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pensation Disclosure

New salar y disclosur e mandates from the SEC
will be a major milestone towar d matching
compensation with performance.

t has been said that the truth
shall set you free. At least that is
the U.S. Securities and Exchange
Commission® (SEC) philosophy
when it comesto executive com-
pensation disclosure at public
corporations. On Jn. 27, 2006,
the SEC proposed sweeping
changesto compensation disclo-
sure requirements at executive
and director levels of manage-
ment. These new requirements
were unanimously adopted in
July 2006 (see Exhibit 1), requir-
ing public companiesto disclose
all forms of compensation for its top five execu-
tives, moving forward."

To put thisinto perspective, not since the major
SEC regulations in 1992 that took the first major
step at requiring companies to disclose executive
compensation details has there been such amon-
umental turning point in compensation disclosure
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for public companies. Under the 1992 ruling, pub-
lic companies were mandated to make details of
executive compensation publicly available.
However, because the disclosure parameters were
not specified, it was difficult for investors to find
this information and even more difficult to deci-
pher and understand it. The 2006 ruling took these
measures a step further, dictating that details
about executive compensation must be disclosed
in plain English, in both detailed tablesand in nar-
rative form, thus creating more transparency than
ever before. Thisruling will shed more light on pay
packages and will give existing investors, potential
investors and employeesN all stakeholdersN a
clearer understanding of executive compensation
at public companies.

The SEC&changesto disclosure policies should
result in several short- and long-term effects on
executive and director pay packages. And although
many changes have potential implications to dis-
play the good, the bad and the ugly at corpora-
tions, the disclosure rules are designed to usher in

executive compensation disclosure; pay packages;tally sheets;benefits; performance
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a new, clearer era of compensation and benefits
disclosure, resulting in better informed sharehold-
ersand enhanced performance among executives.

Short-Term Efects

Srong link betweenpay and performance. One of
the short-ter m effects of the new SECcompensa-
tion disclosur e requirements may be a closer link
between pay and performance. Corporations
will now list asingle dollar figure to represent an
executive®total pay package by calculating base
salary, bonus, perquisites, long-term incentives
and retirement benefits. This one number will
be important when calculating compensation
increases as corporations are now armed with a
stronger incentive for top executivesto perform
in the best interest of the company and its
stakeholders.

Moving forward, all compensation will
become public infor mation, thus holding C-level
executives to a higher standard of accountability
than ever before. In short, by having an execu-
tivesQtotal compensation available to the public,
salaries will not likely go down, but the growth in
pay could be limited, based on performance. The
bar has been quietly raised, but the performance
of the company under its current leadership will
now speak volumes to the public when it comes
to paying top executives.

This change will be harder for some compa-
nies than others. Many companies have already
been compiling this infor mation and have atrack
record for making it available to stakeholders.
Companies that have already been practicing
this stricter form of full compensation disclosure
will become more recognized and saluted for
their transparent reporting policies and due dili-
gence through the years, and their peers will look
to them for best practices.

EXHIBIT 2
Disclosur e of Benefits

Benefit DisclosurePrevalence
401(k)/Savingplan 82.3%
Lifeinsurance 55.6%
Transportation/travedxpense 54.1%
Taxreimbursement 42.3%
Relocation/livingxpenses 30.0%

Source:Numbersarethe resultsof ananalysisrom
Equilarinc., Novembe20052

Lower perquisite disclosure threshold. When it
comes to over-the-top company perks, the old
adage @ut of sight, out of mindOno longer applies.
The SEC®adoption of tighter disclosure of execu-
tive compensation lowersthe perquisite disclosure
threshold from $50,000 to $10,000. As a result,
companies may reconsider filling compensation
packages with perks that have previously stayed
under the radar, such as country club member-
ships and commuting expenses, because share-
holders may question the validity of these perks.

Because these perks have traditionally been
OhiddenOshareholders have not questioned the
details. Under the new rules, more of these soft
benefits will be made public as part of collective
compensation packages As shown in Exhibit 2,
many of the top benefits have already been dis-
closed to the public .

In the past, these perks have been used liber-
ally to attract, retain and motiv ate top executives.
Moving forward, many of these perks will need to
be reviewed for necessity, and the Qvish-list O
benefits might now be denied. For example, an
energy corpor ation may continue to provide full-
time security for its top executives during travel
abroad, but only while they are employed by the
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EXHIBIT 1 Eﬁ
SEC Rule Changes for Disclosur e of Executive and Nonemployee Director Compensation Timeline S
Jan.27,2006 Proposaldssuedby SEC g
April 10,2006 Endof 60-daycommentperiod .
July 26,2006 SECQvotedto adoptchangedlisclosurerequirements .-
Aug.11,2006 SECreleasedewrulesfor executiveeompensatioon their Web site ;o
Sept.8, 2006 SECegulationq110 pages)regardingexecutiveeompensatiomegulationsvereofficially ¢35
publishedn the FederaRegister
Nov 7, 2006 110-pageSECQruleson executiveeompensatiomffective :
Dec.15, 2006 Newruleseffectivefor proxyor informationstatementdiled on or afterDec.15 must
complywith the newdisclosurefor fiscalyearsendingon or afterDec.15 :
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Note:PEC= principalexecutivefficer;PFO= principalfinancialofficer

firm and not after they have retired. To cite
another example, corporate aircraft for both
business and personal travel by top executives
may be reevaluated for necessity.

Research described in a New York Timesarticle
in April 2004 showed that companies allowing
executives the personal use of a corporate jet
lagged behind their competitors Gstock prices by
an average of 2%, encouraging board members
to inquir e about necessity and look at the bottom
line.® Although shareholders may not have
openly expressed their concern for executive
perks before, it is likely to become more of an
issue and could lead to changesin these benefits.
Without question, an itemiz ed list of benefits will
soon be available and used asan infor mal check-
list for compensation committees and compar-
isons alike.

Many perks will likely still be offered, such as
financial and estate planning, as the perceived
value to executives will prevail over costs to the
corpor ation and overall sentiment among stake-
holders. Although many of these perquisites may
seem over the top to some, they are still a good
way to attract and retain top executive talent.

Long-Term Efects

Continued ratchet in pay. In the long term, execu-
tives will now know more about their peersCoverall
pay packages, which may result in the continued
ratchet of pay as companies may feel pressured to
reward executives comparably to their peersin fear
of losing their talent to the competition.

OMPENSS ENSREE

This could very well lead to an overall increase
in executive compensation. Also, for the first
time, there will be a more direct salary compar i-
son among executives of private and public com-
panies of comparable size and industr y. Private
companies are in a better place than ever before
to compete for great talent with their public
counterparts, as they may offer higher, more
lucrative pay packages to potential executives,
without fear of the shareholder backlash public
companies may other wise receive.

Advent of tally sheetsand narrative disclosure.
Diving deeper into the specific requirements
under the 2006 ruling, the SEChas mandated a
tabular and narrative disclosure for compensa-
tion moving forward. It is this detailed explana-
tion that is the most significant change in
reporting practices and should shed additional
light on executivesGpaychecks.

A tally sheet, as shown in Exhibit 3, will detail
an executive@salary, bonus, stock awards, option
awards, nonequity incentive plan compensation,
change in pension value and nonqualified
deferred compensation earnings. It will reflect
the total compensation for the chief executive
officer, chief financial officer and the three other
highest paid officers or directors. Now, each C-
level executive/dir ector will be labeled with one
telling dollar amount, based on the totals deter-
mined in the tally sheet.

During the SEC&original proposal in January
2006, the organization considered requiring
companies to disclose the pay of their CEQ, CFO
and three other highly compensated individuals .
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Known as the (Katie Couric clauseOby some in
the compensation industry, the SEC has tem-
porarily mo ved away from this contr oversial por-
tion of the new regulations so that the pay for
these individuals will not be revealed.” This could
have led to some of the top earners within acom-
pany who do not make decisions, such ascelebri-
ties or a top salesperson, to have had their pay
disclosed. Now, the SEChas deemed that these
three individuals must have significant policy -
making influence within the organization.

Although the tally sheets will lead to a clearer
number for executive pay, there may be challenges
when it comesto calculating the one number. For
example, within the tally sheet number, bonuses
may be vague; it is difficult to determine a hard
number to cite because bonuses may include
equity. Also, long-term incentives and retirement
packages may remain difficult to truly calculate
because these benefits may fluctuate in value in
time, depending on the market or performance of
the company, or the executive® retirement plan
could never berealized if he/ she movesto another
company.

Along with the calculation discrepancies,
comparing numbers may be tricky, too, because
companies likely will use different equations or
inputs to get the total value. It may be problem-
atic to standardize these numbers. And the num-
ber listed for incentives and retirement plans
could give the wrong impr ession to shareholders
and force these benefits under the micr oscope
for the first time. Hopefully, in time, compensa-
tion experts will be required to determine amore
consistent approach in determining the value of
these awards.

In addition, the SECexpanded its requirement
of tally sheet tables to now require a narrative
disclosure as part of the new salary disclosure.
The narrative will help explain the numbers
included on the tally sheets and provide a sum-
mary of the compensation package in plain
English. This analysis will be filed with the SEC
and must be signed by the chief executive officer
and chief financial officer for approval.

Also, the compensation committee must issue
astatement, holding alarger group of profession-
als liable for truth. Through this tactic, which is
reminiscent of an offshoot of the Sarbanes-Oxley
Act, the SECis requiring executives to attest to
credible, detailed documents filed for the public .
It may take several yearsfor the major ity of com-
panies to produce the level of detail that the SEC
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is seeking, but this good change should lead to
mor e transparent and infor mative disclosure.
Even though corporations may experience a
learning curve in trying to perfect the tally sheets
and narrative, an improved checks-and-balances
system should boost confidence among all stake-
holders involved with a company. Knowing the
compensation of C-level executives at any given
public firm will confirm that the majority of top
executives are compensated according to their
true value. And for the corporations that are com-
pensating their executives excessively, stakehold-
erswill have the knowledge and power for change.

CGonclusion

The new disclosure requirements from the
SEC have dramatically changed the way public
corpor ations in the United States will report the
pay of top executives and directors. These meas-
urable changes will empower shareholders to
have a voice in a company® operation and vision
for the first time.

The story of compensation disclosure will
resurface each year as proxy season approaches
beginning in the spring of 2007.Many sharehold-
ers and employees may have Choly cowO
moments as they review these proxies and read
the one number for annual compensation of top
officers on the tally sheets. But, with a more
detailed explanation in the narrative, the more
comprehensive disclosure should have a posi-
tive effect on corporate America. Look for the
exposed numbers to create a stronger link
between pay and performance.

Although the media publiciz es the excessive
compensation, irresponsible disclosure and false
reporting that have plagued corpor ations such as
Enron, WorldCom, Healthsouth and Tyco, it is
unfor tunate that the stories of the good, compli-
ant companies go unreported. The SECis keep-
ing a better watch on companies, and this, in
turn, will help continue to reinfor ce the excellent
reputations of most U.S.-based corpor ations.

Although the SEC® regulations may not be the
perfect solution to pay disclosure among public
companiesNcompensation experts will need to
work through the short- and long-ter m effects
together with C-level executivesN the net result
is a healthier corporate landscape and a more
transparent compensation environment. Time
has certainly taught that great changes come
with great challenges.
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Compensation will continue to make head-
lines, never escaping the public ® fascination of
executives garnering top dollar. But, moving for-
ward with a more standardized and transparent 2.
disclosure policy, it® the performance of these
top executives that will be the real news story.

Compensation
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