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A Baker’s Dozen of Challenges
for the 2013 10-K and Proxy Season - and Beyond

As US public companies approach the 2013 10-K aagypseason, we highlight a “baker’s
dozen” of disclosure and corporate governance ehgdls they will face. In Part I, we discuss
challenges that are new — or attracting a heiglhiténes| of attention — for the upcoming season.
In Part I, we discuss challenges that public comgmwill need to meet later in 2013 or for the
2014 season. Throughout this Alert, we suggesigat to do now’

In addition to “known” challenges, the prospectafew SEC Chairman with a prosecutorial
background could lead to changes in agency pmasraind policies affecting not only public
companies, but also the broader capital marketsoininating Mary Jo White, a renowned
former US Attorney who prosecuted terrorists, metssand securities law violators alike, the
President emphasized the need for “tough copsebeht to enforce the law.” Assuming Senate
confirmation, Ms. White can be expected to builds@nificant changes made to the SEC’s
enforcement program by another former federal mutse, the departing Enforcement Division
Director Robert Khuzami. It is also likely that shiél press forward with Congressionally-
mandated rulemaking projects in such diverse asakrivatives, executive compensation and
small business capital formation. Other potentiaha of focus for the SEC during the second
term of the Obama presidency include money-masgilatory reform and high-frequency
electronic trading.

Highlights of What's New for the 2013 Season:

Proxy statement innovations — and new litigatisks

Disclosure of compensation consultant conflidtsterest

Changes in proxy advisory firm analysis of parperformance and new voting policies
on hedging and pledging of company stock

Disclosure — and broader sanctions — for dgslinvolving Iran

Emphasis on auditor “skepticism”

Still-hot topics in financial disclosure

Compliance spotlight: Rule 10b5-1 plans, aitigmy statutes and use of social media
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Highlights of What's Coming Later in 2013 or for #2014 Season:

New standards on compensation committee andexdndependence

Change in proxy advisory firm voting policy board responsiveness to

shareholder votes

10. Emphasis on two-way communication between atgland audit committees

11. More “foreign policy”: disclosure of “conflichinerals” and governmental resource
extraction payments

12. Reliance on “commercial end-user” exceptioncfearance of swaps

13. Additional disclosure requirements on the hmrigperhaps)

8.
9.




Partl: New or Heightened Challenges for the 2013&&son

Challenge 1: Make the Proxy Statement More Readabl@nd Win Votes) — And
Watch Out For New Litigation Risks Linked to Proxy Disclosure and
Director Compensation

A. Proxy Disclosures to Consider for 2013

Over the past two years, the need to garner supgramtanagement say-on-pay proposals
has spurred an evolution of proxy statement disc# improve readability and tone.
Concerned that the increasing length and complexXiproxy statements were leading some
investors to rely on proxy advisory firm summariesmpanies have begun to provide their
own high level summaries at the front of the docom@®ther innovations include letters

from the board to set a tone of openness and Qighitiey achievements or approaches;
executive summaries of the compensation discussidranalysis (CD&A); shareholder-
friendly graphics; “at a glance” director matricksscribing skills, independence, age and
tenure; and the embedding of electronic navigabots. Companies are also expanding their
disclosures regarding their shareholder engageaftants.

In preparing this year's proxy statement, spediainion should be paid to Item
402(b)(2)(vii) of Regulation S-K, which requiresattcompanies address whether and, if so,
how the company considered the results of the gear’s say-on-pay vote. Even companies
that received strong support will need to descsileps taken by the company to respond to
shareholder concerns and how the results factatedhe company’s decision-making on
compensation. Companies that received less thanof @& votes cast in favor of the say-
on-pay vote should expect greater scrutiny by premisory firms, and risk a negative vote
recommendation for members of the compensation dgtigerand potentially the full board

of directors if, in the advisor’s view, the compamgs failed to respond adequately to the
prior year’s vote.

B. Latest Plaintiffs’ Attack — Seeking to Enjoin \fe at Annual Meeting

Imagine, shortly after mailing the proxy statemiemta fairly routine annual meeting,
receiving a lawsuit seeking to enjoin one or martes at the meeting unless the company
first supplements its proxy statement with moreiied executive compensation disclosures.
This is what has been happening in the past yaarmaerous public companies. Plaintiff law
firms have filed complaints seeking to enjoin tlidevon a company’s say-on-pay proposal, a
new or amended compensation plan, and even clanmendments to increase authorized
shares. Generally, these lawsuits are putative eetsons brought in the state court of the
company’s principal place of business (rather thalaware). They claim the directors
breached their fiduciary duties (and the compadgéeiand abetted such breach) by not
providing adequate disclosure in the proxy statdrteeanable shareholders to make
informed voting decisions on these items. With anfew weeks until the annual meeting, a
company is faced with a dilemma: (a) quickly setpieviding some additional disclosures
and agree to pay the plaintiff law firm’s fees(by defend and face the uncertainty and
expense of litigation and the prospect of postpptine vote on the complained of items (and
the complexities attendant to any postponemenst y@ar, a number of companies, such as
WebMD, settled after a brief fight (WebMD is repaitto have agreed to pay the plaintiff
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law firm at least $250,000). Some companies, ssdBracade, settled after the plaintiff
obtained a preliminary injunction (the Brocadelsetent included the payment of $625,000
in plaintiff attorneys fees). Other companies, saslClorox, were able to have courts
dismiss the lawsuits, and yet for others, such &sddoft, the plaintiffs withdrew the lawsuit
prior to a court ruling.

What to Do Now?

= Be PreparedSince they will need to react swiftly, comparsésuld consider, even
at the drafting stage of the proxy statement, tregegies for handling a potential
injunction action. Expert testimony has been aitio cases that have been
successfully defended to date. In any event, corepamould monitor litigation
facing other companies. Many plaintiff law firmsafkiqi & Faruqi LLP being the
most prolific in this area) announce on their wiadssivhen they launch an
investigation with respect to a company (usuallthimi days after the proxy statement
is filed).

= Focus on Disclosuresin light of the claims that have been made bynjilés, a
company seeking approval to increase a plan’s sieaszve should consider
disclosing: (a) the number of shares currentlylat#e for issuance; (b) why the
current reserve is insufficient; (c) the dilutivepact; and (d) possibly, the
methodology used to determine the number of additiehares requesteeld.,burn
rate estimates). Companies should focus on prayiiformation that is material to
investors, not just more information. A companywdaeview its peers’ disclosures
to ensure it is not an outlier.

= Avoid Surprises in the Board Roonn-house counsel should advise management
and the board of directors of this new litigatieskrelating to the upcoming annual
meeting. Companies should review their board amdpemsation committee
processes, particularly relating to new share vesamounts and benchmarking.
Board and compensation committee minutes can caesti®ng record.

= Be Ready With An Adjournment Procedur&nder appropriate circumstances a
company may determine to adjourn or postpone the mo an item. Company
personnel should evaluate in advance the legahdministrative procedures and
impediments to taking such action.

C. Equity Awards to Non-Employee Directors: Busise3udgment Rule or Entire
Fairness?

A case decided by the Delaware Court of Chancexrggsl a spotlight on a typical design
feature of equity plans that may raise fiduciaryydssues for equity awards to non-
employee directors. Most public companies havek$imlder-approved equity plans from
which non-employee directors receive equity awaslpart of their fees. Although
historically the amounts of such awards had be¢grakned based on a formula included in
the plan, more recently companies have used plaesendirectors have had discretion in
determining the equity amounts they award themseleSeinfeld v. Slagerthe court
concluded that the non-employee director defendantsvarding themselves equity under
the company’s shareholder-approved plan, mighbeantitled to business judgment rule
protection (and therefore would be subject to Delas “entire fairness” standard of review
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for the interested transaction). In denying theeddaints’ motion to dismiss, the court noted
that the company’s plan conferred upon the dirsctibre theoretical ability to award
themselves as much as tens of millions of dollarsypar, with few limitations” and that
“there must be some meaningful limit imposed bydtuekholders on the Board for the plan
to receive . . . the blessing of the business juggnule.” The plan at issue 8einfeldhad

an annual per-person limit of 1.25 million sharekich could have theoretically represented
$21.7 million of grant date value or more, accogdio the court.

What to Do NowCompanies should review equity plans and assestherhihere are
meaningful limits on the value of equity that nangoyee directors can award
themselves. If there is not, companies may wistotwider including a sublimit in a
future plan amendment or a new plarg(,an annual per-person limit on the number or
dollar value of shares that may be granted to agmployee director). Th8einfeld
court’s opinion cited the case Iof re 3COM Corp. Shareholders LitigatiGnyhere the
Chancery Court determined that the option plassate had “sufficiently defined

terms” and found that the defendant directors weetéled to the benefit of the

business judgment rule. Company counsel shouléwetheSeinfeldand3COM cases
and monitor developments in this area.

Challenge 2: New SEC Disclosure Requirement for Copensation Consultant
Conflicts of Interest — Requires Diligence and Asssment by
Compensation Committee

New Item 407(e)(3)(iv) of Regulation S-K requiresrgpanies to disclose, in any proxy
statement filed in connection with an annual orcggdeneeting of shareholders at which
directors are to be elected, the nature of anylicoof interest raised by the work of
compensation consultants, and how the confliceindpaddressetiThe new rule applies to
consultants who had any role in determining or meo@nding the amount or form of either
executive or director compensation during the ¢astpleted fiscal year, regardless of
whether they were retained by the compensation atigeror by management.

To satisfy this new requirement, the compensat@nroittee must add a conflicts of interest
assessment to its already extensive agenda ohadticdake before the filing of the proxy
statement. The following six factors are amongéhibe® committee must consider in
determining whether a conflict exists:

= The provision of other services to the companyhgyfirm that employs the
consultant;

= The amount of fees received from the company byithethat employs the
consultant, as a percentage of the total reventigedirm that employs the
consultant;

= The policies and procedures of the firm that emplbye consultant that are designed
to prevent conflicts of interest;

= Any business or personal relationship of the cdastiwith a member of the
compensation committee;

= Any stock of the company owned by the consultamd; a
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= Any business or personal relationship of the cdastibr the firm employing the
consultant with an executive officer of the company

Item 407(e)(3)(iv) does not expressly require disale as to the absence of conflicts
(“negative disclosure”). However, many companieg trave already filed proxy statements
for their 2013 annual meetings have disclosedttiet compensation committees have
conducted the required conflicts assessments ahdled a statement confirming the
absence of any conflicts.

What to Do Now7All companies should adjust disclosure controls pratedures to
ensure that information relating to compensatiamsottant conflicts of interest is
captured and that appropriate disclosures in theypstatement are made, if required.
Companies will need to update their D&O Questioregand make inquiries of
compensation consultants and their firms. In addjtas discussed in Challenge 8
below, NYSE and Nasdag companies should be minkdéainew listing standards
require, effective July 1, 2013, the compensat@mmittee to consider the same six
factors prior to engaging or receiving advice frany compensation adviser, including
compensation consultants, outside legal counsethar advisers.

Challenge 3: Proxy Advisory Firms Change Pay-for-Pgormance Analysis and
Adopt New Voting Policies on Hedging and Pledgingf@Company
Stock

This season, the influence of proxy advisors valtnue to be felt not only on say-on-pay
votes but also on votes outside the realm of cosgten. ISS and Glass Lewis have each
revised their proxy voting policies, as discussedatail in our Alert dated December 21,
2012 athttp://www.weil.com/files/upload/Weil Alert Corp GoSEC 2012FINALZ2.pdf
We highlight two significant areas below.

A. How Proxy Advisors Will Evaluate Pay-for-Perforamce in 2013

The alignment of executive compensation with conggarformance has become the central
focus of ISS’s vote recommendation for say-on-p8§.’s methodology has been criticized
for its reliance on a set of theoretical peer comgmbased on Global Industry Classification
Standards GICS)), which can result in the inclusion of peers thave little relation to the
company and the exclusion of peers that are clostdyed. ISS has also been criticized for
relying on theoretical compensation as reportdtiénproxy statement’s summary
compensation table rather than actualrealized pay. ISS’s new policies for 2013 attempt
to address both of these criticisms. See our CAéet for a detailed descriptich.

(1) Peer Group Composition: More Attention to S&lected Peers

For 2013, ISS’s selected peer group for a subj@tipany will generally continue to include
14 to 24 companies. However, the new methodologgrpporates information from the
subject company’s self-selected pay benchmarkieg geoup in order to identify and

prioritize GICS industry groups beyond the subgatpany's own GICS classification. The
methodology initially focuses on an 8-digit GICSlurstry classification to identify peers that
are more closely related in terms of industry. Whelecting peers, the methodology
prioritizes peers that are in the subject compagusés group, maintain the company size near
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the median of its peer group, and that have chtisesubject company as a peer. This new
approach is broadly similar to the Glass Lewis apph (effective July 2012), which
considers a company’s self-selected peers andetrs plisclosed by the company’s self-
selected peers.

Even though ISS has said that it will take intosidaration a company’s self-selected peers,
ISS FAQs clarify that a company’s self-selectedrp@gay not always appear in the ISS peer
group, even if they meet ISS’s size constraints¢f@mple, if inclusion would lead to over-
representation of a particular industry in the (&8r group). In addition, ISS peer groups
will not include privately-held or foreign-domicdecompanies that are not domestic issuers
for SEC filing purposes.€., Form 10-K filers). Likewise, ISS will not incorpate market
indices and broad benchmarking surveys in its gemip, even if a company uses such
benchmarking tools.

(2) Realizal® Pay: New Qualitative Consideration

Under its revised policy, ISS will compare CEf@dlizable pay (as defined by ISS and not
the company) with grant date pay in its pay-foripenance analysis to reflect final payouts
of performance-based awards or changes in valuéodsteck price movements. Realizable
pay will be comprised of cash paid, equity-basethtg made, changes in pension value and
nongualified deferred compensation earnings aricdbthér compensation” (such as
perquisites) paid during a particular performanegqal. Realizable pay will be calculated
using stock price at the end of the period, antibelbased on equity award values for
earned awards or target values for ongoing awards.

ISS has suggested in FAQs that companies inclumdodure of ongoing or completed
performance-based equity awards to facilitate 188lsulation of realizable pay. Here is an
example:

Threshold Target Maximum  PerformanceTarget/Actual Actual
Grant Date Payout (#) Payout Payout Period* Earned Date Payout

3/1/2009 100,000 150,000 200,000 1 year 6/1/2010 0,008
Not yet

3/1/2010 150,000 200,000 250,000 3 years 6/1/2012 .
determined

* performance period does not include time-vestiggirement

According to ISS FAQs, ISS’s research reports &P $00 companies will include a chart
comparing realizable pay to granted pay over atlygar period (which for 2013 will consist
of fiscal years 2010 through 2012). ISS may explbesunderlying reasons behind why
realizable pay is lower or higher than granted pégreover, ISS will consider realizable pay
for all companies in determining whether the conypd@monstrates a strong commitment to
a pay-for-performance philosophy.

What to Do Now7Companies should try to “run the numbers” using4Sfew peer
group methodology. ISS updated its peer groupgubie new methodology in early
January and will update them again in July 20134Amglust 2013. (ISS has indicated
in FAQs that companies with later fiscal year ewdkbe given an opportunity after
the 2013 proxy season to communicate changes tagpagps.) Companies should
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also review ISS’s FAQs regarding the additionabdetSS might need in a company’s
proxy statement to compute ISS’s realizable pagvtmd ISS resorting to assumptions.
Despite these changes in ISS’s methodology, howewenpanies should not expect
any significant impact on this year’s pay-for-perm@nce grades from ISS. According
to ISS, for the overwhelming majority (>95%) of coamies, it expects that its
guantitative screen concern levels would not becééd by the new peer group
methodology. Furthermore, ISS will continue to tle® Summary Compensation
Table’s total compensatione., granted pay and pay opportunities, for its all-omiant
initial quantitative screening of pay-for-perforncan Only when there is a “high” or
“medium” concern from the quantitative screen wiperform an in-depth qualitative
review, which among other things, would includeomparison of granted pay to
realizable pay (as defined by ISS). Such consiaerabay mitigate or exacerbate pay-
for-performance concerns.

B. Any Hedging or Significant Pledging of Companyd&k: A New Reason ISS
Will Recommend a Vote Against Directors

For 2013, ISS has clarified that it consideasy amouritof hedging or $ignificant

pledging of company stock by executive officers or dirgstaegardless of whether such
stock was purchased on the open market or recaseguity compensation, as a “material
failure of risk oversight.” This clarification elates hedging and pledging in ISS’s view to
the same level as bribery, large or serial reguydioes or sanctions and significant adverse
legal judgments or settlements. ISS will recommamegative vote on directors if directors
or executive officers have hedged any amount atgad a significant amount of company
stock. Whether asignificant amount of stock has been pledged will be assdsged
“measuring the aggregate pledged shares in terrmsnefnon shares outstanding or market
value or trading volume.” Were executives or directors currently have pledgsignificant
amount of company stock, ISS’s policies outlineesalfactors it considers when
determining its voting recommendation.

What to Do Now7Companies should determine whether executivesimadtors

hedge or pledge company stock. SEC rules curreadyire (i) disclosure in the

CD&A of company policies regarding hedging, if mééto shareholders’
understanding of the company’s compensation pgliarel decisions, and (ii) footnote
disclosure to the beneficial ownership table ofrihenber of shares pledged as
collateral security. The SEC has not yet begummaleng required by the Dodd-Frank
Act with respect to disclosure as to whether anplegee or director is permitted to
hedge against losses on company stock. Comparoesiskiso review their insider
trading and other relevant policies and considegtivr such policies should be
amended to address hedging and pledging by exesudivd directors (and perhaps by
all employees). Because the meanings of the tehedding” and “pledging” are
subject to interpretation, a company will needdasider its policy carefullye(g.,
should a short position on the S&P 500 index besictaned “hedging”?).
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C. A Caveat about Responding to Negative Recommgadsa from Proxy
Advisory Firms

Companies should carefully consider how to resgomegative vote recommendations from
proxy advisory firms, whether on say-on-pay or othatters. Companies receiving a
negative recommendation should reach out to theypadvisory firm immediately to seek to
correct any misstated fact or address any apparsoinderstanding. In some instances, it
may be possible to obtain a revised recommendatifamdertaking a change to targeted
practices. Such a change would require disclosusesupplemental filing with the SEC.
Companies may also consider supplemental filinge¢pond to negative recommendations.
Note, however, that some institutional investory miaw a “bash ISS” filing as unduly
argumentative or as highlighting a failure to conmnoate effectively in proxy materials in
the first instance.

Challenge 4: New SEC Disclosure (and Broader Sanotis) for Dealings Involving
Iran - Requires Global Diligence on the Company
and its Affiliates

In August 2012, the President signed into law the Threat Reduction and Syria Human
Rights Act of 2012 (the “Iran Threat Reduction AcfThe Iran Threat Reduction Act is one
of a “humanitarian triad” of highly prescriptivesgiosure requirements dictated by Congress
that focus on achieving humanitarian or foreigngyobbjectives largely unrelated to the
central purposes of the federal securities lanstegting investors and facilitating efficient
capital formation and market trading. (The othen,tdiscussed in Challenge 11 below, were
imposed by the Dodd-Frank Act and require disclesalating to “conflict minerals” and
resource extraction payments made to governmenismdrthe world.) The Iran Threat
Reduction Act expanded the disclosure obligatidid®and non-US reporting companies,
and the sanctions regime applicable to US repodamgpanies, for dealings involving Iran.
For a detailed discussion of the requirements @fithn Threat Reduction Act, see our Alert
dated January 8, 2013 at

http://www.weil.com/files/upload/Weil_Alert Corp_@oSEC Jan_2013.pdand for a
discussion of related Compliance and Disclosurerpmetations (CDIs) issued by the SEC
staff, see our Alert dated December 12, 2012 at
http://www.weil.com/files/upload/Weil_Alert SEC_GorGov_December_12 2012.pdf

A. Disclosure

Section 219 of the Iran Threat Reduction Act ad8edtion 13(r) to the Securities Exchange
Act of 1934 (the “Exchange Act”). New Section 13@}juires a reporting company to
provide disclosure in its annual and quarterly regpe beginning with the first report
required to be filed after February 6, 2013 (eVeaciually filed before that date) — if the
company or any of its affiliates has “knowingly”’gaged during the reporting period in
certain enumerated activities subject to US trashetsons involving Iran or specified Iranian
entities or nationals as well as certain other lmantan persons or entities deemed to
promote terrorist activities and/or the prolifeoatiof weapons of mass destruction. The staff
has made clear that, even though the Iran Threduden Act was not enacted until August
2012, new Section 13(r) covers activities datingkita January 1, 2012 (unless otherwise
indicated in the Act’'s amendments to existing tradlections legislation).
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When disclosure is required, the company must peoin its periodic report a detailed
description of the nature and extent of the agtjttie gross revenues and net profits
attributable to the activity, and whether the comypar affiliate intends to continue the
activity. The company must also concurrently filghwhe SEC, via EDGAR, a separate
notice on new form type IRANNOTICE indicating thhe requisite disclosure has been
made in a periodic report. The SEC in turn hastg ttureport this disclosure to the
President and specified Congressional committéesup to the President (through the
Treasury Department’s Office of Foreign Asset Coljitio investigate and determine
whether to impose sanctions on the company orfthiate. Since Section 219 amends
Section 13 of the Exchange Act, however, the SECt @ authority to pursue any violation
of the new Section 13(r) disclosure requirememtgardless of whether any of the underlying
activities ultimately are deemed by the Executivarigh to have violated statutory trade
restrictions.

The staff has made clear in a CDI that the brodiitien of the term “affiliate” set forth in
Exchange Act Rule 12b-2 will govern the construtiod Section 13(r). As a result, reporting
companies will have to consider the activitiesanhj ventures and other non-consolidated
entities anywhere in the world that might fall witlthe SEC’s sweeping “affiliate”

definition: any “person who directly, or indirectligrough one or more intermediaries,
controls, or is controlled by, or is under commontcol with” the reporting company. In this
connection, because Section 13(r) applies to eratewtactivities “knowingly” engaged in
by eitherthe reporting companyr its affiliates, the reporting company’s ignoramméean
affiliated entity’s violation of the relevant pr@ions of the US trade sanctions regime may
not be a defense to an SEC charge of a Sectiondi8¢osure violation

Accordingly, reporting companies subject to SecfiB(r) will have to identify potential
“affiliates” and undertake an appropriate degremaqfiiry to satisfy themselves that a
particular affiliate’s activities do not triggersgiosure in the upcoming Form 10-K (or 20-F)
or 10-Q. During a January 2013 conference, a mewitt@e senior SEC staff suggested that
it would be appropriate for companies to take amom-sense, reasonable approach in
identifying “affiliates” for purposes of Section (tBdisclosure, citing the following example:
Assume that the CEO of large-cap Company X sermdarge-cap Company Y’s board of
directors. Thus, Company X CEO is technically affilfate” of both Company X and
Company Y under Rule 12b-2. Does this mean thatgamy X and Company Y are
affiliated because they are under the “common ofindf a single individual (applying the
“common control” element of the Rule 12b-2 defimitiof “affiliate”)? A reasonable,
common-sense analysis of these facts would indicaté But the answer might differ if one
individual was a controlling stockholder of two div@ap companies with minimal public
floats.

Two additional points regarding Section 13(r) usdere the need for careful scrutiny of
global business activities in preparing upcomingni®10-K and/or 10-Q. First, Section
13(r) has no materiality threshold, which means prodentially sanctionable conduct
involving evende minimidevels of revenue or profit will be covered (urdegherwise
excluded under the predicate sanctions legislatidPresidential Executive Orders listed in
Section 13(r)). In addition, because the informapoescribed by Section 13(r) must be
disclosed in a periodic report, it will be subjexcertification by the CEO and CFO under
Section 302 and 906 of the Sarbanes-Oxley Act 6220
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B. Sanctions

US reporting companies should be aware that a aparovision of the Iran Threat
Reduction Act — Section 218 — has expanded thedd&tions regime to encompass the
activities of foreign subsidiaries and other easitihat are “owned or controlled” by a US
company after February 6, 2013. The term “ownecomitrolled,” for Section 218 purposes,
includes (a) ownership of a 50% or greater equakes by vote or value, in the foreign
entity; (b) a majority of the entity’s board seaisjc) control of the management, policies or
personnel decisions of the entity. US companieg lila@ opportunity, on or before February
6, 2013, to divest or terminate business activitigslving foreign subsidiaries that have
engaged in heretofore permissible business dealngésing the Government of Iran. Note
that Section 218 is not as broad in scope as €216, which, in contrast, applies to all
reporting companies — including foreign privateues that are not subject to Section 218 —
and uses the expansive Exchange Act Rule 12b-Bitlefi of “affiliate.”

What to Do Now7Companies should collect information on their gldissiness
dealings, and those of their domestic and foref@liages, for 2012 in its entirety.
Companies that identify potentially covered aciggtwill need to analyze them with a
view toward Section 13(r)-mandated disclosure.dditton, companies may need to
modify their disclosure controls and proceduresvaht to the preparation of periodic
reports and the filing of an IRANNOTICE with the GEo ensure proper collection
and analysis in future quarterly and annual repéitglly, companies also will have to
re-examine and revise, as appropriate, their direstd officer questionnaires, as well
as their ethics codes and other relevant complipntieies and procedures, with a
view toward compliance with all applicable aspegftthe Iran Threat Reduction Act. It
may be necessary to negotiate with major sharet®(gdro might be “affiliates”) for
access to the required information. Last, but east, Section 218 will require US
companies to re-examine, and possibly restrictattivities of foreign subsidiaries
with respect to Iran and other countries, persorentties targeted by OFAC
sanctions.

Challenge 5: Emphasis on “Skepticism” from the Audiors

Just as auditors began to gear up for calendar 20dis, the PCAOB’s Office of Chief
Auditor sent a strong message on the need to dppfessional skepticism” to financial
statement audits. Staff Audit Practice Alert No, “Maintaining and Applying Professional
Skepticism in Auditsdefines professional skepticism as “an attittis includes a
questioning mind and a critical assessment of awditence’> The Practice Alert indicates
that, while beneficial throughout an audit, thistatle is particularly important where there
are significant management judgments or transazbomside the ordinary course of
business, such as nonrecurring reserves, finam@ngactions or related party transactions
“that might be motivated solely, or in large measuoy an expected or desired accounting
outcome,” and in planning and performing audit pohares to address the risk of fraud.

What to Do NowZompanies should be prepared for a greater defjicdaabenge to
management representations and/or a greater focugonsistencies in audit
evidence. The latter may be especially true wheratiditor is engaged in evaluating
matters such as (1) whether uncorrected misstatsridantified during the audit result
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in material misstatement of the financial statersgeff) potential management bias in
making accounting estimates, selecting and applgaugpunting principles, or
selectively correcting misstatements identifiedmiythe audit and identifying
additional adjusting entries that offset misstatets@ccumulated by the auditor; and
(3) whether the financial statements contain tii@mation essential for a fair
presentation.

Challenge 6: Not New — But Still Hot — Topics in Fiancial Disclosure

Although not new, the financial disclosure issussussed below were highlighted by senior
SEC legal and accounting staff during confereneds im late 2012 and early 2013. The
staff's continuing focus suggests that they maiebe patient with perceived disclosure
deficiencies during this year’s review and comnm@otess.

A. Impact of Hurricane Sandy

As they have done in the case of previous natusakters, the staff will be paying close
attention to how companies disclose the effectdwoficane Sandy in upcoming annual
reports. Public companies affected adversely byl$pahould assess the storm’s impact on
their business, including the effects of flooditags of power, property damage, loss of
transportation, increases in insurance rates, et business disruptions. Insurance
companies facing large pay-outs likewise need tsicker Sandy’s implications for their own
financial condition and results of operations. Weommend that companies consult the
SEC’s 2010 interpretive release on climate changdisclosure guidandeCompanies that
stand to benefit financially from hurricane clegnwork should engage in the same analysis,
albeit through a more positive framework of progecprofitability.

B. Cybersecurity

While cybersecurity has been on the radar scredotbfthe SEC and Congress for some
time, regulatory and legislative attention has hgged recently in the wake of reports of
serious cyber attacks on large US banks. Compaeied to give careful consideration to
their vulnerability to cybersecurity breaches, #mel materiality of actual incidents of breach,
in light of their existing disclosure obligationslating to risk factors, MD&A (as a “material
known trend, event or uncertainty”), loss continges and other key line-items in the
financial statements, and any other portions af gheriodic reports that might be implicated
(e.g.,legal proceedings and description of busines®3s&lareas are emphasized in the
disclosure guidance set forth in the Division of@wation Finance’s 2011 Disclosure
Guidance Topic No. 2,Cybersecurity

Companies should keep in mind that their disclositggation is not static. The SEC staff
believes companies should be assessing their ®teity risks regularly for material
changes — including but not limited to any cybegdmh — with a view toward providing
updated disclosure, if necessary, in the next FdrK or 10-Q, or perhaps even in a Form
8-K if a particular event triggers a current repatduty €.g.,the need for Regulation FD-
compliant disclosure should the company seek toesddumors of customer account
hacking). Particular attention should be paid,reparing the upcoming Form 10-K, to the
need for material updates to risk factors, PSLRA&&mngful cautionary statements”
language, and the “known trends and uncertaintdeslosure requirements of the MD&A.
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To illustrate a typical staff comment, if the sthfflieves a company may have experienced a
material cyber breach based on news reports, libgkl why the company’s risk factors
continue to speak in terms of hypothetical cybskgiwhere an actual breach is rumored to
have occurred, and there is no discussion of nahiess contingencies arising from the
reported breach. As is apparent from many of itaroents in this area, the reviewing staff
not only examines the required disclosures condaimeeriodic reports, but also checks
web-based and other, more traditional media acepantlyst reports and other sources of
information about a particular company’s experiewdé cyber attacks and the potential
impact of an attack on the company’s performance.

C. Exposure to European Sovereign and Non-Sovereiggbt

Given the protracted volatility of the European keds, particularly within the Eurozone, the
SEC staff continues to remind multinational compario consult the disclosure guidance on
the risks of both direct and indirect exposure todpean debt, whether sovereign or non-
sovereign, as outlined in the Division of CorparatFinance’s Disclosure Guidance Topic
No. 4, “European Sovereign Debt Exposuré#lthough ostensibly aimed at financial
institutions, the staff has advised that all conipamvith material European debt holdings
should consult this guidance in identifying andlgnag the magnitude of default risks on
foreign debt on a country-by-country basis, and rgkymitigation efforts. If material, the
guidance recommends that such debt be disclosadccoantry-by-country basis, with
disclosures segregated by country and type of @ebereign and non-sovereign),
counterparty, total gross (funded and unfundedynaed, gross and net funded exposures,
and the effects of credit default protection invaing at net exposure.

Companies with direct or indirect exposures to Eane debt, both sovereign and non-
sovereign, should review the staff's disclosuredlgance when preparing their upcoming
annual reports. In some instances, the staff ltpgested a specific explanation of how the
company defines “indirect” exposure, how such riskesmanaged, and either a description
of stress-testing or the results of a sensitivitglgsis. Keep in mind that outside auditors also
have been pressed by the PCAOB staff to ask prahiegtions of a corporate audit client
with material holdings of European débt.

D. Material Loss Contingencies

Although the Financial Accounting Standards Boadided in mid-2012 not to move
forward with its controversial proposal regardingtarial loss contingencies, the SEC staff
has continued to target this area for review amdraent in an effort to ensure that
companies are complying with the current standacdpunting Standards Codification
(“ASC) Topic 450 (formerly known as Statement of Finahéccounting Standards No. 5,
or “SFAS 5). Under ASC 450-20, companies are required towean estimated loss for a
litigation loss contingency if information availadbefore the financial statements are issued
indicates that it is both probable that a liabihlys been incurred, and a loss (or a range of
losses) can be reasonably estimated. Even whegieanoal is necessary because a loss is not
considered “probable” and/or cannot be reasonatilynated, the company must disclose the
loss contingency in its financial statement foo#isaf there is at least a “reasonable
possibility” — defined as “more than a remote” likeod — that a loss or an additional loss
(above an amount already accrued) has been incdrnezifootnote disclosure must address
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the nature of the contingency and either give éimese of the loss or range of losses, if
material, or state that such an estimate cannotduoke. For several years now, the SEC staff
has emphasized the importance of an MD&A discussfanaterial pre-accrual lost
contingencies as a disclosable “known trend or daicey.”

The SEC accounting staff has confirmed that itilstaking aim at such practices as
suddenly revealing an accrual in the financialestegnt footnotes without any advance
warning at the “reasonably possible” stage in twrfotes and/or the MD&A (if material) —
whether in the form of an estimated loss or rarfdesses, or a representation that such
losses are not reasonably estimable, accompaniadvisaningful qualitative discussion.
The staff is highly skeptical of “surprise” accrsiflecause it expects such disclosures to
begin at the “reasonably possible” stage and evadvihe facts and circumstances
surrounding the litigation change. In addition, st&ff is asking for disclosures relating to
third-party recoveries (i.e. insurance and inderoaiion agreements). In an effort to be
sensitive to attorney-client privilege and defesisategy concerns, the staff will permit
discussion of loss contingencies stemming from ipleliproceedings on an aggregate basis.
In all instances, however, the staff is callingrioore transparency regarding the variability
of the management assumptions and judgments unad@rgiamounts that are either accrued
(when losses are “probable”) or disclosed (wherdesare “reasonably possible” and
susceptible of quantification). Last but not leés¢, staff will continue to push back hard on
company representations that loss contingencidgedteasonably possible” stage cannot be
estimated.

E. Liquidity Implications of Limits on “Repatriatio” of
Foreign Earnings

In light of continued economic uncertainty withindaoutside the US, information about
liquidity, including the ability to repatriate cashocated to non-US subsidiaries (even if
denominated in US dollars and/or held in US bardoants for the benefit of these
subsidiaries), remains an important area of confrthe SEC. The staff has recommended
that in appropriate cases — for example, when aahgpany’s disclosures reflect a
significant amount of foreign earnings for whicleté has been little or no tax provision —
the MD&A should explain, as a material trend or en@inty, that cash resources held by a
foreign subsidiary or subsidiaries may not be add to the US parent company (either in
whole or in part) in the event of a liquidity crima@at least without incurring a significant tax
liability. The staff will frequently ask about: (1he amount of foreign cash and cash
equivalents compared to the total amount of cashcash equivalents as of year-end; (2)
guantifying the amount of “foreign” cash where fheds are not readily convertible into
other currencies and related liquidity implicatip(® disclosure of the fact that if the foreign
cash and cash equivalents are needed for operatitms US, the company would be
required to accrue and pay US taxes to repattiagetfunds; and (4) disclosure regarding a
company’s intent to reinvest these foreign amoontside the US on a permanent basis, and
whether its current plans indicate some need tatrigpe the foreign amounts to fund its US
operations. Companies with substantial internatioparations should evaluate, with a view
to possible risk factor and MD&A disclosure, theidigy of the assumption often made that
earnings of a foreign subsidiary will not be rejzaéd (meaning that they will not be subject
to US income tax, resulting in a tax rate recoatidin item).
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F. Deferred Tax Assets

The need for valuation allowances for deferredassets in the current uncertain economic
environment remains a “front-burner” issue for 8tC accounting staff, because of the
significant management judgments involved in priopecfuture realization of those assets.
US GAAP requires that companies reduce deferredgagts (“DTAS”) by a valuation
allowance to the extent that, based on the weifyavailable evidence, it is more likely than
not (a likelihood of more than 50%) that some mortor all of the DTAs will not be
realized' Last year the staff was concerned that companées not taking appropriate
allowances against DTAs because they viewed thentlow as an aberration; this year the
staff is focused on whether companies experiengiregurn to profitability should be
reversing such allowances in accordance with GAR#R. ultimate question, again, is
whether it is more likely than not that a specidi€A will be realized in the future, which
entails projection of future profitability.

As the staff has indicated, companies consideringther to reverse a previously recognized
tax valuation allowance should consider these fac{d) the magnitude and duration of past
losses; (2) the magnitude and duration of the coryipaurrent profitability (i.e. is it
sustainable?); and (3) changes in the first twtofadhat drove losses in the past and that are
now driving profitability. The staff has cautiontttht management’s forecasts underpinning
a DTA realizability analysis should be consisterthwther forecasting — the example given
was goodwill and other intangible asset impairnaralysis. And management should
evaluate its financial forecasting track recor@amsidering the reliability of current
forecasts. We recommend that companies be prefarethff comments this year on
valuation allowances, particularly any reversafg] management’s basis for concluding that
it is more likely than not that a material DTA wllé realizable. Contemporaneous
documentation of judgments made, and clear, catidaosure in the tax footnote and the
MD&A (e.g.,if income tax accounting is a critical accountesjimate), should ease the
company’s way through the staff review and comnpeotess.

G. Segments

Many companies have responded to volatile econeomditions by restructuring their
operations, leading in some cases to significaahghs in how they manage their businesses.
Alert to the possibility that some companies malhave reassessed their definitions of
GAAP segments in light of these developments, tB€ Staff will continue to check during
the review process on the consistency between aaoyrs definition of its segments for
financial reporting purposes and how the comparsgees its businesses in press releases,
investor presentations and other “informal” webdabdisclosure platforms (including the
company’s own website). As part of this review @es; the staff also will consider how the
market views the company, examining analyst regortsother third-party sources of
information about the company. If the staff spgipaent discrepancies, it will ask probing
guestions and may even request access to theirgppackages provided to the company’s
chief operating decision maker (whose understanaimgmanagement of the business are
key to defining operating segments), the boardrefctbrs and/or the audit committee.

Once again, the SEC accounting staff is urging conigs to make sure that their decisions
on both identification and aggregation of segmangsre-examined periodically as facts and
circumstances change and, once made, are appebpaatlyzed and documented. Improper
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aggregation of operating segments raises additgta#lconcerns regarding possible
concealment of material goodwill impairment risked below), because the appropriate
determination of operating segments is criticab®AP-prescribed goodwill impairment
testing. Finally, the staff announced that it Wil focusing in 2013 on whether corporate
MD&As drill down to the segment level in discussirggults of operations.

H. Goodwill Impairment

Goodwill impairment remains a favorite SEC staffidi@ate for critical accounting estimate
treatment in the MD&A, particularly given the extie sensitivity of fair-value focused
goodwill impairment testing to adverse economicdittons. Current US GAAP requires
companies to use a two-part test to determine vengghodwill is impaired at least once a
year, and more frequently if certain events orwistances signal possible impairment. Step
One consists of determining whether the fair valia reporting unit — defined in terms of
the company’s GAAP-prescribed operating segmemssifdsed above) — is less than its
carrying amount, including goodwill. If the answemNo, there is no recordable impairment,
but if the answer is Yes, the company must go datép Two. Under Step Two, the
company must measure the amount of impairmentitobe recorded. A recent change to
GAAP, permits companies to make an initial, qualrmassessment of whether a reporting
unit’s fair value is less than its carrying amobafore undertaking the familiar two-step
analysis. However, the staff has cautioned thatgbtcalled “Step Zero” does not permit
evasion of the required two-step testing process.

While complimenting companies on their responsigsrie staff requests, made during last
year’s 10-K season, to disclose the risks of mat@ripairment in the MD&A in situations
where a company barely passed Step One (i.e. thergavalue of a reporting unit or units
is at risk of exceeding fair value)the SEC accounting staff recently indicated thaty
companies fail to disclose sufficient informatioheve an impairment charge actually is
taken in the current reporting period. The staffiireded companies recording a material
impairment charge that they should: (1) discloseeiients that triggered the charge, any
changes in the underlying business or environmeahtlae key assumptions affected; and (2)
explain the timing of the charge..,why not taken earlier). If interim (intra-fiscagagr)
testing was performed, the staff recommends thapemies disclose that the testing
occurred and describe both the trigger(s) andngstsults — even if the comparpassed
Step One. The reasoning here is that such diséd®lps investors understand the ongoing
impairment risk and what factors have changed dimee€ompany filed its last annual report
(and conducted the annual testing). In additiomgubh comment letters, the staff has been
evaluating the propriety of how some companiesaioeating assets and liabilities to
reporting units when performing the goodwill impaent test.

I. Non-GAAP Financial Measures

The SEC staff continues to comment on the use BfGAAP financial measures, focusing

on inconsistencies between the financial metrissldsed in public documents filed with the
SEC and non-filed communications with investorslsas earnings calls, press releases and
analyst presentations). While the SEC staff haswvatl companies greater flexibility in using
non-GAAP financial measures in their public filingise staff has made clear that such
flexibility does not extend to permitting the udenasleading non-GAAP presentations in
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any context, whether in an SEC filing or during @beast earnings call. Particular areas of
staff concern, as reflected in recent commentrietiad speeches, include the removal of
recurring cash expenses that are necessary toteebasines(g.,marketing costs), and
the adjustment of GAAP financial measures for pemgixpenses(g.,the omission of “non-
cash pension expense,” which may confuse invebtrause pension liabilities are typically
settled in cash). Another serious staff concerntifled during a late 2012 conference is the
inclusion of a full non-GAAP income statement iprass release or an SEC-filed document,
which the staff believes gives the non-GAAP finahaneasure undue prominence and thus
may be misleading. Companies should carefully eatalthe information they present in
public filings and non-filed investor communicatsoto ensure it is consistent, including
when both non-GAAP measures and GAAP measureseseried.

Challenge 7: Spotlight on Compliance

“Compliance” is the deceptively benign rubric foh@st of regulatory challenges keeping the
CLO, the CCO and countless others at public congsamp at night. While many compliance
issues are specific to a company’s operations,igldight below three that are applicable to
a broad spectrum of public companies.

A. Rule 10b5-1 Plans

Recent media reports indicate that federal prosesaind the SEC have opened a new front
in their three-year war against insider tradinggééing the use of “pre-arranged trading
plans” established by corporate executives undeh&xge Act Rule 10b5-'%.Certain
corporate executives are alleged to have misusse thlans, either to avoid losses by selling
their companies’ stock prior to the announcememegfative news, or by capturing potential
gains through the purchase of company stock awarlprice before positive news is
released. Members of Congress also are said tovkstigating these reports, which could
put additional pressure on the SEC to act on anteeguest from the Council of Institutional
Investors (“CII”) to amend or further interpret RUOb5-1*?

Under Rule 10b5-1(c) in its current form, an insidéo wishes to rely on the affirmative
defense that a purchase or sale of securities atanade “on the basis of” material, non-
public information in violation of Exchange Act $®en 10(b) and Rule 10b-5 may adopt a
binding trading plan that contains fixed parameterstherwise bars the insider from
exercising any subsequent influence over how, vdremhether to trade. The insider must
not be aware of material, non-public informatiogarling the company when establishing
or modifying a plan. Moreover, the plan must beeegd into in good faith and not as part of
any scheme or plan to evade the prohibitions agais&ler trading. While the rule does not
provide express guidance, the staff has warnedibdifications and terminations of plans
are among the circumstances that can raise is$ge®d faith.

The CII's request urges the SEC to mandate (puttaanterpretive guidance or
amendments to Rule 10b5-1) that companies adopblibg/ing protocols and guidelines to
address perceived abuses:

= Companies and their insiders should only be peechitd adopt Rule 10b5-1 plans
during a company’s open trading windows.
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= There should be a mandatory “cooling-off periodgfprably of three months or
more, between adoption of a plan and executiohefitst trade under the plan.

= Companies and their insiders should be prohibitech fadopting multiple,
overlapping Rule 10b5-1 plans.

= Companies and their insiders should not be perchittenake frequent modifications
or cancellations of their plans.

What to Do Nown light of the current critical governmental amyestor focus on
Rule 10b5-1 plans, now is a good time for all publbmpanies to re-examine their
existing policies and procedures regarding theofiskeese plans by “classic” insiders —
executive officers and directors — as well as leydbmpanies themselvesd.,for

stock buybacks). We recommend that the responisdaed committee or full board be
briefed on the specific criticisms, and how the pamy’s insider trading compliance
program stacks up against them. At the end of #lye effective board oversight in this
area is essential to protect the company, the bafaddectors — and the executives
who use these plans themselves — against thefrigbity or reputational harm.

B. US and UK Anti-Bribery Statutes

On November 14, 2012, the US Department of Juaticethe SEC issued their long-awaited
joint “Resource Guide to the US Foreign CorruptcRcas Act.” The 120-page guide
provides a single source on a broad range of FGQidptance and enforcement issues. The
guide describes the analytical framework used bytwo federal agencies in reviewing
issues arising under the FCPA and, in particutacoinsidering whether to sue a company. It
also consolidates, in one authoritative documéetyarious DOJ opinion letters,
hypotheticals, practice tips and interpretatiorsd tollectively provide the framework for
establishing and maintaining an effective compleapmogram. The guide tackles such
difficult substantive issues as types of travalining, and gift expenses that are likely to be
viewed by the government as acceptable, as wétics® that will likely invite further
scrutiny. Perhaps most important, the guide reaffithe value of maintaining a clear and
concise FCPA policy and robust compliance prograch@nfirms that vigorous US
governmental enforcement efforts will continue.

What to Do NowWe recommend that companies review the guide’slfhtaks of
Effective Compliance Programs” with their legal neal and use it as framework to
evaluate, and if necessary, update their complipnegrams, keeping in mind that
individual companies will have different complianoeeds. The “Hallmarks” include:

= A commitment from senior management and a cleatigudated corporate policy
against corruption;

= A code of conduct and compliance policies and papes outlining responsibilities
for compliance;

= Qversight, autonomy and resources provided to omeooe specific senior
executives to implement the compliance program;

= Risk assessment of FCPA violations;
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= Training and continuing advice to directors, off&saelevant employees, and, where
appropriate, agents and business partners;

= Incentives and disciplinary measures to enforcectimepliance program;
= Due diligence and monitoring of third-party payngent

= Mechanism for confidential reporting and intermalastigations; and

= Periodic testing and review of compliance program.

Companies in the M&A market should consult the gisdletailed discussion of successor
liability in the mergers and acquisitions conté¥ot surprisingly, the SEC and DOJ
encourage acquiring companies to conduct exte®SBRA due diligence on potential
targets, promptly report any FCPA violations idieti to the government, and integrate
acquired companies into their FCPA and other cafgotompliance programs as quickly as
possible. In addition, companies should consulgtide when analyzing other issues with
potential FCPA implications, such as making chhtégpayments in a foreign country or
vetting potential business partners in foreignsiGtions.

Companies subject to the UK Bribery Act likewis@slhl take proactive steps to ensure
compliance with that statute. While there has gdid a full prosecution under the UK
Bribery Act involving corruption in a commercial m@xt, on October 9, 2012, the Serious
Fraud Office (SFO), which is the principal proséogiauthority in the UK, issued further
guidance on its likely approach to prosecutionss Gidance reflects a tougher line taken
by the SFO under its new director, emphasizinggbHtreporting is no guarantee of non-
prosecution, and that facilitation payments ar@awfull under the UK law. On the other
hand, it reiterates previous guidance to the effettordinary business entertainment and
gifts are acceptable under the UK law.

C. Use of Social Media

Companies are increasingly active participanthiénsocial media sphere, relying on such
outlets as Facebook, Twitter, YouTube channel,cmgorate blogs, to market their products
and connect with customers. Although these platégpnovide new commercial and investor
relations opportunities, they also present chakerig complying with the disclosure
requirements of applicable securities laws.

One set of concerns arises in the realm of Regul&D compliance, particularly when
social media communications are made by FD “autledrpersons.” For instance, disclosure
via a social media post may not be considered agdfbpliant means “reasonably designed
to provide broad, non-exclusionary distributiortled information to the public.” Thus, if, for
example, a company officer “tweets” previously wsotthised material information to her
200,000 Twitter followers, this communication alanay not be considered adequate
“public” disclosure for FD purposes, even if mensbef the press are among those
followers. Social media also presentsang concern — many companies use social media to
supplement information that has been disseminatdket public (for example, using Twitter
to “tweet” highlights from a disseminated earnimglease), but companies need to ensure
that the supplemental social media post does maepe the public availability of the
information via an 8-K or other FD-compliant mea8enior SEC staff recommended during
a January 2013 conference that companies appiidelines for FD-compliant website
usage outlined in a 2008 SEC interpretive releasgetermining whether “authorized”

Weil, Gotshal & Manges LLP 17



A Baker’s Dozen of Challenges

corporate communications made via interactive $ocelia satisfy the requirements of
Regulation FD**

The SEC has shown signs of enhanced concern ragéatd use of social media as a
corporate communications tool. Companies have vedestaff comment letters asking about
CEO usage of Twitter and other forms of social rmédi“front-run” the company’s release
of earnings and other important information. On &maber 5, 2012, Netflix disclosed in a
Form 8-K that both the company and the CEO hadvede Wells Notice arising from
following post on his Facebook account at a timenvkeuch information had not already
been publicly disclosed: “Congrats to Ted Sarandod,his amazing content licensing team.
Netflix monthly viewing exceeded 1 billion hourg tihe first time ever in June.” For a
detailed discussion, see our Alert dated DecemD&2 At
http://www.weil.com/files/upload/Weil_Alert_Sec_LEnforcement Dec 21 2012.pdf

Social media communications can also present sesulaw compliance concerns outside
the realm of Regulation FD. One illustration is teeent case of Zipcar: following the
announcement of Avis’ plans to acquire the compaipgar's CEO posted the following
tweet: “@bostonglobe weighs in on the revolutionstaated at @zipcar
http://b.globe.com/130ybZ\&** As the announced transaction still required staiden
approval, Zipcar filed the Twitter post with the GB&s proxy soliciting material.

What to Do Nowompanies should be aware of how their directorsc@tives and
other employees are using social media, whethan&oketing, customer or investor
relations purposes, or all of the above, whilertgkiare not to discourage employee
communications protected by federal labor lawg(,organizational activities). In
addition, senior management and the board (or proppgate committee) should
review company policies and internal controls edato social media usage. The board
should make sure that the company has establisbiediacompliance policy that
specifically addresses the use and misasg,(o disclose confidential corporate
information) of social media, including who is anitized to communicate for the
company and in what circumstances. This policy khba reinforced regularly
through appropriate training at all levels withive tcompany. Companies also should
monitor the comments made on social media outhetghich they participate, decide
whether and how they will respond to third-partyneoents in accordance with the
federal securities laws and other applicable laules and regulations, and
memorialize this protocol in the policy. Even i€@ampany uses social media only to
amplify other recognized distribution channels, ¢tbenpany should still be cognizant
of the timing of posts and ensure that, where rezggsthey are coordinated properly
with disclosure made for purposes of FD compliance.

18



for the 2013 10-K and Proxy Season — and Beyond

Part Il: Challenges Coming Later in 2013 or for the2014 Season

Challenge 8: New Listing Standards on CompensatioGommittee and
Adviser Independence

New NYSE and Nasdagq listing standards relatindgnéoimdependence of compensation
committees and their advisers were approved b E@ on January 11, 2013. The new
standards apply to any company with listed equetusities, other than controlled companies
and certain other listed companies specificallyngpied by the exchanges. In approving the
listing standards, the SEC did not take the opmastuo align the NYSE and Nasdaq
standards where they differ. For a detailed disonssf the new standards, including certain
open interpretive issues, see our Alert dated Jsuiig 2013 at
http://www.weil.com/files/upload/Weil_Alert SEC_CG@anuary 2013.pdf

What to Do Now7ZCompanies should start to prepare for the following

= Required Independence Assessment of AdvisBegjinning July 1, 2013, a
compensation committee may select or receive adrooe a compensation
consultant, legal counsel or other adviser onlgrafonducting an independence
assessment. In making its assessment, the compensammittee must consider the
same six factors that must be considered now raening whether a consultant’s
work raises a conflict of interest that requiresqyrdisclosure pursuant to new ltem
407(e)(3)(iv) of Regulation S-K (see Part I, Iteratibve). A committee is not
precluded from using a non-independent adviseritlmtist first conduct the
requisite assessment.

= New, Enhanced Standards for Compensation CommittedependenceNew,
enhanced independence criteria for compensatiomatbe® members must be
satisfied by the earlier of the first annual shatéérs meeting after January 15, 2014
or October 31, 2014. Supplementing the existirntglisrequirements that members of
the compensation committee be independent, the Naf8ENasdaq listing standards
now also require that the board of directors take account two factors enumerated
in Exchange Act Section 10C-1(b)(1) in determinwitgether a director is eligible for
service on the compensation committee. It is Hemethe stock exchanges’ standards
differ.

= The NYSE does not impose any bright-line testc@mpensation committee
member independence. For NYSE-listed companiedydbhad of directors must
considerall factors specifically relevant to whether aedior has a relationship to
the listed company that is material to his or H®lity to be independent from
management in connection with performing the dutifes compensation
committee member, including but not limited to: {i¢ source of compensation
of the director, including any consulting, advisaoy other compensatory fees
paid by the listed company to the director, andaBgther the director is
affiliated with the company, a subsidiary of themgany or an affiliate of a
subsidiary of the company. There is no look-badkoge

= Nasdaq, in contrast, has imposed a bright-linetkegtprohibits a compensation

committee member from accepting directly or indiseany consulting, advisory
or other compensatory fee from the company or abgidiary. This test mirrors
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the bright-line audit committee independence testeu Exchange Act Rule 10A-
3. In determining whether a director is eligibleserve on the compensation
committee, Nasdaq also requires the boabtsiderwhether the director is
affiliated with the company, a subsidiary of themgany or an affiliate of a
subsidiary of the company to determine whether stitlation would impair the
director’s judgment as a member of the compensatommittee. As in the case
of the NYSE standard, there is no look-back period.

Under the new listing standards, the board mussidena director’s status as an
affiliate in order to determine whether such dioeds eligible to serve on the
compensation committee. In comparison, ExchangeRAte 10A-3 automatically
disqualifies an affiliated director from audit conti®@e service. The stock exchanges
have noted that significant share ownership ofiatifon with a significant
stockholder will not be a bar to a finding of inéeplence for compensation
committee members. Therefore, a designee of afisigni stockholder, who may not
qualify for service on the audit committee, couitl gualify for service on the
compensation committee.

= Expanded Compensation Committee Responsibility &uthority over Advisers
and Related Charter AmendmeniSompensation committee charters must be
revised by July 1, 2013 to reflect certain resplilises and authority over advisers
specified in the new listing standards. For a Ngdaded company that has not yet
established a committee (see below), the indepemlilettors must undertake the
new responsibilities and authority by July 1, 2013.

= Formal Compensation Committee and Charter Requirarteefor Nasdaq
CompaniesNasdag companies that do not have a compensatiomittee or formal
written charter will need to have them in placettwy earlier of the first annual
shareholders meeting after January 15, 2014 or@c®l, 2014. The charter is now
required to include certain enumerated responsédslof the compensation
committee, so even Nasdag companies that alreadyahtormal written charter will
need to review the charter for compliance withribe/ requirements.

Challenge 9: Emphasis on Two-Way Communication Betaen Auditors and Audit
Committees

On December 17, 2012, the SEC approved PCAOB AugdBitandard No. 16,
Communications with Audit Committg@aS 16”), and related amendments to other
PCAOB standard® AS 16 is intended to foster constructive two-wiscdssions between
audit committees and auditors, particularly aboaasa of the financial statements (or the
audit or review process) that involve high degmfasncertainty, subjectivity or judgment or
that have been the subject of significant delibenatdebate — or even tension — between the
auditor and management. AS 16 also formalizesuldé aommittee’s role in engaging the
outside auditor, clarifying that auditors must bt an understanding of terms of their
engagement with the audit committee, rather thampamy management. For a detailed
discussion of the new requirements, see our AkedlSeptember 10, 2012 at
http://www.weil.com/files/upload/NY_Briefing_ SEC_@n Gov_September_2012.pdf

AS 16 and the related amendments will take eff@ecabidits and reviews of fiscal periods
beginning on or after December 15, 2012. Thuscébendar year companies, the new
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standard will apply to the auditor’s review of firgancial statements for the first quarter of
2013 and to engagement of the auditor for the 208t (which usually takes place in the
first quarter).

What to Do NowNothing prevents early application of AS 16. Authimmittees of
calendar year companies should consider askingdheitors to accelerate its
application, at least in key areas, when presentiagesults of the 2012 audit. Audit
committees that have not already done so shoutdcalssider using the upcoming
annual engagement process as an opportunity tg #pohew guidance set forth in
PCAOB Release No. 2012-0008formation for Audit Committees about the PCAOB
Inspection Proces¥. This guidance, applicable at any time, encouragest
committees to ask, and auditors to answer, questbout the outcome of PCAOB
inspections of the audit firm.

Challenge 10: Change in Proxy Advisory Firm VotingPolicy on Board
Responsiveness to Shareholder Votes — Be Prepared
to Act Quickly

ISS will continue, for the 2013 season, its polifyecommending a negative vote where, in
its view, the board “failed to act” on a propodsttreceived either support of (a) a majority
of shares cast the previous year and also oneedfvib years prior to that, or (b) the majority
of shareutstandinghe previous year. Up until this season, ISS woetdmmend against
the entire board (other than new nominees, whaamsidered case-by-case). This season,
ISS will recommend against individual directorsienittees or the entire board as it deems
appropriate.

A significant policy change will occur for the 20%dason. ISS will accelerate its
determination of non-responsiveness and recommaegdative vote if the boarddiled to
act’ on a shareholder proposal supportedalipajority of votes cast just the previous year

Under ISS’s current policy, to be judged “respoaswvill generally require “full
implementation” of the shareholder proposal. If iempentation of the shareholder proposal
requires a shareholder vote, ISS will expect a mament proposal designed to implement
the earlier shareholder proposal on the next amimeating ballot. If the board’s response to
the proposal involves less than full implementati@$s will consider the following factors in
determining its recommendation:

= Subject matter of the proposal;

= Shareholder support and opposition to the propatsadior meetings;
= Board outreach to shareholders after the voteiéatoded);

= Board actions in response to engagement with sbllets;

= Continuation of the underlying issue as a votiegiton the ballot (as either a
shareholder or management proposal); and
= Other factors as appropriate.
For additional information on how ISS will evaludfell implementation” of a variety of

specific shareholder proposals, see our Alert dBtstember 21, 2012 at
http://www.weil.com/files/upload/Weil_Alert Corp_GoSEC_2012FINAL2.pdf
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What to Do Now?The ISS policy change will increase the alreadyificant pressure
on boards to act in line with shareholder viewpsiewen where the vote result is non-
binding. In this environment, it is important favdrds and their counsel to apply the
engagement techniques honed in the context of sgyag to shareholder proposals
generally. In particular, boards should engage Wiér largest shareholders to seek
support; consider ways of addressing shareholéem’essed views that the board
believes may be acceptable from the company’s petisge; and be prepared to
negotiate with shareholder proposal proponentsrddoshould also consider enhanced
solicitation efforts with respect to managemeniposals and director nominees,
particularly where there may be circumstances asamis to believe that a proposal
and/or one or more directors may receive a sigumitioegative vote.

Challenge 11: New SEC Disclosure Requirements forddflict Minerals and
Governmental Resource Extraction Payments — More “Breign
Policy” Requiring Global Diligence

Together with Section 13(r) added to the Exchangelé the Iran Threat Reduction Act,
Exchange Act Sections 13(p) and 13(q), added byptu-Frank Act, comprise the
“humanitarian triad” of new disclosure obligatiod$ie SEC has adopted final rules
implementing both Sections 13(p) and (q), as disetidelow.

A. Conflict Minerals

All reporting companies, whether US or non-US, wékd to evaluate whether they are
subject to the SEC’s new rules on “conflict minstalisclosure covering calendar year
2013. If the answer is yes, the company will havélé a new report on Form SD with the
SEC by May 31, 2014. There is a one-time grandfgih®vision that enables a potentially
affected company to exclude conflict minerals degfioeitside the supply chain” prior to
January 31, 2013.

Section 13(p) of the Exchange Act imposes a newarisclosure and reporting
requirement on reporting companies that use “ccnfliinerals” originating from the
Democratic Republic of Congo or an “adjoining” ctyr(the “Covered Countries™}. The
term “conflict minerals” means gold and the thrég I tantalum, tin and tungsten — and a
disclosure obligation arises if any such conflichenals are “necessary to the functionality
or production of a product” that is either manudaet! by the company, or by a third party
with which the company contracts for such manuf&ctlihere is nale minimisexception.

Despite their seeming complexity, the requirementsew Rule 13p-1 and Part 1 of Form
SD (applicable to conflict minerals) boil down tode basic analytical steps:

= Step Onerequires any reporting company, regardless cizts or country of origin,
to determine whether “it ... [has] conflict miner#ist are necessary to the
functionality or production of a product manufaeior contracted by that registrant
to be manufactured....”

= Step Twocomes into play only if the answer to the quespiosed in Step One is
“yes,” and requires the company to conduct a gaatthf“reasonable country of
origin inquiry” that has been “reasonably designeddetermine whether any of its
conflict minerals either originated in a Coveredu@ty or was derived from recycled
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or scrap materials. Regardless of the outcomeigiriquiry, the company will have
to file — and post on its website — a Form SD thstloses certain information about
its inquiry in accordance with line-items set fonthiSection 1 of the Form.

= Step Threeis triggered if the company knows or has reasdretieve that its
necessary conflict minerals may have originatethénCovered Countries, and may
not have come from recycled or scrap sources.isnctise, the company will have to
exercise “due diligence” on the source and chaicustody of those minerals using
the only nationally or internationally recognizegeddiligence framework now in
existence — the guidance approved by the Orgaors&dr Economic Co-operation
and Development (OECD). Depending on the outcontbeotliligence process, the
company may be required to file an audited ConWMaterals Report as an exhibit to
its Form SD, and post this information on its wehg(A temporary exception to the
audit requirement will be available for a categofynecessary” conflict minerals
classified as “DRC conflict undeterminable.”) Tinelépendent auditor must opine on
whether the company’s due diligence measures caonforall material respects, with
the OECD guidance and whether the company’s dessris consistent with the
process it actually undertook. The SEC has inditdtat a company may retain its
independent auditor to conduct a conflict mineeaidit without necessarily impairing
the auditor’s independence for the financial staenaudit.

Companies should not defer consideration of the cavflict minerals rules and, if
necessary, the development of appropriate comm@ipnticies and procedures, in the hope
that these rules will be stricken in the action rmemding in the US Court of Appeals for the
District of Columbia Circuit. Even if these rulelimately are invalidated in a judicial
context, the emergence of initiatives focusingrade in conflict minerals, at the state level
in this country and abroddand the extensive investment in compliance measlready
made by various companies in sectors such as @hcsrand jewelry, suggest that
competitive considerations alone, coupled withhbightened expectations of customers and
other stakeholders (including certain activist stees), would prompt many global
companies voluntarily to follow the OECD Due Diligee Guidance and provide related
disclosure. In any event, if the current rules werbe overturned, the SEC would be forced
to go back to the drawing board to discharge @susbry mandate — this is not a situation
where, as in the case of proxy access, Congresaufiasrized but not required the SEC to
implement a Dodd-Frank provision.

What to Do NowZompanies should conduct their initial Step Onesssent
immediately to determine whether the new rules bellapplicable to them and
whether the Step Two and/or Step Three inquiry belihecessary. To conduct Step
One, companies should identify any products (incdg@ny necessary packaging) that
the company manufactures, or contracts with a éardy to manufacture, that might
contain conflict minerals. Companies should nogédrithat this assessment must
include product components that may be manufactoyeather companies. In this
connection, companies should identify any confiiterals eligible for exclusion
because they are “outside the supgigin” on or before January 31, 2013. Assuming
the new rules are applicable, companies also stamudlop, and train responsible
employees on adherence to, the requisite complipolegies and procedures —
including those relating to disclosure controls anacedures and internal control over
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financial reporting — and prepare the board ofaoes to undertake oversight
responsibilities in this area.

For more detail on the new rules, the content efSBD Report and recommendations on what
to do now, see our Alert dated January 8, 2013 at
http://www.weil.com/files/upload/Weil_Alert Corp GoSEC Jan_2013.pdf

B. Governmental Resource Extraction Payments

New Section 13(q) of the Exchange Act is aimedratréase([ing] the transparency of
payments made by oil, natural gas and mining comepgan governments for the purpose of
the commercial development” of these natural reses)rthereby “help[ing] to empower
citizens of these resource-rich countries to hiedrtgovernments accountable for the wealth
generated by those resources.” It requires all Bxgh Act reporting companies, US and
non-US, that are “resource extraction issuers’igoldse specified information annually
regarding any payment made during the reportingpgehat is notle minimis(defined as a
payment or series of payments of $100,000 or ntora)foreign government, or to the US
federal government, for the purpose of “commerdeielopment of oil, natural gas or
minerals.” Companies must disclose not only theinsuch payments, but also any such
payments made by a “subsidiary” or other entityarrtie “control” of the company.

A “resource extraction issuer” is defined as a repg company that is engaged in the
“commercial development of oil, natural gas, or enais.” “Commercial development”
includes exploration, extraction, processing, axubet of oil, natural gas or minerals, or the
acquisition of a license for any such activity. § definition is intended to capture only
activities that are directly related to the comnardevelopment of the covered resources,
and not ancillary or preparatory activities. Geligrgpeaking, the types of payments that
must be disclosed include taxes, royalties, licemgkother fees, production entitlements,
bonuses, dividends and infrastructure improvememd the payments must be disclosed in a
variety of way, including by project and by govem

A resource extraction issuer will be required te einnually a new Form SD no later than
150 days after the close of the company’s fiscat.y€he new rules apply to companies
whose fiscal years end after September 30, 2018, the first Form SD due no later than
May 30, 2014 for calendar year companies.

What to Do NowZompanies should assess now whether the new g ta them,
either directly or pursuant to the activities obsidliaries and/or “controlled” entities. If
it is a resource extraction issuer, the companylsh@view its disclosure controls and
procedures to ensure that the requisite informabaomply with the new rules can be
accurately collected and reported in 2014.

Challenge 12: Reliance on the “Commercial End-UserException for Clearance of
Swaps

Non-financial public companies that use derivatiteebedge exposure to business and/or
market risks must decide relatively soon whetheelp on the “commercial end-user”
exception (“End-User Exception”) to the Dodd-Frakdt’s requirement that transactions
involving “swaps” (regulated by the CFTC), “secwyiitased swaps” (regulated by the SEC)
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and “mixed swaps” (regulated by both the CFTC d&®dSEC) must be cleared through a
derivatives clearing organization and executedroa@propriate facility. Final
determinations regarding reliance on the CFTC imf@ementing the End-User Exception
for swaps> and/or the corresponding rule for security-baseaps proposed (but not yet
adopted) by the SEE€ will not be required until at least September 2(dSuming the
company is not a “financial entity®f. However, companies should be taking steps now to
identify all current and reasonably foreseeablgyimgtransactions with a view toward
board-level assessment of both the availability deslrability of election of the End-User
Exception for each relevant type of derivativessection subject to mandatory clearance.

To qualify for the End-User Exception, a comparst tiles periodic reports with the SEC
must:

= not be a “financial entity”;

= use each swap (or security-based or mixed swapeasase may be) to “hedge or
mitigate commercial risk”;

= satisfy certain recordkeeping and reporting obiayet which, among other things,
relate to the company’s election of the exceptmmion-cleared derivatives and its
ability generally to meet the financial obligaticessing from entry into such
derivatives; and

= ensure that an “appropriate committee” of the baddirectors (or the full board) is
authorized to review and approve — and in factreaewed and approved — all
company decisions to enter into non-cleared swapsecurity-based swaps, as the
case may be). Such approval must be obtdieéorethe company may rely on the
End-User Exception, on at least an annual basisooe frequently in the event of a
change in the company’s hedging strategy.

Note that a company that is otherwise eligibleely on the End-User Exception will retain
the option to clear transactions involving any swegeurity-based swap or mixed swap that
regulators decide must be cleared as Dodd-Franlemgntation continues. In some
instances, the board or authorized committee meigeehat clearance and settlement on an
organized market may be more cost-effective, depgrmh the outcome of still-pending
regulatory and market decisions regarding margchramimum counterparty capital
requirements for non-cleared swaps, and such &dbtars as the company’s own liquidity
needs and the degree of counterparty credit riskwilling to incur.

What to Do Now7A reporting company’s determination whether to etee End-User
Exception for each swap, security-based swap oedhswap ultimately designated for
clearance necessarily will demand a comprehensialysis of the company’s global
hedging activities, including but not limited taote of affiliates? If the company
elects to rely on the End-User Exception, the boédirectors will have to decide
which committee (or committees, depending on thiéquéar company and its
derivatives usage) will be responsible for reviewd approval of non-cleared
derivatives’* authorize that committee or committees to actraakle the
corresponding modifications to the relevant comeeittharter or charters, and adopt
the appropriate policies and procedures at thedbmacommittee level (as
appropriate). As noted above, the CFTC has stastdliese policies and procedures
must be reviewed on at least an annual basis byeiwnsible committee or

Weil, Gotshal & Manges LLP 25



A Baker’s Dozen of Challenges

committees or by the full board. Because the SEXnlbayet adopted its version of the
End-User Exception applicable to security-basedosweompanies should monitor
that agency’s rulemaking regularly to ascertairviésvs on this important governance
issue.

Challenge 13:  Additional Disclosure Requirements othe Horizon (Perhaps)

A. Some Unfinished Business Under the Dodd-FranktAc

Although it has not yet begun rulemaking and dasshave a legislative deadline for
completing its work, the SEC has indicated in itsfléd Agenda of Regulatory and
Deregulatory Actions (the Unified Agend&)that it expects to propose and adopt final rules
in 2013 with respect to the following outstandimglain some cases, highly controversial
Dodd-Frank mandates:

= Disclosure of the relationship between executivegensation actually paid and the
company’s financial performance;

= Disclosure comparing the CEO’s compensation todh#te company’s other
employees (so-called “pay equity”™);

= Disclosure of whether employees or directors areited to hedge against losses on
their company stock; and

= Stock exchange listing rules requiring listed comesi to develop, implement and
disclose a “clawback” policy with respect to exeoeitcompensation.

B. Corporate Political Contributions

Potentially sparking even more controversy, the &0 indicated in its Unified Agenda
that the Division of Corporation Finance will cotsi whether to recommend that the SEC
propose rules in 2013 on disclosure of corporatitiged contributions. The SEC agenda
notes that the rulemaking is in the “Proposed Rtiége” and a notice of proposed
rulemaking could be released by April 2013. SieeS$Supreme Court’s decision@itizens
United?® which paved the way for unlimited political spemglby corporations, the Center
for Political Accountability, the Committee on Digsure of Corporate Political Spending
and other shareholders and groups have advocatgudreed transparency of political
corporate spending.Others, including the SEC’s two Republican comiuisars, have
voiced their opposition to new disclosure rules.

Note a significant number of public companies alyemake disclosures in their proxy
materials about corporate political spending — sdménot all, in response to shareholder
proposals. Additionally, more than half of the S&B0 companies already disclose their
political spending, generally on their websites. &l&o note that at least one institutional
shareholder is pursuing litigation to obtain infation about a company'’s political spending.
On January 3, 2013, the New York State Comptroldg oversees the New York State
Common Retirement Fund, filed suit in Delaware seghkccess to Qualcomm’s books and
records related to its political spending aftercbepany reportedly denied the fund’s
request to view such materials last year.
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