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THE PROXY SEASON FIELD GUIDE
EXECUTIVE SUMMARY

The 2012 proxy season occurs in an environment of heightened shareholder acti-
vism and an ever-increasing focus on compensation and corporate governance dis-
closures. This Proxy Season Field Guide provides you with an overview of recent
legislative, regulatory and shareholder developments, and provides guidance on how
these developments will impact you in the 2012 proxy season.

THE LEGISLATIVE AND REGULATORY DEVELOPMENTS SHAPING THE 2012
PROXY SEASON

On July 21, 2010, President Obama signed into law what is being called the most
sweeping set of financial reforms since the Great Depression, the Dodd-Frank Wall
Street Reform and Consumer Protection Act of 2010 (the “Dodd-Frank Act”). While
this legislation focused principally on changes to the financial regulatory system, sev-
eral corporate governance and compensation provisions of the Dodd-Frank Act target
public companies. The corporate governance and compensation provisions include:

* A requirement that public companies solicit an advisory vote on executive
compensation (“Say-on-Pay”), an advisory vote on the frequency of
Say-on-Pay votes (“Say-on-Frequency”) and, in the event of a merger or
other extraordinary transaction, an advisory vote on certain “golden para-
chute” payments (“Say-on-Golden Parachutes”);

* Requirements that the Securities and Exchange Commission (“SEC”) adopt
rules directing the securities exchanges to adopt listing standards with
respect to compensation committee independence and the use of consultants;

* Provisions calling for the SEC to adopt expanded disclosure in the annual
proxy statement and other filings, particularly in the area of executive com-
pensation, such as disclosure of pay versus performance, the ratio of CEO
pay to the pay of a median employee, and policies with regard to hedging
transactions conducted by employees and directors; and

*  Provisions that will require the adoption or revision of certain other policies,
such as compensation recovery policies providing for the recovery of execu-
tive compensation in the event of a financial restatement.

The SEC and the stock exchanges are working to adopt a number of new rules
and standards in order to implement the requirements of the Dodd-Frank Act discussed
above. While many of the provisions of the Dodd-Frank Act will not be in place for
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the 2012 proxy season, issuers will face their second year of Say-on-Pay votes as
investors and proxy advisory services consider the prior year’s advisory vote and the
steps that issuers and their compensation committees have taken since then.

SAY-ON-PAY IN 2012

The implementation of Say-on-Pay votes was one of the most widely anticipated
corporate governance developments in the United States over the past five years.
Advocates for Say-on-Pay in the United States hoped that the advisory votes on execu-
tive compensation would serve to encourage greater accountability for executive
compensation decisions, as well as more focused compensation disclosure in proxy
statements and expanded shareholder engagement.

The SEC rules for Say-on-Pay provide:

Issuers must provide a separate shareholder advisory vote in proxy state-
ments to approve the compensation of executives not less than every three
years. Shareholders must vote, on an advisory basis, to approve the compen-
sation of the issuer’s named executive officers, as such compensation is dis-
closed under Item 402 of Regulation S-K, including the Compensation
Discussion and Analysis (“CD&A”), the compensation tables, and other
narrative executive compensation disclosures required by Item 402. The rule
does not require issuers to use any specific language or a specific form of
resolution; however an Instruction to the Rule provides a non-exclusive
example of a form of resolution;

Issuers must provide a separate shareholder advisory vote in proxy state-
ments for annual meetings to determine whether the vote on the compensa-
tion of executives will occur every 1, 2, or 3 years. This Say-on-Frequency
vote is required not less frequently than once every six years;

Issuers must explain in the proxy statement the general effect of the
Say-on-Pay votes (i.e., the vote is non-binding), and also must disclose,
when applicable, the current frequency of Say-on-Pay votes and when the
next Say-on-Pay vote will occur;

Say-on-Pay and Say-on-Frequency votes do not trigger the filing of a prelimi-
nary proxy statement with the SEC;

Issuers will be able to exclude shareholder proposals that would provide a
Say-on-Pay vote, seek future Say-on-Pay votes, or relate to the frequency of
Say-on-Pay votes in certain circumstances when, in the most recent
Say-on-Frequency vote, a single frequency received a majority of votes cast
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and the issuer adopted a policy for the frequency of Say-on-Pay votes that is
consistent with that choice;

e The CD&A must disclose whether and, if so, how the issuer has considered
the results of the most recent shareholder advisory vote on executive
compensation in determining compensation policies and decisions and, if so,
how that consideration has affected the issuer’s compensation decisions and
policies; and

» Issuers must report, pursuant to Item 5.07 of Form 8-K, the decision as to
how frequently the issuer will conduct its Say-on-Pay votes following each
Say-on-Frequency vote. If the information is provided by amendment to the
Form 8-K, the amendment is due no later than 150 calendar days after the
date of the end of the annual meeting in which the Say-on-Frequency vote
occurred, but in no event later than 60 calendar days prior to the deadline for
the submission of shareholder proposals for the next annual meeting as dis-
closed in the proxy materials for the meeting at which the Say-on-Frequency
vote occurred.

During the 2011 proxy season, approximately 40 companies failed to achieve
majority shareholder support for mandatory Dodd-Frank Say-on-Pay resolutions. The
high level of shareholder support for Say-on-Pay resolutions during the 2011 proxy
season was similar to the experience in the recent past with respect to those companies
that held Say-on-Pay votes on a voluntary basis, or because the company was required
to hold a Say-on-Pay vote because it had outstanding indebtedness under TARP. In the
vast majority of those situations, shareholders have provided strong support for
Say-on-Pay proposals, absent some significant concerns with the company’s executive
compensation programs. Even with the likelihood of shareholder support relatively
high for Say-on-Pay resolutions, companies paid very close attention to the message
communicated through their CD&A and other disclosures, while at the same time
seeking to engage with key shareholder constituencies.

A key agenda item for compensation committee meetings has been to consider
the outcome of the 2011 Say-on-Pay votes. This is because the SEC adopted a new
“mandatory” CD&A item which requires a company to address whether and, if so,
how the company has considered the results of the most recent Say-on-Pay vote in
determining compensation policies and decisions and, if so, how that consideration has
affected the company’s executive compensation decisions and policies. While issuers
who received majority support in excess of 70-75% for the Say-on-Pay proposal in
2011 may be able to indicate that the vote was considered and no changes were
deemed necessary for the issuer’s executive compensation programs, an issuer that
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failed to achieve majority support or that received majority support but less than
70%-75% in support for the Say-on-Pay proposal may need to make substantial new
disclosures regarding the engagement efforts that the issuer undertook to understand
the reasons for the lack of support, the consideration by the compensation committee
of the vote and the results of the engagement efforts, and the specific steps undertaken
with the executive compensation program that responded to shareholder’s concerns.
While the 2011 shareholder engagement efforts were often reactive, the 2012 proxy
season has been characterized by much more proactive engagement efforts, utilizing
“road show” meetings, conference calls, and perhaps even electronic communications
to more effectively engage with shareholders.

When drafting the proxy statement for 2012, the same focus on transparency and
communicating an effective message that characterized the 2011 proxy season should
carry through to the 2012 proxy statements. While there may not be as many executive
compensation changes to highlight in the CD&A in 2012 as compared to 2011, it will
remain critically important for the CD&A to reflect the notable aspects of the compen-
sation policies and decisions, while highlighting the pay-for-performance aspects of
compensation plans.

KEY DISCLOSURE CONSIDERATIONS FOR PROXY STATEMENTS AND
ANNUAL REPORTS

The SEC Staff (the “Staff”) has come to expect that issuers are aware of the inter-
pretive positions taken by the Staff in comment letters on filings, which often reflect
nuanced readings of the rules or require more detailed disclosure than might otherwise
be expected. It has become increasingly important that issuers make themselves famil-
iar with Staff comment letters that have been issued to other issuers, so that they can
respond to the issues raised in those letters when preparing their own filings.

Over the past several years, the SEC has provided significant guidance with
respect to its interpretation of executive compensation disclosure rules, including
numerous Staff speeches, interpretations and comments on individual filings. There
are a number of significant areas of focus in Staff comments and other interpretive
guidance on executive compensation disclosure. For example, the Staff has repeatedly
stated that an issuer’s CD&A should focus on how and why the issuer arrived at
specific executive compensation decisions and policies and should address why
specific compensation decisions were made. Issuers frequently receive comments on
this issue during the review process. Other principal areas of Staff comment in the
CD&A have related to the disclosure of incentive plan performance targets, individual
performance goals and benchmarking practices or processes.
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In December 2009, the SEC adopted rule changes that mandated more disclosure
in proxy and information statements regarding risk, compensation and corporate
governance matters. These rule changes were effective on February 28, 2010, and
were first included in proxy statements for annual meetings occurring in
2010. Through the course of the Staff review and interpretive process, we now have a
better understanding of what the Staff expects with respect to:

* Disclosure of the relationship of an issuer’s compensation policies and practi-
ces to risk management when those compensation policies and practices
create risks that are reasonably likely to have a material adverse effect on the
issuer;

e The background and qualifications of directors, and nominees for director,
describing the experience and skills that led the issuer to choose the director
or nominee for the board;

* The board of directors’ consideration of diversity in the process by which
directors are considered for nomination to the board;

* The leadership structure of the board, including whether the issuer has com-
bined or separated the roles of chairman and principal executive officer, and
why the issuer believes that its leadership structure is appropriate for the
issuer, as well as a discussion, in some circumstances, of whether and why
an issuer has a lead independent director; and

* The extent of the board’s role in the oversight of risk.

Recent areas of frequent Staff comment in annual reports have addressed dis-
closure of goodwill impairment charges, loss contingency disclosures, liquidity, debt
covenants, disclosure controls and procedures, risk factors and exhibits. The SEC has
also provided interpretive guidance outside of the comment process in several key
areas relevant to preparing Form 10-Ks and proxy statements for 2011. The Staff has
revised its approach to non-GAAP measures in Compliance and Disclosure Inter-
pretations issued in 2010. Also in 2010, the Staff provided interpretive guidance
intended to improve the discussion of liquidity and funding risks in the Management’s
Discussion and Analysis of Financial Condition and Results of Operations
(“MD&A”). This guidance focuses on disclosures related to liquidity, leverage ratios
and the contractual obligations table. In 2011 and 2012, the Staff has issued disclosure
guidance regarding cybersecurity risk and European sovereign debt exposures.
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SHAREHOLDER ACTIVISM AND CORPORATE GOVERNANCE

Continued shareholder concerns over corporate governance and executive com-
pensation issues will shape the outcome of votes in the 2012 proxy season. Issuers will
need to continue to focus on voting policies of institutional shareholders and proxy
advisory services when making corporate governance and executive compensation
decisions. While shareholder activism declined in the 2011 proxy season as compared
to 2010, shareholder proposals in 2012 have focused on:

* Compensation-related proposals (i.e., pay-for-performance, clawback com-
pensation consultants, and conflicts of interest);

*  Proxy access shareholder proposals;
*  Majority voting for directors (particularly at Russell 3000 companies);

» Shareholder ability to call special meetings and take action by written con-
sent;

* Disclosure, limits, board oversight, and shareholder approval or ratification
of political contributions;

*  Split chairman/CEO proposals; and

* Auditor rotation proposals.

With regard to the 2012 response to proxy access shareholder proposals, many
companies are taking a “wait and see” approach with respect to amending their bylaws
to permit proxy access in order to allow greater flexibility in responding to a future
shareholder proposal. There have been less than twenty proxy access shareholder
proposals in the months since these Rule 14a-8 amendments became effective. A
number of these proposals have been based on a model proxy access proposal drafted
by U.S. Proxy Exchange, an organization of retail investors. These sharecholder pro-
posals tend to have lower ownership thresholds and shorter holding period require-
ments than the SEC rule that was vacated. In this regard, the ownership threshold is
usually between 1% and 5% of outstanding shares, the length of ownership is usually
between one and three years of continuous ownership.

Institutional Shareholder Services (“ISS”), the leading proxy advisory firm,
released 2012 updates to its U.S. proxy voting guidelines. The policy updates include
revisions to ISS’s pay-for-performance policy and methodology. Other significant
updates relate to the responsiveness of boards of directors to prior shareholder advi-
sory votes on executive compensation, or Say-on-Pay votes, and the frequency of such
votes, as well as revisions to the policy on proxy access in the wake of revisions to the
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SEC shareholder proposal rules. The ISS policy changes are effective for shareholder
meetings on or after February 1, 2012.

The proxy advisory service Glass Lewis also recently updated its voting policies
in light of the 2011 Say-on-Pay experience and other developments for the 2012 proxy
season to address (i) the response to the Say-on-Pay vote; (ii) poison pills and classi-
fied boards; (iii) exclusive forum provisions; (iv) political spending shareholder pro-
posals; and (v) proxy access proposals.

The NYSE recently sent out a notice to its members regarding broker discre-
tionary voting on certain corporate governance proposals. The notice relates to the
application of NYSE Rule 452 to certain types of corporate governance proxy pro-
posals. NYSE Rule 452 governs when NYSE member organizations may vote
customer shares without specific client instructions. Under this new policy, certain
proposals, such as proposals to declassify the board of directors, majority voting in the
election of directors, eliminating supermajority voting requirements, providing for the
use of consents, providing rights to call a special meeting, and certain types of anti-
takeover provision overrides, will now be treated as “Broker May Not Vote” matters.

REVISITING KEY CORPORATE GOVERNANCE AND DISCLOSURE POLICIES

A number of important regulatory, legislative, and market developments arising
since the onset of the financial crisis have made this an ideal time to revisit your key
corporate governance and disclosure policies in order to determine whether changes
should be made to reflect current law, standards, or best practices, and to determine
whether additional policies should be implemented in light of recent events. Many of
these key policies are critical to help protect the issuer and its employees from poten-
tial securities law violations, and to provide assurance to investors and others that the
issuer is maintaining an appropriate “tone at the top” through the implementation of
the latest corporate governance best practices. The policies covered include:

* The insider trading policy;

e The Regulation Fair Disclosure (“Regulation FD”) policy;
* Executive compensation policies;

*  Emergency succession policies; and

* Related party transactions policies.
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CONCLUSION

The 2012 proxy season will continue to present challenges for issuers as they
seek to obtain strong support for their Say-on-Pay votes, while at the same time
remaining attentive to ongoing shareholder concerns regarding corporate governance
and executive compensation. This 2012 Proxy Season Field Guide will provide you
with the resources necessary to successfully navigate the 2012 proxy season.
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CHAPTER 1

THE LEGISLATIVE AND
REGULATORY DEVELOPMENTS
SHAPING THE 2012 PROXY SEASON
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THE LEGISLATIVE AND REGULATORY DEVELOPMENTS
SHAPING THE 2012 PROXY SEASON

On July 21, 2010, President Obama signed into law what is being called the most
sweeping set of financial reforms since the Great Depression, the Dodd-Frank Act.
The Dodd-Frank Act focuses principally on changes to the financial regulatory system;
however, several corporate governance and compensation provisions of the Dodd-
Frank Act target public companies. The corporate governance and compensation
provisions include:

* A requirement that public companies solicit a Say-on-Pay vote, a
Say-on-Frequency Vote and, in the event of a merger or other extraordinary
transaction, a Say-on-Golden Parachute vote;

* Requirements that the SEC adopt rules directing the securities exchanges to
adopt listing standards with respect to compensation committee
independence and the use of consultants;

* Provisions calling for the SEC to adopt expanded disclosure requirements
for the annual proxy statement and other filings, particularly in the area of
executive compensation; and

* Provisions that will require the adoption or revision of certain other policies,
such as compensation recovery policies providing for the recovery of execu-
tive compensation in the event of a financial restatement.

The SEC and the stock exchanges are working to adopt a number of new rules
and standards in order to implement the requirements of the Dodd-Frank Act discussed
above.

ADVISORY VOTES ON EXECUTIVE COMPENSATION
Say-on-Pay and Say-on-Frequency

For larger public issuers, beginning with shareholder meetings occurring on or
after January 21, 2011, Section 951 of the Dodd-Frank Act requires that issuers
include a resolution in their proxy statements asking shareholders to approve, in a
non-binding vote, the compensation of their executive officers, as disclosed under

Item 402 of Regulation S-K. A separate resolution will also be required to determine
whether this Say-on-Pay vote takes place every one, two, or three years.

On January 25, 2011, the SEC adopted rules for implementing Say-on-Pay and

the related advisory vote on executive compensation provisions. The new rules and
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amendments to existing rules became effective on April 4, 2011, except that the

Say-on-Golden Parachute requirements became effective for filings made on or after
April 25, 2011, for all issuers.

A complete description of these rules, rule amendments and applicable SEC and
Staff interpretations is provided in Chapter 2.

The applicable new rules and rule amendments are as follows:

Rule 14a-21(a) requires that issuers must provide a separate shareholder
advisory vote in proxy statements to approve the compensation of executives
not less than every three years. In accordance with Section 14A(a)(1) of the
Securities Exchange Act of 1934, as amended (the “Exchange Act”), share-
holders must vote, on an advisory basis, to approve the compensation of the
issuer’s named executive officers, as such compensation is disclosed under
Item 402 of Regulation S-K, including the CD&A, the compensation tables
and other narrative executive compensation disclosures required by
Item 402. The rule does not require issuers to use any specific language or a
specific form of resolution; however, an Instruction to the Rule 14a-21 pro-
vides a non-exclusive example of a form of resolution. The shareholder vote
must relate to all executive compensation disclosure set forth pursuant to
Item 402 of Regulation S-K, with the exception of disclosure provided pur-
suant to paragraph (s) of Item 402 of Regulation S-K and director compensa-
tion required by paragraph (k) or (r) of Item 402 of Regulation S-K;

Rule 14a-21(b) requires that issuers must provide a separate shareholder
advisory vote in proxy statements for annual meetings to determine whether
the vote on the compensation of executives required by Section 14A(a)(1) of
the Exchange Act “will occur every 1, 2, or 3 years.” This Say-on-Frequency
vote is required not less frequently than once every six years;

Item 24 of Schedule 14A requires disclosure that the issuer is providing the
vote pursuant to Section 14A of the Exchange Act, as well as an explanation
of the general effect of the Say-on-Pay votes (i.e., the vote is non-binding).
Issuers also must disclose, when applicable, the current frequency of
Say-on-Pay votes and when the next Say-on-Pay vote will occur;

Rule 14a-6(a) includes Say-on-Pay and Say-on-Frequency votes in the list of
items that do not trigger the filing of a preliminary proxys;
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* A Note to Rule 14a-8(i)(10) permits the exclusion of a shareholder proposal
that would provide a Say-on-Pay vote, seek future Say-on-Pay votes, or
relate to the frequency of Say-on-Pay votes in certain circumstances. Such
shareholder proposals could be excluded under the Note if, in the most
recent Say-on-Frequency vote, a single frequency received a majority of
votes cast and the issuer adopted a policy for the frequency of Say-on-Pay
votes that is consistent with that choice. For the purposes of this Note, the
SEC notes that an abstention would not count as a vote cast;

* An amendment to Item 402(b) of Regulation S-K requires an issuer to
address, in the CD&A, whether and, if so, how the issuer has considered the
results of the most recent shareholder advisory vote on executive compensa-
tion (as required by Exchange Act Section 14A or Exchange Act Rule
14a-20, which is the rule governing Say-on-Pay votes required for recipients
of financial assistance under the Troubled Asset Relief Program, or
“TARP”) in determining compensation policies and decisions and, if so, how
that consideration has affected the issuer’s compensation decisions and poli-
cies. This requirement is included among the “mandatory” CD&A disclosure
items specified by Item 402(b)(1) of Regulation S-K; and

* An amendment to Item 5.07 of Form 8-K requires that an issuer must dis-
close its decision as to how frequently the issuer will conduct Say-on-Pay
votes following each Say-on-Frequency vote. In order to comply with this
requirement, an issuer must file an amendment to its prior Form 8-K filing
(or filings) that disclosed the preliminary and final results of the
Say-on-Frequency vote. The Form 8-K amendment is due no later than 150
calendar days after the date of the end of the annual meeting in which the
Say-on-Frequency vote occurred, but in no event later than 60 calendar days
prior to the deadline for the submission of shareholder proposals as disclosed
in the proxy materials for the meeting at which the Say-on-Frequency vote
occurred. Specifically with respect to Say-on-Frequency votes, an issuer
must disclose the number of votes cast for each of the choices, as well as the
number of abstentions in Item 5.07 of Form 8-K.

Say-on-Golden Parachutes

Rule 14a-21(c) provides that if a solicitation is made by an issuer for a meeting of
shareholders at which the shareholders are asked to approve an acquisition, merger,
consolidation, or proposed sale or other disposition of all or substantially all of the

4
RR DONNELLEY



assets of the issuer, the issuer must provide a separate shareholder vote to approve any
agreements or understandings and compensation disclosed pursuant to Item 402(t) of
Regulation S-K. Consistent with Exchange Act Section 14A(b), any agreements or
understandings between an acquiring company and the named executive officers of the
issuer, where the issuer is not the acquiring company, are not required to be subject to
the separate shareholder advisory vote.

If any of the agreements or understandings contemplated in Rule 14a-21(c) pre-
viously have been subject to a shareholder advisory vote or the Say-on-Pay vote, then
a separate shareholder vote is not required at the time of the vote on the merger or
other similar extraordinary transaction. If there are changes to the arrangements after
the date of the annual meeting or if new arrangements are adopted that were not sub-
ject to a prior Say-on-Pay vote, then a Say-on-Golden Parachutes vote is still required.
In that case, the vote is required only with respect to the amended golden parachute
payment arrangements.

The SEC adopted new Item 402(t) of Regulation S-K, which requires disclosure
of named executive officers’ golden parachute arrangements in a proxy statement for
shareholder approval of a merger, sale of a company’s assets, or similar transactions.
This disclosure is only required in annual meeting proxy statements when an issuer is
seeking to rely on the exception from a separate merger proxy shareholder vote by
including the proposed Item 402(t) disclosure in the annual meeting proxy statement
soliciting a Say-on-Pay vote. The disclosure includes a table labeled “Golden Para-
chute Compensation,” as well as detailed narrative disclosure about the arrangements
pursuant to which the compensation is to be paid. The disclosure is also required under
a variety of rules and forms; however, the SEC made clear that Item 402(t) disclosure
is not required in third-party bidders’ tender offer statements, so long as the subject
transactions are not also Exchange Act Rule 13e-3 going-private transactions.

COMPENSATION COMMITTEES AND COMPENSATION CONSULTANTS

The Dodd-Frank Act requires that stock exchange listing standards prescribe that
a compensation committee may only select compensation consultants, legal counsel, or
other advisers after taking into consideration independence standards established by
the SEC. The Dodd-Frank Act requires that these independence factors include:

* The provision of other services by the person that employs the adviser;
» The amount of fees received as a percentage of an entity’s total revenue;

* Policies and procedures designed to prevent conflicts of interest;
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* Any business or personal relationship of the adviser with a member of the
compensation committee; and

* Any stock of the company owned by an adviser.

Further, the compensation committee must be vested with direct authority for the
appointment, compensation, and oversight of the work of the consultant. As a result,
boards will need to revisit the compensation committee charter to reflect these new
requirements when they become effective. Companies should also consider adopting
specific policies that are designed to reduce or eliminate potential conflicts of interest
with their compensation consultants and other advisers.

Enhanced disclosure will also be required by the SEC, addressing whether the
compensation committee retained or obtained the advice of a compensation consultant
and whether the consultant’s work raised any conflicts of interest, the nature of any
such conflict, and how it was addressed. In December 2009, the SEC adopted rules
requiring disclosure of fees paid to compensation consultants when they provide
executive compensation consulting and additional services. Any rules adopted under
the Dodd-Frank Act could further expand such disclosure requirements.

EXPANDED COMPENSATION DISCLOSURE

Several provisions of the Dodd-Frank Act require that the SEC further expand the
disclosure requirements applicable for proxy statements and other filings to address
several areas of compensation with respect to employees, executive officers, and direc-
tors; including:

» Disclosure of Pay versus Performance — Section 953(a) of the Dodd-Frank
Act requires that the SEC adopt rules mandating that issuers disclose the
relationship of the compensation actually paid to their executive officers
versus the issuer’s financial performance, taking into account changes in the
value of stock and dividends or distributions. This disclosure may be pre-
sented graphically or in narrative form.

» Disclosure of CEO Pay versus Median Employee Pay — Section 953(b) of
the Dodd-Frank Act requires that the SEC adopt rules mandating disclosure

of the median annual total compensation of all employees (except the CEO),
the annual total compensation of the CEO, and the ratio of the median
employee total compensation to the CEO total compensation. Total compen-
sation is determined by reference to the “total compensation” column of the
Summary Compensation Table.
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* Disclosure of Employee or Director Hedging Policies — Section 955 of the
Dodd-Frank Act directs the SEC to adopt rules mandating disclosure of

whether any employee or director (or designee of such persons) is permitted
to purchase financial instruments, such as prepaid variable forwards, equity
swaps, collars, and exchange funds, that are designed to hedge or offset any
decrease in the market value of equity securities granted as compensation or
held directly or indirectly by the employee or director.

ADDITIONAL GOVERNANCE REQUIREMENTS
Compensation Recovery

Section 954 of the Dodd-Frank Act requires that stock exchange listing standards
be amended to require that issuers adopt a policy providing that, if an issuer is required
to prepare an accounting restatement due to material noncompliance with any financial
reporting requirement under the securities laws, it will recover from any current or
former executive officer who received incentive-based compensation (including stock
options awarded as compensation) during the three-year period preceding the date on
which the issuer is required to prepare an accounting restatement, amounts based on
the erroneous data, in excess of what would have been paid under the restatement.
Additional disclosure will also be required of an issuer’s policy on incentive-based
compensation that is based on financial information required to be reported under the
securities laws.

Other Governance Provisions

The Dodd-Frank Act includes a number of additional corporate governance provi-
sions, including:

* Authorizing the SEC to promulgate “proxy access” rules, allowing specified
shareholders to include director nominees in the issuer’s proxy materials, but
not prescribing specific standards for those rules (Section 971). The SEC
issued final rules facilitating shareholder director nominations on August 25,
2010, which were scheduled to become effective on November 15, 2010.
However, Rule 14a-11 was vacated by U.S. Court of Appeals for the District
of Columbia Circuit in July 2011;

* Directing the SEC to promulgate rules mandating proxy statement disclosure
of the reasons why the issuer has chosen to have one person serve as Chair-
man and CEO, or to have different individuals serve in those roles
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(Section 972). The SEC amended its disclosure rules in December 2009 to
require a discussion of this topic and it appears that no further SEC rule-
making will be completed on this topic; and

Barring brokers from using discretionary authority to vote proxies in con-
nection with election of directors, executive compensation, or other sig-
nificant matters, as determined by the SEC (Section 957). Under changes
already adopted by Rule 452 of the rules of the New York Stock Exchange,
no broker discretionary voting is permitted for the election of directors and
executive compensation matters.

THE SEC’S RULEMAKING SCHEDULE

The SEC recently released an updated schedule of upcoming activity with respect
to its rulemaking activity under the Dodd-Frank Act. Pursuant to the SEC’s schedule,
proposed and adopted rules will be released as follows:

January-June 2012 — Adopt exchange listing standards regarding compen-
sation committee independence and factors affecting compensation adviser
independence; and adopt disclosure rules regarding compensation consultant
conflicts.

January-June 2012 — Propose rules regarding disclosure of
pay-for-performance, pay ratios, and hedging by employees and directors;
propose rules regarding compensation recovery policies.

July-December 2012 — Adopt rules regarding disclosure of
pay-for-performance, pay ratios, and hedging by employees and directors;
adopt rules regarding compensation recovery policies.
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SAY-ON-PAY IN 2012

ADVISORY VOTES ON EXECUTIVE COMPENSATION — RULES AND GUIDANCE

INTRODUCTION

Say-on-Pay was one of the most highly anticipated corporate governance
developments in the United States. Say-on-Pay has been utilized in other jurisdictions,
such as in the United Kingdom, where Say-on-Pay has encouraged greater engagement
between issuers and institutional investors over compensation and governance issues.
Advocates of Say-on-Pay in the United States hoped that the advisory votes will
encourage greater accountability for executive compensation decisions through a
direct shareholder referendum, more focused disclosure in proxy statements and sig-
nificantly expanded shareholder engagement.

The Say-on-Pay and Say-on-Frequency requirements were effective for larger
public companies for annual meetings on or after January 21, 2011. The SEC’s
implementing rules, adopted on January 25, 2011, became effective on April 4, 2011
(with the exception of golden parachute requirements, which became effective for fil-
ings made on or after April 25, 2011). Smaller reporting companies are exempt from
the Say-on-Pay and Say-on-Frequency vote requirements until the first annual meeting
or other meeting of shareholders occurring on or after January 21, 2013.

THE DODD-FRANK ACT REQUIREMENTS

Section 951 of the Dodd-Frank Act, which added new Section 14A to the
Exchange Act, requires that issuers include a resolution in their proxy statements (at
least once every three years) asking that shareholders approve, in a nonbinding vote,
the compensation of the executive officers, as disclosed under Item 402 of Regulation
S-K, the Say-on-Pay vote.

A separate resolution is required (at least once every six years) to determine
whether the Say-on-Pay vote takes place every one, two, or three years—the
Say-on-Frequency vote.

If golden parachute compensation has not been approved as part of a Say-on-Pay
vote, then issuers must solicit shareholder approval of golden parachute compensation
through a separate nonbinding vote at the meeting where the shareholders are asked to
approve a merger or similar extraordinary transaction that would trigger payments
under the “golden parachute” provisions, the Say-on-Golden Parachute vote.
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Section 14A also requires that any proxy statement used for soliciting the
Say-on-Golden Parachute vote must include “clear and simple” disclosure of the
golden parachute arrangements or understandings and the amounts payable.

In order to implement these requirements, the SEC adopted, in Release No. 33-
9178 (January 25, 2011) (the “Adopting Release”), new Exchange Act Rule 14a-21,
which governs advisory votes on executive compensation going forward (with the
exception of those issuers that have indebtedness outstanding under the TARP pro-
gram, who must solicit annual Say-on-Pay votes under the Emergency Economic
Stabilization Act, as amended (“EESA”), and Exchange Act Rule 14a-20). The SEC
also adopted a number of additional rule, form and schedule changes to accommodate
the new Say-on-Pay, Say-on-Frequency and Say-on-Golden Parachute votes.

SAY-ON-PAY VOTES

Rule 14a-21(a) provides that if a solicitation is made by an issuer relating to an
annual or other meeting of shareholders at which directors will be elected and for
which the SEC’s rules require executive compensation disclosure pursuant to Item 402
of Regulation S-K, then the issuer must conduct a Say-on-Pay vote, and a Say-on-Pay
vote must occur thereafter no later than the annual or other meeting of shareholders
held in the third calendar year after the immediately preceding Say-on-Pay vote. The
Say-on-Pay vote relates to the executive compensation disclosure required to be
included in the proxy statement, which generally includes the CD&A, the compensa-
tion tables, and the narrative disclosure on executive compensation.

The SEC states in footnote 18 of the Adopting Release that it views Section 951
of the Dodd-Frank Act as requiring a separate shareholder vote on executive
compensation only with respect to “an annual meeting of shareholders for which prox-
ies will be solicited for the election of directors, or a special meeting in lieu of such
annual meeting.” Accordingly, Rules 14a-21(a) and 14a-21(b) (governing the
Say-on-Frequency vote, as discussed below) are intended to apply in connection with
the election of directors when the related proxy materials must include executive
compensation disclosure.

The key Say-on-Pay rules and interpretations are as follows:

» Director Compensation and Risk Disclosure Not Covered. Instruction 1 to
Rule 14a-21 provides that the Say-on-Pay vote does not cover director
compensation disclosed pursuant to paragraphs (k) and (r) of Item 402 of
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Regulation S-K, as well as any disclosure pursuant to Item 402(s) of Regulation
S-K about the issuer’s compensation policies and practices as they relate to risk
management and risk-taking incentives. However, if risk considerations are a
material aspect of the issuer’s compensation policies or decisions for named
executive officers, then the Instruction indicates that the company must discuss
these considerations as part of the CD&A, and such disclosure will then be
subject to the Say-on-Pay vote.

Wording of the Say-on-Pay Resolution. Rule 14a-21(a) does not require that
issuers use a specific form of resolution. However, the Instruction to Rule
14a-21(a) provides the following nonexclusive example that would satisfy the
requirements of the rule: “RESOLVED, that the compensation paid to the
company’s named executive officers, as disclosed pursuant to Item 402 of
Regulation S-K, including Compensation Discussion and Analysis,
compensation tables, and narrative discussion, is hereby APPROVED.”

While the SEC has provided this nonexclusive example of a form of resolution,
the SEC states in the Adopting Release that issuers “should retain the flexi-
bility to craft the resolution language.” It is likely that issuers will adopt differ-
ing language in order to present their Say-on-Pay vote, including perhaps
language that is not presented as a resolution to be adopted by shareholders.

In Exchange Act Rules Compliance and Disclosure Interpretations Ques-
tion 169.05, the SEC Staff has indicated that it is permissible for the
Say-on-Pay vote to omit the words, “pursuant to Item 402 of Regulation
S-K,” and to replace those words with a plain English equivalent, such as
“pursuant to the compensation disclosure rules of the Securities and
Exchange Commission, including the compensation discussion and analy-
sis, the compensation tables and any related material disclosed in this proxy
statement.”

Wording of the Description of the Say-on-Pay Proposal on the Proxy Card. In
Exchange Act Rules Compliance and Disclosure Interpretation 169.07, the SEC
Staff notes that an issuer’s proxy card and voting instruction form should not
describe the advisory vote to approve executive compensation with the language
“to hold an advisory vote on executive compensation,” and should rather use
formulations such as: “to approve the company’s executive compensation;”
“advisory approval of the company’s executive compensation;” “advisory reso-
lution to approve executive compensation;” or “advisory vote to approve named
executive officer compensation.” The SEC Staff states that impermissible exam-
ple referenced above would not be consistent with Rule 14a-21 because it is not
clear from the description as to what shareholders are being asked to vote on.
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SAY-ON-FREQUENCY VOTES

Rule 14a-21(b) provides that if a solicitation is made by an issuer relating to an
annual or other meeting of shareholders at which directors will be elected, and for
which the SEC’s rules require executive compensation disclosure pursuant to Item 402
of Regulation S-K, then that issuer must conduct a Say-on-Frequency vote for its first
annual or other meeting of shareholders occurring on or after January 21, 2011, and that
such Say-on-Frequency vote must occur thereafter no later than the annual or other
meeting of shareholders held in the sixth calendar year after the immediately preceding
Say-on-Frequency vote. An issuer could hold a Say-on-Frequency vote more frequently
than every six years if it elects to do so.

The key Say-on-Frequency rules and interpretations are as follows:

Say-on-Frequency Choices. Under Rule 14a-21(b), the required Say-on-Frequency
resolution must ask shareholders to indicate whether future Say-on-Pay votes
should occur every one, two or three years. As a result, sharecholders are given four
choices on the proxy card: whether the Say-on-Pay vote will take place every one,
two, or three years, or to abstain from voting on the resolution. In order to imple-
ment the voting choices for the Say-on-Frequency vote, the SEC amended
Exchange Act Rule 14a-4 to specifically allow proxy cards to reflect the choices of
one, two, or three years, or abstain.

Wording of the Say-on-Frequency Resolution. Rule 14a-21(b) does not
require that issuers use a specific form of resolution. Unlike the Say-on-Pay

vote requirement in Rule 14a-21(a), the SEC does not provide a nonexclusive
example of a Say-on-Frequency resolution. Exchange Act Rules Compliance
and Disclosure Interpretations Question 169.04 indicates that the
Say-on-Frequency vote need not be set forth as a resolution. Separately, the
Staff has informally cautioned that the Say-on-Frequency vote must be clearly
stated, and that in this regard it must be clear that shareholders can vote on the
options of every one, two or three years (or abstain from voting), rather than
solely following management’s recommendation (if any is provided). Issuers
relied on this Staff guidance to provide more Say-on-Frequency votes in a
“proposal” format, such as by simply referencing the four choices that are
available on the proxy card. The Staff also indicates in Compliance and Dis-
closure Interpretations Question 169.06 that it is permissible for the
Say-on-Frequency vote to include the words “every year, every other year, or
every three years, or abstain” in lieu of “every 1, 2, or 3 years, or abstain.”

Recommendations. Neither Rule 14a-21(b) nor the SEC’s other proxy rules
require that an issuer make a recommendation with respect to the
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Say-on-Frequency vote; however, the SEC notes that proxy holders may vote
uninstructed proxy cards in accordance with management’s recommendation
only if the company follows the existing requirements of Rule 14a-4, which
include specifying how proxies will be voted (i.e., in accordance with
management’s recommendations) in the absence of instruction from the
shareholder. Most proxy statements filed in the 2011 proxy season with
mandatory Say-on-Frequency votes included a recommendation as to the
preferred frequency of future Say-on-Pay votes, with the majority of those
recommendations favoring Say-on-Pay votes annually.

ADDITIONAL REQUIREMENTS

The SEC has adopted other changes to rules and forms relating to Say-on-Pay and
Say-on-Frequency, including:

No Preliminary Proxy Statement. The SEC amended Exchange Act Rule
14a-6(a) to add any shareholder advisory votes on executive compensation,
including the Say-on-Pay or Say-on-Frequency votes, to the list of items that
will not trigger the requirement to file a preliminary proxy statement with
the SEC. This amendment contemplates an advisory vote on executive
compensation that is not required by Section 14A of the Exchange Act.

Proxy Statement Disclosures. Item 24 to Schedule 14A requires disclosure,
in the proxy statement in which the issuer is providing a Say-on-Pay,
Say-on-Frequency or Say-on-Golden Parachute vote, that the issuer is
providing such vote as required pursuant to Section 14A of the Exchange
Act. Further, the issuer must explain the general effect of such vote, such as
that the vote is non-binding. Issuers also must disclose, when applicable, the
current frequency of Say-on-Pay votes and when the next Say-on-Pay vote
will occur.

CD&A Disclosure. Amended Item 402(b)(1) of Regulation S-K requires an
issuer to address in its CD&A whether and, if so, how the issuer has considered
the results of the most recent shareholder advisory vote on executive compensa-
tion (as required by Section 14A of the Exchange Act or Exchange Act Rule
14a-20, which is the rule governing Say-on-Pay votes required for recipients of
financial assistance under TARP) in determining compensation policies and
decisions and, if so, how that consideration has affected the issuer’s compensa-
tion decisions and policies. This requirement is included among the “mandatory”
CD&A disclosure items specified by Item 402(b)(1) of Regulation S-K.
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e Item 5.07 Form 8-K. Item 5.07 of Form 8-K, as amended, requires that an
issuer must disclose its decision as to how frequently the issuer will conduct
Say-on-Pay votes following each Say-on-Frequency vote. If an issuer does
not disclose the issuer’s frequency determination in its initial Item 5.07 Form
8-K, then the issuer must file an amendment to its prior Form 8-K filing (or
filings) that disclose the preliminary and final results of the
Say-on-Frequency vote. The Form 8-K amendment is due no later than 150
calendar days after the date of the end of the annual meeting in which the
Say-on-Frequency vote occurred, but in no event later than 60 calendar days
prior to the deadline for the submission of shareholder proposals as disclosed
in the proxy materials for the meeting at which the Say-on-Frequency vote
occurred. An issuer must disclose in Item 5.07 of Form 8-K the number of
votes cast for each of the choices of every one, two or three years, as well as
the number of abstentions.

» Substantially Implemented Shareholder Proposals. The SEC added a Note to
Exchange Act Rule 14a-8(i)(10) to permit the exclusion of a shareholder
proposal as “substantially implemented” if the proposal would provide for a
Say-on-Pay vote, seek future Say-on-Pay votes, or relate to the frequency of
Say-on-Pay votes. Such shareholder proposals may be excluded under the
new Note if, in the most recent Say-on-Frequency vote, a single frequency
received a majority of the votes cast and the issuer adopted a policy for the
frequency of Say-on-Pay votes that is consistent with that choice. The Staff
has noted that this Note will also apply to shareholder proposals seeking
votes on matters that are already “subsumed” within the Say-on-Pay or
Say-on-Frequency vote, not just a Section 14A-compliant Say-on-Pay/
Say-on-Frequency proposal.

SAY-ON-GOLDEN PARACHUTE VOTE

Rule 14a-21(c) provides that if a solicitation is made by the issuer for a meeting of
shareholders at which the shareholders are asked to approve an acquisition, merger,
consolidation, or proposed sale or other disposition of all or substantially all of the assets
of the issuer, then the issuer must provide a separate shareholder vote to approve any
agreements or understandings and compensation disclosed pursuant to Item 402(t) of
Regulation S-K. However, if such agreements or understandings have been subject to a
shareholder advisory vote under Rule 14a-21(a) (the Say-on-Pay vote), then a separate
shareholder vote is not required. Consistent with Exchange Act Section 14A(b), any
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agreements or understandings between an acquiring company and the named executive
officers of the issuer, where the issuer is not the acquiring company, are not required to
be subject to the separate shareholder advisory vote. The SEC did not adopt any specific
form of the Say-on-Golden Parachute resolution and has clarified the advisory nature of
the Say-on-Golden Parachute vote.

The rule provides as follows:

* New Item 402(t) of Regulation S-K requires disclosure of named executive
officers’ golden parachute arrangements in a proxy statement for shareholder
approval of a merger, sale of a company’s assets or similar transactions. This
Item 402(t) disclosure is only required in annual meeting proxy statements
when an issuer is seeking to rely on the exception from a separate merger
proxy shareholder vote by including the proposed Item 402(t) disclosure in
the annual meeting proxy statement soliciting a Say-on-Pay vote.

* Golden parachute compensation must be disclosed in a table along with
accompanying footnotes and narrative disclosure. This new table is set forth

below:
Golden Parachute Compensation
Name | Cash | Equity | Pension/ | Perquisites/ Tax Other Total
(a) 3 3 NQDC Benefits Reimburse- 3 3)
(b) () (%) ($) ment (8 (h)
(d) (e (%)
(®
PEO
PFO
A
B
C

* The table requires quantification of:
O cash severance payments;
O the value of equity awards that are accelerated or cashed out;
O pension and nonqualified deferred compensation enhancements;
O perquisites and other personal benefits;
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O tax reimbursements; and

O in the “Other” column, any additional compensation that is not included
in any other column.

* Separate footnote identification is required for amounts attributable to
“single-trigger” and “double-trigger” arrangements.

* The table requires quantification with respect to any type of compensation,
whether present, deferred or contingent, that is based on or relates to an
acquisition, merger, consolidation, sale or other disposition of all or sub-
stantially all of the assets.

* Item 402(t) of Regulation S-K also requires issuers to describe any material
conditions or obligations applicable to the receipt of payment, including but
not limited to non-compete, non-solicitation, non-disparagement or con-
fidentiality agreements, their duration, and provisions regarding waiver or
breach.

* Disclosure of the specific circumstances that would trigger payment,
whether the payments would be lump sum, or annual, and their duration, and
by whom the payments would be provided, and other material factors
regarding each agreement is also required.

» Separate disclosure or quantification with respect to compensation disclosed
in the Pension Benefits Table and Nonqualified Deferred Compensation
Table (unless such benefits are enhanced in connection with the transaction),
previously vested equity awards and compensation from bona fide post-
transaction employment agreements entered into in connection with the
merger or acquisition is not required.

In Regulation S-K Compliance and Disclosure Interpretations Question 128B.01,
the Staff provides the following guidance regarding the application of Item 402(t):

Question: Instruction 1 to Item 402(t)(2) provides that Item 402(t) dis-
closure will be required for those executive officers who were included in
the most recently filed Summary Compensation Table. If a company files
its annual meeting proxy statement in March 2011 (including the 2010
Summary Compensation Table), hires a new principal executive officer in
May 2011 and prepares a merger proxy in September 2011, may the
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company rely on this instruction to exclude the new principal executive
officer from the merger proxy’s say-on-golden parachute vote and
Item 402(t) disclosure?

Answer: No. Instruction 1 to Item 402(t) specifies that Item 402(t)
information must be provided for the individuals covered by Items
402(a)(3)(1), (i) and (iii)) of Regulation S-K. Instruction 1 to
Item 402(t)(2) applies only to those executive officers who are included in
the Summary Compensation Table under Item 402(a)(3)(iii), because they
are the three most highly compensated executive officers other than the
principal executive officer and the principal financial officer. Under Items
402(a)(3)(1) and (ii), the principal executive officer and the principal
financial officer are, per se, named executive officers, regardless of com-
pensation level. Consequently, Instruction 1 to Item 402(t)(2) is not
instructive as to whether the principal executive officer or principal finan-
cial officer is a named executive officer. This position also applies to
Instruction 2 to Item 1011(b), which is the corresponding instruction in
Regulation M-A.

Additional forms, schedules and disclosure requirements have been amended in
order to address golden parachute compensation, such as Schedule 14A, Schedule
14C, Forms S-4 and F-4, Schedule 14D-9, Schedule 13E-3 and Item 1011 of Regu-
lation M-A. The SEC adopted an amendment to Schedule TO in order to clarify that
Item 402(t) disclosure is not required in a third-party bidders’ tender offer statement,
so long as the subject transaction is not also Rule 13e-3 going private transaction.
Issuers filing solicitation/recommendation statements on Schedule 14D-9 in con-
nection with third-party tender offers will be obligated to provide the disclosure
required by Item 402(t) of Regulation S-K.

EXEMPTION FOR SMALLER REPORTING COMPANIES

“Smaller reporting companies,” as defined in SEC rules, will not be subject to the
Say-on-Pay or Say-on-Frequency requirements and the SEC’s related rules until the
first annual meeting or other meeting of shareholders at which directors will be elect-
ed, and for which executive compensation disclosure is required, occurring on or after
January 21, 2013.

The temporary exemption does not apply to the Say-on-Golden Parachute vote
requirement under Exchange Act Section 14A and the SEC’s rules.
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Background Regarding Smaller Reporting Company Rules

A “smaller reporting company” is generally defined for the purposes of its initial
testing as an issuer that has a public float of less than $75 million or, in the case of an
issuer that has no public float, has annual revenues of less than $50 million. A report-
ing issuer with a public float determines eligibility as a smaller reporting company as
of the last business day of its most recently completed second fiscal quarter, calculat-
ing its float by multiplying (i) the aggregate worldwide number of shares of its (voting
and non-voting) common equity held by non-affiliates by (ii) the price at which the
common equity was last sold, or the average of the bid and asked prices, in the princi-
pal market. With respect to any issuer that is above the smaller reporting company
threshold at the time of its initial testing, when that issuer subsequently tests annually
for smaller reporting company status, the applicable thresholds are: (i) less than $50
million public float or, in the case of an issuer that has no public float; and (ii) annual
consolidated revenues of less than $40 million during its previous fiscal year. The
rules contemplate an annual testing of smaller reporting company status, consistent
with the annual testing for non-accelerated filer, accelerated filer and large accelerated
filer status.

In general, smaller reporting companies are not required to provide as much
executive compensation disclosure as is required for companies that do not qualify for
the smaller reporting company reporting regime. The following differences exist
between the smaller reporting company requirements and the requirements applicable
to larger issuers in Items 402 and 407 of Regulation S-K:

* The number of named executive officers that is required to be disclosed is
reduced, in that smaller reporting companies only have to report in the
Summary Compensation Table the compensation for the principal executive
officer and the two most highly compensated executive officers other than
the principal executive officer who are serving at the end of the last com-
pleted fiscal year and whose total compensation exceeds $100,000, as well
as two additional individuals for whom disclosure would have been pro-
vided, except for the fact that they were not serving as executive officers at
the end of the fiscal year;

* The smaller reporting company requirements require information in the
Summary Compensation Table for the last two completed fiscal years, rather
than the last three completed fiscal years as required for larger issuers; in
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addition, the Summary Compensation Table under the smaller reporting
company requirements does not require the inclusion of the change in actua-
rial pension plan value;

e The smaller reporting company requirement mandates additional narrative
requirements with regard to the Summary Compensation Table to explain
some of the items of compensation;

* The Outstanding Equity Awards at Fiscal Year-End Table is required under
the smaller reporting company rules, and some additional narrative dis-
closure is required about items such as retirement benefits and the material
terms of contracts that would provide for benefits upon termination and
change of control;

* The CD&A, the Grants of Plan-Based Awards Table, the Option Exercises
and Stock Vested Table, the Non-Qualified Deferred Compensation Table,
the Pension Benefits Table and the Compensation Committee Report are not
required under the smaller reporting company rules;

* The disclosure required by Item 402(s) regarding the relationship of compen-
sation and risk is not required for smaller reporting companies; and

*  The Director Compensation Table is required under both the rules applicable
to smaller reporting companies and the rules applicable to larger issuers.

No changes were made to the scaled disclosure requirements as a result of the
Say-on-Pay and Say-on-Frequency votes, and thus smaller reporting companies will
not be required to include a CD&A in order to comply with Rule 14a-21 when it is
applicable to them. Pursuant to Item 402(o) of Regulation S-K, however, smaller
reporting companies are required to provide a narrative description of any material
factors necessary to an understanding of the information in the Summary Compensa-
tion Table; therefore, if consideration of prior Say-on-Pay votes is such a factor, dis-
closure would be required.

Transition Issues for Smaller Reporting Companies

When a non-smaller reporting company first drops below the applicable thresh-
old, the issuer may immediately transition to smaller reporting company scaled dis-
closure discussed above beginning with the Form 10-Q covering that second fiscal
quarter-end measurement date establishing the issuer’s status as a smaller reporting
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company, although the smaller reporting company status does not begin until the
beginning of the next fiscal year. If the issuer decides to immediately transition to
smaller reporting company status, then the issuer would begin checking the smaller
reporting company box on the cover page of the second quarter Form 10-Q. The rules
provide that, when a smaller reporting company’s annual testing determines that it is
no longer a smaller reporting company, the issuer must transition to the regular report-
ing system, beginning with the Form 10-Q for the first fiscal quarter of the next fiscal
year after the determination date.

In Question 104.13 of the Exchange Act Forms Compliance and Disclosure Inter-
pretations, the Staff presents a scenario where an issuer files its 2008 Form 10-K using
the disclosure permitted for smaller reporting companies under Regulation S-K, and
the cover page of the Form 10-K indicates that the issuer will no longer qualify to use
the smaller reporting company disclosure for 2009, because its public float exceeded
$75 million at the end of its second fiscal quarter in 2008. The issuer proposes to rely
on General Instruction G(3) to incorporate by reference executive compensation and
other disclosure required by Part III of Form 10-K into the 2008 Form 10-K from its
definitive proxy statement to be filed not later than 120 days after its 2008 fiscal year
end. The Staff indicates that, in these circumstances, the issuer may use smaller report-
ing company disclosure in this proxy statement, even though it does not qualify to use
smaller reporting company disclosure for 2009. In the Staff’s view, this is because the
issuer could have used the smaller reporting company disclosure for Part III of its 2008
Form 10-K if it had not used General Instruction G(3) to incorporate that information
by reference from the definitive proxy statement.

On February 11, 2011, the Staff of the SEC’s Division of Corporation Finance
issued a number of Compliance and Disclosure Interpretations to explain how the
Say-on-Pay/Say-on-Frequency exemption for smaller reporting companies will apply.
The interpretations are as follows:

e Exchange Act Rules Compliance and Disclosure Interpretations Ques-

tion 169.01:

Question: Based on its $30 million public float as of the last business day
of the second quarter in 2010, an issuer with a December 31 fiscal year
end is permitted to begin filing reports as a smaller reporting company
with its Form 10-Q for the second quarter in 2010. The issuer has opted to
continue complying with the reporting requirements for larger companies
until its Form 10-Q for the first quarter in 2011 and therefore will not
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check the “Smaller Reporting Company” box on the cover of any periodic
report until that Form 10-Q. Is the issuer entitled to rely on the delayed
phase-in period for smaller reporting companies for compliance with Rule
14a-21, even though it has not indicated its status as a smaller reporting
company by checking the “Smaller Reporting Company” box on a peri-
odic report before January 21, 2011 (the date provided in the Commission
release for eligibility for the smaller reporting company delayed phase-in
period)?

Answer: Yes. An issuer that is a smaller reporting company as of Jan-
uary 21, 2011 is entitled to rely on the delayed phase-in period for smaller
reporting companies. Each issuer determines its eligibility for smaller
reporting company status for 2011 on the basis of its public float or annual
revenue as of the last business day of the second fiscal quarter of 2010.
Although an issuer is permitted to early adopt its status as a smaller
reporting company, it takes that status on the first day of 2011. Accord-
ingly, in this example, on January 1, 2011, the issuer is a smaller reporting
company, even though it is not required to indicate as such until its Form
10-Q for the first quarter of 2011.

Exchange Act Rules Compliance and Disclosure Interpretations Ques-
tion 169.02:

Question: Based on its $100 million public float as of the last business
day of the second quarter in 2010, an issuer with a December 31 fiscal
year end will be required to report under non-smaller reporting company
disclosure provisions beginning with the Form 10-Q for the first quarter in
2011. Does this issuer qualify as a smaller reporting company as of Jan-
uary 21, 2011, thus entitling it to rely on the delayed phase-in period for
smaller reporting companies for compliance with Rule 14a-21?

Answer: No. Each issuer determines its eligibility for smaller reporting
company status for 2011 on the basis of its public float or annual revenue
as of the last business day of the second fiscal quarter of 2010. If an issuer
with a December 31 fiscal year end is no longer eligible to be a smaller
reporting company, it loses that status on the first day of 2011, even
though it is permitted to file its Form 10-K for 2010 in 2011 as a smaller
reporting company. Accordingly, in this example, on January 1, 2011, the
issuer is no longer a smaller reporting company, even though it can check
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the “Smaller Reporting Company” box on the cover of its Form 10-K for
fiscal year 2010. The issuer will not be permitted to check the “Smaller
Reporting Company” box on the cover of its Form 10-Q for the first quar-
ter of 2011.

* Exchange Act Rules Compliance and Disclosure Interpretations Ques-

tion 169.03:

Question: Based on its $100 million public float as of September 30,
2010, which is the last business day of its second fiscal quarter in 2010, an
issuer with a March 31 fiscal year end that has been reporting as a smaller
reporting company will be required to report under non-smaller reporting
company disclosure provisions beginning with the Form 10-Q for its first
fiscal quarter in 2011, which begins on April 1, 2011. Does this issuer
qualify as a smaller reporting company as of January 21, 2011, thus enti-
tling it to rely on the delayed phase-in period for smaller reporting
companies for compliance with Rule 14a-21?

Answer: Yes. This issuer would continue to qualify as a smaller reporting
company until April 1, 2011 (the first day of its next fiscal year). As of
January 21, 2011, this issuer would be a smaller reporting company eligi-
ble for the delayed phase-in period.

INTERACTION WITH THE TARP SAY-ON-PAY REQUIREMENTS

For those issuers that have received financial assistance under the TARP and who
have indebtedness outstanding under TARP, the vote to approve executive compensa-
tion under Rule 14a-20 would satisfy the Say-on-Pay vote requirement. Once these
issuers have repaid all outstanding indebtedness under TARP, they would have to
include a Say-on-Pay vote under Exchange Act Section 14A and Rule 14a-21(a) for
the first annual meeting after the issuer has repaid all outstanding indebtedness. These
issuers would not have to provide for a Say-on-Frequency vote as long as they still
have indebtedness outstanding under TARP, given that the EESA already requires an
annual Say-on-Pay vote for TARP recipients.

THE SAY-ON-PAY EXPERIENCE IN 2011

The implementation of Say-on-Pay votes was one of the most widely-anticipated
corporate governance developments in the United States over the past five years.
Advocates for Say-on-Pay in the United States hoped that the advisory votes on
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executive compensation would serve to encourage greater accountability for executive
compensation decisions, as well as more focused compensation disclosure in proxy
statements and expanded shareholder engagement.

During the 2011 proxy season, approximately forty companies failed to achieve
majority shareholder support for mandatory Dodd-Frank Say-on-Pay resolutions. The
high level of shareholder support for Say-on-Pay resolutions during the 2011 proxy
season was similar to the experience in the recent past with respect to those companies
who held Say-on-Pay votes on a voluntary basis, or because the company was required
to hold a Say-on-Pay vote because it had outstanding indebtedness under TARP. In the
vast majority of those situations, shareholders have provided strong support for
Say-on-Pay proposals, absent some significant concerns with the company’s executive
compensation programs. Even with the likelihood of shareholder support relatively
high for Say-on-Pay resolutions, companies paid very close attention to the message
communicated through their CD&A and other disclosures, while at the same time
seeking to engage with key shareholder constituencies.

DISCLOSURE FOR SAY-ON-PAY

In many ways, the disclosure that is provided in the proxy statement remains the
key point of engagement with shareholders on executive compensation issues. The
Say-on-Pay vote caused many companies to streamline and clarify their CD&A dis-
closure to facilitate utilizing the CD&A to explain why shareholders should support
the Say-on-Pay vote. In addition, companies have sought to emphasize the overall
“pay for performance” message in the CD&A and throughout the executive compensa-
tion disclosure in the proxy statement. To this end, many companies began the CD&A
with an “Executive Summary” or “Overview” section. The Executive Summary has
proven to be an effective way of communicating the key executive compensation
information that shareholders need to make an informed decision on the Say-on-Pay
votes. An effective Executive Summary should include:

e A brief description of the company’s financial and business results for the
last completed fiscal year, focusing in particular on measures of performance
that are relevant to determining the compensation for the named executive
officers, while complying with any applicable requirements with respect to
the use of non-GAAP measures (see Non-GAAP Financial Measures Com-
pliance and Disclosure Interpretations Question 108.01);

* A discussion of how the issuer’s results have impacted executive compensa-
tion decisions in the last fiscal year;
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* A list of important compensation actions during the last completed fiscal
year, including the actions with respect to the CEO and the other named
executive officers; and

* A discussion of significant compensation policies and practices implemented
or revised, as well as any pre-existing governance and compensation-setting
procedures, which demonstrate the issuer’s “pay for performance” philoso-
phy and commitment to compensation and corporate governance best practi-
ces.

Companies have also been utilizing graphic presentations in the Executive
Summary and in the rest of the CD&A as a means of effectively highlighting the issu-
er’s business results and relating those results to the compensation decisions.

An overriding theme has been the relationship between pay and performance. As
a result, the Executive Summary and the remainder of the CD&A often focused on
how the compensation programs have aligned pay and performance, which neces-
sitated fulsome disclosure about the performance target measures used to determine
the level of performance, as well as more detailed disclosure concerning the individual
achievements of the named executive officers when such performance is an element
pursuant to which compensation is determined.

Disclosures in the 2011 proxy season also included more discussion of how the
compensation committee considered the relationship between compensation programs
and risks arising for the company in the course of making decisions and taking actions
with respect to compensation. This area of focus will likely continue to drive more
detailed disclosure in proxy statements about the relationship between compensation
and risk.

Many companies addressed the adoption or revision of some key compensation
policies, including stock ownership and equity holding policies, compensation recov-
ery policies, policies limiting perquisites and other personal benefits and policies with
respect to limiting severance and post-retirement benefits.

SAY-ON-PAY ENGAGEMENT

Active engagement with shareholders on executive compensation and corporate
governance issues is one of the expected results of a Say-on-Pay vote. Companies have
explored a variety of approaches to accomplish effective engagement with share-
holders.
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Direct Interaction with Shareholders

Some companies elected to conduct a “road show” focused on (or including as a
component) executive compensation and corporate governance matters. These road
shows typically took place in advance of the filing of the proxy statement (e.g., 30-60
days before the proxy statement filing) and were conducted in person or via tele-
conference, typically involving both portfolio managers and voting analysts at institu-
tional investors and senior level management, and in some cases, a director from the
company. The road shows are largely designed to be informational, rather than serving
to actively solicit any vote on expected proposals for the annual meeting, which could
present solicitation issues under the SEC’s proxy rules. Participants in these engage-
ment activities usually address publicly-disclosed corporate governance and executive
compensation initiatives demonstrating the company’s responsiveness to shareholders,
pay-for-performance considerations and the issuer’s continuing attention to share-
holder concerns (if any) on corporate governance and executive compensation issues.
Participants typically avoid discussing material non-public information about the issu-
er’s performance or plans for corporate governance and executive compensation pro-
gram changes.

In the 2011 proxy season, a group of large institutional investors requested that
some large companies hold a “fifth analyst call” to focus on executive compensation
and corporate governance issues. The fifth analyst call would take place after a com-
pany mailed its proxy statement, but before the annual meeting. The institutional
investor proposal for a fifth analyst call sought board member involvement in the call,
such as the chairman of the board or the lead independent director.

The Use of Additional Soliciting Material

In a number of situations during the proxy season, Say-on-Pay voting led to the
filing of additional soliciting material (filed as under the submission type “DEFA14A”
on the SEC’s EDGAR filing system) by companies during the period of time between
the mailing of the proxy statement and the annual meeting. In many of these situations,
the additional soliciting material responded to an adverse Say-on-Pay recommendation
made by a proxy adviser, either ISS or Glass, Lewis & Co. Companies used the addi-
tional soliciting material to identify errors or flaws in the analysis underlying the proxy
adviser’s recommendation, while at the same time providing arguments as to why the
Say-on-Pay proposal should be supported. The use of the additional soliciting material,
along with active engagement efforts, most often led to a successful Say-on-Pay vote —
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approximately 12-13% of recommendations made by proxy advisers were against the
Say-on-Pay proposal, while fewer than 2% of companies failed to obtain majority
support in the Say-on-Pay vote during the 2011 proxy season.

A significant proportion of the additional soliciting material filed by companies
related to a Say-on-Pay vote responded to an adverse Say-on-Pay recommendation
driven in whole or in part by a CEO “pay-for-performance disconnect,” as determined
under an analytical framework developed by ISS. The ISS CEO pay-for-performance
policy is applicable to Russell 3000 companies, and in 2011, ISS generally screened
for a company which has total shareholder returns (as determined by adding stock
price appreciation and dividends) over the past 1- and 3- fiscal years below the median
level of similar returns for the company’s industry “peers,” as determined by the issu-
er’s 4-digit GICS grouping. If both the 1- and 3-year returns are below the industry
median, then ISS looks to the CEQO’s “Total Direct Compensation” (“TDC”), as
determined by ISS by computing the sum of the salary, bonus, non-equity incentive
plan compensation, change in pension and above-market non-qualified deferred com-
pensation earnings and all other compensation directly from the Summary Compensa-
tion Table, plus the value of equity awards as calculated by Equilar using their own
assumptions. If CEO TDC has not significantly decreased in the last year, then ISS
does further analysis, looking at, among other things, the alignment between share-
holder returns and CEO TDC over the past five years. Companies complained in addi-
tional soliciting material about the limitations of the ISS pay-for-performance analysis,
in particular that the GICS peer groups did not match with the issuer’s actual peers, the
Equilar option valuation was significantly different than the company’s determination
of grant date fair value as reported in the Summary Compensation Table, TSR repre-
sents too narrow of a performance measure, the evaluation time horizon (one and three
years) was too short, the analytical approach didn’t factor in more recent performance
or pay changes, and the ISS approach otherwise failed to capture aspects of a compa-
ny’s compensation program that warranted special attention. Some companies specifi-
cally pointed out errors in the ISS or Glass Lewis reports, such as how the proxy
adviser may have mistakenly interpreted gross-up provisions or performance-based
equity awards, calling into question the basis for the recommendation and providing
shareholders with more accurate information on which to base a voting decision. In
some situations, the additional soliciting material provided additional information
relevant to supporting a vote for Say-on-Pay, rather than specifically addressing the
recommendation of a proxy adviser.
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SAY-ON-FREQUENCY RECOMMENDATIONS AND VOTING

Most proxy statements filed in the 2011 proxy season with mandatory
Say-on-Frequency votes included a recommendation as to the preferred frequency of
future Say-on-Pay votes, with the majority of those recommendations favoring
Say-on-Pay votes every year. In approximately half of those cases where issuers
recommended a once every three years frequency, shareholders supported an annual
Say-on-Pay vote, notwithstanding the once every three years recommendation. In the
relatively few situations where the board recommended a Say-on-Pay vote once every
two years, an annual frequency for Say-on-Pay voting was favored in approximately
65 percent of those cases. In the few circumstances where no recommendation from
the board was provided, shareholders mostly supported an annual Say-on-Pay vote.

Proxy advisory firms ISS and Glass Lewis will only recommend voting for an
annual Say-on-Pay vote frequency. Some institutional investors that do not follow ISS
or Glass Lewis recommendations also adopted policies supporting annual Say-on-Pay
votes. However, a few institutional investors adopted policies providing support for
Say-on-Pay votes that occur once every three years. Given these circumstances,
obtaining the plurality or majority support of sharecholders for an “every three years” or
an “every two years” Say-on-Pay voting interval became increasingly difficult as the
2011 proxy season unfolded.

CONSIDERATIONS FOR THE FREQUENCY OF THE SAY-ON-PAY VOTE

The following summarizes some of the key considerations for determining what
Say-on-Pay voting frequency to recommend to shareholders.

A Vote of Once Every Year — Positive Considerations:

* A vote that occurs every year could make the Say-on-Pay vote less of a sig-
nificant event from a shareholder’s perspective, which could make it more
routine, similar to the ratification of auditors.

* With a Say-on-Pay vote occurring once every year, shareholders are able to
express their views on an annual basis, which may mean that they will be
less concerned with the issuer’s compensation policies, practices and deci-
sions than if they were only able to vote once every two or three years.

* In 2010, ISS implemented a policy that it will continue to follow in 2012
(commonly referred to as the “yellow card/red card approach”) which
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provides that, for those issuers submitting a Say-on-Pay vote to shareholders,
ISS will first recommend against the Say-on-Pay resolution if there is an
issue with executive compensation, and then if the issue is not addressed by
the next meeting, ISS will then recommend against the election of
compensation committee members. This approach is discussed in more
detail in “Chapter 4: Shareholder Activism and Corporate Governance.”

ISS and Glass Lewis will only recommend for an annual Say-on-Pay vote
frequency.

Proxy advisers such as ISS, certain investors and commentators view an
annual vote on executive compensation as a good corporate governance
practice and may therefore be less likely to target issuers which provide for
an annual Say-on-Pay vote.

A Vote of Once Every Year — Negative Considerations:

Certain institutional investors have sought a Say-on-Pay vote once every two
or three years, in recognition of the fact that it may be very difficult for
investors to deal with the volume of work necessary to make an informed
decision on a Say-on-Pay vote.

Engagement with institutional investors on compensation issues may be diffi-
cult to do on an annual basis, given that so many issuers will likely be seek-
ing to engage with institutional investors in advance of a Say-on-Pay vote.

In the event that an issuer gets a negative vote, it will have to very quickly
adjust its compensation policies and practices in order to have the changes
take effect and be considered in advance of the next Say-on-Pay vote.

A Vote of Once Every Two or Three Years — Positive Considerations:

A Say-on-Pay vote occurring once every two or three years allows proxy
advisers and institutional investors more time to review and analyze the
executive compensation program and practices between votes, so that those
parties can better formulate their views on an issuer’s executive compensa-
tion.

The frequency of once every two or three years could potentially provide the
issuer with more time to address compensation concerns through the
engagement process with shareholders and through changes to compensation
policies and practices.
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A Say-on-Pay vote occurring once every two or three years allows institu-
tional investors to better evaluate the effectiveness of long-term incentive
components of compensation, given that the interval between votes more
closely aligns with performance cycles and allows a more meaningful com-
parison between compensation and performance.

A Say-on-Pay vote occurring once every two or three years allows an issuer
the option to bring a Say-on-Pay vote on a more frequent basis if it wants to
do so, because the vote on the frequency of voting is non-binding.

A Vote of Once Every Two or Three Years — Negative Considerations:

A vote of once every two or three years may be portrayed negatively in the
press, because it does not provide investors with an annual voice with
respect to compensation issues and thereby may be seen as implying that an
issuer is attempting to hide something from shareholders.

A Say-on-Pay vote occurring once every two or three years is less likely to
receive institutional investor support.

ISS and Glass Lewis will only recommend for an annual Say-on-Pay vote
frequency.

A Say-on-Pay vote occurring once every two or three years could expose
members of the compensation committee to recommendations against them
in a year when no Say-on-Pay vote is on the ballot.

A vote occurring every two or three years may be viewed by some proxy
advisers, investors and commentators as a poor corporate governance prac-
tice because it does not provide investors with an annual voice on compensa-
tion issues.

Voting on Say-on-Pay once every two or three years potentially makes the
resolution appear to have more significance, because the resolution is not
presented on a more frequent basis to shareholders, and there is more time
for shareholders and proxy advisers to organize opposition to the issuer’s
Say-on-Pay vote.

SAY-ON-GOLDEN PARACHUTE COMPENSATION DISCLOSURE AND VOTING

A company seeking to avoid an advisory vote on golden parachute compensation
in connection with a future vote on a merger or similar extraordinary transaction may

30
RR DONNELLEY



THE PROXY SEASON FIELD GUIDE

voluntarily include the Item 402(t) tabular and narrative disclosures in the proxy state-
ment for an annual meeting at which a Say-on-Pay vote will be held under the Dodd-
Frank Act and the SEC’s rules. However, if there are changes to the arrangements after
the date of the vote or if new arrangements are entered into that were not subject to a
prior Say-on-Pay vote, then a separate shareholder advisory vote on the golden para-
chute compensation is still required. In that case, the Say-on-Golden Parachute vote is
required only with respect to the amended golden parachute payment arrangements.
Other than changes that result only in a reduction in the amount of golden parachute
compensation or that arise because of a change in the stock price, any other change to
the golden parachute arrangements after the Say-on-Pay vote will trigger the require-
ment for a new vote.

During the 2011 proxy season, a relatively small number of companies included
the golden parachute compensation disclosure in annual meeting proxy statements
where no vote was taking place with respect to a merger or similar transaction. It
appears likely that companies will avoid such “advance” votes on golden parachute
compensation, given concerns about how the required disclosures concerning golden
parachute compensation arrangements could impact the Say-on-Pay vote. In addition,
companies may be concerned that providing such disclosures may voluntarily signal to
the market that the company could be engaged in a significant transaction in the near
future.

Companies have generally adhered closely to the requirements of the Golden
Parachute Compensation Table in merger proxies, registration statements and other
transactional forms filed since the rules became effective. In some cases, the new dis-
closure results in an additional page of disclosure in the applicable form or schedule,
while in other cases the table and footnotes extend over several pages because of the
complexity of various scenarios and triggering events. In addition, many companies
that have filed merger proxies or registration statements that require a shareholder
advisory vote on golden parachutes have described the relationship of the golden para-
chute advisory vote to other votes on the transaction, including approval of the merger
or other transaction itself. While companies are required to disclose that the golden
parachute vote is nonbinding, many have gone further to disclose whether or not the
golden parachute vote is a condition of the transaction and whether the results of the
advisory vote on golden parachutes would affect the consummation of the merger.
Approval of the golden parachute arrangements is typically not a condition of the
transaction, and a lack of approval of the golden parachutes will not affect con-
summation of the transaction.
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Many companies have included disclosure regarding the effect of the golden
parachute advisory vote on the status of the golden parachute payments. This type of
disclosure typically notes that the golden parachute arrangements are contractual obli-
gations of the company, and that even though the company values the input of share-
holders as to whether such arrangements are appropriate, the company would
nonetheless be required contractually to make, and would make, such payments even if
the arrangements are not approved by the shareholders in the advisory vote.

SAY-ON-PAY LAWSUITS

The Say-on-Pay vote is nonbinding, and the Dodd-Frank Act expressly provides
that such advisory vote may not be construed as (1) overruling a decision by a company
or its board of directors; (2) creating or implying any change to the fiduciary duties of a
company or its board of directors; (3) creating or implying any additional fiduciary
duties for a company or its board of directors; or (4) restricting or limiting the ability of
shareholders to make proposals for inclusion in proxy materials related to executive
compensation. Nonetheless, plaintiffs have filed derivative actions in state courts against
directors of companies that failed to obtain majority support for their Say-on-Pay votes,
alleging that the directors of those companies breached their existing fiduciary duties to
stockholders in connection with executive compensation decisions.

Several derivative lawsuits have been filed against directors of companies (and in
some cases their executive officers and compensation consultants) based on the out-
come of a Say-on-Pay vote. Two of the issuers that have been subject to these held
Say-on-Pay votes in 2010, prior to the effectiveness of the Dodd-Frank Act’s advisory
vote requirements. The remaining issuers have faced derivative lawsuits against their
directors following a Say-on-Pay vote where, in most cases, less than majority support
for the Say-on-Pay proposal was obtained at the annual meeting. These lawsuits have
typically alleged that directors breached their fiduciary duties of care and loyalty in
one or more of the following ways: (i) directors diverted corporate assets to executive
officers, putting the interests of the executive officers ahead of the interests of stock-
holders; (ii) companies that disclosed “pay-for-performance” compensation policies
did not adequately disclose or misrepresented that compensation was nonetheless paid
to executive officers in contravention of such policies (i.e., compensation was paid
even if performance goals were not met or financial performance was otherwise poor);
and (iii) directors are subject to corporate waste claims based on the overall size of
executive compensation awards. Further, the lawsuits have alleged that executive offi-
cers were unjustly enriched by pay increases, and that in some cases compensation
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consultants aided and abetted the directors in their breaches of fiduciary duty and/or
breached the consulting agreement with the company. In the lawsuits, plaintiffs have
alleged that the failed Say-on-Pay vote is probative evidence that the compensation
programs are not in the best interests of stockholders and that directors should not be
entitled to the protections of the “business judgment rule.” In these cases, the plaintiffs
seek, among other things, unspecified damages resulting from the executive
compensation plans, costs and attorneys’ fees, as well as the implementation of
internal controls to prevent excessive compensation in the future.

At least one of these lawsuits has survived a motion to dismiss, with the court
finding that the plaintiff had made adequate pleadings that the issuer’s board of direc-
tors was not entitled to the protection of the business judgment rule for decisions with
respect to executive pay increases. By contrast, a similar lawsuit involving a different
issuer was dismissed in September 2011. A few of the Say-on-Pay lawsuits have set-
tled, and under the terms of these settlements, issuers have agreed to pay legal fees and
to implement corporate governance enhancements. The remaining Say-on-Pay law-
suits continue to be litigated.

SAY-ON-PAY IN 2012

A key agenda item for compensation committee meetings has been to consider
the outcome of the 2011 Say-on-Pay votes. This is because the SEC adopted a new
“mandatory” CD&A item which requires a company to address whether, and if so
how, the company has considered the results of the most recent Say-on-Pay vote in
determining compensation policies and decisions and, if so, how that consideration has
affected the company’s executive compensation decisions and policies. While issuers
who received majority support in excess of 70-75% for the Say-on-Pay proposal in
2011 may be able to indicate that the vote was considered and no changes were
deemed necessary for the issuer’s executive compensation programs, an issuer that
failed to achieve majority support or that received majority support but 70%-75% or
less in support for the Say-on-Pay proposal may need to make substantial new dis-
closures regarding the engagement efforts that the issuer undertook to understand the
reasons for the lack of support, the consideration by the compensation committee of
the vote and the results of the engagement efforts, and the specific steps undertaken
with the executive compensation program that responded to shareholder’s concerns.
While the 2011 shareholder engagement efforts were often reactive, the 2012 proxy
season has been characterized by much more proactive engagement efforts, utilizing
“road show” meetings, conference calls, and perhaps even electronic communications
to more effectively engage with shareholders.
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When drafting the proxy statement for 2012, the same focus on transparency and
communicating an effective message that characterized the 2011 proxy season should
carry through to the 2012 proxy statements. While there may not be as many executive
compensation changes to highlight in the Compensation Discussion and Analysis in
2012 as compared to 2011, it will remain critically important for the Compensation
Discussion and Analysis to reflect the notable aspects of the compensation policies and
decisions, while highlighting the pay-for-performance aspects of compensation plans.

ANNOTATED MODEL SAY-ON-PAY AND SAY-ON-FREQUENCY PROPOSALS
Annotated Model Say-on-Pay Proposal

PROPOSAL [ ]-ADVISORY VOTE ON EXECUTIVE
COMPENSATION

The Dodd-Frank Wall Street Reform and Consumer Protection Act added Sec-
tion 14A to the Securities Exchange Act of 1934, which requires that we provide our
shareholders with the opportunity to vote to approve, on a nonbinding, advisory basis,
the compensation of our named executives officers as disclosed in this proxy statement
in accordance with the compensation disclosure rules of the Securities and Exchange
Commission.

As described in greater detail under the heading “Compensation Discussion and
Analysis,” we seek to closely align the interests of our named executive officers with
the interests of our shareholders. [Our compensation programs are designed to reward
our named executive officers for the achievement of short-term and long-term strategic
and operational goals and the achievement of increased total shareholder return, while
at the same time avoiding the encouragement of unnecessary or excessive risk-taking.]
[This statement should be adapted as appropriate for the issuer. In this regard, a brief
statement of the issuer’s philosophy with respect to executive compensation is useful in
this context.]

[The proposal may include a brief discussion of important compensation actions
and decisions in the last completed fiscal year. In this regard, the disclosure in the
proposal can provide a high-level overview of the reasons why shareholders should
vote for the issuer’s executive compensation. The summary included in the proposal
itself can work in conjunction with the “Executive Summary” or “Overview.” In some
instances, issuers choose to only cross-reference the CD&A disclosure without includ-
ing a statement in support of the Say-on-Pay resolution in the proposal.]
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This vote is advisory, which means that the vote on executive compensation is not
binding on the Company, our Board of Directors or the Compensation Committee of
the Board of Directors. The vote on this resolution is not intended to address any spe-
cific element of compensation, but rather relates to the overall compensation of our
named executive officers, as described in this proxy statement in accordance with the
compensation disclosure rules of the Securities and Exchange Commission. [To the
extent there is a significant vote against our named executive officer compensation as
disclosed in this proxy statement, the Compensation Committee will evaluate whether
any actions are necessary to address our shareholders’ concerns.] [The SEC’s rules do
not require that an issuer address what actions it will undertake in response to the
Say-on-Pay vote (by contrast to the disclosure required with respect to ratification of
auditors), rather requiring a discussion in subsequent CD&A disclosure of whether
and, if so, how the issuer has considered the results of the most recent shareholder
advisory vote on executive compensation in determining compensation policies and
decisions and, if so, how that consideration has affected the issuer’s compensation
decisions and policies. It may, nevertheless, be useful at the time of presenting the
proposal to explain how the vote will be considered as a means of clarifying the advi-
sory nature of the vote.]

[The affirmative vote of a majority of the shares present or represented and enti-
tled to vote either in person or by proxy is required to approve this Proposal [ ]].
[Ussuers will have to evaluate what is the most appropriate voting standard for a
Say-on-Pay proposal. Issuers should also consider describing, in this section or in the
front portion of the proxy statement, the effect of abstentions and broker non-votes on
the vote.]

Accordingly, we ask our shareholders to vote on the following resolution at the
Annual Meeting:

[The following is the form of resolution that the SEC includes in the Instruction to
Exchange Act Rule 14a-21(a).]

“RESOLVED, that the compensation paid to the company’s named executive
officers, as disclosed pursuant to Item 402 of Regulation S-K, including
Compensation Discussion and Analysis, compensation tables and narrative
discussion, is hereby APPROVED.”

[The following is an alternative form of the resolution. In Exchange Act Rules Com-
pliance and Disclosure Interpretations Question 169.05, the SEC Staff has indicated
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that it is permissible for the Say-on-Pay vote to omit the words, “pursuant to Item 402
of Regulation S-K,” and to replace those words with a plain English equivalent, such
as, “pursuant to the compensation disclosure rules of the Securities and Exchange
Commission, including the compensation discussion and analysis, the compensation
tables and any related material disclosed in this proxy statement.” This alternative
formulation also makes clear in the language of the resolution itself that the vote is
advisory.]

“RESOLVED, that the Company’s shareholders approve, on an advisory basis,
the compensation of the named executive officers, as disclosed in the Compa-
ny’s Proxy Statement for the 2011 Annual Meeting of Shareholders pursuant to
the compensation disclosure rules of the Securities and Exchange Commission,
including the Compensation Discussion and Analysis, the Summary
Compensation Table and the other related tables and disclosure.”

THE BOARD OF DIRECTORS UNANIMOUSLY RECOMMENDS A VOTE
FOR THE APPROVAL OF THE COMPENSATION OF OUR NAMED
EXECUTIVE OFFICERS, AS DISCLOSED IN THIS PROXY STATEMENT.

Annotated Model Say-on-Frequency Proposal

PROPOSAL [ ]-ADVISORY VOTE ON THE FREQUENCY OF
AN ADVISORY VOTE ON EXECUTIVE COMPENSATION

The Dodd-Frank Wall Street Reform and Consumer Protection Act added Sec-
tion 14A to the Securities Exchange Act of 1934, which requires that we provide
shareholders with the opportunity to vote, on a non-binding, advisory basis, for their
preference as to how frequently to vote on future advisory votes on the compensation
of our named executive officers as disclosed in accordance with the compensation
disclosure rules of the Securities and Exchange Commission.

Shareholders may indicate whether they would prefer that we conduct future
advisory votes on executive compensation once every one, two, or three years. Share-
holders also may abstain from casting a vote on this proposal.

[The following language should be adjusted to reflect the board of directors’
determination as to the recommended frequency of every year, every two years or
every three years. Neither Rule 14a-21(b) nor the SEC’s other proxy rules require that
an issuer make a recommendation with respect to the Say-on-Frequency vote; how-
ever, the SEC notes that proxy holders may vote uninstructed proxy cards in
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accordance with management’s recommendation only if the issuer follows the existing
requirements of Rule 14a-4, which include specifying how proxies will be voted (i.e.,
in accordance with management’s recommendations) in the absence of instruction
from the shareholder. Most proxy statements filed in the 2011 proxy season with
mandatory Say-on-Frequency votes have included a recommendation as to the pre-
ferred frequency of future Say-on-Pay votes, with the majority of those recom-
mendations favoring Say-on-Pay votes once every three years.]

[The Board of Directors has determined that an advisory vote on executive com-
pensation that occurs once [every three years][every two years] is the most appropriate
alternative for the Company and therefore the Board recommends that you vote for a
[three-year interval][two-year interval] for the advisory vote on executive compensa-
tion. In determining to recommend that shareholders vote for a frequency of once
[every three years][every two years], the Board considered how an advisory vote at
this frequency will provide our shareholders with sufficient time to evaluate the effec-
tiveness of our overall compensation philosophy, policies and practices in the context
of our long-term business results for the corresponding period, while avoiding over-
emphasis on short-term variations in compensation and business results. An advisory
vote occurring once [every three years][every two years] will also permit our share-
holders to observe and evaluate the impact of any changes to our executive compensa-
tion policies and practices which have occurred since the last advisory vote on
executive compensation, including changes made in response to the outcome of a prior
advisory vote on executive compensation.]

[The Board of Directors has determined that an annual advisory vote on executive
compensation will permit our shareholders to provide direct input on the Company’s
executive compensation philosophy, policies and practices as disclosed in the proxy
statement each year, which is consistent with our efforts to engage in an ongoing dia-
logue with our shareholders on executive compensation and corporate governance
matters.]

This vote is advisory, which means that the vote on executive compensation is not
binding on the Company, our Board of Directors or the Compensation Committee of
the Board of Directors. The Company recognizes that the shareholders may have
different views as to the best approach for the Company, and therefore we look for-
ward to hearing from our shareholders as to their preferences on the frequency of an
advisory vote on executive compensation. [7his statement is not required by the SEC'’s
rules; however, it may be advisable to include this statement in order to clarify that the
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board of directors is open to considering the preferences expressed by shareholders
through the vote, without necessarily committing to adopt the frequency most favored
by the shareholders.] [The Board of Directors and the Compensation Committee will
take into account the outcome of the vote; however, when considering the frequency of
future advisory votes on executive compensation, the Board of Directors may decide
that it is in the best interests of our shareholders and the Company to hold an advisory
vote on executive compensation more or less frequently than the frequency receiving
the most votes cast by our shareholders.] [The SEC’s rules do not require an issuer to
address in the proxy statement what actions it will undertake in response to the
Say-on-Frequency vote, however, it may be useful to include this information as a
means for describing the advisory nature of the vote. Moreover, issuers will have to
evaluate what is the most appropriate voting standard for interpreting the
Say-on-Frequency vote. In this regard, it should be noted that the SEC has added a
new Note to Exchange Act Rule 14a-8(i)(10) to permit the exclusion of a shareholder
proposal as “substantially implemented” if the proposal would provide for a
Say-on-Pay vote, seek future Say-on-Pay votes, or relate to the frequency of
Say-on-Pay votes. Such shareholder proposals may be excluded under the new Note if,
in the most recent Say-on-Frequency vote, a single frequency received a majority of
the votes cast and the issuer adopted a policy for the frequency of Say-on-Pay votes
that is consistent with that choice. This does not mean that an issuer could not utilize a
different voting standard for determining the preference of the shareholders, such as
plurality (i.e., the frequency receiving the most votes cast by the shareholders).]

[The following is an example of a resolution for the Say-on-Frequency vote. The Staff
indicates in Compliance and Disclosure Interpretations Question 169.06 that it is
permissible for the Say-on-Frequency vote to include the words “every year, every
other year, or every three years, or abstain” in lieu of “every 1, 2, or 3 years, or
abstain.”’]

Shareholders may cast a vote on the preferred voting frequency by selecting the
option of one year, two years, or three years (or abstain) when voting in response to
the resolution set forth below.

“RESOLVED, that the shareholders determine, on an advisory basis, whether
the preferred frequency of an advisory vote on the executive compensation of
the Company’s named executive officers as set forth in the Company’s proxy
statement should be every year, every two years, or every three years.”
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[The following is an example of proposal language that does not include a resolution
for the Say-on-Frequency vote. Exchange Act Rules Compliance and Disclosure Inter-
pretations Question 169.04 indicates that the Say-on-Frequency vote need not be set
forth as a resolution. Separately, the Staff has informally cautioned that the
Say-on-Frequency vote must be clearly stated, and that in this regard it must be clear
that shareholders can vote on the options of every one, two or three years (or abstain
from voting), rather than solely following management’s recommendation (if any is
provided). 1t is likely that issuers will rely on this guidance to provide more
Say-on-Frequency votes in a “proposal” format, such as by simply referencing the
four choices that are available on the proxy card.]

The proxy card provides shareholders with the opportunity to choose among four
options (holding the vote every one, two or three years, or abstain from voting) and,
therefore, shareholders will not be voting to approve or disapprove the recom-
mendation of the Board of Directors.

THE BOARD OF DIRECTORS RECOMMENDS THAT YOU VOTE FOR THE
OPTION OF [ONCE EVERY THREE YEARS]J[ONCE EVERY TWO
YEARS][ONCE EVERY YEAR] AS THE PREFERRED FREQUENCY FOR
ADVISORY VOTES ON EXECUTIVE COMPENSATION.

MODEL SAY-ON-PAY AND SAY-ON-FREQUENCY BOARD RESOLUTIONS
Resolutions for the Annual Meeting

The following model resolutions can be utilized in preparing resolutions for the
annual meeting:

Advisory Vote on Executive Compensation

WHEREAS, the Securities and Exchange Act of 1934, as amended by the Dodd-
Frank Wall Street Reform and Consumer Protection Act (the “Dodd-Frank Act”),
requires that the Corporation submit a resolution for its stockholders to approve, on an
advisory basis, the compensation of the Corporation’s “named executive officers” (as
such term is defined in the applicable SEC rules), as disclosed in the Corporation’s
proxy statement under the SEC’s rules, at least once every three years;

WHEREAS, in accordance with the Dodd-Frank Act, the vote to approve the
compensation of the Corporation’s named executive officers as disclosed in the proxy
statement under the SEC’s rules shall not be construed: (i) as overruling any decision
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by the Corporation or the Board; (ii) to create or imply any change in the fiduciary
duties of the Corporation or the Board; (iii) to create or imply any additional fiduciary
duties for the Corporation or the Board; and (iv) to restrict or limit the ability of the
Corporation’s stockholders to make proposals for inclusion in the Corporation’s proxy
statement relating to executive compensation except as may be provided under appli-
cable SEC rules;

WHEREAS, the Board has determined that it is in the best interests of the stock-
holders of the Corporation to submit a resolution for its stockholders to approve, on an
advisory basis, the compensation of the Corporation’s named executive officers as
disclosed in the proxy statement under the SEC’s rules at least once every three years;
and

WHEREAS, the Board has determined that it is in the best interests of the stock-
holders of the Corporation for the Board to recommend that the stockholders of the
Corporation vote, on an advisory basis, “For” the compensation of the Corporation’s
named executive officers as disclosed in the proxy statement under the SEC’s rules at
least once every three years;

NOW, THEREFORE, BE IT RESOLVED, that the Corporation’s stockholders
shall vote on a resolution to approve, on an advisory basis, the compensation of the
Corporation’s named executive officers as disclosed in accordance with the SEC’s
rules in the proxy statement for the Annual Meeting of Stockholders; and

RESOLVED FURTHER, that the Board unanimously recommends that the
Corporation’s stockholders approve, on an advisory basis, the compensation of the
Corporation’s named executive officers as disclosed in accordance with the SEC’s
rules in the proxy statement for the Annual Meeting of Stockholders.

Frequency of the Advisory Vote on Executive Compensation

WHEREAS, the Dodd-Frank Act requires that the Corporation submit a reso-
lution at least once every six years for its stockholders to determine, on an advisory
basis, the frequency with which the Corporation’s stockholders approve, on an advi-
sory basis, the compensation of the Corporation’s named executive officers as dis-
closed in the Corporation’s proxy statement under the SEC’s rules;
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WHEREAS, in accordance with the Dodd-Frank Act, the vote on the frequency
of the advisory vote on the compensation of the Corporation’s named executive offi-
cers as disclosed in the proxy statement under the SEC’s rules shall not be construed:
(1) as overruling any decision by the Corporation or the Board; (ii) to create or imply
any change in the fiduciary duties of the Corporation or the Board; (iii) to create or
imply any additional fiduciary duties for the Corporation or the Board; and (iv) to
restrict or limit the ability of the Corporation’s stockholders to make proposals for
inclusion in the Corporation’s proxy statement relating to executive compensation
except as may be provided under applicable SEC rules; and

[WHEREAS, the Board believes that an annual advisory vote on executive com-
pensation will allow the Corporation’s stockholders to provide the Corporation with
their direct input on the Corporation’s compensation philosophy, policies and practices
as disclosed in the Corporation’s proxy statement every year and that an annual advi-
sory vote on executive compensation is consistent with the Corporation’s general
policy of seeking input from, and engaging in discussions with, the Corporation’s
stockholders on corporate governance matters and the Corporation’s executive
compensation philosophy, policies and practices;]

[WHEREAS, the Board believes that an advisory vote on executive compensation
that occurs once [every three years][every two years] will provide stockholders with
sufficient time to evaluate the effectiveness of the Corporation’s overall compensation
philosophy, policies and practices in the context of long-term business results for the
corresponding period, while avoiding over-emphasis on short-term variations in com-
pensation and business results; and that an advisory vote occurring once [every three
years][every two years] will also permit the Corporation’s stockholders to observe and
evaluate the impact of any changes to the Corporation’s executive compensation poli-
cies and practices which have occurred since the last advisory vote on executive
compensation, including changes made in response to the outcome of a prior advisory
vote on executive compensation;]

NOW, THEREFORE, BE IT RESOLVED, that a proposal as to whether to hold
an advisory vote on executive compensation once every year, once every two years, or
once every three years shall be included in the proxy statement and submitted to the

stockholders of the Corporation for a vote at the Corporation’s Annual Meeting of
Stockholders; and
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RESOLVED FURTHER, that the Board unanimously recommends that the stock-
holders of the Corporation vote to approve, on an advisory basis, a frequency for hold-
ing an advisory vote on executive compensation of [once every year| [once every two
years] [once every three years] until the next advisory vote on the frequency of holding
an advisory vote on executive compensation.

General Authority

RESOLVED, that any and all actions heretofore taken by the officers and direc-
tors of the Corporation, or any one or more of them, within the terms of the foregoing
resolutions are hereby approved, adopted, ratified and confirmed in all respects and
declared to be the valid and binding acts and deeds of the Corporation; and

RESOLVED FURTHER, that the officers of the Corporation are, and each of
them is, hereby authorized, directed and empowered in the name and on behalf of the
Corporation to take such further action, and to execute, acknowledge, certify, file,
deliver and record such documents, instruments, agreements, consents and certificates,
as they or any of them in their discretion deem necessary or appropriate, to carry out
the purposes and intent of the foregoing resolutions, and that the execution by such
officers of any such documents, instruments, agreements, consents and certificates or
the doing by them of any act in connection with the foregoing matters shall con-
clusively establish their authority therefor from this Corporation and the approval and
ratification by this Corporation of the documents, instruments, agreements, consents
and certificates so executed and the actions so taken.

Resolutions for after the Annual Meeting

The following model resolutions can be utilized in preparing resolutions for the
determination of the frequency of the Say-on-Pay vote following the annual meeting:

Approval of Frequency of Say-on-Pay Votes

WHEREAS, at the recently completed Annual Meeting of Stockholders of the
Corporation, it was determined that, with respect to the resolution on the frequency of
holding an advisory vote on executive compensation, the option of once every [one
year][two years][three years] [received the highest number of votes cast by the
stockholders] and, accordingly, such frequency is the preferred frequency with which
the Corporation is to hold a stockholder vote, on an advisory basis, to approve the
compensation of the named executive officers, as disclosed pursuant to the Securities
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and Exchange Commission’s compensation disclosure rules (which disclosure shall
include the Summary Compensation Table and the other related tables and disclosure);
and

[WHEREAS, the Board believes that an annual advisory vote on executive com-
pensation will allow the Corporation’s stockholders to provide the Corporation with
their direct input on the Corporation’s compensation philosophy, policies and practices
as disclosed in the Corporation’s proxy statement every year and that an annual advi-
sory vote on executive compensation is consistent with the Corporation’s general
policy of seeking input from, and engaging in discussions with, the Corporation’s
stockholders on corporate governance matters and the Corporation’s executive
compensation philosophy, policies and practices;]

[WHEREAS, the Board believes that an advisory vote on executive compensation
that occurs once [every three years][every two years] will provide stockholders with
sufficient time to evaluate the effectiveness of the Corporation’s overall compensation
philosophy, policies and practices in the context of long-term business results for the
corresponding period, while avoiding over-emphasis on short-term variations in com-
pensation and business results; and that an advisory vote occurring once [every three
years][every two years] will also permit the Corporation’s stockholders to observe and
evaluate the impact of any changes to the Corporation’s executive compensation poli-
cies and practices which have occurred since the last advisory vote on executive
compensation, including changes made in response to the outcome of a prior advisory
vote on executive compensation;]

NOW, THEREFORE, BE IT RESOLVED, that the Board hereby determines that,
in light of the preferred frequency determined by the Corporation’s stockholders at the
Annual Meeting of Stockholders, the Corporation shall include an advisory vote of the
stockholders on executive compensation in the Corporation’s proxy materials once
every [year][two years][three years] until the next required vote on the frequency of
stockholder votes on the compensation of executives of the Corporation; and

RESOLVED FURTHER, that the officers of the Corporation are, and each of
them is, hereby authorized, directed and empowered in the name and on behalf of the
Corporation to implement the foregoing policy of the Corporation.

General Authority

RESOLVED, that any and all actions heretofore taken by the officers and direc-
tors of the Corporation, or any one or more of them, within the terms of the foregoing
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resolutions are hereby approved, adopted, ratified and confirmed in all respects and
declared to be the valid and binding acts and deeds of the Corporation; and

RESOLVED FURTHER, that the officers of the Corporation are, and each of
them is, hereby authorized, directed and empowered in the name and on behalf of the
Corporation to take such further action, and to execute, acknowledge, certify, file,
deliver and record such documents, instruments, agreements, consents and certificates,
as they or any of them in their discretion deem necessary or appropriate, to carry out
the purposes and intent of the foregoing resolutions, and that the execution by such
officers of any such documents, instruments, agreements, consents and certificates or
the doing by them of any act in connection with the foregoing matters shall con-
clusively establish their authority therefor from this Corporation and the approval and
ratification by this Corporation of the documents, instruments, agreements, consents
and certificates so executed and the actions so taken.
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KEY DISCLOSURE CONSIDERATIONS FOR
PROXY STATEMENTS AND ANNUAL REPORTS

SEC REVIEW PROCESS

The Sarbanes-Oxley Act of 2002 (the “Sarbanes-Oxley Act”) requires the SEC to
review the Form 10-K of every public issuer at least once every three years. For the
last few years, SEC comment letters and issuer responses to those letters have been
posted on EDGAR at least 45 days after completion of the Staff review. Recently, the
Staff announced that, beginning January 1, 2012, the SEC will release filing review
correspondence no earlier than 20 business days following the completion of a filing
review. As a result of the public availability of these letters, the Staff has come to
expect that issuers are aware of the interpretive positions taken by the SEC in their
comment letters, which often reflect nuanced readings of the rules or require more
detailed disclosure than might otherwise be expected. It has become increasingly
important that issuers make themselves familiar with Staff comment letters that have
been issued to other issuers, so that they can respond to the issues raised in those let-
ters when preparing their own filings.

In the past, the Staff of the Division of Corporation Finance has often limited its
review to financial statements and related disclosure. However, recently the Staff has
been conducting more complete legal reviews of periodic reports. In addition, review
of executive compensation disclosures has been integrated into the Form 10-K and
proxy statement review process, and comment letters often include at least one to two
comments on executive compensation. Below is an analysis of recent frequent areas of
Staff comment in Form 10-Ks and proxy statements. Attention to these areas during
the drafting process can save time and effort later, when the filings become subject to
Staff review.

SEC COMMENTS ON EXECUTIVE COMPENSATION DISCLOSURE

Over the past several years, the SEC has provided significant guidance with respect
to its interpretation of executive compensation disclosure rules, including numerous
Staff speeches, new and revised Compliance and Disclosure Interpretations, its “Staff
Observations in the Review of Executive Compensation” (which was released in
October 2007 following a review of the disclosure of 350 issuers), and Staff comments
on individual filings. Historically, the Staff has addressed executive compensation dis-
closure deficiencies identified in the review process by issuing “futures” comments,
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which require an issuer to address any identified deficiencies in future filings. However,
that approach has begun to change. In a November 2009 speech, Shelley Parratt, Deputy
Director of the Division of Corporation Finance, stated:

“[A]fter three years of futures comments, we expect companies and their advi-
sors to understand our rules and apply them thoroughly. So, any company that
waits until it receives Staff comments to comply with the disclosure require-
ments should be prepared to amend its filings if it does not materially comply
with the rules.”

Under the Staff’s new approach, it has become increasingly likely that the SEC
will require that issuers amend disclosure if it believes that the issuer has not appropri-
ately followed outstanding Staff guidance. Issuers should attempt to address in their
disclosure the issues that are most often raised by the Staff during the review process.

In her November 2009 speech, Ms. Parratt urged issuers to focus on several key
areas of executive compensation disclosure, as well as consider the comments, reports
and speeches on CD&A provided by the Staff over the years. In particular, Ms. Parratt
provided the following recommendations for preparing 2010 proxy statement dis-
closures:

» Explain why compensation decisions were made in the context of addressing
the decision-making processes;

* Disclose any material performance targets used in determining executive
compensation for the named executive officers for the periods covered by
the disclosure, as well as the actual achievement level against the targets;

e In the event of Staff review, be prepared to explain how disclosure of
material performance targets would cause competitive harm when that is the
basis for omitting the performance target disclosure;

* Provide meaningful disclosure regarding the degree of difficulty in achieving
performance targets when those targets are omitted;

» Disclose the names of any peer group companies used for benchmarking
purposes, how those companies were selected, and how the actual awards
compared to the benchmarks; and

* In addition to addressing the examples provided in Item 402(b) of Regulation
S-K, provide additional disclosure in the CD&A that would be material to an
understanding of an issuer’s compensation policies or decisions.
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TRENDS IN EXECUTIVE COMPENSATION COMMENTS

There are a number of significant areas of focus in Staff comments and other inter-
pretive guidance on executive compensation disclosure. For example, the Staff has
repeatedly stated that an issuer’s CD&A should focus on sow and why the issuer
arrived at specific executive compensation decisions and policies and should address
why specific compensation decisions were made. Issuers frequently receive comments
on this issue during the review process. Other principal areas of SEC comment in the
CD&A have related to the disclosure of incentive plan performance targets, individual
performance goals and benchmarking practices or processes.

Meaningful Analysis in the Compensation Discussion & Analysis

The Staff has repeatedly requested that issuers provide more detailed, meaningful
analysis in the CD&A. Issuers should discuss both isow and why they arrived at
specific compensation decisions. In addition to identifying what the goals of the
compensation program are, issuers should also identify the reasons for individual
awards to named executive officers, as well as how those awards fit into the issuer’s
overall compensation objectives. The SEC expects issuers to provide detailed, specific
analysis.

The Staff generally views as insufficient any discussion of award decisions that
addresses all named executive officers as a group and does not address each named
executive officer’s individual circumstances. In addition, as part of the analysis of the
reasons for each element of compensation (e.g., base salary, cash incentive award or
equity award) for each named executive officer, the Staff expects a discussion of why
the compensation committee decided to award specific amounts or make changes in an
element of compensation from period to period. For example, this discussion should
include the reasons the compensation for a named executive officer increased or
decreased as compared to prior periods, as well as how the compensation committee
arrived at its decision.

Disclosure of Performance Targets

Another focus of Staff comments on CD&A is on the disclosure of performance
targets as they relate to executive compensation. Issuers are required to disclose any
specific items of corporate performance that are taken into account in setting compen-
sation policies and making compensation decisions. In addition to disclosing any
material performance targets, issuers are expected to disclose the extent to which those
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performance targets were achieved. However, they are not required to disclose any
performance targets that are not material or that would cause competitive harm to the
issuer (applying the same competitive harm standard that is applied to confidential
treatment requests).

Some issuers have chosen not to disclose performance targets in reliance on the
argument that this disclosure would cause competitive harm to the issuer. However,
the Staff has focused significant attention on the competitive harm argument in its
comments and has limited the extent to which issuers may rely on it. The Staff has
repeatedly required issuers to justify their use of the standard, sometimes going
beyond the standards generally applied to confidential treatment requests. Issuers have
been asked to specifically identify the nature of the competitive harm that they would
suffer if the performance targets were to be disclosed, including how the issuer’s
competitors would actually use the information. If the Staff accepts the competitive
harm argument, performance targets are not disclosed based on the competitive harm
exception, then the issuer must disclose the level of difficulty associated with achiev-
ing the undisclosed goal.

The Staff is more likely to accept that disclosure of a performance target would
cause competitive harm in the context of non-financial operational performance targets
or performance goals related to specific business units. The Staff will generally not
accept the argument that the disclosure of financial information or financial targets for
a completed fiscal year will cause competitive harm. If the performance target relates
to a completed fiscal year, the Staff position is that, because the issuer’s financial
results have already been publicly disclosed, no competitive harm should arise from
the disclosure in the CD&A of the financial performance target and the extent to which
it was met. However, the Staff generally does not require disclosure of financial per-
formance targets for the current or a future period, if the issuer is able to argue that
those current or future period targets are not material to an understanding of
compensation policies and decisions with respect to the fiscal year being discussed in
the CD&A.

If issuers use non-GAAP performance targets, the Staff requires that the
non-GAAP performance targets be disclosed in the CD&A, together with an
explanation of how it is calculated. However, a full-scale reconciliation to GAAP is
not required.
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Individual Performance Goals

Staff comments on CD&A have also focused on disclosure of individual perform-
ance goals for named executive officers. Issuers often provide general disclosure that
states that some percentage or component of executive compensation is based on ach-
ievement of individual performance goals. However, the Staff raises a concern if
sufficient disclosure of how the level of individual achievement affects the actual
compensation received by the executive, or why the compensation committee adopted
the performance goal and how achievement is measured.

The Staff has repeatedly requested that issuers provide more specific disclosure in
this area. Issuers must identify the extent to which achievement of individual perform-
ance goals impacts compensation for each named executive officer. If individual per-
formance goals were a material factor in determining compensation, issuers must
disclose the specific performance goals and achievements, even if the performance
targets are subjective and not quantifiable. Disclosure of specific performance targets
may not be required if the performance target was not a material factor in determining
compensation, for example if it was just one factor among many taken into account by
the compensation committee. However, formulaic, objective or quantifiable perform-
ance targets should generally be disclosed in the Staff’s view.

The Staff has also requested that issuers provide additional disclosure when the
compensation committee has approved compensation in excess of or less than what is
provided for in the issuer’s compensation plans, or when the overall amount to which
the executive is entitled under the program has been increased or decreased as a result
of the executive’s individual performance. In those situations, issuers have been asked
to disclose the activities or individual performance standards that were applied in
making that decision, as well as how the compensation committee considered those
standards when making its decision.

Benchmarking

The use of benchmarking in the CD&A is another area of Staff focus throughout
the comment process. It is important to note that many issuers use the term
“benchmarking” in their CD&As when they are not in fact benchmarking as that term
is understood by the SEC. For purposes of the CD&A, benchmarking refers to the
tying of specific elements of compensation to a benchmark, as opposed to, for exam-
ple, simply using comparable company data as a market check after arriving at
compensation decisions based on some other method. As another example, a company
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is benchmarking when it ties base salaries to a certain targeted range (for example, the
median level) within a set of peer companies. Issuers that do not engage in benchmark-
ing should modify their disclosure in the CD&A to clarify how they use comparative
issuer information.

For issuers that do engage in benchmarking, the Staff has consistently requested
that all of the companies comprising the peer group or survey be listed and that the
issuer describe the methodology it uses for assessing and utilizing the information. The
issuer must also identify where its compensation plan falls within the targeted parame-
ters. If its compensation falls outside of the targeted range, the issuer is asked to pro-
vide an explanation of the change.

COMMENTS AND INTERPRETATIONS ON CORPORATE GOVERNANCE
DISCLOSURE

Background

On December 16, 2009, the SEC adopted, in Release No. 33-9089 (December 16,
2009), rule changes that mandate more disclosure in proxy and information statements
regarding risk, compensation and corporate governance matters. Specifically, the
changes require disclosure concerning:

* The relationship of an issuer’s compensation policies and practices to risk
management, when those compensation policies and practices create risks
that are reasonably likely to have a material adverse effect on the issuer;

e The grant date fair value of equity awards in the Summary Compensation
Table, replacing the prior approach of requiring disclosure of the amounts of
compensation expense recognized for financial reporting purposes;

* The potential conflicts of interest that compensation consultants may have
when performing services for the issuer, focusing on disclosure of fees paid
(subject to a $120,000 threshold) for executive compensation services and
for additional services;

e The background and qualifications of directors and nominees for director,
describing the experience and skills that led the issuer to choose the director
or nominee for the board;

*  Other public company directorships held by each director or nominee over
the past five years;
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* Legal proceedings involving an issuer’s executive officers, directors, and
nominees for director, including disclosure covering the past ten years and
covering a significantly expanded list of relevant proceedings;

* The board of directors’ consideration of diversity in the process by which
directors are considered for nomination to the board;

e The leadership structure of the board, including whether the issuer has com-
bined or separated the roles of chairman and principal executive officer, and
why the issuer believes that its leadership structure is appropriate for the
issuer, as well as a discussion, in some circumstances, of whether and why
an issuer has a lead independent director;

* The extent of the board’s role in the oversight of risk; and

* Voting results, which are to be provided on a significantly accelerated basis
under cover of Form 8-K.

These rule changes were effective on February 28, 2010, and were first included
in proxy statements for annual meetings occurring in 2010.

The Relationship between Compensation and Risk

The SEC adopted Item 402(s) of Regulation S-K, which elicits disclosure about
the relationship of risk to the compensation policies and practices for all employees,
not just the executive officers of the issuer. This disclosure is limited to compensation
policies and practices, however, such that no further disclosure regarding the specific
amounts of compensation paid to employees would be required under the rule. In
response to commenters’ concerns that this disclosure may be confusing if included as
part of the CD&A, the SEC decided to require the disclosure outside of the CD&A,
under a discrete disclosure requirement. Nonetheless, disclosure concerning the rela-
tionship between compensation and risk may be required in the CD&A specifically
with regard to the named executive officers, consistent with the guidance that the SEC
provided in both the proposing and adopting releases for this rule change, which both
stated that “[t]o the extent ... such risk considerations are a material aspect of the
company’s compensation policies or decisions for named executive officers, the
company is required to discuss them as part of its CD&A under the current rules.”
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Requirements of Item 402(s) of Regulation S-K

As adopted, the disclosure is triggered if compensation policies and practices
create risks that are “reasonably likely to have a material adverse effect” on the
issuer. The standard of “reasonably likely to have a material adverse effect” tracks the
requirements in Item 303 of Regulation S-K. In response to concerns expressed by
commenters, the SEC decided to adopt this higher standard relative to the proposed
standard, which looked to whether the compensation policies or practices “may have a
material effect” on the issuer. In discussing these changes between the proposed rule
and the final rule, the SEC noted that this standard would be more familiar to issuers,
given that it is applied in determining whether known material trends, demands,
events, and uncertainties must be disclosed. Focusing the standard on whether the risk
may have a material adverse effect on the issuer also permits issuers to consider com-
pensation policies and practices that mitigate or balance incentives. Further, the addi-
tion of the term “adverse” to the test clarifies that issuers do not have to discuss ways
in which compensation policies and practices may encourage risk taking that is
beneficial to the issuer.

The final rule includes a non-exclusive list of situations where compensation
programs may have the potential to cause material adverse risks for issuers. These
include compensation policies and practices:

* At a business unit of the issuer that carries a significant portion of the issu-
er’s risk profile;

* At a business unit with compensation structured significantly differently
than other units within the issuer;

* At a business unit that is significantly more profitable than others within the
issuer;

* At a business unit where the compensation expense is a significant percent-
age of the unit’s revenues; and

» That vary significantly from the overall risk and reward structure of the
issuer, such as when bonuses are awarded upon accomplishment of a task,
while the income and risk to the issuer from the task extend over a sig-
nificantly longer period of time.

Further, the final rule includes a non-exclusive list of illustrative examples of the
type of issues that an issuer may need to address if it has determined that
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compensation policies and practices create risks that are reasonably likely to have a
material adverse effect on the issuer. These issues include:

* The general design philosophy of the issuer’s compensation policies and
practices for employees whose behavior would be most affected by the
incentives established by the policies and practices, as such policies and
practices relate to or that affect risk taking by those employees on behalf of
the issuer, and the manner of their implementation;

» The issuer’s risk assessment or incentive considerations, if any, in structur-
ing its compensation policies and practices or in awarding and paying com-
pensation;

* How the issuer’s compensation policies and practices relate to the realization
of risks resulting from the actions of employees in both the short term and
the long term, such as through policies requiring clawbacks or imposing
holding periods;

» The issuer’s policies regarding adjustments to its compensation policies and
practices to address changes in its risk profile;

* Material adjustments the issuer has made to its compensation policies and
practices as a result of changes in its risk profile; and

* The extent to which the issuer monitors its compensation policies and practi-
ces to determine whether its risk management objectives are being met with
respect to incentivizing its employees.

This disclosure regarding the relationship between compensation and risk is not
required for those issuers that qualify for scaled disclosure as a smaller reporting
company.

The rule does not require an issuer to make an affirmative statement that it has
determined that risks arising from compensation policies and practices are not reason-
ably likely to have a material adverse effect on the issuer, although issuers may need to
consider whether to add such a statement, as well as an explanation of the issuer’s
process for evaluating risks arising from compensation policies and practices, in order
to address the inevitable concerns of shareholders and proxy advisors.
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SEC Staff Interpretations and Comments

During 2010, the Staff asked issuers what was done and what conclusion was
reached in response to this disclosure item, most likely as a first-year check on com-
pliance with the new rule. The Staff asked for a supplemental explanation if the issuer
included no disclosure in the proxy statement regarding the evaluation of the relation-
ship between employee compensation and risk; or if the issuer included only a state-
ment of a conclusion without a description of the process; or where an issuer did
include some discussion of the process undertaken, but did not include a fulsome dis-
cussion of the process.

In each of these situations, the Staff asked for a supplemental explanation of the
process undertaken to reach the conclusion that compensation policies are not reason-
ably likely to have a material adverse effect on the issuer. In many of the responses,
issuers describe a process whereby compensation programs were reviewed, particularly
focusing on incentive compensation programs and program features which could poten-
tially encourage risk taking. These processes involved identifying the specific business
risks that related to these compensation features, as well as “mitigating” factors that
offset the risks. Issuers consistently undertook an analysis to determine the potential
effects of the risks and the impact of the other factors considered, and whether any of the
particular situations described in Item 402(s) applied to the issuer. In most cases, issuers
indicated that the compensation committee was involved in some capacity with the
analysis; responses often noted that the analysis was conducted by management with the
concurrence of or consultation with the compensation committee.

The findings that companies often reached were similar, focusing on:

* The mix of compensation, which tended to be balanced with an emphasis
toward rewarding long-term performance;

* The use of multiple performance metrics that are closely aligned with strate-
gic business goals;

* The use of discretion as a means to adjust compensation downward to reflect
performance or other factors;

* Caps on incentive compensation arrangements;
* The lack of highly leveraged payout curves;
*  Multi-year time vesting on equity awards which requires long-term commit-

ment on the part of employees;
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* The governance, code of conduct, internal control and other measures
implemented by the company;

* The role of the compensation committee in its oversight of pay programs;
* Frequent business reviews;

* The existence of compensation recovery policies;

* The implementation of stock ownership or stock holding requirements;

e The use of benchmarking to ensure the compensation programs are con-
sistent with industry practice;

* The uniformity of compensation programs across business units and geo-
graphic regions, or alternatively, the differences employed to reflect specific
business unit or geographic considerations; and

* The immaterial nature of some plans.

Changes to the Summary Compensation Table and the Director Compensation
Table

In the 2006 changes to the executive compensation disclosure rules, the SEC
required disclosure in the Summary Compensation Table of the compensation expense
associated with equity awards (which included expensed amounts related to awards
granted in prior fiscal years), rather than the grant date fair value of the awards made
in the subject fiscal year covered in the Summary Compensation Table.

This approach created difficulties for issuers when presenting their executive
compensation disclosure, because the presentation in the Summary Compensation Table
of equity award values did not necessarily correspond with decisions that the compensa-
tion committee made in the fiscal year covered by the CD&A. In order to address this
disconnect, some issuers began including “alternative summary compensation tables”
and taking other approaches to try to clarify how the decisions addressed in the CD&A
related to the amounts presented for the named executive officers.

Accordingly, as part of the December 2009 amendments, the SEC adopted
changes that now require the disclosure of the grant date fair value of the equity
awards made during the fiscal year in the “Option Awards” and “Stock Awards”
columns of the Summary Compensation Table and the Director Compensation
Table. These numbers reflect the grant date fair values calculated in accordance with
the Financial Accounting Standards Board’s Accounting Standards Codification Topic
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718 (formerly known as FAS 123R and referred to here as “ASC Topic 718”). For
performance-based awards, the SEC requires reporting of the fair value at the grant
date based on the probable outcome of the performance conditions (rather than the
maximum potential value of the award), which should be consistent with the estimate
of aggregate compensation cost to be recognized over the service period determined as
of the grant date under ASC Topic 718. The maximum potential value of the awards is
disclosed in a footnote to the Summary Compensation Table and the Director
Compensation Table.

Issuers are required to report the full grant date fair value of each equity award in
the Grants of Plan-Based Awards Table. Performance-based equity awards reported in
the Grants of Plan-Based Awards Table are reported based on the probable outcome of
meeting the performance condition, as with the Summary Compensation Table.

The SEC decided not to adopt a proposed change to its rules that would have
permitted issuers to report salary and bonus foregone at the named executive officer’s
election in the appropriate column for the award elected. As a result, salary and bonus
is reported in the “Salary” and “Bonus” columns even when foregone at the named
executive officer’s election, with footnote disclosure indicating receipt of the non-cash
compensation and referring to the Grants of Plan-Based Awards Table where the
stock, option, or non-equity incentive plan compensation is reported.

Compensation Consultant Conflicts

The rules require disclosure about fees paid to compensation consultants and their
affiliates in specified circumstances.

In particular, if the board, compensation committee, or other persons performing
an equivalent function (referred to in this section as the “board”) has engaged its own
compensation consultant to provide advice or recommendations regarding the amount
or form of executive and director compensation, and this same consultant or the con-
sultant’s affiliates provide other consulting services to the issuer (which consulting
services do not involve executive compensation) in an amount that exceeds $120,000
during the last fiscal year, then the issuer must disclose:

* The aggregate fees paid for services provided either to the board or the
issuer with regard to determining or recommending the amount or form of
executive and director compensation;

* The aggregate fees paid for any additional services provided by the con-
sultant or its affiliates; and
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*  Whether the decision to engage the compensation consultant or its affiliates
for the non-executive compensation consulting services was made, or
recommended by, management and whether the board approved such other
services.

In situations where the board has not engaged its own consultant, then disclosures
are required if a consultant is engaged to provide both executive compensation
consulting services and non-executive compensation consulting services to the issuer,
provided that the fees for the non-executive compensation consulting services exceed
$120,000 during the issuer’s fiscal year. In this situation, disclosure is required of:

* The aggregate fees paid to the consultant or its affiliates for determining or
recommending the amount or form of executive and director compensation;
and

* The aggregate fees paid for any additional services provided by the con-
sultant or its affiliates.

If the board and management have different compensation consultants, then no
fee disclosure is required even if management’s compensation consultant provides
additional services to the issuer, recognizing that when the board engages its own
compensation consultant, it mitigates the risks for the conflicts of interest that the SEC
is seeking to address with the additional fee disclosure. Moreover, disclosure is not
required when the compensation consultant’s only role in recommending the amount
or form of executive or director compensation is limited to consulting on broad-based
plans that do not discriminate in favor of executive officers or directors of the
issuer. Disclosure is also not required when the compensation consultant’s services are
limited to providing information, such as surveys, that is not customized for a partic-
ular issuer, or that is customized based on parameters that were not developed by the
compensation consultant.

The SEC did not adopt a proposed requirement to disclose the nature and extent
of additional services provided by the compensation consultant or its affiliates, given
the potentially competitive nature of this information. Issuers still may provide some
explanation of the types of services provided, if the additional information is necessary
to an understanding of a potential conflict of interest.
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Director and Nominee Qualifications
Requirements

The SEC adopted revisions to Item 401 of Regulation S-K, which sets forth dis-
closure requirements for the backgrounds of executive officers, directors, and nomi-
nees for director, to require pursuant to Item 401(e)(1) of Regulation S-K, for each
director and any nominee for director, disclosure of the particular experience, qual-
ifications, attributes, or skills that led the board to conclude that the person should
serve as a director of the issuer, as of the time that the filing is made with the
SEC. The disclosure is required for all nominees for director (including nominees put
forward by a proponent other than the issuer), as well as for all existing directors, even
if not subject to re-election at the meeting to which the proxy statement relates. This
director and nominee disclosure requirement augments, but does not replace, specific
disclosure required regarding the consideration by the nominating committee of mini-
mum director qualifications, or specific qualities or skills.

The disclosure requirement does not mandate the particular information that must
be disclosed. Rather, the SEC indicated that it wanted to provide issuers with flexi-
bility to determine what information concerning a director’s or nominee’s skills, qual-
ifications, or particular area of expertise should be disclosed to shareholders.

The SEC did not adopt a proposal to require disclosure of the specific experience,
qualifications or skills that qualify a director to serve as a member of a particular
committee. However, the SEC has noted in the adopting release that if the director or a
nominee has been chosen to join the board because of particular expertise that is rele-
vant to a specific committee, then that fact should be disclosed in response to the dis-
closure item.

SEC Staff Interpretations and Comments

In Regulation S-K Compliance and Disclosure Interpretations Question 116.05,
the Staff made clear that it intended for issuers to disclose why the person’s particular
and specific experience, qualifications, attributes or skills led the board to conclude
that such person should serve as a director of the issuer, so that disclosures made on a
group basis would be unacceptable, even if the directors or nominees share similar
characteristics.

Further, in Regulation S-K Compliance and Disclosure Interpretations Question
116.06, the Staff noted that an issuer with a classified board needs to provide the
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Item 401(e)(1) disclosure for the entire board, focusing on the evaluation of the direc-
tor’s particular and specific experience, qualifications, attributes or skills, and the
conclusion on why the director should continue serving on the board, as of the time
that a filing containing the disclosure is made. The Staff noted that this interpretation
may necessitate adding in additional disclosure controls and procedures to ensure that
such information about directors who are not up for re-election at the upcoming share-
holders’ meeting is recorded, processed, summarized and reported in a timely manner.

The Staff raised a number of comments on the director qualifications disclosure
provided in the 2010 proxy season, including the following:

*  Omission of Required Disclosure. One consistent Staff comment on the
governance disclosures, including the director qualification disclosures, was
a comment asking the issuer to include the disclosure when it was not
included. Perhaps because the rules became effective immediately before the
proxy season, a surprising number of issuers did not comply with some or all
of the new governance disclosure requirements in 2010. Given that it was
the first year the disclosure was required, the Staff generally did not request
that the issuers file an amendment to the Form 10-K to include the required
disclosure, but rather allowed issuers to remedy the situation in future fil-
ings.

» Specificity of the Disclosure. In June 2010, SEC Chairman Mary Schapiro
made a speech at the Stanford Directors’ College where she discussed the
adequacy of compliance with the new director qualifications disclosure item.
She gave examples of actual good and bad disclosures (without identifying
the issuers) to demonstrate the point that the disclosure should be
individualized for each director and should avoid over-generalizations such
as “our directors each have integrity, sound business judgment and honesty,
which are important characteristics of a good board member.” Chairman
Schapiro’s viewpoint was borne out through the Staff comment process,
where the Staff frequently asked for an explicit description of the qual-
ifications and experience over and above the basic biographical description
that has been required by Item 401 of Regulation S-K, emphasizing that the
disclosure needed to communicate how the specific qualifications, attributes
or skills led to the conclusion that the director should serve on the particular
issuer’s board.
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» Location of the Disclosure. The Staff did not typically raise comments con-
cerning where issuers actually placed the director qualification disclosure. In
many instances, the director qualification disclosure was included as a sepa-
rate paragraph following each director’s biographical information; in other
cases, the disclosure was incorporated directly into the biography paragraph
or included in a separate section entirely.

* Directors Serving Under a Shareholder Agreement. Many issuers have direc-
tors who serve because a sharecholder has appointed the director to serve
pursuant to some contractual or other arrangement, or particular shareholders
nominate and elect certain directors under the terms of the issuer’s charter,
bylaws or other governing documents. In cases where issuers sought to
reference only the shareholder agreement or arrangement as the basis for the
conclusion as to why the director serves on the board, the Staff asked for the
more complete description of the director’s qualifications, even if that
information had to be obtained from the shareholder.

Outside Directorships

The SEC also adopted a requirement for disclosure regarding other public com-
pany directorships held by directors or nominees over the past five years (even if a
director is no longer serving as a director of the other public company). This require-
ment expands upon previously required disclosure regarding current director positions
at other public companies.

Legal Proceedings

Item 401(f) of Regulation S-K previously required disclosure regarding a direc-
tor’s, nominee’s, or executive officer’s involvement in specific legal proceedings that
are material to an evaluation of the integrity of such person. The SEC has extended the
“look back” provision in Item 401(f) from five years to ten years, and now requires
disclosure regarding the following additional legal proceedings:

* Any judicial or administrative proceedings resulting from involvement in
mail or wire fraud or fraud in connection with any business entity;

* Any judicial or administrative proceedings based on violations of federal or
state securities, commodities, banking, or insurance laws and regulations, or
any settlement of such actions; and
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* Any disciplinary sanctions or orders imposed by stock, commodities, or
derivatives exchanges or other self-regulatory organizations.

The rules do not require disclosure of a settlement of a civil proceeding among
private parties. As is the case before these amendments, the disclosure of specific legal
proceedings (including the newly added proceedings specified above) are not required
to be disclosed if the proceeding is not material to an evaluation of the ability or
integrity of the director or director nominee.

Director Diversity
Requirements

The rules require disclosure of whether and, if so, how the nominating committee
considers diversity in identifying director nominees. Further, if the nominating
committee or the board has a policy with regard to the consideration of diversity in
identifying director nominees, then disclosure is required of how the policy is
implemented and monitored for effectiveness. In adopting this new requirement, the
SEC has not defined the term “diversity,” leaving it to each issuer to define diversity in
the way that the issuer deems appropriate. The SEC noted that some issuers may
define diversity to include “differences of viewpoint, professional experience, educa-
tion, skill and other qualities or attributes that contribute to board heterogeneity,”
while other issuers may define diversity to include race, gender and national origin.

SEC Staff Interpretations and Comments

In some cases, issuers expressly disclaimed any policy on diversity, but the Staff
consistently raised a comment requesting the “policy” disclosure whenever diversity is
mentioned in a filing. In many cases, issuers have addressed diversity in the context of
the director qualifications considered in the nomination process, and even if the word
“diversity” is not used directly, but the disclosure implies the consideration of a broad
range of skills and qualifications, the Staff will raise a comment asking for the com-
plete diversity disclosure. As a result, the Staff’s interpretation contemplates the policy
disclosure whenever diversity (however defined) is considered, even if no such policy
is actually articulated in writing. The additional disclosure required once it is
determined that a diversity “policy” exists involves discussing how the policy has been
implemented (i.e., through the nominating committee process) and how it is monitored
(i.e., typically through the annual committee and/or board self-evaluation process).
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Board Leadership Structure
Requirements

Under Item 407(h) of Regulation S-K, an issuer must disclose whether and why it
has chosen to combine or separate the principal executive officer and board chairman
positions, as well as the reasons why the issuer believes that this board leadership
structure is the most appropriate structure for the issuer at the time of the applicable
filing. In those situations where there is a combined principal executive officer and
board chairman, but also a lead independent director, then the issuer must disclose
whether and why the issuer has a lead independent director and the specific role that
the lead independent director plays in the leadership of the issuer. Further, the issuer
must explain the effect that the board’s role in the oversight of risk has on the leader-
ship structure.

SEC Staff Interpretations and Comments

The Staff’s main focus in the comment process has been on eliciting a specific
discussion of why the leadership structure is appropriate given the specific character-
istics or circumstances of the issuer. In some cases, issuers did not explain why either
the combined or separate Chairman/CEO made particular sense in light of an issuer’s
particular circumstances. This problem was particularly evident for issuers with a
separate Chairman/CEQO leadership structure, because that structure has historically
been seen as a “good” governance practice. Nonetheless, the Staff has raised the
comment asking for a more detailed explanation, even in those situations where the
separate Chairman/CEQ structure was in place. Issuers tended to not always include
disclosures responsive to the requirement to explain the effect that the board’s role in
the oversight of risk has on the leadership structure, so the Staff frequently raised a
comment seeking full compliance with Item 407(h). Some issuers chose to say that the
board’s role in the oversight of risk had no effect on the board leadership structure,
while others focused on the interaction of the interested committees with the Chairman
and/or CEO in the course of overseeing the issuer’s risk management.

The Board’s Oversight of Risk

The SEC mandates disclosure about the board’s involvement in the oversight of
the issuer’s risk management process. Issuers have flexibility under this disclosure
requirement to describe how the oversight role is exercised, i.e., whether it is through
the activities of the entire board, a risk committee of the board, or another committee
of the board, such as the audit committee. The SEC also indicates that, where relevant,
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issuers may want to address whether the individuals who supervise risk management
report to the board or a board committee, or otherwise how the board or the appro-
priate committee receives information from risk managers.

Accelerated Disclosure of Voting Results

Prior to the SEC’s action in 2009, voting results from annual or special meetings
were required to be disclosed in periodic reports on Form 10-Q or 10-K, which
resulted in a significant delay in the time between when the meeting occurred and
when shareholders learned of the results from their voting decisions. The SEC moved
the requirement for disclosure of voting results from Forms 10-Q and 10-K to Form
8-K. Now, voting results are filed under Item 5.07 of Form 8-K within four business
days after the end of the meeting at which the vote was held.

In order to accommodate situations where it may be difficult to determine final
voting results within the four-day filing window, the SEC provided an Instruction to
Item 5.07 which indicates that an issuer is required to file preliminary voting results
within four days after the end of the shareholders’ meeting, and then file an amended
Form 8-K within four business days after the final voting results are known. If defini-
tive voting results are obtained within the initial four day filing window, then those
definitive results may be filed and no preliminary results need be filed.

AREAS OF Focus IN SEC COMMENTS ON ANNUAL REPORTS

Recent Staff comments reflect the trend of Staff review of both legal and account-
ing or financial disclosures in the Form 10-K. Recent areas of frequent Staff comment
have addressed disclosure of goodwill impairment charges, liquidity, debt covenants,
disclosure controls and procedures, risk factors and exhibits. Each of these areas is
further discussed below.

MANAGEMENT’S DISCUSSION AND ANALYSIS
Impairments

One of the most frequent areas of Staff comment on Form 10-Ks relates to dis-
closure of goodwill impairment. The Staff may request additional supplemental
information or disclosure if an issuer has taken an impairment charge, but it has also
raised comments if no impairment charge has been taken but goodwill accounts for a
significant portion of total assets and there are downward trends in revenue, income or
stock price. In situations where the issuer has already taken a goodwill impairment
charge, the Staff may request that issuers discuss the primary drivers in assumptions
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that resulted in the charge. For example, the issuer may be asked whether it sig-
nificantly reduced projected future revenues or net cash flows or increased the dis-
count rates, or whether it considered an economic recovery in its cash flow
projections. In addition, issuers are frequently asked to disclose expectations regarding
future operating results and liquidity as a result of the impairment charge, including a
discussion of whether they expect historical operating results to be indicative of future
operating results.

If an issuer has not taken an impairment charge but goodwill accounts for a sig-
nificant portion of total assets and there are downward trends in revenue, income or
stock price, the Staff may issue comments related to the issuer’s goodwill impairment
analysis. For example, the issuer may be asked to provide a more detailed description
of the steps it performs to review goodwill for recoverability, describe the nature of the
valuation techniques and significant estimates and assumptions employed to determine
the fair value in the impairment analysis and discuss whether there have been any
changes to the assumptions and methodologies used since the last impairment test. In
addition, the issuer may be asked to discuss its estimates of future cash flows, includ-
ing disclosures related to the cash flow growth rate used to determine the future cash
flow projections.

The Staff may also ask issuers to break down goodwill by reporting unit. Issuers
may be requested to disclose any changes to reporting units or allocations of goodwill
by reporting unit, as well as the reasons for these changes. The Staff may perform a
detailed review of documentation related to the reporting structure in order to
determine whether there is a basis for the allocation decisions.

Liquidity

Another area of increased Staff comments in Form 10-Ks has been in the liquidity
disclosure of MD&A. The primary focus of Staff comments has been on how the
economy has impacted the availability of cash and credit. Comments have reflected a
concern that an issuer’s risk factors and MD&A disclosure be consistent, and that the
MD&A disclosure provide a sufficient level of detail about known trends, demands,
events and uncertainties. The SEC has also released interpretive guidance related to

liquidity disclosure in MD&A, which is described below in “Additional SEC Inter-
pretive Guidance — Liquidity and Capital Resource Disclosure.”

Staff comments related to liquidity also address the disclosure of financial cove-
nants related to debt instruments. Issuers have been asked to disclose the specific terms
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of material financial covenants in both the footnotes to financial statements and
MD&A. Typically, this disclosure must include any required ratios, as well as actual
ratios as of the end of the period. As described below, the SEC has also issued inter-
pretive guidance that provides that when management believes a financial covenant is
material to the issuer’s financial condition and/or liquidity, the financial covenant
should be disclosed even if it relies on a non-GAAP measure. The disclosure around
the non-GAAP measure should address the material terms of the credit agreement, the
amount or limit required for compliance with the covenant, and the actual or reason-
ably likely effects of compliance or non-compliance with the covenant on the issuer’s
financial condition and liquidity. Issuers must also provide a reconciliation to GAAP.

The Staff has recently focused on the impact of offshore cash holding on the issu-
er’s liquidity position. The Staff’s comments have focused on the extent to which U.S.
taxation of funds repatriated into the country would limit the availability of that off-
shore cash to satisfy the issuer’s liquidity obligations.

L 0SS CONTINGENCY DISCLOSURES

The standard for loss contingency accounting and disclosure is Accounting Stan-
dards Codification 450-20 (referred to as “ASC 450-20,” formerly known as Statement
of Financial Accounting Standards No. 5). At the end of 2010, the Staff of the Division
of Corporation Finance announced an increased focus on disclosures made in financial
statements, financial statement footnotes and in related disclosures when the Staff
reviews Form 10-Ks in its regular review process.

Under ASC 450-20, each loss contingency must be classified as either a
“probable” loss contingency, a “reasonably possible” loss contingency, or a “remote”
loss contingency. Then, each loss contingency must be classified as either “reasonably
estimable” or “not reasonably estimable.” For probable loss contingencies, if the loss
can be reasonably estimated, an issuer must record an accrual in the financial state-
ments, disclose the nature of the accrued loss contingency in a footnote to the financial
statements, and, if necessary for the financial statements to not be misleading, disclose
the amount of the accrued loss contingency in a footnote to the financial statements.
For reasonably possible loss contingencies (where it is determined that the con-
tingency is less than probable but more than remote), no accrual is recorded in the
financial statements, however, the issuer must disclose the nature of the loss con-
tingency in a footnote to the financial statements. In addition, an issuer must disclose
the reasonable estimate of the possible loss in a footnote to the financial statements or,
if that amount is not reasonably estimable, the issuer must include a statement in a
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footnote to the financial statements that such an estimate cannot be made. Although
not required by ASC 450-20, through the comment process the Staff has sought further
disclosure with regard to why a contingency is not reasonably estimable. With regard
to remote loss contingencies (where there is only a slight chance that the contingency
will occur), no accrual is recorded in the financial statements, and no disclosure
regarding the loss contingency is required in a footnote to the financial statements. No
accrual or disclosure is required for loss contingencies that are immaterial to the
issuer’s financial statements, and when disclosure is required, reasonable aggregation
has been permitted.

During 2011, the Staff has focused on often generic risk factor disclosure regard-
ing the potential material adverse effects of pending or future litigation, as well as
legal proceedings disclosure which states that the issuer has no pending material liti-
gation and no disclosure regarding contingencies in their financial statements or the
footnotes to those financial statements. In these circumstances, the Staff has requested
an explanation as to how these disclosures are consistent. Moreover, the Staff has
raised comments where issuers do not use the specific language of ASC 450-20, and as
a result, issuers should specifically include disclosures regarding “contingencies,”
rather than “liabilities” or “results,” and issuers should indicate that management
believes that any contingencies would not have a material effect on “the issuer’s
financial statements,” rather than “the issuer’s results of operations” or “the issuer’s
financial condition.”

The Staff’s comments have also focused on announcements of significant settle-
ments of litigation or regulatory actions and the Staff will review loss contingency
disclosures in the periods prior to those settlements. The Staff will under these circum-
stances review the disclosures of the issuer, as well as any disclosures made by the
co-parties or counter-parties to the litigation. The Staff also regularly seeks back-
ground information regarding the basis for “not reasonably estimable” determinations.

DISCLOSURE CONTROLS AND PROCEDURES

The Staff has continued to issue comments requiring issuers to include the entire
definition of disclosure controls and procedures in their filings, as the definition is set
forth in Exchange Act Rule 13a-15(e). Rule 13a-15(e) defines the term disclosure
controls and procedures, then goes on to add “disclosure controls and procedures
include, without limitation, controls and procedures designed to ensure that
information required to be disclosed by an issuer in the reports that it files or submits
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under the Act is accumulated and communicated to the issuer’s management, includ-
ing its principal executive and principal financial officers, or persons performing sim-
ilar functions, as appropriate to allow timely decisions regarding required disclosure.”
Issuers including part, but not all, of the above language will be asked to expand their
disclosure to include it in its entirety. However, issuers may also limit their disclosure
to state simply that their disclosure controls and procedures are effective (or not
effective). Issuers using the shortened term “disclosure controls” are asked to refer to
“disclosure controls and procedures.” In addition, the Staff continues to focus on
whether references to “reasonable assurance” are included in the disclosure controls
and procedures section, and, if so, whether the issuer has indicated that the principal
executive officer and principal financial officer have concluded that disclosure con-
trols and procedures were effective at that reasonable assurance level.

RISk FACTORS

Recent Staff comments on risk factor disclosure in periodic reports have focused
on the following areas: reliance on customers, suppliers, governments and key
employees; the market for an issuer’s products and services; the impact of regulatory
changes; cybersecurity risks; ineffective disclosure and internal controls; legal
exposures and reliance on legal positions; conflicts of interest and related party trans-
actions; a history of operating losses; and going concern issues. Issuers should review
their risk factors to ensure that they provide adequate disclosure of these issues, to the
extent they are applicable. In addition, issuers should ensure that they updated their
forward-looking statements disclaimer in conjunction with changes to their risk fac-
tors.

EXHIBITS

Staff comments have recently addressed the practice of omitting schedules and
exhibits to material agreements other than merger agreements. Staff comments have
highlighted that the exception permitting issuers to exclude schedules to a merger
agreement does not apply to other material agreements filed under Item 601(b)(10) of
Regulation S-K. Issuers have been asked to either provide a materiality analysis
indicating that the omitted schedules and exhibits are not material, or to file the sched-
ules and exhibits to the agreement as part of the agreement.

ADDITIONAL SEC INTERPRETIVE GUIDANCE

The SEC has also provided interpretive guidance outside of the comment process
in several areas relevant to preparing Form 10-Ks and proxy statements in 2012.
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Use of Non-GAAP Measures

On January 15, 2010, the Staff issued new Compliance and Disclosure Inter-
pretations regarding the use of non-GAAP financial measures under Item 10(e) of
Regulation S-K. These revised interpretations related to the use of non-GAAP meas-
ures arise out of the Staff’s concern that periodic reports have become “compliance
documents” that do not sufficiently communicate issuers’ operating performance and
financial condition in a manner that is consistent with the disclosure made by issuers
outside of their SEC filings. According to the Staff, the new interpretations are not
intended to encourage an increased use of non-GAAP measures, but rather to improve
disclosure in SEC filings. By providing more flexibility to use non-GAAP measures in
periodic reports, the SEC is expecting issuers to provide a consistent message across
their SEC filings and other public communications. The Staff has also made clear that
it reviews an issuer’s statements outside of SEC filings to determine whether an issu-
er’s public statements, including those using non-GAAP financial measures, are con-
sistent with disclosure in its SEC filings.

While the Staff has indicated that it is not seeking to require that issuers put
non-GAAP measures in filings, some of the key Non-GAAP Financial Measures
Compliance and Disclosure Interpretations provide additional flexibility that will
facilitate inclusion of some non-GAAP measures in filings in compliance with
Item 10(e) of Regulation S-K. The key interpretations are as follows:

* Permitting Adjustments for Recurring Items. A frequent area of Staff com-
ment has been with respect to Item 10(e)’s prohibition on adjustments that
“eliminate or smooth items identified as non-recurring, infrequent or
unusual” if the item occurred in the past two years or is reasonably likely to
occur in the next two years. The Staff’s comments have discouraged
non-GAAP adjustments for what it views as recurring items even if there
were sufficient additional disclosure to explain the nature of the item.
Non-GAAP Financial Measures Compliance and Disclosure Interpretations
Question 102.03 now permits the presentation of a non-GAAP measure that
excludes a gain or charge that is recurring, as long as the issuer does not
attempt to represent that particular item as non-recurring, infrequent or
unusual.

* Business Purpose Not Required for Use of Non-GAAP Measures.
Non-GAAP Financial Measures Compliance and Disclosure Interpretations
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Question 102.04 clarifies that a non-GAAP measure may be included in an
SEC filing even when management does not use the measure for the purpose
of managing its business or for other purposes. The Staff focuses now on the
fact that Item 10(e)(1)(i)(D) of Regulation S-K provides that a statement of
additional purposes is required “if material” and that an issuer is to disclose
additional purposes, “if any,” for using the measure. This reverses a prior
trend in the comment process, using this provision in Item 10(e) as one of
the bases for objecting as to whether there is a legitimate purpose for
presenting the non-GAAP measure. However, the interpretation does not
alter the requirement in Item 10(e)(1)(i)(C) to describe the reasons why
management believes that presentation of the non-GAAP measure provides
useful information to investors regarding the issuer’s financial condition and
results of operations.

Per Share Performance Measures Permitted. Non-GAAP Financial Measures
Compliance and Disclosure Interpretations Question 102.05 clarifies that,
while the SEC continues to prohibit per share non-GAAP liquidity measures
in any documents filed with or furnished to the SEC, the Staff will not object
to a per share non-GAAP measure used to present financial performance.

Free Cash Flow Permitted. Non-GAAP Financial Measures Compliance and
Disclosure Interpretations Question 102.07 indicates that Item 10(e) of
Regulation S-K does not prohibit the presentation in SEC filings of a “free
cash flow” measure, which is usually defined as cash flow from operating
activities less capital expenditures. The Staff’s guidance cautions that the
free cash flow measure must be accompanied by a clear description of the
way in which it is calculated as well as the necessary GAAP reconciliation,
and that issuers should avoid “inappropriate or potentially misleading
inferences about its usefulness,” such as implying that the amounts represent
“residual cash flow.”

Adjusted EBITDA under Financial Covenants. Non-GAAP Financial Meas-
ures Compliance and Disclosure Interpretations Question 102.09 indicates
that the prohibitions in Item 10(e) on the presentation of adjusted EBIT and
EBITDA has prevented issuers from fully addressing in MD&A the financial
covenants of their credit agreements. The Staff states that, “the prohibition in
Item 10(e) notwithstanding,” when management believes that the credit
agreement is material and that an adjusted EBIT/EBITDA financial covenant
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is material to understanding the agreement and the issuer’s financial con-
dition and/or liquidity, then the issuer may be required to disclose the meas-
ure in the MD&A. The interpretation also provides that the disclosure
around the measure should probably also address: (1) the material terms of
the credit agreement, including the covenant; (2) the amount or limit
required for compliance with the covenant; and (3) the actual or reasonably
likely effects of compliance or non-compliance with the covenant on the
issuer’s financial condition and liquidity.

Liquidity and Capital Resources Disclosures

Effective September 28, 2010, the Staff provided interpretive guidance intended
to improve the discussion of liquidity and funding risks in MD&A. This guidance
focuses on disclosures related to liquidity, leverage ratios and the contractual obliga-
tions table. The Staff has also proposed amendments to disclosure requirements related
to short-term borrowings, but these amendments have not yet been adopted. The
SEC’s interpretive release, Release No. 33-9144 (September 17, 2010), emphasizes
that issuers are required to disclose known trends or demands, commitments, events or
uncertainties that will result in, or that are reasonably likely to result in, a material
change in the issuer’s liquidity. The release highlights a number of trends and
uncertainties relating to liquidity that issuers should consider including in their
MD&A, including: difficulties in accessing the debt markets; reliance on commercial
paper or other short-term financing arrangements; maturity mismatches between bor-
rowing sources and the assets funded by those sources; changes in terms requested by
counterparties; changes in the valuation of collateral; and counterparty risk. Issuers
should provide disclosure of any intra-period variations if their disclosure does not
otherwise adequately convey their financing arrangements. In addition, if a repurchase
transaction is reasonably likely to result in the use of a material amount of cash or
other liquid assets, it may be required to be disclosed in MD&A. The SEC also sug-
gests that issuers consider describing cash management and risk management policies
that are relevant to an assessment of their financial condition.

The interpretive release also addresses the inclusion of capital and leverage ratios
in MD&A. If a capital or leverage ratio financial measure is presented, the issuer
should clearly state why the measure is useful to understanding its financial condition
and the measure should be accompanied by a clear explanation of the calculation
methodology. This explanation should include a discussion of any unusual, infrequent
or non-recurring inputs, or any inputs that are adjusted so that the ratio is calculated
differently from directly comparable measures. Issuers should also consider whether

71
RR DONNELLEY



THE PROXY SEASON FIELD GUIDE

the measure differs from other measures used in their industry; if so, additional dis-
cussion may be required to ensure that the disclosure is not misleading. Any
non-GAAP financial measure, including any non-GAAP capital or leverage ratio, that
is disclosed in an issuer’s filing should comply with SEC rules and guidance related to
the inclusion of non-GAAP financial measures.

In its interpretive release, the SEC recognizes that different approaches to the
contractual obligations table have developed. The SEC declines to provide specific
presentation requirements or guidance on the treatment of certain items; instead, it
states that issuers should provide a presentation that is clear, understandable and not
misleading, and that appropriately reflects the obligations that are meaningful to the
issuer. The format and content of the disclosure should support the purpose of the dis-
closure in this section, which is to provide aggregated information about contractual
obligations in a single location in order to improve transparency of an issuer’s liquidity
and capital resource needs, and to provide context for assessing the role of off-balance
sheet arrangements. Issuers should use footnotes, in the SEC’s view, to provide
information necessary for an understanding of the timing and amount of specified
contractual obligations. Additional narrative disclosure should be provided if neces-
sary to explain what the table does and does not include and to promote understanding
of the information provided in the table.

Cybersecurity Disclosure

On October 13, 2011, the SEC’s Division of Corporation Finance issued dis-
closure guidance to assist publicly-traded companies “in assessing what, if any, dis-
closures should be provided about cybersecurity matters in light of each registrant’s
specific facts and circumstances.” CF Disclosure Guidance Topic No. 2 reviews the
applicability of existing SEC disclosure requirements to today’s cybersecurity con-
cerns, noting that: (i) businesses increasingly focus or rely on internet communications
and remote data storage; (ii) risks and potential costs associated with cyber attacks and
inadequate cyber security are increasing; and (iii) as with other operational and finan-
cial risks and events, companies should on an ongoing basis review the adequacy of
disclosure relating to cybersecurity risks and other cyber incidents. The Staff further
notes that the guidance is meant to be consistent with disclosure considerations for any
business risk, and that any disclosure should not compromise cybersecurity efforts.
The Staff highlights a number of critical considerations, including: (i) potential costs
and other negative consequences, such as increased protection costs (e.g., additional
personnel, training, third party consultants), remediation costs, liability for stolen

72
RR DONNELLEY



THE PROXY SEASON FIELD GUIDE

assets or information, the repair of damaged systems and incentives for customers to
maintain business relationship after cyber attack; (ii) lost revenues arising from the
unauthorized use of proprietary information, and the failure to retain or attract custom-
ers; (iii) litigation; and (iv) reputational damage.

Specifically with respect to risk factors disclosures, the Staff notes that issuers
should consider the probability that cyber incidents will occur in the future, and the
potential costs and other consequences that could result. In this regard, issuers must
evaluate prior cyber incidents, including the severity and frequency of such incidents,
as well as the probability of cyber attacks occurring. To the extent material, risk factor
disclosure of potential cyber incidents may be necessary and may include aspects of a
company’s operations that give rise to or mitigate these cyber risks. The Staff indicates
that issuers should not disclose “boilerplate” risks that generally apply to all public
companies, and should not disclose any information in a risk factor that would increase
a company’s cybersecurity risks.

With regard to disclosures in MD&A, the Staff indicates that issuers should
address cybersecurity risks or incidents if the costs or other impact of a known cyber
risk or incident represents a material event, trend or uncertainty that is reasonably
likely to have a material effect on the company’s results of operations, financial con-
dition or liquidity. MD&A disclosure may be required even if a past cyber incident did
not have a material effect on the company’s financial condition if the incident caused
the company to materially increase its cybersecurity expenditures.

As for business disclosures, the Staff indicates that issuers should evaluate the
impact of cyber incidents or cybersecurity risks on each reportable business segment,
and if a cyber incident or cybersecurity risk materially impacts a company’s (or busi-
ness segment’s) relationships with customers or suppliers, or materially impacts the
competitive landscape, a company should summarize the cyber risk or incident and its
impact in the description of that company’s business. In the context of legal proceed-
ings disclosure, issuers should discuss any material pending legal proceeding related to
a cyber incident to which a company is a party.

The Staff notes that with regard to disclosure controls and procedures, issuers
should evaluate the extent to which cyber incidents pose a risk to the company’s abil-
ity to record, process, summarize and report information that is required to be dis-
closed in SEC filings. If it is reasonably possible that information would not be
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properly recorded, processed, summarized or reported due to a cyber incident, issuers
must evaluate how cybersecurity risks impact the company’s disclosure controls and
procedures, whether these controls and procedures are effective and whether any
remedial measures are required.

With respect to an issuer’s financial statement disclosures, issuers should
consider accounting principles that may be important when summarizing the impact of
a cyber incident on the company’s financial statements, including: (i) costs incurred to
prevent cyber incidents; (ii) costs incurred to mitigate damages from a cyber incident;
(ii1) loss contingencies related to cyber incidents; (iv) impairment of certain assets; and
(v) subsequent event disclosures.

Guidance on European Debt Exposures

On January 6, 2012, the SEC’s Division of Corporation Finance issued guidance
regarding disclosures about exposure to the debt of sovereign and non-sovereign
issuers in Europe. Topic No. 4 of the SEC Staff’s new “CF Disclosure Guidance” ser-
ies addresses specific concerns about the adequacy of public disclosures made princi-
pally by financial institutions regarding their European debt exposures, and the
potential consequences of such exposures on those issuers. The Staff encourages
affected issuers to consider this guidance in preparing their SEC reports, including in
the upcoming annual reports for calendar year-end issuers.

The Staff has focused its attention on disclosure about European debt exposure
included (or required to be included) in risk factors, MD&A, qualitative and quantita-
tive disclosure about market risks (“Market Risk Disclosure”), as well as Industry
Guide 3 disclosures required of bank holding companies and similar lending and
deposit-taking financial institutions (“Guide 3”). The Staff’s guidance in Topic No. 4
1s directed at both U.S. and non-U.S. financial institutions, and the Staff notes that, to
date, disclosures about the nature and extent of direct or indirect exposure to European
sovereign debt “have been inconsistent in both substance and presentation.” For this
reason, the Staff lays out a very specific structure for evaluating what disclosures may
be necessary regarding these exposures, based on the Staff’s own experience in
commenting on those disclosures that it has, to date, found to be lacking.

In providing its guidance, the Staff has not specifically identified the countries in
Europe that are of principal concern, noting that the specific countries may change
over time. However, the Staff does indicate that issuers should focus on those coun-
tries experiencing “significant economic, fiscal and/or political strains such that the
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likelihood of default would be higher than would be anticipated when such factors do
not exist.” The Staff encourages issuers to identify the basis for determining which
countries are included in the disclosure.

In recent comments issued by the Staff in its review of periodic reports filed in
2011, enhanced disclosure was requested, separately by country, as to: (i) gross sover-
eign, financial institutions, and non-financial corporations’ exposure; (ii) quantified
disclosure explaining how gross exposures are hedged; and (iii) a discussion of the
circumstances under which losses may not be covered by purchased credit protection.

In addition to providing the disclosure separately by country as indicated above,
the Staff has requested that issuers segregate between sovereign debt and
non-sovereign debt exposures, and by financial statement category, in order to arrive at
the gross funded exposure. In addition, the Staff has asked that issuers consider sepa-
rately providing disclosure of gross unfunded commitments made. Further, the Staff
suggests that information regarding hedges be provided in order to present an amount
of net funded exposure. As discussed below, the Staff has provided a wide-ranging
outline for assessing what qualitative and quantitative disclosures may be necessary
regarding direct or indirect exposures to the European debt crisis.

The Staff believes that the disclosures outlined in Topic No. 4 are called for under
existing, principles-based disclosure requirements. In this regard, the Staff notes the
following applicable disclosure requirements and how they should be interpreted when
evaluating what disclosure is necessary regarding European debt exposures:

* MD&A. Issuers must identify know trends or known demands, commit-
ments, events or uncertainties that will result, or that are reasonably likely to
result, in a material increase or decrease in liquidity, and issuers must also
discuss any known trends or uncertainties that have had, or that the issuer
reasonably expects may have, a material favorable or unfavorable impact on
income.

e Guide 3. Item III.C.3 of Guide 3 calls for issuers to identify cross-border
outstandings to borrowers in each foreign country where the exposures
exceed one percent of total assets, as well as disclosure where “current con-
ditions in a foreign country give rise to liquidity problems which are
expected to have a material impact on the timely repayment of principal or
interest on the country’s private or public sector debt,” including tabular
disclosure of changes in outstandings, and in some situations tabular dis-
closure of restructured outstandings.
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» Risk Factors and Market Risk Disclosure. Issuers must provide disclosure of
material risks, including in risk factors disclosure and in specific Market
Risk Disclosures, and the Staff indicates that such disclosures should not be
generic “boilerplate” and should rather be tailored to the issuer’s specific
facts and circumstances.

In Topic No. 4, the Staff provides a highly detailed outline for preparing the types
of disclosure called for by the guidance. This outline provides considerations to be
used when determining, in light of an issuer’s specific facts, what disclosure should be
provided in a manner that is consistent with the guidance. The outline is as follows:

I.  Gross Funded Exposure
a. Countries
i. The basis for the countries selected for disclosure.
ii. The basis for determining the domicile of the exposure.
b. Type of Counterparty

i. Separate categories of exposure to sovereign and non-sovereign
counterparties.

1. Sovereign exposures consist of financial instruments entered
into with sovereign and local governments.

2. Non-sovereign exposures comprise exposure to corporations
and financial institutions. To the extent material, separate dis-
closure may be required between financial and non-financial
institutions.

c. Categories of Financial Instruments

i. Categories to be considered for disclosure include loans and leases,
held-to-maturity securities, available-for-sale securities, trading secu-
rities, derivatives, and other financial exposures to arrive at gross-
funded exposure.

1. For loans and leases, the gross amount prior to the deduction of
the impairment provision and the net amount after the impair-
ment provision.

2. For held-to-maturity securities, the amortized cost basis and the
fair value.

76
RR DONNELLEY



THE PROXY SEASON FIELD GUIDE

3. For available-for-sale securities, the fair value, and if material,
the amortized cost basis.

4. For trading securities, the fair value.

5. For derivative assets, the fair value, except that amount could be
offset by the amount of cash collateral applied if separate foot-
note disclosure quantifying the amount of the offset is provided.

6. For credit default contracts sold, the fair value and the notional
value of protection sold, along with a description of the events
that would trigger payout under the contracts.

7.  For other financial exposures, to the extent carried at fair value,
the fair value. To the extent carried at amortized cost, the gross
amount prior to the deduction of impairment and the net amount
after impairment.

II.  Unfunded Exposure

a.

b.

The amount of unfunded commitments by type of counterparty and by coun-
try.

The key terms and any potential limitations of the counterparty being able to
draw down on the facilities.

III. Total Gross Exposure (Funded and Unfunded)

a.

The effect of gross funded exposure and total unfunded exposure should be
subtotaled to arrive at total gross exposure as of the balance sheet date, sepa-
rated between type of counterparty and by country.

Appropriate footnote disclosure may be provided highlighting additional key
details, such as maturity information for the exposures.

IV. Effects of Credit Default Protection to Arrive at Net Exposures.

a.

The effects of credit default protection purchased separately by counterparty
or country.

The fair value and notional value of the purchased credit protection.
The nature of payout or trigger events under the purchased credit protection

contracts.
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d. The types of counterparties that the credit protection was purchased from
and an indication of the counterparty’s credit quality.

e.  Whether credit protection purchased has a shorter maturity date than the
bonds or other exposure against which the protection was purchased. If the
credit protection has a shorter maturity date, clarifying disclosure should be
provided about this fact, as well as the risks presented by the mismatch of
the maturity.

V. Other Risk Management Disclosures

a. How management is monitoring and/or mitigating exposures to selected
countries, including any stress testing that is being performed.

b. How management is monitoring and/or mitigating the effects of indirect
exposure in the analysis of risk. Disclosure should explain how the issuer
identifies their indirect exposures, provide examples of the identified
exposures, along with the level of the indirect exposures.

c. Current developments (rating downgrades, financial relief plans for
impacted countries, widening credit spreads, etc.) of the identified countries,
how those developments, or changes to them, could impact the issuer’s
financial condition, results of operations, liquidity or capital resources.

VI. Post-Reporting Date Events

a. Significant developments since the reporting date and the effects of those
events on the reported amounts.

As noted in the “Supplementary Information” section of Topic No. 4, the state-
ments in the CF Disclosure Guidance represent views of the Staff, and do not con-
stitute a new rule, regulation or statement of the SEC. Nonetheless, financial
institutions preparing disclosure for their SEC reports should carefully consider the
disclosure that should be provided in response to the Staff’s expectations, as the Staff’s
outline included in Topic No. 4 will likely serve as a roadmap for the type of com-
ments that the Staff will issue when reviewing the annual reports of any issuers with
European credit exposure in 2012. While the Staff has not sought to provide a “one-
size-fits-all” approach for these disclosures, Topic No. 4 does seek to provide key
principles that need to be considered when evaluating and describing European debt
exposures in upcoming SEC reports.
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CHANGES TO THE SEC’S REVIEW PROGRAM

On July 16, 2010, the SEC announced a restructuring of the Division of Corpo-
rate Finance that created three new offices, including an office for large and significant
financial services companies. Although most public companies will not be subject to
review by this new office, it is important to note that the office may become the arche-
type for a new “continuous review” approach that the Division of Corporation Finance
has been developing over the past few years. Institutions covered by the new office
will be subject to enhanced and continuous review of their filings and other dis-
closures, including press releases, presentations, websites and analyst reports, rather
than just a periodic review of documents filed with the SEC. The restructuring also
suggests that the SEC is focusing on ensuring that its Staff has expertise within an
industry and knowledge of trends within that industry.

The shift towards continuous review by the Staff is also evident in another recent
trend. Some issuers have received follow-up letters on their proxy statements, even
though the Staff had already completed its review of the issuer’s Form 10-K before the
proxy statement was filed. If a continuous review model is adopted more broadly by
the Staff, it could result in issuers spending more time responding to Staff comments.

In addition to the shift towards continuous review, the Staff has indicated that it
will begin reviewing documents outside of an issuer’s filings. This has been made
clear in the updates to the Staff’s statements in connection with the non-GAAP meas-
ures guidance discussed above. The Staff has expressed concern that issuers’ SEC fil-
ings seem to have become “compliance” documents, rather than communicative tools
that provide useful information to shareholders, and has suggested that it will look
outside of an issuer’s filings in its review of the issuer’s risk factors and MD&A. The
Staff has stated that it will focus on ensuring that the story an issuer is telling in its
SEC filings is consistent with the story being told elsewhere, including in earnings
releases, presentations, statements, news coverage and analyst reports. As a result,
issuers are now more likely to see comments that reference disclosure made in other
forums that raise questions or issues about the disclosures in filings.
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SHAREHOLDER ACTIVISM AND CORPORATE GOVERNANCE

INTRODUCTION

Continued shareholder concerns over corporate governance and executive com-
pensation issues will shape the outcome of votes in the 2012 proxy season. Issuers will
need to continue to focus on voting policies of institutional shareholders and proxy
advisory services when making corporate governance and executive compensation
decisions.

SHAREHOLDER PROPOSAL TRENDS IN THE 2011 PROXY SEASON

TRENDS IN SHAREHOLDER PROPOSALS

The 2011 proxy season saw a significant drop in the number of shareholder pro-
posals on executive compensation issues due to a decrease in proposals seeking to
establish an advisory vote on executive compensation. The number of governance
shareholder proposals continued to drop in 2011, possibly due to the focus on
Say-on-Pay. Trends included:

»  Greater support for declassification;

* Renewed interest in majority voting;

* Increased support for independent chair proposals; and
* Decreased support for takeover defense limits.

Average support for shareholder proposals on environmental and social issues
continued to rise in 2011:

» Political contribution shareholder proposals continued to focus attention on
corporate giving in political campaigns, with an increase in the number of
approaches following the 2010 Citizens United decision;

* Environmental shareholder proposals continued, with some obtaining sig-
nificant support levels;

» Sustainability proposals continued to decline in 2011; and

e Other typical proposals included sexual orientation non-discrimination,
health, and safety and recycling.
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Key shareholder proposals in 2012 include:

» Compensation-related proposals (i.e., pay-for-performance, clawback com-
pensation consultants, and conflicts of interest);

*  Proxy access shareholder proposals;
*  Majority voting for directors (particularly at Russell 3000 companies);

» Shareholder ability to call special meetings and take action by written con-
sent;

» Disclosure, limits, board oversight, and shareholder approval or ratification
of political contributions;

»  Split chairman/CEO proposals; and
* Auditor rotation proposals.

STAFF LEGAL BULLETIN NO. 14F

On October 18, 2011, the Division of Corporation Finance issued Staff Legal
Bulletin No. 14F (“SLB 14F”). SLB 14F clarified that only Depository Trust Corpo-
ration (“DTC”) participants should be viewed as “record” holders of securities that are
deposited with DTC. In accordance with this guidance, a shareholder that owns shares
through a broker or bank that is not a DTC participant must obtain and submit two
proof of ownership statements—one from the shareholder’s broker or bank confirming
the shareholder’s ownership and one from the DTC participant through which the
securities are held confirming the ownership of the shareholder’s broker or bank. A
company that seeks to exclude a shareholder proposal from its proxy materials on the
basis of proof of ownership now must take at least the following steps: (i) determine
whether the shareholder is a registered shareholder by checking its list of registered
shareholders; (ii) review the proof of ownership to see if the bank or broker providing
such proof is a DTC participant by comparing such bank or broker’s name against the
list of DTC participants; and (iii) notify the shareholder that the person that provided
proof of ownership is not a DTC participant and request that the shareholder obtain a
second letter demonstrating proof of ownership from the bank or broker that is a DTC
participant through which the other bank or broker holds shares.

SLB 14F also suggests that a sharecholder proponent use the following format to
have its broker or bank provide the required proof of ownership as of the date the

82
RR DONNELLEY



THE PROXY SEASON FIELD GUIDE

shareholder plans to submit the proposal: “As of [date the proposal is submitted],
[name of shareholder] held, and has held continuously for at least one year, [number of
securities] shares of [company name] [class of securities].”

Under new guidance provided in SLB 14F, if a shareholder proponent submits a
revised proposal before the company’s deadline, the company must accept the revised
proposal. If a shareholder submits a revised proposal after the company’s deadline, the
company does not have to accept the revised proposal. The Staff also notes in SLB
14F that an issuer which wishes to withdraw a no-action request for a proposal sub-
mitted by multiple proponents need only provide a letter from the lead proponent.
Lastly, the Staff now transmits Rule 14a-8 no-action responses by e-mail to companies
and proponents, provided that they include e-mail addresses for recipients in their
correspondence.

PROXY ACCESS IN 2012

Important developments with the SEC’s proxy access rule have resulted in 2012
being a season when proxy access shareholder proposals will come to some issuers’
ballots for the first time.

Section 971 of the Dodd-Frank Act provided the SEC with authority to promul-
gate “proxy access” rules, allowing specified shareholders to include director nomi-
nees in a company’s proxy materials. The Dodd-Frank Act did not prescribe specific
standards for these rules, and the SEC had in fact proposed proxy access rules prior to
enactment of the Dodd-Frank Act. The SEC issued final rules facilitating shareholder
director nominations on August 25, 2010, and such rules were scheduled to become
effective on November 15, 2010. However, the effectiveness of those rules was stayed
due to litigation challenging the rules.

Under Rule 14a-11 as adopted by the SEC, qualifying shareholders or groups
holding at least three percent of the voting power of a company’s securities, who had
held their shares for at least three years, would have had the right to include director
nominees in proxy materials upon meeting certain other requirements. An amendment
to Rule 14a-8 provided that companies may not exclude from their proxy materials
shareholder proposals for less restrictive proxy access procedures. However, on Sep-
tember 29, 2010, the Business Roundtable and Chamber of Commerce of the United
States of America filed a petition with the United States Court of Appeals for the Dis-
trict of Columbia Circuit (the “Court”) seeking judicial review of the changes to the
SEC’s proxy access rule, and on the same day filed with the SEC a request to stay the
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effective date of Rule 14a-11. On October 4, 2010, the SEC granted the request for a
stay of the Rule 14a-11 and associated rules pending resolution of the petition for
review by the Court.

On July 22, 2011, the Court vacated Rule 14a-11. The Court held that the SEC was
“arbitrary and capricious” in promulgating Rule 14a-11, based principally on the SEC’s
failure to adequately address the economic effects of the rule. The Court expressed sig-
nificant concerns about the conclusions that the SEC reached and the agency’s consid-
eration of comments during the course of the rulemaking. The Court did not address the
First Amendment challenge to the rule that had been raised by the petitioners. On Sep-
tember 6, 2011, the SEC issued a statement indicating that it would not seek rehearing of
the Court’s decision, nor would it seek Supreme Court review of the decision however,
the SEC’s staff would continue to study the viability of a proxy access rule. The state-
ment also indicated that the amendment to Rule 14a-8 referenced above would go into
effect when the Court’s mandate was finalized, which occurred on September 14, 2011.
As a result, the amendments to Rule 14a-8 (along with other rules adopted in connection
with Rule 14a-11) became effective on September 20, 2011, following the SEC’s pub-
lication of a notice announcing the effective date of the rule changes.

The amendments to Rule 14a-8 may permit under certain circumstances the type of
“private ordering” for proxy access through the shareholder proposal process that many
commenters had supported in the course of the proxy access rulemaking. Under Rule
14a-8(i)(8), as amended, a company may no longer exclude under this basis for
exclusion a shareholder proposal that would amend or request that the company consider
amending governing documents to facilitate director nominations by shareholders or
disclosures related to nominations made by shareholders, as long as such proposal does
not conflict with Rule 14a-11 and is not otherwise excludable under some other proce-
dural or substantive basis in Rule 14a-8. The SEC also codified some of the Staff’s his-
torical interpretations of 14a-8(i)(8) which permitted exclusion of a shareholder proposal
that would: (i) seek to disqualify a nominee standing for election; (ii) remove a director
from office before the expiration of his or her term; (iii) question the competence, busi-
ness judgment or character of a nominee or director; (iv) nominate a specific individual
for election to the board of directors, other than through the Rule 14a-11 process, an
applicable state law provision, or an issuer’s governing documents; or (v) otherwise
affect the outcome of the upcoming election of directors.

While the SEC’s amendments to Rule 14a-8(i)(8) eliminated one basis to exclude
proxy access shareholder proposals, there may be other options for seeking to exclude
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proxy access shareholder proposals. An issuer could: (i) argue that the proposal is
contrary to the proxy rules under Rule 14a-8(i)(3), i.e., the resolution contained in the
proposal is inherently vague or indefinite; (ii) that by adopting its own proxy access
bylaw amendment, the shareholder’s proxy access proposal has been “substantially
implemented” under Rule 14a-8(i)(10); (iii) the shareholder proposal conflicts with a
similar company-sponsored proposal under Rule 14a-8(i)(9) or (iv) other potential
bases for exclusion that may be applicable based on the wording of the proposal and
supporting statement.

Many companies are taking a “wait-and-see” approach with respect to amending
their bylaws to permit proxy access in order to allow greater flexibility in responding
to a future shareholder proposal. There have been approximately seventeen proxy
access shareholder proposals in the months since these Rule 14a-8 amendments
became effective. A number of these proposals have been based on a model proxy
access proposal drafted by U.S. Proxy Exchange, an organization of retail investors.
These shareholder proposals tend to have lower ownership thresholds and shorter
holding period requirements than the SEC rule that was vacated. In this regard, the
ownership threshold is usually between 1% and 5% of outstanding shares and the
length of ownership is usually between one and three years of continuous ownership.

KEY PROXY ADVISER VOTING GUIDELINES FOR 2012
INSTITUTIONAL SHAREHOLDER SERVICES

On November 17, 2011, ISS, the leading proxy advisory firm, released 2012
updates to its U.S. proxy voting guidelines. The policy updates include revisions to
ISS’s pay-for-performance policy and methodology. Other significant updates relate to
the responsiveness of boards of directors to prior Say-on-Pay votes, and the frequency
of such votes, as well as revisions to the policy on proxy access in the wake of
revisions to the SEC shareholder proposal rules. The ISS policy changes are effective
for shareholder meetings on or after February 1, 2012.

Pay-for-Performance Policy

As part of its evaluation of a company’s Say-on-Pay proposal, ISS conducts a
pay-for-performance evaluation that considers the alignment of the CEO’s pay with
company performance over time. ISS has revised its approach to pay-for-performance
in response to comments from both investors and issuers that pay-for-performance
should be viewed in a long-term context rather than focusing only on the most recent
year. As a result, ISS has made some changes to its pay-for-performance analysis to
consider pay and performance over a longer time frame.
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The new approach to pay-for-performance begins with a quantitative analysis for
companies in the Russell 3000 index. The quantitative analysis considers both peer
group alignment and absolute alignment. ISS generally establishes a peer group of
14-24 companies based on market capitalization, revenue and industry group.

The peer group alignment has two components. The first is the degree of align-
ment between the company’s total shareholder return rank within the peer group and
the CEQO’s total pay rank within the peer group. This alignment is measured over both
a one-year and a three-year period, with the periods weighted 40% and 60%,
respectively. The second component is the multiple of the CEO’s total pay relative to
the median CEO pay in the peer group.

The absolute alignment portion of the quantitative analysis looks at the alignment
between the trend in CEO pay and company total shareholder return over the prior five
fiscal years. ISS indicates that this is the difference between the trend in annual
changes to compensation and the trend in annual total stockholder return over the five-
year period.

For companies in the Russell 3000 index, if the quantitative analysis does not
demonstrate unsatisfactory pay-for-performance alignment, ISS would not conduct a
further qualitative analysis. For non-Russell 3000 index companies where a
pay-for-performance misalignment is otherwise suggested, and for companies for
which the quantitative analysis demonstrates unsatisfactory pay-for-performance
alignment, ISS will analyze the following qualitative factors: (i) the ratio of
performance-to time-based equity awards; (ii) the ratio of performance-based compen-
sation to overall compensation; (iii) the completeness of disclosure and rigor of per-
formance goals; (iv) the company’s peer group benchmarking practices; (v) actual
results of certain financial and operational metrics; (vi) special circumstances (e.g.,
new CEO); and (vii) any other relevant factors.

ISS indicates that its revised approach will better address market needs and
identify pay-for-performance alignment over a longer period of time, which will give
institutional investors a better view of the relationship between executive pay and
company performance over time.

Response to Say-on-Pay Vote

For most U.S. public companies, the 2011 proxy season was the first year the
company conducted a Say-on-Pay vote mandated by Section 951 of the Dodd-Frank
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Act. As part of the rules implementing Section 951 of the Dodd-Frank Act, the SEC
requires an issuer to discuss in its CD&A whether, and if so, how, the issuer consid-
ered the results of the most recent Say-on-Pay vote in determining compensation poli-
cies and decisions.

Even though any company that conducted a Say-on-Pay vote in 2011 will be
required to discuss the results in its 2012 CD&A, ISS has indicated that it will focus on
issuers whose prior-year Say-on-Pay votes received the support of less than 70% of the
votes cast. ISS will recommend voting, on a case-by-case basis, against members of the
compensation committee (or, in exceptional cases, the full board) if the prior-year
Say-on-Pay vote received the support of less than 70% of the votes cast, but will take
into account the company’s response, including the disclosure of its efforts to engage
with institutional investors and the specific actions it has taken to address the issues that
contributed to the low level of support. In formulating its recommendation, ISS will also
consider whether the issues are recurring or isolated, the company’s ownership structure
and whether the support for the Say-on-Pay vote was less than 50%.

Any company that received less than a very high level of support for its 2011
Say-on-Pay proposal should describe in detail its efforts to engage with its major
shareholders and discuss the relevant changes to its compensation policies in light of
the Say-on-Pay vote results. Companies that received support for Say-on-Pay at levels
less than 70%, however, should formulate their CD&A discussions with particular care
given this new policy from ISS.

Response to the Say-on-Frequency Vote

Another aspect of Section 951 of the Dodd-Frank Act was that shareholders must
also vote, on a non-binding basis, on the frequency of Say-on-Pay votes. Shareholders
are given the choice of having Say-on-Pay votes every year, every two years or every
three years.

As part of its 2012 policy update, ISS indicates that it will recommend voting
against or withholding votes from the entire board (other than new nominees) if the
board implements a Say-on-Pay vote on a less frequent basis than the frequency that
received a majority of the votes cast in the most recent frequency vote. For example, if
a majority of the votes cast favor a frequency of every year for Say-on-Pay votes, and
the board of directors instead opts to conduct Say-on-Pay votes every three years, ISS
would recommend voting against or withholding votes from each director in the
upcoming proxy season.
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ISS indicates that in cases where no one choice of frequency receives the support
of a majority of the votes cast, the preferences of shareholders may be unclear. In these
circumstances, ISS will consider its recommendation on a case-by-case basis, taking
into account the board of director’s rationale for its frequency decision, ownership
structures, compensation concerns, and the level of support for Say-on-Pay.

Proxy Access Proposals

While the ISS policy on proxy access proposals remains a case-by-case approach,
ISS indicates that it is expanding the factors that it will examine in formulating a
recommendation on both shareholder and management proxy access proposals. These
factors include the ownership threshold, both the percentage of ownership and the
duration of ownership, the maximum proportion of directors that shareholders may
nominate in a year, and the method for determining which nominations should appear
on the ballot if there are multiple shareholder nominations.

Other Policy Changes

In addition, ISS has changed its approach to recommendations on proposals to
approve compensation plans for newly public companies that will entail a full equity
plan evaluation when a company presents an equity plan proposal to comply with the
provisions of Section 162(m) of the Internal Revenue Code. Under its prior approach,
ISS typically recommended voting in favor of plan amendments to comply with Sec-
tion 162(m).

ISS has also updated its policies to take a case-by-case approach to exclusive
venue management proposals and to consolidate the factors it will consider on pro-
posals on dual-class common stock structures. The 2012 policy update also changes
the approach to proposals requiring corporate political contribution disclosure from
case-by-case consideration to generally recommending voting in favor of such pro-
posals. Finally, ISS has amended its policies on certain social and environmental
issues, including hydraulic fracturing, recycling, lobbying issues, workplace safety and
water issues.

GLASS LEwis

The proxy advisory service Glass Lewis has recently updated its voting policies
in light of the 2011 Say-on-Pay experience and other developments for the 2012 proxy
season.
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Response to Say-on-Pay Vote

Glass Lewis expects that directors at companies that received a significant vote
against Say-on-Pay (which Glass Lewis considers to be anything greater than 25% of
the votes cast) must demonstrate some level of shareholder engagement and
responsiveness to shareholder concerns which led to the adverse vote result. If the
board of directors has not demonstrated active engagement with shareholders, Glass
Lewis will recommend voting against or withholding votes from compensation com-
mittee members.

Poison Pills and Classified Boards

Under revised Glass Lewis policy, when a classified board adopts a poison pill
without shareholder approval within the prior 12 months and shareholders are unable
to vote against all members of the board due to the staggered structure, Glass Lewis
will recommend a vote against the remaining directors in the next year that they are up
for election.

Exclusive Forum Provisions

In Glass Lewis’s view, any charter or bylaw provision limiting a shareholder’s
choice of legal venue is not in the best interest of shareholders—such as “forum
selection clauses”—may effectively discourage the use of shareholder derivative
claims by increasing the associated costs and making them more difficult to pursue. As
a result, Glass Lewis believes that shareholders should be wary of approving any limi-
tation on their legal recourse, including limiting themselves to a single jurisdiction
without compelling evidence that it will benefit shareholders. As a result, Glass Lewis
generally recommends that shareholders vote against any bylaw or charter amendment
seeking to adopt an exclusive forum provision. In the event that a company seeks
shareholder approval of a forum selection provision as part of a bundled bylaw or
charter amendment rather than as a separate proposal, Glass Lewis will weigh the
benefits of the other bundled provisions when determining its ultimate voting recom-
mendation.

When a board adopts a forum selection provision without shareholder approval,
or if a board is currently seeking shareholder approval of a forum selection clause
pursuant to a bundled bylaw or charter amendment rather than as a separate proposal,
Glass Lewis will recommend voting against the chairman of the corporate governance
committee. In those cases where the board adopts an exclusive forum provision prior
to the issuer’s initial public offering, Glass Lewis will recommend voting against the
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chairman of the corporate governance committee, or in the absence of such a commit-
tee, the chairman of the board, who served during the period when the exclusive forum
provision was adopted.

Political Spending Shareholder Proposals

Reflecting a change in policy, Glass Lewis will recommend voting in favor of
proposals requesting reports on or increased disclosure of political spending if there is
no explicit board oversight of corporate political spending.

Proxy Access

Glass Lewis will consider recommending support of what it deems to be well-
crafted and reasonable proxy access proposals. Glass Lewis believes that, in some
cases, adoption of a proxy access provision will allow for improved shareholder rights
and ensures that shareholders with long-term interests in an issuer have an opportunity
to nominate candidates to the board. Glass Lewis reviews proxy access proposals on a
case-by-case basis, and considers the following factors in its analysis: (i) issuer size;
(ii) the shareholder proponent and their reasoning for putting forth the proxy access
proposal; (iii) the percentage ownership requested and holding period requirement;
(iv) the shareholder base, both in terms of percentage of ownership and type of owner-
ship; (v) responsiveness of the board and management to shareholders, as evidenced
by progressive shareholder rights policies; (vi) company performance and steps taken
to improve poor performance; (vii) the existence of anti-takeover protections or other
entrenchment devices; and (viii) opportunities for shareholder action, i.e., to act by
written consent or the right to call a special meeting.

CHANGES TO NYSE POLICY REGARDING DISCRETIONARY VOTING ON
GOVERNANCE MATTERS

The NYSE recently sent out a notice to its members regarding broker discre-
tionary voting on certain corporate governance proposals. The notice relates to the
application of NYSE Rule 452 to certain types of corporate governance proxy pro-
posals. NYSE Rule 452 governs when NYSE member organizations may vote
customer shares without specific client instructions.

In the past, the NYSE had determined that certain corporate governance proposals
should be treated as “Broker May Vote” matters for uninstructed shares when the
subject proposal is supported by company management. As a result brokers had
“discretionary” authority to vote the shares in the absence of any instruction from the
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ultimate beneficial owner. In light of the narrowing of circumstances where discre-
tionary broker voting is permitted as a result of SEC rule changes and the enactment of
the Dodd-Frank Act, the NYSE reexamined its treatment of corporate governance
proposals under NYSE Rule 452, and determined that, effective for the 2012 proxy
season, the NYSE will no longer continue its prior approach of permitting discre-
tionary broker voting of uninstructed shares on these proposals. Proposals that the
NYSE had previously ruled as “Broker May Vote,” including, for example, proposals
to declassify the board of directors, majority voting in the election of directors, elimi-
nating supermajority voting requirements, providing for the use of consents, providing
rights to call a special meeting, and certain types of anti-takeover provision overrides,
will now be treated as “Broker May Not Vote” matters.
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REVISITING KEY CORPORATE GOVERNANCE
AND DISCLOSURE POLICIES

INTRODUCTION

A number of important regulatory, legislative, and market developments arising
since the onset of the financial crisis have made this an ideal time to revisit your key
corporate governance and disclosure policies in order to determine whether changes
should be made to reflect current law, standards, or best practices, and to determine
whether additional policies should be implemented in light of recent events. Many of
these key policies are critical to help protect the company and its employees from
potential securities law violations, and to provide assurance to investors and others that
the issuer is maintaining an appropriate “tone at the top” through the implementation
of the latest corporate governance best practices.

Much like the financial scandals that brought about the enactment of the
Sarbanes-Oxley Act, the recent financial crisis and the enactment of the Dodd-Frank
Act has focused attention on the corporate governance and disclosure practices of all
issuers. Following the enactment of the Sarbanes-Oxley Act, issuers embarked on an
extraordinary effort to revise or document, for the first time, many key corporate
governance and disclosure policies, whether due to SEC disclosure requirements, list-
ing standards, or as a result of evolving standards of best practices. These policies
should not be static, but rather should continually be reassessed in light of a changing
legal landscape and the issuer’s needs. Against the backdrop of the recent financial
crisis and the related legislative and regulatory responses, and given the recent ini-
tiatives by shareholders and proxy advisory firms, now is an ideal time for issuers to
revisit many of these policies to determine whether revisions should be made to exist-
ing policies or whether new policies are needed. In addition, when reassessing its poli-
cies, an issuer should not overlook the need to revisit the methodology used for
communicating and training employees on the policies in order to ensure that those
impacted by the policies fully understand what is required, how to comply, and the
potential consequences of non-compliance.

There is no one-size-fits-all approach to corporate governance and disclosure
policies. The following suggestions may or may not be applicable to an issuer based
on its individual circumstances. Nevertheless, it is useful to compare your company’s
policies to the latest standards to ensure that best practices are considered and
implemented, as appropriate.
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INSIDER TRADING POLICIES

BACKGROUND

Concerns about insider trading are by no means a new issue for issuers. In light of
the mandates of the Insider Trading and Securities Fraud Enforcement Act of 1988,
general corporate compliance considerations for directors seeking to fulfill their fidu-
ciary duties, and concerns about reputational risks arising from potential insider trad-
ing claims, insider trading policies have become a mainstay of corporate compliance
programs.

Recent trends with enforcement proceedings brought by the SEC and criminal
proceedings brought by federal prosecutors have demonstrated a renewed interest in
insider trading cases, with a particular focus in recent months on large and complex
insider trading rings involving high-profile individuals. In 2009, for example, the SEC
filed 35 insider trading actions and federal prosecutors brought criminal charges
involving insider trading against 31 individuals. These cases have involved parallel
civil and criminal proceedings, aggressive penalties, and in some cases, an expanded
scope of insider trading law. Overall, this recent insider trading activity is reminiscent
of the Ivan Boesky-related scandals of the 1980s in both the scope of the investigations
and the level of media attention.

One of the notable developments with these recent insider trading cases is the
allegations against employees (including high- profile employees) of issuers that
undoubtedly had robust insider trading policies in place. This is a reminder that simply
having a policy in place is not sufficient if the policy is not promoted and enforced
within an issuer. The increased level of enforcement activity provides a good oppor-
tunity to revisit the insider trading policy, both in terms of its content and the way in
which employees are trained on the applicability of the policy to them.

In addition to concerns about stepped-up enforcement efforts, the financial crisis
has particularly highlighted practices that are worth revisiting in the context of insider
trading policies, including the practice of allowing employees to hedge, pledge, or sell
short the company’s securities, or engage in derivative transactions that have the same
or similar effect. These activities can have significant consequences both for the
employee and the company, and thus now warrant a closer look.
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POTENTIAL CONSIDERATIONS FOR INSIDER TRADING POLICIES

While there are many considerations that should be taken into account in drafting
or revising an insider trading program, several key areas should be reviewed in light of
recent events.

Pre-clearance Requirements and Blackout Periods

Many issuers have pre-clearance requirements and a trading blackout period. The
pre-clearance requirements of an insider trading policy generally require directors, offi-
cers, and certain employees to pre-clear all of their trades in the issuer’s securities with a
designated officer of the issuer. A trading blackout period is defined as a specific period
of time when the issuer’s officers, executives, and certain employees are prohibited from
trading in the issuer’s stock, except for specific exceptions. The date for beginning
blackout periods may range from as early as 30 days before the end of the quarter to the
end of the quarter or even, in some cases, a day or two after the end of the quarter,
depending largely on the specific nature of the issuer’s business. Today, blackout peri-
ods will typically last until the market has had time to absorb the earnings release and
reflect the information from the release in the stock price, which typically may be from
one to three trading days after the earnings release. In light of recent events, issuers
should evaluate whether additional executive officers or employees should be covered
by pre-clearance requirements and blackout periods in light of their potential direct or
indirect access to material non-public information. In addition, issuers should consider
adopting specific procedures that would impose blackout periods on selected employees
in connection with specific events, such as during the consideration of major strategic
decisions, including contemplated acquisitions or dispositions, as well as potential cus-
tomer wins, vendor problems, or other potential material events. In the case of special
blackout periods, it is important to evaluate employees’ abilities to access potential
material non-public information, and, in some cases, a blackout on trading may be
appropriate for all employees and directors. In this regard, it is important for employees
to understand the significant ramifications that can result from disclosing pending trans-
actions or other special situations to co-workers, family members, or others when a
blackout period has been imposed.

Sharing Information About and Trading in Securities of Other Companies

While the focus of the insider trading program should be on trading in the issuer’s
securities, it is also important for the insider trading policy to contain provisions (or,
alternatively to include provisions in the code of conduct) which make clear that
employees have an obligation to maintain the confidentiality of information about
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companies that may potentially be acquisition targets, business partners, vendors,
customers, etc., when the information is derived from a business relationship with
those entities. In this regard, employees should be advised through the policy that they
should not trade in the securities of other companies based on information derived
from their course of dealings with those companies.

Pledging, Hedging, Short Sales and Other Similar Activities — Significant market
swings in connection with the financial crisis focused attention on the issues arising in

connection with the practice of pledging shares by executives of public companies.
The last time this issue received so much attention was in the midst of the WorldCom
scandal, when Bernie Ebbers, the former Chairman and CEO of WorldCom, was
forced to liquidate his considerable holdings of WorldCom stock as the price rapidly
declined following disclosure of the scandal. The pledging of securities has, in some
circumstances, raised concerns as to whether the executive’s or 