
President Obama signed the Dodd-Frank Act (“Dodd-Frank”) into law on July 21, 2010.  Most of 
the executive compensation provisions of Dodd-Frank, however, do not go into effect on their own 
but rather require the Securities and Exchange Commission (the “SEC”) to make certain changes to 
registration requirements under the Securities Exchange Act of 1934 (the “Exchange Act”) or require 
the national securities exchanges to make certain changes to their listing standards.  

Dodd-Frank includes at least ten separate changes in the area of executive compensation.1

A. Elimination of Discretionary Broker Voting of Executive Compensation Matters (already 
effective)

B. Shareholder Say on Pay (already effective)
C. Shareholder Approval of Golden Parachute Compensation (already effective)
D. Independent Compensation Committee 
E. Independence of Compensation Consultants, Legal Counsel and Other Advisers
F. Disclosure of Pay Versus Performance
G. Pay Ratio Disclosure
H. Recovery of Erroneously Awarded Compensation
I. Disclosure Regarding Employee and Director Hedging
J. Disclosures Regarding Chairman and CEO Structures

These new provisions apply to all publicly-traded companies.  Of the ten provisions listed above, 
only the first three became effective for the 2011 public company proxy season that concluded this 
past spring.  The other seven are likely to become effective in late 2011 or early 2012.  This Regulatory 
Update is intended to provide an overview to publicly-traded employers of the considerations and 
action items requiring their attention for the remainder of 2011 as well as 2012.

Independent Compensation Committee
Dodd-Frank requires the SEC to adopt rules that direct the NYSE, NASDAQ, and other national 
securities exchanges and associations to prohibit the listing of any equity security of a company 
that does not have an independent compensation committee.  In determining the definition of 
the term “independent,” the national securities exchanges and associations must consider factors 
determined by the SEC to be relevant, including: 

•	 the source of compensation of a member of the company’s board of directors, including 
any consulting, advisory, or other compensatory fee paid by the company to such 
member; and 
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•	 whether a member of the company’s board is affiliated with the company, or a subsidiary 
or affiliate of the company.

Most public companies will already satisfy the independent compensation committee requirement, 
due to their compliance with the $1 million cap on deductibility of compensation under Section 
162(m) of the Internal Revenue Code of 1986, as amended, and the current stock exchange rules.  
Companies most likely to be affected by this new requirement are those with significant investments 
from private equity funds.  If the SEC applies its traditional definition of “affiliate”2 (as many believe 
to be likely), then a representative of a private equity fund owning more than 10% (or of a group 
of private funds acting together and owning in the aggregate more than 10%) of a public portfolio 
company would be precluded from serving on the company’s compensation committee, subject to 
certain exceptions.  Specifically, the independent compensation committee requirement will not 
apply to a controlled company (i.e. a company of which more than 50% of the voting power for the 
election of directors is held by an individual, a group or another company),3 a limited partnership, 
a mutual fund, certain foreign companies, or a company that is in bankruptcy proceedings.

The SEC proposed rules for the compensation committee independence requirement on March 30, 
2011, and final rules are expected before September 2011.  In the proposed rules, however, the SEC 
suggests that the exchanges will not be required to comply with the final rule until one year after the 
rule’s publication in the Federal Register.  Thus, as a practical matter, companies may not need to 
comply with the compensation committee independence provisions until late 2012.4  At the present 
time, companies should start evaluating how their compensation committees are compensated and 
whether their board members are independent to facilitate compliance with these rules once they 
take effect.

Independence of Compensation Consultants, Legal Counsel, and Other Advisers
Dodd-Frank also adds a new provision on the “Independence of Compensation Consultants and 
Other Compensation Committee Advisers,” which provides:

•	 The compensation committee may only select a compensation consultant, legal counsel 
or other adviser after taking into consideration factors identified by the SEC (see below); 

•	 The compensation committee, in its sole discretion, may retain and obtain the advice of 
independent legal counsel and other advisers; 

•	 The company must provide for appropriate funding, as determined by the compensation 
committee, for payment of reasonable compensation to independent legal counsel or 
any other adviser.

Dodd-Frank does not require a compensation committee to hire its own independent compensation 
consultant, legal counsel or other advisers.  However, it seems to require the compensation 
committee to at least consider doing so.  

Dodd-Frank requires the SEC to identify factors that affect the independence of compensation 
consultants, legal counsel, or other advisers to a compensation committee, and specifies that these 
factors shall include at least—

(A) The provision of other services to the company by the firm that employs the compensation 
consultant, legal counsel, or other adviser;
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(B) The fees received from the company by the firm that employs the compensation consultant, 
legal counsel, or other adviser, as a percentage of the total revenue of that firm;

(C) The conflict of interest policies and procedures of the firm that employs the compensation 
consultant, legal counsel, or other adviser;

(D) Any business or personal relationship of the compensation consultant, legal counsel, or 
other adviser with a member of the compensation committee; and

(E) Any stock of the company owned by the compensation consultant, legal counsel, or other 
adviser.

Beginning with the proxy statement for the annual meeting occurring on or after July 16, 2011, 
Dodd-Frank requires disclosure of whether the compensation committee obtained the advice of 
an independent compensation consultant and whether the consultant’s work raised any conflict of 
interest issues (and, if so, the nature of the conflict and how the conflict is being addressed), but 
no comparable disclosure is required with respect to legal counsel or other advisers.  However, 
companies and compensation committees should plan on discussing these issues in the 2011 proxy 
statement to address shareholders’ now heightened disclosure expectations.  

Disclosure of Pay Versus Performance
Dodd-Frank requires each public company to disclose in its annual proxy statement “information 
that shows the relationship between executive compensation actually paid and the financial 
performance of the issuer.”5  The company’s “financial performance” must take into account any 
change in the value of the company’s stock and dividends or other distributions.  Although it is 
not clear, it is expected that financial performance for this purpose is to be calculated in the same 
manner as the performance graph currently required in the proxy statement, based on cumulative 
total shareholder return.  Companies should prepare to demonstrate on their next proxy statement 
how the compensation of their executives is related to shareholder return and the company’s overall 
financial performance.

Pay Ratio Disclosure
Dodd-Frank also requires the SEC to amend the proxy statement disclosure rules to require each 
public company to disclose: 

(A) The median of the annual total compensation of all employees of the company, except the 
chief executive officer (including employees outside the U.S.);

(B) The annual total compensation of the chief executive officer (or any equivalent position) of 
the company; and

(C) The ratio of the amount described in subparagraph (A) to the amount described in 
subparagraph (B).6

For purposes of this disclosure, the company must calculate the annual total compensation of 
all employees, worldwide, using the rules for total annual compensation figure in the summary 
compensation table of the proxy statement.  The concern is that this calculation could be extremely 
complex, taking into account perquisites, pension values, above-market interest, and other 
compensation factors, such that it would be onerous, if not virtually impossible, for employers of 
any considerable size to perform this calculation for all employees.  A bill was introduced in the 
U.S.  House of Representatives on March 14, 2011, however, that, if passed, would repeal this 
compensation ratio disclosure provision.  Thus, companies may wish to monitor the progress of this 
bill because, if this requirement were to become effective, it may be an administrative and practical 
challenge to implement.
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Recovery of Erroneously Awarded Compensation
Dodd-Frank will prohibit the listing on a national securities exchange of any issuer that has 
not adopted a clawback policy.7  Dodd-Frank’s clawback requirement states that, following an 
accounting restatement due to “material noncompliance” with any financial reporting requirements 
under securities laws, companies must seek repayment from any current or former executive officer 
of any incentive-based compensation (including stock options) paid during the three-year period 
preceding the date that the company is required to prepare the accounting restatement that was 
based on the erroneous data.8  The clawback is calculated as the excess amount paid on the basis 
of the restated results.

Unlike the Sarbanes-Oxley clawback requirements, the Dodd-Frank requirements apply regardless 
of any misconduct or wrongdoing by the executive officer or issuer and apply to a three-year period 
preceding the restatement, rather than looking back only one year.  In effect, Dodd-Frank will 
impose strict liability on executive officers: companies must recover if they restate for any reason.  
Moreover, issuers must develop a policy for disclosure of their clawback policies, although Dodd-
Frank does not indicate whether this disclosure must be in the annual proxy statement or elsewhere.
Proposed rules for this requirement were originally scheduled to be issued by July 2011, but their 
issuance has been delayed to sometime between August and December 2011, with final rules to be 
adopted within this same period.  If they have not done so already, companies may wish to review 
or refine their clawback policies to address the new, more stringent requirements.

Disclosure Regarding Employee and Director Hedging
Dodd-Frank will require issuers of securities to disclose in any proxy or consent solicitation material 
for an annual meeting whether any employee or director is permitted to purchase any financial 
instruments designed to hedge or offset a decline in the market value of employer securities 
held, directly or indirectly, by the employee or director.9  These anti-hedging guidelines are more 
comprehensive than those in Section 16(c) of the Exchange Act, which prohibit only short sale 
transactions by officers and directors.  It is important to note that, unlike many provisions of Dodd-
Frank, this section applies to all employees, not just executive officers.  The SEC anticipates issuing 
proposed rules on this section between August and December 2011.  If they have not done so 
already, companies may wish to develop or review policies and procedures to monitor this new 
requirement once it is effective.

Disclosures Regarding Chairman and CEO Structures
Dodd-Frank also requires a disclosure in proxy statements as to why the issuer has chosen to have 
the same person or different persons serving as Chairman of the Board and CEO.10  The SEC had 
previously required the disclosure of whether the same person serves as Chairman and CEO, and 
many issuers already include such a description in their disclosures, so the effect of this change 
is more to make mandatory a practice that many issuers already observe.11  Dodd-Frank directed 
the SEC to issue rules implementing this new requirement no later than January 17, 2011, but no 
rulemaking is scheduled as of the time this issue went to press.  Companies may wish to review 
their current disclosure on this question to determine whether changes will be necessary when the 
rule becomes effective.

Conclusion
While some provisions of Dodd-Frank have already taken effect, other important provisions that 
will have a notable effect on executive compensation and corporate governance will take effect in 
the next 18 months.  Due to the delays and uncertainty associated with this controversial law and 
the massive amount of rulemaking it requires, publicly traded employers may wish to stay apprised 
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of these developments and consult with their advisers, as it is possible that rules could become 
effective on relatively short notice.

Endnotes
1. An eleventh provision, Enhanced Disclosure and Reporting of Compensation Arrangements, 

only applies to financial institutions with assets over $1 billion.  Dodd-Frank has other 
implications for qualified retirement plans, including potentially affecting swaps and 
other derivatives used by pension plans and affecting how stable value funds (a common 
investment option under 401(k) plans) are regulated.  This column, however, addresses only 
the executive compensation provisions.  

2. The SEC traditionally defines an affiliate to be: “a person that directly or indirectly controls, or 
is controlled by, or is under common control with, the issuer, with a presumption that more 
than 10% direct or indirect ownership of a an issuer creates affiliate status.” See Exchange 
Act Rule 10A-3(e)(1)(i).

3. SEC Release No. 34-59424.
4. SEC Release No. 33-9199.
5. The Dodd-Frank Act, Pub.L. 111-203 (2010), Section 953.
6. Id.
7. The Dodd-Frank Act, Pub.L. 111-203 (2010), Section 954.
8. Id.
9. The Dodd-Frank Act, Pub.L. 111-203 (2010), Section 955.
10. The Dodd-Frank Act, Pub.L. 111-203 (2010), Section 972.
11. SEC Release No. 33-9089.


