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June 16, 2009

Obama Administration Outlines Executive
Compensation Guidelines and Legislative Initiatives

On June 10, 2009, Treasury Secretary Timothy F.
Geithner and SEC Chairperson Mary L. Schapiro
announced broad-based initiatives to reform exec-
utive compensation practices, applicable to all
public companies, particularly those in the finan-
cial sector.

While boards of directors and compensation com-
mittees have recognized that compensation prac-
tices are now under intense scrutiny, there have
been no mandated changes to public companies’
existing practices, except for financial institutions
receiving funds under the United States Treasury
Department’s Troubled Asset Relief Program
(“TARP”). Now the Obama Administration is pro-
posing legislation that would continue the regula-
tory course begun with the Sarbanes-Oxley Act
(“SOX”), mandating changes in corporate gover-
nance for all public companies.

Executive Compensation Reforms

Treasury Secretary Timothy F. Geithner’s state-
ment indicated that the executive branch will be
considering executive compensation reforms with
the goal of “bringing compensation practices
more tightly in line with the interests of sharehold-
ers and reinforcing the stability of firms and the
financial system.” He outlined the following five
guiding principles:

1. Compensation plans should properly measure
and reward performance. Compensation
should be tied to performance in order to link
the incentives with long-term value creation.
Compensation practices should take into
consideration a company’s performance rela-
tive to the performance of its peers.
Performance-based pay should be condi-
tioned on a wide range of internal and exter-
nal metrics, not just a company’s stock price.

2. Compensation should be structured to
account for the time horizon of risks.
Compensation practices should be tightly
aligned with the long-term value and sound-
ness of the company. Compensation should
also reflect the long-term risks that are taken
on behalf of companies and their sharehold-
ers. The statement suggests that coupling
stock awards with mandatory holding periods
may be an effective way of tying compensa-
tion to long-term performance; however,

Secretary Geithner mentioned that directors
and experts should have the flexibility to
determine how best to align incentives in dif-
ferent settings and industries.

Note: These proposals would implicate a
number of different techniques for matching
the risk-time horizon, such as (i) share
retention programs, (ii) longer vesting peri-
ods, (iii) longer indexing, and (iv) anti-hedg-
ing rules. The likely consequence will be a
codification of many of the features of exec-
utive compensation that are generally
viewed as “best practices.”

Compensation practices should be aligned
with sound risk management. Compensation
committees should conduct and disclose risk
assessments of pay packages to ensure they
do not encourage imprudent risk-taking. At
the same time, companies should explore how
they can provide risk managers with the appro-
priate tools and authority to improve their
effectiveness at managing the complex rela-
tionship between incentives and risk-taking.

Note: This proposal aligns with the require-
ment imposed on compensation committees
of TARP recipients to certify that, following
review with their risk manager officers, it has
determined that the senior executives’ pay
packages do not encourage unnecessary risk
detrimental to long-term shareholder value.
Although this has been a relatively easy step
for financial institutions, which generally have
a senior risk officer who can review these
issues, this concept may not be equally appli-
cable to companies in all industries.

Companies should re-examine whether
“golden parachutes” and supplemental retire-
ment packages align the interest of execu-
tives and shareholders. Golden parachutes
and supplemental retirement packages
should be re-examined to determine whether
they truly incentivize performance or whether
they reward executives even if shareholders
lose value.

Note: Generally, under the American
Recovery and Reinvestment Act of 2009
(“ARRA”), “golden parachute” payments are
prohibited. In addition, the interim final rule
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issued by the Department of the
Treasury for TARP participants con-
tains an outright prohibition of tax
“gross-up” payments in connection
with golden parachute payments.
Many commentators view the restric-
tions on golden parachutes to TARP
recipients as a precursor of similar
prohibitions that may be imposed on
public companies. However, golden
parachute limitations, as they apply
to TARP recipients, are distinguish-
able from their application to public
companies. TARP recipients received
government funds and contemplated
the repayment of such funds, at
which time the restrictions would be
eliminated. Therefore, the experience
of the limitations contained in the
TARP rules does not serve as a basis
for expanding those limitations to
non-TARP recipient, public compa-
nies. The strict limitation on golden
parachutes may also have the unin-
tended consequence of deterring
business consolidation.

5. Transparency and accountability
should govern the process of setting
compensation. Compensation com-
mittees should have greater inde-
pendence and disclosures to share-
holders must reflect greater clarity in
the committee’s practices in deter-
mining executive compensation. In
many cases, compensation commit-
tees have not been sufficiently inde-
pendent of management and compa-
nies have not been fully transparent in
explaining their compensation poli-
cies to shareholders. The release
specifically cites the need to reexam-
ine the relationships between the
compensation committee and its out-
side advisors, particularly with
respect to the potential existence of
conflicts of interest.

Proposed Legislation

Secretary Geithner also described the fol-
lowing legislative proposals supported by
the Obama Administration:

Say on Pay

The SEC should be able to require compa-
nies to give shareholders a non-binding
“say on pay” vote on executive compen-

sation packages, which would encourage
boards to ensure that compensation pack-
ages are closely aligned with the interest
of the shareholders. Say on pay will
improve directors’ accountability to the
owners of the company by giving share-
holders a way to express their views on
executive compensation, and will allow
boards and shareholders to work together
to design compensation that gives execu-
tives strong incentives to maximize long-
term value.

Additional authority granted to the SEC
would include: (i) requiring all public com-
panies to include in annual proxy state-
ments a non-binding shareholder resolu-
tion requesting approval or disapproval of
executive compensation, as disclosed in
the proxy, (i) granting shareholders the
right to vote on annual compensation for
the top five named executive officers, as
disclosed in the company’s proxy state-
ment, (iii) allowing companies the opportu-
nity to include additional resolutions on
specific compensation decisions, and (iv)
providing shareholders with the opportuni-
ty to cast a non-binding vote to approve or
disapprove golden parachute payments
disclosed in proxy solicitation materials for
transactions involving a change in control
of the company.

Independent Compensation Committees
The SEC would have the power to revise
the independence standards for compen-
sation committees to make them more
comparable to the standards governing
audit committees as part of SOX.

Similar to the SOX rules applicable to audit
committees, the new requirements would
enable compensation committees to use
outside advisors in the process of setting
executive pay. The compensation com-
mittees will be directly responsible for the
appointment, compensation, retention and
oversight of the work of any compensation
consultant that it retains. In addition, the
compensation committee would have the
authority to engage outside legal counsel,
to carry out its duties. These proposed
standards would assure that compensa-
tion committees have the benefit of objec-
tive, expert advice.

Note: The roles of outside advisors and
legal counsel to the company will need to

be clearly defined, so as not to raise any
conflicts of interest. Advisors cannot be
retained to give strategic advice to the
compensation committee as well as per-
form various roles for the company that
might influence their independence with
respect to the compensation committee.
Multiple roles, particularly when the
engagement is by management, may
cause a conflict in the advisor’s independ-
ence. In addition, corporate and securities
counsel may have to refrain from rendering
strategic advice to the compensation
committee and provide its work product to
a special compensation committee coun-
sel for review and approval, so as to elim-
inate any patrtiality. However, corporate
and securities counsel should still be able
to perform drafting and filing tasks on
behalf of the company. This would be par-
ticularly relevant with the preparation of
the CD&A in the proxy statements which
securities counsel reviews, so long as this
work is overseen by compensation com-
mittee counsel.

Proposed New Proxy Disclosure Rules

Chairperson Schapiro also issued a state-
ment in which she indicated that the SEC is
actively considering new proxy disclosure
rules that will provide further clarification
on compensation decisions. Specifically,
the proposals under consideration include
disclosure regarding () how a company
and its board manages risk, (i) a compa-
ny’s overall compensation approach, (iii)
potential conflicts of interest of compensa-
tion consultants, and (iv) director nomi-
nees, including their experience and quali-
fications to serve on the board or on par-
ticular board committees.

Note: An issue raised by these proposals
is whether compensation committee
members will need to be “experts” in com-
pensation. Unlike audit committee mem-
bers, there is no objective vetting process,
such as a CPA license, to determine
expertise, although compensation experi-
ence in a consulting or counsel role will
clearly carry some weight.

The Effect of New TARP Restrictions

On June 10, 2009, the Treasury
Department also issued interim final rules
that establish standards for executive
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compensation and corporate governance prac-
tices at firms receiving TARP assistance. The
Treasury rules have been a precedent for evolving
executive compensation limitations, however, as
the foregoing proposals illustrate, these concepts
are being expanded to include all public compa-
nies, regardless of participation in TARP.

Note: The unintended consequences of the
Treasury restrictions on executive compensation is
that they have triggered a backlash from many
companies that originally participated in TARP and
are now attempting to pay back such funds. For
those companies it is clear they do not view such
limitations as “best practices,” but as a threat to
their competitiveness in recruiting and retaining
personnel. With the expansion of the scope of
applicability of these executive compensation
restriction principles, companies will be unable to
avoid these restrictions without considering dereg-
istering and going private, so as to be subject to
less regulation and government oversight. This is
somewhat ironic in that the end result of applying
such restrictions to public companies would be
the expansion of companies doing business with-
out the controls and investor protections otherwise
applicable. Moreover, we are concerned that the
Obama Administration ultimately may seek to
impose these types of practices on all financial
firms that are subject to regulation by the Federal
Deposit Insurance Corporation, the Comptroller of
the Currency and other Federal agencies, without
regard to public company status.

Conclusion

It is clear that more legislative and regulatory
changes are to follow. We recommend that boards
of directors of public companies begin the process
of reviewing compensation practices and current
arrangements with outside advisors. In particular,
companies should ensure that the outside advi-
sors engaged by the compensation committee are
truly objective. The use of consultants in multiple
capacities in addition to performing work for the
compensation committee may affect their inde-
pendence. Also, boards will have to be more
selective in choosing compensation committee
members to satisfy new independence and expe-
rience standards.

While executive compensation restrictions were
initially limited to TARP participants, these propos-
als make clear that we are entering a new era of
governmental oversight of corporate governance.

Now more than ever, companies will need to rely
on experienced professionals for advice on how to
meet their obligations in this new era.
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