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WASHINGTON REPORT 13-15: Compensation Committees and Independence Requirements       

 

MARKET TREND: The focus on the compensation paid to executives of public companies by shareholders and by the 

government continues.  The adoption by the Securities and Exchange Commission (“SEC”) Rule 10C-1, and the amended 

exchange listing requirements that flow from that rule, are the latest developments in the effort to require responsible 

compensation practices and processes.  They implement standards intended to remove conflicts of interest from executive 

compensation decisions and continue a line of regulatory rules and requirements that enhance transparency and accountability 

in corporate governance.            

 

SYNOPSIS:  Clearly, public companies have used compensation committees even if not previously mandated.  New Rule 10C-1, 

adopted to satisfy the Dodd-Frank Wall Street Reform and Consumer Protection Act (the “Dodd-Frank Act”), requires (i) 

exchange listing standards to address the independence of compensation committee members, (ii) committee member 

independence, and (iii) compensation committee authority and funding to retain advisers.  Under newly adopted exchange 

listing rules, new fees and affiliation factors must be considered in determining committee member independence and NASDAQ 

listed companies are now required to have a compensation committee and committee charter.       

 

TAKE AWAYS:    : In consideration of the adviser independence rules, public companies should take several steps.  First, they 

should review current procedures used to gather information and determine compensation adviser and compensation committee 

independence. Necessary modifications may involve the creation of new policies and procedures for collecting and analyzing 

information about potential compensation advisers including questionnaires and ensuring that the policies and procedures 

comport with the compensation committee charter.  In addition, public companies should consider how compensation 

consultant conflicts will be determined and if unable or unwilling to avoid conflicts, how the conflicts will be addressed.  Finally, 

public companies should permanently maintain records that support compliance with compensation committee independence 

rules to ensure that compliance can be demonstrated to any government agency that may inquire.   

 

Also in light of these rules, producers should consider their relationships with executives and/or Board members of publicly 

traded companies to determine whether they are well-positioned to provide services to the companies as advisers to 



compensation committees or, if necessary or appropriate, how they can reposition themselves to be able to provide these or 

similar services effectively. Alternatively, producers may choose to provide services as compensation advisers to the company, 

rather than to the compensation committee of the Board. 

 

PRIOR REPORTS: 11-32; 10-106; 10-70 

 

MAJOR REFERENCES: SEC Final Rule 10C-1; Section 303A of the NYSE Listed Company Manual; Rule 5605 of the 

NASDAQ Manual; SEC Release No. 34-68640; SEC Release 

No. 34-68639.   

 

Overview 

  

As required by the Dodd-Frank Act, the SEC adopted new and amended rules on June 20, 2012 regarding the compensation 

committees of exchange-listed public companies.   The new rules impose requirements on the composition and actions of 

compensation committees similar to those imposed on audit committees under the Sarbanes-Oxley Act of 2002, and directed the 

exchanges to implement rules regarding (i) the independence of members of the compensation committee, (ii) the committee’s 

authority to retain compensation advisers, and (iii) the committee’s consideration of the independence of any compensation 

advisers.  The new rules also make a minor change to existing compensation committee disclosure requirements found in item 

407 of Regulation S-K (regarding conflicts of interest).  In accordance with the SEC Rule, the New York Stock Exchange, LLC 

(“NYSE”) and NASDAQ Stock Market, LLC (“Nasdaq”) issued proposed rule amendments on September 25, 2012 which were 

approved by the SEC on January 11, 2013.  

  

Compensation Committees Before the Dodd-Frank Act   

  

Principal Functions.  The compensation committee should have a number of duties and responsibilities including:  

  

·       Overseeing the corporation’s overall compensation structure, policies and programs and evaluating whether appropriate 

levels of incentive have been established; 

·       Establishing  compensation and benefits of the CEO and senior executives; 

·       Evaluating and approving employment agreements with executive officers; 

·       Establishing and periodically reviewing policies for the administration of executive compensation programs (including all 

equity-based plans); 

·       Making recommendations to the board of directors with respect to incentive compensation plans and equity-based plans; 

·       Establishing and reviewing policies in the area of senior management perquisites; 

·       Reviewing compensation disclosures included in the corporation’s annual meeting proxy statement; and 

·       Reviewing and approving the compensation committee annual report that will be included in the annual meeting proxy 

statement. 

              

National Security Exchange Rules.  The NYSE rules required a listed company to have a compensation committee 

comprised solely of independent directors and governed by a committee charter, and to assign various executive compensation 

related tasks to the committee.  At a minimum, the committee must have direct responsibility to:  (i) review  and approve 

corporate goals and objectives relevant to CEO compensation, evaluate the CEO’s performance in light of those goals and 

objectives, and determine and approve the CEO’s compensation level; (ii) make recommendations to the board with respect to 

non-CEO executive compensation, incentive compensation and equity plans that are subject to board approval; and (iii) prepare 



the disclosure required by item 407(e)(5) of Regulation S-K (regarding conflict of interest disclosure). 

  

Nasdaq did not previously mandate that a listed company have a compensation committee; it did, though, require that executive 

compensation be determined or recommended to the board of directors for determination either by a compensation committee 

comprised solely of independent directors or by a majority of the board’s independent directors in a vote in which only the 

independent directors participate.  

  

Profit Liability under Section 16(b) of the Exchange Act.  Regardless of any specific exchange listing standards, there 

are other reasons for a public company to use a compensation committee consisting of independent members.  One reason is 

that, for a securities transaction between a company and one of its officers or directors, including the grant of a stock-based 

compensation award) to be exempt from short-swing profit liability under Section 16(b) of the Securities and Exchange Act of 

1934 (the “Exchange Act”)[i], the transaction must be approved by the full board of directors or by a compensation committee of 

the board that is comprised solely of two or more non-employee directors.         

  

Performance-Based Pay Exception for $1,000,000 Deduction Limit.  Another reason to use a compensation 

committee made up of outside directors is to take advantage of the performance-based compensation exception to the 

$1,000,000 deduction limit on certain executive compensation imposed under Internal Revenue Code (the “Code”) section 

162(m).  This limit generally applies with respect to the compensation paid by a publicly held company to the CEO and the three 

highest paid officers (other than the CFO) that is in excess of $1,000,000.  Code section 162(m)(3)(C) provides an exception to 

the application of the $1,000,000 limit to the extent compensation is “performance-based.”  To be performance-based, 

compensation must be payable only upon the satisfaction of performance goals that are determined by a compensation 

committee of the board that which consists of at least two outside directors, the material terms of the remuneration to be paid 

and the performance goals must be approved by shareholders, and before any payment is made, the compensation committee 

must certify that the performance goals were satisfied.   

  

Compensation Committees after the Dodd-Frank Act  

  

The Dodd-Frank Act added section 10C to the Exchange Act to require the SEC to adopt rules directing the national securities 

exchanges and national securities associations to prohibit the listing of any equity security of a company that is not in 

compliance with section 10C’s compensation committee requirements.  In response to the Dodd-Frank Act, Rule 10C-1 was 

adopted, and applies to compensation committees and those members of a listed company’s board of directors who oversee 

executive compensation matters in the absence of a separate board committee.  Rule 10C-1 required specific exchange listing 

standards for issuers of listed equity securities: each member of the compensation committee must be a member of the board 

and be independent; and committees must have the authority and funding to retain advisers and may retain advisers only after 

consideration of specified independence factors.  Neither the Dodd-Frank Act nor Rule 10C-1 defined independence but left it to 

the exchanges to provide a definition.  In compliance with the SEC rule, the NYSE and Nasdaq issued proposed rule 

amendments on September 25, 2012, which were approved by the SEC on January 11, 2013.  

  

NYSE Rule on Independence.  The amended NYSE rule retains the current rules that require each listed company to have a 

compensation committee made up of independent directors and operated pursuant to a committee charter.  It also added the 

requirement that all factors specifically relevant to determining the director’s independence be considered, and these factors 

must include: (i) the source of compensation of a board member who is to serve on the committee, including consulting, advisory 

or compensatory fees paid by the company to such member; and (ii) whether such board member is affiliated with the company, 

a subsidiary of the company or an affiliate of a subsidiary of the company. In considering sources of the director’s compensation, 



the board should consider whether the director receives compensation from any person or entity that would impair his ability to 

make independent judgments.  Similarly, in considering any relationships the director has with the company, subsidiaries or 

affiliates, the board should consider whether any affiliate relationship places the director under direct or indirect control of the 

listed company or its senior management or creates a direct relationship between the director and members of senior 

management such that it would impair his ability to make independent judgments about the listed company’s executive 

compensation.  

  

Nasdaq Rule on Independence.  Listed companies on the Nasdaq are now required to have a compensation committee, 

which also must have a written charter.  The charter must specifically address the scope of the compensation committee’s 

responsibilities: how it carries out those responsibilities (including structure, processes and member requirements);  the 

committee’s responsibility for determining, or recommending to the board for determination, the compensation of the chief 

executive officer and all other executive officers of the company; that the chief executive officer may not be present during the 

voting or deliberations on his or her compensation; and the specific compensation committee responsibilities and authority 

regarding retaining compensation consultants, legal counsel or advisers.  

  

The Nasdaq rule requires that compensation committee members must not accept any consulting, advisory or other 

compensatory fees from the company, other than fees for board or committee service or fixed amounts of compensation received 

under a retirement plan for prior service.  In addition, the board must consider whether the director is affiliated with the 

company, a subsidiary of the company or an affiliate of a subsidiary to determine whether such affiliation will impair his 

judgment as a member of the compensation committee.  However, the rule clarifies that the ownership of company stock by itself 

or possession of a controlling interest through ownership of company stock by itself does not preclude a board from finding that 

it is appropriate for the director to serve on the committee. 

  

There is a limited exception to the independent committee member requirement under the Nasdaq rule.  If the compensation 

committee consists of at least three members, one director who is not independent, and is not currently an executive officer or an 

employee or a family member of an executive officer, may be appointed to the compensation committee if the board, under 

exceptional and limited circumstances, determines that such individual’s membership on the committee is required by the best 

interests of the company and its shareholders.  A company that relies on this exception must disclose the nature of the 

relationship and reason for the determination on their company web site or in a proxy statement for the next annual meeting. 

  

Exemptions and Cure Provisions.  Certain entities are exempt from the heightened independence standards.  Among those 

exempted are limited partnerships, companies in bankruptcy proceedings, registered open-end management investment 

companies and foreign private companies that provide annual shareholder disclosures of the reasons why they do not have an 

independent compensation committee.  Controlled companies[ii] and smaller reporting companies, as defined in SEC Rule 12b-2 

(generally companies with less than 75 million in public float), are also exempted from the enhanced independence standards.     

  

The NYSE standards provide that if a listed company fails to comply with the compensation committee composition 

requirements because a member of the compensation committee ceases to be independent for reasons outside the member’s 

control, that person, with prompt notice to the Exchange and only so long as a majority of the members of the compensation 

committee continue to be independent, may remain a member of the compensation committee until the earlier of the next 

annual shareholders’ meeting of the listed company or one year from the occurrence of the event that caused the member to no 

longer be independent.  

  

The Nasdaq cure provision mirrors the NYSE provision except that if the annual shareholders’ meeting occurs within 180 days 



following the event that caused the member to no longer be independent, the company shall have 180 days from such event to 

regain compliance with the independence requirement.   

  

Authority to Retain Compensation Advisers and Funding.  The NYSE and Nasdaq amended rules provide that the 

compensation committee, or in the absence of a compensation committee, the members of the board of directors who oversee 

executive compensation matters, have the sole discretion to retain or obtain advice from a compensation adviser.  In addition, 

the compensation committee must be responsible for the appointment, compensation and oversight of the work of the 

compensation adviser and each listed company must provide appropriate funding for payment of reasonable compensation, as 

determined by the committee, to any compensation adviser retained by the committee.  A compensation committee is not 

required to hire an external consultant or to act consistently with the consultant’s advice and is not precluded from receiving 

advice from non-independent counsel such as in-house counsel or outside counsel retained by management or from non-

independent compensation consultants or other advisers, including those retained by management.  The rules only require that 

the six independence factors discussed in the next paragraph are considered before selecting and receiving advice from a 

compensation consultant.  In addition, the compensation committee is only responsible for the oversight of compensation 

advisers retained by the committee and would not have direct responsibility for the oversight of compensation consultants or 

legal counsel retained by management.  The obligation of the company to provide appropriate funding also applies only to those 

advisers retained by the compensation committee.  

  

Consideration of Adviser Independence.  Compensation committees will need to consider the following list of 

independence factors when selecting a compensation adviser:  (1)  the provision of other services to the company by the person 

that employs the compensation adviser; (2) the amount of fees received from the company by the person that employs the 

compensation adviser as a percentage of the total revenue of the person that employs the compensation adviser; (3) the policies 

and procedures of the person that employs the compensation adviser that are designed to prevent conflicts of interest; (4) any 

business or personal relationship of the compensation adviser with a member of the compensation committee; (5) any stock of 

the company owned by the compensation adviser; and (6) any business or personal relationship of the compensation adviser or 

other person employing the adviser with an executive officer of the company.  No one factor should be viewed as determinative 

and there is an exception for in-house counsel which means that consideration of the six independence factors before consulting 

or obtaining advice from in-house counsel is not needed.  

  

Disclosure of Conflicts of Interest.  The SEC has added additional disclosure requirements to the existing disclosure 

requirements under Item 407(e)(3) with respect to compensation consultants.  Companies were previously required to disclose 

whether the compensation committee had retained or obtained advice from a compensation consultant.  The new rule requires 

an additional disclosure with regard to any identified compensation consultants whose work has raised a conflict of interest that 

includes the nature of the conflict and how the conflict is being addressed.  In determining whether a conflict exists, the six 

independence factors listed above must be considered.  The existing Item 407 disclosure trigger was retained; accordingly 

companies will need to disclose any role of compensation consultants in determining or recommending the amount and form of 

executive compensation.  The new disclosure must include:  (i) the identity of the consultants; (ii) whether the consultants were 

engaged directly by the compensation committee or any other person; (iii) the nature and scope of the consultant’s assignment 

and the material elements of any instructions given to the consultants under the engagement; and (iv) the aggregate fees paid to 

the consultant for advice or recommendations on the amount or form of executive and director compensation and the aggregate 

fees for additional services, if the consultant provided both and the fees for the additional services exceeded $120,000 during the 

year.    

            

The new disclosure is required regardless of whether the compensation committee or management engages the consultant and 



applies to companies subject to the proxy rules including controlled companies.  Note that disclosure of potential conflicts or the 

appearance of a conflict is not necessary and that the new rule applies only to compensation consultants and not legal counsel or 

other compensation advisers.  In addition, consulting on broad based plans and providing non-customized benchmark data 

continues to be exempted from the compensation consultant disclosure requirements under Item 407(e)(3) and the aggregated 

fee disclosure under (iv) is not required if the compensation committee has retained a separate compensation consultant.      

 

Next Steps 

  

  The amended exchange rules for the NYSE and Nasdaq which implement the Rule 10C-1 requirements are generally effective 

July 1, 2013.  However, both NYSE and Nasdaq listed companies have until the earlier of their first meeting after January 15, 

2014 or October 31, 2014 to comply with the new director independence standards.  The delayed effective date does not apply to 

Nasdaq companies that will need to comply with the requirement to have a compensation committee and committee charter by 

the earlier July 1, 2013 effective date.  Public companies should become familiar with the new independence requirements and 

determine what procedural, committee member and consultant changes may be needed.     

  

TAKE AWAYS 

In consideration of the adviser independence rules, public companies should take several steps. o   First, they should review 

current procedures used to gather information and determine compensation adviser and compensation committee 

independence. Necessary modifications may involve the creation of new policies and procedures for collecting and analyzing 

information about potential compensation advisers including questionnaires and ensuring that the policies and procedures 

comport with the compensation committee charter.  

 

o   In addition, public companies should consider how compensation consultant conflicts will be determined and if unable or 

unwilling to avoid conflicts, how the conflicts will be addressed.  

 

o   Finally, public companies should permanently maintain records that support compliance with compensation committee 

independence rules to ensure that compliance can be demonstrated to any government agency that may inquire.   

  

Also in light of these rules, producers should consider their relationships with executives and/or Board members of publicly 

traded companies to determine whether they are well-positioned to provide services to the companies as advisers to 

compensation committees or, if necessary or appropriate, how they can reposition themselves to be able to provide these or 

similar services effectively.  

 

o   Alternatively, producers may choose to provide services as compensation advisers to the company, rather than to the 

compensation committee of the Board.  

 

 
[i] Section 16(b) of the Exchange Act subjects a beneficial owner, officer or director of an issuing company to a law suit for 

recovery of any profits realized from the purchase and sale or sale and purchase of the company’s equity security within a six-

month period. 

  

[ii] Controlled Company means an issuer: (i) that is listed on a national securities exchange or by a national securities 

association; and (ii) of which more than 50 percent of the voting power is held by an individual, a group or another company.     

              



For more information about the topic discussed in this Washington Report, please contact Albert Gibbons at 

algibbons@algibbons.com 

 

In order to comply with requirements imposed by the IRS which may apply to the Washington Report as 

distributed or as re-circulated by our members, please be advised of the following: 

 

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND IT CANNOT BE USED, BY YOU 

FOR THE PURPOSES OF AVOIDING ANY PENALTY THAT MAY BE IMPOSED BY THE INTERNAL REVENUE 

SERVICE. 

 

In the event that this Washington Report is also considered to be a “marketed opinion” within the meaning of 

the IRS guidance, then, as required by the IRS, please be further advised of the following: 

 

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS OR MARKETING OF THE 

TRANSACTIONS OR MATTERS ADDRESSED BY THE WRITTEN ADVICE, AND, BASED ON THE PARTICULAR 

CIRCUMSTANCES, YOU SHOULD SEEK ADVICE FROM AN INDEPENDENT TAX ADVISOR. 
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