stock options and RSUs is comparable to
the cost of granting only stock options or SARs.

2. Expensing stock options. In 2002, we recommended, and our full board ap-
proved, the policy of expensing stock options to respond to investor views that this
would improve the transparency of our financial statements.

3. Prohibition on repricing stock options. In 2002, we also reaffirmed our long-
standing policy of prohibiting the repricing of stock options.

• Factors We Considered in Making Specific Compensation Decisions

As in prior years, all of our judgments regarding executive compensation last year
were based primarily upon our assessment of each executive officer’s leadership
performance and potential to enhance long-term shareowner value. We rely upon
judgment and not upon rigid guidelines or formulas or short-term changes in our
stock price in determining the amount and mix of compensation elements for each
executive officer.
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Key factors affecting our judgments included the nature and scope of the ex-
ecutive officers’ responsibilities, their effectiveness in leading our initiatives to in-
crease customer value, productivity and growth, and their success in creating a
culture of unyielding integrity and compliance with applicable law and our ethics
policies. We also considered the compensation levels and performances of a com-
parison group of major companies that are most likely to compete with us for the
services of executive officers.

Based upon all the factors we considered relevant, and in light of our strong
financial and operating performance in an extraordinarily challenging global
economic environment, we believe it was in your best long-term interest for us
to ensure that the overall level of our salary, bonus and other incentive compen-
sation awards was competitive with companies in the comparison group. Quite
simply, we continue to believe that the quality, skills and dedication of our ex-
ecutive leaders are critical factors affecting the long-term value of our company.
Therefore, we continue to try to maintain an executive compensation program
that will attract, motivate and retain the highest level of executive leadership
possible.

Our decisions concerning the specific 2003 compensation elements for indi-
vidual executive officers, including the chief executive officer, were made within
this framework and after consultation with an executive compensation expert. We
also considered each executive officer’s level of responsibility, performance, cur-
rent salary, prior-year bonus and other compensation awards. As noted above, in
all cases our specific decisions involving 2003 executive officer compensation were
ultimately based upon our judgment about the individual executive officer’s per-
formance and potential future contributions—and about whether each particular
payment or award would provide an appropriate incentive and reward for perfor-
mance that sustains and enhances long-term shareowner value.

• Basis for Chief Executive Officer Compensation

For 2003, we paid Mr. Immelt $3,000,000 in salary, which is the annual salary rate
that has been in effect for him since April 2001. We also paid him a cash bonus of
$4,325,000 for 2003, a 10.9% increase over his bonus for 2002.

We considered this level of pay and bonus appropriate for the following rea-
sons: his execution of our strategy to change our portfolio of businesses to enhance
long-term investor value through better profit margins and higher returns on eq-
uity; his actions to ensure that the company has a strong capital structure and cash
flow; his role in leading us to solid financial results in an extremely challenging
global economic environment; his actions in making the company a leader in in-
tegrity, transparency and corporate governance; and his leadership in driving growth
initiatives and reorganizing our businesses around markets to simplify our opera-
tions and strengthen our relationships with our customers.
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In September 2003 we granted Mr. Immelt 250,000 performance share units
in lieu of stock options, SARs and restricted stock units. These performance share
units are intended to recognize the unique position of the GE CEO. The commit-
tee believes that the CEO of GE needs no retention compensation, and that his eq-
uity compensation should be focused entirely on performance and alignment with
investors. As described more fully above in our discussion at page 22 of recent
changes in our executive compensation policies, 125,000 of the performance share
units will convert into shares of GE stock only if GE’s cash flow from operating
activities has grown an average of 10% or more per year over the five-year period
from 2003 through 2007. The remaining 125,000 performance share units will
convert into GE stock only if GE’s total shareowner return meets or exceeds that
of the S&P 500 over that period. If one or both performance criteria are not met,
the associated performance share units will be cancelled.

Linking 50% of Mr. Immelt’s 2003 equity award directly to the company’s
cash generation performance underscores GE’s commitment to strong operating
discipline, our triple-A rating and the GE dividend. The remaining 50% of the eq-
uity award is based solely on successfully delivering to GE’s shareholders total re-
turns equal to or better than the broader market. When these awards were granted
last September, 250,000 shares of GE stock had a market value of about $7.5 mil-
lion, which means that the performance share units had a grant date value of either
zero, about $3.75 million or about $7.5 million, depending on whether neither, one
or both performance criteria are ultimately met. In other words, the full value of
that grant is at risk, based on GE’s cash flow performance and GE stock price per-
formance from 2003 through 2007.

In 2003, we also granted Mr. Immelt, and certain other executives, a three-
year contingent performance incentive award. The awards will be payable only if
the company achieves, on an overall basis for the three-year 2003-2005 period,
specified goals for one or more of the following four measurements, all as adjusted
by the committee to remove the effects of unusual events and the effect of pen-
sions on income: average earnings per share growth rate; average revenue growth
rate; average return on total capital; and cumulative cash generated. In summary,
more than 75% of Mr. Immelt’s potential compensation for 2003 was at risk, in-
cluding his bonus, these three-year contingent performance incentive awards and
the performance share units we granted to Mr. Immelt last September.

****
The foregoing report on executive compensation for 2003 is provided by the

undersigned members of the management development and compensation com-
mittee of the board of directors.

Ralph S. Larsen (Chairman) Andrew C. Sigler
Claudio X. Gonzalez Douglas A. Warner III
Andrea Jung
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Glossary

ABA. Abbreviation for American Bar Association.

Accounting Principles Board (APB). A board convened in 1959 by the American Institute
of Certified Public Accountants (AICPA) to determine and publish accounting principles.
This group was terminated in 1973 and replaced by the Financial Accounting Standards
Board (FASB). All opinions of the APB remain in effect unless superseded by FASB
announcements.

accredited investors. Sophisticated investors who, under the securities laws, can participate
in private placements of unregistered securities. Individuals fall into this category if they
have certain wealth and income characteristics, such as a net worth (alone or with a spouse)
of $1 million.

accrued compensation expense. Incurred and charged expense that has not yet been paid.
This expense would be reflected on the balance sheet and will show on the income statement.

actuarial assumptions. An actuary’s prediction of future measures that will have an impact
on pension cost. Examples include life expectancy, investment returns, inflation, and mor-
tality rates.

actuary. Mathematician employed by a life insurance company or consulting firm to cal-
culate life insurance premiums, reserves, policy dividend payments, insurance, pension
amounts, pension balances, annuity rates, and the like, using mortality rates and other risk
factors obtained from experience. These experience tables of mortality are based on mortal-
ity and life insurance claims.

ADEA. Abbreviation for Age Discrimination in Employment Act of 1967.

ADR. Abbreviation for American depositary receipt.

affiliate. An individual in a position to influence corporate policies. Includes directors,
officers, 10% or more owners, members of families that own more than 10%, and close as-
sociates of these groups. The term often applies to people who live in the same household.
Restrictions and reporting requirements on company stock sales under Rule 144 under the
Securities Act of 1933 apply to affiliates. Also known as a “control persons.”

AFL-CIO. Voluntary federation of America’s labor unions, formed in 1955 by the merger
of the American Federation of Labor and the Congress of Industrial Organizations.

AFR. Abbreviation for applicable federal rate.
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Age Discrimination in Employment Act (ADEA) of 1967 (amended 1978, 1986, and 1990).
Makes nonfederal employees age 40 and over a protected class relative to treatment in pay,
benefits, and other personnel actions. The 1990 amendment is called the Older Workers
Benefit Protection Act.

agency theory. A theory of motivation that depicts exchange relationships in terms of two
parties: agents and principals. According to the theory, both sides of the exchange will seek
the most favorable exchange possible, and will act opportunistically if given a chance. As
applied to executive compensation, agency theory expects the executive (agent) to act in the
best interests of the shareholders (principals), rather than in the executive’s own self-interests.

agent. Individual authorized by another person, called the principal, to act on the latter’s
behalf in transactions involving a third party. In a corporation, the agent is management, and
the principal is the board (which is elected by the owners). Agents (management) have three
basic characteristics: (1) they act on behalf of and are subject to the control of the principal
(board or shareholders); (2) they do not have title to the principal’s (shareholders’) property;
and (3) they owe the duty of obedience to the principal’s (board’s) orders.

aggregate exercise price. The exercise or strike price of an option times the number of
underlying securities subject to the option.

alternative minimum tax (AMT). An alternative method of calculating income tax liability
that requires the taxpayer to include in his or her taxable income certain tax preference
items that are deductible under the regular income tax rules.

American Bar Association (ABA). An association of the legal profession in the United
States.

American depositary receipt (ADR). Receipt for the shares of a foreign-based corporation
held in the care of a U.S. bank and entitling the shareholder to all dividends and capital gains
of the stock. Instead of buying shares directly on the foreign stock exchange, ADR share-
holders buy shares in the United States in the form of an ADR. ADRs are available on hun-
dreds of stocks on numerous exchanges. The SEC requires limited disclosure for ADRs.
ADRs are also called “American depositary shares.”

American Institute of Certified Public Accountants (AICPA). The national, professional
organization for all certified public accountants. Its mission is to supply members with the
resources, information, and leadership that enable them to provide valuable services in the
highest professional manner, to benefit the public as well as employers and clients.

American option. An option contract that may be exercised at any time between the date
of purchase or vesting date and the expiration date of the option.

American Stock Exchange (AMEX). An open-auction market similar to the New York Stock
Exchange, where buyers and sellers compete in a centralized marketplace. The AMEX typ-
ically lists small- to medium-cap stocks of younger or smaller companies. Until 1921 it was
known as the New York Cumulative Exchange. The AMEX merged with Nasdaq in the late
1990s.

AMEX. Abbreviation for American Stock Exchange.

AMT. Abbreviation for alternative minimum tax.

analyst. Person in a brokerage house, bank trust department, or mutual fund group who
studies a number of companies and makes buy or sell recommendations on the securities of
particular companies and industry groups.
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annual incentive. A lump-sum payment (cash, stock, etc.) made in addition to base salary
for a fiscal year, based on achievement of performance goals.

annual meeting. Once-a-year meeting where the managers of a company report to share-
holders on the year’s results directors stand for election for the next year. The chief executive
officer usually comments on the outlook for the coming year and, with other senior execu-
tives, answers questions from shareholders. Shareholders can also request that all those own-
ing stock in the company vote on resolutions regarding corporate policy. Shareholders unable
to attend the annual meeting may vote for directors and other proposals through the use of
proxy material, which is legally required to be mailed to all shareholders of record.

annual report. A publication that is issued yearly by all publicly held corporations and is
freely available to all shareholders. It reveals the company’s assets, liabilities, revenues, ex-
penses, and earnings for the past year, along with other financial data. This is often accom-
panied by a glossy presentation of the company’s achievements and philosophy, but it is the
accounting information that is required by law to allow investors to gauge the financial health
of the company.

annuity. A contract sold by life insurance companies that guarantees a fixed or variable
payment to the annuitant at some future time, usually retirement. In a fixed annuity, the
amount will ultimately be paid out in regular installments, varying with the payout method
elected. In a variable annuity, the payout is based on a guaranteed number of units; unit val-
ues and payments depend on the value of the underlying investments. All capital in the an-
nuity grows tax-deferred. Key considerations when buying an annuity are the financial
soundness of the insurance company, the returns it has paid in the past, and the levels of fees
and commissions.

APB. Abbreviation for Accounting Principles Board.

applicable federal rate (AFR). Interest rates, which are published monthly, set by the U.S.
Treasury for determining imputed interest and for other specified purposes.

appreciation. Increase in value of an asset (typically the price of publicly traded stock).

appreciation rights. The right to receive the appreciation in value of an instrument (typi-
cally common stock) over time, which appreciation can be paid in the form of cash or stock.

arbitrage. A technique used by stock traders, now aided by sophisticated computer pro-
grams, to profit from minute price differences for the same security on different markets. 

arm’s-length transaction. An exchange between parties who are independent of each other,
and who are acting in their own best interests.

articles of incorporation (also called certificate of incorporation or charter). Document
filed with a U.S. state by the founders of a corporation setting forth such information as the
corporation’s legal name, business purpose, number of authorized shares, and number and
identity of directors. The corporation’s powers derive from the laws of the state of incor-
poration and the provisions of the charter.

attestation. An affidavit or declaration of share ownership by which an option holder exer-
cising an option by a stock swap can avoid surrendering a physical stock certificate for the
shares used to exercise the option.

audit report. Often called the “accountant’s opinion”; the statement of the auditor as to
whether the company’s financial statements present fairly the results of its operations in
conformity with GAAP.
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average. Arithmetic mean of reported data; sum of the values divided by the number of
cases.

balance sheet. A financial statement that shows total assets, total liabilities, and owners’
equity. Also referred to as a “statement of financial position.”

Barone-Adesi and Whaley value. The value derived by a method for pricing tradable call
options on dividend-paying stock. Uses the stock price, the exercise price, the risk-free in-
terest rate, the time to expiration, the expected standard deviation of the stock return, and
the dividend yield. Developed by Giovanni Barone-Adesi and Robert E. Whaley. See Gio-
vanni Barone-Adesi and Robert E. Whaley, “Efficient Analytic Approximation of American
Option Values,” Journal of Finance 42 (1987): 301–320.

base salary. A major element of compensation; the basic compensation that an employer
pays for work performed. Tends to reflect the value of work itself and typically ignores dif-
ferences in individual contributions.

basis. See tax basis.

bear. An investor who believes that a stock price or the overall market will decline. A bear
market is a prolonged period of falling stock prices, usually by 20% or more.

bear market. Any market in which prices are in a declining trend, usually accompanied
by a drop in stock prices of 20% or more.

bearish. A viewpoint that anticipates a price decline, referring either to an individual se-
curity or to the entire market.

benchmarking. A company’s use of information about other firms in the same industry;
used for comparisons and to set standards and goals.

beneficial owner. For most purposes under the federal securities laws, any person or entity
with sole or shared power to vote or dispose of the stock. This SEC definition is intended
to include a holder who enjoys the economic benefits of ownership although the shares may
be held in another’s name. For example, one spouse is generally deemed the beneficial
owner of shares held by the other spouse.

best pay practices. Compensation practices that allow employers to gain preferential ac-
cess to superior human resources talent, which in turn influences the strategies the organi-
zation adopts.

beta. A mathematical measure of the sensitivity of rates of return on a stock compared with
the broader stock market. Higher betas indicate higher stock price volatility. In specific, a
coefficient measuring a stock’s relative volatility. The beta is a covariance of the stock in
relation to the rest of the stock market. The Standard & Poor’s 500 Stock Index has a beta
coefficient of 1. Any stock with a higher beta is more volatile than the market, and any with
a lower beta can be expected to rise and fall more slowly than the market. A conservative
investor whose main concern is preservation of capital should focus on stocks with low betas,
whereas one willing to take high risks in an effort to earn high rewards should look for high-
beta stocks.

binomial option pricing model. A model for pricing stock options. Fundamental to the bi-
nomial option pricing model is the idea that stock price movements are well approximated
by assuming the stock price can only move to two possible values in a short interval of time.
A price tree is constructed that describes the probability of future stock price movements.
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Black-Scholes model. A “closed” option pricing model that incorporates both the intrin-
sic value (the spread in the option) and the time value of the option (the term of the option)
to determine the option’s total market value. 

blackout period. A period of time prior to the release of annual or quarterly financial in-
formation by a publicly held company during which insiders are restricted from trading the
company’s stock.

BLS. Abbreviation for Bureau of Labor Statistics.

blue chip. Common stock of a nationally known company that has a long record of profit
growth and dividend payments and a reputation for quality management, products, and ser-
vices. Examples of blue-chip stocks include IBM, General Electric, and DuPont. Blue-chip
stocks typically are relatively high priced and low yielding.

blue sky laws. A popular name for various state laws enacted to protect the public against
securities fraud.

board of directors. The governing body of a corporation, as elected by the shareholders.
Among other things, the board of directors has the power to appoint the corporation’s officers,
to appoint committees, to issue shares of stock, to grant equity awards, and to adopt stock
plans.

board of trustees. A group of people responsible for the oversight of a nonprofit
organization.

bonus plan. An annual program established to regulate the funding and distribution of an-
nual or short-term cash bonus payments. Also referred to as “short-term incentive plan.”

book-value stock (BVS). Stock for which the value is based on a formula such as book
value.

book-value stock option (BVSO). Options for which the exercise price is based on a for-
mula such as book value.

broad-banding. A compensation strategy that collapses salary grades or classes into a few
salary bands. The bands are usually 70% to 150% wide and encompass numerous occupa-
tional groups at a comparable organizational level. Broad-bands are often used to support
skill/competency-based or -influenced pay programs. The effect of broad-banding is to shift
the focus from vertical to horizontal career movement and place more responsibility for salary
administration at the manager level.

budget. A plan or a schedule that a businessperson seeks to meet. Also, a standard against
which managers’ actual expenditures, revenue, or profit are evaluated.

Bureau of Labor Statistics (BLS). The principal fact-finding agency for the federal gov-
ernment in the broad field of labor economics and statistics. The BLS is a major source of
compensation data. It also publishes the Consumer Price Index.

burn rate. The percentage of options a company grants per year of either the total num-
ber of options authorized or shares outstanding.

buy-sell agreement. An arrangement between two or more parties that obligates one party
to buy the business and another party to sell the business upon the death, disability, or retire-
ment of one of the owners.

bylaws. Rules governing the management of an organization, which are usually prepared
at the time of incorporation. The bylaws, which usually can be amended by the board, cover
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such points as the election of directors, the appointment of executive and finance commit-
tees, the duties of officers, and how share transfers may be made.

cafeteria benefit plan. A benefit plan that gives employees a choice as to the benefits they
receive, within some dollar limit. Usually a common core benefit package is required (e.g.,
specific minimum levels of health, disability, retirement, and death benefit) plus elective
programs from which the employee may elect a set dollar amount. Additional coverage may
be available through employee contributions. Also referred to as a “flexible benefit plan.”

call option (call). A derivative security giving the holder the right to buy the underlying
securities at a fixed price. An employee stock option is a type of call option, in that the em-
ployee has the right to buy the stock at a fixed price for a set number of years (see put option).

capital. Permanent money invested in a business. Also can mean the long-term assets of
a company.

Capital Asset Pricing Model (CAPM). A model used to evaluate a publicly held stock. The
underlying principle of the model is that investors demand a return that equals the risk-free
rate of return plus a nominal risk premium for equity investment times the risk factor (beta)
of the particular stock. In other words, higher investor risk requires higher investor return.

capital gain (loss). Profit (or loss) from the sale of a capital asset. Capital gains may be short
term (held 12 months or less) or long term (held more than 12 months). Capital losses are
used to offset capital gains to establish a net position for tax purposes.

capital loss limitation. Net long-term capital losses and net short-term capital losses may
be used to offset up to $3,000 of ordinary income. To reach the net amounts to determine
deductibility, total all capital gains and losses. Amounts of more than $3,000 can be carried
forward to future years until all of the net capital losses are used.

CAPM. Abbreviation for Capital Asset Pricing Model.

carried interest. Total shares in which the owner or option holder has an interest or fi-
nancial stake in the appreciation of the value of the company.

cash balance pension plan. A defined benefit plan that maintains individual employee ac-
counts like a defined contribution plan.

cash flow. Total funds that are generated internally for investment and working capital.
Cash flow is often calculated as operating profits (e.g., profits before interest, taxes, depre-
ciation, and amortization).

cash surrender value. The amount that an insurance policyholder is entitled to receive
when he or she discontinues coverage. Policyholders are usually able to borrow against the
surrender value of a policy from the insurance company. Loans that are not repaid will
reduce the policy’s death benefit.

cashless exercise/same-day sale. A brokerage transaction in which an option holder ex-
ercises a stock option and simultaneously sells some or all of the shares, with a portion of
the sale proceeds delivered to the company by the broker to pay the exercise price.

CBOE. Abbreviation for Chicago Board Options Exchange.

CBOT. Abbreviation for Chicago Board of Trade.

CEO. Abbreviation for chief executive officer.
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certified public accountant (CPA). An accountant who has met specified professional re-
quirements established by the AICPA and local state societies. A key service provided by
CPAs is the performance of independent audits of financial statements for publicly traded
companies.

CFO. Abbreviation for chief financial officer.

chairman (chair). Sometimes referred to as “Chairman of the Board.” A member of a cor-
poration’s board of directors who presides over its meetings and who is the highest-ranking
officer in the corporation. The chairman may or may not have the most actual executive au-
thority in a company.

change in control (CIC) of ownership agreement. A contractual agreement that provides
certain guarantees to the covered executive when ownership of the company changes as
specified by a CIC trigger. This is sometimes referred to “change of control (COC) of own-
ership,” although CIC is the prevalent term.

charitable remainder trust. Involves the irrevocable transfer of assets, such as company
stock, to a trust. The income stream from the assets goes to an individual or individuals
(who may include the transferee of the assets); a qualified charity receives the assets at the
expiration of the trust period.

The contributor of the assets receives a charitable tax deduction at the time of the trans-
fer, equal to the present value of the charity’s remainder interest. The transferred property
will escape federal estate tax, as it is removed from the donor’s estate.

cheap stock. Stock options granted to employees at a low exercise price relative to a
planned IPO offering price. The SEC will require an IPO company to take an earnings charge
as a compensation expense for part of the spread between the exercise price and the offer-
ing price.

Chicago Board of Trade (CBOT). Formed in 1948 as a central marketplace for the mid-
western grain trade, the CBOT is now the oldest and largest futures exchange in the world.

Chicago Board Options Exchange (CBOE). Founded in 1973, the CBOE was established
for the trading of call options on listed stock.

chief executive officer (CEO). The officer of a company principally responsible for its ac-
tivities and performance. The CEO often holds the additional title of chairman of the board
and/or president.

chief financial officer (CFO). The executive officer who is responsible for handling funds,
signing checks, keeping financial records, and financial planning for the company. The CFO
is in charge of accounting, finance, budgeting, tax, and cash management functions of a
company.

chief operating officer (COO). The officer of a company principally responsible for day-
to-day management. The COO reports to the CEO.

CIC. Abbreviation for “change in control.”

Civil Rights Act. Title VII of the Civil Rights Act of 1964 prohibits discrimination in
terms and conditions of employment (including benefits), based on race, color, religion, sex,
or national origin.
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Civil Rights Act of 1991. Reestablishes the standards for proving discrimination, which
had been in general use before the 1989 Supreme Court rulings. Allows jury trials and dam-
age awards.

classified board. A corporate board structure in which only a portion of the board of di-
rectors is elected each year, often used to discourage takeover attempts.

closing price. The last price paid for a security on any trading day.

COBRA. Abbreviation for Consolidated Omnibus Budget Reconciliation Act.

COC. Abbreviation for change of control. See change in control.

Code. Abbreviation for Internal Revenue Code.

coefficient of correlation (r). Measures the strength of a relationship between the inde-
pendent and dependent variables in a regression (e.g., an element of compensation and rev-
enues). This figure of merit ranges from –1 to 1. A correlation of 0 denotes that there is no
relationship between the independent and dependent variables. A correlation of –1 denotes
that there is a perfect inverse relationship, and a correlation of +1 denotes that there is a per-
fect positive relationship.

coefficient of determination (r2). Measures the ability of the regression to explain the
variance in a regression. It is equal to the square of the coefficient of correlation.

COLA. Abbreviation for cost of living adjustment.

COLI. Abbreviation for corporate-owned life insurance.

common stock. Units of ownership of a corporation. Common shareholders are typically
entitled to vote on the selection of directors and other matters. Distinguished from preferred
stock, which generally has more favorable dividend and liquidation rights, although often
has more limited voting rights.

compa-ratio. An index that helps assess how managers actually pay employees in relation
to the midpoint of the pay ranges established for jobs. It estimates how well actual practices
correspond to intended policy.

compensable factors. Job attributes that provide the basis for evaluating the relative worth
of jobs inside an organization. A compensable factor must be work related, business related,
and acceptable to the parties involved.

compensation. All forms of financial returns and tangible services and benefits employees
receive as part of an employment relationship. Compensation elements include salary, bonus,
long-term incentive, health and welfare benefits, pension entitlements, and perquisites.

compensation committee. At many companies, a committee of the board of directors,
generally made up of outside directors, that is responsible for executive compensation mat-
ters, including stock plans. In public companies, the committee’s report on executive com-
pensation appears in the proxy statement each year.

competency. Basic units of knowledge and abilities employees are expected to acquire or
demonstrate in order to successfully perform the work, satisfy customers, and achieve busi-
ness objectives.

compression. Narrow pay differentials among jobs at different levels as a result of wages for
jobs filled from the outside increasing faster than the internal pay structure.
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Consolidated Omnibus Budget Reconciliation Act (COBRA). A federal law requiring em-
ployers with more than 20 employees to offer terminated or retired employees the oppor-
tunity to continue their health insurance coverage for 18 months at the employee’s expense.
Coverage may be extended to the employee’s dependents for 36 months in the case of di-
vorce or death of the employee.

constructive receipt. Refers to the time that compensation is taxable to the employee be-
cause he or she has control over and access to the payment.

constructive sale. Tax term referring to when the IRS recharacterizes as a sale a transac-
tion that eliminates the risk of loss and the opportunity for gain. This concept, which first
appeared in the 1997 Taxpayer Relief Act, eliminated certain long-term stock hedging
strategies, such as short-against-the-box and many equity swaps.

Consumer Price Index (CPI). An index published by the Bureau of Labor Statistics U.S.
Department of Labor. The CPI measures the changes in prices of a fixed basket of goods
and services purchased by a typical average family.

control stock. Stock held by affiliates, which is subject to sale restrictions under Rule 144.

COO. Abbreviation for chief operating officer.

corporate governance. The relationship between the shareholders, directors, and manage-
ment of a company, as defined by the corporate charter, bylaws, formal policy, and rule of
law.

corporate owned life insurance (COLI). An insurance policy of which an organization is
the owner and beneficiary. Should the insured executive die while covered, the company
pays a comparable noninsured sum to selected survivors. Policy loans associated with the in-
surance are accessible to the organization.

cost of living adjustment (COLA). Across-the-board wage and salary increases or sup-
plemental payments based on changes in some index of prices, usually the Consumer Price
Index. If included in a union contract or an employment agreement, COLA adjustments will
automatically increase compensation levels for the life of the contract/agreement.

Council of Institutional Investors. Founded in 1985, the Council of Institutional Investors
(CII) is an organization of large public, Taft-Hartley and corporate pension funds formed
to address investment issues that affect the size or security of plan assets.

covered employee. Under Internal Revenue Code Section 162(m)(3), any employee of a
company who, as of the close of a taxable year, is the CEO of the company (or an individ-
ual acting in such capacity), or whose total compensation for the taxable year is required to
be reported to shareholders under the Securities Exchange Act of 1934 by reason of such
employee being among the four highest compensated officers for the taxable year.

CPA. Abbreviation for certified public accountant.

CPI. Abbreviation for Consumer Price Index.

credited service. A length of employment prior to or subsequent to the effective plan date
that is recognized as service for plan purposes. This would include such issues as determi-
nation of benefit amounts, benefits entitlement, and/or vesting.

cumulative voting. A method of stock voting that permits shareholders to cast all votes for
one candidate. A voting system that gives minority shareholders more power, by allowing
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them to cast all of their board-of-director votes for a single candidate, as opposed to regu-
lar or statutory voting, in which shareholders must vote for a different candidate for each
available seat.

current ratio. Current assets divided by current liabilities. This ratio measures liquidity as
it measures a company’s ability to pay current liabilities from current assets.

CUSIP. The trademark for a system that uniquely identifies securities trading in the United
States. It was developed in the late 1960s by the American Bankers Association as a way
to standardize the identification and tracking of securities. The CUSIP number consists of
nine digits—the first six identify the issuer and the last three identify the issue. CUSIP num-
bers are a trademark of the American Bankers Association.

Davis-Bacon Act of 1931. Requires most federal contractors to pay wage rates prevailing
in the area where the work is performed.

DCF. Abbreviation for discounted cash flow.

dead-hand poison pill. An antitakeover device designed to prevent the acquisition of a
company even if a majority of shareholders favor the acquisition. Dead-hand poison pills
can be removed only by incumbent directors or their chosen successors.

deferred compensation. Earned compensation that is payable in the future. May include
contributions to retirement plans.

deferred compensation program. Provides income to an employee at some future time as
compensation for work performed now.

defined benefit pension plan. A pension plan that promises to pay a specified amount to
each person who retires after a set number of years of service. Such plans pay no taxes on
their investments. In almost all cases, the employer makes all contributions to this plan.

defined contribution pension plan. Pension plan that specifies the employer’s contribution
based on a formula that includes such factors as age, length of service, employer’s profits, and
compensation levels. FASB Statement No. 87 does not deal with these types of plans except
for disclosure requirements. The pension expense is the amount funded each year.

Department of Labor (DOL). A department in the U.S. executive branch, responsible for
the administration and enforcement of more than 180 federal statutes. These legislative
mandates and the regulations produced to implement them cover a wide variety of work-
place activities for nearly 10 million employers and well over 100 million workers. In spe-
cific, the DOL protects workers’ wages, health and safety, employment and pension rights;
equal employment opportunity; job training, unemployment insurance, and workers’ com-
pensation programs. It also collects, analyzes, and publishes labor and economic statistics.

Depository Trust Company (DTC). The world’s largest securities depository, with more
than $10 trillion of securities in custody. DTC is a national clearinghouse for the settle-
ment of trade in corporate and municipal securities and performs securities custody-related
services for its participating banks and broker-dealers.

derivative security. An option, warrant, convertible security, stock appreciation right, or
similar right with an exercise or conversion privilege at a price related to an equity security,
or similar securities with a value derived from the value of an equity security.
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dilution. Refers to the effect that the grant of equity awards has upon the other share-
holders of a company. For example, each time an option is granted, an existing share-
holder’s ownership interest in the company is potentially reduced, because at exercise, the
value of the stock is greater than the cash paid to exercise the option. In effect, this results
in a transfer of economic value from existing shareholders to the option holder.

direct compensation. Pay received directly in the form of cash (e.g., salary and annual
bonus).

director. Person elected by shareholders, usually during an annual meeting, to serve on the
board of directors of a corporation. The directors appoint the president, vice presidents, and
all other operating officers. Directors decide, among other matters, if and when dividends
shall be paid.

directors and officers (D&O) liability insurance. Professional liability coverage for legal
expenses and liability to shareholders, bondholders, creditors, or others due to actions or
omissions by a director or officer of a corporation or nonprofit organization.

discount stock option. The opposite of premium options; discount stock options have an
exercise price below market value at the time of grant. They are often used when cash com-
pensation is to be deferred by converting it into stock options.

discounted cash flow (DCF). Present value of future expected cash flow. The discount rate
is an important factor in this analysis. The accuracy and validity of a DCF analysis diminish
with the time horizon of the analysis, because the discount rate and/or the future cash flow
will be more likely to deviate from estimated amounts.

discretionary bonus. An informal incentive award not based on a performance-related
formula or specific measurable criteria.

disqualifying disposition (of incentive stock options). A sale, gift, or exchange of ISO
shares within two years from the grant date or one year from the exercise date. Upon a dis-
qualifying disposition, the employee recognizes taxable ordinary income, and the company
is entitled to claim a deduction equal to the excess of the fair market value on the exercise
date or the sale price, whichever is lower, over the exercise price.

dividend. The payment designated by the board of directors to be distributed pro rata
among the shares outstanding. For preferred shares, the dividend is usually a fixed amount.
For common shares, the dividend varies with the fortunes of the company and the amount
of cash on hand, and may be omitted if business is poor or if the directors determine to with-
hold earnings to invest in plant and equipment. Sometimes, a company will pay a dividend
out of past earnings even if it is not currently operating at a profit.

dividend equivalent rights. The right to be credited with cash or additional shares under
a stock option or other stock award for the value of dividends that the company has paid on
its shares while the option or award is outstanding.

DJIA. Abbreviation for Dow Jones Industrial Average.

D&O. Abbreviation for directors & officers. Usually used in context of D&O liability
insurance.

DOL. Abbreviation for Department of Labor.

dollar cost averaging. A system of buying securities at regular intervals with a fixed dol-
lar amount. Under this system, investors buy by the dollars’ worth rather than by the number
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of shares. If each investment is of the same number of dollars, payments buy more shares
when the price is low and fewer when it rises. Temporary downswings in price benefit in-
vestors if they continue periodic purchases in both good times and bad and the price at
which the shares are sold is more than their average cost.

double trigger. A term used in connection with a change in control of ownership; refers
to how a CIC, together with a subsequent event, such as termination of the employee by the
company or termination by the employee for good reason, might trigger accelerated vesting
of a stock option or other benefits. A double trigger means that vesting or payment will not
occur until the second event takes place.

Dow Jones Industrial Average (DJIA). An index used to measure the performance of the
U.S. financial markets. Introduced on May 26, 1896, by Charles H. Dow, it is the oldest
stock price measure in continuous use. Over the past century, “the Dow” has become the
most widely recognized stock market indicator in the United States and probably in the
world.

DTC. Abbreviation for Depository Trust Company.

due diligence. An investigation into the financial, legal, and business affairs of a company
undertaken by the underwriters and their counsel prior to a public offering by the company,
or by the buyer in the purchase of a company.

early exercisable options. Options that are immediately exercisable (i.e., before vesting),
but that typically do not start vesting until six months to a year after grant. The underlying
shares received at exercise are restricted and subject to a repurchase right by the company
at the exercise price until they are vested. Early exercise starts the capital gain clock tick-
ing for a later resale. No gains are realized on the spread from the option exercise until vest-
ing or until a Section 83(b) election is filed. Sometimes referred to as reverse vesting.

earnings before interest and taxes (EBIT). All profits (operating and nonoperating) before
deduction of interest and income taxes.

earnings before interest, taxes, depreciation, and amortization (EBITDA). Concerns the
cash flow of a company; by not including interest, taxes, depreciation, and amortization,
one can see clearly the amount of money a company is bringing in.

earnings per share (EPS). Net income for the fiscal year divided by the total number of
shares outstanding, with adjustments for common stock equivalents.

EBIT. Abbreviation for earnings before interest and taxes.

EBITDA. Abbreviation for earnings before interest, taxes, depreciation, and amortization.

EBP. Abbreviation for excess benefit plan.

economic indicator. A key statistic in the overall economy that may be used as a yardstick
to predict the performance of the stock market.

economic profit. A calculation of profits that exceed the expected return to shareholders.
Normally calculated by subtracting the cost of capital from an adjusted profit number. Many
variations of the calculation exist.

Economic Recovery Tax Act (ERTA) of 1981 (1981 Tax Act). ERTA emphasized the de-
ferral of compensation, and also reduced ordinary income tax rates.
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economic value added (EVA). A concept copyrighted by Stern Stewart & Co. EVA is net
operating profit minus an appropriate charge for the opportunity cost of all capital invested
in an enterprise. As such, EVA is an estimate of true “economic” profit, or the amount by
which earnings exceed or fall short of the required minimum rate of return that sharehold-
ers and lenders could get by investing in other securities of comparable risk.

EDGAR—Electronic Data Gathering, Analysis and Retrieval System. The system through
which companies electronically file reports and registration statements with the SEC. This
requires converting the paper or word-processing document to be filed into a universal ASCII
format, a process known as “EDGAR-izing” the document. The public can then access the
filings through the SEC’s Web site on the Internet.

EEOC. Abbreviation for Equal Employment Opportunity Commission.

EITF. Abbreviation for Emerging Issues Task Force.

Emerging Issues Task Force (EITF). Organization affiliated with FASB that addresses
new and emerging accounting issues. The EITF was formed in 1984 in response to the rec-
ommendations of the FASB’s task force on timely financial reporting guidance and an FASB
Invitation to Comment on those recommendations.

employee stock purchase plan (ESPP). A type of broad-based plan that permits employees
to purchase stock of the company, usually at a discount price and by payroll deduction. ESPPs
may or may not qualify as tax-advantaged plans under Section 423 of the Code.

employment agreement. A legal agreement between a company and an executive that sets
forth the terms and conditions of employment, often including severance arrangements.

EPA. Abbreviation for Equal Pay Act.

EPS. Abbreviation for earnings per share.

Equal Employment Opportunity Commission (EEOC). A commission of the federal gov-
ernment charged with enforcing the provision of the Civil Rights Act of 1964 and the EPA
of 1963 as it pertains to sex discrimination in pay.

Equal Pay Act (EPA) of 1963. An amendment to the Fair Labor Standards Act of 1936,
prohibiting pay differentials on jobs that are substantially equal in terms of skills, efforts,
responsibility, and working conditions, except when the variances are the result of bona
fide seniority, merit, or production-based systems, or any other job-related factor other than
gender.

equity collar. Hedging strategy involving offsetting puts and calls on an equity position,
often used to diversify concentrated stock positions. The collar can be structured so that the
premium received for the sale of the call and the money paid for purchase of the put net
each other out (a “zero cost” collar).

This strategy allows an executive to hold stock after an option exercise for long-term
capital gains, minimizes the risk of stock price fluctuations, finances the cost of the put
(zero-cost collar), or brings in more or less cash than the cost of the put. However, it has un-
certain legal and tax ramifications; it is prohibited by many companies, and the executive
gives up the benefit of future price increases beyond the collar price.

equity security. An ownership interest in a company. Common and preferred stock are
types of equity securities. Equity securities can be distinguished from debt securities, such
as bonds, and from derivative securities, such as stock options.
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ERISA. Abbreviation for Employee Retirement Income Security Act of 1974.

ERISA excess plan. A type of pension plan for key executives to restore benefits that were
reduced by the enactment of ERISA. The company makes up the difference between what
an executive accrues under the company pension plan and the amount he or she is allowed
to receive under ERISA restrictions.

ESOP. Abbreviation for employee stock ownership plan.

ESPP. Abbreviation for employee stock purchase plan.

European option. A stock option that may be exercised only on its expiration date.

EVA. Abbreviation for economic value added.

evergreen agreement. An agreement that does not expire. The agreement is usually auto-
matically renewed if not canceled by a certain date each year.

evergreen stock option reserve. An employee stock plan funding mechanism that autho-
rizes annual increases (generally expressed as a percentage of outstanding common stock)
to the number of shares available for stock grants and awards.

excess benefit plan. See ERISA excess plan.

ex-dividend. A synonym for “without dividend.” The buyer of an ex-dividend stock is not
entitled to the next dividend payment. Dividends are paid on a set date to all those share-
holders recorded on the books of the company as of a previous date of record. For exam-
ple, a dividend may be declared as payable to stockholders of record on a given Friday. Since
three business days are allowed for delivery of stock in a regular transaction on the New
York Stock Exchange, the NYSE would declare the stock “ex-dividend” as of the opening
of the market on the preceding Wednesday. That means anyone who bought it on or after
that Wednesday would not be entitled to that dividend. When stocks go ex-dividend, the
stock tables include the symbol “x” following the name.

executive perquisite. Special benefit made available to top executives (and sometimes
other managerial employees). May be taxable income to the executive. Company-related
perquisites may include company-paid club memberships, first-class air travel, use of cor-
porate aircraft, company car, home computer, cellular phone, and other amenities related to
work. Personal perquisites include such items as low-cost loans for various reasons, and per-
sonal tax planning and legal counsel. Since 1978, the IRS has required companies to value
these special benefits and require executives to pay tax on the imputed income associated
with the benefit.

exercisable. Describes options that, because of the passage of time or the meeting of spec-
ified performance targets, have vested and may now be exercised by the option holder. Op-
tions often become exercisable in increments over time. In some option plans one can
exercise unvested options subject to a company repurchase right under a vesting-like sched-
ule. See “early exercise options.”

exercise. The act of acquiring the underlying securities subject to a stock option by paying
the exercise price.

exercise period. The date or dates specific stock options are available for exercise.

expatriate. Employee assigned outside of the base country for any period of time in ex-
cess of one year.

418 Glossary

ch19_4312.qxd  8/24/04  11:12 AM  Page 418



face value. Refers to the number of shares times the share price. For example, 100 shares
at $50 per share have a face value of $5,000.

Fair Labor Standards Act of 1936 (FLSA). A federal law that establishes minimum wage,
overtime pay, recordkeeping, and child labor standards that affect more than 100 million
full- and part-time workers in the private sector and in federal, state, and local governments.
FLSA applies to enterprises that have employees who are engaged in interstate commerce;
producing goods for interstate commerce; or handling, selling, or working on goods or ma-
terials that have been moved in or produced for interstate commerce.

fair market value (FMV). The value that would as closely as possible approximate the value
of a particular instrument or share of stock as determined by a willing buyer and a willing
seller in an arms’ length transaction. For public companies, FMV is often determined by,
or based on, the quoted market price. With a private company, the fair market value mea-
sure is more subjective, and often may be based on a recent round of financing or set by an
outside valuation.

fair value. The amount for which an asset could be bought or sold in a current transaction
between willing parties; that is, other than in a forced liquidation sale. Quoted market prices
in active markets are the best evidence of fair value and are to be used as the basis for mea-
surement, if available. If quoted market prices are not available, the estimate of fair value
is based on the best information available. The estimate of fair value considers prices for
similar amounts and the results of valuation techniques to the extent available. Examples of
valuation techniques include the present value of estimated future cash flows using a discount
rate commensurate with the risks involved, option-pricing models, matrix pricing, option-
adjusted spread models, and fundamental analysis.

Family Medical Leave Act (FMLA) of 1993. Entitles an eligible employee to receive un-
paid leave of up to 12 weeks per year for specified family or medical reasons, such as caring
for ill family members or adopting a child.

FAS. Abbreviation for Financial Accounting Statement.

FASB. Abbreviation for Financial Accounting Standards Board.

Federal Insurance Contributions Act (FICA). The statute that established social security
contribution withholding requirements. The FICA payments are made equally by the em-
ployer and employee.

Federal Unemployment Tax Act (FUTA). A law enacted more than 60 years ago to guar-
antee financing for a national employment security system. The idea was that employers
would pay the cost of administering the new unemployment compensation system, along with
a national job placement system, to help them recruit new workers and to get laid-off work-
ers and unemployment compensation claimants into new jobs as quickly as possible. FUTA
is administered by the DOL.

FICA. Abbreviation for Federal Insurance Contributions Act.

Financial Accounting Standards Board (FASB). An organization that develops accounting
standards on a wide range of financial topics, including stock compensation. Since 1973,
the FASB has been the designated organization in the private sector for establishing stan-
dards of financial accounting and reporting. Those standards govern the preparation of fi-
nancial reports. These accounting standards are officially recognized as authoritative by the
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Securities and Exchange Commission (Financial Reporting Release No. 1, Section 101) and
the American Institute of Certified Public Accountants (Rule 203, Rules of Conduct, as
amended May 1973 and May 1979).

Financial Accounting Statement No. 123 (FAS 123). Accounting standard that originally
recommended expensing of all stock-based compensation using stock fair market value to
value stock awards and a recognized option-pricing model (typically Black-Scholes) to
value options. FAS 123, however, was not mandatory, and companies could elect to continue
to expense stock-based compensations under APB 25. In March 2004, the FASB released
an exposure draft (Share-Based Payment) amending FAS 123, which will require, for tax
years beginning in 2005, all U.S. companies to recognize an accounting expense for the
“fair value” of stock options as of the date of grant.

financial statements. The balance sheet, income statement, statement of changes in finan-
cial position, statement of changes in owners’ equity accounts, and notes thereto.

fiscal year. Any consecutive 12-month period of financial accountability for a corpora-
tion or government. 

fixed accounting. A method of accounting for share-based employee compensation under
which a non-varying charge to earnings is recorded and amortized over the service period.
FAS 123 uses the term fixed award in an somewhat different sense than APB Opinion 25,
which distinguishes between fixed awards and variable awards. FAS 123 only distinguishes
between fixed awards and liabilities.

fixed award. See fixed accounting.

fixed grant guidelines. Guidelines under which a company determines grant size accord-
ing to a set number of shares or a set percentage of shares outstanding rather than a value
for the shares granted.

FLSA. Abbreviation for Fair Labor Standards Act of 1936.

FMLA. Abbreviation for Family Medical Leave Act of 1993.

FMV. Abbreviation for fair market value.

forgivable stock option exercise loan. A full-recourse loan extended by the company to
employee (or company-secured third-party financing) for purchase of company stock. The
loan must be repaid upon voluntary termination and may be forgiven based on future com-
pany service and/or performance.

Form 3. The initial form filed with the SEC pursuant to Section 16(a) of the Securities
Exchange Act of 1934 by directors, officers, and 10% owners to report initial holdings in
company equity securities.

Form 4. Form filed with the SEC to report changes in an insider’s ownership of company
stock, such as a purchase or sale. 

Form 5. Year-end form filed with the SEC pursuant to Section 16(a) of the Securities Ex-
change Act of 1934 to report certain transactions exempt from Form 4 reporting and any
changes not previously reported by the insider on Form 3 or Form 4.

Form 8-K. A report required to be filed with the SEC to publicly disclose certain mate-
rial corporate events, such as a change in control, a significant acquisition, a bankruptcy, or
a change in the company’s fiscal year or accounting firms.
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Form 10-K. Annual report required to be filed with the SEC after the end of the fiscal
year. The 10-K includes a description of the company’s business and properties, the audited
financial statements, and management’s discussion and analysis (MD&A) of the financials.
The 10-K must be signed by a majority of the board of directors.

Form 10-Q. Quarterly report required to be filed with the SEC after the end of each of the
first three fiscal quarters. Form 10-Q is less comprehensive than the Form 10-K annual re-
port and does not require that financial statements be audited. It covers the specific quarter
and the year to date.

Form 144. The notice of sale required when an executive officer, director, or other affil-
iate of a company sells that company’s stock. It must be filed with the SEC at the time an
order is placed with a broker to sell the stock. Form 144 is not required if both the number
of shares does not exceed 500 and the aggregate sale price does not exceed $10,000.

Form 1099-B. Form provided by a broker detailing the amount received from securities
sales, such as the proceeds from a cashless exercise. This amount, along with the person’s
tax basis, is used to calculate gain or loss for tax purposes on Schedule D.

Form 1099-MISC. Tax form provided to nonemployees (e.g., consultants, independent
contractors) that reports income/compensation.

Form S-1. A registration statement under the Securities Act of 1933, which a company
files with the SEC to register its stock for sale. Form S-1 is generally the form used by a pri-
vate company that is going public. It contains the prospectus, along with a number of ex-
hibits and other information about the company. The SEC staff reviews the Form S-1 and
provides comments that must be resolved with the staff before the public offering can go
forward.

Form S-3. A shorter form of registration statement than the Form S-1, that can be used by
certain already-public companies to sell additional shares. It is also the form most often
used to cover resales of restricted securities by selling shareholders.

Form S-4. A form of registration statement used when a company is issuing its shares in
connection with a merger or acquisition.

Form S-8. A very brief form of registration statement filed with the SEC to register shares
to be issued under an employee benefit plan. Does not require filing of a prospectus.

Form W-2. See W-2.

Form W-8. See W-8.

Form W-9. See W-9.

formula plan. A plan in which both the recipients and the number of shares to be granted
are set by the terms of the plan itself rather than being left to the discretion of the compen-
sation committee. 

formula-value stock. Simulated stock, also called phantom stock, used to measure the per-
formance of companies or business units that do not have publicly traded shares. The value
of the stock is determined by a formula.

founders’ stock. A pre-IPO stock grant.

fundamental research. Analysis of industries and companies based on such factors as sales,
assets, earnings, products or services, markets, and management. As applied to the economy,

Glossary 421

ch19_4312.qxd  8/24/04  11:12 AM  Page 421



fundamental research includes consideration of gross national product, interest rates, un-
employment, inventories, savings, and so forth.

funding formula. The performance level required, as defined by the board, for bonuses to
be paid and the percentage of profits above the threshold that will go toward bonuses.

FUTA. Abbreviation for Federal Unemployment Tax Act.

going public. When a privately held company first offers its shares to the investing pub-
lic; also known as an IPO or initial public offering.

golden bungee. Refers to executive “severance” benefits after a change in control of own-
ership when the executive agrees to stay with the new organization and receive additional
pay in various forms.

golden handcuffs. Refers to compensation and benefits that could be lost upon voluntary
termination of the executive.

golden hello. See sign-on bonus.

golden parachute. A phrase commonly used to refer to a severance arrangement between
a company and an employee that provides benefits triggered by termination of employment
in connection with a change in control of the company.

grant. The issuance of an award under a stock plan, such as a stock option or shares of re-
stricted stock.

grant date. The date on which a stock award is granted.

grant multiple. The multiple of aggregate stock option award (options shares times option
exercise price) as a function of the grantee’s salary.

grant price. The price per share at which a stock option is granted and that must be paid
to exercise the stock option. The grant price is typically the fair market value of the stock
on the date of grant. Also known as the exercise price or strike price.

hedging. Investments made in an attempt to reduce the risk of adverse price fluctuations
in a security, by taking an offsetting position in a related security.

hold. Refers to an exercise transaction in which the option holder holds the shares re-
ceived upon exercise (rather than selling them for cash).

immaculate option exercise. A form of cashless exercise in which the option exercise price
is paid by instructing the company to withhold from the total number of shares issuable upon
an option exercise a number of shares equal to the exercise price. The option holder is left
with just the number of shares equal to the option spread. As a result of the advent of broker-
assisted cashless exercise/same-day sale programs, and concerns over the potential for vari-
able accounting treatment, the immaculate exercise programs are not used.

imputed interest. Interest that the IRS assumes has been paid on a loan if the stated inter-
est is below a minimum interest rate (the applicable federal rate).

incentive stock option (ISO). A stock option that has met certain tax requirements that en-
title the option holder to favorable tax treatment. Such an option is free from regular tax at
the date of grant and the date of exercise (when a nonqualified option would become tax-
able). If two holding-period tests are met (two years after the date and one year after the ex-
ercise date), the profit on the option qualifies as a long-term capital gain rather than ordinary
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income. If the holding periods are not met, there has been a disqualifying disposition, and
the holder incurs ordinary income.

indexed stock option. Option that has an exercise price which may fluctuate above or
below market value at grant, depending on the company’s stock price performance relative
to a specified index (e.g., the Standard & Poors 500 Stock Index) or the movement of the
index itself. Indexed options differ from performance options in that the exercise price of
indexed options typically remains variable until the option is exercised.

Individual Retirement Account (IRA). An individual pension fund that anyone may open
with a bank. An IRA permits investment of contributed funds, through intermediaries such
as mutual funds, insurance companies, and banks; or directly in stocks and bonds, through
stockbrokers. Because it is intended for retirement, money in an IRA enjoys many tax ad-
vantages over traditional investments, but may not be withdrawn early without heavy penalty
fees.

initial public offering. The process of going public.

insider. An officer, director, or principal shareholder of a publicly owned company and
members of his or her immediate family. The term may also include other people who ob-
tain nonpublic information about a company and owe a duty not to use it for personal gain.

insider trading. Trading in a company’s securities by company insiders or others with ac-
cess to material, nonpublic information.

Insider Trading and Securities Fraud Enforcement Act of 1988. Federal legislation that
greatly increased the penalties for trading on material inside information.

installment exercise. A form of stock option exercise right that can be executed at certain
times and with certain limits during its term.

institutional investor. Organization whose primary purpose is to invest its own assets or
those entrusted to it by others. The most common such investors are employee pension
funds, insurance companies, mutual funds, university endowments, and banks.

internal equity. Refers to the pay relationships among jobs or skill levels within a single
organization and focuses attention on employee and management acceptance of those rela-
tionships. It involves establishing equal pay for jobs of equal worth and acceptable pay dif-
ferentials for jobs of unequal worth.

Internal Revenue Service (IRS). U.S. agency charged with collecting federal taxes, in-
cluding personal and corporate income taxes, social security taxes, and excise, estate, and gift
taxes. The IRS administers the rules and regulations that are the responsibility of the U.S.
Treasury Department and investigates and prosecutes (through the U.S. Tax Court) tax
illegalities.

intrinsic value. The difference between the exercise price and/or strike price of an option
and the market value of the underlying security.

Investment Advisers Act of 1940. This act, which falls under the purview of the SEC, reg-
ulates investment advisers. With certain exceptions, this act requires that firms or sole prac-
titioners compensated for advising others about securities investments must register with the
SEC and conform to regulations designed to protect investors. Since the act was amended in
1996, generally only advisers who have at least $25 million of assets under management or
advise a registered investment company must register with the SEC.
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investment bank. Also known as underwriter; investment banks serve as intermediaries
between corporations issuing new securities and the buying public. Normally one or more
investment banks buy the new issue of securities from the issuing company for a negotiated
price. The company walks away with this new supply of capital, while the investment
banks form a syndicate and resell the issue to their customer base and the investing public.
Investment banks perform a variety of other financial services, such as merger and acqui-
sition advice and market analysis.

Investment Company Act of 1940. This act, which falls under the purview of the SEC,
regulates the organization of companies, including mutual funds that engage primarily in
investing, reinvesting, and trading in securities and whose own securities are offered to the
investing public. The regulation is designed to minimize conflicts of interest that arise in
these complex operations. The act requires these companies to disclose their financial con-
dition and investment policies to investors when stock is initially sold and, subsequently, on
a regular basis. 

IRA. Abbreviation for individual retirement account.

IRC. Abbreviation for Internal Revenue Code.

irrevocable trust. Trust that cannot be changed or terminated by the one who created it
without the agreement of the beneficiary of the trust.

IRS. Abbreviation for Internal Revenue Service.

ISO. Abbreviation for incentive stock option.

job evaluation. The process for determining the relative worth of a position within an or-
ganization based on the factors valued by the organization. The end result of the job eval-
uation process is the assignment of jobs to some form of pay hierarchy.

job family. A collection of jobs that have common skills, occupational qualifications, tech-
nology, working conditions, and so on. Often, a job family represents increasingly complex
levels of a job.

joint and survivor (J&S) annuity. A common form of pension plan payout, which pays
over the life of the retiree and his or her spouse after the retiree dies. The retiree and his or
her spouse usually must specifically choose not to accept this payment form.

J&S. Abbreviation for joint & survivor.

junior stock. Stock with limited or no voting stock or dividend rights; convertible into
regular common stock if performance goals (or other stated events such an initial public of-
fering) are met.

Labor-Management Reporting and Disclosure Act. Law dealing with the relationship be-
tween a union and its members. It safeguards union funds and requires reports on certain fi-
nancial transactions and administrative practices of union officials, labor consultants, and the
like. The Office of Labor-Management Standards administers the act, which is part of the Em-
ployment Standards Administration. This act is also known as the Landrum-Griffin Act.

LCN. Abbreviation for Local Country National.

legend. A notice on a stock certificate that the shares represented by that certificate are re-
stricted in some manner.
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leverage. Any means of increasing value and return by borrowing funds or committing
less of one’s own. For corporations, it refers to the ratio of debt (in the form of bonds and
preferred stock outstanding) to equity (in the form of common stock outstanding) in the
company’s capital structure. The more long-term debt there is, the greater the financial
leverage. Shareholders benefit from this financial leverage to the extent that the return on
the borrowed money exceeds the interest costs of borrowing it. Because of this effect, fi-
nancial leverage is popularly called “trading on the equity.” For individuals, leverage can
involve debt, as when an investor borrows money from a broker on margin and so is able
to buy more stock than he or she otherwise could. If the stock goes up, the investor repays
the broker the loan amount and keeps the profit. By borrowing money, the investor has
achieved a higher return on his or her investment than if he or she had paid for all the stock
personally. Rights, warrants, and option contracts also provide leverage, not through debt
but by offering the prospect of a high return for little or no investment.

leveraged stock option. Often used after the restructure of a corporation; the company will
match some multiple of stock options to the employee’s purchase of a fixed number of
shares (e.g., company provides four options for one share purchased).

liquidity. (1) The ability to convert an asset into cash quickly and without any price dis-
count. (2) The ability of the market in a particular security to absorb a reasonable amount
of buying or selling at reasonable price changes.

limited offering. Sales of securities exempt from registration pursuant to certain exemp-
tions that limit the size of the offering and the number of purchasers.

limited stock appreciation right (LSAR). Similar to a SAR, but only exercisable in the case
of a change in control or up to a certain value. Usually granted in tandem with a stock option.

listed stock. The stock of a company that is traded on a securities exchange.

living trust. A trust created by a person during his or her lifetime.

Local Country Nationals (LCNs). Citizens of countries in which a U.S. foreign subsidiary
is located. LCNs’ compensation is tied either to local wage rates or to the rate of U.S. expa-
triates performing the same job. Each practice of paying LCNs has different internal equity
and external equity implications.

lock-up. An agreement between investment bankers and the companies that they take pub-
lic. This agreement restricts the resale of shares owned by founders, employees, and ven-
ture capitalists immediately after the IPO. Typically lasts for 180 days, but could last for a
shorter or longer period.

look-back feature. Option provision typically used in a Code § 423 employee stock pur-
chase plan (ESPP). The purchase price (with or without a discount) is based on the lower
of the market price at the beginning or end of the purchase period (a typical plan purchase
period might run for six months). For example, for a plan with a look-back feature and a
15% discount, if the stock price is $10 at the beginning of the purchase period and goes up
to $20 at the end, your purchase price is just $8.50 ($10–15%).

margin. The amount paid by the customer when using a broker’s credit to buy or sell a se-
curity. Under Federal Reserve regulations, the initial margin required since 1934 has ranged
from 40% of the purchase price up to 100%. The current rate of 50% has been in effect since
1974.
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market share. Sales of a particular product or product line as a percentage of total sales
of the product or product line.

material information. Information that would affect a reasonable investor’s decision to
buy or sell a security if the information was known to him or her. Examples might include
a corporate takeover, a divestiture, significant management changes, and new product
introductions.

mean. The sum of a set of data reported divided by the number of observations. Also re-
ferred to as the average.

measurement date. When the fair value of a stock-based employee award is known and
fixed, according to current FASB rules, the first date on which the stock award can be mea-
sured. It is the first date on which both the number of shares and the option or purchase
price are known.

median. The middle value of a variable in a distribution of numbers. Thus, the median of
(1, 2, 3, 10, and 100) is 3. The mean (or average) of these values is 23.2. The median is gen-
erally preferred to the mean as a measure of typical values, because extreme values (very high
or very low) will tend to skew the mean.

medical savings account (MSA). The general concept of a medical savings account is for
an employer, or the government in the case of Medicare, to enable an insured individual to
obtain and pay for a high-deductible catastrophic health insurance policy. The employer or the
government would pay a fixed premium to the catastrophic insurance company, and the in-
sured individual would share the cost of the premium. The difference between what the em-
ployer or government would customarily pay for traditional coverage and the premium of
the catastrophic health insurance coverage would be put into an individual’s MSA for his
or her qualified medical expenses.

mega-grant. An exceptionally large share-based award. 

minimum value. An amount attributed to an option that is calculated without considering
the expected volatility of the underlying stock. Minimum value may be computed without
using a standard option-pricing model and a volatility of zero. It also may be computed as (1)
the current price of the stock reduced to exclude the present value of any expected dividends
during the option’s life minus (2) the present value of the exercise price. Different methods
of reducing the current price of the stock for the present value of the expected dividend pay-
ments, if any, may result in different computed minimum values.

minimum value stock valuation model. A model that estimates the value of a stock option;
it considers the same factors as the Black-Scholes model, with the exception of (1) the sto-
chastic estimation of future stock price, and (2) the volatility of the stock. This model is de-
fined as the current stock price less the present value of (a) expected dividends, and (b)
exercise price.

monetize. To convert illiquid value such as stock option spread to cash. See hedging, cost-
less collar, and zero premium collar.

MSA. Abbreviation for medical savings account.

mutual fund. A portfolio of stocks, bonds, or other securities administered by a team of one
or more managers from an investment company who make buy and sell decisions on com-
ponent securities. Capital is contributed by smaller investors who buy shares in the mutual
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fund rather than the individual stocks and bonds in its portfolio. The return on the fund’s hold-
ings is distributed back to its contributors, or shareholders, minus various fees and commis-
sions. This system allows small investors to participate in the reduced risk of a large and
diverse portfolio that they could not otherwise build themselves. They also have the benefit
of professional managers overseeing their money who have the time and expertise to ana-
lyze and pick securities.

named executive officers (NEOs). The five highest paid executive officers, whose prior
fiscal year compensation is reflected in the Summary Compensation Table in a publicly held
company’s annual proxy statement, pursuant to SEC disclosure requirements.

National Association of Securities Dealers (NASD). An association of securities broker/
dealers, including all of the major brokerage firms as members. The NASD establishes uni-
form practices in the securities industry for trading in the over-the-counter market in order
to protect investors. The NASDR is the regulatory arm of the NASD.

Nasdaq. The National Association of Securities Dealers Automated Quotation, a global
intranet providing brokers and dealers with price quotations on trades over-the-counter. Un-
like the NYSE auction market, where orders meet on a trading floor, Nasdaq orders are paired
and executed on a computer network.

national market system. A system mandated by the Securities Act Amendments of 1975.
Eight markets—the American, Boston, Cincinnati, Chicago, New York, Pacific, Philadel-
phia, and NASD over-the-counter markets—are linked electronically by computers. This al-
lows traders at any exchange to seek the best available price on all other exchanges that a
particular security is eligible to trade on. The national market system also includes a con-
solidated electronic tape, which combines last-sale prices from all markets into a single
stream of information.

negative discretion. Provision in an incentive plan that permits the compensation com-
mittee to reduce, but not to increase, an employee’s formula-generated bonus payment.

New York Stock Exchange (NYSE). Oldest (established in 1792) and largest securities ex-
change in the United States. The NYSE marketplace blends public pricing with assigned
dealer responsibilities. Aided by advanced technology, public orders meet and interact on the
trading floor with a minimum of dealer interference. The result is competitive price discov-
ery at the point of sale. Liquidity in the NYSE auction market system is provided by indi-
vidual and institutional investors, member firms trading for their own accounts, and assigned
specialists. The NYSE is linked with other markets trading listed securities through the In-
termarket Trading System (ITS).

NYSE-assigned dealers, known as specialists, are responsible for maintaining a fair
and orderly market in the securities assigned to them. Most trading, however, is conducted
by brokers acting on behalf of customers, rather than by dealers trading for their own ac-
count. For this reason, the NYSE is often described as an agency auction market. The inter-
action of natural buyers and sellers determines the price of an NYSE-listed stock.

nonqualified deferred compensation plan. A nonqualified plan is an employer-sponsored
retirement or other deferred compensation plan that does not meet the tax-qualification re-
quirements under the Code.

nonqualified stock option (NQSO). An employee stock option not meeting the IRS criteria
for ISOs (incentive stock options) and therefore triggering a tax upon exercise. This type of
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option requires withholding of state and federal income tax, Medicare, and FICA/FUTA on
the excess of the fair market value over the exercise price on the exercise date.

NQSO. Abbreviation for nonqualified stock option.

NYSE. Abbreviation for New York Stock Exchange.

NYSE Composite Index. A market-value weighted index of all stocks on the NYSE. The
Composite Index consists of all common stocks listed on the NYSE and four subgroup
indexes—Industrial, Transportation, Utility, and Finance.

Occupational Safety and Health Act (OSH Act). The law administered by the Occupa-
tional Safety and Health Administration (OSHA). Safety and health conditions in most pri-
vate industries are regulated by OSHA or OSHA-approved state systems. Employers must
identify and eliminate unhealthful or hazardous conditions; employees must comply with
all rules and regulations that apply to their own workplace conduct.

off-hours trading. Trading that takes place after the close of the regular session. On June
13, 1991, the NYSE introduced off-hours trading in the form of two post-4:00 P.M. crosses.
Crossing Session I introduced a 5:00 P.M. cross in individual stocks at the NYSE regular
day closing price; Crossing Session II facilitates the crossing of portfolios until 5:15 P.M.

omnibus stock plan. A long-term incentive plan that provides the flexibility to use a num-
ber of long-term incentive vehicles, such as stock options, stock appreciation rights, restricted
stock, performance shares, and performance units. A list of performance measures usually
is included in such a plan to satisfy Code § 162(m) purposes.

option gain deferral. A technique for postponing taxation on stock option gains. The op-
tionee pays the exercise price by surrendering previously-owned shares. The option shares
in excess of that amount (“profit shares”) are deferred in the form of stock units payable in
stock at a later date.

option holder. A person who has been granted a stock option. Also referred to as an
optionee.

option spread. The amount by which the value of stock underlying an option grant, ex-
ceeds the exercise price. The aggregate spread is determined by multiplying the number of
shares by the amount by which the market price per share exceeds the option’s exercise price
per share. Also referred to as intrinsic value.

optionee. A person who has been granted a stock option. Also referred to as an option
holder.

out of the money. A term used to describe an employee stock option when the current mar-
ket price is below the option exercise price. When an option is out of the money, it would
cost more than the underlying stock is worth to exercise the option. Such options are also
described as being underwater.

outside director. A board member who is neither a current employee nor a former
employee.

over the counter. A market, including Nasdaq, in which securities transactions are con-
ducted through a computer network connecting dealers in stocks and bonds, rather than on
the floor of an exchange.
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ownership guidelines. Requirements at some companies that executives, directors, and
key employees own a specified amount of company stock so that their financial interests are
clearly aligned with those of shareholders. The most commonly used guidelines require
stock ownership with a value based on some multiple of salary (e.g., 3x salary). A minority
of companies express ownership as a specific number of shares. The guidelines are tiered
by position so that the CEO has the highest-level ownership requirement.

PARSAP. Abbreviation for performance-accelerated restricted stock award plan.

pay differential. Pay differences among levels within the organization, such as the differ-
ence in pay between adjacent levels in career path, between supervisors and subordinates,
and between executive and nonexecutive employees.

penny stocks. Low-priced issues, often highly speculative, selling at less than $1 a share.
Frequently used as a term of disparagement, although some penny stocks have developed
into investment-caliber issues.

performance condition (performance award). An award of stock-based employee com-
pensation for which vesting depends on both (a) an employee’s rendering services to the
employer for a specified period of time, and (b) the achievement of a specified performance
target. A performance condition may pertain either to the performance of the enterprise as
a whole or to some part of the enterprise, such as a division.

performance share. Grants of actual shares of stock or phantom stock whose payment is
contingent on performance as measured against predetermined objectives over a period of
time; same as performance units except that the value paid fluctuates with stock price
changes as well as performance against objectives. Payout may be settled in cash or stock.

performance stock option. Options for which some aspect of vesting or exercise price is
subject to specified performance criteria. Options with performance vesting provisions often
become exercisable at or near the end of the option term, regardless of performance, to se-
cure favorable accounting treatment under APB 25.

performance unit. Cash earned by an executive at the end of a performance period if cer-
tain preestablished financial objectives are achieved. Similar to performance shares, except
that payments are not related to stock price and units are earned on the basis of internal fi-
nancial performance measures.

performance-accelerated restricted stock award plan (PARSAP). Also known as
performance-accelerated restricted stock (PARS) and time-accelerated restricted stock
award plans (TARSAPs). Grants of restricted stock or restricted stock units that may vest
early upon attainment of specified performance objectives. Otherwise, a time-vesting sched-
ule would remain in effect.

performance-based compensation. Under Internal Revenue Code Section 162(m)(4)(C),
remuneration that is payable solely on account of the attainment of one or more perfor-
mance goals, but only if the performance goals are determined by a compensation committee
of the board of directors, which is comprised solely of two or more “outside directors,” the
material terms under which the remunderation is to be paid (including the performance
goals) are disclosed to and approved by stockholders, and the compensation committee cer-
tifies that the performance goals and any other material terms were satisfied before any pay-
ment of such remuneration.
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permanent discount purchase plan. A stock purchase plan that enables employees to pur-
chase restricted stock at a set dollar discount from the then-current market price of the
stock. The discount is usually significant relative to the market price at the date of purchase.
If the employee subsequently wishes to sell the stock, the employer typically has a right to
repurchase the shares at the then market price, less the original discount.

perquisites. See executive perquisite.

phantom stock award. A type of incentive grant in which the recipient is not issued actual
shares of stock on the grant date, but instead receives an account credited with a certain
number of hypothetical shares. The value of the account increases or decreases over time
based on the appreciation or depreciation of the stock price and the crediting of phantom
dividends. Payout may be settled in cash or stock.

poison pill. A device designed to prevent a hostile takeover by increasing the takeover
cost, usually through the issuance of new preferred shares that carry severe redemption
provisions.

pooling of interests. A merger accounting method (now obsolete) whereby the balance
sheets of the two merging companies are combined line by line without a tax impact.

preferred stock. A class of stock that typically pays a fixed dividend, regardless of cor-
porate earnings, and has priority over common stock in the payment of dividends. How-
ever, it often carries no voting rights. The fixed income stream of preferred stock makes it
similar in many ways to bonds.

Pregnancy Discrimination Act of 1978. An amendment to Title VII of the Civil Rights
Act. It requires a company to extend to pregnant employees or spouses the same disability
and medical benefits provided other employees or spouses of employees.

premium-priced stock option. Options that have an exercise price above market value at
the time of grant.

present value (PV). Value today of a future payment, or stream of payments, discounted
at some appropriate compound interest or discount rate. The present-value method, also
called the discounted cash-flow method, is widely used to compare alternative investments
of cash-flow streams.

price earnings (P/E) ratio. A popular measure for comparing stocks selling at different
prices in order to single out over- or undervalued issues. The P/E ratio is the price per share
divided by the company’s earnings per share.

price index. Overall measure of how much prices have increased over a period of time.
Prices are expressed as some percentage of the prices prevailing during a base period.

primary offering. An offering of as-yet unissued securities.

principal stockholder. An investor that either (1) owns 10% or more of an entity’s common
stock or (2) has the ability, directly or indirectly, to control or significantly influence the
entity.

private placement. Sales of securities not involving a public offering pursuant to certain
exemptions.

program trading. A wide range of portfolio trading strategies involving the purchase or
sale of 15 or more stocks having a total market value of $1 million or more.
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prospectus. A legal document offering securities or mutual fund shares for sale, required
by the Securities Act of 1933. It must explain the offer, including the terms, issuer, objec-
tives (if mutual fund) or planned use of the money (if securities), historical financial infor-
mation, and other information that could help an individual decide whether the investment
is appropriate for him or her. Also called “offering circular.”

proxy. Refers either to (1) a person, such as a member of management, who is designated
by a shareholder to vote on behalf of the shareholder at a meeting; or (2) a signed card or
other document that designates such a person. Corporate matters are typically voted on via
proxy because it would be impractical to assemble all of the shareholders at one time to
vote in person.

proxy battle. Strategy used by an acquiring company in a hostile takeover attempt, whereby
the acquirer challenges the target company’s management and solicits support from the tar-
get company’s shareholders for proposals that would effectively give the acquiring com-
pany control of the target without having to pay a premium. Also known as a “proxy fight.”

proxy fight. See proxy battle.

proxy statement. Information document that the SEC requires to be provided to share-
holders before they vote by proxy on corporate matters. The proxy statement contains bio-
graphical information on the members of the board of directors; the top five executive
officers’ salaries, bonus, and stock compensation; and any proposals from management or
shareholders to be acted upon at the meeting.

prudent person rule. An investment standard that dictates the type of security, or specific
securities, in which a fiduciary or trustee may invest money. Generally, it implies that a
fiduciary or trustee may invest in a security only if it is one that a prudent person of dis-
cretion and intelligence would buy.

Public Utility Holding Company Act of 1935. Interstate holding companies engaged,
through subsidiaries, in the electric utility business or in the retail distribution of natural or
manufactured gas are subject to regulation under this act. These companies, unless
specifically exempted, are required to submit reports providing detailed information con-
cerning the organization, financial structure, and operations of the holding company and its
subsidiaries.

put option (put). A derivative security giving the holder the right to sell securities at a
fixed price (see call option). A protective put strategy allows holders of concentrated stock
positions to have protection against share price drops. By purchasing a put, if the stock
price is below the strike price at expiration, the holder will receive a payment for the differ-
ence. For example, the current market price per share is $50, and a put is purchased with a
$35 downside strike price. At expiration, when the price is $30, a $5 cash payment will be
made.

PV. Abbreviation for present value.

pyramid exercise. A type of stock swap option exercise in which a small number of pre-
viously owned shares is surrendered to the company to pay a portion of the exercise price,
for which a slightly larger number of option shares may be purchased. The newly purchased
shares are then immediately surrendered back to the company to pay additional amounts of
the exercise price, and so on until the full option price has been paid and the option holder
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is left with just the number of shares equal to the option spread. With the advent of broker-
assisted cashless exercise/same-day sale programs, pyramiding has fallen out of favor.

qualified plan. Generally, a plan that meets qualifications under the applicable sections of
the Internal Revenue Code. A plan whereby the employer can take a tax deduction with re-
spect to accrual of an as-yet-unpaid benefit. For example, a qualified defined benefit pen-
sion allows a company to take a tax deduction for the accrual of a pension benefit.

qualified stock option. A stock option that meets the requirements established by Internal
Revenue Code Section 422. Usually referred to as an ISO.

qualifying disposition. Transfer (e.g., by gift or sale) of ISO or ESPP shares after the
required holding period of two years from the grant date and one year from the purchase/
exercise date.

rabbi trust. A nonqualified fund for holding deferred compensation tax-free until either
the company gives up the right to recall the money, the beneficiary collects, or the funds are
made available to the general creditors of the company in the event of a bankruptcy.

real estate investment trust. See REIT.

record date. The date set by the board of directors for the transfer agent to close the com-
pany’s books to further changes in registration of stock, in order to identify the shareholders
entitled to receive the next dividend or to vote at an upcoming meeting. A shareholder must
officially own shares as of the record date to receive the dividend or vote at the meeting.

record owner. The shareholder of record of shares of stock, which may be different from
the beneficial owner of those shares.

registration. Before a company may make a public offering of new securities, the secu-
rities must be registered under the Securities Act of 1933. A registration statement is filed
with the SEC by the issuer. It must disclose pertinent information relating to the company’s
operations, securities, management, and purpose of the public offering. Before a security
may be admitted to dealings on a national security exchange, it must be registered under the
Securities Exchange Act of 1934. The company issuing the securities must file the appli-
cation for registration with the exchange and the SEC.

registration statement. A disclosure document filed with the SEC to register shares of stock
for sale to the public. Forms S-1, S-2, S-3, and S-8 are common types of registration state-
ments. Form S-8 is used for employee benefit plans.

regression. A common statistical approach used to determine the relationship between
pay and factors that may affect pay, such as revenue size, number of employees, and so on.
The most common type of regression is a single regression.

Regulation T. Federal Reserve Board regulations governing the extension of credit by
broker/dealers, including their participation in cashless exercise/same-day sale transactions.

REIT (real estate investment trust). An organization similar to an investment company in
some respects, but concentrating its holdings in real estate investments. The yield is generally
liberal because REITs are required to distribute as much as 90% of their income annually.

reload stock option (RSO). A replacement stock option granted by some companies to op-
tion holders upon a stock swap. The number of reload options granted is equal to the num-
ber of shares delivered to exercise the option plus, in some cases, any shares withheld for tax
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withholding obligations. The exercise price of the new option is the current market price;
the reload option generally expires on the same date that the original option would have.

repricing. The exchange of previously granted, now out-of-the-money stock options for
lower-priced options at the current market price. The actual exchange can be structured in
different ways and with different ratios of old-to-new stock options.

restricted securities. The term used under SEC Rule 144 for securities issued privately by
the company or an affiliate, without the benefit of a registration statement. Restricted se-
curities are subject to a holding period before they can be sold, under Rule 144. The term
is also commonly used to refer to any securities held by affiliates that must be sold under
Rule 144, regardless of whether the stock is registered, although the technical terms is “con-
trol securities.”

restricted stock award. Grants of shares of stock subject to restrictions on transfer and
risk of forfeiture until vested by continued employment or by reaching a performance tar-
get. Restricted stock typically vests in increments over a period of several years. Dividends
may be paid, and award holders may have voting rights during the restricted period.

return on assets (ROA). A profitability ratio measured by net income divided by assets,
This is equivalent to return on sales multiplied by capital turnover.

return on equity (ROE). A profitability ratio measured by net income divided by equity.
This is equivalent to return on assets (ROA) multiplied by leverage (the ratio of assets to
shareholders’ equity).

return on invested capital (ROIC). Amount, expressed as a percentage, earned on a com-
pany’s total capital.

return on sales (ROS). Net income as a percentage of sales. ROS is a useful measure of
overall operational efficiency when compared with prior periods or with other companies
in the same line of business. ROS varies widely from industry to industry.

reverse vesting. A technique (also known as early exercise) most often found in stock op-
tion plans offered by pre-IPO companies. Under this type of arrangement, the optionee
would be allowed to exercise options before they are vested. For each option exercised, the
optionee would receive a share of restricted stock, which is subject to vesting based on the
original vesting schedule of the option.

ROA. Abbreviation for return on assets.

ROC. Abbreviation for return on capital.

ROE. Abbreviation for return on equity.

ROIC. Abbreviation for return on invested capital.

ROS. Abbreviation for return on sales.

ROSE. Abbreviation for return on shareholders’ equity.

RSO. Abbreviation for reload stock option.

Rule 10b-5. An SEC rule that prohibits trading by insiders on material nonpublic infor-
mation. This is also the rule under which a company may be sued for false or misleading
disclosure.
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Rule 13d. An SEC rule that requires holders of 5% or more of a company’s stock to disclose
their security holdings and any changes in a Schedule 13D filing.

Rule 144. An SEC rule that applies to public resales of restricted securities, as well as all
sales by affiliates. The requirements include:

1. Current public information about the issuer.

2. A one-year holding period for restricted securities.

3. Unsolicited brokers’ transactions.

4. An amount limitation—the greater of 1% of the outstanding stock or the average weekly
trading volume may be sold during any three-month period.

5. A Form 144 filing in most cases.

Rule 701. SEC registration exemption used for private company equity plans.

SAB. Abbreviation for Staff Accounting Bulletin.

same-day sale. A same-day option exercise and sale transaction, effected through a broker.
The broker uses the proceeds of the sale to pay to (1) the company the exercise price and any
tax withholding and (b) the option holder the net shares or cash (less any brokerage com-
missions or fees).

SAR. Abbreviation for stock appreciation right.

Schedule 13D, 13G. Disclosure forms required to be filed with the SEC and the company
by a shareholder or group of shareholders that owns more than 5% of a public company.
Schedule 13G is a short-form version of the 13D and may generally (but not always) be
used only by institutional investors.

SEC. Abbreviation for Securities and Exchange Commission.

Section 16(a). Provision of the Securities Exchange Act of 1934 that requires company in-
siders to file periodic reports disclosing their holdings and changes in beneficial ownership
of the company’s equity securities. See Forms 3, 4, and 5.

Section 16(b). Provision of the Securities Exchange Act of 1934 that requires any profit re-
alized by a company insider from the purchase and sale, or sale and purchase, of the com-
pany’s equity securities within a period of less than six months to be returned to the company.
Section 16(b) is also known as the “short-swing profit rule.”

Section 162(m). The section of the Code imposing a $1 million cap on deductible compen-
sation paid by a publicly held corporation to its named executive officers (see also named
executive officers). 

Section 423. The Internal Revenue Code section that regulates employee stock purchase
plans.

Section 83(b) election. An election filed by an employee to be taxed on a restricted stock
grant as of the date of grant. This voluntary election must be made within 30 days of the date
of grant to be effective.

secular trust. A trust fund for holding deferred compensation. Differs from a rabbi trust in
that contributions are taxable to the recipient as they accumulate. The trust usually begins to
pay out when the trust beneficiary retires. The trust assets are not subject to claims of cred-
itors in the event of a bankruptcy.
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Securities Act of 1933. Federal legislation enacted to protect potential purchasers of stock
by requiring companies to register their public stock offerings and make full disclosure to
purchasers. Often referred to as the “truth in securities” law, the Securities Act of 1933 has
two basic objectives:

• Require that investors receive financial and other significant information concerning se-
curities being offered for public sale; and

• Prohibit deceit, misrepresentations, and other fraud in the sale of securities.

Securities and Exchange Commission (SEC). The government agency responsible for the
supervision and regulation of the securities industry and markets, as well as public securities
offerings and the ongoing disclosure obligations of public companies.

Securities Exchange Act of 1934. This act gives the SEC broad authority over all aspects
of the securities industry, including the power to register, regulate, and oversee brokerage
firms, transfer agents, and clearing agencies as well as the nation’s securities self-regulatory
organizations (SROs). The various stock exchanges, such as the New York Stock Exchange
and American Stock Exchange, are SROs. The National Association of Securities Dealers,
which operates the Nasdaq system, is also an SRO. The act also identifies and prohibits cer-
tain types of conduct in the markets and provides the SEC with disciplinary powers over
regulated entities and persons associated with them. The act also empowers the SEC to re-
quire periodic reporting of information by companies with publicly traded securities.

security. Includes any note, stock, treasury stock, bond, debenture, evidence of indebted-
ness, certificate of interest, or participation in any profit-sharing agreement. Also includes
collateral-trust certificate; preorganization certificate or subscription; transferable share;
investment contract; voting-trust certificate; certificate of deposit for a security; fractional
undivided interest in oil, gas, or other mineral rights; any put, call, straddle, option, or priv-
ilege on any security, certificate of deposit, or group or index of securities (including any
interest therein or based on the value thereof); or any put, call, straddle, option, or privilege
entered into on a national securities exchange relating to foreign currency. In general, any
interest or instrument commonly known as a “security,” or any certificate of interest or par-
ticipation in, temporary or interim certificate for, receipt for, guarantee of, or warrant or right
to subscribe to or purchase any of the foregoing.

self-funding/self-insurance. A health care benefit financing technique in which an employer
pays claims out of an internally funded pool, as permitted under ERISA. Self-funded
companies might or might not also be self-administered, meaning they perform the admin-
istrative tasks associated with the benefit as opposed to purchasing such services from an
outside firm.

sequential exercise. The exercise of employee stock options in the order in which they
were granted.

SERP. Abbreviation for supplemental executive retirement plan.

seventy-fifth percentile. Also referred to as the “third quartile,” “upper quartile,” or “Q3”;
represents the dividing point between the upper 25th percentile and the lower 75th per-
centile of reported data.

share repurchase plan. A program by which a corporation buys back its own shares in the
open market. It is usually done when the common shares are undervalued. Because it re-
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duces the number of shares and thus increases earnings per share, it tends to elevate the
market value of the remaining shares held by shareholders.

shareholder proposal. A recommendation or requirement, proposed by a shareholder hold-
ing at least $2,000 market value or 1% of the company’s voting shares, that the company
and/or its board of directors take action presented for a vote by other shareholders at the
company’s annual meeting.

shareholder value. Usually calculated as market capitalization—the stock price multiplied
by the number of shares. Changes in shareholder value reflect both dividends and appreci-
ation of the stock.

shareholders’ agreement. An agreement among the shareholders of a company govern-
ing any of a number of possible topics, such as buy-out terms and voting rights.

shares outstanding. The number of company shares currently held by shareholders, as
tracked by the transfer agent.

short-against-the-box. A short sale by an investor who also owns the stock being sold is
referred to as a sale “against the box,” meaning it is a sale versus the broker’s “box” position,
not the stock in the account of the person who is short-selling. Strategies of this type are
generally referred to as hedging strategies.

To defer capital gain recognition until the next tax year, the short sale must be:

• Covered before the end of January of the next year.

• The shares held must continue to be held for at least 60 days after the short is closed.

• The shares held must not be otherwise protected from loss by an alternate hedge strategy.

Thus, the short is closed by buying back the stock (to cover) and, in order to get the favor-
able tax treatment, holding the owned stock for at least 60 days.

short sale. The sale of a security that is not owned by the seller at the time of the trade,
necessitating a purchase or delivery some time in the future to cover the sale. Investors who
believe the stock being sold will decline in value between the time it is sold short and the
time it is covered use the strategy. By being able to cover at a price lower than the short sale
price, the investor profits on the difference in price.

To sell short, the investor must borrow stock from a broker in order to meet the deliv-
ery requirements of the sale, which has potential risks.

short-swing transaction. Any purchase and sale (or sale and purchase) of the issuer’s eq-
uity securities by an insider within a period of less than six months. See Section 16(b).

SIC. Abbreviation for Standard Industrial Classification code.

Sign-on bonus. An amount of cash or stock granted at the time an employment agreement
is executed. Also referred to as a golden hello.

S&P 500. A capitalization weighted index of 500 stocks. Standard and Poor’s 500 stock
index represents the price trend movements of the major common stock of U.S. public com-
panies. It is used to measure the performance of the entire U.S. domestic stock market.

spinoff. The separation of a subsidiary or division of a corporation from its parent by is-
suing shares in a new corporate entity. Shareholders in the parent receive shares in the new
company in proportion to their original holding, and the total value remains approximately
the same.
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split. The division of the outstanding shares of a corporation into either a larger or smaller
number of shares, without any immediate effect on individual shareholders equity. For ex-
ample, a 3-for-1 forward split by a company with 1 million shares outstanding results in 3
million shares outstanding. Each holder of 100 shares before the split would have 300 shares
(each worth less) after the split, although the proportionate equity in the company would
stay the same. A reverse split would reduce the number of shares outstanding and each share
would be worth more.

split dollar life insurance. An arrangement between a company and an executive whereby
the parties agree to allocate the benefits and costs of a life insurance contract.

spread. Depending on the context, refers either to (1) the difference between the bid and
ask prices for an over-the-counter stock, or (2) the difference between an option’s exercise
price and the market price of the underlying shares (i.e., the profit component of the option).

Staff Accounting Bulletin (SAB). Promulgation that reflects the SEC staff’s views regarding
accounting-related disclosure practices. SABs represent interpretations and policies fol-
lowed by the Division of Corporation Finance and the Office of the Chief Accountant in ad-
ministering the disclosure requirements of the federal securities laws. SABs do not represent
official positions of the SEC.

staggered board. A corporate board structure whereby only a portion of the board of di-
rectors is elected each year, often used to discourage takeover attempts.

stakeholders. All parties interested in the performance of a company. Stakeholders range
from the owners of a company to the local taxing authorities, to company employees, and also
to residents concerned about the company’s impact on the environment.

Standard Industrial Classification code (SIC). Four-digit code used by the Securities and
Exchange Commission to categorize and identify a company’s type of business.

STI. Abbreviation for short-term incentive.

stock appreciation right (SAR). A contractual right, often granted in tandem with an op-
tion, that allows an individual to receive cash or stock of a value equal to the appreciation of
the stock from the grant date to the date the SAR is exercised.

stock award. Generally refers to a grant of unrestricted common shares.

stock bonus plan. A plan that provides for periodic awards of stock based upon the com-
pany’s performance.

stock depreciation right. A right that protects an option holder, who exercises a stock op-
tion, from price declines for a specified period (normally the first six months) that he or she
holds the stock. These types of plans are designed to protect the employee from price de-
clines during mandatory holding period requirements for either tax or regulatory purposes.

The employer agrees to make a cash payment to the employee equal to the amount of
any decline in the fair market value of the acquired stock from the date of exercise to the
end of the six-month period. Also known as “stock indemnification right.”

stock dividend. A dividend paid in securities rather than cash. The dividend may be addi-
tional shares of the issuing company, or shares of another company (usually a subsidiary)
held by the company.

stock exchange. Organized marketplace in which members of the exchange, acting as
agents (brokers) and as principals (dealers or traders) trade stocks, common stock equivalents,
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and bonds. Such exchanges have a physical location where brokers and dealers meet to
execute orders to buy and sell securities. Each exchange sets its own requirements for
membership.

stock grant. See stock award.

stock option. A contractual right granted by the company, generally under a stock option
plan, to purchase a specified number of shares of the company’s stock at a specified price
(the exercise price) for a specified period of time (generally 5 or 10 years). The option will
become more valuable if the market price goes up over the term of the option. The option ef-
fectively gives the option holder the right to buy stock in the future at a discount. This defi-
nition describes an employee stock option, as distinguished from a listed or exchange-traded
option.

Stock options come in several forms, including the following, each of which is defined
separately in this glossary: performance stock options, premium-priced stock options, dis-
count stock options, and indexed stock options.

stock option exercise rescission. An agreement between a company and certain employees
to rescind the previous exercise of a stock option. In the transaction, employees agree to re-
turn to the company shares acquired from an option exercise that occurred earlier in the same
taxable year (plus any dividends received on those shares since exercise), and the company
agrees to reimburse the employees for the previously remitted exercise price. The company
then reinstates the previously exercised option according to the option’s original terms (i.e.,
the same number of shares, exercise price, vesting schedule, exercise term, etc.). The in-
tent of the transaction is to treat the previous exercise as if it had never occurred for in-
come tax purposes (including the alternative minimum tax). This will eliminate employee
tax liabilities incurred earlier in the year when stock prices were high, but which cannot
be funded by sale of the underlying stock because of subsequent declines in stock price.
A potentially negative consequence of the rescission is that the company loses the income
tax benefit (or deduction) it would otherwise have received had the original exercise not
been rescinded.

stock split. When a company increases the number of shares outstanding by splitting ex-
isting shares. A 2-for-1 split means that every shareholder gets two new shares for each one
they own; a 3-for-2 split means they get three shares for every two they own. The price of
an individual share falls, but shareholders do not lose money because they are being given
the equivalent number of new shares.

In a reverse stock split, a company reduces the number of the shares outstanding by
consolidating existing shares. A 1-for-5 reverse split, for example, means that for each five
shares owned, the shareholder receives a single new share instead. The price of the new
shares is five times higher, but only to reflect the shortened supply. If a company’s stock is
trading at a very low price, this process makes the company look more attractive to investors.

stock swap. Also known as a “stock-for-stock” exercise. A form of cashless exercise trans-
action in which shares of company stock already owned are delivered, either physically or
by attestation, in lieu of cash to pay for the exercise of stock options.

stock withholding. A cashless method of satisfying the exercise price or withholding
taxes for an equity award, by authorizing the company to withhold from the shares other-
wise due a number of shares the value of which is equal to the exercise price and/or taxes.
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street name. Securities held in the name of a broker instead of a customer’s name are said
to be carried in “street name.” This occurs when the securities have been bought on margin
or when the customer wishes the security to be held by the broker.

strike price. Also known as the exercise price or grant price, the price per share at which a
stock option is granted and that must be paid to exercise a stock option. The strike price is
typically the fair market value of the stock on the date of grant.

substantial risk of forfeiture. Tax term that applies when rights to compensation are con-
ditioned upon future performance of services (e.g., working X years for a company) or the
occurrence of some activity (e.g., reaching a performance or stock price goal). As it relates
to restricted stock, income is not recognized while the stock is subject to a risk of forfeiture
(e.g., vesting), unless a Section 83(b) election is filed with the IRS within 30 days of when
a grant is received.

Summary Compensation Table. A required table for all publicly held companies as part of
their proxy statement. This table should include salary, bonus earned in the prior fiscal year,
number of stock options, all other annual compensation, and all compensation. The top five
most highly paid executives who earn more than $100,000 in total salary and bonus should
appear in this table.

supplemental executive retirement plan (SERP). A nonqualified plan for retirement ben-
efits or deferred compensation.

TARSAP. Abbreviation for time-accelerated restricted stock award plan.

tax basis. Cost of stock for calculating gains or losses for tax purposes. For equity com-
pensation, the basis includes the costs plus any compensation income reported (e.g., amount
for ordinary income tax on NQSO spread).

tax preference items. Various tax breaks available under the regular income tax system
that are added back to income to determine alternative minimum tax (AMT).

Without regard to the AMT calculation, the option spread is not included in the regu-
lar income tax liability calculation. Other preference items include state and local taxes, in-
terest on second mortgages, and medical expenses.

Tax Reform Act of 1976 (1976 Tax Act). Federal legislation that tightened several provi-
sions and benefits relating to taxation, beginning in the 1976 tax year. Highlights of this act
included creation of the individual retirement account, change of the treatment of the exer-
cise of a stock option from capital gains to ordinary income, and increase of the maximum
net capital loss to $3,000 starting in tax year 1978.

TC. Abbreviation for total compensation.

TCC. Abbreviation for total cash compensation.

Teachers Insurance and Annuity Association–College Retirement Equities Fund (TIAA-
CREF). The premier pension system among education and research institutions in the
United States; the largest portable pension system in the world, with over $500 billion in
total assets under management.

technical research. Analysis of the market and stocks based on supply and demand. The
technician studies price movements, volume, trends, and patterns, which are revealed by
charting these factors, and attempts to assess the possible effects of current market action
or future supply and demand for securities and individual issues.
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tender offer. An offer to purchase outstanding shareholders’ securities, often made in an
attempt to gain control of another company.

testamentary trust. A trust established by a will that takes effect upon death. A revocable
trust is a trust in which the creator reserves the right to modify or terminate the trust; an ir-
revocable trust may not be modified or terminated by the trustor after its creation.

third-party administrator (TPA). An independent company or person who contracts with
an employer to provide administrative functions associated with a benefit or benefits, but does
not assume or underwrite risk.

TIAA-CREF. Abbreviation for Teachers Insurance and Annuity Association–College Re-
tirement Equities Fund.

tick. The direction in which the price of a stock moved on its last sale. An up-tick means
the last trade was at a higher price than the one before it and a down-tick means the last sale
price was lower than the one before it. A zero-plus tick means the transaction was at the
same price as the one before, but still higher than the nearest preceding different price.

ticker symbol. A system of letters used to uniquely identify a stock or mutual fund. Sym-
bols with up to three letters are used for stocks that are listed and trade on an exchange.
Symbols with four letters are used for Nasdaq stocks. Symbols with five letters are used for
Nasdaq stocks other than single issues of common stock. Symbols with five letters ending
in X are used for mutual funds.

time-accelerated restricted stock award (TARSAP). A restricted stock plan that combines
both time-lapse and performance vesting restrictions while still allowing fixed accounting
treatment under APB 25. Using such an approach, the restricted stock will vest at the ear-
lier of a stated period of time or upon the achievement of certain performance targets.

top-hat plan. A plan maintained by an employer that primarily provides deferred com-
pensation for highly compensated employees or certain members of upper management.

total capital. Common and preferred equity plus long-term debt. Long-term debt is debt
due one or more years later.

total cash compensation (TCC). The total of salary and bonus.

total compensation (TC). The complete pay package for employees, including all forms
of cash, stock, benefits, services, and in-kind payments. Net total compensation refers to
salary, bonus, and long-term incentive.

total reward system. Includes financial compensation, benefits, opportunities for social
interaction, security, status and recognition, work variety, appropriate work load, impor-
tance of work, authority/control/autonomy, advancement opportunities, feedback, hazard-
free working conditions, and opportunities for personal and professional development. An
effective compensation system will use many of these rewards.

TPA. Abbreviation for third-party administrator.

transfer agent. An agent who keeps a record of the name of each registered shareowner,
his or her address, and the number of shares owned, and sees that the certificates presented
for transfer are properly cancelled and new certificates issued in the name of the new owner.

transferable stock options. Options providing, by their terms, that they may be transferred
by the option holder, generally only to a family member or to a trust, limited partnership, or
other entity for the benefit of family members, or to a charity.
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tranche. A set of stock options as part of a larger grant. For example, if options vest in
25% blocs over four years, each 25% bloc of options is a tranche.

treasury stock. Stock reacquired by the issuing company and available for retirement or
resale. Generally, treasury stock is issued but not outstanding, cannot be voted, neither pays
nor accrues dividends, and is not included in any of the financial ratios measuring values
per common share. Among the reasons treasury stock is created are: (1) to provide an alter-
native to paying dividends, because the decreased amount of outstanding shares increases
the per-share value and often the market price; and (2) to provide a source of shares for the
exercise of stock options and the conversion of convertible securities.

trigger. As relates to stock compensation, an event that causes change or acceleration in the
stock grant. For example, some stock plans accelerate vesting upon a merger, or new man-
agement (i.e., change in control). Other plans may require a double trigger of a change in
control followed by termination of employment.

trust. A legal entity in which one person or institution holds the right to manage property
or assets for the benefit of someone else. Types of trusts include:

• Testamentary trust—A trust established by a will that takes effect upon death.

• Living trust—A trust created by a person during his or her lifetime.

• Revocable trust—A trust in which the creator reserves the right to modify or terminate
the trust.

• Irrevocable trust—A trust that may not be modified or terminated by the trustor after its
creation.

Trust Indenture Act of 1939. This act, which falls under the purview of the SEC, applies
to debt securities such as bonds, debentures, and notes offered for public sale. Even though
such securities may be registered with the SEC, they may not be offered for sale to the pub-
lic unless a formal agreement between the issuer of bonds and the bondholder, known as the
“trust indenture,” conforms to the standards of this act.

trustee. An individual or institution appointed to administer a trust for its beneficiaries.

underwater. A term used to describe an employee stock option when the current market
price is below the option exercise price. When an option is underwater, it would cost more
than the underlying stock is worth to exercise the option. For example, the exercise price is
$25 when the stock market price is $15. In this situation, it would be cheaper to buy the
stock on the open market than to exercise the option. Such options are also described as being
out of the money.

underwriter. An investment banking firm that actually buys the shares from the company
in a public offering and then resells them (at a higher price) to its customers.

Uniformed Services Employment and Reemployment Rights Act. The act giving certain per-
sons who serve in the U.S. armed forces a right to reemployment with the employer they
were with when they entered service. This includes those called up from the reserves or Na-
tional Guard. The Veterans’ Employment and Training Service administer these rights.

unreasonable (excessive) compensation. The IRS may challenge executive compensation
as excessive or unreasonable, and as a distribution of corporate profits rather than salary.

unvested. Unvested stock options have not vested and, therefore, are not exercisable.
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variable accounting. Under APB 25, “variable accounting” requires that the issuer accrue
a compensation expense over time based on changes in the market price of the underlying
stock. As opposed to “fixed accounting,” in which the compensation charge is calculated
upon the measurement date (typically, the grant date), variable accounting requires periodic
adjustments, until the option is exercised or forfeited, to reflect changes in the market price
of the stock (in other words, a mark-to-market approach). In general, any feature that cre-
ates uncertainty in either the number of shares subject to the option, or the exercise price of
the option, can give rise to variable accounting under APB 25.

variable annuity. A life insurance policy under which the annuity premium (a set amount
of dollars) is immediately turned into units of a portfolio of stocks. Upon retirement, the
policyholder is paid according to accumulated units, the dollar value of which varies ac-
cording to the performance of the stock portfolio. Its objective is to enhance, through stock
investment, the purchasing value of the annuity, which otherwise is subject to erosion
through inflation.

variable compensation. The portion of pay that is determined by performance. Typical
variable compensation includes annual bonuses, options, and performance shares and units.
Also referred to as “variable incentive pay.” This type of compensation is payable in cash
or stock, or at a certain period of time.

variable grant guidelines. Under these guidelines, a company determines grant size ac-
cording to a target dollar value rather than a target number of shares.

variable plan. See variable accounting.

variable stock award plan. A plan in which either the number of shares and/or the price
at which they will be issued is not known on the grant date.

variable universal life insurance. A type of life insurance that combines a death benefit
with a savings element that accumulates tax-deferred at current interest rates. Under a vari-
able universal life insurance policy, the cash value in the policy can be placed in a variety
of subaccounts with different investment objectives. The policyholder can transfer funds
among the subaccounts as he or she wishes. Fees are charged after a certain number of
transfers.

vesting period. A waiting period, after the award of an equity award, that must elapse be-
fore the award is no longer subject to forfeiture.

vesting schedule. Schedule setting forth when, and to what extent, options become exer-
cisable, or restricted stock or stock units are no longer subject to forfeiture (for example,
20% per year over five years). The schedule may be based on continued employment or
may be based in whole or in part on meeting performance targets.

volatility. An amount, expressed as a percentage of the stock price, that reflects recent
fluctuation of the stock price. The moving average of this parameter is used in certain op-
tion pricing models to calculate the fair value of options. Volatility is generally expressed
as the annual standard deviation of the daily price changes in the security.

The volatility of a stock is the standard deviation of the continuously compounded
rates of return on the stock over a specified period. That is the same as the standard devia-
tion of the differences in the natural logarithms of the stock prices plus dividends, if any,
over the period. The higher the volatility, the more the returns on the stock can be expected
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to vary—up or down. Volatility is typically expressed in annualized terms that are compa-
rable regardless of the time period used in the calculation (for example, daily, weekly, or
monthly price observations).

volume. The number of shares or contracts traded in a security or an entire market during
a given period. Volume is normally considered on a daily basis, with a daily average being
computed for longer periods.

voting right. The common shareholders’ right to vote their stock in the affairs of a com-
pany. Preferred stock usually has the right to vote when preferred dividends are in default for
a specified period. The right to vote may be delegated by the shareholder to another person.

W-2. IRS form that reports income paid and taxes withheld by an employer for a partic-
ular employee during a calendar year.

W-8. Certificate of Foreign Status form required by the IRS to tell the payer, transfer
agent, broker, or other intermediary that an employee is a nonresident alien or foreign en-
tity that is not subject to U.S. tax reporting or backup withholding rules.

W-9. Request for Taxpayer Identification Number and Certification form required by the
IRS to furnish the payer, transfer agent, broker, or other intermediary with an employee’s
social security or taxpayer identification number. The filing of this form allows the employee
not to be subject to backup withholding because of underreporting of interest and dividends
on his or her tax return.

waiting period. A specified length of time after an option has been granted during which
the option cannot be exercised.

WARN. Abbreviation for Worker Adjustment and Retraining Notification act.

warrants. Financial instruments that are usually given to financial backers, other corpo-
rations, and underwriters as part of a funding or business arrangement. In most respects,
warrants are like stock options. The rules governing their exercise and sale often attempt to
reflect the deal that was struck between the investors and management. Warrants are often
very complex and each round of warrants may have its own peculiar rules.

when issued. A short form of “when, as, and if issued.” The term indicates a conditional
transaction in a security authorized for issuance but not as yet actually issued. All “when is-
sued” transactions are on an “if” basis, to be settled if and when the actual security is issued
and the exchange or National Association of Securities Dealers rules the transactions are to
be settled.

whole life insurance. A type of life insurance that offers a death benefit and also accu-
mulates cash value, tax-deferred, at fixed interest rates. Whole life insurance policies gen-
erally have a fixed annual premium that does not rise over the duration of the policy. Whole
life insurance is also referred to as “ordinary” or “straight” life insurance.

Wilshire 5000. A capitalization weighted index of all U.S.-headquartered companies (cur-
rently about 6,800). The capitalization of the portfolio is the sum of the market capitaliza-
tions of all the companies.

Worker Adjustment and Retraining Notification Act (WARN). Mandates that employees
be given early warning of impending layoffs or plant closings. The DOL’s Employment
and Training Administration administers this law.
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WorldatWork. WorldatWork, formerly the American Compensation Association, is a
global, not-for-profit professional association of compensation, benefits, and human re-
sources professionals. Founded in 1955, WorldatWork is dedicated to knowledge leadership
in compensation, benefits, and total rewards disciplines associated with attracting, retain-
ing, and motivating employees.

yield. In general, the amount of current income provided by an investment. For stocks, the
yield is calculated by dividing the total of the annual dividends by the current price. For
bonds, the yield is calculated by dividing the annual interest by the current price. The yield
is distinguished from the return, which includes price appreciation or depreciation.

zero premium collar. Hedging strategy used for high-value, concentrated stock positions,
previously referred to as a “costless collar.”
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