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Introduction

Executive compensation includes salary, 
bonuses, perquisites (or “perks”), 

stock, stock options and other forms of 
compensation arrangements provided to 
a company’s executive officers.2 Executive 
compensation is a critical aspect of a 
company’s governance, not only because 
pay decisions have a bottom line effect, 
but also because they allow shareholders, 
institutional and non-institutional alike, 
to assess the performance of directors  
and officers.3

Corporate governance involves the 
relationship among various participants 
who determine the direction and 
performance of a company.4 Three primary 
participants are shareholders, management 
(led by executive officers) and directors.5 
An apparent conflict, however, exists 
between shareholders and officers with 
respect to executive compensation.6 On 
the one hand, shareholders want executive 
compensation to be linked to the company’s 
performance.7 On the other hand, officers 
want their compensation to be as fixed 
as possible.8 Often times executive 
compensation is excessive in light of a 
company’s performance. Directors seem 
to be operating under the principle “that 
compensation must be in the top half or 
even the top quartile of some benchmark 
group (the basis of the selection of which  
is often not disclosed) for the company 
to be competitive in attracting executive 
talent.”9 This approach produces a result 
in which every officer’s compensation is 
above average.10

One way for shareholders to assess 
the performance of directors and officers 
is through better disclosure, so that 
shareholders will know exactly how 
much a company’s officials are getting 
paid. Opaque disclosure of executive 
compensation will not suffice. Disclosure 
must be transparent, allowing shareholders 
to determine if executive compensation 
is aligned with company performance.11 
Certain data on executive compensation 
must be filed with the Securities and 
Exchange Commission (the “Commission” 
or “SEC”). However, information not 

presently required to be disclosed may be 
helpful to shareholders, and may be the 
subject of future rule changes made by the 
Commission. Shareholders also have other 
courses of action available to obtain access 
to any’s executive compensation figures 
and policies.

Disclosure under SEC Rules

Decisions regarding the amount and 
type of compensation to be paid 

to an executive officer are governed by 
state law and are generally subject to 
protection under the business judgment 
rule.12 However, federal law governs the 
disclosure related to those compensation 
decisions, much of which is found in SEC 
rules and regulations.13 The Commission’s 
goal is to provide “full and fair disclosure 
of material information on which to 
base informed investment and voting 
decisions.”14 The Commission’s interest 
in the area of executive compensation 
disclosure is apparent by its recent 
enforcement actions against The Walt 
Disney Company and General Electric, 
a settlement with Tyson Foods, and 
some noteworthy comments made by its 
Commissioners and personnel.15

Many of the prevailing SEC disclosure 
rules are fairly new.16 Prior to 1992, 
executive compensation disclosure was 
primarily limited to amounts payable 
under compensation plans, only requiring 
a brief description in narrative form.17 In 
1992, however, the Commission adopted 
amendments to the executive compensation 
disclosure rules.18 More recently, in 2004, 
the Commission expanded the number 
of events and items that are reportable 
on Form 8-K under the Securities and 
Exchange Act of 1934, and also shortened 
the filing deadline.19 Even with these 
expanded disclosure requirements, there 
is other executive compensation data, not 
required under SEC rules, which would 
provide better, more complete disclosure to 
shareholders. At the present time, the most 
relevant SEC authority requiring executive 
compensation disclosures is: (1) Item 402 of 
Regulation S-K (attached hereto as Exhibit 
A); and (2) Item 1.01 of revised Form 8-K 
(attached hereto as Exhibit B).

A. Item 402 of Regulation S-K

Item 402 of Regulation S-K (“Item 402”) 
sets forth disclosure requirements with 

respect to various categories of executive 
and director compensation that companies 
must disclose in registration statements, 
annual reports on Form 10-K, and other 
documents filed pursuant to the Securities 
Act of 1933 (“1933 Act”) and the Securities 
Exchange Act of 1934 (“1934 Act”).20 The 
rule provides that a company must provide 
a “clear, concise and understandable 
disclosure of all plan and non-plan 
compensation awarded to, earned by, or 
paid to the named executive officers … and 
directors … by any person for all services 
rendered in all capacities to the registrant 
and its subsidiaries, unless otherwise 
specified … .”21 This language clearly 
provides that all compensation must be 
disclosed. This language also correlates 
with the 1933 Act’s stated purpose of 
providing shareholders with information 
they can use when deciding how to vote 
their shares.22

Item 402 provides that compensation 
awarded to the CEO must be disclosed 
“regardless of compensation level.”23 
The company must also disclose the 
compensation packages for its four most 
highly compensated executive officers, 
other than the CEO, unless the total of their 
salary and bonuses is less than $100,000.24 
These requirements apply whenever cash, 
stock, stock options or other compensation 
is received by an executive officer.25 This 
information can be found most readily in a 
company’s annual proxy statement, which 
contains the following:

(a)		 Summary Compensation Table. 
This table is the cornerstone of 
the SEC’s required disclosure 
on executive compensation. It 
provides, in a single location, 
information on named executive 
officers for the last three completed 
fiscal years, including:

(i)			 Base salary;

(ii)		 Bonuses;

(iii)		 Perquisites;
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(iv)		 Above-market or 
preferential earnings paid 
(or payable but deferred) 
on deferred compensation, 
restricted stock, stock 
options or stock appreciation  
rights (“SAR”);

(v)		 Earnings paid (or 
payable but deferred) on 
long-term incentive plan 
compensation (e.g., retirement 
plans, a change in control 
situation, company payment of 
insurance premiums, etc.);

(vi)		 Amounts reimbursed for 
payment of taxes;

(vii)		 Preferential discounted 
stock purchases;

(viii)		 Restricted stock awards;

(ix)		 Stock options and free-
standing SAR grants; and

(x)		 Long-term incentive 
plan payouts.26

(b)		 Option/SAR Grants Table. This 
table provides information about 
stock options and free-standing 
SAR grants made during the last 
fiscal year to each named executive 
officer. The table includes, for each 
grant to a named officer:

(i)			 The number of shares 
under the stock option or SAR;

(ii)		 The percentage the grant 
represents of the total number 
of stock options and SAR grants 
to all employees during the last 
fiscal year;

(iii)		 The per share exercise 
price of the stock option or SAR;

(iv)		 If the stock option or 
SAR was granted at a discount, 
the market price of the 
company’s stock at the time of  
the grant; and

(v)		 The expiration date of 
the stock option or SAR.27

(c)		 Option/SAR Exercises and 
Year-End Value Table. This table 
provides information about 
stock option exercises, as well 
as SARs, that occur during the 
last completed fiscal year for 
each named executive officer.  
This includes:

(i)			 The number of shares 
received upon the exercise;

(ii)		 The aggregate dollar 
amount realized upon exercise;

(iii)		 The total number of 
unexercised stock options and 
SARs held at the end of the 
last completed fiscal year if the 
named executive officer holds 
the stock options or SARs; and

(iv)		 The aggregate dollar 
value of the “in-the-money” 
unexercised stock options 
or SARs held at the end of 
the last completed fiscal 
year if the named executive 
officer holds the stock 
options or SARs (separately 
identifying the exercisable and  
unexercisable portions).28

(d)		 Long-Term Incentive Plans 
Award Table. This table provides 
information about any long-term 
incentive awards (i.e., incentives 
for performance over a period 
longer than one fiscal year) made 
during the last fiscal year to each 
named executive officer. This 
table includes:

(i)			 The number of shares 
of stock, units or other rights 
awarded under each long-term 
incentive plan and, if applicable, 
the number of shares of stock 
underlying each unit or right;

(ii)		 The performance or 
other time period until payout 
or maturation of the award 
(the so-called “earn-out  
period”); and

(iii)		 The dollar value of the 

estimated payout, the number 
of shares to be awarded 
as the payout or a range  
of estimated payouts 

(iv)		 Denominated in dollars 
or number of shares under the 
award (threshold, target and 
maximum amount), unless the 
payout is based on stock price.29

(e)		 Pension Plan Disclosure. 
Estimated post-retirement 
benefits for executives under 
pension and other defined 
benefit or actuarial plans are 
reported separately from the  
Summary Compensation Table.30

(f)		 Director Compensation 
Disclosure. A company must 
provide information, including 
specific amounts, about 
the standard arrangements 
under which its directors are 
compensated for the services that 
they provide to the company as 
directors. This disclosure must 
include the additional amounts, if 
any, that the directors receive for 
serving on board committees or 
for taking on special assignments. 
Other arrangements under which 
directors were compensated 
during the last completed fiscal 
year for any service provided as 
a director also must be disclosed, 
stating the name of the director 
and the amount paid.31

(g)		 Employment Contract and 
Related Arrangements. Companies 
must disclose information 
about the terms and conditions 
of employment contracts with  
named executive officers.32

(h)		 Option/SAR Repricing Table 
and Related Information. If, during 
the previous fiscal year, a company 
reprices any stock option or 
SAR held by a named executive 
officer, the company must, in its 
annual proxy statement, provide 
information about the transaction, 
including a report explaining the 



w w w . G E L A W . c o m

Executive Compensation: Bridging the Gap4
•

repricing and an Option/SAR 
Repricing Table.33

(i)		 Board Compensation Committee 
Report. As part of the changes 
made in 1992, the SEC proposed 
a new Board Compensation 
Committee Report on Executive 
Compensation (the “Report”), 
through which a Compensation 
Committee (the “Committee”) 
would disclose the specific 
rationale for the executive 
compensation paid, as well as 
the relationship of the executive 
compensation to the company’s 
performance.34 The Report’s 
requirements are codified in 
Item 402(k),35 which consists 
of three requirements. First, 
the Committee must disclose 
its compensation policies 
relating to all of the company’s 
executive officers and discuss 
how its policies relate executive 
compensation to the company’s 
performance for the most recently 
completed fiscal year. Second, 
there must be a retrospective 
discussion by the Committee on 
the qualitative and quantitative 
measures of the company’s 
performance on which the CEO’s 
compensation was based. Third, 
the required disclosure must be 
made in the name of each member 
of the Committee and, if the board 
of directors modified or rejected 
any action or recommendation 
of the Committee with respect to 
a decision for the last completed 
fiscal year, the disclosure must 
indicate this fact and explain the 
reasons for the board’s actions, 
and be made over the names of all 
members of the board. 

(i)		 Performance Graph. A 
company must include a graph 
showing the company’s stock 
performance for the past five 
years alongside a broad-based 
market index (e.g., the S&P 500) 
and an index composed of peer 
companies or companies with 
similar market capitalization.36

B. Item 1.01 of Revised Form 8-K

Under revised Form 8-K, the 
Commission expanded the number 

of reportable events under the 1934 Act.37 
The amendments also shortened the filing 
deadline for most items contained in a 
Form 8-K filing to four business days after 
the occurrence of a triggering event.38 The 
Commission made these amendments 
in response to the “real time issuer 
disclosure” mandate contained in Section 
409 of the Sarbanes-Oxley Act, and these 
amendments are intended to provide 
investors with better and faster disclosure 
of important corporate events.39

New Item 1.01 of Form 8-K requires 
the disclosure of material definitive 
agreements entered into by a company 
that are not made in the ordinary course 
of business. This parallels Items 601(b)
(10) of Regulation S-K with respect to the 
types of agreements that are material to a 
company, which include agreements that 
provide for obligations that are material to 
and enforceable against the company, or  
rights that are material to and enforceable 
by the company.40

Under Item 1.01, a company must 
also disclose any material amendment 
to a material definitive agreement. 
Disclosure of a material amendment may 
be required under Item 1.01 even if the 
company previously has not disclosed the 
underlying agreement. This could occur 
if, for example, the agreement was entered 
into prior to the effective date of Item 1.01, 
or the amendment results in the agreement 
becoming a material definitive agreement 
of the company.

Under new Item 1.01, a company 
must disclose the following information  
upon entry into, or material amendment  
of, a material definitive agreement, 
including an agreement relating to 
executive compensation:

(k)		 The date on which the 
agreement was entered into 
or amended, the identity  
of the parties to the agreement 
and a brief description of 
any material relationship  
between the company or 

its affiliates and any of the  
parties; and 

(l)		 A brief description of the 
terms and conditions of the 
agreement or amendment that are 
material to the company. 

Courses of Action Available to 
Shareholders

Although most companies are in “literal 
compliance” with the SEC rules 

on executive compensation disclosure, 
many companies are failing to disclose all 
executive compensation.41 For instance, 
many companies fail to report perquisites 
(e.g., the use of a company car) and are 
overly creative in categorizing perquisites 
as business expenses. This has caused many 
commentators to speculate that disclosure 
rule changes are on the way.42 Until then, 
shareholders are left with self-help. Below 
we discuss some of the tools available to 
shareholders to force better disclosure of 
executive compensation.

A. Demands to Inspect Corporate 
Books and Records

Section 220 of the Delaware General 
Corporation Law (“Section 220”) 

provides the record or beneficial owner 
of any number of shares of a Delaware 
corporation’s stock the right to inspect 
corporate books and records for any proper 
purpose — i.e., a purpose relating to the 
person’s interest as a shareholder.43 One 
proper purpose is to obtain information 
necessary to decide how to cast one’s vote 
as a shareholder, or whether or not to put 
forth a proposed shareholder resolution on 
an issue. As the Supreme Court held in Saito 
v. McKesson HBOC, Inc.,44 shareholders may 
obtain information under Section 220 for 
purposes such as “seek[ing] an audience 
with the board to discuss proposed 
reforms or, failing that, they may prepare 
a stockholder resolution for the next annual 
meeting, or mount a proxy fight to elect 
new directors.”45

If the corporation does not respond to 
the shareholder’s demand for books and 
records within five business days, and the 
shareholder has complied with all other 
procedural requirements of Section 220, 
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the shareholder may apply to the Court of 
Chancery to compel such inspection.46 The 
statute provides that such an action will be 
a summary proceeding, and the Court of 
Chancery will act quickly when necessary, 
such as when the stockholder seeks 
information for purposes of an impending 
shareholder vote. 

Once a shareholder accesses a company’s 
books and records, however, his/her ability 
to distribute the executive compensation 
information may be limited. In Disney 
v. The Walt Disney Co.,47 the Court of 
Chancery denied plaintiff Roy E. Disney’s 
motion to lift a confidentiality designation 
placed on certain documents so that he 
could post these materials on his website 
as part of “his ongoing public relations 
campaign challenging the truthfulness or 
completeness of the company’s routine 
public disclosures, especially its disclosure 
relating to executive compensation.”48 In 
denying Mr. Disney’s motion, the Court 
of Chancery reasoned that the production 
of non-public corporate books and records 
to a shareholder making a demand under 
Section 220 is conditioned on the entry of 
a reasonable confidentiality order, which 
serves to safeguard the rights and legitimate 
interests of the corporation.49

Mr. Disney appealed to the Delaware 
Supreme Court. Concerned that the Court 
of Chancery was creating a bright line rule 
that shareholders cannot use information 
obtained under Section 220 other than for 
purposes of bringing derivative litigation 
(which would be contrary to Saito), the 
Supreme Court remanded the matter to 
the Court of Chancery with instructions to 
“make specific findings as to whether the 
documents [at issue were] confidential” 
and, if so, to address “the potential benefits 
and potential harm from disclosing the 
documents for [Mr.] Disney’s stated 
purposes, and reach a conclusion as to 
whether the confidentiality designation 
should be removed or reduced to allow for 
the specific communications.”50 On remand, 
the Court of Chancery determined that the 
documents at issue (i.e., correspondence 
among company directors and officers) 
were confidential and that the potential 
harm to the company exceeded the potential 
benefits to shareholders if the information 

was publicly disclosed.51 The Court noted 
that shareholders have a legitimate interest 
in discussing board decisions that may 
affect the value of their investment, such as 
executive compensation decisions, but that 
this benefit was outweighed by the chilling 
effect on board deliberations if shareholders 
could publicize preliminary discussions, 
opinions and assessments of directors and 
officers.52 Mr. Disney was, therefore, not 
permitted to distribute the confidential 
documents to his fellow shareholders.

The Court of Chancery did note some 
situations in which a shareholder is 
entitled to use information obtained under 
Section 220 in ways that will lead to public 
disclosure of that information. These 
situations include using the information 
to bring a derivative action in a case of 
corporate waste or mismanagement, or 
to bring a suit attacking some aspect of 
public disclosure.53 The Court of Chancery 
will also entertain an application to lift a 
confidentiality agreement in the context 
of an active proxy solicitation, or under 
exigent circumstances (e.g., an active 
election contest) in which time constraints 
do not allow shareholders to draft and  
file a complaint and then address the  
issues of confidentiality in the ordinary 
course of litigation.54

The points that should be taken from 
the Saito and Disney holdings are that 
shareholders may use information 
obtained from a Section 220 demand 
as a means to gather information about 
executive compensation (e.g., as a prelude 
to preparing a shareholder resolution for 
the next annual meeting or mounting a 
proxy fight), but that the distribution of 
confidential information among fellow 
shareholders may be limited. 

B. Mandatory Bylaws

Another possible course of action is for 
a shareholder to submit a proposal 

to a company to adopt a bylaw that 
would allow shareholders access to (or 
require the company to disclose) executive 
compensation material. Under current 
SEC rules, a shareholder may submit a 
proposal for consideration at a company’s 
annual shareholders’ meeting if it (i) owns 
at least $2,000 in market value or 1% of the 

securities entitled to vote, (ii) has held those 
securities for at least a year, (iii) continues 
to hold those securities through the date  
of the meeting, and (iv) attends the  
meeting either personally or through a 
qualified representative.55

The shareholder proposal process 
has become an increasingly popular 
corporate governance tool because it 
enables shareholders to raise concerns and 
encourage dialogue without resorting to 
more onerous and expensive alternatives 
such as proxy contests. In recent years, 
shareholder proposals have been used in an 
effort to regulate executive compensation in 
a number of ways. In the 2004 proxy season 
alone, shareholders submitted 65 proposals 
seeking to either place limits on executive 
compensation, require that it be subject to 
stockholder approval, or require that the 
company publish reports on compensation-
related issues.56 Additionally, there were 39 
proposals seeking to limit or prohibit stock 
awards to executives, 24 proposals seeking 
to restrict (or require stockholder approval) 
of severance agreements, and 7 proposals 
seeking to link executive compensation  
to performance.57

Most of the time, shareholder proposals 
are couched in voluntary terms, which 
means that their approval by stockholders 
will send a strong message to management, 
but management can still decline to adopt 
them. The reason for this is because the 
SEC often allows companies to exclude 
“binding” proposals from their proxy 
materials on the grounds that they are “not 
a proper subject for action by shareholders” 
under the corporate law of the company’s 
state of incorporation (usually Delaware).58 
As described by the SEC:

[P]roposals by security holders 
that mandate or direct the board to 
take certain action may constitute 
an unlawful intrusion on the 
board’s discretionary authority 
under the typical statute. On the 
other hand, however, proposals 
that merely recommend or request 
that the board take certain action 
would not appear to be contrary to 
the typical state statute, since such 
proposals are merely advisory in 
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A strong argument can be made in favor 
of the use of shareholder proposals to adopt 
bylaws requiring supplemental disclosures 
relating to executive compensation. The 
SEC has indicated that a resolution merely 
requiring the disclosure of facts on an issue 
that is the proper subject for shareholder 
action is consistent with the Board’s 
fiduciary responsibilities.67 In addition, 
executive compensation is one of the few 
areas in which the SEC has demonstrated a 
willingness in the past to allow mandatory 
bylaw proposals. In 2004, the SEC refused 
to permit companies to exclude mandatory 
bylaw proposals that would have required 
shareholder ratification of any executive 
severance agreements that provided 
for a payment in excess of 2.99% of the 
executive’s base pay, specifically rejecting 
the arguments that the implementation of 
such proposals would have violated state 
law or would have been an improper subject 
for shareholder action.68 Also in 2004, the 
SEC refused to permit the exclusion of a 
mandatory bylaw proposal that would 
have required shareholder ratification for 
any executive compensation agreements 
that exceeded the limits established by 
the Internal Revenue Service for purposes 
of deductions, specifically rejecting the 
company’s argument that such a bylaw 
would have been an improper subject 
for shareholder action under state law.69 
Therefore, there is a reasonable chance that 
the SEC would not permit a company to 
exclude from its proxy materials a proposal 
which would mandate the adoption 
of a bylaw requiring supplemental 
compensation-related disclosures. 

C. Non-Binding Shareholder 
Proposals

Even if the SEC were to determine 
that a mandatory bylaw requiring 

compensation-related disclosures is 
excludible from a company’s proxy 
materials due to its binding nature, it 
would likely allow the stockholder to 
amend the bylaw to make it non-binding. 
Alternatively, proposals can be submitted 
in non-binding (or “precatory”) form from 
the outset. In recent years, proposals on 
executive compensation-related topics 
have garnered increasing support from 
stockholders. In the 2003 proxy season, 

nature and would not be binding 
on the board even if adopted by a 
majority of the security holders.59

It is an open question under 
Delaware law as to whether a proposal 
seeking to require a company to adopt 
a bylaw mandating the disclosure of 
particular executive compensation- 
related information is a “proper subject for 
action by shareholders.”60

Under Delaware law, after a corporation 
has accepted payment for any of its stock, 
shareholders entitled to vote have the 
power to adopt, amend or repeal bylaws.61 
Although the certificate of incorporation 
may extend this right to the board of 
directors as well, “[t]he fact that such power 
has been so conferred upon the directors or 
governing body, as the case may be, shall 
not divest the stockholders or members of 
the power, nor limit their power to adopt, 
amend or repeal bylaws.”62 Thus, it is 
clearly within the shareholders’ authority 
to adopt bylaws for the corporation.

Delaware law provides that a 
corporation’s bylaws may contain any 
provision so long as it is not inconsistent 
with the law or the corporation’s certificate 
of incorporation, and the bylaw relates “to 
the business of the corporation, the conduct 
of its affairs, and its rights or powers of 
its stockholders, directors, officers or 
employees.”63 Executive compensation 
clearly relates to the business of the 
corporation, the conduct of its affairs and 
the powers of its directors. In addition, a 
mandatory bylaw requiring access to and/
or disclosure of executive compensation 
information would be consistent with 
Delaware law, which recognizes and 
enforces a fiduciary duty of disclosure owed 
by all directors of a Delaware corporation.64

However, Delaware law also provides 
that the board of directors is responsible 
for managing the corporation’s business 
and affairs.65 Determining whether 
a shareholder-sponsored bylaw is 
permissible, therefore, involves balancing 
the shareholders’ statutory rights to adopt 
bylaws against the directors’ statutory 
obligation to manage the business of  
the corporation.66

there were over 200 executive-pay 
resolutions submitted, representing nearly 
40% of all shareholder resolutions.70 Of 
those, a record 24% received support from 
the majority of the votes cast.71

When precatory proposals receive 
significant shareholder support — even 
when less than a majority — they can be 
very effective tools to encourage corporate 
governance changes. Most boards of 
directors recognize that, although they 
are not bound to take the action requested 
in a precatory proposal, they risk losing 
the shareholders’ confidence (and, more 
importantly, their votes at the next 
directorial election) if they fail to do so. 
During the 2005 proxy season, Institutional 
Shareholder Services (“ISS”) recommended 
that shareholders “withhold” their votes 
from members of the compensation 
committees at 56 companies, based on 
perceived insufficiency of compensation 
disclosure and unfavorable comparison 
of compensation practices versus the 
companies’ peers.72 At the very least, 
significant support for precatory proposals 
often fosters constructive dialogue between 
shareholders and corporate management.73 

Conclusion

As owners of the companies in which 
they invest, shareholders deserve clear, 

concise and understandable disclosure 
of all executive compensation. While the 
SEC rules require the disclosure of some 
information, there are many gaps in those 
rules which leave shareholders without a 
complete picture of the compensation being 
paid to company executives. Shareholder 
activism and litigation, including books 
and records demands and bylaw proposals, 
provide means by which shareholders can 
begin to fill those gaps and more fully 
evaluate the reasonableness of executive 
compensation packages.
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