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OVERVIEW

As expected, on January 17, 2006,  the Securities and Exchange 
Commission (the “SEC”) proposed regulations whose sheer 
comprehensiveness promises to shake existing systems for 
making—and disclosing—decisions about executive and 
director compensation, and related party transactions. The 
proposing release was published on January 27, 2006, and can 
be found at http://www.sec.gov/rules/proposed/33-8655. 

In the SEC’s own words, its proposed disclosure rules “represent 
a thorough rethinking of our current rules that would 
combine a broader-based tabular presentation with improved 
narrative disclosure supplementing the tables.”1 If adopted, 
the SEC’s proposed rules would be the first comprehensive 
amendments to the executive compensation disclosure regime 
in 14 years, and may even exceed the expectations of those 
members of the investment community that have criticized 
executive compensation disclosure made pursuant to existing 
requirements. 

The SEC’s proposed rules would expand, dramatically, the 
nature and scope of disclosure concerning compensation and 
benefits paid to executive officers and directors, including 
requiring the following: 

 a tally column disclosing the total compensation paid to 
named executive officers;

 enhanced and separate tables and narrative disclosure 
relating to the value of and earnings on stock awards 
(following FAS 123R accounting principles for stock 
awards), retirement benefits, nonqualified plan benefits 
(including supplemental executive retirement plans, or 
SERPs, and deferred compensation arrangements); 

 more expansive disclosure to identify and quantify 
perquisites or other personal benefits;

 a new table and accompanying narrative disclosure relating 
to future compensation received from performance and 
non-performance based awards;

 detailed disclosure of projected severance and change in 
control benefits; and

 a director compensation table similar to the summary 
compensation table for executives (thereby making 
company-to-company comparisons much easier for 
stockholders to make).

The SEC’s bottom line is simply that “disclosure of all 
compensation would clearly be required under the proposals.”

The SEC’s proposals further require principles-based narrative 
disclosure to provide an overview of the material elements of 
a company’s compensation programs. The SEC expects the 
overview to discuss the following:  

• what are the objectives of the company’s compensation 
programs;

• what is the program designed to reward and not reward;
• what is each  element of compensation;
• how does the company determine the amount (specifying 

formulas as applicable)  for each element; and
• how does each element and decision relating to that 

element fit into the company’s overall compensation 
objectives and affect decisions regarding other elements of 
compensation. 

Finally, the proposed rules also revise disclosure requirements 
regarding related party transactions and corporate governance 
matters, and seek to refocus the Form 8-K current reporting 
requirements on the type of compensation information that 
should be disclosed on a real-time basis.

COMPENSATION DISCUSSION AND ANALYSIS

The SEC’s proposal for improved executive compensation 
disclosure has, as its centerpiece, a new requirement for narrative 
disclosure detailing the material elements of a company’s 
compensation structures and decisions, as well as compensation 
committee procedures and processes for determining executive 
and director compensation. The SEC has called this narrative 
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a “Compensation Discussion and Analysis” (the “CD&A”), and 
has proposed that it replace the currently required Compensation 
Committee Report and Performance Graph.

In his remarks announcing  the proposed rules, SEC Chairman 
Christopher Cox emphasized that it is the job of corporate 
directors, “not the government, to determine how best to align 
executive compensation with corporate performance, to determine 
the appropriate levels of executive pay, and to decide on the metrics 
for determining it.”2 That being said, Chairman Cox noted that 
the SEC is focused on assuring both full disclosure and clear 
explanations of how directors arrived at both the amounts and the 
measurement. The SEC’s proposed regulations follow this through 
with a one-two punch in the form of detailed directions for the 
CD&A, and extensive supplemental tables to be included and 
explained with narrative disclosure.

The CD&A is intended to be much like the general overview 
that the SEC has encouraged companies to include in their 
Management’s Discussion and Analysis of Financial Condition 
and Results of Operation. The SEC’s proposals make clear that the 
CD&A should discuss and analyze the material factors underlying 
compensation objectives and policies provided elsewhere as well as 
the most important factors relevant to such analysis. This overview 
would address these factors with respect to both separate elements 
of individual executive compensation and executive compensation 
as a whole. The CD&A is intended to be comprehensive and to 
discuss post-termination compensation arrangements . Boilerplate 
disclosure would not comply with the requirements.3 Where 
policies or decisions are materially similar, officers can be grouped 
together;  where different (i.e., in the case of a principal executive 
officer), his or her compensation would be discussed separately.

Examples given as appropriate issues to address include the 
following: 
  
• policies for allocating between long-term and currently paid 

out compensation;
• the basis for allocating long-term compensation to each 

different form of award;
• policies for allocating between cash and non-cash 

compensation, and among the various types of non-cash 
compensation;

• how the determination is made as to the timing of the grant 
of equity awards;

• specific items of corporate performance taken into account 
in setting compensation policies and making compensation 
decisions;

• how specific elements of compensation are structured to 
reflect corporate performance and individual performance;

• factors considered to increase or decrease compensation 
materially;

• how compensation or amounts realizable from prior 
compensation (i.e., gains from prior options) are considered 
in setting other elements of compensation;

• impact of accounting and tax treatments of a particular form 
of compensation;

• the company’s equity or other security ownership guidelines 
and company policies regarding hedging the economic risk of 
such ownership;

• benchmarking of total compensation or any material element 
of compensation, if any,  identifying the benchmark and its 
components; and

• the role of executive officers in the compensation process.

As with the current Compensation Committee Report, companies 
will not be expected to disclose target levels with respect to specific 
quantitative or qualitative performance-related factors considered 
by the compensation committee or board of directors, or any factors 
involving confidential commercial information, the disclosure of 
which would have an adverse effect on the company. However, 
the SEC intends the standard for whether disclosure would have 
an adverse effect on the company to be the same standard as 
would apply when companies request confidential treatment of 
confidential trade secrets and commercial or financial information 
that would otherwise be disclosed in a registration statement, 
periodic report or other document filed with the SEC pursuant to 
Rule 406 under the Securities Act of 1933 (the “Securities Act”) 
and Rule 24b-2 under the Securities Exchange Act of 1934 (the 
“Exchange Act”), which incorporate the criteria for non-disclosure 
set forth in Exemption 4 of the Freedom of Information Act. This 
is a rigorous standard that suggests companies should review prior 
non-disclosures and adjust their disclosure controls and procedures 
to document adequately the competitive harm to the company that 
would satisfy the standard for non-disclosure.

Filed Not Furnished

Unlike the current Compensation Committee Report and 
Performance Graph which are  only deemed to be furnished to the 
SEC, the proposed CD&A would constitute soliciting materials 
and would be treated as filed with the SEC. It would therefore 
be subject to Section 18 liability under the Exchange Act, and to 
the extent it is incorporated by reference into a periodic report (as 
is typically the case with proxy statement incorporation into the 
Form 10-K annual report), the disclosure would be covered by 
the personal certifications required to be made by the principal 
executive officer and principal financial officer under the Sarbanes-
Oxley Act of 2002. Compensation committees should work with 
CEOs and CFOs and revisit their company’s  disclosure controls and 
procedures to assure the participation of individuals best positioned 
to facilitate compliance with the new CD&A requirements. 

This potential for personal liability has already attracted attention. 
See “SEC Aims to Put Onus on Firm’s Over Reporting of Executive 
Pay,” Wall Street Journal, B3, Feb. 13, 2006, which mentions 
corporate concern that the new CD&A requirement will be a 
new “hunting ground” for lawsuits relating to compensation and 
CD&A mis-statements.
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COMPENSATION TABLES

Supplementing the CD&A are a series of tables that build from the 
tables that currently are required for summary annual compensation 
and long-term stock awards. The SEC’s proposals include a table for 
director compensation and reorganize the executive compensation 
tables into three broad categories to provide a clearer picture of 
total compensation and the elements of total compensation for 
each named executive officer:  

• Summary compensation — Compensation with respect to the 
last fiscal year and the two preceding fiscal years (as reflected 
in the Summary Compensation Table) and compensation 
consisting of current earnings or awards that are part of a plan 

(as supplemented by two tables providing back up for certain 
data in the Summary Compensation Table).

• Equity-based compensation — Holdings of equity-based 
interests that relate to compensation or are potential sources 
of future compensation.

• Retirement and other post-termination compensation —
Retirement and deferred compensation plans, other retirement 
benefits and other post-employment benefits including those 
payable upon a change in control. 

The following table provides some general comparative information 
about these compensation tables.

Current Table Proposed Table Primary Changes from Current Table

“Summary Compensation” Same Title Adds a “Total” column which equals the sum of the other 6 
columns (with stock awards disclosed based on dollar values).  
Also adds  an “All Other Compensation” column for items such 
as perquisites, earnings on deferred compensation, tax reim-
bursements, and increased pension amounts, and other all other 
items not properly reportable under other columns.

“Long-Term Incentive Plan 
– Awards in Last Fiscal Year”

“Grants of Performance-Based 
Awards”

Uses dollar disclosures and “performance” standard of FAS 
123R for equity awards; includes columns for estimated future 
payouts at threshold, target, and maximum.

“Option/SAR Grants In Last 
Fiscal Year”

“Grants of All Other Equity Awards” Covers non-performance-based equity awards where payout is 
tied to stock price; supersedes and eliminates current table, with 
deletion of disclosure regarding potential realizable values.

None “Outstanding Equity Awards at 
Fiscal Year-End”

Consolidates disclosure with numbers of shares and in-the-
money dollar values for outstanding stock options, SARs, 
restricted stock or units, incentive, and similar equity-based 
awards.

“Aggregated Option/SAR 
Exercises in Last Fiscal Year and 
FY-End Option/SAR Values”

“Option Exercises and Stock 
Vested”

Expands current table to include compensation attributable to 
the exercise of options and vesting of restricted stock.

“Pension Plan Table” “Retirement Plan Potential Annual 
Payouts and Benefits”

Consolidates disclosure of tax-qualified and non-qualified pen-
sion benefits at normal an early retirement; separate line per 
plan.

None “Nonqualified Defined Contribution 
and Other Deferred Compensation 
Plans”

Discloses contributions, earnings, and balances under these 
plans (rather than merely above-market earnings per current 
rule).

None “Director Compensation” Includes columns for total compensation, cash fees, stock 
awards ($), option awards ($), incentive compensation, and 
other compensation.
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The proposals contain new narrative disclosure requirements  in 
order to provide context to the tabular disclosure, including any 
additional material factors necessary to understand the information 
being disclosed in the tables.  This narrative is unlike the broader 
discussion of the CD&A and is intended to focus on, and 
provide context to, the quantitative disclosure in the tables.   The 
SEC included as examples of such factors the material terms of 
employment agreements or arrangements, whether or not written, 
the material terms of awards and modifications thereof and the 
waiver or modification of performance criteria.  The proposals also 
require the disclosure of total compensation paid to up to three 
employees who are not executive officers if their compensation 
exceeded the compensation of any of the named executive officers.  
These employees need not be identified, but their job descriptions 
must be described.

NEW DISCLOSURES REQUIRED   

Severance and Change in Control Benefits  

The proposals would require additional narrative disclosures with 
respect to  severance or change-in-control benefits,  specifically the 
estimated payments and benefits that would be provided in each 
termination circumstance.  The proposals require a description 
of the circumstances that would trigger payments, along  with 
quantitative disclosure of amounts to be paid, based on reasonable 
estimates in the event of uncertainties and a description of material 
conditions (such as non-compete agreements) to the receipt of 
such payments.

Perquisites  

The proposals would require disclosure of perquisites and personal 
benefits.  Those having an aggregate  value in excess of $10,000 
(reflecting a reduction from the current $50,000 threshold) will 
require disclosure, on an itemized basis.   The SEC believes the 
current rules permit the omission of too much information that 
investors may consider material.  To that end, under the proposed 
rules, unless the aggregate value is less than $10,000, each perquisite 
or other personal benefit must be identified and if any such item 
exceeds the greater of $25,000 and 10% of the total amount of 
perquisites and personal benefits, it must be quantified.  The 
SEC has provided interpretive guidance as to what constitutes a 
perquisite or personal benefit.  Among the factors to be considered 
are the following:

• An item is not a perquisite or personal benefit if it is integrally 
and directly related to the performance of the executive’s 
duties.

• Otherwise, an item is a perquisite or personal benefit if it 
confers a direct or indirect benefit that has a personal aspect, 
without regard to whether it may be provided for some  
business reason or for the convenience of the company, unless 
it is generally available on a non-discriminatory basis to all 
employees.

Gross Ups

The proposed rules require tax reimbursement or gross ups to 
be specifically identified, and if they exceed $10,000, they must 
be quantified, even if they relate to perquisites that need not be 
identified because the total of such items is below $10,000. 

Named Executive Officers  

The SEC proposals identify a company’s principal executive officer, 
principal financial officer and the three most highly-compensated 
executive officers based on total compensation (subject to a 
$100,000 minimum) as the officers for which compensation 
disclosure is required.  Note that the current rules refer to salary 
and bonus as opposed to total compensation and do not single out 
the principal financial officer for required disclosure.

PROPOSED CHANGES TO FORM 8-K REQUIREMENTS 

On August 23, 2004, the SEC adopted revisions to its 
Form 8-K current report requirements to require real time 
disclosure of material definitive agreements.  As a result of 
the incorporation of the standards for “material contracts” 
under Regulation S-K Item 601(b)(10)(iii) into the Form 
8-K requirements, many  public companies filed numerous 
Form 8-K reports to disclose information concerning director 
and executive officer compensation.  Such filings increased 
dramatically after the SEC staff ’s Frequently Asked Questions 
were issued on November 23, 2004 (“FAQs”) because changes 
in the terms of employment or compensatory arrangements 
with executive officers were conservatively viewed under 
the FAQs and other informal guidance as involving new or 
material amendments to material definitive agreements.  The 
proposed rules undertake to clarify and establish more limited 
circumstances under which compensation decisions will 
trigger a Form 8-K filing.

With the proposed revisions, the SEC announced an intention 
to have Form 8-K require compensation disclosure that is 
“unquestionably or presumptively material,” which is the standard 
the SEC has associated with real-time disclosure under Form 8-K.  
However, in carrying out this intention, the SEC has in certain 
cases just  codified the same circumstances requiring Form 8-
K disclosure that under  prior interpretations lead to numerous 
Form 8-K filings for ordinary course compensation decisions, 
such as those involving the payment of discretionary cash bonuses 
and increases in salaries not made pursuant to the terms of 
previously filed written bonus plans or employment agreements.  
Nevertheless, by clearly codifying the circumstances that trigger 
a filing, the SEC will eliminate the uncertainties that have lead 
many public companies to defensively file Form 8-K reports in 
cases that fall short of the SEC’s unquestionably or presumptively 
material standard.  In addition, a Form 8-K will not be required 
for compensation decisions made with respect to any executive 
officer who otherwise is not a principal executive officer, principal 
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financial officer or named executive officer.  This should reduce the 
number of Form 8-K disclosures required for those companies that 
have a numerous number of executive officers.  

The SEC has proposed deleting the last sentence of Instruction 
1 to Item 1.01 of Form   8-K which incorporates the provisions 
of S-K Item 601(b)(10)(iii) relating to management contracts and 
compensatory plans, contracts and arrangements, and in its place 
has proposed a revised Item 5.02 to serve as a single location for 
disclosure of employment compensation arrangements.  Currently, 
Item 5.02 of Form 8-K requires, among other things, information 
concerning the appointment or retirement, resignation or 
termination of directors and certain specified “principal officers” 
(i.e., principal executive officer, president, principal financial 
officer, principal accounting officer, principal operating officer 
or person performing similar functions) and a brief description 
of the material terms of any employment agreement between the 
company and the officer.  

Under the proposed rules, Item 5.02 will be re-titled “Departure of 
Directors or Certain Officers; Election of Directors; Appointment 
of Certain Officers; Compensatory Arrangements of Certain 
Officers,” and will require:  

• information regarding retirement, resignation or termination 
of all persons falling within the definition of “named executive 
officers” for the company’s previous fiscal year, whether or not 
included in the current list of principal officers specified in 
Item 5.02;

• expanded disclosure beyond employment agreements to 
require a brief description of any material plan, contract or 
arrangement to which a newly appointed specified principal 
officer or a director is a party or in which he or she participates 
that is entered into or materially amended in connection with 
any appointment, or any grant or award to any such covered 
person, or modification of such award, under any such 
plan, contract or arrangement in connection with any such 
triggering event; and

• if the company enters into, adopts, or otherwise commences a 
material compensatory plan, contract or arrangement (whether 
or not written), as to which the principal executive officer, the 
principal financial officer, or any named executive officer for 
the company’s previous fiscal year participates or is a party, 
or if there is any material amendment to or modification of 
any such plan, contract or arrangement or and material grant 
or award to any such person is made or materially modified, 
expanded disclosure that provides a brief description of the 
terms and conditions of the plan, contract or arrangement 
and the amount payable to the officer thereunder, whether or 
not such occurrence is in connection with a triggering event 
specified in Item 5.02.  Grants or awards or modifications 
thereto will not be required to be disclosed if they are consistent 
with the terms of previously disclosed plans or arrangements 
and they are disclosed the next time the company is required 
to provide new disclosure under Item 402 of Regulation S-K.

Regulation S-K Item 402 permits the omission from the Summary 
Compensation Table of salary and bonus earned for the most recently 
completed fiscal year that was not available at the latest practicable 
date.  Proposed Item 5.02 will require current disclosure of the 
salary and bonus earned when such amounts become calculable or 
are paid, granted or awarded.  

Under the proposed rules, salary increases for incumbent principal 
executive officers, principal financial officers and named executive 
officers that are considered material amendments to existing 
terms of employment not otherwise governed by an existing 
employment agreement will still require Form 8 K disclosure, as 
will the award of bonuses unless the bonuses are paid on a basis 
consistent with the previously disclosed original terms of the bonus 
arrangements and the company provides the disclosure in its next 
proxy statement.  Similarly, if covered in the next proxy statement, 
equity incentive grants made to such officers that are consistent 
with the previously disclosed original terms of the plan will not 
require any Form 8-K disclosure.  In addition, the proposed Form 
8-K rules expressly exclude from the disclosure requirements any 
information concerning plans, contracts and arrangements that do 
not discriminate in scope, terms or operation, in favor of executive 
officers or directors and that are generally available to all salaried 
employees.  This exclusion will apply to plans such as Internal 
Revenue Code Section 423 employee stock purchase plans.  

With respect to director compensation, there has been uncertainty 
as to whether  changes to standard terms of director and committee 
compensation involved changes to material definitive agreements 
that required disclosure under Form 8-K.  Under the proposed rules, 
material modifications to director and committee compensation 
will not require Form 8-K disclosure unless made in connection 
with a triggering event. 

BENEFICIAL OWNERSHIP DISCLOSURE

The proposals would also add required footnote disclosure to the 
beneficial ownership table, reflecting the number of shares pledged 
as security by named executive officers, directors and director 
nominees.  To the extent shares are used as collateral, they may be 
subject to material risk or contingencies which have the potential 
to influence management’s performance decisions.  The disclosure 
would not be required with respect to ownership by significant 
shareholders who are not members of management.

RELATED PERSON TRANSACTIONS  

The SEC’s proposals significantly revise Item 404 of Regulation S-K 
“Certain Relationships and Related Transactions,” although the 
general purpose  would remain the same.  The SEC’s intent is to 
retain the principles for disclosure of related party transactions but 
to remove the instructions that serve to delineate what transactions 
are reportable.  
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General Disclosure for Related Person Transactions

Proposed Item 404(a) would articulate a broad principle for 
disclosure, and would remove the distinction between indebtedness 
and other types of related person transactions.  It would provide for 
the disclosure of any transaction since the beginning of the last fiscal 
year, or any currently proposed transaction, with transaction being 
defined to include but not limited to, any financial transaction, 
arrangement or relationship or any series of similar transactions, 
arrangements or relationships, specifically including indebtedness 
and guarantees of indebtedness:

• in which the company was or is to be a participant (not just a 
party);

• in which the amount involved exceeds $120,000 (increased 
from $60,000); and

• in which any related person had, or will have, a direct or 
indirect material interest at any time during the fiscal year, 
with related person being defined to include any director, 
director nominee or executive officer and their immediate 
family members 

Company Policies and Procedures For Approval Of Related Person 
Transactions

The SEC proposals would require a description of the company’s 
policies and procedures for the review, approval or ratification of 
transactions with related persons that would be reportable under 
Item 404(a).  Examples of disclosure would include:  

• the types of transactions covered and standards applied;
• the persons or groups of persons on the board who are 

responsible for oversight; and 
• whether such policies and procedures are in writing and if not, 

how they are evidenced. 

The proposals would also require identification of any transaction 
required to be disclosed under Item 404(a) where the company’s 
policies did not require review or where such policies were not 
followed.  

Promoters of a Company

In addition, the proposals would require disclosure of transactions 
with promoters within the last five years to be included in long-
form registration statements under the Securities Act and Exchange 
Act.

Corporate Governance Disclosure   

Under the proposals, existing and new disclosure requirements 
regarding director independence and related corporate governance 
disclosure would be consolidated so that such disclosure 
requirements would be included under a single item – new 

Regulation S-K Item 407.  New required disclosures with respect 
to director independence and compensation committees are also 
proposed.

Director Independence.   Currently, listed companies are required 
to determine whether their directors and committee members are 
independent based on definitions they adopt, which at a minimum 
must comply with the applicable listing standards.  The proposals 
would require companies:

• to identify each director and director nominee that is 
independent (including for any person who served as a 
director during any part of the year), and each member  of 
the compensation, nominating or audit committee that is not 
independent;

• if a company uses its own definition of independence, to 
disclose whether that definition is published on the company’s 
website, or include the definition as an appendix to the 
company’s proxy materials at least once every three years or if 
the policies have been materially amended since the beginning 
of the last fiscal year;

• for those directors identified as independent, to include a 
description of any transactions, relationships or arrangements 
not disclosed pursuant to Item 404(a) that were considered 
by the board of directors in determining that the applicable 
independence standards were met.  

Compensation Committees.  Under the current rules, certain 
disclosure is required with respect to audit and nominating 
committees.  The proposals would require similar disclosure with 
respect to compensation committees, would retain disclosure 
regarding compensation committee interlocks, and would require 
disclosure describing the company’s processes and procedures for 
the consideration and determination of executive and director 
compensation, including:

• the scope of authority of the compensation committee;
• the extent to which the compensation committee may delegate 

its authority;
• whether the compensation committee has a charter, and if so, 

the web site address at which a current copy is available, and 
if not so available, attaching a copy of the charter;

• any role of executive officers in determining or recommending 
the amount or form of executive officer or director 
compensation; and

• any role of compensation consultants in determining or 
recommending the amount or form of executive officer or 
director compensation, identifying the consultants, stating 
whether they are engaged by the compensation committee 
directly or any other person, describing the nature and scope 
of their assignment, the material elements of the instructions 
or directions given and identifying any executive officer the 
consultants contacted in carrying out their assignment.
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PLAIN ENGLISH

The SEC has proposed that plain English principles apply to the 
disclosure of executive compensation, beneficial ownership, related 
person transactions and corporate governance matters in order to 
make the disclosure easier to read and understand.     

NEXT STEPS

The SEC published its proposed rules on February 8, 2006, 
thereby commencing a notice and comment period that ends April 
10, 2006.  Many believe that the SEC will adopt final regulations 
before the fourth quarter of 2006 in order to have them apply to 
Form 10-K annual reports and proxy statements that are filed in 
2007.

PHASE-IN

The revised Summary Compensation Table and related person 
transaction disclosure requirements will be phased-in, so no 
restatement of prior disclosures will be required.  Disclosure will be 
required only for the most recent fiscal year, resulting in phased-in 
implementation over three years. 

ACTIONS TO CONSIDER EARLY IN 2006

The proposed rules could trigger scrutiny not only during the 2007 
proxy season, but perhaps earlier depending on the timing of the 
effectiveness of the revisions to the Form 8-K rules (60 days after 
final rule publication).  Public companies should consequently be 
ready for both increased scrutiny of their own executive and director 
compensation policies and practices disclosures, and comparison 
of their company’s proxy statement disclosures to those of their 
peers. 

With this in mind, we suggest the following steps for 2006:

Step (1): As soon as possible, identify a working group that will 
draft the time-and-responsibility schedule described in Step (2) 
and serve as the point persons for  the company’s response to the 
new disclosure regime.  

Step (2): Discuss and approve a time-and-responsibility schedule 
that provides for attention to the following points –

 The review of the director and executive compensation and 
decision-making process. 

 Informing the compensation committee of the proposed 
rules, particularly the disclosures required in the CD&A and 
the potential for greater scrutiny of committee decisions and 
policies made in 2006 and thereafter.

 Whether or not the company desires to amend its existing stock 
plan, or to propose a new one, in its 2006 proxy statement.   

 The gathering and review of peer data and other information 
concerning all  of the new or enhanced disclosure items 
outlined above, including overall compensation, and the 
engagement of compensation consultants to assist and advise 
the company in analyzing the data and other information.  

 Understanding now the likely total compensation to be 
reported under proposed rules.

Step (3): To the extent the review process identifies policies and 
practices that potentially fall short of what would be considered 
generally acceptable, consider adopting defensible alternatives in 
2006.  

Companies should proceed carefully in this respect, with an eye 
toward (i) balancing disclosure implications, (ii) fulfilling fiduciary 
duties, (iii) considering the effect of changes on executive rights 
and morale, and (iv) establishing appropriate and readily defensible 
compensation structures for directors and executives.

CONCLUSION

Simply put, 2006 presents a last chance for companies to position 
their executive and director compensation structures for the 
enhanced disclosure and public scrutiny that will likely come in 
2007, if not earlier.  There are several reasons for closely examining 
these structures early in 2006, namely:

 institutional shareholders and investors have targeted 
executive compensation for public focus in 2006, as an issue of 
“frustration” and a  “window into the boardroom” according 
to a TIAA-CREF spokesperson;4 

 the momentum grows for switching from stock options 
to restricted stock, performance-based awards, and other 
customized incentives;

 December 31, 2006 is the deadline for assuring that 
compensatory plans and agreements comply with new Section 
409A of the Internal Revenue Code; and

 2006 is the year in which FAS 123R takes broad effect, with 
its principal impact being the requirement that companies 
recognize financial expense for stock options that are granted 
or that first vest after December 31, 2005.

With these items in mind and scrutiny likely in 2007, forward-
minded companies should approach their 2006 proxy statements 
as an opportunity to re-evaluate their existing structures, make 
improvements, and take steps responsive to the SEC’s call for clear, 
comprehensive disclosure compensation decisions and policies. 

The time is now, however, to get the machinery in place, and the 
house in order.
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Notes
1. SEC Release 33-8655, Fed. Register, vol. 71, No. 26, page 6544.
2. Speech by SEC Chairman: Chairman’s Opening Statement; Proposed Revisions to the Executive Compensation and Related Party Disclosure Rules, by SEC Chairman Christopher Cox, 
released January 17, 2006 (page 3). Full text available at http://www.sec.gov/news/speech011706cc.htm
3. Forward-looking information contained in the CD&A would fall within the safe harbor under Section 27A of the Securities Act of 1933 and Section 21E of the Securities Exchange 
Act of 1934.
4. Remarks of Linda Scott, TIAA-CREF’s director of corporate governance, as reported in “Executive Compensation, Disclosure Top Investor Agendas for 2006” (BNA Pension & Benefits 
Daily, January 9, 2006).
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