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Making The New CD&A Count For Something

By Louis M. Thompson, Jr., Compliance Week Columnist — September 19, 2006

Securities and Exchange Commission Chairman Christopher Cox recently told members of the 

New York Financial Writers Association that their jobs would be a lot easier if regulators d

make things so complicated in the first place. “That’s why, at the SEC, we’re mounting an all-

out war on needless complexity,” Cox reportedly said. “Saying what you mean, and saying 

clearly, will be every bit as important for the government as it is for companies and mutual 

funds.”  

idn’t 

it 

 
To wit, the SEC’s new rule on executive compensation disclosure is designed to provide institutional and—

even more importantly, individual—investors a clear understanding of top executives’ total compensation 

and the company’s compensation goals and objectives.  

 

Unfortunately, the SEC’s “tone at the top”— Cox’s call for a war on complexity that would yield simplicity 

and clarity of SEC rules—apparently did not trickle down to those who crafted the 436-page regulation. 

Admittedly, the SEC staff’s job was made more difficult by the varied and complex forms and components of 

top executive compensation—particularly when it comes to stock options, restricted stock, and similar 

grants. Page after page of the rule is devoted to a discussion of how transparency is to be achieved through 

the compensation tables.  

I would not, nor does the SEC, suggest that executive compensation be standardized through regulation; 

perhaps, however, once the complexity of compensation is laid out in tabular form, transparency may cause 

investors to urge companies to simplify equity-based compensation.  

A key component of the rule is the new Compensation Discussion and Analysis section. This will be “filed,” 

not “furnished,” as part of disclosure that is subject to certification by a company’s principal executive and 

financial officers. The CD&A, which is at the heart of the rule, is designed to make clear to investors what the 

material factors are that underlie the compensation policies and decisions reflected in the data presented in 

the compensation tables.  

The CD&A will begin with a compensation policy overview that is similar to the type of disclosure the 

Commission advocates in the Management’s Discussion & Analysis section of companies’ periodic reports. 

Unfortunately, many companies do not present an MD&A overview, claiming that they may be liable for 

errors of omission should they inadvertently omit material information from their overview, even though it 

is contained elsewhere in the body of the document.  

In the new compensation disclosure rule, companies must provide a CD&A overview.  
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The CD&A presents companies with an opportunity to explain to investors in plain English what their 

compensation policies and goals are in awarding the total compensation packages for key executives. These 

goals should flow from the company’s strategy, so it is critical that companies have clearly articulated 

strategies that investors not only understand, but believe that management has the wherewithal to 

accomplish. In survey after survey of key factors institutional investors consider when making investment 

decisions, having a “clear and credible compensation strategy” ranks right at the top, second only to “quality 

of management.” By the way, these factors far outweigh earnings per share when institutional investors 

make investment decisions.  

Companies generally do an adequate job of articulating their strategies in investor conferences and one-on-

one investor meetings. Some, however, may flinch when it comes to discussing their strategy in a filed 

document. Why? Too often, I hear companies say that communicating what drives value in their own 

company gives competitors too much information. Competitive intelligence is often an excuse to avoid 

disclosure, forcing investors to focus on more short-term performance factors such as quarterly earnings per 

share.  

The reality in today’s information environment is that peers within an industry group know a great deal 

about each other. The Internet has become a treasure trove of information; investors listen in on peers’ 

quarterly conference calls; analysts sometimes share information with companies they cover about their peer 

companies. Academics who have studied this phenomenon conclude that the concern over competitive 

intelligence—beyond trade secrets and other confidential information—is often overblown.  

Yet, in crafting the instructions for preparing the CD&A, the SEC recognized that specific “pay-for-

performance” targets—even on an after-the-fact basis—could pose significant risk of competitive harm. 

Therefore, the rule does not require it where the factors or criteria considered in creating performance 

targets involve trade secrets or other confidential information that might result in competitive harm to the 

company. Hopefully, companies will not use this as an excuse to avoid disclosure of performance targets that 

are based on largely publicly available information.  

I recently participated in a series of symposia on “Breaking the Short-Term Cycle,” sponsored by the CFA 

Center for Financial Market Integrity and the Business Roundtable Institute for Corporate Ethics. One of the 

primary recommendations in our June 2006 report calls for aligning corporate executive compensation with 

long-term shareowner interests by structuring compensation to achieve long-term strategic and value-

creation goals.  

The report also recommends that stock ownership guidelines should require all executives and directors to 

hold a “meaningful” amount of equity in their company, defined as an amount that makes it economically 

material to the individual that the company succeeds in the long-term.  

Long-term goals can be expressed in a variety of ways. Among them are:  

! effectively communicating the company’s strategy (which can be measured by surveying the 

company’s institutional shareholders);  

! providing financial results that increase shareholder value over a specified period (which can be 

expressed as a target for relative ranking among the company’s peers, based on total shareholder 

return or targeted increases in annualized discounted cash flow);  



! using research and development to enhance the company’s long-term productivity (an area often cut 

to meet financial analysts’ short-term earnings projections);  

! achieving productivity goals based on effective use of the company’s human capital; and  

! achieving a targeted ranking among peers based on relevant customer satisfaction indices.  

If those who can communicate in plain English are involved in crafting the CD&A, investors may have an 

opportunity to really understand what underlies compensation goals for key executives. This should drive 

how company officials discuss corporate performance when meeting with investors. Therefore, it’s 

imperative that the communicators put their stake in the ground and play a key role in preparing the 

“discussion” component of the CD&A, before lawyers and controllers take over the entire process and the 

CD&A becomes another MD&A. 
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