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Background 

Item 402(s) of Regulation S-K (effective February 28, 2010), requires a company to address 
its compensation policies and practices for all employees, including non-executive officers, 
if the compensation policies and practices create risks that are reasonably likely to 
have a material adverse effect on the company. 

Situations requiring disclosure vary depending on a company’s particular compensation 
program. A non-exclusive list of situations that the SEC has suggested could trigger 
discussion includes, among others, compensation policies and practices: 

 At a business unit of the company that carries a significant portion of the 
company’s risk profile; 

 At a business unit with compensation structured significantly differently than 
other units within the company; 

 At a business unit that is significantly more profitable than others within the 
company; 

 At a business unit where the compensation expense is a significant percentage 
of the unit’s revenues; and 

 That vary significantly from the overall risk and reward structure of the company, 
such as when bonuses are awarded upon accomplishment of a task, while the 
income and risk to the company from the task extend over a significantly longer 
period of time. 

A company is not required to make an affirmative statement that it has determined that the 
risks arising from its compensation policies and practices are not reasonably likely to have 
a material adverse effect on the company; however SEC Staff have informally indicated they 
will send a comment letter to any company whose disclosure it reviews, if the disclosure 
does not mention an executive compensation risk review. 

If a company determines that disclosure is required, the following issues may need to be 
addressed regarding the company’s compensation policies or practices: 

 The general design philosophy of the company’s compensation policies and 
practices for employees whose behavior would be most affected by the 
incentives established by the policies and practices, as such policies and 
practices relate to or affect risk taking by those employees on behalf of the 
company, and the manner of their implementation; 
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 The company’s risk assessment or incentive considerations, if any, in structuring 
its compensation policies and practices or in awarding and paying 
compensation; 

 How the company’s compensation policies and practices relate to the realization 
of risks resulting from the actions of employees in both the short term and the 
long term, such as through policies requiring claw backs or imposing holding 
periods; 

 The company’s policies regarding adjustments to its compensation policies and 
practices to address changes in its risk profile; 

 Material adjustments the company has made to its compensation policies and 
practices as a result of changes in its risk profile; 

 and 

 The extent to which the company monitors its compensation policies and 
practices to determine whether its risk management 

 Objectives are being met with respect to incentivizing its employees. 

The Risk Management Program is designed to monitor, ascertain and mitigate any risks that 
are reasonably likely to have a material adverse effect on the company for purpose of 
ensuring adequate distribution to investors and an understanding by the Compensation 
Committee of any such risk. 

Risk Assessment 

1. Identify individuals to be involved in risk assessment 

2. Review existing risk management policies 

3. Review all executive and employee compensation and benefit plans 

4. Establish an appropriate standard of materiality 

5. Identify any features of plans and programs that could induce executives or 
employees to take risks that are reasonably likely to have a material adverse effect 
on the company. Consider: 

 Philosophy and design of the executive compensation programs and the 
performance metrics and payout curves that drive incentive payouts; 

 How individual executive’s and employee’s performance metrics or 
established achievement is evaluated by the CEO and by the Compensation 
Committee for purposes of allocating rewards; 
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 Factors and process used by the Board in evaluating CEO compensation 
metrics and performance; and 

 Complexities and potential consequences of certain events and decisions on 
each company compensation program 

6. Report to Compensation Committee/ Audit Committee results of risk assessment 

7. Determine level of disclosure, if any, of risk assessment for proxy 
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Compensation Plans 

Compensation Policies 
or Elements 

Method of 
Monitoring 

Potential 
Risks 

Mitigating 
Factors or 

Adjustments 

Potential Risk 
Impact on 

Company/Earnings

Base Salary 
    

Cash Incentive 
Compensation Plans: 

- Employment 
Agreements 

- Executive Bonus 
Plan 

- Annual Bonus 
Plan 

- Milestone 
Bonuses 

- Retention 
Bonuses 

- Signing Bonuses 
- M&A Plans 
- Sales Plan 

    

Equity Incentive 
Compensation Plans: 

- Employment 
Agreements 

- Equity Plan 
Documentation 

- Option & RSU 
Documentation 

- New Hire/ Focal/ 
Promotion 
Awards 

- Executive 
Performance 
RSUs 

- Retention Plans 
- Recalibration 

Awards 
- M&A Plans 

    

Employee Stock 
Purchase Plan 

    

Health and Insurance 
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Compensation Policies 
or Elements 

Method of 
Monitoring 

Potential 
Risks 

Mitigating 
Factors or 

Adjustments 

Potential Risk 
Impact on 

Company/Earnings
Benefits 

Pension and Retirement 
Benefits: 

- 401(k) Plan 
- Deferred 

Compensation 
Plan 

    

Severance Plans: 
- Employment 

Agreements 
- Severance Plans 
- Equity or Cash 

Plan Agreements 
or Provisions 

    

Perquisites, Expatriate 
and Relocation Benefits 
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Potential Risk Factors To Consider 

 Uncapped bonuses 
 Commission payouts associated with long delivery schedules and no 

clawbacks 
 Incentives based on revenue, profit or other financial results and no 

clawbacks 
 Short-term awards with no clawbacks or deferred payout structures 
 Use of restricted stock units vs. options 
 Level of expenses 
 Retention issues 
 Inadequate oversight 
 Failure of risk controls 
 Timing of payouts 
 Amounts paid on termination of employment without results of performance 

 
Potential Mitigating Risk Factors To Consider 

 Clawbacks 
 Payout caps 
 Practices aligned to market/peers 
 Stock ownership requirements 
 Balance of short and long term awards 
 Limited payouts disassociated from performance (severance, sign-on bonus, 

etc.) 
 Set award ranges 
 Equity award types (options/RSUs) 
 Management focus on expense controls 
 Vesting provisions 
 Legal limitations on plan design 
 Plan oversight 
 Incentive compensation paid on termination based only on performance 

 


