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As we first alerted clients in July 2010 upon the passage of the Dodd-Frank Wall Street Reform and Consumer
Protection Act (“Dodd-Frank”), Say on Pay advisory votes are now upon us. Over 200 “early filers” tracked by
Grahall have filed their 2011 proxy statements, and the initial results are already creating quite a stir in the executive
compensation world. In fact, if initial trends continue, the widespread belief of the anti- Say-On-Pay crowd - that this
might all amount to nothing more than a glorified rubber stamping process — will have been stood squarely on its
head. In fact, we may be heading for nothing less than a total transformation of the process by which executive

compensation is both determined and implemented.

This Client Advisory is broken down into two main sections. The first provides an overview of the new Say-on-Pay
requirements (“SOP”), including the initial Say-On-Frequency (“SOF”) and Say-on-Golden Parachute (“SGP”) rules.
Second, we examine and comment on the events of the first 2 months, which already contain a few big surprises and
clearly indicate the potential for the upcoming proxy season to be far more contentious and groundbreaking than

previously anticipated.
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OVERVIEW OF THE NEW RULES

On January 25, 2011, the Securities and Exchange Commission finalized its adoption of rules required pursuant to
Section 951 of Dodd Frank. Pursuant to Dodd-Frank, all companies with annual or other shareholder meetings that
occur after January 21, 2011 must provide shareholders with the opportunity to supply an advisory vote regarding

each of the following;:

e Say On Pay - Shareholders will advise the company as to whether they approve of the compensation of the
company’s named executive officers (as they appear in the compensation table), the Compensation Discussion

and Analysis (“CD&A”) and other executive compensation disclosures required by Item 402 of Regulation S-K

o Disclosure in CD&A — In 2011, each company must explain the extent to which it took the SOP vote into

its thought process with respect to determining compensation'

o Grahall Comment: Small Company Delay, Not Exemption: While Dodd-Frank grants the SEC explicit
authority to exempt any company or class of companies from the Say on Pay requirements — and many expected
and pushed for a “small company” exemption the SEC chose instead to delay the applicability of SOP and SOF

(but not SGP) regulations to small companies for 2 years?

e  Say On Frequency — Shareholders will advise companies whether the SOP vote should occur annually, biennially
or triennially. Companies first may recommend a preferred period (as approximately 95% have done), or can
choose to remain silent. This “Say-On-Frequency” vote occurs for the first time in 2011, and then shareholders

must be given the opportunity to reconsider the duration no less than in six-year intervals thereafter.?

o  Grahall Comment: Timing/Logistics: Once the shareholder vote results are determined, companies
must determine whether to adopt the shareholders’ recommendation if it is different from the

company’s. While an 8-K disclosing the results of the vote must be filed within four business days of

1 . . . . . .
This applies to the most recent SOP vote only, except in cases where older SOP votes may have impacted the compensation committee’s

determination.

2 Currently, the SEC defines a small company as one with $75 million of annual revenues or less, but is not bound to this definition.

3 The rules permit a public company to commit to shareholders to have this vote more often than every six years if it desires to do so.
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the shareholder meeting, the company has up to 150 days after the meeting to determine whether to

adopt the shareholders’ recommendation regarding the frequency or not*

e Say On Golden Parachute — Companies soliciting approval of any merger or acquisition or substantial asset sale

must provide shareholders a separate advisory vote regarding Golden Parachute arrangements

o Grahall Comment: ISS is particularly concerned with severance packages it believes provide “inappropriate
windfalls” and has indicated that any of the following Change in Control (“CIC”) benefits may lead to a negative

vote recommendation:
= excise tax gross up protection
= single trigger payments upon a CIC (including cash outs), or “modified” single trigger payments
= acceleration of performance equity where performance metrics haven't been satisfied
= excessive severance (generally assumed to be in excess of 3x cash/bonus)

= any single trigger acceleration of CIC benefits based on shareholder approval rather than actual deal

consummation.

INITIAL RESULTS FROM “EARLY” FILERS

Barely a few months into the Say-On-Pay era, and we’ve already experienced more than a few surprises, as the initial
filings have highlighted many of the concerns and new challenges that will be brought to the forefront by the new say

on pay process.
The First “NQOs”

The Compensation consulting world is abuzz with news that Jacobs Engineering Group received a “no” vote from its
shareholders regarding its compensation scheme. Given the nature of Say-On-Pay advisory votes — which provide
absolutely no detail to the company beyond a simple up or down vote — Jacobs is reportedly doing what it can —
namely, going back to the drawing board and engaging shareholders as to what about the current program isn’t

acceptable.

4 The filing must also comply with Rule 14a-8, which requires at least 60 calendar days before the deadline for the submission of

shareholder proposals for the next scheduled annual meeting.
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As background, Jacobs had a challenging year in 2010. Annual revenues declined from $11.5 billion to $9.9 billion, and
EPS declined 29% from $3.21 to $2.29 per share. Despite these results, CEO Craig Martin’s Total Direct Compensation
(“TDC”) increased approximately 40% from $4.6 million in 2009, to $6.4 million in 2010, primarily as the result of a
$2.1 million restricted stock award?, partially offset by Martin’s bonus, which declined roughly 30% from $978,000 in
2009 to $674,000 in 2010.

Lest anyone believe that Jacobs Engineering was an aberration, look no further than Beazer Homes USA, which also

received a negative vote recommendation from shareholders.

Beazer’s 2010 saw revenues flat versus 2009 and EPS significantly improved, though the company still lost $.50 share
vs. ($4.60) share the prior year. CEO compensation at Beazer grew approximately 6% from $6.4 to $6.9 million in 2010

against 2009, primarily as the result of a $1.05 million bonus partially offset by lower stock awards.

Exclusion of Broker Non-Votes

Both Jacobs Engineering and Beazer Homes are interesting cases not only because shareholders voted down the
current scheme, but also because the vote in each case was relatively close and each plan would have passed had it
not been for another significant change in proxy voting: the exclusion of broker non-votes (“BNVs”) from the voting

process.¢

Historically, BNVs were almost always voted in support of management’s position. In the case of Beazer Homes, the
exclusion of 19.2 million BNVs was actually the deciding factor between what would have been approval of the
current compensation scheme and outright rejection.” Had the BNVs been counted in favor of the company, the
compensation scheme would have passed by a margin of almost 2:1 — not great, but certainly not failure. Jacobs

Engineering had a similar experience.?

Having said that, we don’t think anyone at Jacobs Engineering or Beazer Homes would have been thrilled with such a
narrow victory, and one can certainly argue that there is no real practical difference between a narrow victory, and an

outright loss. Which raises an interesting question — how strong does a vote of approval have to be?

5 Note that in both 2009 and 2010, Martin also received a $2.4 million option award.
¢ Broker non-votes are those shares not indicating a preference on the issue at hand and which in the past, were free to be voted by brokers

as they saw fit.

’ Specifically, at Beazer Homes, 20.2 million shares voted in favor and 23.6 million shares voted against.

40.7 million votes in favor, while 48.75 million voted against. 16.2 million BNVs were excluded from the process.
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“Tweeners”: Insufficient Majorities?

Next we consider Monsanto, where shareholders passed the recent compensation scheme, but did so with a majority
of approximately 65%.° This vote may best be described as a “tweener” — not low enough to be an outright loss, but
with one in three shareholders voting against, certainly not strong enough to engender widespread confidence among

the company’s governance ranks.

While Monsanto is listed #10 in the Fortune 500 5-year TSR with an annualized 5-year return of 25.4%. The company
had a tough 2010 relative to 2009. Total revenue dropped about 10% to $10.5 billion from $11.7 billion in 2009, and
EPS dropped a whopping 48% to $2.58 share from $5.00 per share in 2009. The company’s share price followed suit,
falling approximately 15% for the year.l® While CEO Hugh Grant received no bonus payment, he did receive a large
stock award of $7 million in “strategic and financial RSUs,” which increased his reported annual compensation to

$13.2 million from $11.7 million in 2009.

Monsanto is the first high profile tweener and, like Jacobs Engineering and Beazer Homes, it didn’t have great
financial results in 2010. But tweeners haven’t been limited to companies with poor or middling operating results.
Consider Johnson Controls. Revenues for 2010 were up over 20% from 2009, and EPS was $2.19 share in 2010
compared to $.20 loss in 2009. The Company’s share price recovered nicely, increasing approximately 40% from 2009,

and adding approximately $7.4 billion in market capitalization over the prior year.

Yet the shareholders vote in support of Johnson Controls’ compensation plan was a very tepid 62%.!' The culprit?
Perhaps the CEO'’s increase from $11.5 million to $17.6 million, primarily as a result of an additional $5.2 million in
cash bonus. In any event, the company’s performance in 2010 was very good, and the increase in CEO pay of 55%
was both performance oriented and his TDC in 2010 was still lower than his comparable TDC in 2008. Nevertheless,

shareholder resistance was significant, at almost 40% of total votes cast.

o Monsanto had 246.68 million votes in favor, 128.45 million votes against, and 58.8 million BN'Vs.

% Monsanto’s closing prices: December 31 2009 $81.75, December 2010 $69.64.

11.323.9 million votes in favor, 195.5 million votes against, with 55.99 BN'Vs.
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Say On Frequency — Annual Reviews to Ultimately Prevail?

Costco represents yet a third category of early filer, further illustrating the landscape change in favor of “shareholder
engagement.” The company had a successful 2010, increasing revenues roughly 10% to $77.9 billion, while EPS grew
roughly 18% to $2.94 share vs. $2.49 share in 2009. The CEO received an increase of almost 30% in compensation vs.

2009.12

Costco’s shareholders overwhelmingly approved the compensation scheme, with roughly a 99% approval rating.
Nevertheless, despite record earnings, solid EPS growth, and almost unanimous support of CEO pay, shareholders
summarily rejected the Company’s recommendation for triennial Say On Pay review, opting instead for an annual
review. Though the vote was close, Costco has indicated it would adopt the annual review period preferred by its

shareholders.

Brave New World?

In sum, shortly after the official dawning of the Say-On-Pay era, we’ve already seen each of the following:

e  Outright rejection of existing compensation schemes at two major companies

e The immediate impact of the disallowance of BNVs on compensation and say on frequency approval

e Luke-warm votes of approval at two other companies, including one with solid 2010 financial performance

e Shareholders eschewing companies’ requests for triennial review in favor of annual review of compensation

programs

So what does this all mean? While this is a small sample, at Grahall we believe that we are potentially witnessing the
development of a new paradigm in executive compensation where, for better or worse, Compensation Committees
will be engaged more directly with shareholders towards developing, implementing and ultimately defending the
compensation schemes employed by public filers. This new era of “shareholder engagement” will facilitate a more
profound “broadening” of the stakeholder concept, whereby corporations are viewed as more complex organisms
with multiple inputs and outputs, all of which are factored into determining “appropriate” compensation

philosophies and programs.

12 Costco CEO compensation on an “as reported” basis was $3.5 million in 2010, and $2.7 million in 2009, the bulk of which is delivered in

performance based RSUs.
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What’s a Compensation Committee to do?

Not long ago, a “best practices” compensation scheme involved large option grants, a base salary and a target bonus.
The lower the fixed and higher the variable percentage of pay, the “better” and more shareholder friendly the scheme
was perceived to be. Awards were generally made as stock options, and increasing share prices provided “pay for

performance”.

Unfortunately, larger and larger stock option awards potentially contributed to excessive risk taking, which has now
been thoroughly repudiated. So companies simply must do a better job of balancing both upside and downside risk
and reward, or risk falling behind the compensation/governance curve, which will eventually render the company

less attractive to shareholders.
In our view, Compensation Committees ideally must engage in a process which addresses each of the following:
e Step1: Goal Setting. Identify short- and long-term business goals

e Step 2: Alignment. Assure that the compensation scheme aligns with and supports achievement of the
company’s unique business objectives — and has significant variability. The program should be
straightforward and designed to be presented clearly to shareholders — particularly if the company hasn’t
performed well. And if current trends hold up, pay increases for executives need to be proportionate and

reflect true gains in financial performance.

e Step 3: Risk/Reward Balance. While assuring variability in pay levels, committees must also be mindful of
the interplay between potential upside rewards and encouraging appropriate but not excessive risk in

executive short- and long-term decision making.

e Step 4: Enhanced Proxy Disclosure. The proxy is the company’s opportunity to explain and justify the
reasons for the compensation decisions it makes, as well as the company’s overall compensation philosophy.
While statements must be factually accurate, companies should be as direct, clear and convincing as possible
as to how pay was linked to performance and how shareholders benefit, rather than simply reciting a
boilerplate belief that the relationship exists. All the best practices of stakeholder communications come into
play, with some pretty high stakes in the balance. Companies should also consider adding an executive

summary section to make the proxy easier to digest.

o Step 5: Shareholder Engagement. Whether it's referred to as shareholder outreach, solicitation or
engagement, companies would be well served to reach out to shareholders to gauge reaction to existing and

proposed pay schemes or any major modifications. Doing so may help avoid surprises. If performance hasn’t
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been good, this step becomes even more important. Again, communication experts generally urge companies
to communicate “early and often” to keep stakeholders informed and help head off misleading rumors. An

ongoing dialogue is ideal.

e Step 6: Pay Practice Analysis — companies need to understand the potential strengths and weaknesses of
their pay programs. In addition, if there is significant institutional ownership, there needs to be a
compensation and governance review by which companies can assess their compliance with ISS” evaluation

tools. This would include gauging where the company is regarding each of the following:
o GRID
o Relative TSR versus peers for the recent year
o Burnrate vs. GICS classification and allowable cap
o CIC arrangements
o “Poor Pay Practices”
=  Repricing without shareholder approval
= Excessive perquisites or tax “gross-ups”

= New/extended contracts that provide for excessive CIC payments, single or modified single

triggers, or excise tax gross-ups

ISS Gaining Influence

It can be argued that ISS is also an early “winner” in 2011. The advisory service has come out strongly in favor of
annual reviews, and advised against the pay packages at Jacobs Engineering and Beazer Homes, both of which were
voted down. Companies that want to compete for and retain top management talent will have to be cognizant of her
their programs will be perceived by institutional investors, and ISS. Companies must also be mindful that while ISS
has reduced the number of poor pay practices; it has also adopted a more stringent policy of no longer accepting a
future commitment by offending filers to remedy such poor pay practices.”* So there will be an enhanced premium

going forward on getting it right to begin with.

13 . . . . . . . . .
ISS has stated that it will continue to consider promises to remedy poor practices regarding pay-for-performance, burn rate violations,

and limited equity plan modifications.
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CONCLUSION

While it is early in the proxy season, initial filings suggest that Say On Pay reforms may combine with the
disallowance of broker non-votes to tip the scales in favor of newly empowered shareholders not afraid to create some
waves. To be successful in the future, Compensation Committees and Boards must be extremely diligent in design,
implementing, and ultimately defending compensation schemes which not only attract and retain, but create
appropriate risks and rewards specific to the company’s short and long term goals, and do so in a manner that can be

clearly communicated to shareholders.
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CONSULTANT BIOGRAPHY

R. GARRETT ROGERS
(201) 995-7194
garry.rogers@grahall.com

R. Garrett Rogers is a Consultant with Grahall Partners, and provides counsel to Boards of Directors, compensation
committees and executive management. Mr. Rogers has 25 years of professional experience, including 15 years in the

compensation and benefits arena.

Prior to joining Grahall, Mr. Rogers worked in the New York office of Pearl Meyer & Partners for 10 years. In such
capacity, he consulted with publicly and privately held companies in the design and implementation of annual
incentive design and long term equity participation programs and incentives for subsidiaries, business units, spin-
offs, IPOs, bankruptcies, joint ventures, and mergers and acquisitions. Mr. Rogers also specializes in the design and
negotiating of employment, change-in-control, severance and retention arrangements. While his experience covers a
wide spectrum of different industries, he has worked extensively with clients in the financial services industry

(including private equity and hedge funds), health care, insurance and technology industries.

Previously, he was with the law firm of Sills Cummis Epstein & Gross, where he advised public and private
companies regarding the structuring and negotiation of employment, change in control and severance arrangements
and mergers and acquisitions. Mr. Rogers also interned in the Washington D.C. office of current Senate majority
Leader Harry Reid. While interning, Mr. Rogers authored a white paper on the impact of then proposed IRC Section

280G, and consulted on a variety of health care issues.

Mr. Rogers holds advanced degrees from each of New York University Law School (J.D.) and Cornell University’s
Johnson Graduate School of Management (MBA-Finance) and received a bachelor of arts in World Political Economics

from Colorado College.
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GRAHALL ONLINE SOLUTIONS
AN ONLINE TOOL FOR EVERY SITUATION

CONCEPTUAL DIAGRAMS MASTER CASE STUDIES TRAINING TOOLS
ANALYTICAL TOOLS SAMPLE PRESENTATIONS BOOKS & BOOK CHAPTERS
DIAGNOSTIC TOOLS SURVEYS & RESEARCH REPORTS  PROJECT MANAGEMENT GUIDES

LOGIC CHARTS & DIAGRAMS BLOGGING TOOLS PROPOSAL TEMPLATES
MINI CASE STUDIES ARTICLES & WHITE PAPERS COMMUNICATIONS PIECES

OUR TOTAL HUMAN CAPITAL SERVICES

Human Capital Strategy

Investor Effectiveness Reviews
Organization Capabilities and People Strategy
Workforce Strategy and Alignment

Board of Directors Effectiveness Reviews
Leadership Effectiveness Reviews

Sales Force Effectiveness

Human Resources Operational Effectiveness
Organization Effectiveness

Employee Engagement Reviews

Customer Satisfaction Reviews

Total Rewards Strategy

Investor Review of Organization Rewards
Board of Directors Total Rewards

CEO & Executive Employment Agreements
Executive Total Rewards

Sales Compensation

Employee Total Rewards

Employee Relations

Employee Relations Policy Development
Organization Culture Studies

Compliance Audits & Regulatory Reviews
Employee Communications Programs

Special Services

Litigation/Expert Witness
Automation of Sales Support Systems
Transaction Advisory Services
Training on Subject Matter Expertise

Organization Design & Development
Board of Directors Governance Services
Sales Operations Services
Organization Design

Marketing Alignment with Sales goals
Organization Development

Sales Force Program Implement.

HR Transformation

Position Analysis

Change Leadership & Management
Job Documentation

Talent Management & Staffing

Workforce Planning

Executive Search

Human Resources Department Staffing
Recruitment Process Design/Implementation
Leadership Assessment Services
Performance Management Design / Implementation
Employee Training & Development
Leadership Development Programs
Competency Modeling

Career Mapping

Succession Planning and Management
Coaching Services

Outplacement & Career Transition Services
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Protected by Copyright

All Rights Reserved under US Copyright
Act of 1976 and all other applicable
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and all rights are reserved, including
resale rights. No part of the material
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without the prior written permission of
Grahall, LLC.

Grahall, LLC and the Grahall, LLC logo
are trademarks or registered trademarks
of Grahall, LLC. Certain product names
mentioned in this web site are the
trademarks or registered trademarks of
Grahall, LLC. All other product names
mentioned in this web site are the
trademarks or registered trademarks of
their respective owners and are
mentioned for identification purposes
only.

Note that any program, publication,
design, product, process, software,
technology, information, know-how, or
idea described herein may be the subject
of other rights, including other
intellectual property rights, which are
owned by Grahall, LLC or other
interested parties and are not licensed to
you hereunder.

Disclaimer of Use

The information contained herein is
provided by Grahall, LLC and is intended
to provide general insights on a particular
subject or subjects and is not an
exhaustive treatment of such subjects.
Accordingly, it is not intended to
constitute legal, accounting, tax,
investment, consulting, or other
professional advice or services.

This document is provided as is, and
Grahall, LLC makes no express or
implied representations or warranties
regarding the material and we do not
warrant that the content is error-free or
will meet any particular criteria of
performance or quality.

Your use of this Grahall, LLC publication
is at your own risk and you assume full
responsibility and risk of loss resulting
from the use of thereof. Grahall, LLC will
not be liable for any special, indirect,
incidental, consequential or punitive
damages or any other damages
whatsoever, whether in an action of
contract, statute, tort (including, without
limitation, negligence) or otherwise,
relating to the use of Grahall, LLC
publications.

Any legal disputes between user and
Grahall, or interpretation of any policy or
this agreement shall be governed by and
construed in accordance with the laws of
the State of New York. If you have
questions or concerns regarding the
Terms of Use or wish to make a request to
obtain written permission to reproduce or
transmit in any form, by any means
(electronic, photocopying, recording, or
otherwise) materials purchased or
otherwise obtained through the store
please contact us.

Grahall

Grahall is a diversified human resources
firm founded on a deep appreciation of
the impact of human capital on
organizational success. With a heritage
total reward strategy including executive
and employee compensation, benefits,
recruiting and change management, our
mission is to help make our clients
successful.

Because people matter most, we provide
services to clients seeking to maximize
the value exchange between
organizations and individuals, including:

>> Human Capital Strategy

>> Total Rewards Strategy

>> Employee Relations

>> Organization Design & Development
>> Talent Management and Staffing

>> Special Services

For a full listing of online calculators,
tools, and solutions that meet your needs,
search our online database organized by
our practice areas:

>> Stakeholder Level
>> Industry Sector

>> Organization Stage
>> Organization Event
>> Organization Size

For more information:
Grahall Headquarters
50 Fairlee Road
Waban, MA 02468
917.453.4341 Phone

Visit us on the web at www.grahall.com



