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Today, shareholders are more willing than ever to hold corporate directors, especially 
those serving on compensation committees, to account for what many perceive as excess 
executive compensation. Although a few years old, the high-profile shareholder suit 
against the board of directors of the Walt Disney Company and Michael Ovitz remains as 
one of the seminal cases providing guidance with respect to the extent to which corporate 
directors can be held accountable for excessive compensation paid to corporate 
executives. In this context, Disney/Ovitz is still an important direction-setter. 
 
While the Delaware courts ultimately ruled in favor of Ovitz and Disney’s board, they 
certainly gave no ringing endorsement of the board’s oversight practices, and corporate 
directors should not take much comfort in the outcome. In fact, had it not been for certain 
procedural matters, the ultimate decision may very well have been against Ovitz and 
Disney’s board. Accordingly, many compensation committees took this decision as a 
wake-up call to revisit their policies for limiting potential legal exposure. 
 
In this vacuum of uncertainty, one action that compensation committees can take is to 
engage the services of independent legal counsel instead of relying on in-house attorneys 
or general outside counsel. Congress’ inherent encouragement of compensation 
committees to utilize independent counsel (see Section 952 of the Dodd-Frank Wall 
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Street Reform and Consumer Protection Act of 2010 (“Dodd-Frank”)) and the current 
uptick in executive pay (which will certainly generate reactions from corporate 
governance professionals as well as the general public), provide additional impetus for 
compensation committees to engage independent counsel. 
 
The Compensation Committee’s Role on the Board 
  
A compensation committee’s principal duty is to determine the amount and form of 
compensation for the CEO and other senior executives. To accomplish this, the 
committee, with the assistance of a compensation consultant and legal counsel: 
 

• Determines, by reference to comparables and other indicia, the proper level of 
base salary to be paid to the CEO and other senior officers, as well as the type and 
amount of perquisites. 

 
• Chooses the amount and types of incentive pay for senior executives, including 

cash, stock options, stock appreciation rights, restricted stock, restricted stock 
units, etc. 

 
• Sets the goals, targets and other metrics to be utilized in determining whether 

incentive pay is earned below, at or above the target level. 
 
• On an annual basis, evaluates, on both an objective and subjective level, the 

performance of the CEO and certain other senior executives and determines the 
degree by which the goals, targets and other metrics are, or are not, satisfied. 

 
• In light of past executive and corporate performance, evaluates the effectiveness 

of difference forms and levels of incentive pay, as well as of the goals, targets and 
other metrics used in the past. 

 
• Negotiates compensation packages and employment contracts with the CEO and 

other senior executives as well as change in control benefits, severance benefits 
and other post-employment programs. 

 
• Lastly, the compensation committee reviews the Compensation Discussion and 

Analysis prepared by management and makes recommendations, in its 
Compensation Committee Report, as to whether it is to be included in the 
corporation’s annual report. 

 
On a broader spectrum, the compensation committee also works with the compensation 
consultant and outside counsel in designing and implementing equity and other incentive 
plans that may be applied company-wide, approves the adoption of, and amendments to, 
the company’s qualified and non-qualified retirement plans and sets director 
compensation and perquisites. 
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Best Practices for Compensation Committees 
 
Clearly, compensation committees and other board members have the greatest chance of 
satisfying the requirements of the fiduciary duty of “due care” and, accordingly, enjoying 
the protection of the business judgment rule, if they adopt and utilize certain “best 
practices” in the process of carrying out their duties. These best practices have 
traditionally included: (i) giving the members of the compensation committee adequate 
notice of the matters to be discussed at forthcoming meetings so that they have time to 
review all appropriate documentation and marshal their thoughts prior to the meetings, 
(ii) setting aside sufficient time at the meetings for the members of the committee to ask 
questions of their compensation experts and of each other and to engage in substantive 
deliberations of the matter at hand, (iii) giving the members of the committee sufficient 
time for final consideration and vote (preferably at a follow-up meeting), and (iv) keeping 
detailed and accurate minutes of the discussions engaged in at the meetings. 
 
Section 952 of Dodd-Frank essentially encourages an enhancement of these best practices 
by imposing new independence requirements on board compensation committees, legal 
counsel and compensation consultants. SEC regulations to be promulgated under Section 
952 will ensure that the new rules established under Section 952 give compensation 
committees the ability to truly operate independently of corporate management. As 
substantial compensation committee independence would ultimately benefit corporate 
stockholders and the public at large, adhering to the intent of this new law is crucial to a 
corporation’s obtaining the public’s acceptance of, and trust in, its compensation 
programs. 

Specifically: 

o Section 952 requires that compensation committees be independent of 
corporate management; and 

o Section 952 also requires that, in order to better insure compensation 
committee independence, legal counsel and other compensation advisors 
may be engaged by compensation committees only after certain indicia of 
independence are taken into account. 

 

The SEC is currently considering alternatives to how it can effectively enforce the 
requirements of Section 952. One route that it may take is to require listed issuers (either 
by SEC Final Rules or stock exchange listing standards) to disclose in their proxies (or 
other public documents) whether their compensation committees have elected to utilize 
independent counsel and compensation consultants.  If not, companies may then be 
required to describe the reasons why such action was not taken.  

A public disclosure that a corporation has not elected to take all steps necessary to ensure 
compensation committee independence will most certainly have a negative effect on the 
corporation’s relationship with its stockholders and may even result in a recommendation 
by Institutional Shareholder Services and similar organizations that stockholders oppose 
the committee’s and management’s executive compensation initiatives. Clearly, the 
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logical choice for compensation committees is to make the engagement of independent 
counsel and compensation consultants a standard practice. 

Why the Need for Independent Counsel? 

Why is having independent legal counsel important to effectively engage in best 
practices? By attending at least four compensation committee meetings per year (or more 
frequently as needed) and being available throughout the year to advise on any issues that 
arise, independent counsel can assist compensation committees on (i) procedural 
requirements to satisfy the business judgment rule so committee members can effectively 
insulate themselves from shareholder derivative actions, (ii) interfacing with 
compensation consultants and facilitating effective communication by suggesting areas of 
focus, (iii) reviewing and commenting on the compensation provisions of proxy 
statements, (iv) the committee’s compliance with the requirements of tax and securities 
laws and (v) drafting and revising compensation committee charters.  

Independent counsel can best handle this role since the corporation’s general outside 
lawyers may not be completely unbiased as to compensation issues due to their 
relationship with the CEO and other senior officers. Independent counsel is especially 
necessary when the company enters into compensation/contract negotiations with the 
CEO or senior executives. In-house counsel may not want to negotiate against their future 
superiors and general corporate counsel may not have sufficient independence. Lastly, 
independent counsel can best work with the corporation’s compensation consultant in 
giving totally unbiased opinions and advice as to the propriety of various levels and types 
of compensation. By definition, independent counsel should have no underlying agenda 
to curry favor with corporate executives.  

It is important to note that independent legal counsel can supplement, and not  necessarily 
replace, a compensation committee’s ongoing relationship with general corporate counsel 
and compensation consultants. He or she will provide independent, substantive input on 
various key issues, yet work with compensation consultants, general outside counsel and 
in-house attorneys to effectively develop reasonable and sound executive compensation 
programs and policies. The additional “pair of eyes” provided by independent counsel 
will result in synergies in the development of new ideas and concepts. 

By engaging independent legal counsel, compensation committees can make “clean” 
proxy disclosures, because, as mentioned above, new SEC Rules and/or exchange listing 
standards will likely require the compensation committees to disclose whether or not they 
have engaged independent counsel. Indeed, by having independent counsel sign off on 
potentially controversial actions (such as severance packages for departing executives) 
compensation committees can effectively mitigate adverse publicity. 

What Will Compensation Committees Be Doing? 

An informal survey of attorneys, HR officers, board members and compensation 
consultants taken by the author shows that more than 50% of companies surveyed intend 
to use independent legal counsel in the future if the proxy disclosure described above 
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becomes mandatory. This is especially true of government contractors, financial 
institutions, insurance companies, and corporations that have experienced compensation-
related controversies in the past, all of which are highly sensitive to public and 
governmental opinion and, thus, are very careful to avoid any adverse proxy or other 
public disclosures.  
 
Conclusion 

 
The issue as to whether board compensation committees are going far enough to satisfy 
the investing public remains very much alive. Smart companies are moving toward 
enhanced best practices, including the utilization of independent counsel for their 
compensation committees, in order to further inoculate themselves from adverse 
litigation. 
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