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Say What? Smaller Reporting Companies Subject to Say-on-Pay in 2013

Smaller reporting companies are subject to say-on-pay and say-on- frequency votes for the first time 
this year. In January 2011, the SEC adopted final rules implementing the say-on-pay and say-on-
frequency requirements of the Dodd-Frank Act. Under such rules, public companies are required 
to conduct shareholder advisory votes: (i) to approve the compensation of executives, as disclosed 
pursuant to Item 402 of Regulation S-K, and (ii) to determine how often an issuer will conduct a 
shareholder advisory vote on executive compensation. Public companies, other than smaller report-
ing companies, were required to conduct such votes starting with the 2011 proxy season. Smaller 
reporting companies did not have to conduct such votes until their first annual or other meeting of 
shareholders occurring on or after January 21, 2013. (continued on page 2)

http://reaction.blankrome.com/RSGenPage.asp?RSID=O8z5d0v1npFKBI0pfdwxZR2KPah3bHwAXSnCQWGw_oQ
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10b5-1 Plans Making Headlines

Rule 10b5-1 trading plans, and those using 
them, are making headlines. A Rule 10b5-1 trad-
ing plan is a written plan for buying or selling 
securities meeting the requirements of Exchange 
Act Rule 10b5-1(c). A properly adopted and im-
plemented Rule 10b5-1 trading plan provides an 
affirmative defense against accusations of insider 
trading and allows the purchases and sales of se-
curities even when the person using the plan is 
aware of material nonpublic information.  

Rule 10b5-1(c) requires, among other things, 
that the (i) written trading plan be established 
in good faith and at a time when the person es-
tablishing the plan is not aware of any material 
nonpublic information, (ii) the written trading 
plan specify the amount, price and date of the 
transaction(s) (or include a written formula, algo-
rithm, or computer program for determining the 
amount, price and date), and (iii) the person es-
tablishing the plan not exercise any subsequent 
influence over how, when,  or whether to make 
purchase or sales. While anyone can establish a 
Rule 10b5-1 trading plan, they are mostly used 
by public company insiders, such as executive 
officers and directors, as company insiders are 
often aware of material nonpublic information 
which precludes them from trading. There is no 
SEC requirement that the existence or details of 
a 10b5-1 trading plan be made public.  

On November 27, 2012, the Wall Street Journal, 
published “Executives’ Good Luck in Trading 
Own Stock”1 discussing how certain executives, 
including some executives using 10b5-1 trad-
ing plans, have benefitted from trading in their 
company’s own stock. In a subsequent article, 
the Wall Street Journal 2 reported that federal 
prosecutors and securities regulators were tak-
ing a closer look into how company insiders 
use 10b5-1 plans, including an examination of 
some of the transactions discussed in the Wall 

Street Journal’s November 27, 2012 article. 
Furthermore, a December 28, 2012 letter from 
the Council of Institutional Investors to the SEC 

detailed the Council’s concerns with the poten-
tial misuse of 10b5-1 trading plans and asked 
the SEC to consider pursuing interpretive guid-
ance or amendments to Rule 10b5-1 to provide 
additional restrictions on the use of such plans. 

While it is impossible to determine whether there 
will be any lasting changes as a result of this 
 current focus on Rule 10b5-1 trading plans, the 
recent attention is a reminder to public companies 
and their legal advisors to reevaluate periodically 
their policies regarding the use of Rule  10b5-1 
trading plans to ensure that their policies are up 
to date. When reviewing such policies, companies 
may wish to consider the following:

•  requiring that all Rule 10b5-1 plans be well 
documented and that copies of plans and 
related documentation be maintained as part 
of the company’s records;

•  a mandated period of delay between the 
adoption of the plan and the start of trading 
under the plan;

•  public disclosure of the adoption, termina-
tion or amendment of 10b5-1 plans;

•  requiring that insiders have only one 10b5-
1 trading plan in effect at any time; and

•  requiring that plans have a minimum dura-
tion of at least one year.

Rule 10b5-1 trading plans are undoubtedly a 
valuable tool to allow executives, directors and 
other insiders to manage their financial affairs 
and to diversify their investments. However, 
especially now with the increased scrutiny trad-
ing under Rule 10b5-1 plans is receiving, care 
should be taken to ensure that the plans are 
properly implemented and maintained. n
Return to Table of Contents 
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In drafting their proxy statements for this year’s annual meeting, smaller reporting companies should 
look to strategies utilized by other public companies during the past two proxy seasons to avoid 
a failed say-on-pay vote. For example, public companies have been using their proxy statements, 
especially their Compensation Discussion and Analysis section, as an opportunity to explain their 
executive compensation practices to shareholders. Although smaller reporting companies are not 
required to include a CD&A in their proxy statements, they may want to include disclosure similar 
to the CD&A, or, at a minimum, a summary of executive compensation practices in their proxy 
statements this year to discuss the company’s compensation philosophy and how executive com-
pensation is aligned with performance. n Return to Table of Contents

Say What? Smaller Reporting Companies Subject to Say-on-Pay in 2013 (continued from page 1)

http://www.blankrome.com/index.cfm?contentID=17&itemID=2
http://www.blankrome.com/index.cfm?contentID=17&itemID=15
http://www.blankrome.com/index.cfm?contentID=17&itemID=17
http://www.blankrome.com/index.cfm?contentID=17&itemID=20
http://www.blankrome.com/index.cfm?contentID=17&itemID=19
http://www.blankrome.com/index.cfm?contentID=17&itemID=5
http://www.blankrome.com/index.cfm?contentID=17&itemID=1
http://www.blankrome.com/index.cfm?contentID=17&itemID=18
http://www.blankrome.com/index.cfm?contentID=17&itemID=31
http://www.blankrome.com/index.cfm?contentID=17&itemID=16
http://www.blankrome.com/index.cfm?contentID=17&itemID=10
http://www.blankrome.com/index.cfm?contentID=13&itemID=53
http://www.blankrome.com/index.cfm?contentID=10&bioID=1881
http://www.blankrome.com/index.cfm?contentID=10&bioID=133
http://www.blankrome.com/index.cfm?contentID=10&bioID=1756
http://www.blankrome.com/index.cfm?contentID=10&bioID=2658
http://www.blankrome.com/index.cfm?contentID=17&itemID=25


Boards and committees that grant themselves 
awards under company equity plans should re-
view those plans in light of a 2012 Delaware 
Chancery Court case.

In Seinfeld v. Slager,3 a shareholder brought five 
derivative claims alleging breaches of fiduciary 
duties in the awarding of compensation to the 
board and officers.  The only claim to survive the 
summary judgment motion of the defendant di-
rectors was a claim that the board had awarded 
itself excessive compensation when it granted 
each of the directors restricted stock units with a 
value of $743,000 and $215,000 per award in 
2009 and 2010, respectively. The defendants 
argued that the awards did not violate the terms 
of the stockholder approved Stock Plan under 
which the awards were made and, therefore, 
were protected by the business judgment rule. 
However, the judge rejected the directors’ con-
tentions because, although the Stock Plan set 
limits on the size of the awards, it did not set 
forth “meaningful” limits in the judge’s view, 
and therefore was subject to the more stringent 
 requirements of the “entire fairness” doctrine.

Directors’ actions generally are protected by the 
business judgment rule. In a lawsuit alleging a 
breach of the fiduciary duty of care, the court 
presumes the directors exercised proper busi-
ness judgment unless the plaintiff can show the 
directors did not act on an informed basis, in 
good faith and in the reasonable belief that their 
action was in the best interests of the company. 
However, when the director is on both sides of 
a transaction, the “entire fairness” standard ap-
plies, which shifts the burden of proof to the 
directors to prove that the transaction is entirely 
fair to the company, a high hurdle.

The Stock Plan at issue provided that the 
Board could grant awards for a total of up to 
10,500,000 shares and could grant up to 
1,250,000 restricted stock units per year to an 
“Eligible Individual” (an employee, officer or di-
rector). The judge did not consider these limits 
meaningful because, in theory, the Board could 
have awarded itself one-time grants worth $21 
million per director at the then current market 
value of the stock. This limitation, in the Court’s 
view, did not satisfy the test previously laid 
down in an earlier decision in In re 3Com Corp. 
Shareholders Litigation.4

PRACTICE TIPS

Directors Beware: This Seinfeld Not So Funny

In 3Com, the Court held that directors who 
granted themselves awards under a stockholder 
approved plan with “sufficiently defined terms” 
did not breach their duties and were entitled to 
the protections of the business judgment rule. 
Although not discussed in the 3Com decision, 
an examination of the plan at issue in 3Com 
shows that the plan contained the following lim-
its on awards to directors:

•  annual grants for services as a director not to 
exceed 60,000 shares per director (80,000 
shares in the case of the Chairman); and 

•  annual grants for services as a member of a 
standing committee, not to exceed 24,000 
shares per director. 

In the Seinfeld decision, the Court gave the fol-
lowing guidance to directors:

A stockholder-approved carte blanche to the 
directors is insufficient. The more definite a 
plan, the more likely a board’s compensa-
tion decision will be labeled disinterested 
and qualify for protection under the busi-
ness judgment rule. If a board is free to use 
its absolute discretion under even a stock-
holder-approved plan, with little guidance 
as to the total pay that can be awarded, a 
board will ultimately have to show that the 
transaction is entirely fair.5

The problem for directors (and their counsel) 
is determining exactly what is a sufficient or 
 meaningful limit under the Seinfeld rubric. Many 
plans have general limitations on the number 

of shares or units that can be awarded to par-
ticipants, including directors. Under the court’s 
decision in Seinfeld, these general limitations 
are not sufficient to provide the protections 
of the business judgment rule. Directors that 
award equity to themselves under plans that do 
not have meaningful limits will have to defend 
the grants under the more rigorous “entire fair-
ness” standard.

We recommend that directors carefully review 
the plans under which they grant themselves 
equity awards. We believe that the following 
types of provisions in stockholder approved 
plans will be more likely to be found to be 

“meaningful” and entitle the board to the pro-
tections of the business judgment rule: 

•  specific annual limitations on the number of 
shares that can be awarded to directors (and 
not just generic limitations on the number of 
shares that can be awarded to participants, 
as was the case in Seinfeld) that are far less 
than all of the shares that can be awarded 
under the plan; or

•  formula provisions (e.g., awards based on a 
prescribed dollar value). 

If these types of limitations are not in director 
equity plans, directors should act now to amend 
the plans to include them and submit them to 
stockholders for approval; otherwise, to para-
phrase the “Seinfeld” show, there may be “no 
stock options for you!” n Return to Table of Contents
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Are Your Executives Posting Company Information on Facebook or Other 
Social Media Websites? The SEC Is Watching.

On December 6, 2012, Netflix filed a Form 8-K announcing that, on December 5, 2012, Netflix and 
its CEO, each received a “Wells Notice” from the SEC Staff indicating its intent to recommend that 
the SEC institute a cease and desist proceeding and/or bring a civil injunctive action against Netflix 
and its CEO for violations of Regulation FD, Section 13(a) of the Exchange Act and Rules 13a-11 
(Current Reports on Form 8-K) and 13a-15 (Controls and Procedures) under the Exchange Act. 
The 8-K itself represents an interesting piece of disclosure, but the CEO’s follow-up Facebook post 
attached to it is even more interesting to read.  

Please see below a few quotes from Reed Hastings’ (Netflix’ CEO) Facebook post attached to the 
8-K, which describes Mr. Hastings’ prior posts and his reaction to the SEC’s Wells Notice.

“We use blogging and social media, including Facebook, to communicate effectively with the 
public and our members. In June we posted on our blog that our members were enjoying 
“nearly a billion hours per month” of Netflix, and people wrote about this. We did not also issue 
a press release or 8-K filing about this. In early July, I publicly posted on Facebook to the over 
200,000 of you who subscribe to me that our members had enjoyed over 1 billion hours in 
June, highlighting how strong our content was. There was press coverage as there are many 
reporters and bloggers among you, my public followers. Some of you re-posted my post. Again, 
we did not also issue a press release or file an 8-K about this.”

“First, we think posting to over 200,000 people is very public, especially because many of my 
subscribers are reporters and bloggers. Second, while we think my public Facebook post is 
public, we don’t currently use Facebook and other social media to get material information to 
investors; we usually get that information out in our extensive investor letters, press releases 
and SEC filings. We think the fact of 1 billion hours of viewing in June was not “material” to 
investors, and we had blogged a few weeks before that we were serving nearly 1 billion hours 
per month. Finally, while our stock rose the day of my public post, the increase started well 
before my mid-morning post was out, likely driven by the positive Citigroup research report the 
evening before.”

Netflix’ debacle highlights the disparity between current news dissemination channels and Re gula-
tion FD rules, which date back to 2000 and are  designed to address the problem of selective 
disclosure of material information by companies. In 2000, the SEC took a narrow view as to what 
constituted a broad, non-exclusionary distribution of  material nonpublic information. For example, 
at such time, the SEC took the position that a company’s website alone would not satisfy broad dis-
semination for Regulation FD purposes.  In 2008, the SEC backed off of this position and provided 
guidance in an interpretative release on when information posted just on a company website would 

be considered public enough to serve as an alternative 
method for distribution of material information about the 
company under Regulation FD. 

Assuming the information is viewed as material, it is un-
clear whether the SEC would extend its guidance set forth 
in its 2008 interpretative release to Facebook or other 
social media posts. If the SEC did apply such guidance to 
social media, a company would need to evaluate whether 
(i) the com pany’s or executive’s presence on these social 
media websites is viewed as a recognized channel of dis-
tribution of information about the company, its business, 
financial condition and operations and (ii) disclosure of 
information through social media tools makes it available 
to the securities marketplace in general.

SEC Issues Compliance and Disclosure 
Interpretations on Disclosure of 
Activities Relating to Iran

In August 2012, the Iran Threat Reduction and 
Syria Human Rights Act of 2012 (the Act) be-
came law. Among other things, Section 219 of 
the Act added Section 13(r) to the Exchange Act. 
Section 13(r) requires companies that file peri-
odic reports under Section 13(a) of the Exchange 
Act to disclose in their quarterly and annual re-
ports certain information related to activities that 
they, or any of their affiliates, knowingly engaged 
in involving Iran. Generally, the activities for which 
disclosure is required are defined by various laws 
and executive orders that already exist and gov-
ern activities relating to Iran. Importantly, Section 
219 does not require the SEC to promulgate 
any rules. Thus, reporting companies will have to 
comply with the disclosure requirements with re-
spect to periodic reports required to be filed after 
February 6, 2013. 

To provide reporting companies assistance in 
interpreting and complying with new Section 
13(r), in December 2012, the SEC released 
seven new C&DIs discussing the additional dis-
closure requirements. Among other things, the 
C&DIs affirm that activities covered by Section 
13(r) that occurred during the fiscal year cov-
ered by an annual report must be reported 
in such annual report even if the activities oc-
curred prior to August 10, 2012, the date the 
Act became law. In addition, the SEC confirmed 
that reporting companies should look to the 
definition of “affiliate” in Exchange Act 12b-2 
when interpreting Section 13(r). n

Return to Table of Contents

(continued on page 5)
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Common Disclosure Flaws

In the 2012 proxy season, executive com-
pensation disclosure continued to be an 
area of focus for the SEC staff. As such, the 
SEC staff issued numerous comments seek-
ing additional information and disclosure 
about such matters as performance targets 
and their use and the use of benchmarking 
and peer groups in compensation decision 
making, as well as clarifications with respect 
to summary compensation tables. In ad-
dition to these types of comments, in the 
2012 proxy season, a number of the SEC 
staff’s comments focused on: 

•  The use of non-GAAP financial mea- 
sures. A number of registrants use non-
GAAP financial measures, such as pre-tax 
profit, to determine the level of equity 
and/or cash incentive awards. While un-
der Instruction 5 to Regulation S-K Item 
402(b), disclosure of target levels that 
are non-GAAP financial measures is not 
subject to Regulation G or Item 10(e) of 
Regulation S-K (the regulations generally 
governing the use and public disclosure 
of non-GAAP financial measures), the in-
struction does require disclosure of how 
any non-GAAP financial measure used 
was calculated from the registrant’s au-
dited financial statements. 

In the event that non-GAAP financial mea-
sures are used to set performance targets 
or measurements of achievement, or 
otherwise used in determining compen-
sation, the registrants should identify each 
such non-GAAP financial measure explain 
how the non-GAAP financial measure was 
calculated from the registrant’s audited fi-
nancial statements. While most comment 
letters requested an “explanation” or “brief 
explanation”, at least one comment letter 
did request a “reconciliation” to the com-
parable GAAP financial measure. 

•  Comments from the prior year. SEC 
staff comments to definitive proxy state-
ments are, typically, “future” comments 
that request a registrant to provide ad-
ditional information or an explanation to 
the SEC staff and to provide the enhanced 
or corrected disclosure in future filings 
in a manner consistent with the staff’s 
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(continued on page 6)

Welcome a New Type of SEC Filing—IRANNOTICE

On December 19, 2012, the SEC announced that the Notice required by the Iran Threat 
Reduction and Syria Human Rights Act of 2012 should be filed on EDGAR. This new EDGAR 
form is called IRANNOTICE, and it will be publicly available on EDGAR upon filing with the SEC. 
On January 14, 2013, the SEC adopted revisions to its EDGAR manual to add IRANNOTICE as a 
new submission type.

Section 219 of the Act added a new subsection (r) to Section 13 of the Securities Exchange Act of 
1934, which requires an issuer that files Exchange Act periodic reports under Section 13(a) of the 
Exchange Act to disclose in its annual or quarterly report whether during the period covered by the 
report the issuer or any of its affiliates knowingly engaged in certain specified activities,  including 
contacts with or support for Iran. Section 13(r) also requires an issuer that describes such activity 
in a periodic report to concurrently file with the SEC a notice, designated as IRANNOTICE by the 
SEC, that identifies the issuer and indicates that disclosure of the activity was included in its peri-
odic report. n Return to Table of Contents

NASDAQ / NYSE NEWS

When Do You Need to Start Complying With New NASDAQ  
and NYSE Compensation Committee Rules?

On January 11, 2013, the SEC approved proposed changes to the listing standards of the New 
York Stock Exchange LLC and NASDAQ Stock Market LLC related to compensation committees. 
Both exchanges created transition periods to comply with the new rules.  

As of July 1, 2013, NASDAQ and NYSE listed companies will be required to comply with the new 
rules relating to the authority of a compensation committee to retain compensation consultants, 
legal counsel, and other compensation advisers; the authority to fund such advisers; and the re-
sponsibility of the committee to consider independence factors before selecting such advisers. The 
requirement that such authority and responsibilities of the compensation committee be included 
in the compensation committee’s written charter does not apply until a later date (see below) 
for NASDAQ listed companies and such companies should consider under state corporate law 
whether to grant such specific responsibilities and authority through a charter, resolution or other 
board action.  In contrast, NYSE listed companies will have to amend their existing charters as of 
July 1, 2013 to address these additional rights and responsibilities of the compensation commit-
tee related to compensation consultants, legal counsel, and other compensation advisers. To the 
extent a NASDAQ listed company does not have a compensation committee by July 1, 2013, 
these requirements will apply to the independent directors who determine, or recommend for the 
board’s determination, the compensation of the CEO and other executive officers of the company.  

The remaining new rules, for example, compensation committee charter and independence stan-
dards for compensation committee members, will not have to be complied with by NASDAQ listed 
companies until the earlier of their first annual meeting after January 15, 2014, or October 1, 
2014. NYSE listed companies will have until the earlier of their first annual meeting after January 5, 
2014, or October 31, 2014, to comply with the new standards for compensation committee direc-
tor independence.  n Return to Table of Contents

While it still remains to be seen whether the SEC will recognize social media websites as appro-
priate Regulation FD disclosure vehicles, companies should consider revisiting the adoption of 
social media policies to establish parameters for appropriate social media disclosures of company 
information. n Return to Table of Contents

Are Your Executives Posting Company Information on Facebook or Other Social Media Websites?  
The SEC Is Watching. (continued from page 4)
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Common Disclosure Flaws (continued from page 5)

 comment and the registrant’s response. 
As such, the comment letter process may 
not be reflected in the registrant’s last filed 
proxy statement. As most registrants prob-
ably start with last year’s proxy statement 
when preparing the current year’s proxy 
statement, it is very important to review 
any comment letters from prior years to 
be sure that disclosure the registrant has 
committed to make is in fact made. The 
SEC staff has from time to time insisted 
that filed definitive proxy statements be 
revised to make changes a registrant com-
mitted to make in response to the prior 
year’s comments. 

•  Related party transactions. In the 
2012 proxy season, the SEC staff issued a 
number of comments seeking additional 
disclosure with respect to related-party 
transactions, and in particular loans by fi-
nancial institutions to related parties. With 
respect to loans by financial institutions 
to related parties, the SEC staff focused 
on the detailed disclosure requirements 
of Instruction 4.c. to Item 404(a) of 
Regulation S-K, which require disclosure 
with respect to whether loans by certain 
financial institutions to related parties 
were made on substantially similar terms, 
including interest rates and collateral, as 
those prevailing at the time for compa-
rable loans with persons not related to 
the lender and/or involved more than the 
normal risk of collectability or presented 
other unfavorable features. The staff’s 
comments made clear a preference for 
use of the exact wording from Instruction 
4.c., such as “persons not related to the 
lender” as opposed to “other persons.” 

While for the 2012 proxy season the SEC 
staff seemed to focus its review of related 
party transaction disclosure on loans by fi-
nancial institutions to related parties, the SEC 
staff also provided comments on related 
party transaction disclosure to a number of 
registrants involved in other industries. With 
the SEC’s recent focus on related party trans-
action disclosure, for the 2013 proxy season, 
registrants should carefully review Item 404 
of Regulation S-K to be sure that all required 
information with respect to related party trans-
actions is properly disclosed. n

 Return to Table of Contents

PROXY SEASON

Due to recent SEC rulemaking,6 conflicts of 
interest with compensation consultants are at 
the forefront of disclosure issues in 2013 proxy 
season. The SEC added paragraph (e)(3)(iv) to 
Item 407 of Regulation S-K concerning issuers’ 
use of compensation consultants and related 
conflicts of interest to implement Section 952 
of the Dodd-Frank Wall Street Reform and 
Consumer Protection Act of 2010. New Item 
407(e)(3)(iv) disclosure, which should be ad-
dressed in any proxy or information statement 
for a meeting of shareholders at which directors 
will be elected occurring on or after January 1, 
2013, expands disclosures related to compen-
sation consultants. 

Generally, Item 407(e)(3) requires public 
companies subject to the SEC proxy rules to 
describe the company’s procedures for the 
consideration and determination of execu-
tive and director compensation. In 2009,7 the 
SEC amended Item 407(e)(3) to bring to light 
conflict of interest situations arising when a con-
sultant is paid for both compensation consulting 
services as well as other services (for example, 
benefits administration, human resources con-
sulting and actuarial services) because such 
dual engagement may affect the independence 
of the advice related to compensation matters. 
Amendments to Item 407(e)(3) adopted in 
2012 are broader in their scope and require8 

public companies, in the case of compensation 
consultants that played any role in determin-
ing or recommending the amount or form of 
executive and director compensation during 
the company’s last completed fiscal year and 
whose work has raised any conflict of interest, 
to disclose the nature of the conflict and how 
the conflict is being addressed. Instruction to 
Item 407(e)(3)(iv) states that, among the fac-
tors that should be considered in determining 
whether a conflict of interest exists, companies 
should review the same factors as the ones 
that should be evaluated by the compensation 
committee in connection with its assessment of 
the independence of a compensation adviser.9

In order to prepare the disclosure related to 
compensation consultants for this proxy season, 
companies need to carefully due diligence their 
relationships with compensation consultants 
and solicit conflict information, whether via a 
formal compensation consultant questionnaire 
or otherwise, in order to evaluate whether a 
conflict of interest exists in their relationships 
with compensation consultants.

If the company had a compensation consultant 
that played any role in determining or recom-
mending the amount or form of executive and 
director compensation during the company’s 
last completed fiscal year, the company needs 

(continued on page 7)
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New Form of Due Diligence: Relationships with Compensation Consultants (continued from page 6)

to clearly understand the parameters of this 
role. If such role in executive or director com-
pensation was limited to only:

•  consulting on any broad-based plan that 
does not discriminate in favor of executive 
officers or directors of the company and 
that is available generally to all salaried em-
ployees (for example, 401(k) plan or health 
insurance plan), or 

•  providing information that is not customized 
for a particular company or, if customized, 
is based on parameters that are not devel-
oped by the compensation consultant, and 
about which the compensation consultant 
does not provide advice, 

then activities of such compensation consultant 
are not covered by the SEC disclosure rules.

If the compensation consultant’s role was 
broader than just providing the general services 
described above, then the company should be 
able to clearly identify (i) the nature and scope 
of the compensation consultant’s assignment 
and (ii) the material elements of the instruc-
tions or directions given to the consultants with 
respect to the performance of their duties. The 
company should identify all types of services 
provided by the compensation consultant or its 
affiliates, including the person that employs the 
compensation consultant, during the company’s 
last completed fiscal year in addition to recom-
mendations on the amount or form of executive 
and director compensation. Such information 
not only affects the level of disclosure, but also 
is a factor in the company’s determination of 
whether the conflict of interest exists in the rela-
tionship with the compensation consultant.

The company should also focus on the role 
played by the compensation committee (or 

persons performing the equivalent functions) 
or management in the engagement of the 
compensation consultant. For example, if the 
compensation consultant was engaged by the 
compensation committee, the company should 
determine whether:

•  the decision to engage the compensation 
consultant or its affiliates for other services 
was made, or recommended, by manage-
ment; and 

•  the compensation committee or the board 
approved such other services of the com-
pensation consultant or its affiliates.

The amount of fees10 paid to compensation 
consultants should be very carefully tracked 
and companies should distinguish fees paid for 
compensation consulting services and addition-
al services performed by the consultant or its 
affiliates during the company’s last completed 
fiscal year. If fees for such additional services 
did not exceed $120,000, then public compa-
nies are not obligated to disclose the aggregate 
fees paid to the compensation consultant for (i) 
determining or recommending the amount or 
form of executive and director compensation or 
(ii) any additional services provided by the com-
pensation consultant or its affiliates. However, 
the amount of fees paid by the company to 
the person that employs the compensation 
consultant (irrespective of the amount) as a 
percentage of the total revenue of such person 
is one of the factors that should be considered 
in determining whether a conflict of interest 
with the compensation consultant exists. 

In order to be able to evaluate whether the 
relationship with a compensation consultant 
during the company’s last completed fiscal year 
presented any conflict of interest issues, the 
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Indemnify Me, Maybe

A recent Delaware Chancery Court letter opinion is a reminder that 
directors, officers and their counsel should carefully review the man-
datory indemnification and advancement of expenses language in 
their bylaws and indemnification agreements to ensure that they 
mean what they think the mean.

In Miller v. Palladium Industries, Inc. (Del. Ch. Dec. 31, 2012, available 
at http://courts.delaware.gov/opinions/download.aspx?ID=182530),
the Court dismissed an action for mandatory

company should also go through the following 
“due diligence” steps:

•  request either a copy or a description of the 
policies and procedures of the person that 
employs the compensation consultant that 
are designed to prevent conflicts of interest;

•  inquire about any business or personal rela-
tionship of the compensation consultant with 
a member of the compensation committee 
(or persons performing the equivalent func-
tions) as well as any business or personal 
relationship of the compensation consultant 
or the person employing the consultant with 
an executive officer of the company; and

•  obtain information regarding any company 
stock owned by the compensation consul-
tant (the SEC believes that this inquiry should 
also include the stock owned by family mem-
bers of the compensation consultant). 

Generally, for the purposes of these conflict of 
interest determinations, the term “compensa-
tion consultant” is viewed broadly and includes 
members of the consultant’s team working on 
the company’s engagement.

There are no materiality thresholds included in 
the foregoing factors related to the conflict of 
interest determinations, which makes it more 
difficult for companies to determine which com-
pensation consultant had a conflict of interest. A 
public company is not required to use only those 
compensation consultants that are free from any 
conflict of interests. However, through disclosure 
rules regulations, the SEC sends a clear message 
that the consultants’ recommendations regarding 
executive and director compensation should not 
be influenced by various conflicts of interest that 
may exist between the company and the com-
pensation consultant.  n Return to Table of Contents

(continued on page 8)
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QUESTIONS:  If you have a question regarding the 
issues raised in this newsletter, you may obtain 
additional guidance from the authors and other 
members of our Public Companies Group.
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The SEC Approved PCAOB Rules on Communications with Audit Committees

In December 2012, the SEC approved PCAOB proposed rules on Auditing Standard No. 16, 
Communications with Audit Committees. Auditing Standard No. 16 supersedes PCAOB’s interim stan-
dards AU section 380, Communication with Audit Committees, and AU section 310, Appointment 
of the Independent Auditor. Auditing Standard No. 16 is effective for audits of financial statements 
for fiscal years beginning on or after December 15, 2012 and applies to the audits of all issuers, 
including emerging growth companies established under the JOBS Act and foreign private issuers.

It is interesting to note that, among other matters, Auditing Standard No. 16 expands the inquiries 
of the audit committee required by Auditing Standard No. 12, Identifying and Assessing Risks of 
Material Misstatement, which requires the auditor to inquire of the audit committee regarding its 
knowledge of the risks of material misstatements, including fraud risks. The inquiry required by 
Auditing Standard No. 16 goes beyond material misstatements and fraud risks and provides that the 
auditor “should inquire of the audit committee about whether it is aware of matters relevant to the 
audit, including, but not limited to, violations or possible violations of laws or regulations.” 

In light of this inquiry, audit committees will need to discuss procedures for evaluating violations, 
including possible violations, of laws and regulations, especially considering the fact that this require-
ment does not include any materiality threshold. n Return to Table of Contents
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advancement of legal defense costs brought by a former director who was being sued by the 
corporation. The relevant provisions of the bylaws provided for mandatory indemnification and 
advancement of expenses; however, another section of the bylaws provided that expenses incurred 
in defending a proceeding “shall be paid by the corporation in advance of such proceeding’s final 
disposition unless otherwise determined by the Board of Directors in the specific case …” Here, 
the Board had determined that the advancement of expenses was not in the best interests of the 
corporation for various reasons and denied the request.

The Court did not consider the two bylaw provisions ambiguous and construed them together: 
“Palladium must advance legal fees and expenses if the board does not adopt a contrary directive…
Failure of the board to act in a specified time after receipt of a request for advancement will leave 
the request as a mandatory one. Here, the board acted in a timely fashion—within roughly thirty 
days from the date of Miller’s demand.” As a result, the Court dismissed the former director’s claim 
for advancement of expenses.

So blow the dust off your bylaws and indemnification agreements, read the applicable language and 
make sure it says what you think it says. n Return to Table of Contents
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