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SECURITIES AND EXCHANGE
COMMISSION

17 CFR Parts 228, 229, 239, 240, 245,
249 and 274

[Release Nos. 33-8655; 34-53185; IC—
27218; File No. S7-03-06]

RIN 3235-AI80
Executive Compensation and Related
Party Disclosure

AGENCY: Securities and Exchange
Commission.

ACTION: Proposed rule.

SUMMARY: The Securities and Exchange
Commission is proposing amendments
to the disclosure requirements for
executive and director compensation,
related party transactions, director
independence and other corporate
governance matters and security
ownership of officers and directors.
These amendments would apply to
disclosure in proxy and information
statements, periodic reports, current
reports and other filings under the
Securities Exchange Act of 1934 and to
registration statements under the
Exchange Act and the Securities Act of
1933. We also propose to require that
disclosure under the amended items
generally be provided in plain English.
The proposed amendments are intended
to make proxy statements, reports and
registration statements easier to
understand. They are also intended to
provide investors with a clearer and
more complete picture of the
compensation earned by a company’s
principal executive officer, principal
financial officer and highest paid
executive officers and members of its
board of directors. In addition, they are
intended to provide better information
about key financial relationships among
companies and their executive officers,
directors, significant shareholders and
their respective immediate family
members.

DATES: Comments should be received on
or before April 10, 2006.

ADDRESSES: Comments may be
submitted by any of the following
methods:

Electronic Comments

e Use the Commission’s Internet
comment form (http://www.sec.gov/
rules/proposed.shtml); or

¢ Send an e-mail to rule-
comments@sec.gov. Please include File
Number S7-03-06 on the subject line;
or

e Use the Federal Rulemaking Portal
(http://www.regulations.gov). Follow the
instructions for submitting comments.

Paper Comments

e Send paper comments in triplicate
to Nancy M. Morris, Secretary,
Securities and Exchange Commission,
100 F Street, NE., Washington, DC
20549-9303.

All submissions should refer to File
Number S7-03-06. This file number
should be included on the subject line
if e-mail is used. To help us process and
review your comments more efficiently,
please use only one method. The
Commission will post all comments on
the Commission’s Internet Web site
(http://www.sec.gov/rules/proposed/
shtml). Comments are also available for
public inspection and copying in the
Commission’s Public Reference Room,
100 F Street, NE, Washington, DC
20549. All comments received will be
posted without change; we do not edit
personal identifying information from
submissions. You should submit only
information that you wish to make
publicly available.

FOR FURTHER INFORMATION CONTACT:
Anne Krauskopf, Carloyn Sherman, or
Daniel Greenspan, at (202) 551-3500, in
the Division of Corporation Finance,
U.S. Securities and Exchange
Commission, 100 F Street, NE,
Washington, DC 20549-3010 or, with
respect to questions regarding
investment companies, Kieran Brown in
the Division of Investment Management,
at (202) 551-6784.

SUPPLEMENTARY INFORMATION: We
propose to amend: Items 201, 306,2
401,3 402,% 403 5 and 404 6 of
Regulations S-K7 and S-B,8 Item 601 9
of Regulation S-K, Item 1107 1° of
Regulation AB,? and Rule 100 2 of
Regulation BTR.13 We also propose to
add new Item 407 to Regulations S—K
and S-B. In addition, we propose to
amend Rules 13a-11,14 14a—6,15 14c—
5,16 15d—11 7 and 16b—3 18 under the
Securities Exchange Act of 1934.19 We
propose to add Rules 13a-20 and 15d-
20 under the Exchange Act. We further

117 CFR 229.201 and 17 CFR 228.201.
217 CFR 229.306 and 17 CFR 228.306.
317 CFR 229.401 and 17 CFR 228.401.
417 CFR 229.402 and 17 CFR 228.402.
517 CFR 229.403 and 17 CFR 228.403.
617 CFR 229.404 and 17 CFR 228.404.
717 CFR 229.10 et seq.

817 CFR 228.10 et seq.

917 CFR 229.601.

1017 CFR 229.1107.

1117 CFR 229.1100 et seq.

1217 CFR 245.100.

1317 CFR 245.100 et seq.

1417 CFR 240.13a-11.

1517 CFR 240.14a—6.

1617 CFR 240.14c-5.

1717 CFR 240.15d-11.

1817 CFR 240.16b-3.

1915 U.S.C. 78a et seq.

propose to amend Schedule 14A 20
under the Exchange Act, as well as
Exchange Act Forms 8-K,21 10,22
10SB,23 10-Q,24 10-QSB,25 10-K,26 10—
KSB 27 and 20-F.28 Finally, we propose
to amend Forms SB-2,29 S—1,30 §-3,31
S—432 and S—11 33 under the Securities
Act, Forms N-1A,34 N-2,35 and N-3 36
under the Securities Act and the
Investment Company Act of 1940,37 and
Form N-CSR 38 under the Investment
Company Act and the Exchange Act.
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I. Background and Overview of the
Proposals

We are proposing revisions to our
rules governing disclosure of executive
compensation, director compensation,
related party transactions, director
independence and other corporate
governance matters and current
reporting regarding compensation
arrangements. The proposed revisions to
the compensation disclosure rules are
intended to provide investors with a
clearer and more complete picture of
compensation to principal executive
officers, principal financial officers, the
other highest paid executive officers and
directors.

Closely related to executive officer
and director compensation is the
participation by executive officers,
directors, significant shareholders and
other related persons in financial
transactions and relationships with the
company. We are also proposing to
revise our disclosure rules regarding
related party transactions and director
independence and board committee
functions.

Finally, some compensation
arrangements must be disclosed under
our recently revised rules relating to
current reports on Form 8-K. We
propose to reorganize and more
appropriately focus our requirements on
the type of compensation information
that should be disclosed on a real-time
basis.

Since the enactment of the Securities
Act and the Exchange Act,39 the

39Initially, disclosure requirements regarding
executive and director compensation were set forth
in Schedule A to the Securities Act and Section
12(b) of the Exchange Act, which list the type of
information to be included in Securities Act and
Exchange Act registration statements. Item 14 of
Schedule A called for disclosure of the
“remuneration, paid or estimated to be paid, by the
issuer or its predecessor, directly or indirectly,
during the past year and ensuing year to (a) the

Commission has on a number of
occasions explored the best methods for
communicating clear, concise and
meaningful information about executive
and director compensation and
relationships with the issuer.4? The
Commission also has had to reconsider
executive and director compensation
disclosure requirements in light of
changing trends in executive
compensation. Most recently, in 1992,
the Commission adopted amendments
to the disclosure rules that eschewed a
mostly narrative disclosure approach
adopted in 1983 in favor of formatted
tables that captured all compensation,
while categorizing the various elements
of compensation and promoting
comparability from year to year and
from company to company.4?

We believe this tabular approach
remains a sound basis for disclosure.
However, especially in light of the
complexity of and variations in
compensation programs, the very
formatted nature of the current rules
results in too many cases in disclosure
that does not inform investors
adequately as to all elements of
compensation. In those cases investors
may lack material information that we
believe they should receive.

We are thus today proposing an
approach that builds on the strengths of

directors or persons performing similar functions,
and (b) its officers and other persons, naming them
wherever such remuneration exceeded $25,000
during any such year.” Section 12(b) of the
Exchange Act as enacted required disclosure of “(D)
the directors, officers, and underwriters, and each
security holder of record holding more than 10 per
centum of any class of any equity security of the
issuer (other than an exempted security), their
remuneration and their interests in the securities of,
and their material contracts with, the issuers and
any person directly or indirectly controlling or
controlled by, or under direct or indirect common
control with the issuer;” and “(E) remuneration to
others than directors and officers exceeding $20,000
per annum.”

40n 1938, the Commission promulgated its first
executive and director compensation disclosure
rules for proxy statements. Release No. 34—1823
(Aug. 11, 1938). At different times thereafter, the
Commission has adopted rules mandating narrative,
tabular, or combinations of narrative and tabular
disclosure as the best method for presenting
compensation disclosure in a manner that is clear
and useful to investors. See e.g., Release No. 34—
3347 (Dec. 18, 1942) [7 FR 10653] (introducing first
tabular disclosure); Release No. 34—4775 (Dec. 11,
1952) [17 FR 11431] (introducing separate table for
pensions and deferred remuneration); Uniform and
Integrated Reporting Requirements: Management
Remuneration, Release No. 33-6003 (Dec. 4, 1978)
[43 FR 58151] (expanding tabular disclosure to
cover all forms of compensation); and Disclosure of
Executive Compensation, Release No. 33-6486
(Sept. 23, 1983) [48 FR 44467] (the “1983 Release”)
(limiting tabular disclosure to cash remuneration).

41 Executive Compensation Disclosure, Release
No. 33-6962 (Oct. 16, 1992) [57 FR 48125] (the
1992 Release”’); See also Executive Compensation
Disclosure; Securityholder Lists and Mailing
Requests, Release No. 33-7032 (Nov. 22, 1993) [58
FR 63010], at Section II.
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the current requirements rather than
discarding them. However, today’s
proposals do represent a thorough
rethinking of our current rules that
would combine a broader-based tabular
presentation with improved narrative
disclosure supplementing the tables.
This proposed approach would promote
clarity and completeness of numerical
information through an improved
tabular presentation, continue to
provide the ability to make comparisons
using tables, and call for material
qualitative information regarding the
manner and context in which
compensation is awarded and earned.

The proposals that we publish for
comment today would require that all
elements of compensation must be
disclosed. We also seek to structure the
revised requirements sufficiently
broadly so that, if they are adopted, they
will continue to operate effectively as
new forms of compensation are
developed in the future.

Under our proposals, compensation
disclosure would begin with a narrative
providing a general overview. Much like
the overview that we have encouraged
companies to provide with their
Management’s Discussion and Analysis
of Financial Condition and Results of
Operations (MD&A),%2 the proposed
Compensation Discussion and Analysis
would call for a discussion and analysis
of the material factors underlying
compensation policies and decisions
reflected in the data presented in the
tables. This overview would address in
one place these factors with respect to
both the separate elements of executive
compensation and executive
compensation as a whole.

Following the Compensation
Discussion and Analysis, we propose to
organize detailed disclosure of
executive compensation into three
broad categories:

e Compensation with respect to the
last fiscal year (and the two preceding
fiscal years), as reflected in a revised
Summary Compensation Table that
presents compensation paid currently or
deferred (including options, restricted
stock and similar grants) and
compensation consisting of current
earnings or awards that are part of a
plan, and as supplemented by two
tables providing back-up information for
certain data in the Summary
Compensation Table;

e Holdings of equity-related interests
that relate to compensation or are

42Jtem 303 of Regulation S-K [17 CFR 229.303].
See also Commission Guidance Regarding
Management’s Discussion and Analysis of Financial
Condition and Results of Operations, Release No.
33-8350 (Dec. 19, 2003) [68 FR 75055], at Section
IILA.

potential sources of future gains, with a
focus on compensation-related equity
interests that were awarded in prior
years (and disclosed as current
compensation for those years) and are
“at risk,” as well as recent realization on
these interests, such as through vesting
of restricted stock and similar
instruments or the exercise of options
and similar instruments; and

¢ Retirement and other post-
employment benefits, including
retirement and defined contribution and
other deferred compensation plans,
other retirement benefits and other post-
employment benefits, such as those
payable in the event of a change in
control.

We propose to require improved
tabular disclosure for each of the above
three categories that would be
supplemented by appropriate narrative
that provides material information
necessary to an understanding of the
information presented in the individual
tables.43 We are also proposing a new
disclosure requirement of the total
compensation and job description of up
to an additional three most highly
compensated employees who are not
executive officers or directors but who
earn more than the highest paid
executive officers.

Finally, we propose a director
compensation table that is similar to the
proposed Summary Compensation
Table.44

We also propose to modify some of
the recently expanded Form 8-K
requirements regarding compensation.
Form 8-K requires disclosure on a
current basis of the entry into,

43 As discussed in more detail below, this
narrative disclosure, together with the
Compensation Discussion and Analysis noted
above, would replace the currently required
Compensation Committee Report and the
Performance Graph. Unlike the current
requirements under which both the report and the
graph, although physically included in the proxy
statement, need only be furnished to the
Commission, the proposed narrative disclosure,
along with the rest of the proposed executive officer
and director compensation, would be company
disclosure filed with the Commission.

Current Item 402(a)(9) of Regulation S—K provides
that the Compensation Committee Report and
Performance Graph “‘shall not be deemed to be
“soliciting material” or to be “filed”” with the
Commission or subject to Regulations 14A or 14C
[17 CFR 240.14a-1 et seq. or 240.14c—1 et seq.],
other than as provided in this item, or to the
liabilities of section 18 of the Exchange Act [15
U.S.C. 78r], except to the extent that the registrant
specifically requests that such information be
treated as soliciting material or specifically
incorporates it by reference into a filing under the
Securities Act or the Exchange Act.”

44 We made similar proposals, which we did not
act on, regarding director compensation in 1995.
Streamlining and Consolidation of Executive and
Director Compensation Disclosure, Release No. 33—
7184 (Aug. 6, 1995) [60 FR 35633] (the 1995
Release”), at Section 1.B.

amendment of, and termination of,
material definitive agreements entered
into outside the ordinary course of
business within four business days of
the triggering event. Under our pre-
existing definitions of material
contracts, many agreements regarding
executive compensation are deemed to
be material agreements entered into
outside the ordinary course, and when,
for purposes of consistency, we adopted
those definitions for use in the
expanded Form 8-K requirements, we
incorporated all of these executive
compensation agreements into the
current disclosure requirements.
Therefore, many agreements regarding
executive compensation, including
some not related to named executive
officers, are required to be disclosed
within four business days of the
applicable triggering event. Consistent
with our intent in adopting the
expanded Form 8-K to capture only
events that are unquestionably or
presumptively material to investors, we
believe it is appropriate to modify the
Form 8-K requirements.

We believe that executive and director
compensation is closely related to
financial transactions and relationships
involving companies and their directors,
executive officers and significant
shareholders and respective immediate
family members. Disclosure
requirements regarding these matters
historically have been interconnected,
given that relationships among these
parties and the company can include
transactions that involve compensation
or analogous features. Such disclosure
also represents material information in
evaluating the overall relationship with
a company’s executive officers and
directors. Further, this disclosure
provides material information regarding
the independence of directors. The
current related party transaction
disclosure requirements were adopted
piecemeal over the years and were
combined into one disclosure
requirement beginning in 1982.45 In
light of the many developments since
then, including the increasing focus on
corporate governance and director
independence, we believe it is necessary
to revise our requirements. Today’s
proposals include amendments to
update, clarify and slightly expand the
related party transaction disclosure
requirements. The proposed
amendments would fold into the
disclosure requirements for related
party transactions the currently separate

45 Disclosure of Certain Relationships and
Transactions Involving Management, Release No.
33-6441 (Dec. 2, 1982) [47 FR 55661] (the “1982
Release”).
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disclosure requirement regarding
indebtedness of management and
directors.46 Further, we propose a
requirement that calls for a narrative
explanation of the independence status
of directors under a company’s director
independence policies, consistent with
recent significant changes to the listing
standards of the nation’s principal
securities trading markets.%” We also
propose to consolidate this and other
corporate governance disclosure
requirements regarding director
independence and board committees
into a single expanded disclosure
item.48

In order to ensure that these amended
requirements result in disclosure that is
clear, concise and understandable for
investors, we propose to add Rules 13a—
20 and 15d-20 under the Exchange Act
to require that most of the disclosure
provided in response to the amended
items be presented in plain English.
This proposal would extend the plain
English requirements currently
applicable to portions of registration
statements under the Securities Act to
the disclosure required under the
amended items in Exchange Act reports
and proxy or information statements
incorporated by reference into those
reports.

Finally, we propose to amend our
beneficial ownership disclosure
requirements to require disclosure of
shares pledged by named executive
officers, directors and director
nominees, as well as directors’
qualifying shares.

II. Executive and Director
Compensation Disclosure

As discussed above, executive and
director compensation disclosure has
been required since 1933, and the
Commission has had disclosure rules in
this area since 1938. In 1992, the
Commission proposed and adopted
substantially revised rules that embody
our current requirements.4® In doing so,
the Commission moved away from
narrative disclosure and back to using
tables that permit comparability from
year to year and from company to
company. We believe that while the

46 Related party transactions are currently
disclosed under Items 404(a) of Regulations S—K
and S-B. Indebtedness is currently disclosed under
Item 404(c) of Regulation S-K.

47 See, e.g., NASD and NYSE Rulemaking:
Relating to Corporate Governance, Release No. 34—
48745 (Nov. 4, 2003) [68 FR 64154] (the “NASD and
NYSE Listing Standards Release”). This proposal
would replace our existing disclosure requirement
about director relationships that can affect
independence.

48 Proposed Item 407 of Regulation S-K and
Regulation S-B.

491992 Release.

reasoning behind this approach remains
fundamentally sound, significant
changes are appropriate. Much of the
concern with the current tables is also
their strength: they are highly formatted
and rigid.5° Thus, information not
specifically called for in the tables is
sometimes not provided. For example,
the highly formatted and specific
approach has led some to suggest that
items that do not fit squarely within a
“box” specified by the rules need not be
disclosed.5! As another example,
because the tables do not call for a
single figure for total compensation, that
information is generally not provided,
although there is considerable
commentary indicating that a single
total figure is high on the list of
information that some investors wish to
have. To preserve the strengths of the
current approach and build on them, we
propose several steps:

o First, retaining the tabular approach
to provide clarity and comparability
while improving the tabular disclosure
requirements;

e Second, confirming that all
elements of compensation must be
included in the tables;

e Third, providing a format for the
Summary Compensation Table that
requires disclosure of a single figure for
total compensation; and

¢ Finally, requiring narrative
disclosure comprising both a general
discussion and analysis of
compensation and specific material
information regarding tabular items
where necessary to an understanding of
the tabular disclosure.52

A. Compensation Discussion and
Analysis

We propose requiring a new
Compensation Discussion and Analysis
section.®3 This section would be an

50 See, e.g., Council of Institutional Investors’
Discussion Paper on Executive Pay Disclosure,
Executive Compensation Disclosure: How It Works
Now, How It Can Be Improved, at 11 (available at
www.cii.org/site_files/pdfs/

CII% 20pay % 20primer % 20edited.pdf).

51 For examples, see, e.g., The Corporate Counsel
(Sept.—Oct. 2005) at 6—7; The Corporate Counsel
(Sept.—Oct. 2004) at 7; but see Alan L. Beller,
Director, Division of Corporation Finance, U.S.
Securities and Exchange Commission, Remarks
Before Conference of the NASPP, The Corporate
Counsel and the Corporate Executive (October 20,
2004) (indicating that the explicit language of the
current rules requires disclosure of such items),
available at www.sec.gov/news/speech/
spch102004alb.htm.

52 The discussion that follows focuses on changes
to Item 402 of Regulation S-K, with Section I.C.1
explaining the different modifications proposed for
Item 402 of Regulation S—B. References throughout
the following discussion are to current or proposed
Items of Regulation S-K, unless otherwise
indicated.

53 Proposed Item 402(b). In addition to the
narrative Compensation Discussion and Analysis,

overview that would provide narrative
disclosure that puts into context the
compensation disclosure provided
elsewhere.5# This overview would
explain material elements of the
particular company’s compensation for
named executive officers by answering
the following questions:

e What are the objectives of the
company’s compensation programs?

e What is the compensation program
designed to reward and not reward?

e What is each element of
compensation?

e Why does the company choose to
pay each element?

e How does the company determine
the amount (and, where applicable, the
formula) for each element?

e How does each element and the
company’s decisions regarding that
element fit into the company’s overall
compensation objectives and affect
decisions regarding other elements?

1. Intent and Operation of the Proposed
Compensation Discussion and Analysis

The purpose of the Compensation
Discussion and Analysis disclosure
would be to provide material
information about the compensation
objectives and policies for named
executive officers without resorting to
boilerplate disclosure. The
Compensation Discussion and Analysis
is intended to put into perspective for
investors the numbers and narrative that
follow it.

The proposed Compensation
Discussion and Analysis requirement
would be principles-based, in that it
identifies the disclosure concept and
provides several illustrative examples.
The application of a particular example
must be tailored to the company.
However, the scope of the

we are proposing revisions to the rules so that, to
the extent material, additional narrative disclosure
would be provided following certain tables to
supplement the disclosure in the table. See, e.g.,
Section II.B.3., discussing the narrative disclosure
to the Summary Compensation Table and
supplemental tables. We are also proposing
disclosure of compensation committee procedures
and processes as well as information regarding
compensation committee interlocks and insider
participation in compensation decisions as part of
proposed Item 407 of Regulation S-K. See Section
V.D., below.

54 See Jeffrey N. Gordon, Executive
Compensation: What’s the Problem, What’s the
Remedy? The Case for Compensation Discussion
and Analysis, 30 ]. Corp. L. (forthcoming Spring
2006) (arguing that the SEC should require proxy
disclosure that includes a “Compensation
Discussion and Analysis” section that collects and
summarizes all the compensation elements for
senior executives, providing a “bottom line
assessment”” of the different compensation elements
and an explanation as to why the board thinks such
compensation is warranted). Also available at
http://papers.ssrn.com/sol3/
papers.cfm?abstract_id=686464.
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Compensation Discussion and Analysis
is intended to be comprehensive, so that
it would call for discussion of post-
termination as well as in-service
compensation arrangements.5°
Boilerplate disclosure would not
comply with the proposed item.
Examples of the issues that would
potentially be appropriate for the
company to address in given cases in
the Compensation Discussion and
Analysis include the following:

e Policies for allocating between long-
term and currently paid out
compensation;

¢ Policies for allocating between cash
and non-cash compensation, and among
different forms of non-cash
compensation;

e For long-term compensation, the
basis for allocating compensation to
each different form of award;

e For equity-based compensation,
how the determination is made as to
when the award is granted;

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

¢ How specific elements of
compensation are structured to reflect
these items of the company’s
performance and the executive’s
individual performance;

e The factors considered in decisions
to increase or decrease compensation
materially;

¢ How compensation or amounts
realizable from prior compensation (e.g.,
gains from prior option or stock awards)
are considered in setting other elements
of compensation (e.g., how gains from
prior option or stock awards are
considered in setting retirement
benefits);

e The impact of accounting and tax
treatments of a particular form of
compensation;

e The company’s equity or other
security ownership requirements or
guidelines (specifying applicable
amounts and forms of ownership), and
any company policies regarding hedging
the economic risk of such ownership;

e Whether the company engaged in
any benchmarking of total
compensation or any material element
of compensation, identifying the
benchmark and, if applicable, its
components (including component
companies); and

e The role of executive officers in the
compensation process.

55 Forward looking information in the
Compensation Discussion and Analysis would fall
with the safe harbor for disclosure of such
information. See Securities Act Section 27A [15
U.S.C. 77z-2] and Exchange Act Section 21E [15
U.S.C. 78u-5]).

The Compensation Discussion and
Analysis should be sufficiently precise
to identify material differences in
compensation policies and decisions for
individual named executive officers
where appropriate. Where policies or
decisions are materially similar, officers
could be grouped together. Where,
however, the policy for an executive
officer is materially different, for
example in the case of a principal
executive officer, his or her
compensation would be discussed
separately.

2. Proposed Instructions to
Compensation Discussion and Analysis

We are proposing instructions to
make clear that the Compensation
Discussion and Analysis should focus
on the material principles underlying
the company’s executive compensation
policies and decisions, and the most
important factors relevant to analysis of
those policies and decisions, without
using boilerplate language or repeating
the more detailed information set forth
in the tables and related narrative
disclosures that follow. We also propose
to include an instruction to make clear,
as is currently the case, that companies
are not required to disclose target levels
with respect to specific quantitative or
qualitative performance-related factors
considered by the compensation
committee or the board of directors, or
any factors or criteria involving
confidential commercial or business
information, the disclosure of which
would have an adverse effect on the
company, similar to the instruction with
respect to the Compensation Committee
Report today. In applying this
instruction, we intend the standard for
companies to use when determining
whether disclosure would have an
adverse effect on the company to be the
same one that would apply when
companies request confidential
treatment of confidential trade secrets
and commercial or financial information
that otherwise is required to be
disclosed in registration statements,
periodic reports and other documents
filed with us.58 Similarly, to the extent
a performance target has otherwise been
disclosed publicly, disclosure under
Item 402 would be required.

56 See Securities Act Rule 406 [17 CFR 230.406]
and Exchange Act Rule 24b-2 [17 CFR 240.24b-2]
(incorporating the criteria for non-disclosure set
forth in Exemption 4 of the Freedom of Information
Act [5 U.S.C. 552(b)(4)] and Exchange Act Rule
80(b)(4) [17 CFR 200.80(b)(4)]). Today’s proposed
rules, like the current rules, would not require a
company to seek confidential treatment under the
procedures in Securities Act Rule 406 and
Exchange Act Rule 24b-2.

3. “Filed” Status of Compensation
Discussion and Analysis

The Compensation Discussion and
Analysis will be considered a part of the
proxy statement and any other filing in
which it is included. Unlike the current
Compensation Committee Report and
Performance Graph, which would be
eliminated under our proposals, as
discussed below, the proposed
Compensation Discussion and Analysis
would be soliciting material and would
be filed with the Commission.
Therefore, it would be subject to
Regulations 14A or 14C and to the
liabilities of Section 18 of the Exchange
Act.57 In addition, to the extent that the
Compensation Discussion and Analysis
and any of the other disclosure
regarding executive officer and director
compensation or other matters is
included or incorporated by reference
into a periodic report, the disclosure
would be covered by the certifications
that principal executives officers and
principal financial officers are required
to make under the Sarbanes-Oxley Act
of 2002.58

In adopting the current rules in 1992,
the Commission took into account
comments that the Compensation
Committee Report should be furnished
rather than filed to allow for a more
open and robust discussion in the
reports.5® Little that we see in current
Compensation Committee Reports
suggests that this treatment has resulted
in such discussions, or at least the more
transparent disclosure that the
comments suggested would result.
Further, we believe that it is appropriate
for companies to take responsibility for
disclosure involving board matters as
with other disclosure.

4. Proposed Elimination of the
Performance Graph and the
Compensation Committee Report

In light of the Compensation
Discussion and Analysis proposal, we
propose to eliminate the Performance
Graph and the Compensation
Committee Report that currently are
required by our rules.69 The graph and

5715 U.S.C. 78r.

58 Exchange Act Rules 13a—14 [17 CFR 240.13a—
14] and 15d—14 [17 CFR 240.15d-14]. See also
Certification of Disclosure in Companies’ Quarterly
and Annual Reports, Release No. 34-46427 (Aug.
29, 2002) [67 FR 57275], at note 35 (the
“Certification Release’’) (stating that “the
certification in the annual report on Form 10-K or
10-KSB would be considered to cover the Part III
information in a registrant’s proxy or information
statement as and when filed”).

591992 Release, at Section ILH.

60 The Compensation Committee Report is
currently required by Item 402(k) and the
Performance Graph is currently required by Item
402(1).
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the report were intended to be
intertwined and their purpose was to
show the relationship, if any, between
compensation and corporate
performance, as reflected by stock price.
Unfortunately, the Compensation
Committee Report today often results in
boilerplate disclosure that is of little
benefit to investors.61 Further, given the
widespread availability of stock
performance information about
companies, industries and indexes
through business-related Web sites or
similar sources, we believe that the
requirement for the Performance Graph
is outdated, particularly since the
disclosure in the Compensation
Discussion and Analysis regarding the
elements of corporate performance that
a given company’s policies might reach
is intended to allow broader discussion
than just that of the relationship of
compensation to the performance of the
company as reflected by stock price.

Request for Comment

¢ Does the proposed Compensation
Discussion and Analysis provide
companies with the same flexibility as
MD&A to provide a clear picture to
investors?

e Are there any further changes that
we can make to avoid boilerplate
disclosure about executive
compensation?

e Is there any significant impact by
not having the report over the names of
the compensation committee of the
board of directors? If so, please explain
in detail.

e Would any significant impact result
from treating the Compensation
Discussion and Analysis as filed and not
furnished? A commenter that prefers
furnishing over filing should describe
any benefits that would be obtained by
treating the material as furnished. In
particular, such a commenter should
describe those benefits in the context of
the expected benefits of the
Commission’s decision in 1992 to treat
the report of the Compensation
Committee as furnished and should
address whether and why those benefits
were achieved or not achieved.

¢ Are there any other specific items
we should list in the rule as possibly
material information? Are there any
items that are listed that should not be?

e Are there any items that we should
explicitly mandate be disclosed by
every issuer?

e Should performance targets
continue to be excludable based on the

61 See Martin D. Mobley, Compensation
Committee Reports Post-Sarbanes-Oxley:
Unimproved Disclosure for Executive
Compensation Policies and Practices, 2005 Colum.
Bus. L. Rev. 111 (2005).

potential adverse competitive effect on
the company of their disclosure? Why or
why not? If so, what should be the
standard for exclusion? Are there any
other items that should be excludable
based on potential adverse competitive
effect on the company of their
disclosure?

e Should we retain the Performance
Graph?

B. Compensation Tables

We believe that much about the
tabular approach to eliciting
compensation disclosure is sound.62 We
also believe, however, that the tables
should be reorganized and streamlined
to provide a clearer and more logical
picture of total compensation and its
elements for named executive officers.
We propose reorganizing the
compensation tables and their related
narrative disclosure into three broad
categories:

1. Compensation with respect to the
last fiscal year (and the two preceding
fiscal years), as reflected in a revised
Summary Compensation Table that
presents compensation paid currently or
deferred (including options, restricted
stock and similar grants) and
compensation consisting of current
earnings or awards that are part of a
plan, and as supplemented by two
tables providing back-up information for
certain data in the Summary
Compensation Table; 63

2. Holdings of equity-based interests
that relate to compensation or are
potential sources of future
compensation, focusing on
compensation-related equity-based
interests that were awarded in prior
years 64 and are “‘at risk,” as well as
recent realization on these interests,
such as through vesting of restricted
stock or the exercise of options and
similar instruments; 65 and

62 The tabular disclosure and related narrative
disclosure under proposed Item 402 would apply,
as does existing Item 402, to named executive
officers. As discussed below in Section I.B.6.a., we
are proposing certain changes to the definition of
named executive officer.

63 The two tables that would supplement the
Summary Compensation Table would be the Grants
of Performance-Based Awards Table, discussed
below in Section I.B.2.a., and the Grants of All
Other Equity Awards Table, discussed below in
Section IL.B.2.b. A proposed narrative disclosure
requirement accompanying these three tables is
discussed below in Section II.B.3.

64 Under the proposals, these interests would be
disclosed as current compensation for those prior
years.

65 Information regarding holdings of such equity-
based interests that relate to compensation would
be disclosed in the Outstanding Equity Awards at
Fiscal Year-End Table, discussed below in Section
I1.B.4.a. Information regarding realization on
holdings of equity-related interests would be
required to be disclosed in the Option Exercises and

3. Retirement and other post-
employment compensation, including
retirement and deferred compensation
plans, other retirement benefits and
other post-employment benefits, such as
those payable in the event of a change
in control.®®

Reorganizing the tables along these
themes should help investors
understand how compensation
components relate to each other. At the
same time we would retain the ability
for investors to use the tables to
compare compensation from year to
year and from company to company.

We note that in more clearly
organizing the compensation tables to
explain how the elements relate to each
other, we may in some situations be
requiring disclosure of both amounts
earned (or potentially earned) and
amounts subsequently paid out. This
approach raises the risk of “double
counting” some elements of
compensation. However, we believe the
risk inherent in such double disclosure
is outweighed by the clearer and more
complete picture it would provide to
investors. We would encourage
companies to use the narrative
following the tables (and where
appropriate the Compensation
Discussion and Analysis) to explain
how disclosures relate to each other in
their particular circumstances.

1. Compensation to Named Executive
Officers in the Last Three Completed
Fiscal Years—The Summary
Compensation Table and Related
Disclosure

Under today’s proposals, the
Summary Compensation Table would
continue to serve as the principal
disclosure vehicle regarding executive
compensation. This table, with the
proposed revisions, would show the
named executive officers compensation
for each of the last three years, whether
or not actually paid out. Consistent with
current requirements, the revised
Summary Compensation Table would
continue to require disclosure of
compensation for each of the company’s
last three completed fiscal years.57

Stock Vested Table discussed below in Section
1.B.4.b.

66 The proposed disclosure regarding retirement
and post-employment compensation would be
required in the Retirement Plan Potential Annual
Payments and Benefits Table, discussed below in
Section II.B.5.a., the Nonqualified Defined
Contribution and Other Deferred Compensation
Plans Table, discussed below in Section IL.B.5.b.,
and the narrative disclosure requirement for other
potential post-employment payments discussed
below in Section IL.B.5.c.

67 Current Instruction to Item 402(b), permitting
exclusion of information for fiscal years prior to the

Continued
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However, the proposals would require
disclosure of a figure representing total
compensation, as reflected in other
columns of the Summary Compensation
Table, and would simplify the
presentation from that in the current

table. As described in greater detail
below, the proposals also provide for
two supplementary tables disclosing
additional information about grants of
performance-based awards and all other
equity awards, respectively. Narrative

SUMMARY COMPENSATION TABLE

disclosure would follow the three
tables, providing disclosure of material
information necessary to an
understanding of the information
disclosed in the tables.

Name and principal position Year

(b)

Stock
Total Salary Bonus
®) ®) ®) e

(©)

(d)

(e)

®

(h)

Non-stock
Option incentive cc?r|7|1 ogr‘;ra_
awards plan com- t?on
(%) pensation

%)
()

Request for Comment

e Should the Summary Compensation
Table continue as it currently does to
require disclosure of compensation for
each of the company’s last three fiscal
years, or is only the last completed
fiscal year necessary in light of the
availability of historical data on
compensation through the
Commission’s EDGAR system and other
sources?

e Should we require all of the
proposed disclosures discussed below
in addition to those in the Summary
Compensation Table, or does the
Summary Compensation Table itself
provide an adequate picture of
compensation? Is there some other
combination of the Summary
Compensation Table with other
proposed disclosures that would fulfill
our objectives?

a. Total Compensation Column

We propose to modify the Summary
Compensation Table to provide a clearer
picture of total compensation. We
propose requiring that all compensation

last completed fiscal year if the registrant was not
a reporting company pursuant to Exchange Act
Sections 13(a) or 15(d) at any time during that year,
unless the registrant previously was required to
provide information for any such year in response
to a Commission filing requirement, would be
retained and redesignated as proposed Instruction
1 to Item 402(c).

be disclosed in dollars and that a total
of all compensation be provided.”® The
new column disclosing total
compensation would appear as the first
column providing compensation
information—column (c).7? This column
would aggregate the total dollar value of
each form of compensation quantified in
the columns that would follow it
(columns (d) through (i)). The proposed
“Total” column would respond to
concerns that investors, analysts and
other users of Item 402 disclosure
cannot compute aggregate amounts of
compensation using current disclosure
in a manner that is accurate or is
comparable across years or companies.

Request for Comment

¢ Should we include a requirement to
disclose a total compensation amount?

e Will a total compensation number
provide investors with meaningful
information about compensation? If not,
why? Would disclosure of a total
compensation number result in any
unintended consequences? If so, how
can they be mitigated?

68 “PEQ” refers to principal executive officer. See
Section I1.B.6.a. below for a description of the
proposed named executive officers for whom
compensation disclosure would be required.

69 “PFQ” refers to principal financial officer.

70 Proposed Instruction 2 to Item 402(c) (requiring
all compensation values in the Summary
Compensation Table to be reported in dollars).
Currently, some stock-based compensation is

e Should total compensation be
calculated in a different manner from
that proposed? For example, with
respect to stock-based and option-based
awards, should exercise or vesting date
valuations be used instead?

e Is the proposed new instruction
which would direct that all
compensation values are to be reported
in U.S. dollars necessary? Are there
particular circumstances we should
address regarding disclosure of
compensation in foreign currencies?

b. Salary and Bonus Columns

The next columns we are proposing
are the salary and bonus columns
(columns (d) and (e), respectively),
which would be retained substantially
in their current form. However, we
propose certain changes that should
give an investor a clearer picture of the
total amount earned, the amount
deferred for the year, and the total
amount of deferred compensation that
may be paid out at a later date.

Compensation that is earned, but for
which payment will be deferred, would
be included in the salary, bonus or other

disclosed in per share increments rather than in
dollar amounts. The instruction would further
require, where compensation was paid or received
in a different currency, footnote disclosure
identifying that currency and describing the rate
and methodology used for conversion to dollars.

71 Golumns (a) and (b) would, as is currently the
case, specify the executive officer and the year in
question.
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column, as appropriate.”2 A new
instruction, applicable to the entire
Summary Compensation Table, would
provide that if receipt of any amount of
compensation is currently payable
(which must be included in the
appropriate column) but has been
deferred for any reason, the amount so
deferred must be disclosed in a footnote
to the applicable column.”3 As
described below, the amount deferred
would also generally be reflected as a
contribution in the deferred
compensation presentation.”# The new
footnote disclosure of amounts deferred
would help to clarify the extent to
which amounts disclosed in the
proposed Nonqualified Defined
Contribution and Other Deferred
Compensation Plans Table described
below represent compensation already
reported, rather than additional
compensation.

We are also proposing a change
eliminating the delay that exists under
current rules where salary and bonus for
the most recent fiscal year are
determined following compliance with
Item 402 disclosure. Under our
proposal, where salary and bonus
cannot be calculated as of the most
recent practicable date, a current report
under Item 5.02 of Form 8-K would be
triggered by a payment, decision or
other occurrence as a result of which
such amounts become calculable in
whole or part.”5 The Form 8-K would
include disclosure of the salary or bonus

72 This is the case today for salary and bonus.
This aspect of current Instruction 1 to Item
402(b)(2)(iii)(A) and (B) will be expanded and
redesignated as Proposed Instruction 4 to Item
402(c).

73 Currently, the requirement is triggered only if
the officer elects the deferral. We propose to revise
this to cover all deferrals no matter who has
initiated them.

74 See Section II.B.5.b., describing the
Nonqualified Defined Contribution and Other
Deferred Compensation Plans Table. Disclosure of
these amounts as contributions would be required
for nonqualified deferred compensation plans. This
disclosure would not be required for qualified
plans. Nonqualified deferred compensation plans
and arrangements provide for the deferral of
compensation that does not satisfy the minimum
coverage, nondiscrimination and other rules that
“qualify” broad-based plans for favorable tax
treatment under the Internal Revenue Code.

75 Proposed Instruction 3 to Item 5.02(e) of Form
8-K and proposed Instruction 1 to Item 402(c)(2)(iv)
and (v). Currently, in the event that such amounts
are not determinable at the most recent practicable
date, they are generally reported in the annual
report on Form 10-K or proxy statement for the
following fiscal year. We believe providing the
information more quickly is appropriate and are
therefore proposing the use of a current report on
Form 8-K. Proposed Instruction 1 to Item
402(c)(2)(iv) and (v) would require that the
company disclose in a footnote that the salary or
bonus is not calculable through the latest
practicable date and the date that the salary or
bonus is expected to be determined.

amount and a new total compensation
figure including that salary or bonus
amount.

Request for Comment

o Is the proposed presentation of
deferred compensation in the Summary
Compensation Table and related
footnotes, along with the proposals
outlined below, the best means for
communicating the portion of
compensation that is deferred?

o Are there ways that we could better
clarify how the amounts that would be
identified as deferred in a footnote to
the Summary Compensation Table
relate to the amounts that would be
required in the Nonqualified Defined
Contribution and Other Deferred
Compensation Plans Table?

o Is the proposed change to Form 8-
K to eliminate the delay in disclosing
salary or bonus when they cannot be
calculated as of the most recent
practicable date appropriate?

c. Plan-Based Awards

The next three proposed columns—
Stock Awards, Option Awards and Non-
Stock Incentive Plan Compensation —
cover plan-based awards.

i. Stock Awards and Option Awards
Columns

The Stock Awards Column (proposed
column (f)) would disclose stock-related
awards that derive their value from the
company’s equity securities or permit
settlement by issuance of the company’s
equity securities, such as restricted
stock, restricted stock units, phantom
stock, phantom stock units, common
stock equivalent units or other similar
instruments that do not have option-like
features.”® Valuation would be based on
the grant date fair value of the award
determined pursuant to Financial
Accounting Standards Board Statement
of Financial Accounting Standards No.
123 (revised 2004), Share-Based

76 Generally speaking, a restricted stock award is
an award of stock subject to vesting conditions,
such as performance-based conditions or conditions
based on continued employment for a specified
period of time. This type of award is referred to an
“nonvested equity shares” in FAS 123R. Phantom
stock, phantom stock units, common stock
equivalent units and other similar awards are
typically awards where an executive obtains a right
to receive payment in the future of an amount based
on the value of a hypothetical, or notional, amount
of shares of common equity (or in some cases stock
based on that value). To the extent that the terms
of phantom stock, phantom stock units, common
stock equivalents or other similar awards include
option-like features, the awards would be required
to be included in the Option Awards column.
Currently, restricted stock awards are valued in the
Summary Compensation Table by multiplying the
closing market price of the company’s unrestricted
stock on the date of grant by the number of shares
awarded.

Payment (FAS 123R) for financial
reporting purposes. Stock awards
subject to performance-based conditions
would also be included in this column
to ensure consistent reporting of stock
awards and to ensure their inclusion in
the proposed Summary Compensation
Table.””

Awards of options, stock appreciation
right grants, and similar stock-based
compensation instruments that have
option-like features (proposed column
(g)) would be disclosed in a manner
similar to the proposed treatment of
stock and other stock-based awards.”8
Instead of the current disclosure of the
number of securities underlying the
awards, this column would require
disclosure of the grant date fair value of
the award as determined pursuant to
FAS 123R for financial reporting
purposes. In order to calculate a total
dollar amount of compensation, the
value rather than the number of
securities underlying an award must be
used. The FAS 123R valuation would be
used whether the award itself is in the
form of stock, options or similar
instruments or the award is settled in
cash but the amount of payment is tied
to performance of the company’s stock.
We propose to eliminate the current
requirement in the Options/SAR Grants
in Last Fiscal Year Table to report the
potential realizable value of each option
grant under 5% or 10% increases in
value or the present value of each grant
(computed under any option pricing
model),”® because these alternative
disclosures would no longer be
necessary if the grant date fair value of
equity-based awards is included in the
Summary Compensation Table.

A new instruction would require a
footnote referencing the discussion of
the relevant assumptions in the notes to
the company’s financial statements or to
the discussion of relevant assumptions
in the MD&A..89 The same proposed
instruction would also provide that the
referenced sections will be deemed to be
part of the disclosure provided pursuant
to Item 402. The referenced sections
containing this disclosure are required
in the company’s annual report to

77 These performance-based stock awards can
currently be reported at the company’s election as
incentive plan awards. See current Instruction 1 to
Item 402(b)(2)(iv). Our proposal would eliminate
this option. See the discussion of what are
considered performance-based conditions in note
87, below.

78 A stock appreciation right usually gives the
executive the right to receive the value of the
increase in the price of a specified number of shares
over a specified period of time. These awards may
be settled in case or in shares.

79 Current Item 402(c)(2)(vi).

80 Proposed Instruction 1 to Item 402(c)(2)(vi) and
(vii).
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shareholders that must precede or
accompany the company’s proxy
statement.8? In the case of Internet
disclosure of proxy materials,
companies could provide hyperlinks
from the proxy statement to the
referenced sections contained in the
annual report.82

Under FAS 123R, the compensation
cost is initially measured based on the
grant date fair value of an award.83 The
key measurement principle behind the
accounting standard, measuring stock-
based payments at grant date fair value,
is also followed in our proposals. Under
FAS 123R, the compensation cost
calculated as the fair value is generally
recognized for financial reporting
purposes over the period in which the
employee is required to provide service
in exchange for the award (generally the
vesting period). Under our proposals,
the compensation cost calculated as the
grant date fair value will be shown as
compensation in the year in which the
grant is made. We believe that this
approach is more consistent with the
purpose of executive compensation
disclosure. We are in effect proposing
an approach that subscribes to the
measurement method of FAS 123R
based on grant date fair value, but that
also provides for immediate disclosure
of compensation as preferable for
compensation reporting purposes to the
timing of recognition of the
compensation cost for the company’s
financial statement reporting purposes.

To consolidate related elements of
compensation, the Stock Awards and
Option Awards columns would also
require disclosure of the earnings on
outstanding awards in the respective

81 See Exchange Act Rule 14a-3 [17 CFR 240.14a-
3].

82'We recently proposed rules that would allow
companies and other persons to use the Internet to
satisfy proxy material delivery requirements.
Internet Availability of Proxy Materials, Release No.
34-52926 (Dec. 8, 2005) [70 FR 74597].

83 Under FAS 123R, the classification of an award
as an equity or liability award is an important
aspect of the accounting because the classification
will affect the measurement of compensation cost.
Awards with cash-based settlement, repurchase
features, or other features that do not allow an
employee to bear the risks and rewards normally
associated with share ownership for a specified
period of time would be classified as liability
awards under FAS 123R. For an award classified as
an equity award under FAS 123R, the compensation
cost recognized is fixed for a particular award, and
absent modification, is not revised with subsequent
changes in market prices or other assumptions used
for purposes of the valuation. In contrast, liability
awards are initially measured at fair value on the
grant date, but for purposes of recognition in
financial statement reporting are then re-measured
at each reporting date through the settlement date
under FAS 123R. These re-measurements would not
be the basis for executive compensation disclosure
unless the award has been modified, as described
later in this proposal.

categories.84 New instructions would
require footnote identification and
quantification of all earnings, whether
the earnings were paid during the fiscal
year, payable during the period but
deferred, or payable by their terms at a
later date but earned during the year.8°
Previously awarded options or
freestanding stock appreciation awards
that the company repriced or otherwise
materially modified during the last
fiscal year would be disclosed based on
the total fair value of the award as so
modified.s®

If the award has no performance
conditions, but instead vests with the
passage of time and continued
employment, then the number of shares
underlying the award and other details
regarding the award would be disclosed
in a separate table covering grants of
equity awards supplementing the
Summary Compensation Table.87 If the

84 These earnings are currently reportable in the
Other Annual Compensation or All Other
Compensation columns of the Summary
Compensation Table. Current Item
402(b)(2)(iii)(C)(2) requires disclosure of earnings
on restricted stock, options, and SARs paid during
the fiscal year (or payable during that period but
deferred at the election of the named executive
officer), to the extent those earnings are above-
market or preferential. The proposal would require
disclosure of all such earnings, rather than merely
any above-market or preferential portion. Current
item 402(b)(2)(iii)(C)(3) requires similar disclosure
of all earnings on long-term incentive plan
compensation. See also current Item 402(b)(2)(v)(B)
and (C).

85 Proposed Instruction 3 to Item 402(c)(2)(vi) and
(vii) and Proposed Instruction 2 to Item
402(c)(2)(viii).

86 See current instruction 3 to Item 402(b)(2)(iv)
and proposed Instruction 2 to Item 402(c)(2)(vi) and
(vii). Under FAS 123R, unlike under our proposal,
only the incremental compensation cost is
recognized for a modified award.

87 See Section I1.B.2.b., discussing the Grants of
All Other Equity Awards Table required by
proposed Item 402(c). As defined in Appendix E of
FAS 123R, a performance condition is “‘a condition
affecting the vesting, exercisability, exercise price
or other pertinent factors used in determining the
fair value of an award that relates to both (a) an
employee’s rendering service for a specified (either
explicitly or implicitly) period of time and (b)
achieving a specified performance target that is
defined solely by reference to the employer’s own
operations (or activities). Attaining a specified
growth rate in return on assets, obtaining regulatory
approval to market a specified product, selling
shares in an initial public offering or other
financing event, and a change in control are
examples of performance conditions for puropses of
this Statement. A performance target also may be
defined by reference to the same performance
measure of another entity or group of entities. For
example, attaining a growth rate in earnings per
share that exceeds the average growth rate in
earnings per share of other entities in the same
industry is a performance condition for purposes of
this Statement. A performance target might pertain
either to the performance of the enterprise as a
whole or to some part of the enterprise, such as a
division or an individual employee.” An award also
would be considered to have a performance
condition if it is subject to a market condition,
which is ““a condition affecting the exercise price,

award has a performance condition,
then the details on the estimated future
payouts will be disclosed in a second
separate supplemental table covering
grants of performance-based awards.88

Request for Comment

e Is the proposed presentation of
stock awards that do not have option-
like features in the Summary
Compensation Table the best means for
presenting restricted stock and similar
awards?

e Is FAS 123R the appropriate
approach for valuing equity-based
awards, including restricted stock,
restricted stock units, phantom stock,
phantom stock units, common stock
equivalent units, options, stock
appreciation rights and other similar
awards for purposes of Item 402
disclosure? If not, why not and what
other valuation methods would be
appropriate? Would any other valuation
method provide the same
comparability? If a different approach
were used, would investors be confused
by differences between the grant date
fair value for financial reporting
purposes and the value in the
compensation tables? 89

e Should the expected term
assumption used in computing the grant
date fair value for financial statement
purposes under FAS 123R also be used
in measuring the value of an individual
named executive officer’s compensation
for the purposes of Item 4027 Or, should
an expected term assumption used to
determine an individual named
executive officer’s compensation be
used if it differs from the expected term
assumption used for FAS 123R
purposes? 9° Should companies use the

exercisability, or other pertinent factors used in
determining the fair value of an award under a
share-based payment arrangement that relates to the
achievement of (a) a specified price of the issuer’s
shares or a specified amount of intrinsic value
indexed solely to the issuer’s shares or (b) a
specified price of the issuer’s shares in terms of a
similar (or index of similar) equity security
(securities).”

88 See Section I1.B.2.a., discussing the Grants of
Performance-Based Awards Table.

89 See, e.g., Jonathan Weil and Betsy McKay, Coke
Developed a New Way to Value Options, But
Company Will Return to its Classic Formula, Wall
St. J., Mar. 7, 2003, at C3 (highlighting potential
issue of using one valuation methodology for
financial statements and another for executive
compensation disclosure).

90 FAS 123R requires a company to aggregate
individuals receiving awards into relatively
homogeneous groups with respect to exercise and
post-vesting employment termination behaviors for
the purpose of determining expected term; for
example executives and non-executives. Our
proposals today are not intended to change the
method used to value employee share options for
purposes of FAS 123R or to affect the judgments as
to reasonable groups for purposes of determining
the expected term assumption required by GAS
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full term rather than an expected term
assumption for calculations for named
executive officers? Would the
complexity of such an approach for
investors or the additional burden on
companies outweigh any advantages,
such as possible increased
comparability among companies, of
adjusting assumptions?

e Is the timing of reporting stock-
based compensation in our proposals
the best approach? Should stock-based
compensation instead be reflected in
Item 402 according to the same time
schedule by which it is recognized for
a company’s financial statement
reporting purposes?

e Should the valuation method and
all of the assumptions regarding the
valuation also be disclosed in the proxy
statement when they are required to be
disclosed, described and analyzed
elsewhere in a document furnished to
shareholders, including in the notes to
the financial statements?

e We propose treating a modification
of an award as a new award and
requiring disclosure of the total grant
date fair value at the time of
modification. Would it be more
appropriate to require only disclosure of
incremental compensation as is the
approach under FAS 123R?

e Should we eliminate as proposed
the current instruction allowing
performance-based stock awards to be
reported at the company’s election as
incentive plan awards? If not, please
explain whether the availability of this
election is helpful to and not confusing
to investors.

ii. Non-Stock Incentive Plan
Compensation Column

We propose that the Non-Stock
Incentive Plan Compensation column
(proposed column (h)) would report the
dollar value of all other amounts earned
during the fiscal year pursuant to
incentive plans.9* This column would
be limited to awards where the relevant
performance measure under the
incentive plan is not based on the price
of the company’s equity securities or the
award may not be settled by issuance of

123R. Under our proposals, where a company uses
more than one group, the measurement of grant date
fair value for purposes of Item 402 would be
derived using the expected term assumption for the
group that includes the named executive officers (or
the group that includes directors for purposes of
proposed Item 402(1)).

91 Proposed Item 402(c)(2)(viii). An incentive
plan generally provides for compensation intended
to serve as an incentive for performance to occur
over a specific period, whether such performance
is measured by reference to financial performance
of the company or an affiliate, the company’s stock
price, or any other measure. See proposed Item
402(a)(6)(iii) for definitions of “incentive plan’” and
‘“non-stock incentive plan.”

a company’s equity securities; those
awards would instead be disclosed in
the Stock Awards and Option Awards
columns discussed above.92
Performance-based compensation under
a long-term plan that is not tied to the
performance of the company’s stock (but
instead is tied to other measures such as
a return on assets, return on equity,
performance of a division, or other such
measures) would be disclosed in the
Summary Compensation Table in the
year when the relevant specified
performance criteria under the plan are
satisfied and the compensation earned,
whether or not payment is actually
made to the named executive officer in
that year. The grant of an award
(providing for future compensation if
such performance measures are
satisfied) under such a plan would be
disclosed in the supplemental Grants of
Performance-Based Awards Table in the
year of grant, which would generally be
some year prior to the year in which
performance-based compensation under
the plan is reported in the Summary
Compensation Table.93 Because there is
not one clearly required or accepted
standard for measuring the value at
grant date of these non-stock based
performance-based awards that reflects
the applicable performance
contingencies, as there is for equity-
based awards with FAS 123R, we do not
propose to include such a value in the
Summary Compensation Table, but
instead would continue the current
disclosure format of reflecting these
items of compensation when earned.9¢

As with the Stock Awards and Option
Awards columns, earnings on
outstanding awards of other incentive
plans would also be included in the
Non-Stock Incentive Plan Compensation
column.

Request for Comment

e Since there is not one clearly
required or accepted standard for
measuring the value at grant date of
those cash awards that reflect

92 Awards disclosed in this column are not
covered by FAS 123R for financial reporting
purposes because they do not involve share-based
payment arrangements. Awards that involve share-
based payment arrangements would be disclosed in
the Stock Awards or Option Awards columns, as
appropriate.

93 See Section I1.B.2.a., discussing the Grants of
Performance-Based Awards Table. Under the
proposals, once the disclosure has been provided in
the Summary Compensation Table when the
specified performance criteria have been satisfied
and the compensation earned, and the grant of the
award has been disclosed in the Grants of
Performance-Based Awards Table, no further
disclosure would be required under proposed Item
402 when payment is actually made to the named
executive officer.

94 Current Items 402(b)(2)(iv)(C) and 402(e).

performance contingencies, is our
approach to include the amounts in the
Summary Compensation Table when
earned appropriate? Are there particular
models or standards that would provide
a basis for measuring the value of these
types of awards at grant date that we
should consider incorporating into our
rules?

e Should earnings on outstanding
awards be reported as proposed in the
applicable award column or should they
be reported in another way, such as in
separate or different columns?

d. All Other Compensation Column

The final column in the Summary
Compensation Table would disclose all
other compensation not required to be
included in any other column. This
approach would allow the capture of all
current compensation in the Summary
Compensation Table and also would
allow a total compensation calculation.
We confirm that disclosure of all
compensation would clearly be required
under the proposals.?>

We propose to clarify the disclosure
required in the All Other Compensation
Column (proposed column (i)) in two
principal respects:

¢ Consistent with the requirement
that the Summary Compensation Table
disclose all compensation, we would
state explicitly that compensation not
properly reportable in the other
columns reporting specified forms of
compensation must be reported in this
column; and

¢ To simplify the Summary
Compensation Table and eliminate
confusing distinctions between items
currently reported as “Annual” and
“Long Term” compensation, we would
move into this column all items
currently reportable as “Other Annual
Compensation.” 96

We also propose that each item of
compensation included in the All Other
Compensation column that exceeds
$10,000 be separately identified and
quantified in a footnote. We believe that
the $10,000 threshold balances our
desire to avoid disclosure of clearly de
minimis matters against the interests of
investors in the nature of items
comprising compensation. Each item of
compensation less than that amount
would be included in the column (other
than aggregate perquisites and other

95 The only exception, as discussed below, would
be perquisites and personal benefits if they
aggregated less than $10,000 for a named executive.
The 1992 Release, at Section I.A.4, also noted ““the
revised item includes an express statement that it
requires disclosure of all compensation to the
named executive officers and directors for services
rendered in all capacities to the registrant and its
subsidiaries.” See also current Item 402(a)(2).

96 Current Item 402(b)(2)(iii)(c).
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personal benefits less than $10,000 as
discussed below), but would not be
required to be identified by type and
amount.®” Items that would be disclosed
in the All Other Compensation column
would include, but would not be
limited to, the items discussed below.

Request for Comment

¢ Should all compensation no matter
how de minimis be required to be
disclosed? Will companies be able to
track this information without undue
burden? Is $10,000 the appropriate
threshold for separate identification and
quantification?

i. Earnings on Deferred Compensation

We propose requiring disclosure in
the All Other Compensation column of
all earnings on compensation that is
deferred on a basis that is not tax-
qualified, including non-tax qualified
defined contribution retirement plans.®8
Currently, these earnings must be
disclosed only to the extent of any
portion that is “‘above-market or
preferential.” 99 This limitation has
generated criticism that Item 402
permits companies to avoid disclosure
of substantial compensation.100

Separate footnote identification and
quantification of all such earnings
would be required if the amount
exceeds $10,000.1°1 A company would
be permitted to identify by footnote the
portion of any earnings that it
considered to be paid at an above-
market rate, provided that the footnote
explained the company’s criteria for
determining the portion considered
“above-market.” 102

Request for Comment

e Should we require, as proposed,
disclosure of all earnings on

97 See Section II.B.1.d.iii. regarding separate
standards for identification of perquisites and other
personal benefits.

98 Proposed Item 402(c)(2)(ix)(B).

99 Current Items 402(b)(2)(iii)(C)(2) and
402(b)(2)(v)(B). An instruction specifies that interest
is above-market only if the rate exceeds 120% of the
applicable federal long-term rate. Furthermore,
earnings disclosure is currently required in the
Other Annual Compensation column or the All
Other Compensation column, depending upon
when paid or payable, complicating the preparation
process and generating confusion among users of
the Summary Compensation Table.

100 See, e.g., Ellen E. Schultz, Buried Treasure:
Well-Hidden Perk Means Big Money for Top
Executives, Wall St. J., Oct. 11, 2002, at A1.

101 Proposed Instruction 3 to Item 402(c)(2)(ix).
Consistent with current requirements, if applicable
interest rates vary depending upon conditions such
as a minimum period of continued service, the
reported amount should be calculated assuming
satisfaction of all conditions to receiving interest at
the highest rate. Proposed Instruction 5 to Item
402(c)(2)(ix), which is derived from current
Instruction 3 to Item 402(b)(2)(iii)(C).

102 Proposed Instruction 5 to Item 402(c)(2)(ix).

compensation that is deferred on a basis
that is not tax-qualified or should we
require disclosure only of above-market
or preferential earnings? If the latter,
please explain why such an approach is
more useful or informative for investors
than our proposed approach.

ii. Increase in Pension Value

We propose requiring in the All Other
Compensation Column the aggregate of
increase in actuarial value to the
executive officer of defined benefit and
actuarial plans (including supplemental
plans) accrued during the year.103

An instruction would specify that this
disclosure applies to each plan that
provides for the payment of retirement
benefits, or benefits that will be paid
primarily following retirement,
including but not limited to tax-
qualified defined benefit plans and
supplemental employee retirement
plans, but excluding defined
contribution plans.104 The retirement
section, discussed below, would
provide more information regarding
these covered plans.195 In contrast to
defined contribution plans, for which
the Summary Compensation Table
requires disclosure of company
contributions, ¢ Item 402 does not
currently require disclosure of the
annual increase in value of defined
benefit plans, such as pension plans, in
which the named executive officers
participate.197 The annual increase in
actuarial value of these plans may be a
significant element of compensation
that is earned on an annual basis, thus
we believe it is appropriate to include
these values in the computation of total
compensation.

Such disclosure is necessary to permit
the Summary Compensation Table to
reflect total compensation for the year.
Such disclosure would also permit a full

103 Proposed Item 402(c)(2)(ix)(G).

104 Proposed Instruction 6 to Item 402(c)(2)(ix).
Defined benefit plans include, for example, cash
balance plans in which the retiree’s benefit may be
determined by the amount represented in an
account rather than based on a formula referencing
salary while still employed.

105 See Section II.B.5.a., discussing the proposed
Retirement Plan Potential Annual Payments and
Benefits Table.

106 Current Item 402(b)(2)(v)(D), which requires
annual registrant contributions or other allocations
to vested and unvested defined contribution plans
to be disclosed in the All Other Compensation
column.

107 A typical defined contribution plan is a
retirement plan in which the company and/or the
executive makes contributions of a specified
amount, and the amount that is paid out to the
executive depends on the return on investments
from the contributed amounts. A typical defined
benefit plan is a retirement plan in which the
company pays the executive specified amounts at
retirement which are not tied to investment
performance of the contributions that fund the plan.

understanding of the company’s
compensation obligations to named
executive officers, given that defined
benefit plans guarantee what can be a
lifetime stream of payments and allocate
risk of investment performance to the
company and its shareholders. In
addition, commentators have noted that
the absence of such a disclosure
requirement creates an incentive to shift
compensation to pensions, results in the
understatement of non-performance-
based compensation, and distorts pay
comparisons between executives and
between companies.

Request for Comment

e Is disclosure of any additional
information necessary to provide
investors with meaningful information
about the compensation earned
annually through these plans?

e Is there any particular form of
defined benefit or actuarial plan for
which the proposed disclosure format is
not suitable? If so, how could the
proposed disclosure requirement be
adapted for such plans?

e Should this disclosure instead be
provided as a separate column in the
Summary Compensation Table?

e Is the aggregate increase in accrued
actuarial value the best measure for
disclosing annual compensation earned
under defined benefit and actuarial
plans? If not, why? What other method
should be used?

¢ Rather than requiring disclosure of
the value based on the executive
officer’s benefit, should we require
disclosure based on the company’s cost
for the plan? Under our proposals,
disclosure of assumptions would be
considered by companies in the
narrative disclosure following the
Summary Compensation Table and
supplementary tables. Are there other
preferable approaches? Should we
otherwise require disclosure of any of
the details of the calculation?

e Is it possible to provide meaningful
disclosure about total compensation
absent tabular disclosure of the
compensation earned annually through
these plans? If so, how? Would such an
approach be preferable?

iii. Perquisites and Other Personal
Benefits

Perquisites and other personal
benefits would be included in the All
Other Compensation column. We
propose changes to disclosure of
perquisites and other personal benefits
to improve disclosure and facilitate
computing a total amount of
compensation. We propose to require
the disclosure of perquisites and other
personal benefits unless the aggregate
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amount of such compensation is less
than $10,000. We realize this may result
in the total amount of compensation
reportable in the Summary
Compensation Table being slightly less
than a complete total amount of
compensation, but we believe $10,000 is
a reasonable balance between investors’
need for disclosure of total
compensation and the burden on a
company to track every benefit, no
matter how small. The current provision
permits omission of perquisites and
other personal benefits if the aggregate
amount of such compensation is the
lesser of either $50,000 or 10% of the
total of annual salary and bonus.108 We
believe this current rule permits the
omission of too much information that
investors may consider material.

We propose requiring footnote
disclosure that identifies perquisites
and other personal benefits. We propose
modifying the current requirement that
only perquisites and other personal
benefits that are 25% of the total
amount for each named executive
officer are required to be identified and
quantified. We propose modifying this
requirement so that, unless the aggregate
value of perquisites and personal
benefits is less than $10,000, any
perquisite or other personal benefit is
identified and, if it is valued at the
greater of $25,000 or ten percent of total
perquisites and other personal benefits,
its value would be disclosed.10?
Consistent with our objective to
streamline the Summary Compensation
Table, the revised threshold is intended
to avoid requiring separate
quantification of perquisites having de
minimis value. As is the case today, tax
“gross-ups”’ or other reimbursement of
taxes owed with respect to any
compensation, including but not limited
to perquisites and other personal
benefits, would be separately quantified
and identified in the tax reimbursement
category described below, even if the
associated perquisites or other personal
benefits are eligible for exclusion or
would not require identification or
footnote quantification under the
proposal. Where perquisites are subject
to identification, they must be described
in a manner that identifies the particular
nature of the benefit received. For
example, it is not sufficient to
characterize generally as “travel and
entertainment” different company-
financed benefits, such as clothing,

108 Current Item 402 (b)(2)(iii)(C)(1).
109 Proposed Instruction 3 to Item 402(c)(2)(ix).

Compare current Instruction 1 to Item
402(b)(2)(iii)(C).

jewelry, artwork, theater tickets and
housekeeping services.110

For decades questions have arisen as
to what is a perquisite or other personal
benefit required to be disclosed. We
continue to believe that it is not
appropriate for Item 402 to define
perquisites or personal benefits, given
that different forms of these items
continue to develop, and thus a
definition would become outdated.
Further, we are concerned that sole
reliance on a bright line definition in
our rules might provide an incentive to
characterize perquisites or personal
benefits in ways that would attempt to
circumvent the bright lines.111

In today’s proposals, perquisites and
personal benefits are required to be
disclosed for both named executive
officers and directors. This discussion
regarding perquisites and personal
benefits therefore applies in the context
of disclosure for both named executive
officers and directors.112 The concepts
of perquisites and personal benefits
should not be interpreted artificially
narrowly to avoid disclosure. Based on
our long experience with disclosure in
this area, we are providing interpretive
guidance that among the factors to be
considered in determining whether an
item is a perquisite or other personal
benefit are the following:

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

¢ Otherwise, an item is a perquisite or
personal benefit if it confers a direct or
indirect benefit that has a personal
aspect, without regard to whether it may
be provided for some business reason or
for the convenience of the company,

110 See In the Matter of Tyson Foods, Inc. and
Donald Tyson, Litigation Release No. 34-51625
(Apr. 28, 2005) (failure to identify perquisites).

111]n the 1970s and early 1980s, the Commission
issued several interpretive releases regarding
executive compensation disclosure issues,
including disclosure of perquisites and personal
benefits. See Disclosure of Management
Remuneration, Release No. 33-5856 (Aug. 18, 1977)
[42 FR 43058]; Disclosure of Management
Remuneration, Release No. 33—5904 (Feb. 6, 1978)
[43 FR 6060]; Disclosure of Management
Remuneration, Release No. 33-6027 (Feb. 22, 1979)
[44 FR 16368]; Disclosure of Management
Remuneration, Release No. 33-6166 (Dec. 12, 1979)
[44 FR 74803]; and Interpretation of Rules Relating
to Disclosure of Management Remuneration,
Release No. 33-6364 (Dec. 3, 1981) [46 FR 60421].
In Section I of the 1983 Release, as part of a
substantial revision to Item 402 adopted at the time,
the Commission rescinded those interpretive
releases. Subsequently, neither the Commission nor
its staff has published interpretations addressing
what must be disclosed as a perquisite or personal
benefit.

112 For directors, the disclosure would be
required in the Director Compensation Table
discussed below in Section B.9.

unless it is generally available on a non-
discriminatory basis to all employees.

The concept of a benefit that is
“integrally and directly related” to job
performance is a narrow one. As
discussed below, it may extend, among
other things, to office space at a
company business location, a reserved
parking space that is closer to business
facilities but not otherwise preferential
or additional clerical or secretarial
services devoted to company matters. It
does not extend to items that facilitate
job performance, such as use of
company-provided aircraft, yachts or
other watercraft, commuter
transportation services, additional
clerical or secretarial services devoted to
personal matters, or investment
management services. The fact that the
company has determined that an
expense is an “ordinary” or “‘necessary”
business expense for tax or other
purposes or that an expense is for the
benefit or convenience of the company
is not responsive to the inquiry as to
whether the expense provides a
perquisite or other personal benefit for
disclosure purposes. Whether the
company should pay for an expense
relates principally to questions of state
law regarding use of corporate assets;
our disclosure requirements are
triggered by different and broader
concepts.

Applying the concepts that we outline
above, examples of items requiring
disclosure as perquisites or personal
benefits under Item 402 include, but are
not limited to: club memberships not
used exclusively for business
entertainment purposes, personal
financial or tax advice, personal travel
using vehicles owned or leased by the
company, personal travel otherwise
financed by the company, personal use
of other property owned or leased by the
company, housing and other living
expenses (including but not limited to
relocation assistance and payments for
the executive or director to stay at his
or her personal residence), security
provided at a personal residence or
during personal travel, commuting
expenses (whether or not for the
company’s convenience or benefit), and
discounts on the company’s products or
services not generally available to
employees on a non-discriminatory
basis.

In addition, as noted, business
purpose or convenience does not affect
the characterization of an item as a
perquisite or personal benefit where it is
not integrally and directly related to the
performance by the executive of his or
her job. Therefore, for example, a
company’s decision to provide an item
of personal benefit for security purposes
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does not affect its characterization as a
perquisite or personal benefit. A
company policy that for security
purposes an executive (or an executive
and his or her family) must use
company aircraft or other company
means of travel for personal travel, or
must use company or company-
provided property for vacations, does
not affect the conclusion that the item
provided is a perquisite or personal
benefit.

Examples of items that would not be
perquisites or personal benefits would
include, among other things, travel to
and from business meetings, other
business travel, business entertainment,
security during business travel, and
itemized expense accounts the use of
which is limited to business purposes.

In seeking to interpret current rules,
some legal advisers have put forward to
the Commission staff examples of
arrangements that they believe raise
issues requiring more detailed bright
line guidance regarding the definition of
perquisites. These examples include
larger offices or a level of secretarial
service not available to employees
generally. We believe that the factors
enumerated above provide sufficient
guidance in these areas. For example, an
office at the job location, even if larger
than that of other employees, is
integrally and directly related to
performance of the executive’s job, as is
secretarial service used for business
purposes, even if at a higher level than
other employees. On the other hand,
provision of additional secretarial
services, such as a second secretary, that
is not directly related to performance of
an executive’s job would be a perquisite
or personal benefit.

Beyond these examples, we assume
companies and their advisors, who are
more familiar with the detailed facts of
a particular situation and who are
responsible for providing materially
accurate and complete disclosure
satisfying our requirements, can assess
whether particular arrangements require
disclosure as perquisites or personal
benefits. In light of the importance of
the subject to many investors, all
participants should approach the
subject of perquisites and personal
benefits thoughtfully.113

Finally, we observe that the proposal
calls for aggregate incremental cost to

113 The Commission has recently taken action in
circumstances where perquisites were not properly
disclosed. See In the Matter of Tyson Foods, Inc.
and Donald Tyson, note 110 above. See also Alex
Berenson, From Coffee to Jets, Perks for Executives
Come Out in Court, N.Y. Times, Feb. 22, 2004, at
11 (citing criminal and civil litigation in which
perquisites were identified and commentators
discussing the benefits of improved perquisite
disclosure).

the company and its subsidiaries as the
proper measure of value of perquisites
and other personal benefits.114 The
amount attributed to such benefits for
federal income tax purposes is not the
incremental cost for purposes of our
disclosure rules unless, independently
of the tax characterization, it constitutes
such incremental cost. Therefore, for
example, the cost of aircraft travel
attributed to an executive for federal
income tax purposes is not generally the
incremental cost of such a perquisite or
personal benefit for purposes of our
disclosure rules.115

Request for Comment

¢ Is $10,000 the proper minimum
below which disclosure of the total
amount of perquisites and personal
benefits should not be required? Should
there be no minimum? Should the
minimum be a higher amount, such as
$25,000 or $50,000? Should the current
minimum of the lesser of $50,000 or
10% of total salary and bonus be
retained? Would some other ratio be
more appropriate?

e Should all perquisites be required
to be separately identified when the
$10,000 aggregate threshold is exceeded,
as proposed?

e Is the greater of $25,000 or 10% of
the total amount of perquisites and
personal benefits the proper minimum
below which perquisites and personal
benefits should not be required to be
separately identified and their value
reported? Should there be a lower
minimum, such as $10,000, or no
minimum? Should the current
minimum of 25% of the total amount be
retained?

e Should perquisites and personal
benefits below the proposed threshold
be separately identified by category,
even if not separately quantified?
Alternatively, is separate identification
and quantification of all perquisites and
personal benefits so significant to
investors that no threshold should apply
for either purpose?

e We propose to retain the current
standard for valuing perquisites and
other personal benefits, based on the
aggregate incremental cost to the
company and its subsidiaries which has
applied since 1983.116 We believe that
this approach is consistent with the
approach we are taking otherwise in

114 Proposed Instruction 4 to Item 402(c)(2)(ix).

115 See IRS Regulation § 1.61-21(g) [26 CFR 1.61—
21(g)] regarding Internal Revenue Service
guidelines for imputing taxable personal income to
an employee who travels for personal reasons on
corporate aircraft. These complex regulations are
known as the Standard Industry Fare Level or SIFL
rules.

116 See the 1983 Release, at Section IIL.C.

valuing compensation, including in
respect of share-based compensation.
Nevertheless, we realize that there may
be an issue whether the retail value of
what is received by the executive officer
or director, rather than the aggregate
incremental cost to the company, better
measures the compensation provided by
perquisites and other personal benefits.
Therefore we request comment as to
whether we should require perquisites
and other personal benefits to be valued
based on the retail price of the item or,
if none, the retail price of a
commercially available equivalent. In
determining the commercially available
equivalents, for example, for travel on
the company’s aircraft, the retail price of
a commercially available equivalent
would be the retail price to charter the
same model aircraft. First-class airfare
would not be considered equivalent to
travel on a private aircraft.

e Would the proposed valuation
standard facilitate Item 402 compliance
while provid