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I. INTRODUCTION:
SCOPE OF INVESTIGATION AND REPORT

On September 23, 2003, the New York Stock Exchange, Inc. (“NYSE™) retained Dan K. Webb and
Winston & Strawn LLP to investigate the facts and circumstances relating 10 the compensation and
benefits awarded by the NYSE 1o Richard A. Grasso during his tenure as Chairman and Chief Executive
Officer of the NYSE between 1995 and 2003,

We specifically were asked to investigate the process and reasons behind the levels of compensation and
benefits awarded to Grasso during the period 1995-2003, and to examine the facts and circumstances
surrounding Grasso’s employment contract executed on August 27, 2003, pursuant to which Grasso
Teceived a payout in September 2003 of approximately $139.5 million in deferred compensation and
benefits and was to receive additional scheduled payments of about $48 million in deferred compensation
and benefits from 2004 through 2007. We also were asked to determine whether the levels of Grasso’s
compensation and benefits during this period were reasonable, and what effects these levels of
coripensation and benefits had on the NYSE. We were asked to complete our inquiry into these matters
(the “Investigation™) in approximately two months and prepare a written report summarizing our findings.

We began our investigation on September 24 and completed it during the second week of December, In
connection with the Investigation, we conducted more than sixty interviews and gathered and reviewed
thousands of pages of documents. Those we interviewed included Grasso, members of the NYSE’s
Human Resources Policy and Compensation Committee (“Compensation Committee” or “Committee”)
during Grasso’s tenure as Chairman and CEQ, members of the NYSE's Board of Directors (“Board™) at
the time the Board approved Grasso’s 2003 employment contract on August 7, 2003, varions NYSE staff
nvolved in the NYSE compensation process and related issues, and various outside consultants and
lawyers who were involved in the NYSE's compensation process. Attached as Exhibits 2 and 3 are a list
of the witnesses interviewed and a list of the Board and Cornmittee members from 1995-2003.

To assist in analyzing issues relating to Grasso’s compensation, we retained the services of three
respected experts in the area of executive compensation; Alan M. Johnsen of Johnson Associates, Inc.;
Frederic W. Cook of Frederic W. Cook & Co., Inc.; and Brian T, Foley of Brian Foley & Co., Inc. Each
provided expert analysis supporting the findings and analysis in this Report regarding Grasso’s
compensation.

This Report summarizes the relevant information regarding Grasso's compensation and benefits that we
have learned in the course of our Investigation.' In addition, we have set {forth an analysis of whether the
levels of Grasso’s compensation and benefits were reasonable, which is supported by the analysis of our
compensation experts. We also have provided an analysis of the reasons and factors that confribuied to
the levels of Grasso's compensation and benefits, as well as a brief summary of the impact of the levels of

Grasso's compensation on the NYSE. Finally, we have provided some recommendations for changes in
the NYSE’s compensation process.

While many whom we requested to interview were interviewed and provided information, we were unable (o interview
former Commitice memnber Linda Wachner duc to scheduling issnes, Other wimesses imposed time constraints of
ather imitations on interviews or refused 1o answer certain Questions, Jimiting to some extent the information we were
able 1o gather. Thus, there were cenain practical and legal limitations on the Investigation, including the inability to
compel wimesses, including thitd pasties, to answer queslions or produce documents.
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Il. EXECUTIVE SUMMARY OF FINDINGS

* Grasso Received Unreasonable Levels of Compensation and Benefits

During his tenure as Chairman and CEO of the NYSE, Grasso received excessive levels of compensation
and benefits, far beyond reasonable levels. In total, Grasso received approximately $144.5 million to
$156.7 million in excessive compensation and benefits. Attached as Exhibit ) is a chart showing the
exceas compensafion and benefits.

» Excessive Compensation

For the eight-year period from 1995-2002, Grasso received more than $97.8 million in amual
compensation, approximately $81.5 million of which was awarded for the four years from 1999-2002,
Even assuming that Grasso performed at a consistently outstanding level during this period, his
compensation was more than double what was reasonable in this fowr-year period. Grasso’s total in
excess annual compensation was approximately $43.1 million.

For the years 2000 and 2001, Grasso’s compensation was grossly excessive, approximately three to four
times what was reasonable. In those years, his annual compensation reached approximately $26.8 million
and $30.6 million, respectively. A conservative estimate of what Grasso’s yearly compensation should
have been in this period is $4-6 million, based on the median Jevel of an appropriate peer group. Even
assuming outstanding performance by Grasso, a generons annual compensation level would have been in
the range of about $8-9 million. Grasso’s compensation level was several times that amount for 2000 and
2001.

» Excessive Benefits

The level of benefits that Grasso accumulated during this period was excessive by any reasonable
standard. By August 2003, before his 2003 employment contract was approved or executed, Grasso’s
Supplemental Executive Retirement Plan (“SERP™) bencfit translated into a lifetime annuity of at least
$7.4 million per year, and could have been substantially higher than that depending on various factors.
This translated into a total lump sum present value pension benefit in August 2003 of sbout $126.4
million. About $82.9 million of these pension benefits accumulated in the Jast four years.

Grasso’s 1otal level of pension benefits was several times more than what & reasonable pension would
have been. Applying appropriate executive compensation analysis and benchmarking criteria, an
appropriate pension for Grasse would have been in a range of about $875,000 per year, which would
translate into a lump-sum pension benefit of about $12.8 million. Even under the most avorable analysis
and assumptions, Grasso’s pension should not have exceeded an annuity of about $2.1 miltion or a lump
sum of more than $25 million. Accordingly, under his employment contracts with the NYSE, Grasso
accumulated total excess pension benefits of berween $101.4 million and $113.6 million.

Large‘ portions of Grasso’s accumulated pension benefits were paid out to Grasso on three separate
accasions while Grasso vemained employed at the NYSE. First, in June 1995, in connection with the

negotiation of his first employment contract as Chairman and CEOQ, Grasso asked for and received his
total accumulated SERP benefits as of that date, a total of about $6.6 million.
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Next, in May 1999, when he signed his second employment contract as Chairman and CEQ, Grasso was
allowed to transfer from his SERP account to his Supplemental Executive Savings Plan (“SESP™) account
a total of about $29.9 million. That amount represented Grasso's total accumulated SERP benefit at that
time, excluding: (1) the approximately $6.6 million in SERP benefits that previously had been paid out to
him in 1995; and (2) an amount of about $5.2 million that Grasso agreed to forego at that time through &
change in the mortality table used to calculate his SERP benefit.

Finally, pursuant to his third employment coniract as Chairman and CEO, which was executed on August
27, 2003, Grasso was to receive additional SERP benefits, including: (1) an immediate payout of about
$51.6 million in SERP benefits; (2) an immediate payout of the approximately $29.9 million in SERP
benefits that had previously been transferred 16 his SESP account in 1999 and by August 2003 had grown
to about $33.6 million; (3) a right to additional scheduled payments of SERP benefits totaling about $28.6
million over four years, from 2004 through 2007; (4) a right to other potential amounts of SERF bencfits,
depending on various facts and circumstances regarding his employment; and (5) additional payouts of
deferred compensation and additional rights to other amounts of deferred compensation. Thus, Grasso
not only accumulated excessive amounts of pension benefits, he was allowed to withdraw them
repeatedly from his retirement accounts while still employed at the NYSE.

* Grasso's Excessive Compensation and Benefits Were the Result of a Multi-
Flawed Executive Compensation Process

Grasso’s excessive compensation and benefits were the product of multiple flaws in the compensation and
benefits process employed by the NYSE, including the following:

» Failure to Adequately Design, Monitor, and Oversee Grasso’s SERP Benefits

Grasso’s SERP benefits, which were provided to him pursuant to his employment contracts, were not
subject to any reasonable limits or caps that would have prevented their growth to unreasonable levels.
Further, Grasso’s accumulation of SERP benefits was not monitored sufficiently over the years, The
Compensation Committee did not examine and consider the level of Grasso’s SERP benefits
accumulation when making its compensation decisions for Grasso on o yearly basis, and awarded larpe

bonuses to Grasso without fully analyzing the impact of those bonuses on Grasso's accumulation of
SERP benefits, :

At no time did the Committee examine whether Grasso's SERP benefits accumulation was reasonable or
conduct any market or peer group analysis to gauge whether Grasso’s SERP benefits accomulation was
consistent with the market level or a peer group lcvel of pension benefits. And in 2000 and 2001, when at
least some on the Committee became concerned, in a general manner, about the growth of Grassa's SERP
benefits accumulation, the Committee did not take sufficient action 1o analyze or determine what the
precise accumulation was, or what the precise effect of further large bonuses for Grasso would be on his
SERP benefits accumulation. The Committee also approved of several payouts and transfers of Grasso’s

SERP benefits while he was still employed at the NYSE, efiectively tuming a pension into a cash
compensation device,

To rectify these problems, the NYSE should consider implementing caps or limits on SERP benefits
accumulatic_m, eliminating or revising the lump-sum option for SERP benefits, and requiring that the
Compensation Committee, as part of ils yearly analysis of compensation for senior management, review
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and consider the benefits to which such executives are entitled and monitor their accumulation of SERP
benefits,

»  Faulty Mechanics/Process Used to Determine Grasso's Yearly Compensation

The process by which Grasso’s annual compensation was determined was flawed in many respects. The
Compensation Committee used an inappropriate comparator group for benchmarking Grasso’s
compensation levels, comparing Grasso to CEOs of large, profit-making institutions that are vastly
different from the NYSE. Such organizations are much larger than the NYSE in numerous key respects -
including vevenue, net income, number of employees, assets, and other factors, making them
inappropriate companies to use in benchmarking Grasso’s compensation. The Committee also obtained
only incomplete data about the comparator group it used and then used that data in unconventional ways
to create unreliable and inflated benchmarks for Grasso’s compensation. Further, the Committee
arbitrarily departed upwards from its own inflated benchmarks, in some years awarding Grasso more than
twice those benchmarks.

To address these problems, the NYSE Compensation Commitiee should reevaluate and improve its
process for benchmarking exccutive compensation, and shonld have consultants play a more substantive
rale in the executive compensation process,

» lLack of Appropriate Involvement of Consultants in Connection with Grasso's
Compensation and Bencfits

The consultants employed by the Compensation Committee did not have the appropriate level of
involvement in, or inpul regarding, the compensation and benefits process. Consultants performed no
analysis of Grasso’s SERP benefite accumulation to examine whether it was reasonable or consistent with
the market, and did not analyze whether Grasso’s contractual SERP benefits, or the NYSE's SERP,
should be subject to caps or other limitations so that the benefits remained at reasonable levels.

The consultants also were not sufficiently involved in, and therefore did not attempt to correct, the flawed
process employed by the Committee in making its annual compensation decisions for Grasso, including
the Committee’s use of an inappropriate comparator proup and faulty benchmarking formulas and the
Committee’s unreasonable compensation awards for Grasso that were well above the benchmarking in
§Ome years,

As noted directly above, compensation experts should be more substantively involved in the executive
compensation process at the NYSE.,

» Lack of Transparency/Disclosures Regarding Compensation

Only & handful of people knew about Grasso’s pension accumulation, and Grasso’s compensation awards
were not disclosed outside the Board. Many Board members agreed that, had Grasso’s compensation and
benefit levels been disclosed outside the Board, they would never have reached such excessive levels.
Annual disclosure of top executive compensation, which the NYSE already has implemented under its
newly adopted corporate governance practices, should address this issue.




WINSTON & STRAWN LLP

Priviteyed und Confidenvial Report an Invesigation Relating 1o the
Attornev/Client Privileged Compensurion of Richard A. Grassn

Arornev Work Praduct

» Lack of Continuity/Dedication on Compensation Committee/Board

The NYSE’s large Board during Grasso’s tenure as Chairman and CEO, coupled with the high level of
tumnover of Board and Committee members from year to year and the failure to adequately train and share
histarical NYSE knowledge with new Board and Committee members, may have created an environment
that was conducive to overcompensation. The high tumover and lack of training caused a lack of
continuity on the Committee and the Board, which resulted in Board and Committee members not having
a complete frame of reference for executive compensation decisions. The large Board led to at least some
on the Board feeling less responsibility or Jess accountability for executive compensation decisions, and
caused them to give complete deference to others on those matters.

The smaller NYSE Board created after Grasso resigned should be helpful in addressing this jssue. In
addition, going forward, close attention should be paid to training new Board and Committee members
and providing them with important historical information relating to executive compensation.

» Grasso's Control Over the People and Processes that Determined His
Compensation

Against proper governance practice, Grasso was involved in or connected to the process that determined
his own compensation. For example, he personally sclecled which Board members served on the
Compensation Committee, and some directors he selected were those with wham he had friendships or
persons) velationships. Fe also had a strong influence on who was appointed to the Board, which
approved the compensation awards that the Committee recommended for him each year, In addition,
Grasso determined, in his discretion, the “Chairman’s Award” component of the annual NYSE
performance evaluation process, which the Committee used in part to determine the annual bonus awnrds
for NYSE employees generally, as well as to benchmark Grasso’s own compensation.

The issues concerning selection of Board members and Committee members have now largely been
addressed throngh the newly revised structure of the NYSE’s Board and Compensation Committee. The
Chairman should not select members of the Compensation Committee. The Committee should adopt
procedures by which, in the future, the “Chaivman’s Award” is not used directly to create benchmarks for,
or actual awards of, the CEQ’s compensation.

" The Approval of Grasso’s 2003 Employment Contract Was Based on
Incomplete and Inaccurate Information and Was Made Without Adequate
Deliberation

Grasso’s 2003 contract was approved by the Compensation Committee and the Board based on
incomplete and inaccurate information. Despite being presented with information to the contrary, a
number of the Committee members who voled to recommend the 2003 contract to the Board incorrectly
believed that the payout of approximately $139.5 million to Grasso under that contract resulted in
terminating all of Grasso's future benefits under SERP and the NYSE’s Capital Accumulation Plan
(“CAP"). In fact, the contract provided for $48 million in scheduled future payments of SERP benefits,

CAP benefits, and deferred compensation, and also provided that additional SERP benefits could be paid
out in the Tuture under certain circumstances.
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The entire Committee also believed, incorreetly, that the $139.5 million payout to Grasso under the
contract was fully vested. In fact, his right to approximately $13 million in CAP benefits that were part of
the $139.5 million had not yet vested, and was not scheduled to vest until 2005.

The Committee members failed 10 advise the Board of some of the essential terms of the proposed
contract, including the $48 million in scheduled future payments under the contract, the potential
additional SERP benefits that possibly could accrue under the new contract, and the payment of $13
million in unvested CAP benefits, In fact, the Commitiee gave the Board contrary information, leading
the Board to believe there were no future payments under the contract,

Finally, neither the Committee nor the Board canditioned its approval of the proposed contract on an
actual review of a written contract, which had not been drafied at the fimne the Board voted on the
proposed contract. Instead, the Board approved of the proposed contract in concept based on unclear and
incomplete term sheets and oral discussions. The contract ultimately was signed by the Committee
Chairmian without being fully reviewed. ' :

® Grasso’s Excessive Compensation and Benefits Have Had a Detrimental
Impact on the NYSE

Grasso’s excessive levels of compensation and benefits have negatively affected the NYSE in at east
three fundamental ways. First, the large amounts of excess compensation and benefits have had 2
negative impact on the NYSE’s financial capability to serve its purposes. At the time of his resignation in
September 2003, Grasso had been paid about $43,1 million in excessive compensation. Also as of that
time, Grasso had received payments of more than $88 million in pension bencfits (valued at $95.1 million
with interest on earlier payments considered), and approximately $70.1 million to $82.3 million of that
amount was excessive. Thus, Grasso received from the NYSE in the range of $113.2 million to $125.4
million in excess compensation and pension benefits. The NYSE could have used that money to serve its

interests and purposes in a variety of ways, including for the benefit of its members, its listed companies,
or the investing public.

Second, Grasso's excessive compensation and benefits have had a detrimental impact on the brand and
goodwill of the NYSE. Unquestionably, the firestorm that has surrounded Grasso’s excessive
compensation and benefits has, to some extent, tarished the reputation and image of the NYSE. As s

result, the NYSE is now in the process of umdertaking to rebuild the trust and confidence of members,
investors and listed companies.

Finally, as a result of the excessive compensation and benefits, the NYSE has been required to spend its
resources dealing with this issue. NYSE employees and agents have been required to perform a variety of
work that they otherwise would not have been required to perform had Grasso not been overcompensated,
including being required to respond to an inquiry from the Securities and Exchange Commission on
matters relating to Grasso’s compensation. None of these corporate resources would have been spent in
the absence of the overcompensation.?

There are a number of legal issues that the NYSE may wish to consider in light of our Investigation and Report. This
Report, while providing a summary and analysis of the information and facts gathered in the investigation, does net
directly address the lega! issves relating fo those facts or provide any legal advice ar analysis on those issues. We will

scparalely provide the NYSE with legal advice and analysis on issues that the NYSE wishes to consider relating (o the
matters addressed in this Repon.




WINSTON & STRAWN LLP
Privileged and Confidential Report on Invesngation Reluning to the
Anornev/Client Privileged Conpensurion of Richard A, Grassn
Attornev Work Praduct

. SUMMARY OF INFORMATION
GATHERED IN THE INVESTIGATION

A. Overview of Grasso’s Compensation and Benefits at the NYSE

1. Grasso’s NYSE Employment Pre-1995

Prior to becoming Chairman and CEO, Grasso had been employed at the NYSE for twenty-seven years.”
His employment at the NYSE began on April 8, 1968, when he was hired as a clerk in the stock list
department. He was promoted to Vice President in December 1977, Senior Vice President in November
1981, Exccutive Vice President in 1983, President and Chief Operating Officer in June 1988, and
Exccutive Vice Chairman in January 1991, On October 6, 1994, the NYSE Roard voted to appoint
Grasso as the next NYSE Chairman and CEO, and he became Chairman and CEO on June 1, 1995.

In the years prior to becoming Chairman and CEOQ, Grasso had accumulated $6,571,397 in SERP
benefits.’ In 1994, the year before he became Chairman and CEO, Grasso’s total compensation as
President of the NYSE was $1,075,000, which was comprised of 4 salary and no borwms.’ Prior to Grasso
becoming Chairman and CEQ, that position was held by William H. Donaldson. In 1994, Donaldson’s
compensation was $1,650,000 and hiz accumulated pension benefits totaled $3,557,083, which he
received in a lJump-sum benefit when he left the employment of the NYSE.*

2. Grasso's Employment Contracts as Chairman and CEO, 1995-2003
a. 1995 Contract

When Grasso assumed the position of Chairman and CEQ, he entered into an emplayment agreement
setting forth the terms of his employment.” The term of the agreement, dated May 11, 1995, was from
June 1, 1995 to May 31, 2000, with automatic one-year extensions each year thereafier unless either
Grasso or the NYSE took certain action to terminate the contract. Pursuant to that agreement, Grosso
received a base salary of $1.4 million per year and had a minimum target bonus of $700,000. In addition
Lo providing other benefits, the contract provided that, although Grasse would not participate in the NYSE
SERP, he was entitled to receive a contractual SERP-like benefit that largely mirrared the SERP benefits
provided to other NYSE employees.

As part of the negotiation of his 1995 employment cantract, Grasso asked for and received a payaut of all
his accumulated SERP benefits up to that date, which totaled $6,571,397.2 Grasso received this amaunt

. See NYSE 000972, 029836.
4 See NYSE 051061-62.
5 See NYSE 029810, 035466-67, 032813,

Secc N'YSE 035466, 03281 1-A, 032814, Donaldson also received 3 special payment of $2.5 willion at the time he left
the NYSE. Jee 035465,

See NYSE 00290428, Grasso also had an employment agreement when he was the President of the NYSE, from 1990
to June 1995, See G02879-99,

"‘ See NYSE 000054-59, 000088-21, 002900-02.

e ————————ic i :
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in a lump sum payment in connection with the signing of his 1995 contract. According to Grasso, he
asked for the payout of his SERP account because he wanted the money for the purchase of a house,

During the period from 1995 through 1998, under his 1995 contract, Grasso's annual COmpensation Was
as follows:

Year Compensation

1995 $2,164,583
1996 $ 3,000,000
1997 $ 5,200,000
1998 $ 6,000,000

b. 1999 Contract

Tn 1999, Grasso’s employment agreement was renegotiated. On May 3, 1999, he entered into his second
employment agreement as Chairman and CEOQ. This agreement provided for Grasso to serve as
_Chairman and CEO from June 1, 1999 to May 31, 2005. Under this agreement, Grasso’s base salary was
$1.4 million and his minimum target bonus was $1 million. As with his 1995 contract, Grasso was again
entitled to a contractual SERP-like benefit that largely mirrored the NYSE's SERP, as well as other
benefits.
1}

In connection with the signing of this agreement, Grasso was allowed to transfer out of his SERP account
hiz accumulated SERP benefits as of that date. Specifically, Grasso was allowed to transfer from his
SERP account to his SESP account a total of $29,928,062.'"° This SERP 10 SESP wansfer, like the payout
of Grasso’s accumulated SERP benefits in 1995, was at Grasso’s request.”’ Also pursuant to this contract,
Grasso agreed to forego $5,188,964 in SERP benefits in connection with a change in the mortality wable
used by the NYSE 1o calculate SERT benefits.

The transfer of the $29,928,062 from Grasso’s SERP account to his SESP account resulted in important
benefits fo Grasso. As discussed infra, under the SERP, an employee cannot collect a benefit until
vetirement, nor can an employee collect a benefit prior to age 55. If an ¢mployee leaves the NYSE prior
to age 55, he or she forfeits his or her SERP benefit in its entirety. Moreaver, SERP benefits are simply a
book entry; they are not funded, Under the SESP, in contrast, there are no such limitations; once money
is piaced n an employee’s SESP account, it is fully vested and can be invested by the empioyee. Thus,
pursuant to the $29,928,062 SERP-to-SESP transfer, Grasso was able 1o transfer an unvested, unfunded
book entry into a cash account, where it could be invested prior to retivement and prior to age 55, earning
Grasso interest.

’ Sec NYSE 02984267,

9 See NYSE 030204,

In cunnr.cl-iop with the signing of his 1999 employment caniract and the transier of $29,928,062 from his SERP
account 1o his S8ESP account, Grosso agreed (6 & permanent sdjustment (o the mortality table used for computing his
SERP. This adjusiment resulted in o veduciion of $5,188,964 in Grasse’s final lump-sum SERP benefits.
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During the period from 1999 through 2002, under his 1999 contract, Grasso’s annual compensation was
as follows:

Year . Compensation
1999 § 11,300,000
2000 $ 26,800,000
2001 $ 30,550,000
2002 $ 11,999,999

¢, 2003 Contract

Beginning in 2002, Grasso again began renegetiating his employment contract,'? These negotiations
culminated in a new employment agreement for Gragse, which was executed on August 27, 2003, Under
this agreement, Grasso was to serve as Chairman and CEQ for a term from August 27, 2003 to May 31,
2007. The employment agreement provided Grasso with a base salary of $1.4 million and a minimum
target bonus of $1 million.

In August 2003, before entering his 2003 employment agreement, Grasso had accumulated a fotal SERP
benefit of approximately $119,359,786 (excluding interest made on prior SERP payouts).” Of that
amount, $6,371,327 had been paid out to Grasso in 1995, and $29,928,062 had been transferred to
Grasso’s SESP account in 1999, leaving $82,860,327 in additional SERF benefits that had accumulated
since May 1999 and had not been paid out or transferred out of his SERP account. With interest on the
1993 and 1999 payouts, the total present value of Grassa’s SERP benefits in August 2003, pursuant to his
1999 contract, was over $125 million.

Pursuant to his 2003 employment agreement, Grasso received immediate SERP-related payouls as
follows: (1) an immediate payout of $51,574,000 in additional SERF benefits; and (2) an immediate
payout of the $29,928,062 that previously had been transferred from his SERP 1o his SESP account and
which, by 2003, had grown to $33,608,000. Thus, as a result of the 2003 contract and prior contracts, by
September 2003, Grasso had received payouts of his SERP benefits totaling $88,073,459 (again,
excluding interest on the payouts in 1995 and 1999).

The 2003 contract also gave Grasso rights to future SERP payments. Specifically, the contract provided

. Grasso a right to receive yearly SERP payments of $7,138,000 from 2004 through 2067 (a total of

$28,552,000) if he remained employed at the NYSE at the time each of those payments came due, In
addition, the contract provided that Grasso had a right to receive potential additional amounts of SERP
benefits when his employment at the NYSE ended, depending on various facts and circumstances
regarding the termination of his employment."*

Also pursuant to the 2003 contract, Grasso was to receive a payout of deferred compensation that had
accrued to date, and was to receive additional amounts of deferred compensation in the future.
Specifically, pursuant to the 2003 contract, Grasso was to receive immediate payment of $54,304,000 in

w See NYSE 000945.69,

» See Report of Johnson Associates Inc. (“Yohnson Report™) at 3-6, Exhibit 3,

" Fursuant1a the NYSE's dircction, we separately will pravide the NYSE with an analysis concerning the NYSE's rights
and obligations under Grasso's 2003 employment contract in light of Grasso’s resignation on September 17, 2003,
Those issnes are not addressed in this Repon,
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deferred compensation, and was to receive future payments of deferred compensation as follows: (a) CAP
payments totaling $12,121,239, which would vest from July 2003 through July 2006; {b) $7,347,000 to be
paid on February 1, 2006, representing Grassa's special payment of $5,000,000 awarded in 2000 that was
payable on February 1, 2006, with 8% interest; and (¢) $260,000 from Grasso's SESP account.

Thus, under the 2003 contract, Grasso was to receive an immediate payment of $139,486,000 in deferred
compensation and benefits, and was scheduled to receive at least an additional $48,280,239 in deferred
compensation and benefits in the future, from 2004 through 2007.

On or about September 2, the NYSE made its payout to Grasso (in two installments) of the $139,486,000
provided for under the 2003 contract.”® On September 9, 2003, during a Board meeting, Grasso
announced that he would forego receipt of the more than $48 million in future payments of deferred
compensation and benefits specified under the 2003 contract.'® On September 17, 2003, at a Board
meeting that Grasso called specifically to address his potential resignation, Grasso advised the Board that
he would resign if the Board asked him to do so and, when the Board decided to ask for his resignation,
Grasso resigned.'” Thesc cvents are discussed in more detail in Section L.D.3.m., ef seq., infra.

3. Components of Grasso's Compensation and Benefits

During his tenure as Chairman and CEQ, Grasso received both “compensation” — defined by the NYSE
Human Resources Depariment as including salary, bonuses and deferred compensation awards — and
“benefits"defined by the NYSE Human Resources Department to include awards or contributions

pursvant to the NYSE’s standard and supplemental savings and retirement plans. Each component of
Grassa’s compensation and benefits is discussed below.

a. Compensation

Between 1995 and 2003, Grasso received compensation in several forms. Specifically, Grasso's
compensation package over that period had five different components, though he did not receive every
component each year: (1) Salary; (2) Incentive Compensation Plan (“ICP™) awards; (3) Capital
Accumulation Plan (“CAP") awards; (4) Long-Tenmn Incentive Compensation Plan (“LTIP™) awards; and
(5) “Special Payments.”

(i) Salary

Throughout his tenure as Chairman and CEO, Grasso's annual salary was set by contract.'® In all three of
Grasso’s employment contracts as Chairman and CEO (1995, 1999, 2003), Grassa's annual salary was set
at $1.4 million. Immediately prior to becoming Chairman, Grasso’s salary was $1,075,000. Accordingly,
for the year 1995, when Grasso spent approximately the first half of the year as President under his 1990
contract and the latter half of the year as Chairman and CEO under his 1995 contract, his total salary was
appraximately $1.2 million. In all subsequent years, Grasso received a salary of $1.4 million.

15 See NYSE 029897-99, 024601405,
16 See NYSE 024256-60.
v See NYSE 024258-60.

Over the course of Grasso's tenure as Chairman #nd CEO, Grasso and former NYSE President William R. Johnsten
were the only NYSE employees 1o have writien employment eaniracts,
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(ii} \ncentive Compensation Plan (“ICP")

The NYSE's ICP is a performance-based compensation system. In lay terms, the ICP award is a “bonus.”
When the ICP was created in the 1980s, the NYSE employees eligible to participate in the ICP were
limited to senior cxecutives. However, by 1999, with a few limited exceptions, all NYSE employees
participated in the ICP,

Grasso participated in the ICP from the time it was ¢stablished in the 1980s until 1990, when, pursuant to
his 1990 employment contract, he was excluded from the ICP. When he became Chairman and CEO in
1995, and continuing thereafier, he again participated in the ICP, as his participation in the ICP was
specifically provided for under his 1995 and 1999 employment contracis,

During Grasso’s tenure as Chairman, and CEO, all NYSE employees had a target ICP award level (a
percentage of the emplayee’s salary) that was based on the employee’s salary grade (or, in the case of
Grasso and Johnsion, based on their contracts). In general, ICP target awards ranged from 10% of an
employee’s salary (e.g., Grade 18) 10 35% of an employee’s salary (e.g., Grade 37). Grassos ICP target
award was required 1o be @ minimum of $700,000 under his 1995 employment contract (50% of his
salary) and $1,000,000 under his 1999 and 2003 employment contracts {about 71% of his salary)."”

ICP awards for all NYSE employees except senior executives were based in part on the performance of
the NYSE and the employee’s performance, as judged against certain criteria. Throughout Grasso’s
tenure as Chairman and CEO, the ICP performance ¢valuation for these employees had two components:
(1) an objective or “empirical™ component, through which performance was assessed against certain
objective criteria, which were numerical measurements; and (2) a “Chairman’s Award.” through which

~Grasso made a subjective determination of the performance of the NYSE, taking into account non-
numerical criteria. The former constinied 65% of the evaluation of the employee's performance, while
the latter constituted 35% of the evaluation.

For senior executives, ineluding the CEO (Grasso) and the NYSE President (William R. Johnston) or Co-
Presidents (Catherine A. Kinney and Robert G. Britz) during Grasso’s tenure, the ICP awards were
determined each year by the Board of Directors afier receiving a recommendation from the Compensation
Commitiee. In the case of the President or Presidents, Grasso first made a recommendation to the
Committee regarding the level of their ICP awards.

The Committee and Board had discretion in setting the ICP awards for Grasso and the President(s).
Although the criteria that were used to determine the ICP awards for the non-senior executive employees
were not applied in rote fashion to determine the ICP awards of Grasso and the President(s), those criteria
were part of the information considered by the Commitiee in evaluating the appropriate level of the ICP
awards for senior executives, including Grasso.™

Awards for each year were determined in February of the following year. For example, ICP awards for
2002 were determined in February of 2003, Beginning with the ICP award for 1997, program participants
had the option of deferring all, some, or none of their ICP award.®' In Grasso’s case, every year that he

" See NYSE 035339-57, 036187-45, 033405-37, 031325-52, 03335276, 033327-51, 033531-62, 046087-111.

1‘hg process employed by the Compensation Commitiee in establishing reconvnended [CP awards for Grasso each year
during his tenure as Chairman and CEO is addressed in further detail at Section 111LB., infra,

4 See NY'SE 000607-20, 000635-37.
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was Chairman of the NYSE he received an ICP award that exceeded his target JCP Jevel, in most cases by
a substantial amount. Berween 1995 and 2002, Grasso’s annual ICP awards were as follows:

Year ICP Award
1995 $ 900,000
1996 $ 1,600,000
1997 $ 3,800,000
1998 $ 4,204,000
1999 $ 5,652,000
2000 $12,519,000
2001 $16,100,000
2002 $ 7,066,666

() Long-Term Incentive Compensation Plan (“LTIP")

The NYSE's LTIP was a plan that, much like the ICP, awarded bonuses on the basis of an employee’s
performance in relation to certain pre-established targets. The LTIP was created in 1996. The fivst LTIP
awards were given out in 1998. LTIP awards were given out for three vears, from 1998 through 2000,
and then the LTIP was discontinued effective May 1, 2001.%

Only employees at the Senior Vice President level and above were eligible for LTIP awards. The LTIP
was designed to provide exira compensation to senior NYSE executives to make up for the fact that they
could not receive stock options or other equity-based compensation components that many senior
executives at large public corporations were cligible to receive,

The LTIP functioned much like the ICP except that, ymder the LTIP, the goals that were set were three-
year NYSE-wide goals, as opposed to one year goals, and awards were based on three-year performance
measured against certain targets, with each three-year frame represenfing a cycle. At the end of each
cycle, an award was granted based upon performance against the goals, LTIP participants had the option
of deferring all, some, or none of their LTIP award.

Grasso’s initial minimum three year target LTIP award was $2 million, Pursuant to his 1999 employment
contract, Grasso’s minimum three-year target LTIP award was cet al $2.5 million. Grasso received LTIP
awards as follows: '

Year LTIP Award
1998 § 396,000
1999 $ 948,000
2000 $ 1,081,000

According to various witnesses familiar with the LTIP and documents concemning the program, the LTIP
was discontinued in May 2001 afier the Compensation Committee concluded that it was difficult to
identify meaningful criteria to accuralely measure performance of the NYSE in three-year cycles, and
because the LTIP did not allow for discretion in determining award levels.”

See NYSE 000598-620, 012244-62, 0)2653-80, 01 1507-24.
» See NYSE 029678, 023496.
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By leiter agrecment dated August 30, 2001, between Grasso and Kenneth G. Langone, as Chairman of the
Compensation Committee, Grasso and the NYSE agreed that, in light of the elimination of the LTIP, “it is
intended that [Grasso’s) potential future awards under the Exchange's [Annual ICP] will be increased to
make up for the elimination of [Grasso’s] incentive opportunities under LTIP. However, as in the past,
there will be no guaranteed amount of compensation payable to [Grasso] under the Annual ICP,"**

(iv) Capital Accumulation Plan ("CAP")

The CAP is a bonus type of compensation plan that was created and implemented at the NYSE in 1998
and remained in effect through the remainder of Grasso’s tenure as Chairman and CEQ. Although the
CAP began prior to the termination of the LTIP, the CAP ultimately r;placad the L.TIP as a method of
providing top executives of the NYSE deferred incentive compensation,

The Compensation Committee determines which executives are eligible to participate in the CAP
program. Initially, the only NYSE employees eligible to participate in the CAP were Catherine R.
Kinney, Robert G. Britz, Edward A. Kwalwasser, and Georges Ugeux. However, by 2003, there were
twelve participants in the CAP program, all of whom were top executives at the NYSE*  Although
Grasso technically was not a CAP participant, his 1999 employment contract provided that he was
entitled to a yearly CAP-like benefit that awarded him a bonus based on the same criteria applied under
the CAP. The werms of Grasso’s contractual CAP-like benefit largely mirrored the terms of the awards
provided under the CAP to the other 1op NYSE executives who participated in the CAP.

The CAP pravides that cach participant in the plan receive an annual award based on a percentage of the
total of his or her variable compensation, which is comprised of the employee’s ICP award and LTIP
award.”’ The percentage award levels vary and are designated individually for each executive in the
program. For Grasso and the Co-Presidents (Britz and Kinney), the CAP award was set at 50% of the
individual’s variable compensation. Grasso’s CAP award was set by his contract. For other employees,
the CAP award is set at lower levels, such as 25% or 15% of the individual’s variable compensation.
These levels are set by the Compensation Committee based on the employee’s position or level at the
NYSE and other factors, including the extent of the Commitiee’s commitment to ensure retention of the

employee.

The CAP awards are not immediately vested when awarded. Instead, the CAP provides that, for the CAP
awards to vest, the plan participants have to maintain their employment at the NYSE until they attam
certain ages. Thus, the idea behind the CAP, somewhat like the reasoning behind the LTIP, was to
provide the NYSE’s top executives incentive to remain employed at the NYSE for extended periods, 50 as
o allow their CAP awards to vest over time. Some of the direclors and staff inierviewed in the
Investigation described the CAP’s purpose as putting “golden handcuffs™ on the NYSE’s top executives
5o that they would stay at the NYSE. ‘

“ See NYSE 000125-27.
B See NYSE 000282-69, 00063849, 000650-52, D00653-56,
See NYSE 030655-58.

The LTIP a_nd the CAP co-existed for only two years, 1999 and 2000, before the LTIP was discontinued. Afler the
LTIP was discontinued, an individual's CAP award wiss a percentage of the individwal's ICP award.

mw-—m—_—"m."_“m_
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Each year, for each employee in the plan, the employee’s CAP award is entered in a book account, i.e.,
the amount is not funded but, rather, 18 simply entered on paper as a book entry. The CAP award remains
as a book entry, and grows at a fixed rate of 8% per year until it vested. Vesting 15 based solely on the
age of the employee. The CAP provides that CAP awards begin to vest when the employee attains age 55
and, as.an employee reaches ages 56 through 59, more of his or her CAP awards vest, until all of the

© employee’s CAP account becomes fully vested at age 60. The vesting table under the CAP depends on
when the CAYP award was given, as follows:

Vesting For CAP Amounts Vesting For CAP Amounts
Awarded Pre 5/1/01 Awarded Post 5/1/01
Afe % Vested Age % Vested
Under 50 0 Under 55 0
50 10 55 10
1 20 56 20
52 30 57 30
53 50 58 50
54 70 59 70
55 and up 100 60 and vp 100

If an employee in the CAFP leaves the NYSE prior to the vesting age, he or she receives none of his or her
CAF awards, as none of the awards vest. In that case, the book eniry for that employee’s CAP awards are
reversed and the NYSE records income on its books relating to the CAP awards because it does not have
to pay out those awards. :

As cerain percentages of a participant’s CAP awards become vested, that amount is moved into a
Vanguard account (a Rabbi Trust), i.e., that amount is actually funded. Through those accounts, the
money js invested based on the particular employee’s selection from several investment options. An
employce has no access to his or her CAP awards (even once vested) while employed at the NYSE. The
employee cannot borrow against the CAP account, and can collect their CAP awards only when he or she
15 no longer employed at the NYSE.

During his tenure at the NYSE, the total amount of Grasso’s CAP awards was $21,683,333, which he was
awarded between 1999 and 2002, as follows:

Year CAP Award
1999 $ 3,300,000
2000 $ 6,800,000
2001 $ 8,050,000
2002 $ 3,533,333

Grasso's 1999 contract did not specifically provide for vesting and funding in accordance with the CAP
schedule, but it appears that, as a practical matier, his CAP awards were in fact vested and funded
pursuant to that schedule. Pursuant to his 1999 contract, Grasso would forfeit his entire CAP accouni —
vested and unvested sums (i.e., what was accrued on paper and what had been funded into his Vanguard
account) — in the event that, prior 1 the natural end of the contract on June 1, 2005, his employment at the
NYSE was involuntarily terminated for cause or he voluntarily terminated his employment without

mm
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“Good Reasan,” as that term is defined in the 1999 contract. Thus, under the 1999 contract, his CAP
awards were not actually vested and collectible unless and until he completed the 1999 contract term.

In connection with the execcution of his 2003 employment contract, Grasso received a payout of
$13,218,000 of his total CAP awards. This amount represented the portion of Grasso's CAP awards that
already had “vested” and had been moved to a Vangvard account. This payout was part of the
$139,486,000 in deferred compensation and benefits that the NYSE paid to Grasso on or abowt
September 2, 2003, pursuant to the 2003 employment contract. Pursuant to the 2003 contract, the
remaining portion of Grasso’s CAP awards, plus interest at a rate of 8% annually, vested according to the
following schedule:

Vesting Date Amount Vesting
Grasso’s 57¢h Birthday (7/26/03) $ 1,449,822
Grasso's 58th Birthday (7/26/04) $ 2,950,630
Grasso’s 59th Birthday (7/26/05) ' $3,115,866
Grasso’s 60th Birthday (7/26/06) $ 4,604,921

Under Grassa’s 2003 employment contract, these sums were 10 be paid to Grasso “as soon as practicable
following the January 1st first occurring” afler the vesting of each amount. These amounts, which total
$12,121,239, were part of the more than $48 million in scheduled future payments of deferred
compensation and benefits that Grasso was to receive under the 2003 employment contract,

{v) “Special Payments”

In 2000, and again in 2001, Grasso was awarded a “Special Payment” of $5 million.”® In effect, these
were additional bonus amounts awarded to Grasso. These bonus awards were made entirely separate and
distinet from his salary and the awards he received under ICP, and were not related to LTIP or CAP.
These awards were not part of any program identified in or provided by Grasso's 1999 employment
contract, which was in effect at the time these amounts were awarded. Because these awards were not
part of Grasso’s salary or JCP, they were not SERP-eligible, .e., they did not contribute to Grasso’s total
SERP calculation or accurnulation.

The $5 million Special Payment awarded in 2000 was not scheduled to vest until February of 2006.
According to some on the Compersation Committee, the award was intended to have “hooks” in it and to
serve as a retention device. Under the terms of the award, it was to earn 8% annual interest until vesting,
at which time it would be transferred to Grasso's SESP account”” Accordingly, when the $5 million

Special Payment actually would be paid to Grasso in February 2006, the total payment would be
$7,347,000.

The $5 million Special Payment awarded in 200] was placed directly in Grasso’s SESP account
(diseussed infra) at the time it was granted, That $5 million, plus the interest it earned in Grasso's SESP
account {$100,000), was paid out as part of the approximately $139.5 million lump-sum payment made to
Grasso on or about September 2, 2003, pursuant to his 2003 employment contract.

B See NYSE 029676 -17, 023656-59, 020686-87, 02394041, 030135-36, 046052,

n See NYSE 000123-24.
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Grasso's compensation Tor each year he served as Chairman was as follows:

Report on Investigurion Reluring o the
Conpenyation of Richard 4. Grasso

(vi) Grasso's Total Compensation By Year

Year Salary ICP LTIP CAFP Special Total
Payments

1995 $ 1,264,583 $ 900,000 - — -1 § 2,164,583
1996 1,400,000 1,600,000 -- — — 3,000,000
1997 1,400,000 3,800,000 - — - 5,200,000
1998 1,400,000 4,204,000 § 396,000 — - 6,000,000
1999 1,400,000 5,652,000 948,000 }  § 3,300,000 -~ **1},300,000
2000 1,400,000 12,519,000 1,081,000 6,800,000 | § 5,000,000 26,800,000
2001 1,400,000 16,100,000 e 8,050,000 5,000,000 30,550,000
2002 1,400,000 7,066,666 — 3,533,333 — 11,999,999
Total | $11,064,583 | $51,841,666 $2,425,000 | $21,683,333 | $10,000,000 $97,014,582

Because Grasso resigned in September 2003, for 2003 he received only salary and not any ICP award,
CAP award, or Special Payment.

* Note: Grasso's 1995 salary reflects five months as President and Executive Vice Chairman.

** Note: In 1999, Grasso also received a $795,667 “gross up™ payment.* That payment stemmed from
the transfer of $29,980,062 in SERP benefits from Grasso’s SERP account to his SESP account. In
connection with that transaction, it was calculated that Grasso wonld be required to pay Medicare taxes in
the amount of $795,667. The Compensation Committee awarded Grasso a “gross up” in that amount o
that, from Grasso's perspective, the transaction would be tax-neutral.

b. Benefits
(i} Employee Savings Plan {“Savings Plan” or “401(k) Plan™)

The NYSE Savings Plan is a qualified retirement savings plan commonly known as a “401(k) plan.™
All NYSE employees are eligible to participate in the Savings Plan. Participating employces may
contribute up to 25% of their base salary into their Savings Plan accounts, of which 6% is matched by the
NYSE, subject to limitations under the Internal Revenue Code on the annual amount of contributions that
participants may make and the amount of annual compensation that may be taken into account in
computing benefits under the Savings Plan. Participants may allocate their savings across a variety of
investment choices that are offered. ‘

Grasso was a participant in the Savings Plan. As of July 2003, Grasso had accumulated approximately $2
million in his 401(k) account.

a0 See NYSE 030204,
3 See NYSE 000657-752.
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(i) Supplemental Executive Savings Plan ("SESP")

The NYSE’s SESP mirrors the NYSE’s 401(k) plan, but is available only to NYSE employees eaming
more than $200,000 per year (the current salary limit under the Internal Revenue Code for 401(k) eligible
ccmu-il)utimgas).32 In January 2002, the limit on SESP contributions was changed from a floar of $150,000
1o 200,000.

The first $200,000 of an employee's salary is considered eligible for 401(k) contributions. For salary
amounts in excess of $200,000, an employee can elect to contribute a portion of those amounts to & SESP
account. As with the 401(k) plan, the N'YSE matches an employee’s contribution up to the first 6% of the
employee’s base salary that is deferred into his or her SESP account. Senior Vice Presidents and above,
including Grasso, were allowed to defer amounts mto their SESP accounts that were paid to them as
bonuses. An employee’s SESP account — containing the employee’s contributions plus the NYSE's
matching contributions — is 8 Vanguard account through which the employee invests the funds pursuant to
the employee's selection of investment vehicles from various altlernatives. Following an employee’s
termination of employment at the NYSE, the employee may elect (o receive his or her account balance in
a lump-sum distribution or in annual installments.

Grasso was also a participant in the SESP. For most of his tenure as Chairman and CEO, the first
$150,000 of Grasso's base salary was eligible for the NYSE 401(k) plan, while the remaining $1.25
million was eligible for the SESP. As of August 2003, Grasso's SESP account contained $6,368,000,
which represented the total of his contributions and the NYSE’s matching contributions accumulated over
the years of his NYSE employment, as well as any interest those amounts had earned,

In addition, in connection with Grasso’s 1999 employment contract, $29,928,062 was transferred from
Grasso’s SERP account (discussed infra) to his SESP account. As of August 2003, the amount of that
transfer, plus interest eamed in the SESP account on that amount, stood at $33,608,000. Also, the 5
million Special Payment Grasso was awarded for 2001 was placed directly into his SESP account. As of
August 2003, that payment, with interest eamed, had grown to $5,100,000. These three SESP amounts —
$6,368,000; $33,608,000; and $5,100,000 — were transferred to Grasso’s personal Vanguard account on
or about September 2, 2003, as part of the $139,486,000 Jump sum payment made to Grasso pursuant to
his 2003 emplayment contract,*

(ilf) NYSE Retirement Plan

The NYSE Retirement Plan (the “Retirement Plan®) is a fully funded, ERISA qualified, nencontributory,
defined benefit plan that applies to all NYSE employees™ Benefits under the Retirement Plan are based
on a set percentage of the participant’s base salary for each year of service, subject to certain altemative
caleulations. Since 1989, the percentage has been 2.35%. The amount of annual compensation (base
salary, excluding bonuses) that may be considered in calculating benefits under the Retirement Plan is
limited by the Internal Revenue Code. Presently, that limit is $200,000.

= See NYSE (00515-82.
s See NYSE 000536-37.
" See NYSE 029897-99, 200115,

» See NYSE 000755-876.
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The Retirement Plan benefit is payable as an annuity following retirement. Full benefits can be collected
after retirement at age 60, and an employee canmot collect anything prior to age 55. Between ages 55 and
60, a retired employee wishing to collect his Retirement Plan benefits will be able to collect subject to
certain early retirement penalties. Specifically, there is a built-in 2% penalty each year prior to age 60.
Grasso participated wn the Retirement Plan. As of August 2003, Graseo accrued an annual Retirement
Plan benefit of approximately $110,625, which he could begin 10 collect at age 60, after retirement.

(iv) Supplemental Executive Retirement Plan (“SERP")

The NYSE SERP is a non-qualified, defined benefit retirement plan that was created in 1984 and was
designed 1o supplement the NYSE's qualified pension plan.’® To participate in the SERP, an employee's
annual salary was required to be above a certain threshold. At present, that threshold is approximately
$166,000. (The threshold is adjusted yearly based on average salaries at the NYSE.) There are
approximately 50-60 current NYSE employees who qualify for and participate in the SERP, as well as
retirees who are presently collecting SERP benefits aceumulated while working for the NYSE.

Grasso participated in the SERP from its inception in 1984 until he became President and Executive Vice
Chairman in 1990. As of that time, Grasso no longer participated in the SERP, but he received a
contractual SERP-like benefit. The contractual SERP-like benefit was built into Grasso’s 1990, 1995 and
1999 employment contracts, and largely mirrored the SERP benefits provided to the NYSE employees
who participated in the SERP.

Under the SERP (and Grasso’s contractual SERP-like benefit), upon rctirement after age 55, the
employee receives SERP benefits. The employee’s SERP benefits are not vested until the employee
reaches age 55 while still employed at the NYSE. If a SERP participant leaves the NYSE prior to age 55,
his or her SERP benefits never become vested and are forfeited in their entircty. An employee’s SERP
benefits are fully vested at age 60. An employee who retires after age 55, but before age 60, will receive
SERT benefits reduced by 2% per year for gach year retived prior to age 60. Thus, if an employee retires
at age 38, he or she receives 96% of his or her SERY benefits.

If the employee is eligible to receive SERP benefits at retirement, the employee can elect to receive the
SERP benefits in the form of ¢ither: (1) a lifetime annuity; or (2) a one-time lump sum payment in the
amount of the present value of the annuity at the time of retirement. The lump sum payment option was
implemented in 1997, in conjunction with other plan measures. An employee has no access to his or her
SERF benefit prior to retirement.

During the time thz'u an employee participating in the SERP is still employed at the NYSE (i.e., prior to
the employee’s retirement), the employee’s accumulation of SERP benefits is an accounting entry; the
SERP benefits are not funded. The NYSE maintains a Rabbi Trust that supports the SERP, but the trust is

empty. An employee's “accumulated SERP benefits™ at any point in time is the present value of the
SERP benefits that would be duc to the employee upon retirement.

The SERP utilizes a different formula for defining benefits than the formula used under the Retirement
Plan. The benefit paid under the SERP is defined by two factors; (1) the employee’s final average pay;
and (2) the employee’s total years of service at the NYSE, which determines the percentage of the
employee’s final average pay that the employee is eligible 1o receive as a SERP annuity benefit.

* See NYSE 000877-921, 000583-08,
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An employee’s final average pay consists of the average of the highest consecutive three years of the
employee's pay during his last ten years of service at the NYSE. “Pay” for employees beneath Senior
Vice President level is defined only as salary. For Senior Vice Presidents and above, including Grasso,
“pay” also included ICP awards.

The percentage of final average pay that is used to determine an employee’s SERP annuity benefit is
based on the employee’s years of service. For the first ten years of the employee's service, the
employee’s SERP annnity benefit is equal to 25% of the employee’s final average pay. After twenty
years of service, the employee’s SERP annuity benefit is equal to 45% of the employee’s final average
pay. After thirty years of service, the employee’s SERP anpuity benefit is equal to 60% of the
employee’s final average pay. For each year of service afier thirty years, the percentage of the
employee's final average pay that is used to compute the employee’s SERP annuity benefit is increased
by 1%. Prior to 1997, there was a cap on the number of service years that could be used in determining
the employee’s SERP benefits: 35 years. In 1997, however, that restriction was removed, in conjunction
with other plan adjustments,

To compute SERP benefits to which 2 SERP participant is entitled upon retirement, the following formula
is employed:

ta e SERF Annuity Benefit:

) Calculate the employee’s final average pay, which is comprised of the average of the
employee’s thyee highest consecutive years of pay (salary and ICP awards, but not CAP
or LTIP or “special payments™) within the last ten years of the employee's retirement.

(2) Calculate the applicable percentage of the employee’s final average pay, based on the
employee’s years of service, that will be used to determine the level of the SERP annuity
benefit. The percentage is equal to the sum of: 2.5% for each of the first 10 years of
service, plus 2% for each of the next 10 years of service, plus 1.5% for each of the next
10 years of service, plus 1% for each year of service thereafier. For cxample, if an
employee has 30 years of service when he retires (after age 55), the employee’s SERP
benefil equals 60% of his final average pay; if the employec has 4] years of service at the
time of retirement, his SERP benefit equals 71% of his final average pay.

The resulting sum (from steps (1) and (2)) constitutes the employee’s Base SERP Benefit.

(3)  Multiply the Base SERP Benefit by a percentage based on the participant's age. At age
60, the percentage is 100%; at age 59, it is 98%; at age 58, it is 96%,; at age 57, it is 94%;
at age 56, it is 92%; and at age 55, it is 90%.

(4) Subtract the employee's annual pension amount under the Retirement Plan.

(5) Subtract the employee’s annval Social Security payment.
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The resulting sum is the employee’s SERP Annuity Total, i.e., the amount the employee
shall receive per year in SERP benefits, from retirement until death. By way of example,
if an employee retired at age 60 after thirty years of service at the NYSE, and the
employee’s final average pay was $10 million at the time of retirement, the SERP benefit
would be 0% of $10 million, or $6 million, with some relatively minor adjustments.
The participant would be entitled to that benefit for life, or could elect upon retirement to
receive the SERP benefit in a lump sum.

Obtaining the SERP Lump-Sum Benefit

The lump-sum SERP benefit that an employee is eligible to receive (since 1997) is
determined by calculating the present value of the SERP Annuity Total using: (a) a
moriality table (used to estimate how long the employee is likely v hive) and (&) ai
appropriate interest rate, which is applied to determine the present value of the lifetime
SERP annuity. Any lump-sum amounts previously paid out to the employee from the
employee’s SERP account would be deducted from the lump-sum SERF benefit that the
employee would receive upon retirement.

As noted above, on several occasions during his tenure as Chairman and CEO Grasso received hump-sum
payments of his accumulated contractual SERP-like benefits, Grasso also agreed on various occasions to
certain adjustments as to how his SERP would accumulate and be computed.

First, in June 1995, pursuant to his 1995 employment contract, Grasso received a cash payout of his
SERP henefits in the amount of $6,571,397, which represented the present value of his accumulated
SERP benefits as of that date. At the time, Grasso was forty-eight years old and was still employed at the
NYSE. .

In May 1999, pursuant to his 1999 employment contract, Grasso was allowed to transfer $29,928,062
from his SERP bock entry account to his SESP account. That money was placed in a Vanguard “Rabbi
Trust” where it was funded and could be invested.

Also in connection with his 1999 employment contract, Grasso agreed with the NYSE that, for purposes
of the calculation of his SERP benefits, he would be credited with an additional four years of service at
the NYSE, provided he did not leave the NYSE for a non-Retirement Reasor (as defined in the 1299
contract) prior to the end of the contract term on June 1, 2005. Specifically, his SERP benefit was to be
calculated using a service time of whichever was greater, 41 years or his actual service.

In connection with Grasso's 1999 employment contract (and corresponding SERP-10-SESP transfer of
over §29.9 million), Grasso agreed that, on a going-forward basis as of May 31, 1999, all SERP
calculations performed subsequent 1o that date for him would account for and subtract (offset) the sum of
$41,688,423. That amount represents the aggregate of the following: (1) the $6,571,397 in SERP
benefits paid out to Grasso pursuant to his 1995 employment contract; (2) the $29,928,062 in SERP
benefits transferred into Grasso’s SESP account pursuant to his 1999 employment contract; and (3)
approximately $5,188,964, which reflected the effect of the NYSE changing the mortality table with
respect 1o benefits accrued through May 31, 1999, under Grasso’s 1995 employment contract.

Also pursuant to Grasso’s 1999 employment confract, the interest rate used to convert Grasso's SERP
benefit to a lump sum was capped at 4%, provided that he worked through the end of his contract term,

e e L T
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Jupe 1, 2005, or terminated his employment at the NYSE for a “Retirement Reason™ as that term is
defined in his contract,

On August 30, 2001, Grasso and the NYSE agreed to an amendment to his 1999 employment contract
that affected his SERP. Specifically, Grasso and the N'YSE agreed that only 85% of Grasso’s annual ICP
awards (as opposed to 100%, as in the past and as with other participants) was (o be deemed SERP-
eligible (in addition to his salary).

Finally, pursuant to Grasso’s 2003 employment contract, in September 2003, the sum of about $51.6
million — the amount of liability that was accrued by the NYSE on its balance sheet as of December 31,
2002 with respect to Grasso’s SERP bencfits — was paid out 1o Grasso. Also purswant to his 2003
employment contract, Grasso was 10 receive SERP benefits of approximately $28,552,000, to be paid m
arnual installments of $7.138 million on January 1 of 2004, 2005, 2006 and 2007, respectively, and had
the right to receive other potential SERP payments when his service at the NYSE ended, depending on the
circumstances of the termination of his service,

Thus, as a result of the 2003 contract and his prior contracts, by September 2003 Grasso had received
payouts from his SERP account totaling $88,073,459 and had an additiona) $28,552,000 in scheduled
SERP paymenis due to him over four years. In addition, pursuant 1o the contract terms, Grasso also
possibly could have received additional amounts of SERP benefits depending on the facts and
circumstances of the termination of his employment at the NYSE.

According to our expert’s analysis, by August 7, 2003 (prior 1o the execution of his 2003 employment
contract), Grasso had an accumulated SERP benefit with a present value of over $126 million.
Specifically, by that time, he already had been paid out $6,571,397 in SERP benefits in 1995 and,
accounting for interest on that amount at a rate of 5% from 1995 through 2003, that amount had a present
value in August 2003 of about $9,918,202. He also had received a SERP-16-SESP transfer in 1999 of
$29,928,062 and, by August 2003, that amount had grown to $33,608,000 via investments made through
his SESP account. Finally, between May 1999 and August 2003, he had accumulated an additional
$82,571,150 in SERP. Thus, on Avgust 7, 2003, the present value of the amount of SERP benefits
Grasso had accumulated was about $126,386,529.

(v) Other Benefits

In addition to the benefits conferved to Grasso pursuant to the above-referenced benefits programs, he also
cnjoyed a variety of additional benefits while he was Chairman and CEQ. Among those were life
insurance, disability insurance, vacation, a car/driver, various club memberships, security and use of a
private plane.”

n See WY SE 000096-99, (:29929-38, 030287-90,
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(vi) Total Accumulated (Retirement) Benefits as of August 7, 2003

As of August 7, 2003, the approximate present value of Grasse's accumulated benefits was as follows:

401(k): approximately $2 million
- SESP: $6,368,000

Retirement Plan: $110,625 per year

SERP $126,386,529*

B. Process By Which Grasso's Annual Compensation Was Determined
During His Tenure as Chairman and CEO of the NYSE

1. Overview of Annual NYSE Compensation Process as to Grasso

Grasso's total compensation for each year he was Chairman and CEQ was determined in and around
February of the following year. The determination of Grasso’s final compensation level was made at the
same time as, and in connection with, the annual compensation process employed by the Compensation
Committee for all NYSE employees, but Grasso's compensation was given separate consideration by the
Compensation Committee and the Board.

The process for determining Grasso’s compensation involved three basic steps. First, the Human
Resources Department, working with the Compensation Commitiee’s compensation consultants, would
pull together certain materials for the Compensation Commitiee to consider in making its compensation
decisions for Grasso and other NYSE ermployees. Although the precise nature of these materials varied
from year to year, as a general matter these materials included information about Grasso's past
compensation, information about the level of performance of the NYSE and its employees, and
information about the compensation levels of the market or peer group against which the Committee
would benchmark Grasso’s compensation. As a general matter, this material would be either provided to
or discussed with the Committee members individually prior to the Compensation Committee meeting in
February, so that the Committee members had the opportunity to review and consider the materials in
advance of the February Commitiee meeting.

Second, the Compensation Committee would then hold its February meeting. As part of this meeting, the
Committee would consider and evaluate presentations from the Human Resources Department and Grasso
regarding the performance of the NYSE and other matters relevant to compensation. The Committee
would also consider ard discuss, without Grasso present, Grasso’s compensation, and would reach an
accord on the amount of compensation that it would recommend that the Board award to Grasso.

% See Johnson Report, Ex. 3. This present value SERP benefit is the amount of SERP benefits to which Grasso would
have been entitled under his 1999 contract had he resigned voluntarily, without “good reason,” as defined in the 1999
conract, on August 7, 2003. If he was werminated for cause or left for “good reason” on August 7, 2003, the presemt
value of the SERP benefit to which he was entitled on that day, pursuant to his 1999 contract, would be substanrially
higher. As noted above, this computation of the lump-sum present valuc of Grasso's SERP benefit as of August 7,
2003 takes into account that Grasso already had veceived a SERP payout of $6,571,397 in 1995 and a SERP-t0-SESP
transfer of $29,928,062 in 1999. With interest on these amaunts properly considered, the $6,571,397 paid out in 1995
has a present value of about $9,918,202 (assuming an interest rale of 5%), and the $29,928,062 transferred into
Grasso's SESP account in 1999 grew to $33 608,000 by August 2003,




WINSTON & STRAWN LLP
Privileged wnd Confidenriul : Report on Investigarion Reluting 1u the
Anonev/Client Privileged Cuwrpensuiion of Richard A, Grasso
Avrorney Work Producr

Third, after the Committee meeting, the February Board meeting would be held. At that meeting, the
Committee Chairman would make a relatively brief presentation regarding the Committee’s
recommendations to the Board on specific cornpensation issues, including the compensation that should
be awarded 0 Grasso. The Board would then vole on the matters recommended by the Commiliee,
including the compensation level for Grasso,

Each of these steps in Grasso’s compensation process is discussed in further detail infra.
2. Sources of Information for the Compensation Committee

Generally, the information considered by the Compensation Committee in making compensation
decisions for Grasso came from the Human Resources Department and the Committee’s consultants.

a, NYSE Human Resources Department

The Hurnan Resources Department provided to the Committee, on an annual basis, various information in
connection with the Committee’s February meeting, at which compensation determinations were made
for the prior year,

In the first couple years of Grasso’s tenure as Chairman and CEO (1995-1997), Joseph P. Johnson headed
up the Human Resources Department and was the main person responsible for coordinating and providing
information to the Compensation Committee. In 1997, however, Johnson retired and, afier that, Frank Z.
Ashen, who before Johnson retired had been next in line under Johnson in the Human Resources
Department management structure, ook over the responsibility of coordinating the information for the
Committee.

Ashen was Executive Vice President, Corporate Services, and acted as the head of the Human Resources
Department for most of Grasso’s tenure, from 1997 through 2003; he retired from the NYSE shortly afier
Grasso resigned in September 2003, Beginning even befare Johnson retired, and continuing through the
end of Grasso’s tenure as Chairman and CEO, Ashen was the central link between the NYSE staff,
Grasso, the Compensation Commitiee, and the Committee’s consultanis on compensation matters, He
often worked closely with the Committee Chairman and the consultants. He was assisted in thesc
responsibilities by Dale B, Bemstein, who was next in line under Ashen in the Human Resources
management structure while Ashen was the head of the department and who since Ashen retired has taken
over Ashen’s position as the head of the Human Resources Department.

The information that Ashen and his staff provided to the Commitice generally included information
concerning Grasso’s prior compensation level, compensation levels of other NYSE employees, and the
performance of the NYSE, as reflected by the NYSE’s ICP performance evaluation process. Ashen also
coordinated with the consultants to gather market or peer group daia that the Committee used to
benchmark Grasso’s compensation, and compiled that data in various forms for the Committee’s review,
Ashen created benchmarking sheets that were provided to the Committee for evaluating Grasso’s

compensation. In addition, Ashen from time to time provided other materials that the Committee
requested.
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b. Compensation Consultants

The Committee's longtime outside consultant en compensation matters was Hewitt Associates LLC
(“Hewitt). Hewitt worked with the NYSE Compensation Committee throughout Grasso's tepure as
Chairman and CEOQ. Jeffrey S. Hyman was the Hewitt consultant who worked with the Committee since
1996, '

Hyman regularly attended the yearly meetings of the Compensation Committee in February, at which
compensation decisions were made for the prior year, and also arended various other Committee
meetings from time to time, including the Commitiee meetings each fall when ICP targets were discussed
and set for the upcoming year. On a yearly basis, Hyman also provided Ashen, for use by the Cornmittee,
market information concerning the compensation levels of the comparator group used by the Committee
to benchmark Grasso’s compensation. Hyman was invelved in the creation of various compensation
programs adopted by the Committee, including the LTIP and the CAP, and provided information about a
variety of issues including the composition of the comparator proup.

As discussed more fully infra, while it is clear that Hewiti performed the foregoing functions for the
Committee, the information we received in the Investigation regarding the precise scope of Hewitt’s
responsibilities is somewhat in conflict. Several Commitiee members expressed the view that the
Committee looked to Hewitt, and specifically to Hyman, for overall guidance and advice on
compensation issues, including benchmarking. Hyman, however, claimed that he served the role of
simply providing information to the Committee and asserted that he was not asked to provide, and did not
pravide, any specific advice on what the level of Grasso’s compensation should be, or other key aspects
of the compensation process, such as what the composition of the comparator group used by the
Committee should be or what should be the precise formula by which benchmarking was performed by
the Commitiee.”

3. Information Consldered by the Compensation Committee in Determining Grasso's
Annual Compensation

Compensation Committee members generally agreed that there were three primary considerations that
they evaluated each year in making decisions regarding Grasso’s compensation: (1) Grasso's prior
compensation levels; (2) the performance of the NYSE and Grasso; and (3) the compensation levels of the

market or peer group against which the Compensation Committee would benchmark Graszo's
compensation.

a. Prior Grasso Compensation Levels
Each year, the Human Resources Department provided information to the Committee concemning

Grasso’s past compensation levels. However, the information provided 10 the Committee concerning
Grasso’s past compensation usually related to only the prior year, and sometimes the jprior two years,

»

In addition (o Hewitt, the Commitiee also used the services of another consultant, Mercer Human Resource Consulting
(“Mercer), but not for annual compensation decisions. Since af Jeast the carly 19806, Mercer provided actuerial
services and performed refoted tasks for the Camminee and NYSE's Muman Resources Deparument relating to benefits,
including in the area of pension benefits.  William Mischell is the consultant gt Mercer who worked with the
Committee and the Human Resources Depariment in these areas since about mid-1985, Mercer's role was restricted to
advice on actuarial, pension-related maners and did not involve providing any advice or services concermning the
Compensation Cormittee's annual decisions regarding compensation of NYSE employees, including Grasso.
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Although many of the Commitiee members stayed the same from year 10 year, ofien the Committee also
had some new members each year, so not al) Committee members were provided with full knowledge of
all of Grasso’s past annual compensation levels, or necessarily understood the full progression of his
compensation levels over his tenure as Chairman. Indeed, the majority of Committee members were an
the Commitiee for only a few years at o time, and did not receive information about the full progression of
Grasso's compensation Jevels over the course of his tenure as Chairman.

b. Performance of the NYSE

The performance of the NYSE was one of the main factors the Compensation Committes considered in
evaluating the compensation leve) appropriate for Grasso each year. In gauging the performance of the
NYSE, the Committee relied almost exclusively an the evaluation of the NYSE's performance that was
conducted each year in connection with the ICP. A written summary of the ICP performance evaluation
was provided to the Committee each year prior to the February Committee meeting at which
compensation decisions were made.®

A summary of this performance evaluation also was presented by Grasso and Ashen to the Committee
orally at the February Commitiee meeting. Committee members relied heavily on the annual JCP
performance evaluations in determining whether Grasso had performed wel) as Chairman and CEO,

(i} 1CP Performance Evaluation Process Generally

During Grasso's tenure, there were two main components of the ICP performance analysis: objective (or
what Grasso referred to as “empirical™) performance factors, which represented 65% of the overall
performance determination, and the Chairman’s Award, which was Grasso's subjective performance
determination of the performance of the NYSE and represented 35% of the overall performance
determination.

The objective or empirical performance criteria, and target levels for those criteria, were determined at the
outset of each year by the Compensation Commitiee, based on the analysis and recommendation of
Grasso, Ashen, and their staff. At the end of the year, the Commitiee then evaluated how the NYSE had
performed measured against the target levels set for each of the empirical performance criteria. In
addition, the Committee considered the subjective performance evaluation of the NYSE made by Grasso
(the Chairman’s Award) and reached an overall decision as to the performance of the NvYSE. The
Committee then took into account the overall ICP performance evaluation in making its compensation
determinations, including its compensation determinations for Grasso.

(i} Objective or Empirical Performance Criteria

The objective or empirical performance criteria were set each year by management, with approval of the
Compensation Committee. Each year, usually m about December, Grasso and other top NYSE
executives, including Johnston, Kinney, and Britz, would evaluate and make a decision as to what the
empirical performance should be for the coming year, what weight should be given to each of those
criteria in the averall performance evaluation measurement (i-e., how much of the 65% each of the criteria
accounted for), and what the target levels should be for each of those measurements. In making these

. See NYSE 035339-57, 036387445, 03340537, 03 1325-52, 033352-76, 033327-5), 033531-62, 046087-111.
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determinations, Grasso and senior management considered information provided to them by others in
management, and analyzed the goals and sirategy of the NYSE for the coming vear,

After Grasso and his other top executives made their conclusions as to the appropriate nature, weights,
and targel levels for the empirical performance criteria, Grasso and Ashen would present to the
Compensation Committee their reccommendations as to cach of those matters. At the February Committes
meeting, the Committee would then vote on the recommendations. Typically, the Committee approved
the recommendations without any adjustments, although on a few occasions some minor adjustments
were made.

Generally, during the years of Grasso’s tenure as Chairman and CEO, the empirical performance criteria,
and the weights assigned to them, remained substantially the same, The main empirical performance
criteria during these years included the following:

(1) Financial Performance of the NYSE: Typically, this factor judged the financial
performance of the NYSE by the level of expenses of the NYSE and the NYSE’s pretax
profits,

(2) Equity Market Share: This factor assessed the NYSE’s market share of trading, i.e., the
percentage of trades that were completed through the NYSE as opposed to through other
means or methods.

%) Listing Penetration: This factor assessed the NYSE’s ability to obtain new listings of
companies on the NYSE, either by companies transferning from other exchanges or by
hsting anew through initial placement offerings (IPOs).

{4)  Regulatory Performance: This factor judged the NYSE's regulatory performance on such
things as the speed of resolution of the NYSE’s regulatory cases.

From 1993 through 1997, each of these four empirical performance factors was weighted roughly equally,
with the 65% being divided up as 15% for financial performance, 15% for equity market share, 18% for
listing penewration and 17% for regulatory performance. In subsequent years during Grasso’s tenure as
Chairman and CEOQ, the financial performance factor comprised only 10% and the equity market share
factor comprised only 5%, while the listing penetration snd regulatory performance categories were
largely replaced by new categories focusing on goals of the NYSE's various divisions.

According to Grasso, Ashen and the Committee members, the goal in establishing the empirical criteria
for the JCP performance evaluation, and in assessing weighis to each of them and target levels for each of
them, was to come up with a performance measurement that would best reflect the NYSE's performance.
Grasso, Ashen and the Comminee members stated they believed that, each year, the ICP performance
evaluation succeeded in idemtifying measures that accomplished that goal. They stated that they felt that
the criteria used were accurate gauges of the Exchange's performance and were fair, accurate, and
complete. They indicated that nothing was missing from the ICP empirical ctiteria employed for judging
the overall performance of the NYSE. Likewise, all of the directors we interviewed who provided
information in this area concurred that the empirical criteria were the right criteria to use 1o judge the
performance of the NYSE and that no significant factors were missing from the criteria.
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The target Jevels for each of the empirical criteria changed each year. To set the target levels, each year
each operating division of the NYSE performed an analysis of its anticipated performance, The division
heads then provided their respective analyses to senior management and Grasso, who would make the
final decisions an the target levels for all of the empirical performance criteria. According to Grasso, the
target level of performance for each of the empirical criteria (i.e., achieving 100% performance for that
criteria) was designed to create a “stretch™ that required above-average performance to attain.  Grasso
described the targets as intended to be attainable but demonstrative of success in the face of competition.

During Grasso's tenure as Chairman and CEO, the NYSE's performance against the targets on the
empincal performance criteria was significantly above 100%, i.e., well above the total target 65
performance points on the empirical criteria. The performance on the empirical criteria is reflected in the
following chart,

SUMMARY OF NYSE TARGET/ACTUAL PERFORMANCE ON
EMPIRICAL ICP PERFORMANCE CRITERIA, 1995-2002
(In “Performance Points™)

Year Financial Equity Market Listing Regulatory Total % of
Performance Share Penetration/Non- | Performance** Target
regulatory
Divisional
Performance®

Target | Actual | Target | Actwal | Target | Actoal | Target | Actual | Target | Actusl

1995 15 23 15 § 18 30 17 21 63 82 126
1996 15 | 1651 151 1245 18 | 30.02 17 | 1726 65 | 76.24 117
1997 151 2115 15 | 24.45 18 | 2535 17 22.5 65 | 93.45 144
1998 121 1978 16 | 16.67 21 18.15 16 | 20.97 65 | 75.57 116
1999 10 | 16.58 15 7.16 32| 3827 R 10.%4 651 7295 112
2000 10 | 18.53 10 9 37 | 54.03 8 1185 65 | 9341 144
2001 10) 1678 3 7 40 | 52,05 10 [ 13.55 65| 89.38 138
2002 10 ] 1585 3 0 30| 3315 20 23.84 65 { 74.84 115

Avg. 1213 | 18.52 121 1059 2675 3538 | 143 17.74 65 82.23 127

¥ From 1999 forward, the NYSE eliminated the Listing Penetration and Regulatory Performance categovies and introduced a
categary made wp of several divisional goals. The divisions included Equity Group, Competitive Position, Intemational Group,
Regulatory Group, and Other Organizations. Tn 2002, these divisions were condensed to include Bquity Gronp/Iniemational,
Competitive Position/Regulation, and Cther Organizations. Thus, in this chan, from 1999 to 2061 the columns for Listing
Penetration become columns for the combined performance of Equity Group, Competitive Position, Intemational Group, and

Other Organizations. In 2002, the colunms reflect combined performance of Equity Group/Intemational and Other
QOrganizations,

** As stated sbove, from 1999 onward, the NYSE eliminated the Listing Penciration and Regulatory Performance categories and
introduced @ category made up of several divisional goals. Thest divisions included a Regulatory Group. In 2002, the
Regulatory Group subcategory was combined with Campetitive Position. Thus, for the purposes of this ehart, from 1999-2001
the columns far Regulatory Performance reficct the performance of the Regulatory Group, and in 2001 the columns reflect the
performance of Compelitive Position/Regulatory Group.
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(ili) Chairman's Award

The Chairman's Awatd component of the ICP performance analysis was designed to measure the
performance of the NYSE on various intangible or non-numenical criteria.  According to Grasso, it was
intended to add “a dimension beyond the quantitative” to the performance analysis. This piece of the ICP
performance analysis was essentially a subjective judgment by Grasso regarding the NYSE’s performance
on a variety of matters.

The factors considered under the Chairman’s Award changed from yesr 1o year, and were not easily
convertible into numerical measurements. Grasso stated that consideration of these additional factors was
necessary to get a complete picture of NYSE’s performance in a given year. Directors generally agreed
that these measures provided a measurement of the intangible factors that demonstrated the overall
performance of the NYSE beyond just the numerical criteria, and that the addition of these factors in the
overall performance evaluation of the NYSE made the performance evaluation process complete, i.e., that
no significant elements or considerations were missing from the performance evaluation pracess.

Throughout Grasso’s tenure as Chairman and CEO, the Chairman’s Award comprised 35% of the ICP
performance criteria; thus, the target level of the Chairman’s Award was always 35%, or 35 performance
points. Grasso explained that, as with the empirical measurements, 100% of the target of the Chairman’s
Award (35 performance points) was meant to be “a stretch” requiring above-average performance. He
noted that “extraordinary™ would be higher than 100% performance.

Gragso was solely responsible for the final determination of the Chairman’s Award. Grasso said that, in
determining the amount of the Chairman’s Award each year, he examined the results of the ICP empirical
criteria and looked at the total ICP perforrhance points earned against the targets. He said that he then
“backed into” the number for the Chairman’s Award by making a determination of the overall ICP award
that wag appropriate for the year and then subtracting the amount of performance points earned under the
empirical criteria. For example, in 2000, the Chairman’s Award was 62. Grasso determined this number
by determining that a total ICP award of 155 would be appropriate and subtracting the amount of the
objective or empitical performance award, which was 93.

As was the case with the empirical performance criteria, the Chairman’s Awards during Grasso’s tenure

exceeded 100% of the target (35 points) each year. The Chairman’s Awards Grasso granted are reflected
on the follewing chart. : - ,
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SUMMARY OF NYSE TARGET/ACTUAL PERFORMANCE,
CHAIRMAN’S AWARD, 1995-2002
(Tv “Performance Points™)

Year Chairman’s Award
Target Actual % of
- Target
1995 35 43 {37
1996 a5 58.76 168
1997 15 51.55 147
1998 35 54.43 156
1999 335 47.05 134
2000 35 61,59 176
2001 35 65.62 187
2002 35 40.16 115
Average 35 53.40 153

(iv) AccuracyNValldity of Annual ICP Performance Determinations

Grasso stated that, in his view, the annual ICP performance evaluations produced an accurate and fair
indication of the NYSE’s overall performance each year. Grasso said he felt camfortable that awards
each year accurately reflected the NYSE’s performance. He said he did not fee] that the performance
levels were inflated or overstated, or that they were understated. He stated that the mere fact that the
numbers exceeded the tarpets each year did not raise a red flag or concern with him that perhaps the
targets for the empirical criteria had been set too low, or that his Chairman’s Awards were too high. He
believed the targets were set appropriaiely and fairly 1o gavge performance, and that performance
exceeded the target expectations each year.

Grasso stated that neither Ashen, the Committee, the Board, nor anyone else suggested (or asked whether)
the targets for the empirical criteria were 100 low or his Chairman’s Awards were 100 high. He said that
the issue of the targets possibly being set too low, or anyone questioning the setting of the targets, never
came up at any management or staff meeting, Compensation Committee meeting, or the Board meeting at
which he was present. He noted that cach year he had presented his recommended total ICP award to
both the Committee and the Board, and no one cver questioned whether he was being too generous. He
said he also did not recall anyone ever questioning whether he was being 100 harsh.

However, some Compensation Committee members recalled that, from time to time, questions were
raised in Commitice meetings about whether the target levels were set 100 low or werc (oo easy to
achieve. Some Committee members recalled that these questions were raised in light of the consistently
high performance against targets, and that it was questioned al Committee meetings whether achieving
135% of performance on average each year was realistic or accurately reflected the wue performance of

the NYSE.

Notably, each year during Grasso’s tenure as Chairman, the percentage amount by which the Chairman’s
Award exceeded the target was substantially more than (he percentage amount by which the performance
on the empirical criteria exceeded their targets. As a result, the Chairman’s Award had the effect each
year of driving up the overall performance eévaluation number under the JCP. This effect is shown in the
following chart,

ﬂ
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SUMMARY OF NYSE TARGET/ACTUAL PERFORMANCE,
OVERALL ICP EVALUATION, 1995-2002
(In “Performance Points”)

Year Chairman’s Award Performance Based on Total ICP
Empirical Criteria Performance
Evaluation
Target | Actual % of Target | Actual % of Target % of
Tarpet Target Target
1995 335 48 137 65 82 126 100 130
1996 35 58.76 168 65 76.24 117 100 135
1997 35 51.55 147 65 93.45 144 100 145
1998 35 54.43 156 65 75.57 116 100 130
1999 35 47.05 134 65 72.95 112 100 120
2000 35 61.59 176 65 93.4] 144 100 155
2001 35 65.62 187 65 89.38 138 100 155
2002 35 40.16 115 (%] 74.84 115 100 115
Average 35 33.40 153 65 £2.23 127 100 135.63

Grassp acknowledged that he knew that each year the percentape above target that he awarded in the
Chairman’s Award was above the percentage above target reflected in the empirical performance criteria,
He acknowledged he knew that, as a result, the Chairman’s Award would increase the overall ICP
performance evaluation, which in turn would increase (he JCP awards. He also acknowledged that he
knew that the Committee considered the performance of the NYSE in evaluating his own compensation,
and that the Committee used the ICP evaluation pracess as a method to evaluate his performance.

However, Grasso stated that he did not manipulate or st the Chairman’s Award or the larget levels of the
empirnical criteria so as to increase, without proper foundation, the ICP evaluation or to increase his own
compensation. He said that, each year, in his view, the target levels of the empinical performance criteria
were set appropriately, and the additional intangible factors he considered in the performance of the
NYSE under the Chairman's Award justified higher percentage awards against the target in the
Chairman’s Award than those awarded in the empirical criteria.

(v) Performance of Grasso Apart from ICP Performance Evaluation Process

Most Compensation Committee members stated that their view was that Grasso’s performance evaluation
should be closely tied ta the performance evaluation of the NYSE. They agreed that, as Chairman and
CEQ, Graszo should take the credit when the NYSE performed well, and should shoulder the blame if the
NYSE performed poorly. They thus relied heavily on the evaluation of the performance of the NYSE,
determined by the NYSE's ICP performance evaluation process, as reflective of Grasso’s overall
performance.

Some Committee members also said that, in addition to relying on the performance of the NYSE to
evaluate Grasso’s performance, they also received information about Grasso’s performance level from
their general exposure to the NYSE, including through discussions with persons at the NYSE and in the
industry. These directors said that, through the imfurmation they pathered from these sources, they
concluded that Grasso was performing very well as a CEO and that he was a large part of the reason
behind the success that the NYSE enjoyed during Grasso’s lenure.
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¢. Market Information/Peer Group Data

When making decisions regarding Grasso’s compensation each year, the Compensation Committee not
only considered information about Grasso’s past compensation and the performance of the NYSE and
Grasso, it also evaluated market data or peer group information. This data was used to create a
benchmark for Grasso's compensation. '

In connection with its gathering market or peer group compensation date, the Committee developed a
“comparator group” of companies as to which it obtained compensation data conceming the companies’
top executives. The Committee used the median level — or, in some years, the target median level — of
compensation of the CEOs of those comparator group companies as a starting point for the benchmarks it
employed in making its compensation decisions for Grasso,

() The Comparator Group

The Compensation Committee’s use of a comparator group for benchmarking compensation dates back to
before Grasso’s tenwre as Chairman and CEO."

In 1995 and 1996, shortly afier Grasso's tenure had begun, the Commitiee, in connection with its
consideration (and ultimate implementation) of the LTIP, decided to perform an analysis of whether
compensation levels of top executives at the NYSE were competitive with the market. A critical step m
this process was to define what the appropriate market, or peer group, was for comparing the
compensation Jevels of NYSE executives. The Committee, with Hewitt's assistance, thus conducted an
analysis to attempt to determine the appropriate comparator group of companies against which to
benchmark NYSE executives' compensation.

Over the course of several meetings in 1995 and 1996, the Committee, with input from Hewitt, discussed
and debated the issue of the composition of the comparator group. During these discussions, the
Commiitee agreed that it did not want to pay, nor should it pay, NYSE executives at levels commensurate
with what investment bankers and others were making on Wall Street. The Committee also decided that
the comparator group should not be (oo heavily weighted toward industrial organizations, the securities
industry, or companies listed on the NYSE.

At one point, the Committee also decided that other exchanges should be included in the comparator
group. However, for reasens that remain unclear, the Committee did not follow through on that decision
and, ultimately, no other exchanges were ever included in the comparator group. Also, the Committee
never seriously considered the option of comparing the compensation of the NYSE's executives to that of
executives at other not-for-profit companies.

“ Although our Investigation generally was limited to the time frame that Grasso was Chairman and CEQ (1995-2003), &

Hewitt analysis dated October 2, 2003, which reviewed the history of the NYSE comparator groups, reflected that, in
1993, the comparator group cmployed by the Commiftee included the following companies:

Aetna CBS Fannie Mae Prine Webber
American Express Chase Manhattan Freddie Mac Sallic Mue

A.G. Edwards Citigroup General Electric Salomen Brothers
AlG Cheraical Bank Mermill Lynch

Because the Investigation generally did not cover the period prior to 1993, the Investigation did not reveal the precise
manner in which the comparator group was selected or used pre 1995, See NYSE 032162-69.
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One point of debate in the Committee’s discussions about the comparator group was whether the
comparator group should be weighted to include a good number of companies in the financial services
industry. While some Committee members favored this approach, other Committee members thought
that including a number of companies in the financial services industry would tend to skew the
comparator group numbers too high. One Commitiee member felt that the Committee shonld focus more
on traditional factors in selecting a comparator group, like size of the organization, revenues, and other
such characteristics, and that the Committee should select companies for the comparator group that were
comparable to the NYSE in those areas. Another Committee member expressed his fear that, if there was
a boom in the stock market in (he future, then using a comparator group heavily weighted in the financial
services industry would result in creating benchmarks for NYSE compensation that were much too high.

However, one of the Commitiee members concerned about using a comparator group heavily weighted in
the financial services industry left the Committee before the debate on this issue was resolved, and
another who felt the same way nltimately ceded this point for a number of reasons, including that the
compensation levels of NYSE executives at the time were reasonable and he did not believe that the
newly formed comparator group would have an immediate impact in driving up compensation of NYSE
executives to unreasonable levels.

Ultimately, the Committee directed Hewitt to generate a list of potential comparator group companies for
the Committee to consider, with the group being heavily weighted to the financial services industry.
Hewitt did so. In suggesting companies for the Committee to consider, Hewitt selected companies from a
proprietary database it maintained containing compensation information on executives &t & variety of
companies who participate in the database. In providing compensation consulting services to its clients,
Hewitt uses that database, including as a source of comparator group compensation information, which
Hewitt provides to its clients in an agpregate manner or by other means designed to maintain the
proprietary and confidential nature of the database information.

At the time, Hewitt suggested various companies for potential inclusion in an NYSE comparator group in
1995, Hewiti's database included over 100 financial service organizations. Based on the Committee’s
direction to weight the comparator group list towards companies in the financial services industry, Hewitt
selected as potential companies (o include in the comparator group a set of companies in its database from
three major areas: banking, insurance, and other financial services. The Comumittee engaged in @
discussion regarding which of those companies should be in the comparator group, and whittled down the
list to those companices that it felt belonged on the list.

Ultimately, the Committee selected the comparator group. While Hewitt provided input and offered
suggested companies for inclusion in the formation of the comparator group, in the end, the Committee
decided the precise composition of the group.

As noted above, the Committee’s deliberation and selection of the appropriate comparator group in 1995-
96 was part of its analysis of whether the compensation levels of top NYSE executives were adequate,
Thus, in connection with seleciing the comparator group at that time, the Committee evaluated the
compensation levels of the NYSE's top executives against executives at the companies in the comparator
growp. Through that analysis, the Committee determined that the compensation levels of the NYSE’s top
executives, including Grasso, were not up to par with the executives in the companies in that group.
Therefore, the Committeé, again working with Hewitt, developed the LTIP program to make up for the
perceived shortfall in the compensation levels of the NYSE executives when compared against the
compensation of executives in comparator group companies.
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In designing the LTIP program for the Committee, Hewitt acknowledged that the comparator group that
the Commuittee selecied ignored the conventional factors that are used to develop an appropniate
comparator group. This was discussed with, and presented in writing 10, the Committee. In a written
averview of the LTIP that Hewitt prepared and was shared with the Compensation Committee in April
1996, Hewitt advised, “The benchmarks companies use to establish pay comparisons usually incorporate
» consideration of peer company financials. Often there is a relationship between organization size and
executive pay levels.™ Hewint set forth data showing the vast differences in the size and financials of the
comparator group companies compared against the NYSE, and explained that these factors had been
ignored in selecting the peer group due to the Commitiee’s directive to “atiract and retain world class
executive talent” and the judgment that compensating NYSE executives commensurate with the peer
group selected was required to attract and retain such talent,

When the LTIP was adopted in 1996, it incorporated the comparator group that the Compensation
Commitiee had selected, Subsequently, the Committee began using the same, or essentially the same,
comparator group in making its yearly compensation decisions each February, including its compensation
decisions for Grasso. The comparator group was used each year as the foundation for determining
benchmarks for compensation levels for Grasso and other top NYSE executives, Over the years that
Grasso was Chairman and CEO, the comparator group developed by the Commitiee in 1995-96 continued
to be used in that fashion and changed very litfle. The following charts reflect the composition of the
comparator group used by the Committee from year to year. Text in serikethrough indicates a deletion
from the prior year.

1995
Bankers Trust Wellg Fargo Allstate
Chemical Bank American Express Chubb Corp.
Citicorp Freddiec Mac GEICO Corp.
The Equitable Fannie Mae Actna Life
Federal Home Loan Bank GE Capital AlG
Fleet Financial GMAC CIGNA
Mellon Bank Merrill Lynch

1996

Bankers Trust Wells Fargo Allstate
Chase Manhattan American Express Chubb Corp.
Bank(Chemical)
Citicorp Freddie Mag GEICQ Corp.
The Equitable Fannie Mae Aetna Life
Federal Home Loan Bank GE Capital AlIG
Fleet Financial GMAC CIGNA
Mellon Bank Merrill Lynch

1

LH)

Hewint’s Discussion of Long-Term Compensation, New York Stock Exchange April 1926 (NYSE 051736-49).

See NYSE 035282, 036427, 054211, 012248, 012657, 011511, 011203, 013140. A number of the companies in the
comparatar group rm‘:rged with other companies. For example, in 1996, Chemical Bank merged with Chase Manhattan
Bank, In 1998, Citicorp merged with Travelers Group Inc. and the new company operates under the name, Citigroup

Inc. In 1999, Fleet Financial merged with BankBoston Corporation and began doing business under the namc,
FleeiBostan Financial.




AWINSTON & STRAWN LLIY

Privileged and Canfidentiul
Anornev/Client Privileged
Antovney Wourk Produet

Report on Investiganon Retuning 1w the
Compensation of Richard A. Grasso

1997
Bankers Trust Wells Fargo Allstate
Chase Manhattan Bank American Express Chubb Corp.
Citicorp Freddie Mac GEICO Corp.
The Equitable Fannie Mae Acetna Life
Federal Home Loan Bank GE Capital AlG
Fleet Financial GMAC CIGNA
Melion Bank Merrill Lynch
: 1998
Bankers-Trast Wells Fargo Allstate
Ghase-Menhiatien Bank American Express Chubb Corp,
Citicorp Freddie Mac GEIGO-Cermp:
The Equitable Fannie Mae Aeina Corp.
Federal Home Loan Bank GE Capital AlIG
Fleet Financial GMAC CIGNA
Mellon Bank Memll Lynch
1999
Wells Fargo Allstate
Amenican Express Chubb Corp.
Citicorp Freddie Mac
The Equitable Fannie Mae Actna Corp.
Federal Home Loan Bank GE Capital AIG
Fleet Financial GMAC CIGNA
Mellon Bank Memill Lynch
2000
Wells Fargo Allslate
Amerncan Express Chubb Com.
Citigroup (Citicorp) Freddie Mac
AXA Financial (Equitable) Fannie Mae Aetna Inc.
Federal Home Loan Bank GE Capital AlG
FleetBoston Financial GMAC CIGNA
Mellon Finanecial Memill Lynch
2001
Wells Fargo Allstate
American Express Chubb Corp.
Citigroup Freddie Mac
AeA-Finaneial Fannie Mae Aetna Inc.
Federal Home Loan Bank GE Capital AlG
FleetBoston Financial GMAC CIGNA
Mellen Financial Merrill Lynch
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2002

Wells Fargo Allstate

American Express Chubb Corp.
Citigroup Freddie Mac

Fannie Mae Actna Inc,
Federal Home Loan Bank GE Capital AlIG
FleeiBoston Financial GMAC CIGNA
Mellon Financial Merrill Lynch

A number of the Committce members from the 1995-96 period who adopted the comparator group in
connection with the LTIP specifically pointed out that they did not intend the comparator group to be
frozen over time or rigidly applied in future years without reflection. They stated they expected that the
composition of the group would be monitored and adjusted as necessary over time, depending on market
conditions and other factors, These Commitiee members stated that one of the important considerations
in selecting the comparator group in 1995-96 was that it produced reasonable benchmarks for
compensation at that time, They stated that, had the comparator group in later years begun producing
benchmarks that clearly were unreasonable based on other criteria and informaiion, they would have
ignored those benchmarks or awarded compensation levels substantially less than the benchmarks if that
was what was required to stay within a reasonable range of compensation. When shown Grasso’s
compensation levels for later years (1999-2002), these Commitiee members agreed that such levels were
too high and said that, if applying the comparator gronp had resulted in those Jevels of compensation as
benchmarks, they would not have continued to employ the comparator group but instead would have
modified it in some way.

According to Ashen, since its adoption in 1995-96, the comparator group was reaffirmed each year by the
Compensation Commitiee in connection with its February Commitiee meetings at which compensation
for the prior year was determined. Ashen said that, each year, the Commiuee reaffirmed its phifosophy of
compensating in order to atiract and retain world class executives, and specifically affirmed the makeup
of the comparator group. Ashen said that the Committee was specifically aware of, and made conscious
decisions to ignore, the kind of factors that ordinarily go into determining a comparator group, such as
revenues, number of employees, and other similar characteristics.

Ashen said that he reviewed the comparator group with Committee members at various points in tme
including in training sessions with him when they joined the Committee, in individual meetings he had
with Cormittee members prior to the February Committee meetings, and at the February Comsmittee
meetings each year, Ashen stated that he also explained the history of the formation of the comparator
group to new Committee members in their orientations, including how the group was formed and why it
was formed in that way.

Few Commiitee members we interviewed recalled having discussions with Ashen about the composition
of the comparator group, either in training sessions or at individual mectings with Ashen prior to the
February Committee meetings. Some Committee members also had little recollection about any
substantial discussions at the February Committee meetings about the composition of the comparator
group. Particularly as to later years during Grasso’s tenure as Chairman and CEQ, many Committee
members said they felt that the comparator group had been used for years and, therefore, simply did not
question it, and that it was not given much thought or analysis on & yearly basis.
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However, a number of other Commitiee members recalled active discussions at Committee meetings
regarding the composition of the comparator group. In addition, the matenials the Commitiee reviewed at
the February Committee meetings, including the ICP performance evaluation summarnes, contained a
document showing the makeup of the comparator group.

According to the Committee members who recalled discussions about the comparator group at Committee
meetings, at times there was “healthy debate™ concerning the composition of the comparator group, with
some questioning whether Grasso should be judged against CEOs of the comparator group companies.
One factor in these discussions likely was that some Committee members had the impression that the
comparator group had been formulated by Hewitt and recommended by Hewitt to the Committee, and
these Committee members indicated that they deferred to what they believed to be Hewitt's judgment on
this issue. Ultimately, as the comparator group largely did not change over the years, these discussions
always were resolved with those having questions about the comparator group ultimately bowing to those
who felt that the group was appropriate.

Notably, from 1995-96 through 2002, neither Hewitt nor any other consultant was asked by the
Committec or NYSE staff to do any study or analysis regarding the composition of the comparator group,
and Hewitt never suggested that such a study be done or conducted any analysis of the comparator group,
However, in February 2003, the Committee expressed its intention to rcview the makeup of the
comparator group and asked Hewilt to conduct such an analysis and, if appropriate, make
recommendations for changes to the group.*

Pursuant to its assignment, in October 2003, Hewitt provided the NYSE a document entitled “Revisiting
the Compensation Peer Group—-A Reconsideration of Benchmark Standards.™ The document has two
sections: (1) “A History of the Peer Group Selection,” which provides an overview of the formation and
composition of the NYSE’s comparator group over the years; and (2) “Alternatives for the Future,” which
sets forth various potential alternative comparator groups that could be used by the NYSE.

In the “Alternatives” section, the Hewilt report sets forth six altemative comparator groups that the NYSE
could consider. These alteratives include comparator groups comprised of (1) NYSE listed companies;
(2) service companies; (3) financial services companies; (4) chartered oversight companies and other
exchanges; (5) private companies; and (6) companies with similar employee count. Hewitt’s report
provided median compensation data for 2002 for the CEQ-level positions at each of these potential
comparator groups. This data shows that the comparator group used by the Compensation Committee
produced a substantially higher benchmark for Grasso's pay than any of the alternatives set forth in
Hewint's report.

Specifically, the Committee’s comparator group produced s target median compensation level of
$13,449,200 to be used as a starting benchmark for Grasso’s 2002 compensation,® The alternative

comparator groups in the Hewitt report produce the following median compensation levels which could
‘have been used to benchmark Grasso’s 2002 compensation:

. See NYSE 032162-69,
4%

See NYSE 053862-71.
16 See NYSE 053928, (052946-61.
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Alternative Comparator Growp Median Level CEO Benchmark
NYSE listed companies $ 4,889,500
Service companies $ 5,264,200
Financial services companies $ 4,866,500
Chartered companies & other exchanges $ 8,477,700
Private companies $ 2,452,000

Thus, the Committee’s comparator group produced a starting benchmark for Grasso's 2002 compensation
($13,449,200) that exceeded the benchmarks produced by HMewin's alternative comparator groups by
roughly $11 million (448% increasc) to $5 million (59% increase). Interestingly, as far back as March
1998, Hewiti had provided NYSE Vice President of Human Resources Dale Bemnstein, who worked
closely with Ashen on executive compensation matters, information regarding the compensation of CEOs
of two similar groups — federally chartered organizations and information services companies.”’ Thus,
even at that time, Hewitt was providing information suggesting that Grasso's compensation could be
compared to these types of organizations,

During the Investipation, many of the Committee members we interviewed stated that they believed that
the comparator group used by the Committee to benchmark Grasso’s compensation was appropriate and
justified. Some other Committee members acknowledged that there were problems with the composition
of the comparator group and believed that perhaps it should have been adjusted.

In contrast, the majority of Board members we interviewed who were never an the Committee believe
that the comparator group used by the Commitiee was not appropriate, These Board members never saw
the comparator group used by the Committes and were never made aware of it until recently. Many of
them expressed strong sentiments that the comparator group cmployed by the Committee was not an
appropriate comparison or benchmark for Grasso's pay due 1o a variety of faciors, including the disparity
in size and complexity of the comparator group companies and the NYSE, and the NYSE's natore as a
not-for-profit company.

(i) Comparator Group Data: Actual.or Target Median

As part of the pracess of devising a benchmark for Grasso’s compensation each year, the Compensation
Committee obtainad information from Hewitt regarding the compensation levels of CEQs in the
comparator group used by the Committee. The Committee also received similar comparator group
information regarding other top NYSE executives for benchmarking their compensation. The Committee
received this information prier to and in connection with the February Committee meetings at which
yearly compensation decisions were made.

The specific information that the Compensation Committee received regarding the comparator group
compensation levels changed over time. In most years (for compensation decisions for the years 1995-
2000), the Committee was provided the actua) median level of eompensation of the CEOs (and other top
executives) in the comparator group companies. In this context, the “median™ compensation level of a
CEQ, for example, means the compensation leve] of the CEO in the comparator group that is higher than
half of the compensation levels of the CEOs in the comparator group and lower than the other half’ of the
compensation levels of CEOs in the group.

a See NYSE 052305-07.
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In later years (for compensation decisions relating to the years 2001 and 2002), the Compensation
Committee was provided the “target median” of the comparator group instcad of the actual median of that
group. The target median was based on information in the Hewitt database concerning the target
compensation level for executives in the comparator group for that year.

Whether provided in the form of an actual median or a target median, the comparator group compensation
information that Hewitt provided to Ashen, and Ashen pravided to the Committee, included the
comparator group total cash compensation, including salary, bonns and stock options, which were valued
on a Black-Scholes basis.” Thus, the actual or target median comparator group compensation level that
formed the starting point for the Committee's benchmarking of Grasso’s compensation included the long-
term or equity-based components of the comparator group’s compensation.

The actual ot target median compensation levels of the corparator group that Hewitt provided Ashen and
his staff each year were based on actual compensation data from the prior year. For example, information
Hewitt provided Ashen in February 2000 abcut-the-comparater-group’s median-1299-compeasation-was-
based on the actual median compensation level of comparator group CEOs for 1998. The reason for this
data lag is that, in February of each year, Hewitt would not yet have received all of the information abowut
the comparator group companies’ compensation awards for 1999,

In at least some of the ycars during Grasso’s tenure as Chairman and CEO, Ashen received comparator
group information from Hewitt that was more detailed than just the actual median or target median
compensation levels that Ashen provided to the Committee. Specifically, at times Ashen would receive
both target median and actual median data, but provided only the actual median information. In other
years, Ashen received a broader range of information from Hewitt on the comparator group compensation
levels, such as the high, low, 25th percentile, 75th percentile, 90th percentile and/or the average of the
comparator group's executives’ actual and/or target compensation levels,”” However, Ashen did not share
this broader information with the Committee, but instead provided the Committee only the actual or target
median level, which the Committee used to create a benchmark for compensation decisions.

(ili) Other “Market” Information

Some Compensation Committee members we interviewed stated that, in addition (o considening the
comparator gronp median compensation levels provided to them by Ashen and Hewitt as part of the
benchmarking process, they also considered other information about “the market.” These directors stated
that the “market” to which they were referring was the stack market and/or the compensation levels of
Wall Street executives and executives in the business community generally, both of which they viewed as
being to some extent tied to the stock market.

These directors were not relying on any precise information or specific data about the overall levels of
compensation on Wall Swreet or the business community, but instead were relying on: (1) their
knowledge of the compensation levels of various other executives on Wall Street or in the business

A

The Black-8choles Model is the most widely used model for ¢stimating the present value of stock options granted by a
company 10 its employees. [n 1973, Fischer Black and Myron Scholes developed the formula at the University of
Chicago. 1t includes consideration of option price, price of the underlying security, stock price volatility, risk free rate
of return, dividend yield, and expecied term of the option grant, Sec Bruce R. Ellig, The Complete Guide to Executive
Compensation, McGraw Hill (2002), at p, 374,

See, e.g., NYSE 052464-96, NYSE 05244148, NYSE 052427-28, NYSE 053155-56, NYSE 052046-61.
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community as a whole; and (2) their general sense, based on their experience and genera) knowledge and
involvement with Wall Street and the business community, that those compensation levels generally rose
or fell with the performance of the stock market.

The Committee members who said they relied on this other “market” information said that, as a general
matter, their view was that Grasso’s level of compensation should rise or fall to some extent with the
market. Thus, they believed that when the market was booming or doing well, compensation levels of
executives on Wall Street or generally in the business community were up, and Grasso’s compensation
level should follow suit, whereas if the stock market was down, compensation for Grasso and other top
executives should also drop.

d. Benchmarking Grasso's Compensation

Each year, the Compensation Committec used the comparator gravp information it received to benchmark
the compensation of Grasso and other top NYSE exccutives. The method by which the Committee used
the comparator group information to create the benchmark for Grasso changed over the course of
Grasso's tenure as Chairman and CEQ.

(i) Benchmarking for Compensation Years 1995-1998

During the period from February 1996 through February 1999 (covering compensation decisions for the
years 1995 through 1998), the benchmark the Committee used for Grasso’s compensation was simply the
actual median level of compensation of the comparator group (based on the prior year's compensation
awards to the comparator group). The Committes used that actual median level as a benchmark for its
discussions and determination s to what the appropriate level of compensation for Grasso should be,*

(li} Benchmarking for Compensation Years 1999-2000

In February 2000 and February 2001 (for compensation for the years 1999 and 2000), the Committee stil}
used the actual median compensation level of the comparator group as the starling point for creating a
benchmark for Grasso’s compensation, but Ashen, in creating a benchmark for the Committee,
incorporated several other steps in the benchmarking process.”’ Specifically, to generate a final
benchmark for Grasso’s compensation, Ashen applied a formula incorporating three new steps:

Step One: Ashen reduced the actual median compensation level of the comparator group by one-third.
According to Ashen, he made this reduction to atiermpt 1o take out of the comparator group median
compensation level the amount of that compensation that was attributable to the performance of the
comparator group’s executives. Ashen said that he received information from Hewitt that the actual
performance level of the comparator group was 150%, for both 2000 and 2001. (Hewitt's Jeff Hyman
said that he did not recall providing such information to Ashen, but that such information was in Hewitt's
data base and that it was possible he could have provided it to Ashen.) Ashen said that he therefore
reduced the actual median compensation level of the comparator group by one-third so as to achieve &

“100%" tevel for the comparator group, i.e., a comparator group median without the comparator group’s
actual performance level waken into account,

See NYSE 03664648, 036411, 038068-69, 038) 10, 039398, 012343.
o See NYSE 054142, 054064,
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Step Two: Afier performing the above calculation, Ashen further reduced the comparator group actual
median by a discount factor. This discount factor was 10% for the comparator group median applicable
to Grasso and 30% for the comparator group medians applicable to Johnston, Kinney, and Britz. Ashen
performed this reduction pursuant to the direction of the Compensation Committee.

In various discussions about the comparator group in and around 1999, the Committee determined that
the comparator group was not a perfect match to the NYSE, and specifically noted that the NYSE was not
nearly as complex or large as the comparator group companies. Therefore, beginning in February 2000
(for 1999 compensstion), the Committee decided to apply the 10% and 30% discounts to the applicable
comparator group medians in an effort 1o account (at least in part) for the disparity in complexity and size
between the comparator group and the NYSE.

According to Ashen and several Commitice members, the reason the Committee decided to apply a larger
discount (30%) for Johnston, Kinney and Britz than the discount it applied for Grasso (10%) was that the
Commitiee determined that the positions and job responsibilitics of Johnston, Kinney and Britz at the
NYSE were substantially different from those of the comparator group executives to whom they were
being compared, whereas Grasso’s position as Chairman and CEQ more closely paralleled the position
and respensibilities of the other CEOs and Chairmen in the comparator group.

Step Three: Ashen multiplied the adjusted (step one above) and discounted (step two above) median
compensation level of the comparator group by the final ICP performance determination for the year
being considered. Ashen performed this caleulation in order to take the actual perfermance level of the
NYSE into account for the Committee, in benchmarking the compensation of Grasso, Johnston, Kinney
and Bnitz,

Thus, for 1999 compensation (decided in February 2000), the formula Ashen employed to benchmark
Grasso's compensation for the Committee worked as follows: (1) obtain from Hewitt the comparator
group actual median CEQ compensation level ($9,700,000); (2) reduce the actual median by one-third to
take out the performance of the comparator group CEOs, producing adjusted median of $6,466,667; (3)
discouni the adjusted median by 10%, praducing a discounted adjusted median of $5,820,000; and (4)
multiply the discounted, adjusted median by 120%, which represented the N'YSE’s performance against
targets as delermined by the ICP performance evaluation process.” This formula produced an overall
benchmark for Grasso of $6,984,000 for 1999 compensation. (Grasso ultimately was awarded total
compensation for that year in the amount of $11,300,000.)

{ili) Benchmarking for Compensation Years 2001-2002

In February 2002 and 2003 (for compensation for the years 2001 and 2002), Ashen applied a different
benchmarking formula than he had used in the prior two years. Instead of starting off the benchmarking
computation with the actual median of the comparator group and then reducing that actual median by the
performance achieved by the comparator group (step one above), Ashen started the benchmarking with
the target median of the comparator group and then eliminated step one. Ashen indicated that he did this
80 a5 to compare the NYSE executives” compensation 10 the target compensation of the comparator
group. He said he felt that starting with the target median was the same as slarting with the actual median
and eliminating from that the comparaior group’s actual performance, as he had done in prior years.

a2 See NYSE 052946-6).
2 See NYSE 012727,
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For compensation years 2001 and 2002, Ashen continued to apply the last two steps of the formula that he
had uscd in the prior two years. Specifically, after starting with the target median, he then reduced the
target median by 10% for Grasso and multiplied that discounted target median by the final ICP
performance determination for the year being considered. Thus, for compengation for 2001, Ashen began
with a target median compensation level of $13,349,864 and discounted that number by 10%, producing a
discounted target median of $12,014,878. Ashen then multiplied the discounted median target number by
the performance of the NYSE as determined by its ICP performance evaluation process (135% against
target for 2001). This produced a final benchmark for Grasso’s compensation of $18,623,061.% (Grasso
was awarded total compensation for that year in the amount of $30,550,000.)

a, Other Information/Considerations
() Retention of Grasso

Some Committee members stated that, in connection with their compensation decisions, they considered
the NYSE's need to retain Grasso as Chairman and CEQ. They said they viewed Grasso as a top
performer who was responsible for the success of the NYSE and saw it as a potential risk that Grasso
might leave the NYSE for another position. They stated that they wanted to ensure that Grasso was
sufficiently compensated to provide him with incentive to remain at the NYSE. These Commitiee
members did not articulate any specific other employment opportunities that Grasso was presented with
or was considered for duning his tenure, or any substantiation for a concern that Grasso may leave the
NYSE other than a general fear that Grasso may be an aftractive prospect for other organizations.

Grasso, who had been employed at the NYSE virtoally his entire adult life, said that he often told
dircotors and others that he loved his job and had no intention of leaving the NYSE. He said that he never
mentioned to any directors that he had other job opportunities, discussed any such opportunities with
them, or in any way threatened or suggested that he might leave the NYSE. Many directors likewise
stated that they never took seriously the notion that Grasso might leave the NYSE. These directors said
they dismissed as without foundation the argument a few other directors made at times that the need to
retain Grasso, or the possibility that Grasse might leave the NYSE, should be a factor considered in
reaching compensation decisions regarding Grasso.

(it) Equity Component for Grasso

Some Committee members stated that, in assessing Grasso’s level of compensation, they believed it was
appropriate to provide Grasso with an equity type component to his compensation, similar to the stock
options provided to fop executives al public companies. They viewed this type of compensation to be
important to retain Grasso and keep him content with his compensation at the NYSE so that he would
continue o be mofivated to perform well. Other directors we interviewed stated that they did not think it
was appropriate to evaluate Grassa’s compensation in whole or in part on the equity component of the
compensation of executives at large financial companies, in part because of the difference between the
NYSE and those companies and the risk involved with the equity component of those executives’
compensation,

- See NYSE 011201, 053980.
55

As discussed infra, some Commitee members said thal, in about the summer of 2002, Grasso was mentioned es o
polential candidate for the Secretary of the Treasury. However, he said he mede it clear to the Compensation
Commaitiee, including through discussions with Langone, that he was not interested in that job, or any other job.
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Importantly, the notien of providing cquity-type compensation to NYSE executives was part of the basis
used to support the development and implementation of the LTIP and, later, the CAP. These programs
provided to NYSE senior executives, including Grasso, additional bonuses/compensation (beyond their
ICP awards) that were tied 1o longer-term service and performance, like stock options. As opposed to
stock options, which had risk, the LTIP and the CAFP provided no-risk, deferred cash compensation that
vested upon the executive attaining certain years of service or ages,

In addition, the long-term or equity component of the comparator group executives’ compensation was
included in the actual and median target compensation levels of the comparator group that the
Compensation Commitiee used in performing its benchmarking analysis each year. Most Committee
members we interviewed who recalled the benchmarking process were aware that the actual and target
medians incorporated the comparator group executives’ equity type compensation on a Black-Scholes
basis. Some, however, expressed criticism of the Black-Scholes methodology for valuing stock optiens
and said that the options often have much greater value than the Black-Scholes methodology would
suggest.

4. Compensation Committee Meetings and Board Meetings

As noted above, afier Ashen and his staff pulled together the materials for the Compensation Committee
lo consider in making its compensation decisions for Grasso and other NYSE employees each year, a
series of meetings took place in and around each February at which Grasso’s compensation would be
discussed and decided, First, Ashen often would meet individually with Commitiee members to share the
information he had gathered, including the ICP evaluation for the year and the relevant comparator group
compensation information. Second, the Compensation Committee would then hold its February meeting.
Third, after the Committee meeting, the February Board meeting would be held.

a. Meetings Between Individual Compensation Committee Members and NYSE
Human Resources Staff

After the materials were assembled for the Compensation Committee’s decisions on compensation each
year, and prior to the February Cormitlee meeting at which yearly compensation decisions were made,
Ashen would coordinate with the Chairman of the Compensation Committec and provide the materials to
the Committee Chairman for his review,

During the period from 1995-2003, the Committee Chairmen were as follows:

June 1994 - May 1996: Stanley C. Gault
June 1996 - May 1998: Ralph 8. Larsen
June 1998 - May 1999: Bernard Marcus
Tune 1999 - May 2003: Kenneth G. Langone

Ashen said that, typically before the Committee meetings each year, he met separately with the
Committee members to present and discuss the relevant compensation materials. Almost all of the
members of the Committee during the earlier years of Grasso’s tenure did not recall having such meetings
with Ashen. Howcver, several (but not all) Commitiee members who served on the Committee in later
years of Grasso’s tenure (afier about 1999) recalled having such meetings.
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Ashen said that, at these meetings, he typically would provide and discuss with Committee members the
compensation materials that he and his staff had' put together. He said that he did not send out those
materials ahead of time 1o the Committee members, and would not leave copies of the materials with the
Committee members, but instead would bring the materials to the individual meetings, allow the
Committee members to review them, and discuss any questions or issues that the Committee members
raised with him.

Ashen said that he would sit down for a half-hour to an hour with each Committee member and he would
walk through the presentation that he would also make at the Committee meeting, which included: (1)
what happened last year; (2) the NYSE's performance results for that year as shown by the ICP
performance evaluation, including the performance factors, the Chairman’s Award and a parrative of
accomplishments; (3) the comparator group; (4) Grasso’s recommendation on executive compensation;
and (5) a discussion of Grasso's compensation. Again, while Ashen stated that he had these meetings
with all or substantially all Committee members each year, many Committee members did not recall
having such meetings with Ashen, especially prior to 1999.

Beginning in February 1999 (for 1998 compensation), he provided the Committee members with
executive compensation worksheets showing past compensation and benchmarking computations for
Grasso, Johnston, Kinney and Britz, and the other top 3-4 senior executives. A separate worksheet was
always included for Grasso, and usually the other emplayees each were the subject of separate worksheets
as well, although sometimes certain similarly situated employees, such as Kinney and Britz, would be
combined on a single worksheet.*®

Ashen said that he first provided these worksheets to the Committee members during his individual
meetings with them prior to the February Commitiee meeting. Ashen provided Grasso the executive
compensation worksheets for the other senior executives in advance of Ashen's meetings with the
individual Committee members so that Grasso could provide Ashen his views on the appropriate leve) of
compensation for those executives and Ashen, in turn, could provide Grasso's recommendation on those
individuals to the Committee members in his individual meetings with them.

The executive compensation worksheets provided a chart showing the past compensation information for
each of the employees, broken out by category (salary, ICP, LTIP), but typically for only the prior year
(except in 2003, when the employees' two prior years of compensation were included), Although in some
years CAP was listed as a separate category in the chart, in other years it was not, but instead was listed
only as a foomote to the chart.

The worksheets also listed the actual or target median for the comparator group executives whose job
maiched the position of the employee at the NYSE under consideration. In addition, the worksheets
showed caleulations applying the benchmarking formula used in that year, including the discount from
the actual or target median and the multiplication of the discounted median by the percentage of target
performance achieved by the NYSE that year, pursuant to the JCP performance evaluation process.

Notably, while a number of Commitice members in 1999 and later years recalled receiving the executive
compensation worksheets in meelings with Ashen prior to the February Committee meeting each year,
others recalled seeing the worksheets only at the Committee meetings, and some others did not vecall

% See NYSE 054136-42, 054061-64, 05398(-86, 051924-28, 012340-43, 042400-1 1, 044092-93, 043780-81, 046048-51,

012727, 054064, 011201, 013145.
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seeing the worksheets at all, even though they were provided in the materials the Committee received and
reviewed at the Conumittee meetings.

Also, soroe of the executive compensation worksheets that were provided to the Committee {(whether at
the individual meetings with Ashen or at the Committee meeting in February) were not as complete as the
worksheets for those executives in those years that Ashen had in his files and used for his own purpeses.
Specifically, for compensation years 2000 and 2001 (Grasso’s two highest compensation years), the
executive compensation sheets for Grasso that were provided to the Committee did not have separate
colurnns for CAP and the Total Compensation, but Ashen had separate executive compensation sheets for
Grasso in those years in his own files that were identical in all respects to those provided to the
Committee except that they included those columns.”’ Also, the executive compensation sheet for 2000
did not include any mention of the Special Payment that Grasso received that year.

Ashen said that, during his meetings with the Commitiee members, he typically would advise the
Committee members the level of compensation that Grasso was recommending for all of those under him
that the Committee had to consider, including Yohnston, Kinney, Britz, and the few other top executives
whose compensation the Committee specifically considered. He said that, in addition, during the years
that Langone was Chairman, he would meet with Langone before beginning his series of meetings and
would advise the Committee members of Langone’s recommendation concerning Grasso’s compensation
leve) for the year.

Ashen said that he would sometimes collect feedback from Committee members as to what their reaction
was to Grasso’s recommendation on the other top executives and Langone’s recommendation on Grasso,
As he continued on and met with each Commitice member separately, he would pass along that
information to them so that the Committee members, in advance of the February Committee meeting,
would have a sense of where cach other stood on the compensation issues. A number of Committee
members agreed with Ashen's recollection on this point, while others did not recall being advised by
Ashen of a recommendation for Grasso’s compensation, or providing Ashen any information or feedback
on that issue. '

Ashen said that he and Grasso had no discussions at any time about Grasso’s compensation, including the
benchmarking that applied to Grasso, except for once in 2002 when he mentioned to Grasso what
Grasso's benchmark was. Ashen stated that Grasso never provided him with any information ot any
recommendation to pass along to Committee members. Commitiee members likewise said that they were
not aware of Grasso having any direct involvement in his own compensation, ot discussing it with any
Committee members or Board members. Ashen also said that, when he met with each Committes
member, he did not make any recommendation or comments to the Committee members about the
appropriate level of Grasso’s compensation, but instead simply passed on whatever Langone or others had
recommended for Grasso. Committee members who recalled meeting with Ashen agreed.

Ashen and all of the Committee members who recalled meeting with him prior to any Fehruary
Commiftez meeting agreed that, in connection with yearly compensation decisions in February, the
Committee was not given any materials regarding SERP, including the SERP accumulation of Grasso or
any ather NYSE employee, and that SERP was not discussed at any of these meetings.
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h. Compensation Committee Meetings
(i) General Process of Campensation Committee Meetings

At the Compensation Committee meetings each February, the Committee would make its decisions
concerning the final compensaticn to award for the prior year to the NYSE’s top executives, including
Grasso. Usually, aitendees at the meeting included the Committee, Ashen, Grasse, Jeff Hyman of Hewit,
and sometimes Bemstein.

At the meeting, the Committee had before it a packet of materials relating o the compensation decisions
it was required to make, These materials distributed included the ICP performance evaluation summary,
a list of the comparator group, and the executive compensation worksheets for each of the senior
executives, including Grasse. Ashen stated that if the Commitiee members had reached a consensus
about Grasso's compensation through their individual meetings with him, the executive compensation
worksheet in their materials would be in final form and would contain the final compensation numbers for
Grasso.

In general, the Committee meeting typically went as follows, First, Ashen presented the resuits of the
NYSE's performance against the targets that had been set for the previous year on the empirical ICP
performance criteria. (Ashen stated that he had prepared the narrative on the NYSE's performance based
on reports from the various divisions of the NYSE, and that Grasso had approved it.) After Ashen made
hie presentation, Grasso would then discuss with the Committee his recommendations for the Chairman’s
Award, which included a narmative of accomplishments for the year.

Ashen and Grasso then would present the proposed ICP awards for the senior executives. Typically, the
Committee focused primarily on the fop seven executives at the NYSE in its compensation process.
Ashen stated that the level that the Committee decided for compensation of those seven executives to
some extent determined the level of compensation for all others in the organization. Ashen stated that he
and Grasso reviewed the execulive compensation worksheets for senior executives, which contained the
benchmark for their compensation. Ashen stated that the Commitiee used the worksheet as a starting
point and would then determine their compensation awards.

‘After the Commitiee decided on its awards for senior management, Grasso would leave the room and the
discussion turned to his own yearly compensation award. Tt appears that during some years Ashen
remained for this discussion while in other years he too left the room. The Committee Chairman would

typically give the presentation for Grasso’s compensation, often with the aid of speaking points prepared
by Ashen; sometimes Ashen gave the presentation.

Ashen said that, if the Committee, through the members’ individual meetings with him, had arcived at a
general consensus regarding Grasso’s compensation before the meeting, then he would fill in the boxes
for Grasso’s compensation on the executive compensation worksheet. In that case, the Commitiee
Chairman would present that number to the Committee and the Committee would accept it without
extensive discussion, From the applicable executive compensation sheets, it appears that, in every year
from 1998 forward, the numbers in the Grasso worksheet were filled in at the time the worksheet was
provided to the Committee, suggesting, according to Ashen, that the Commitiee was in agreement poing
into many of the Committee meetings about the compensation for Grasso, The only year the numbers on
the worksheets changed as a result of the Committee meeting was in 2002 (for 2001 compensation), when
the ICP award was adjusted upward and the proposed Special Payment was correspondingly reduced.
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However, many Committee members recalled considerable discussion each year at the Committee
meetings regarding Grasso's compensation level, and generally said that the decision regarding Grasso’s
compensation was made at the Committee meeting, afler discussion and consideration by the Committee
as a whole.

Committee members, particularly in later years of Grasso’s tenure as Chairman and CEO, were not
consistent on the precise subject of their discussion or decision each year canceming Grasse's
compensation, In the later years, Grasso’s compensation had several components, including an ICP
award, an LTIP award, and a2 CAP award, and in 2000 and 2001, a Special Payment —all in addition to his
base salary. Some Committee members in later years recalled that the Committee focused on only some
parts of those awards, and may have ignored the CAP award in particular in setting the overall
compensation. Others recalled that the total compensation of Grasso was discussed and decided on, and
that the individual components were then “backed into” by starting with the total award, subtracting the
fixed components (salary and LTIP) and then adjusting the remaining components(s) accordingly. When
the CAP was in place, the Committee would divide the remainder, 1/3 to CAP and 2/3 10 ICP,

Committee members all agreed that there was no annual discussion of, or presentation at the Committee
meetings relating to, Grasso’s SERP benefits. Most Committee members said they were aware that
Gragso had SERP benefits and that the ICP awards would contribute to his SERP benefits, but some
gtated that they never even heard that Grasso had SERP benefits. Those directors who acknowledged
knowing that Grasso had SERP benefits were clear, however, that specific information about the level of
Grasso's SERP benefits acoumulation was never provided 10 the Committee at any time prior to the fall of
2002, when it was provided in connection with the consideration of a new contract for Grasso and a
payout of his SERP benefits. Thus, neither the amount of Grasso’s accumulated SERP benefits to date
nor the resulting impact of the yearly ICP award on Grasso’s SERP account were considered at the
Committee meetings at which Grasso®s recommended yearly compensation award was determined,

(li} Yearly Compensation Committee Decisional Meetings, 1996-2003
(@) February 1996 (1995 Compensation)

The first time the Committee considered Grasso’s annual compensation as Chairman and CEQ was in
February 1996, for the year 1995, At the time, there was no CAP or LTIP, so the only decision point for
the Committee was the level of Grasso's ICP bonus,

According to Stanley C. Gault, the Chair of the Commitiee at that time, the main factors initially
considered by the Committee in determining Grasso’s bonus amount were: (1) his target bonus
($700,000, as set by his 1995 contract); and (2) the performance of the NYSE which, as determined by
the ICP performance evaluation, was 130% above its target level, Gault stated that, because the NYSE's

performance level was above the target, the Commitiee would have considered awarding Grasso a bonus
above Grasso’s $700,000 target ICP bonus.

Gault noted that the Committee did not use any comparator group or formula to determine Grasso’s bonus
or to compute a benchmark for his bonus, but instead the Committee evaluated a number of things, such
as market information and NYSE performance factors not taken into account in the ICP performance
metrics, in determining what the right additional bonus amount, if any, should be awarded, including
whether the bonus should be above the $700,000 target.

e e S e e ]

46



WINSTON & STRAWN LLP

Privileped and Confidential
AntormeviClient Privileged

Report o Investigution Reluiing 1o the
Compensurion of Richorid A, Grusse

Anormey Work Product

Gault noted that, in the end, for 1995 the Committee decided to award Grasso $200,000 over his target
bonus becanse the Committee also gave Grasso’s predecessor, William Donaldson, an additional parting
bonus of $200,000 that year. The Committee figured that, because Donaldson received an addilional
$200,000 bonus for the first six months of 1995, Grasso deserved an additional $200,000 banus for the
{ast six months of that year, Gault said that, while Grassa’s bonus was above the target for 1995 due to
Donaldson’s compensation, Gault did not anticipate that Grasso necessarity would receive a bonus over
and above his target bonus in future years.

Gault characterized Grasse’s 1995 compensation as “very fair and acceptable”™ and not “overly generous,”
in the Committee’s view, Although other Commitiee members did not have as strong a recollection as
Gault conceming the precise maaner in which Grasso’s ICP benus was determined that vear, several other
Committee members at that time stated they too believed that Grasso’s 1995 compensation award was
reasonable,

Grasso's total compensation awarded that year was as follows:

Year Salary ICp LTIP CAP Special Total

Payments

1995 $1,264,583 $900,000 — — - $2,164,583

(b) February 1997 (1996 Compensation)

Directors on the Committee in February 1997, at which time Grasso's 1996 compensation was
determined, did not have strong recollections about the process by which they made their decision on
Grasso’s 1996 compensation. However, documents reflect that Grasso was awarded compensation below
the median (arget of the comparator group used by the Commitiee.

Specifically, documents reflect that, in December 1996, Hewitt provided hoth target and actual median
numbers of CEOs of the comparator group, which were as follows:*

Median Target Median Actual
Base $ 850,000 $ 850,000
Annual Incentive £89,000 1,575,000
Long-Term Incentive 1,534,000 1,534,000
Tota) 3,433,000 4,263,000

Hewitl then prepared a worksheet contained in the ICP material for 1996 which provided, regarding
Grasso, as follows;*

s Sae NYSE 052036-38, 036324-25.
b See NYSE 036411,
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Comparator Recommended Actual
Median Target
Base $ 850,000 $1,400,000
| Annual Incentive 689,000 1,600,000
Long-Term Incentive 1,534,000 e
Total 3,433,000 3,000,000

Prepared notes for Ralph S. Larsen, the Commiftee Chairman at the time of the February 1997 Committee
meeting, reflect that the Committee’s objective was to compensate Grasso “based on total compensation
of comparator group of companies and performance.”™ Performance of the NYSE was at 135% of target
this year,

Larsen’s notes state that the recommendation for Grasso was as outlined in the worksheet prepared by
Hewitt: a base salary of $1,400,000, an ICP award of $1,600,000, and a total of $3,000,000. Ultimately,
Grasso was awarded total compensation for 1996 as follows:

Year Salary ICP LTIP CAP Special Total

Payments

1596 $1,400,000 | _$1,600,000

$3,000,000

-

(e) February 1998 (1997 Compensation)

As with compensation for 1996, Committee members did not have strong recollections regarding the
discussions that occurred at the February 1998 mecting regarding Grasso’s compensation for 1997.
Documents, however, again show that Grasso was compensated at a level roughly commensurate with the
median comparator group levels.

In advance of the February 1998 Commiftee meeting, Hewitt sent Dale Bemstein of the NYSE’s Human
Resources department market information showing that the median target compensation for CEOs in the
comparator group was $4,799,500, and that the median actua) compensation was $5,245,950.5 Hewtt
also provided information indicating that the 60th percentile of the comparator group had a target
compensation level of $6,882,853, and that the 75th percennle had a target compensation level of
$8,461,960 and an actual compensation level of $11,155,000 %

The exccutive compensation worksheet prepared for the meeting set forth the following information:®

Comparator Tarpet Recommended Target

Base $ 900,000 $ 1,400,000
Annval Incentive 1,980,000 3,400,000
Long-Term Incentive 2,519,615 -
Total 4,799,500 4,800,000

® See NYSE 036332-33.

& See NYSE 052464-96, 052427-30, 052441 48,

@ See NYSE 052441-48, 052429-30.

0 See NYSE 038110.

o As in original.
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At the meeting, Grasse reported that the NYSE’s performance under the ICP performance evaluation was
145% of target. According to a memo to file written by Jeff Hyman of Hewitt after the meeting,
because Ashen spoke to cach Commitiee member individually before the meeting about the ICP
performance evaluation, “formal approval was perfunctory” conceming the performance Jevel attained by
the NYSE.

However, according to Hyman's memo, approval of 1997 bonuses was a more controversial process
because ane Committee member (who was not named in the memo) challenged the bonuses for Group
Executive Vice Presidenis based on the feeling that comparable talent could be purchased in the market
for less money. He reported that this lone dissenter also argued that senior management joined the
Exchange understanding the absence of equity, Hyman suggested, “Looking forward to 1998 . . . itis
likely we will need to be conservative in pay increases since the mix of components for the Exchange
executives i§ more risk adverse than it is in the outside market, while, at the same time, total
compensation levels are getting closer to the external standards.”

Hyman's memo further stated that discussion of pay for Grasso was “surprisingly heated.” He noted that
Larsen, the Comumitiee Chair, had requested that information with respect to 60th percentile pay practices
be disseminated to all Commitiee members and that this pay level would have meant a compensation
award of $6.8 million. He described one group as advocating the market median for Grasso (total pay of
$4.8 million) and onc member advocating the 60th percentile pay of $6.8 million. The memo states:
“Several other members felt a $5 million number would be more than adequate, and there was a fair
amount of debate around the issue.” According to the memo, “mast of the concern centered on the sheer
magnitude of the award given the Chairman’s role (not a public company), its relative worth in relation to
1997 pay, and & concem about “raising the bar® on Grasso’s pay in general.” Hyman's memo reports that,
ultimately, $5.2 million in total compensation was approved for Grasso. The memo states: “In approving
this package, the Commitice stressed the need to ensure true variabilily in total compensation, and to
ensure total pay suffers traumatically in poor performance years.”

Ultimately, Grasso’s total compensation for 1997 was as follows:

Year Salary ICP LTIP CAP Sperial Total
Payments

1997 $l,400,000 $3,800,000 - e — $5,200,000
o (d) February 1999 (1998 Compensation)

Committee members did not have strong recollections regarding the specific discussions at the February
1999 Committee meeting at which Grasso’s 1998 compensation was determined. Documents show that,
prior to the meeting this year, Jeff Hyman of Hewitt and Dale Bemstein discussed the possibility of
applying a 10% discomnt to the median comparator group compensation levels when benchmarking
Grasso's compensation “to reflect historic Comp. Committee opinion of position value.™ However, the
discount was not applied until the following year.

6 See NYSE 052317-15.
“ See NYSE 082685-86.
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Hewitt created worksheets showing a target median compensation level for the comparator gronp CEOs
of $5,772,998 and an actual median compensation level of those CEOs $6,419,030.” Ashen and
Bemstein then created an exccutive compensation worksheet relating to Grasso showing a median
compensation level for the comparator group CEOs as $6,419,030.%

The worksheet for Grasso also compared Grasse’s position relative to the comparator group the prior year
to what his position would be for compensation for 1998. Specifically, the worksheet showed that Grasso
was compensated at the median ($5.2 million) in the prior year based on 145% performance of the NYSE
against targets that year, and suggested that, if 145% of target would translate into the median
($6,419,030) compensation level for 1998, then the actual performance of the NYSE in 1998 (130%)
translates into a benchmark for Grasso’s 1998 compensation of $5,754,992.

Ultimately, the Committee decided to award compensation in the amount of $6 million, which was
slightly below the median and slightly above the benchmark that was created. The Commitiee then
“backed into” the amount of the LTIP and ICP that wounld be awarded, in ¢conjunction with Grasso’s fixed
salary under his contract, to provide a total award of $6 million. Grasso’s compensation for 1998 was
specifically as follows:

Year Salary ICP LTIP CAP Special Total

Payments

1998

$1,400,000 | $4,204,000 | § 396,000 - — $6,000,000

(e) February 2000 (1999 Compensation)

In advance of the February 2000 Committee meeting, Hewitt provided Dale Bemstein actual and target
median compensation levels for the comparator group. Specifically, Hewitt provided the following
information regarding the actual and target median levels of CEOs in the comparator group:®

Median Tarpet Median Aetual
Base $ 992,200 $ 992 200
Annual Incentive 1,025,000 2,002,500
Long-Term Incentive 5,331,250 5,331,250
Total 8,469,155 9,723,450

Based on this information, Ashen then created an executive worksheet for Grasso using the actual median
compensation level of the CEOs in the comparator group.” In crafting the worksheet, Ashen applied the
benchmarking formula that he began using this year: he reduced the actval median by one-third to
account for (and exclude the impact of) the performance of the comparator group CEOQs, resulting in an
adjusted median of $6,466,667. He then discounted the median by 10%, to $5,820,000. Finally, he
multiplied the adjusted, discounted median by the NYSE’s performance against its targets for that year,
under the ICP performance evaluation, which was 120%. This produced a benchmark for Grasso's
compensation of $6,984,000.

® See NYSE 052719-20, 032627,
“ See NYSE 012343,
o See NYSE (15204045,

’° Sec NYSE 012727.
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As discussed above, a number of Committee members generally recall the benchmarking formula that
was applied, while others did not recall any such formula. Some recalled the 10% discount against the
median being implemented in about 1999, and recalled that the discount was applied based on the
Committee’s determination that the NYSE was smaller in size and less complex than the comparator
group companies. Other Committee members did not recall the discount being applied.

No Committee members had a recollection of any specific discussions about Grasse’s compensation
award during the February 2000 Committee meeting. All generally recalled that there was discussion
generally, but none had a recollection of any particular positions taken or points made except that Grasso
had performed very well. Most agreed that there was not any significant debate or argument about the
level of compensation to award to Grasso, and that the Committee generally reached an amicable
consensus that the amount awarded was appropriate.

Some said that they did not recall discussing the CAP amount, but instead thought that the Commitice
focused on only the non-CAP aspect of Grasso's compensation and, in doing so, decided to award Grasso
a total of $8 million, up $2 million from the year total the year before. The worksheet that Ashen
prepared did not include CAP on the chart of Grasso's compensation, and listed the “total variable
compensation” as §6 million. However, the effect of the total variable compensation award on Grasso's
CAP was set forth underneath the compensation chart in the worksheet, as follows: “In 1999 Mr. Grasso
will receive 50% of hie variable compensation in the Capital Accumulation Plan.”

Ultimately, the Committee awarded Grasso total compensation for 1999 as follows:

Year

Salary

ICP

LTIP

CAP

Special
Payments

Total

1999

$1,400,000

$5,652,000

$ 948,000

$3,300,000

$11,300,000

(f) February 2001 (2000 Compensation)

In December 2000, in anticipation of the February 2001 Commitiee meeting, Hewitt prowded Dale
Bernstein both actual and target median compensation information for the comparator group:” The
comparator group information regarding CEOs was as follows:

Median Actual

Median Target
Base $ 1,018,964 $ 1,018,964
Annual Incentive 2,564,086 2,565,625
Long-Term Incentive 6,886,522 6,886,522
Total 11,924,016 11,922,548

Based on that information, Ashen prepared an executive compensation worksheet for Grasso that was
provided to the Committee.” On the worksheet. Ashen used the actual median from the comparator
group ($11,923,000) to benchmark Grasso’s compensation. The worksheet showed the actual median
reduced by one-third, resulting in an adjusted median of $7,948,000. This adjusted median was then
discounted by 10% to $7,153,295. Finally, the adjusted, discounted, actual median was multiplied by

n See NYSE 052837-42,
n See NYSE 054064,
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various percentages representing NYSE's potential performance levels against its targets for the year.
The 150% performance level praduced a benchmark of $10,729,942, while the 160% performance level
produced a benchmark of $11,445,272. Because the NYSE's actual performance level was 155% in
2000, the final benchmark for Grasso's compensation was $11,087,607,

The Committee decided to award a total of $26.8 million in total compensation, nearly two-and-a-hal{
times the benchmark. Of that amount, $5 million was a “Special Payment,” the first such payment that
Grasso received. The Committee determined, and later memorialized in a letter to Grasso from
Committee Chairman Langone, that the $5 million Special Payment would not vest until February 1,
2006, and would be forfeited if Grasso was fired for cause or resigned without “good reason,” as that term
was defined in his 1999 employment contract, before the natural termination of the contract.”

The executive compensation worksheet that Ashen prepared and provided to the Committee at the
meeting listed the “total cash comp.” to be awarded this year as $15 million, and did not have columns in
the chart listing Grasso’s CAP award of $6.8 million, his Special Payment of $5 million, or his total
compensation of $26,8 million.” The CAP award was instead listed only underneath the chart as follows:
“Mr. Grasso will also receive a capital accumulation award equal to 0% of the Variable Compensation.”
Ashen had another version of the same worksheet in his files, which was not provided to the Commiitee,
that contained a column for the CAP award, listing it as $6.8 million, and a colurnn for total
compensation, listing it as $21.8 million.” That chart, however, also did not include the $5 million
Special Payment.

When asked during the Investigation why the Committee awarded a (otal amount much higher than the
benchmark, and why the Special Payment in particular was awarded, those present at the meeting had
greatly differing recollections. Some did not recall the size of the award as being $26.8 million, and
recalled significantly lesser amounts being discussed at the meeting and awarded. One Comrittee
member stated that he recalled only a §5 million bonus being discussed and that, if he had known the total
compensation was $26.8 million, he would have had “major trouble™ approving that amount. Three other
directors likewise stated that they had no recollection of the fotal amount of $26.8 million ever being
discussed at the meeling.

On the other hand, Ashen and two directors recalled that the total amount of the compensation was
discussed. They rcealled that the general reason for the high award this year was that Grasso had done a
great job, and the NYSE had been very successful. Also, they wanted to keep him happy so he would
stay at the NYSE, and they wanted to compensate him for the fact that, unlike executives at large public
companies, Grasso did not have any stock options. They said that the Committee decided on the overall
award of $26.8 and then “backed into” the subcomponents of Grasso’s total compensation such as the
awards under CAP, LTIP, and ICP,

Another Committee member, who did not recall the amount being as high as $26.8 million, nevertheless
said that, at the Committee meeting, there was discussion “about the compensation getting very lofty™ and
that directors were asking “are we gelting carried away here?”

L See NYSE 0]1432.
[ See NYSE 054064.

7 See NYSE 011598,
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As to the reason for the $5 million Special Payment, Ashen stated that he and Jeff Hyman of Hewitt
advised the Committee that Grasso’s SERP was gerting 100 big and suggested that the Committee “carve
out” some bonus from Grasso’s JCP award so that the carved out bonus amount would not count toward
Grasso’s SERP calculation. While Hyman had no recollection that he or Ashen made such a suggestion,
and did not recall what the reason was for the $5 million Special Payment, two of the directors agreed
with Ashen that the $5 million Special Payment was a “carve out™ so that Grasso’s SERP benefits would
nol grow too large.

The minutes of the Commiuee meeting reflect that “The Committee stated that it was ils intention to
institutionalize this special award, with the amounts and vesting schedules to be agreed each year.”™
Ashen said that this was a reference to the Committee’s decision that, 10 try to keep Grasso's SERP
benefits from getting too high, the Comminee each year would consider “carving out” some of Grasso's
ICP bonus into a Special Payment, 10 keep the SERP benefits level under contral. Two other directors
recalled an intention to “instinutionalize” such a payment, but none of the other directors interviewed had
any recollection of such an intent. Ashen acknowledged that the Committee did not perform any analysis
as to what amount of carve out from SERP was needed for that year, or what the effeel on SERP would be
from such a carve out.

In fact, four Comamitiee members did not recall any mention of SERP or any carve out from Grasso's ICP
banus to try 0 keep Grasso’s SERP benefits from growing too high. They had no recollection of SERP
being discussed at the meeting. Likewise, Hyman had no recollection of SERP being discussed.

The total compensation awarded to Grasso for the year was as follows;

Year Salary ICP LTIP CAP Specia) Total
Payments
2000 $1,400.000 § $12,519,000 | $1,081,000 | $6,800,000 | $5,000,000 § $26,800,000

(g) February 2002 (2001 Compansation)

Prior to the February 2002 Committee meeting, Hewitt provided the NYSE Human Resources

Department with actal and target median data for the comparator group.” The information was as
follows with respect to CEQs:

Median Target Median Actoal
Base $ 1,032,250 $ 1,032,250
Annual Incentive 2,253,187 2,679,940
Long-Term Incentive 10,174,619 10,174,619
Total 13,439,864 14,358,567

Ashen prepared an executive compensation worksheet from the information Hewitt provided, but this
year ;;scd the target median of $13,349,864 as opposed to the actual median, as he had done in prior
years.” Because he used ihe target median, Ashen did not reduce the median by an amount so as to excise

% See NYSE 031521,
7 See NYSE 0531 55.56.
" See NYSE 053980,
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the performance of the comparator granp CFQs from the cornparator group data, as he had in prior years
when using the actual median.

Ashen applied the discount of 10% to the target median, producing a discounted target median of
$12,014,878. The discounted target median was then multiplied by the various potential levels of NYSE
performance against its targets for that year. Because the actua] performance for the year was 155%, the
formula produced a fina) benchmark of $18,623,061 for Grassa's compensation,

The Committee decided to award a total of $30.55 million in total compensation. Of that amount, $5 ‘
million was a “Special Payment,” identical to the Special Payment he had been awarded the prior year.
The Committee determined that the Special Payment would be payable to Grasso's SESP account and
deferred until Grasso's retirement.

Ashen said that, going into the meeting, e suggested to Langone, and Langone agreed, that for this year
there should be a $10 million carve out from Grasso's JCP award so that SERP would not grow so high.
At Langone’s direction, Ashen said, he then prepared and provided the Committee with an executive
compensation worksheet that included a salary of $1.4 million, an ICP award of $10.6 million, a special
award of $10,5 million, and a CAP award of $3 million, for a total award of $25.5 million.”

Ultimately, Grasso’s total awarded compensation included a $1.4 million salary, a $16.1 million ICP
award, a $8.05 million CAP award, and a $5 million Special Payment, for a total award of $30,55 million.
This was reflected in a subsequent executive compensation worksheet that Ashen said was prepared after
the February 2002 Committee meeting.*®

While a number of Committee members did not recall the precise amount of compensation awarded for
2001, all recalled that the amount of compensalion awarded that year was substantial. The directors said
that the Committee’s rationale for the large compensation for Grasso in 2001 was largely the same as the
prior year ~ Grasso’s outstanding perfarmance throughout the year, the need to retain him and keep him
content in his job, and the need to account for the fact that he did not have stock options like other Wall
Street executives,

In this year, directors said, Grasso's outstanding performance (including the NYSE reaching 155% of
targets for the second straight year) was achieved despite the difficult circumstances presented by the
terrorist attacks on the World Trade Center on September 11, 2001, making Grasso’s achievements even
more remarkable. These directors were quick to point out, however, that press and media accounts
reporting that Grasso was awarded a $5 million bonus “for 9/11” are untrue, as Grasso was not awarded
the bonus for the events of 9/11 or simply because of his handling of those events.

One director said that the total compensatian number was suggested first by Langone, as $25 million plus
& $5 million special bonus. The director said that the numbers “blew him away” and that, in hindsight, he
maybe should not have agreed to a compensation award that high. He said that at the time he went with

the flow and did not object, as he didn’t want 1o be the first 1o speak aut, but if others had spoken up he
might have also.

» See NYSE 053980,
w Sea NYSE 011201
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Five of the eight Committee members had no recallection of the Special Payment being awarded so as to
avoid increasing Grasso’s SERP, or as a “carve out” from the ICP (o avoid SERP accumulation. They
said they had no recollection of SERP being discussed at that time, either in connection with the
compensation awards or otherwise. They recalled no “carve out” or attempt to separate some of the
bonus money ouiside the ICP award so that pension benefits would not grow. However, the other three
Committee members and Ashen all agreed about the carve out.

According to Jeff Hyman of Hewitt, at this meeting he advised the Committee for the first time that they
were paying Grasso too much. Hyman said that he was not asked for his opinion on Grasso's overall
compensation level, as he had not been asked in any prior years, but that he felt compelied to say
something this year. He stated that he told the Committee that “you have set the standard very high” and
asked them, “What will you do for him next year?" He said that, ultimately, his objection resulted in the
Committee reducing its award to Grasso by about $5 million. While other directors generally did not
recall Hyman making these remarks, Ashen said his recollection was that Hyman did raise an objection.

Grasso's total compensation awarded this year was as follows:

Year Salary ICP LTIP . CAP Special Total
Payments
2001 $1,400,000 | $16,100,000 - $8,050,000 | $5,000,000 | $30,550,000

(h) February 2003 (2002 Compensation)

In Yanuary 2003, Hewitt provided both the actual and target median for the compensation decisions at the
February 2003 Committee meeting:®

Median Target Median Actual
Base $1,032,250 $ 1,032,250
Annual Incentive 1,548,375 2,191,919
Long-Term Incentive 10,610,567 10,610,567
Total 13,449,199 13,400,355

Ashen prepared an executive compensation worksheet for Grasse for 2002 using the target median of
$13,449,199." He discounted the targer median by 10%, to $12,104,207, and then created a chart
showing the discounted target median multiplied by various potential NYSE performance levels for the
year. The chart showed that, at 110% performance against its target, the benchmark for Grasso would be
$13,314,628; and at 120% performance, the benchmark would be $14,525,049. Because the NYSE's
actual perfarmance against its targets for the year was 115%, Grasso®s benchmark was $13,919,838.

For this year, the worksheet for the first time reflected historical compensation information for the past
two years instead of just the prior year. In addition, unlike in prior years, the worksheet set forth columns

listing the CAP award and the total compensation figure for the current and past two years, except for the
Special Payments that had been awarded.

o Sce NYSE 052046-61.
o See NYSE 053928,
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The Committee decided to award Grasso total compensation of $11,999,999. All on the Committee
agreed that the Committee voted on the total compensation number of $12 million and then Ashen
“backed into” the subcomponents of JCP and CAP, taking into account Grasso's fixed salary of $1.4
million.

When asked why the compensation to Grasso decreased by nearly $20 million from the prior year, while
the benchmark for Grasso'’s compensation level had decreased by only $5 million, several directors who
were on the Committee in prior years explained that compensation in general was down generally “on the
Street.” Grasso’s performance, they stated, was the same or better, so that was not a factor in the
reduction. They also said that they did not recall Grasso®s proposed new employment contract, and his
high level of accumulated SERP benefits, which recently had become known to the Committee, as being
factors in the reduction of Grasso's compensation,

Some new Committee members said that their view was that a large cut from Grasso’s previous year’s
compensation was essentially a step in the right direction as compared to Grasso’s compensation for 2000
and 2001. One new Committee member indicated that he was surprised to leam of the high level of
Grasso’s previous compensation awards and, in approving Grasso’s 2002 compensation, took comfort in
the fact that Grasso's compensation was down 50% over prior years. Another new Committee member
said that, if he could have cut Grasso's compensation down further, he would have, but he felt that taking
it down “in steps” was appropriate, and that perhaps there would be a further reduction the following
year,

The breakdown on Grasso’s compensation for 2002 was as follows:

| Year Salary ICP LTIP CAP Special Total
| Payments
| 2002 $1,400,000 1 $7.066,666 $3,533,333 von $11,999,999

¢. Board Meetings: Recommendation by Compensation Committee to Board and
Board Vote

Following the February Compensation Committee meeting each year, a Board meeting was held at which
one of the main subject matters was compensation for the NYSE’s employees, including Grasso’s
compensation.*

Typically, at the Board meeting, Ashen would report to the Board regarding the ICP performance
evaluation for the previous year and would provide the percentage above target that had been achieved on
the empirical performance factors. Either Ashen or Grasso would then review for the Board a number of
the NYSE’s significant accomplishments throughout the preceding year. Grasso would then address the
Board with respect to his evaluation of the NYSE's performance — the Chairman's Award — and would
present his recommendation. Following Grasso, the Committee Chairman would address the Board
regarding the Committee’s recommendation as to the proposed ICP award for managerial and

n Note that, becsuse of time constraints and Jogistical issues in the Investigation, we did not interview any Board

members who were not cither on the Corpensation Comminee 4t some point or on the Board on August 7, 2003, when
Grasso’s 2003 contract was discussed by the Board. Thus, the information we received regarding Board meetings prior
ta 2003 derives from Commirttee members and Board members whase service stretched back before 2003, as well as
from Grasso, Ashen, and various documents.
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professional employees. Usually both Grasso and the Committee Chairman would then present a total
compensation recommendation for the President or Co-Presidents.

After Grasso excused himself from the meeting, the Committee Chairman would then report the
recommendation of the Commitiee with respect to the yearly ICP award for Grasso. The presentation hy
the Chairman lasted only a matier of minutes and was not very detailed. Some Board members remarked
that it was fairly perfumctory.

Some directors recalled that at times the Committee Chairman made reference to consultants being
invalved in the Committee’s work and behind the Committee’s recommendation. Other directors stated
that Committee Chairmen also mentioned, albeit generally, that Grasso was being paid at a level
commensurate with what other CEQs were making,

Prepared remarks for Commitiee Chairman Langone’s presentation to the Board in February 2000, for
Grasso's 1929 compensation, state in part: “This eward is based on Dick’s performance and is in line
with the compensalion of his peers as determined by Committee with advice from Hewilt, the
Committee’s compensation consnltant.*

Same other directors had no clear recollection of references to cansultants or benchmarking being made
by the Committee Chairman in presenting the Committee’s recommendation regarding Grasso’s
compensation. All agreed, however, that there was no mention of the comparator group employed by the
NYSE or any specific information about the benchmarking used by the Committee or the market or peer
group information that had been provided by Hewitt.

Directors generally agreed that rarely if ever were any questions raised about the Committee Chairman’s
compensation presentation, and that no directors raised questions or issues of any kind, or made any
comments at the meeting, regarding Grasso's level of compensation, even in the years when Grasso was
awarded approximately $26.8 willion (in February 2001 for 2000) and about $30.6 million (in February
2002 for 2001).

A number of directars in years after 1999, when asked during interviews about the total compensation
that Grasso was awarded each year, stated that they belicved that they may not have been provided the
full information about Grasso’s compensation. They stated that they may have been provided only the
bonus and salary information, for example, but not the CAP, which rcached $6.8 million for 2000 and
$8.1 mullion for 2001. Thus, they stated they may not have been aware of the full amount of
compensation being awarded to Grasso at the time they voted to approve the Committee’s
recommendation as to Grasso. Langone and other directors, however, stated that they recalled that the
full amount of Grasso’s compensation was disclosed to the Board.

Unfortunately, for a number of years, we were unable to locate records definitively establishing the
amount of Grasso’s compensation that was disclosed 1o the Board each year. However, Langone's
speaking points for his presentation to the Board in February 2002, for Grasso’s 2001 compensation,
suggest that in that year he reported to the Board incomplete information regarding the compensation for
Grasso. The speaking points state:

R4 See NYSE 042156-57.
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This year, the Commitiee recommends that Dick receive, in addition to his salary: $16,)
million in variable compensation (up $2.5 million from last year); a Special Payment of
$5 million that he will receive when he leaves the Exchange that will also be placed in his
SESP account — the Exchange’s non-qualificd Savings Plan. Like the Special Payment
we tade last ycar, the $5 million will not be eligible for the Capital Accumulation Plan,
nor will it be a part of Dick’s retirement calculation. As a result, the Committee
recommends that Dick's compensation be raised $2.5 willion, including a deferred
special payment of §5 million,

These speaking points make no mention of Grasso’s $8,050,000 CAP award that year, and do not tally up
the salary, ICP award, CAP award, and special payment to provide the Board with the ful) disclosure that
the total compensation that year is $30.55 million. In addition, Grassa's compensation actually went up
that year $3.75 million, not $2.5 million, due to an increase in Grasso’s CAP award of about $1.25
million from the prior year, Thus, these speaking points suggest that the Board may have been left with
an incomplete picture that year regarding Grasso's lotal compensation,

Each year, the Board approved the Committee’s recommendation concemning Grasso’s compensation,
While Board members all had slightly different recollections regarding what was presented during the
Committee Chairman’s presentation of Grasso’s recommended compensation award, all agreed that
nothing was mentioned about SERP benefits of any employees, including Grasso, and that they were not
told of Grasso’s or any other employee’s accumulated SERP benefits. Several directors indicated that
they would have wanted to know about the SERP accumulation in connection with their compensation
decisions for Grasso, that such information was materia) and should have been provided to them, and that
it would have been important to their decision making concerning Grasso’s yearly compensation.

C. The Process By Which Grasso’s Pension Benefits Accumulated During
His Tenure as Chairman and CEQ of the NYSE

As outlined infra, Grasso received coniractual SERP-like benefits that were built into his 1990, 1995 and
1999 employment contracts. His contractual SERP benefits largely mirrored the SERP benefits provided
1o the NYSE employees who participated in the SERP.

Under Grasso's contracts, his SERP benefits were determined by two main factors: (1) his final average
annual pay (salary plus ICP award only), which consists of the highest consecutive three years of his pay
during the last ten years of his service at the NYSE; and (2) his total years of service at the NYSE, which
determines the percentage of his final average pay that he is eligible (o receive as a SERP annuity benefit
(e-g., for 35 years of service, the percentage is 65% of the final average pay).*® Thus, setting aside other
minor adjustments, if Grasso’s highest three consecutive years of pay (salary plus ICP award) in the last
ten years averaged $10 million, and he had worked for 35 years, his lifetime SERP annuity would be $6.5
million (65% of $10 million). Under Grasso’s contract, he also was eligible to take a lnmp-sum SERP
benefit upon retirement, which would be equal to the present value of his lifetime SERP annuity, based on
the expected duration of that annuity (per a mortality table) and an interest rate (determined by a
contractual formula), ‘

As is evident from the SERP formula, the “drivers” of Grasso's SERP benefits were his salary and ICP
awards, The higher the average of his best three consecutive years of salary and TCP awards, the higher

o See NYSE 000096, 000117-19, 000877-902.
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his SERP benefits grew. Accordingly, as Grasso's ICP awards increased each year, and particularly
began to reach extremely high levels for 2000 (over $12 million) and 2001 (over $16 million), his SERP
benefits accumulation skyrocketed., Between 1999 and August 2003, his SERP benefits accumulation
was over $82 million.

As part of its monitoring of the NYSE’s overall SERP expense, the NYSE's Human Resources
Department, including Ashen and Bemstein, received yearly reports on the amount of Grasso's
accumulated SERP benefits and also understood how Grasso's yearly ICP awards impacted his
accurmulation of SERP benefits.

For example, in January 1999, the Human Resources Department asked William Mischell of Mercer to
calculate the impact on SERP expense if Grasso received a total compensation award (salary plus ICP
award) of $5 million.** Mercer reported to Bemnstein that a total compensation award in that amount
would increase Grasso’s lump-sum SERP accumulation from about $20 rillion to about $27 million
(including the $6.5 million payout Grasso had already received in 1995),

Similarly, in September 2000, Bernstein received a report from Mischell indicating that Grasso’s lump-
sum SERP benefits had grown to about $60 million (including SERP-related payments and transfers
Grasso already had received as of that date).”

On February 13, 2001, shortly after the Board had awarded Grasso a total compensation package for 2000
of $26.8 million, including an ICP award of over $12 million, Ashen received a report from Mischell
computing the projected effccts on Grasso's SERP based on various scenarios for Grasso's annual
compensation. These projections showed that Grasso’s SERP accumulation at that time was in the range
of about $90 million, having increased dramatically as a result of the lavge ICP award that year.”* The
projections showed that, even if Grasso’s compensation for the following year were drastically reduced 10
a total of $5-7 million in salary and ICP awards, Grasso’s SERP accumulation still would grow to about
$94-101 million.

About 8 month later, on March 5, 2001, Mischell provided additional calculations to try to predict the
accumulation of Grasso’s SERP benefits for SERP expense purposes, Mischell reported to Bemstein
that, if Grasso received an ICP award for 200] similar 1o the award he had just received for 2000 (%12
million), Grasso’s SERP accumulation would jump to over $141 million and that, if he received a slightly
higher ICP award ($13.6 million), his SERP accumulation would climb to about $152 million.*

The Human Resources Department, however, did not provide this information about Grasso's SERP
benefits accumulation to the Compensation Committee on a yearly basis. Ashen stated that, because
SERP was considered purely a “benefit,” not “compensation,” the SERP accumulation was omitted from
the executive compensation worksheets he prepared for the Committee’s review in connection with the
February meetings.

e See NYSE 029777.
» See NYSE 029766-67.
# See NYSE 029762-65.

& See NYSE 050636-40.
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Many on the Committee indicated that, in connection with their annual compensation decisions each
February, they would have liked to have received information about the level of Grasso’s pension benefits
accumulation, and that such infermation may have impacted their analysis of the compensation awarded
to Grasso.

Virtually every Committee member we spoke to, however, acknowledged that, even though he did not
know the precise level of Grasso’s pension benefits accumulation, he was aware that Grasso had SERP
benefits.® Most acknowledged that they understood, at least in a general way, that Grasso’s salary and
ICP awards contributed to his SERP benefits,. Some further said that, although the Human Resources
Department did not provide the Committee with a tally of Grasso’s SERP benefits accumulation on a
regular basis, or in connection with the February Commitiee meetings each year, the Committez could
have asked for such information. :

In addition, according to some Committee members and Ashen, the Commitiee became aware of Grasso’s
SERP benefits accumulation in 1999, Specifically, in connection with Grasso's 1999 employment
contract, which was approved by the Committee on March 4, 1999 and signed in May 1999, Gmasso
received a SERP-to-SESP transfer of $29,928,062. This amount was the balance of Grasso's total SERP
benefits accumulation as of that date less offsets, including the prior $6 million SERP benefits payout in
1995 and some other adjustments agreed to by Grasso.

Although Committee minutes reflect that the terms of Grasso’s 1999 contract were reviewed with and
approved by the Commitice, only two 1999 Commitiee members we interviewed recalled ever hearing
anything about the $29.9 million SERP-to-SESP transfer that Grasso received in connection with that
contract. Those two Committee members, who recall the transfer, were on the four-person subcommittee
created for the purpase of abtaining new contracts for Grasso and Johnston.

According to some Committee members and Ashen, the Committee also became aware of, and concerned
about, Grasso’s large SERP benefits accumulation in 2001 and 2002. Specifically, as set forth infra,
some Committee members stated that, at the February 200) Committee meeting, when discussing
Grasso's compensation for 2001, the Committee decided to “carve out” some of Grasso's total bonus
amount from his ICP award and pay it as a Special Payment so as to avoid Grasso’s SERP benefits
accumulating 100 high due to high ICP awards. These Committee members and Ashen stated that a
similar “carve out” bonus was awarded in 2002 for Grasso’s 200) compensation. Thus, according to
these Committee members and Ashen, by February 2001, the Committee was aware that Grasso’s SERP
benefits accumulation was getting high and took steps to limit its growth.

Neither in 2001, however, nor at any other time did the Commuittee calculate the effect of its 1CP awards
on Grasso's SERP benefits accumulation, ask for the tally of the accumulation, or conduct any study of
whether the level of Grasso’s pension benefits was consistent with the market or the comparator group it
had created. Thus, Grasso's pension benefits continued to grow, based on the Commitiee’s compensation
awards to Grasso, without any monitoring of those benefits by the Commitiee.

b One Committee member who was on (he Commitiee for several years said he never heard that Grasso had SERP
l;::nc?ts, and one ather Committiee member could not recal). Al orhers said they were aware that Grasso had SERP
cnelits,
%Mﬁ ~rr e S PT—
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D. The Negotiation and Execution of Grasso's Employment Contracts

During his tenure a5 Chairman and CEQ of the NYSE, Grasso negotiated three employrnent agreements
with the NYSE. This section sets forth the facts and circumstances surrounding each of these
negotiations, beginning with Grasso’s first employment agreement as Chairman and CEO, executed on
May 11, 1995, and ending with his final employment agreement, executed on August 27, 2003,

1. 1995 Contract

On September 21, 1994, the Compensation Committee held a special meeting at which it was
wnanimously agreed that the Committee would recommend to the full Board on October 6, 1994, that
Grasso be elected to succeed Donaldson, effective June 1, 1995

In connection with his election as Chairman, Grasso received a new employment contract.™ At the time,
Grasso alrcady had an employment contract, which had been in place since 1990. According to some
Committee members, the Board discussed that it wanted to “lock in” Grasso under a new employment
agreement to ensure that he would remain as Chairman for at least five years, Both of Grasso's
predecessors, John J. Phelan and Danaldson, likewise had employment agreements when serving as
Chairman and CEO of the NYSE.**

Negotiations regarding Grasso’s 1995 employment contract were handled by Stanley Gault, who, at the
fime, was Chairman of the Compensation Committee, Gaull had only a vague recollection of the
negotiations, which occurred over eight years ago, and no other Committee members were substantively
involved in the contract negotiations.

At around the time of the negotiations, Hewitt performed an analysis regarding an appropriate salary for
Grasso. Hewitt recommended that Grasso receive a $1.4 million base salary and a target ICP award of
$630,000, Hewitt also determined that “[plart of Grasso’s compensation should be tied to the level of
success of the organization, including downside risk and upside potential,” and an overall compensation
range of $1,557,000 to 52,660,000 “determined by the organization at Jeast meeting its goals and success
measured by objective targets and the discretion of the Board.™® Ultimately, Grasso's 1995 contract set
his salary at $1.4 million and his target ICP award at $700,000.

In connection with the 1995 contract, Grasso was given a payout of his accumulated SERP benefits as of
that time in the amount of $6,571,397.% Grasso stated that he asked for the payout so that he could put
the money towards a house. Grasso said he believed that his contract provided him with the right to elect
a payout of the SERP benefits at that time. Thus, rather than take out a Joan to obtain funds for a house,
Grasso sought and received early payment of retirement benefits for that purpose,

" See NYSE 00005253,

. See NYSE 002904-27.

9 See NYSE 002879-99.

. See NYSE 030063, (130081, 030082-94.
9 See NYSE 000088,

o6 See NYSE 002903,
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In advance of the execution of the contract, Joseph P. Johnson, the NYSE Senior Vice President of
Human Resources at the time, sent Gault an analysis of the advantages of paying Grasso’s accrued lump-
sum SERP benefits. The analysis concluded that paying the Jump sum in 1995 created no additional cost
to the NYSE; reduced Grasso’s projected lump-sum payment in 2000; accelerated the corporate tax
deduction and Jocked it in; protected against lower-than-expected investment retumns on werking capital;
and allowed the NYSE to reduce an unfunded balance sheet liability.”’

Ganlt did not recall any discussion with Grasso regarding Grasso’s SERP benefits in connection with the
1995 contract. He did not recall the reasoning or justification behind the payout of SERP benefits 1o
Grasso, not whether there was any discussion about whether any limit or cap should be placed on
Grassa’s contractual SERP-like benefits going forward, under the 1995 contract.

2. 1999 Contract

As early as March 1998, discussions began regarding a new employment agreement for Grasso.™ Al the
time, Grasso's 1995 contract was sel to expire on May 31, 2000. According 10 Grasso and various
Committee members, Grasso did not request an extension of his 1995 contract; rather, the idea originated
with the Committee, which then brought the recommendation 10 the Board. The Committee believed that
Grasso was performing well and wanted 10 lack him in for a few more years as Chairman. At the same
time, the Committes also wanted to lock in William R. Johnston, President and Chief Operating Officer
of the NYSE at that time, and discussed a new contact for him as well ¥

Bernard Marcus was Chairman of the Compensation Committee at that time and said that he was the
“point person” regarding the contract negotiations. In February 1999, Marcus created a subcommittee
consisting of himself and three others for the purpase of recommending new employment agreements for
Grasso and Johnston.”'™ Marcus was the only subcommitiee member who had any recollection of the
negotiations relating to Grasso’s 1999 contract.

One of the key terms included as part of the 1999 contract was the transfer of about $29.9 million in
accumulared SERP benefits from Grasso’s SERP account to his SESP aceount. Grasso siated that he
requested the SERP-to-SESP transfer. Grasso said he believed that hig contract provided him with the
option of taking a lump sum payment at the end of the contract terms, and that, if his old contract was
being terminated and a new one starting, he could ¢lect to either take out the pension benefits or trangfer
them into SESP. When asked why he elected io ask for a transfer of the SERP funds to his SESP account,
rather than ask for a payout like he did in 1995, Grasso explained that he simply wanted to be able to
conwrol the investment of the funds through his SESP account and did not want a payout.

Marcus similarly recalled that the purpose of this transfer was 10 allow Grasso lo take advantage of
market rates and invest in mutual funds, and to give Grasso contral of his own financial future. He said
that the Compensation Committee unanimously agreed that it was the proper thing to do. Marcus recalled
that the idea of the SERP-i0-SESP transfer originated with the consultants who worked with the
Committee. :

¥ See NYSE 000054-58.
9 Sea NYSE 029779,
o See NYSE 000062,

100 Sae NYSE 029663-64.
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In fact, a March 30, 1998 letter from William Mischel) of Mercer to Dale Bemnstein reflects that, more
than a year prior to the signing of Grasso's 1999 contract, Mercer suggested that, if Grasso's contract was
renegotiated and Grasso wanted to take out his SERP benefits in connection with entering into & new
contract, then, as an alternative to giving Grasso a Jump-sum pension payment, the NYSE could consider
allowing Grasso to transfer his SERP benefits to his SESP account.'™ Mischell pointed out that this
would allow Grasso to continue to defer taxes, and give him some control over how the funds were
invested, Mischell further advised that this approach would give Grasso “an opportunity to receive
significantly more money at retirement” because of the NYSE’s practice “to subtract from the ultimate
SERP lump sum the amounts which were already paid without an interest adjustment.” (Emphasis in
original.}

On March 4, 1999, almost a year after Mischell first suggested that the SERP-to-SESP transfer could be
an option, the Committee held a meeting during which it had before it a summary of the propased
changes to Grasso's employment agreement. The terms included a salary of $1.6 million, a target ICP
award of at least $800,000, a target LTIP award of not less than $2.5 million, participation in the CAP
providing a 50% match of the ICP and LTIP awards in a given year, as well as transfer of his accrued
Jump-sum SERP benefits to his SESP account.

The Committee approved the recommendations of the subcommittee with the exception that Grasso’s
salary would remain unchanged from $1.4 million. Marcus was delegated authority, pending approval of
the Board of the presented terms, to negotiate and execute the final agreement,

According to Marcus, the only input from Grasso regarding the contract came when Ashen called Marcus
to tell him that Grasso thought the contract’s mortality rate caleulation was giving him too much money
in SERP benefits and that it should be adjusted. Marcus worked with Ashen to make this change, and
didn’t wait for Compensation Committee approval on this issue because the change benefited the NYSE
financially, He also made other minor, non-material changes to the contract with Ashen that he did not
consider important enough to call the full Committee to review. Marcus stated that Ashen and attorneys
for the N'YSE handled the actual drafting and amending of the contract.

On May 3, 1999, Grasso’s 1999 employment agreement was executed. This agreement provided for
Grasso to serve a5 Chairman and CEO for a term beginning June 1, 1999 and continuing to May 31, 2005.
Under this agreement, Grasso received: a base salary of $1.4 million; a target ICP award of at least $1
million; CAP benefits in the amount of at least 50% of his ICP award; a target LTIP award of at least $2.5
million per cycle; and contractual SERP-like benefits, In addition, pursuant to this agreement, on June 1,
1999, $29,928,062 million in accumulated SERP benefits were transferred to Grasso’s SESP account. As
noted above, several directors who were Commitiee members at the time indicated that they had no
knowledge that Grasso received @ lump-sum transfer from his SERP account to his SESP account.

Grasso's 1999 contract was later amended in 2001, following the termination of the LTIP. The purpose
of the amendment was to adjust Grasso’s compensation structure in light of the elimination of the LTIP,
Specifically, the Committee determined that the “shortfall” in the compensation of the executives who
previously had received LTIP awards, including Grasso, would be “made up” by increasing the
executives' ICP awards to cover for the lost LTIP awards. Because the Committee did not want Grasso's
increased ICP awards to result in excess contributions to Grasso’s SERP benefits accumulation, the
Commitnee decided to limit the amount of Grasso’s ICP award that counted towards Grasso’s SERP

1o See NYSE 029779,
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caleulation and SERP benefits accumulation. Based on the analysis of Mercer'™ and Hewin'® the

Committee determined that, by making only 85% of Grasso’s ICP award SERP=cligible, the increased
ICP awards as a result of the elimination of LTIP would result in increased ICP awards being “cost
neutral” to the NYSE.'™

By letter agreement dated August 30, 2001, and signed by both Langone and Grasso, Grasso’s 1999
employment contract was amended to reflect that, as of May 1, 2001, 85% of Grasso’s ICP would be
included in caleulating his SERP benefit.'” The NYSE and the Commitiee agreed that “it is intended that
[Grasso's] potential future awards under the NYSE's annual incentive compensation program (‘the

Annual JCP') will be increased to make up for the elimination of your incentive opportunities under the
LTIR"

3. 2003 Contract

In the Summer of 2002, Grasso and the Compensation Committee (through its Chairman, Kemmeth
Langone) began discussing the possibility of extending, or renegotiating, Grasso’s 1999 employment
contract, which was due to expire in May 2005. The renegotiation process continued for about a year and
culsminated on August 7, 2003 with the Board approving a contract extension and cash payout to Grasso
of about $139.5 million in deferred compensation and benefits. Grasso sipned a new employment
contract on August 27, 2003. Grasso then resigned on September 17, 2003.

a. Summer 2002: Initial Discussions Regarding New Contract

Grasso and various Committee members agreed that the idea of renegotiating Grasso’s 1999 employment
contract first emerged in about July or August of 2002, According to Grasso, the subject of extending his
contract first came up while he was in the course of building the NYSE’s 2003 budget. He stated that, at
that time, he and Langone were discussing succession planning, and the idea of renegotiating his contract
was raised more by him than by Langone. Grasso explained that, earlier in 2002, the Committee had
asked him if he intended to leave the NYSE, and he thought extending his contract and thereby removing
the lingering question of whether he intended to stay at the N'YSE would be a positive step for the NYSE.

Langone, on the other hand, said he, not Grasso, first initiated the conversation with Grasso regarding &
contract extension. Langone said that Grasso did not ask for the renegotiation, and never raised the issue.
Langone explained that he approached Grasso about exiending his contract because the Commitiee had
expressed a desire to ensure Grasso would remain at the NYSE beyond the expiration of his current
contract, and the Committee had asked him, as Committee Chairman, to broach the subject of a contract
extension with Grasso. Langone stated that, at that time, the Commitiee was concerned about whether
Grasso might leave the NYSE for another position, and what the NYSE would do in terms of succession
if that occurred. Langone stated that he had leamned from sources in Washington, D.C. that Grasso was
being considered as a possible replacement for Paul O'Neill as Secretary of the Treasury. Langone said
he had mentianed this information to the Comminee, and the Committee then requested that he speak
with Grasso to determine what Grasso’s intentions were with regard to continuing as Chairman and CEQ.,

o See NYSE 029762-65.
% Sez NYSE 052732-54,
- See NYSE 000066-67.
108 See NYSE 030)31-34,
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Langone said he approached Grasso and inquired whether Grasso had any intention of leaving the NYSE.
According to Langone, Grasso strongly assured him he had no intention of leaving the NYSE for another
position. Grasso stated that he had told not just Langone, but the Committee and Board as well on
numerous prior occasions, that he had no intention of leaving the NYSE. Grasso emphasized that when
he said that, it was not just a perfunciory statement, it was true.

Langone said that, afier speaking with Grasso, he reported back to the Committee that Grasso had no
intention of leaving the NYSE and said that if’ the Committee’s desire to renegotiate Grasso’s contract
was biased on a perceived concern about Grasso Jeaving the NYSE for another position, they did not have
to be concerned about that. Langone said that, notwithstanding Grasso’s assurances that he had no
intention of leaving the NYSE, the Commiltee expressed a strong desire to “lock up” Grasso for
additional years and asked him to go back to Grasso and relay the Committee’s desire to extend his
contract,

Some other Committee members recalled that the subject of a contract extension for Grasso arose due 10 a
concern by some on the Committee about Grasso leaving the NYSE. Another Committee member
believed that the subject came up simply because Grasso had asked the Commitiee to consider reworking
his contract so that he could take out the deferred compensation and benefits that he had accumulated.
Most of the other Committee members did not have a strong recollection of the genesis of the idea 1o
renegotiate Grasso’s 1999 contract.

Grasso, Langone and other Commitice members agreed that, when Grasso and Langone began discussing
a possible contract extension, Grasso was receptive to extending s term, but made clear that, if his term
was to be extended, he wanted a draw down or payout of his deferred compensation and accumulated
pension benefits. Grasso provided three reasons why he wanted a payout: (1) for estate planning
purposes; (2) because he wanted to begin a more formalized process of charitable giving (he explained
that he wanted to create a personal foundation and start giving in a more structured manner); and (3)
because he had some “wrepidation” with regard to the large size of his accomulated SERP benefits and he
was concerned that a future Board would not honor (i.e., pay out) those benefits.

Grasso explained that he had no doubt that the current Roard would honor s nght 10 the accumulated
SERP benefits, but noted that most or all of the Board members who had awarded him these benefits
would be gone by the time he retired or otherwise received the payout. He said that he wanted (o take the
issue off the table by taking out the money at that time, in connection with the extension of his contract.
Grasso stated that he had not given specific thought to the manner 10 which a future Roard might seek to
deny him the SERP benefits, e.g., a legal challenge, but that he simply thought it was in his best interests
and the interests of the NYSE (o jzel the benefits off the books.

b. September 23, 2002 Compensation Committee Meeting

On September 23, 2002, the Compensation Commitiee conducted its first meeting at which the potential
extension of Grasso’s 1999 employment agreement was discussed.'” The meeting was conducted by
telephone. In attendance were Langone (Chatr), and directors Cayne, Fink, Karmazin, Komansky, Levin,
Murphy and Schrempp. Others in attendance included Ashen, Chief Financial Officer Keith R. Helsby '
and Mischell of Mercer.

Vo See NYSE 000015,
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The Committee had before it at the meeting a proposal to amend Grasso’s employment agreement.'”’ The
proposal had been prepared by Ashen prior to the meeting, and included the following terms:

» extending the ferm of the agreement by 19 months, from May 31, 2005 to December 31,
2006;

o capping Grasso's compensation for SERP calculation purposes (resulting in annual SERP
expense for Grasso of only $7.1 million per year insiead of $24.5 million per year);

« transferring, on a yearly basis beginning February 1, 2003, a total of $51.5 million in
accrued benefits from SERP to SESP (effectively accelerating this payment from January
1, 2007 to earlier dates); and

.. accelerating from February 1, 2006 to February 1, 2003, the vesting of Grasso’s
previously awarded Retention Payment of $5 million.

The proposal provided for the transfer of $51.5 million of Grasso's accumulated SERP benefits from his
SERP account to hiz SESP account, rather than a direct payout of those benefits, and did not provide for
the payowt of any deferred compensation to Grasso,'” The stated “purpose of the proposal was to reduce
the impact of the amortization of the NYSE’s unfunded liability” and to avoid a big balloon payment at
the end of Grasso’s employment. At that time, calculations showed that the balloon pag;ment owed at the
termination of Grasso's employment in May 2005 would have been over $110 miltion.'

Ashen and Langone described the proposal to the Committee. Qne director, who was new to the
Committee at that time, stated that, upon seeing the size of Grasso’s SERP benefit for the first time in
commection with the contract proposal, he thought it was a typo. (He recalled that benefit being presented
as about $120 million.) He explained that he brought it to L.angone’s atrention and was informed by
Langone that it was not a typo and that Grasso deserved the money. The director told Langone that the
Committee should get a compensation consultant to examine the proposal because the leve! of benefits
was “out of whack,” Other directors raised similar concerns.

After extensive discussion, the Commitiee decided (o hire a consultant who had no dealings with the
NYSE to review the contract proposal. Specifically, according to Ashen, the Committee wanted a third
party to review the proposal so that the Commiitee would reach a “comfort level” that it was not “doing
something silly.” He said the Commitiee was concemed about insulating itself from potential eriticism
regarding this extension, and wanted professional consultants to examine the proposal and bless it.

i See NYSE 000016-17.

Grasso was adamant that it was never his desire, in the context af the renegotiation of his 1999 contract, tha the SERP
draw down be in the form of o SERP-to-SESP transfer. Rather, he stated, “if it was happening, it was a payout.”
Likewise, Langone had no recollection of Grasso requesting a transfer between accounts rather than » payout.  Ashen,
however, said that Grasso oviginally said he wanted 10 transfer money from his SERP 10 his SESP account, as he had
done in 1999, and thus he drafted the proposal accordingly. Documents clearly reflect the fact that the proposal, as
{nitially constructed, called for a SERP-to-SESP transfer and was later amended to provide for a cash payout.

The proposal would have reduced the end-of-contract balloon payment to Grasso to $28.6 million in December 2006
and would have reduced, overall, the lump-sum payout to Grasso from §110 million to $80 million.
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c. September 24, 2002 to October 2, 2002

On Langone’s recommendation, the Committee retained Robert Stucker and Thomas Desmond of
Vedder, Price, Kaufman and Kammholz (“Vcddcr, Price™ to conduct an analysis of the proposal
conceruing Grasso’s contract renegonanon ® Smucker confirmed that he received a call from Langone
and was informed that the Commitiee had a proposal before it to amend the contract of the NYSE's CEO
that would result primarily in an extension of the contract term and a distribution of retirement benefits to
the CEQ. Langone explained to Stucker that someone on the Compensation Committee hiad said that the
Committee should get a fresh set of eyes 1o look at the proposal and see if it was appropriate. According
to Stucker, Langone asked Vedder, Price to take a look at the proposal, and come to the Commitiee
meeting and tell the Committee whether it was a “normal™ or “appropriate” thing to do. Stucker said he
was told by Langone that the Committee was meeting in approximately a week to discuss the issue, and
thus he had “a very short leash.”

It is important to note that our factual investigation revealed a digpute as to the scope of Vedder, Price's
engagement regarding this matter for the Committee.  Ashen insisted that Vedder, Price was hired to
essentially give either an opinion or recommendation as to whether Grasso's past compensation was
appropriate and as to whether the terms of the proposed new contract with Grasso were reasonable and
appropriate, Stucker stated, on the other hand, that while Vedder, Price was asked to analyze and provide
comments on the draft proposal to extend Grasso’s contract, Vedder, Price was never asked (o provide a
specific opinion or recommendation on the proposal or on Grasso’s past compensation levels. Stucker
stated that they were told by Langone that the goal of the proposal was to retain Grasso and, with that in
mind, Vedder, Price was asked to review the proposal and assess whether it achieved that stated goal.

Langone’s recollection was consistent with that of Stucker. Langone stated that he did not recall asking
Vedder, Price for an ultimate opinion on the propasal and was adamant that Vedder, Price was not asked
to review Grasso’s past compensation, since the Committee did not have reservations about what Gragso
had been paid up through that time. According to Langone, Stucker was told that the Commirtiee’s goal
was to retain Grasso and was presented with the proposed deal and asked 1o “make sure it was right.”

Stucker stated that, during his early discussions with Langone and Ashen, the contract proposal was
presented by Langone and Ashen along the lines of the following: “We have a proposal that's a ‘no
brainer’™ and “it’s essentially a done deal”, “the Commitiee is on board with it (at least most of them)”
and “Hewitt and Mercer have signed off on it.”

Afier being retained, Vedder, Price worked on its analysis for about a week and prepared a report for
delivery to the Committee at the Commitiee’s next meeting on October 3, 2002. The report listed various
“eonsiderations” that Vedder, Price thought the Committee should consider with regard to the contract
proposal and contained some data analyzing Grasso’s past compensation levels, but did not provide any
specific recommendation or opinion as to what the Committee should or should not do. In preparing their
report, Vedder, Price spoke with and received information and materials from Ashen, as well as from the
Committee’s compensation consultant, Jeff Hyman of Hewitt, and the Committee’s benefits consultant,
William Mischel] of Mercer.

1o

Langone was (amiliar with Sweker by vinue of Langone's service on the Board of Directors of Home Depot, Stucker
had negotiated the contract of current Home Depot Chairman and CEQ Robrert Nardelli while Langone was en the
Home Depot board, and had made a favarable impression upon Langone.
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d. Oct?bor 3, 2002 Compensation Committee Meeting

i
On October 3, %02. the Committee met apain and discussed for the second time the possibility of
extending Grassa's employment contract.'"’ In attendance were Langone (Chair) and directors Cayne,
Fink, Karmazin, Komansky, Levin and Murphy. Others in aitendance included Ashen, Desmond and
Stucker of Vedder, Price, Hyman of Hewitt and Mischell of Mercer.

At the outset of the meeting, Ashen explained 1o the Committee that Vedder, Price was the third party that
had been hired to conduct the analysis of the proposal to amend Grasso's contract and that Vedder, Price
had completed its analysie after conferring with Hewitt and Mercer.

At the meeting, Stucker handed out to the Committee members present Vedder, Price’s written report.'
He then outlined Vedder, Price’s analysis, walking through the report page by page. Stucker reviewed the
section of Vedder, Price’s ceport entitled “CEQ Compensation Review” and explained to the Committee
Grasso's past compensation and benefits, pointing out, among other things, that Grasse's 2001
compensation (listed as $26.3 million) was substantially higher than the compensation of CEOs in the
NYSE comparator group ($13.5 million) and that Grasso's estimated pension benefits at age 60 ($122-
152 million) were substantially higher than the estimated pension benefits at age 60 of CEOs in the NYSE
comparator group ($21-29 million). He explained that while Vedder, Price was not asked to specifically
outline this information for the Committee or conduct an analysis of it, they thought it was important to
provide this information to the Committee so that the Commitiee could understand the background of
how the pension and deferred compensation that was proposed to be paid out under the new contract had
built up over time. Stucker stated he was not asked for an opinion as to magnitude of Grasso’s
compensation ar benefits,

Stucker stated that he and Desmond made clear they were simply presenting “thoughts and

considerations” on the proposal and, in particular, they made the following observations for the

Comumittee: 4,

¢ It was unusual to allow an executive to collect retirement benefits prior to retirement, as
the proposal called for.

¢ There may be better ways for the NYSE to save money than by allowing Grasso 1o take
‘his retirement money out, such as capping the amount of compensation that was SERP-
eligible. .

» The proposal had no retention value.

Stucker stated that Vedder Price’s report generated a lot of discussion among the Commitiee members at
this time, One Committee member stated that he specifically recalled asking: “If [Grasso] quit or left for
any reason, was all of this money his?" He said he was told “yes.” He stated that he “was told” that all of
the money Grasso wished to take was vested and that if Grasso left the NYSE in 2002, for any reason
whether he was fired or left voluntarily it was all his. According to this director, Ashen was the principal
source of this information, Another director recalled being concerned about paying this money out in the
midst of the Enron, Tyco, and WorldCom scandals (among others). The director specifically recalled

L See NYSE 000022-23.
W See NYSE 000137-54.
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asking, with regard to the large benefit, “Who knows about this? Do the members know?” He was told
“No.”

According to the meeting minutes, Stucker “recommended that the Committee recommend to the Board
of Directors that the proposed modifications to Mr. Grasso's employment agreement be made with the
exception of accelerating vesting and payment of the retention award that fully vests February 2006.”'"
Stucker informed us that he made no such recommendation and pointed out that Vedder, Price’s report
gave “considerations™ not recommendations. He stated plainly that the statement in the minutes 10 the
contrary was wrong, Though Ashen, who wrote the minutes, maintained that “the Committee approved
the minutes, so that must be what happened,” he conceded that Stucker had concluded that whether or not
fo enter into the contract was “up to the Committee,” He also acknowledged that Stucker was “not
enthusiastically endorsing [the contract], but did not say it was crazy.” Further, Ashen noted that Vedder,
Price was not as “crisp” or “clear” as he and the Committee would have liked them to be in terms of
providing a thumbs vp or thumbs down.

Members of the Committee at this time have differing views as to the role that Vedder, Price played at the
Committee meeting, For example, one director stated that he was not looking to Vedder, Price 1o
recommend whether the NYSE should or should not go forward with the proposal. His understanding
wag that Vedder, Price was asked to assess whether it was in fact allowable and legal under the structure
of the NYSE plans for Grasso to receive his retirement and deferred compensation as a lump sum before
in fact retiring. In his view, Vedder, Price determined that this was allowable and that is what he looked
to Vedder, Price for in terms of a “recommendation.” Another Committee member stated that he did not
know one way or the other whether Vedder, Price made a recommendation. Yet another Committee
member stated that it was his recollection that Vedder, Price did, in fact, recommend that the proposed
deal be approved. To further underscore the range of views as to what Vedder, Price’s role was, Jeff
Hyman observed in a memo to file dated October 4, 2002 that “[t}he Committee retained Stucker for the
purpose of praviding an independent view of Dick Grasso's SERP benefit,” after “one new Committee
member” indicated Grasso’s SERP benefit “seemed extraordinary” and “requested the review to comply
with their fiduciary requirements.”*"*

After sitting in Executive Session and considering the proposal outside the presence of Ashen and the
consultants, the Committee agreed upon various modificatians to the contract proposal. At the conelusion
of the meeting, the Commintee direcied Stucker and Ashen 10 prepare “a short description of the

modifications for the Committee’s review, with the added direction that the changes be shown not to
increase costs to the NYSE™'

In his memo to file dated October 4, 2002, Jeff Hyman wrote, in part, regarding the October 3 Committee
meeting:

[t}he Committee asked that the range of possible responses to Grasse’s proposal be
documented, and a tentative decision articulated so that the Commitiee can review and
vote at its December meeting. It then will present its recommendation (albeit in some
oblique fashion) fo the full board for their approval. The Commitiee does not want to

n See NYSE 000023,
m See NYSE 059264-65.

" See NYSE 000023,
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disclose to the full Board the dollar value of the lump sum SERP benefit, so the
Committee Chairman is likely to use general terms in describing the Commiftcc’s
deliberations in an effort to minimize conversation on the matter by the full Board."

No Committee members, however, told us that the Committee had any intention to provide vague or
incomplete information to the Board on the proposa).

a. October 4, 2002 to Octoher 17, 2002

On October 7, Vedder, Price sent a letter addressed to Langone, and copying the entire Committee, as
well as Ashen, Hyman and Mischell, which summarized Vedder, Price’s understanding of the
Committee’s conclusions regarding the proposed modifications to Grasso's contract.””’ Specifically, the
letter indicated that the Committee had “tentatively approved” the following terms:

o “Extend the initial term of Mr. Grasso’s Employment Agreement to December 31, 2006
from May 31, 2005,

»  Modify Mr, Grasso’s pension (SERP) benefit to cap his {ina) average compensation at its
current Jevel, thereby capping future accruals as well,

o In early 2003, transfer $31.5 million to the Execulive’s SESP account, which amount
shall be a credit against Executive’s eventual lump sum pension;

* No change to the vesting of the February 1, 2001, $5 million special retention payment
award, thereby maintaining the February 1, 2006 ¢liff-vesting date; and

* With regard to the award of incentive compensation for 2002 (to be determined in
February 2003) and for subsequent years, the Committee will consider crediting a more
significant portion of such awards 10 CAP or other similar arrangemnents that cliff vests
on December 31, 2006."'"*

Ashen asked Vedder, Price to reformat the conclusions set forth in their October 7 letter into a term sheet
for use in connection with future Committee and Board deliberation on the proposed contract. By letter
dated October 17, 2002, Vedder, Price transmitted such a term sheet to Langone, and made note that it
was Vedder Price’s understanding from Ashen that the contract matter would “not be taken up Tor final
action until the February meeting.”""”

Lk See NYSB 052964-65.

ui See NYSE 049]102-05,
ne See NYSE 049102-03,
ne Sec MYSE 049110-11.
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f. January/February 2003

(i} Late January to Early February

According to Ashen, in about January 2003, Grasso told him he had decided to take a cash payout of his
accrued SERP benefit instead of transferring it to SESP, as had originally been planned, Ashen stated
that that he and Grasso discussed whether Grasso should ransfer the money or take it in cash. He said
that Grasso knew that a cash payout would trigger a severe tax penalty, and that the “optics™ of a cash

- payout would be bad. He explained that Grasso said part of his reasoning for taking the payout now was
that the SERP payout would be smaller in 2003 than it would be if he ook it at the end of 2007.
Moreover, Ashen stated that Grasso believed there would be a strong reaction 1o the magnitude of his
retirement package, and that he did not want to retire, take a huge sum of money and leave the fallout
fram the payout for his successer to deal with, Grasso did not have any recollection of this conversation
and, as stated supra, said that the proposal always involved a cash payout of SERP, as opposed to 2 SERP
to SESP tranafer.

Ashen said that, based on these discussions with Grasso, he modified the proposed new contract terms.
Armong the changes, the contract was to be extended to February 1, 2007, rather than December 31, 2006,
as originally proposed, and Grasso was to receive a cash payout of $51.5 million in SERP benefits, rather
than a transfer of those benefits to his SESP account. Compleiely new was a propasal to pay Grasso
379,055,148 of eamed and deferred compensation. It is unclear precisely how, when or why this term
became part of the proposal.

On February 5, Ashen provided Stucker with a page from the Committee briefing book for the February 6
meeting that addressed the “Changes to Richard A. Grasso’s Employment Agreement.” Ashen also
explained to Stucker that the Coramittce members had been briefed by him on the changes, except for the
proposed payout of more than $79 million in deferred compensation.

(i) February 6, 2003 Committee Meeting

On February 6, 2003, the Committee met and, in addition to making 2002 compensation delerminations
for Grasso and others, once again considered the proposal for amending Grasso’s contract’® In
attendance were Langone (Chair) and directors Cayne, Fink, Karmazin, Komansky, Levin, Murphy and
Paulson. Others in attendance included Ashen, Hyman, Stucker, and Desmond.'?'

At the meeting, Ashen noted several changes to the proposal had been made since the Committee had last
met to discuss the matter in October 2002, and he reviewed those changes with the Committee.

Specifically, the following “Changes 10 Richard A. Grasso’s Employment Agreement” were addressed by
the Committee at this meeting:'**

10 See NYSE 000026-28.

Grasso was also in attendance for the discussion regarding rhe yearly compensation for NYSE siaff but left priot to any
discussion regarding the propased contract.

1 See NYSE 013147,
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» Extension of the emploﬁent term from May 31, 2005 to February 1, 2007.

¢ Modification of the SERP pension benefit calculation so that compensation would be
capped at its then present level, with service credit continuing to accrue.

* Payment, as soon as practical, of the eamed and accrued vesied portion of Grasso’s
pension benefit — 51.5 million; and payment each February of the amount accrued in the
prior year.

» Payment, as soon as practical, of the eamed and accrued vested portion of deferred
compensation - $79,055,148 - including deferred salary, deferred incentive
compensation, vested special payment, SESP contributions and match, vested CAP
awards, CAP awards to vest February 2003, and prior pension transfer. Fayment each
February of newly vested compensation including CAP, SESP, and special payment
including Capital Accumulation Plan Awards to vest February 2003,

o Retention of 1983 Mortality Table for Grasso’s SERP calculation.

Notably, these terms were set forth in the Committee briefing book that was distributed to all Commitiee
members,

According to Ashen, he had previously bricfed Commitiee members on these changes, with the exception
of the proposed payment of approximately $79 million in deferred compensation. He said enly two
Committee members knew of that proposed payment before the meeting because this proposal was only

developleg shortly before the meeting and he did not have time to brief all Committee members about the
change.

After Ashen reviewed the modified terms of the proposal, he once again introduced Stucker and Desmond
to the Committee, and they distributed to Commitiee members a report they had prepared regarding the
revised contract proposal. Stucker addressed the Committee and repeated much of the same overview and
analysis that he had provided in October, but also spoke to the changes detailed by Ashen. Specifically,

with regard to the proposed early payout of Grasso’s SERP pension benefits and deferred compensation,
Vedder, Price’s analysis stated:"*

» Regarding $51.5 million advance pension payment: “It is rare for executive SERPs to

provide such pre retirement cash payouts. Payment represents an opportunity cost to the
NYSE. Due diligence issues associated with CEO request to ‘cash out’.”

* Regarding $79 million advance payment of deferred and incentive compensation
amounts:  “Acceleration is rare and inconsistent with tax-deferral and retention
orientation of these programs. Cash flow impact and opportunity cost to the Exchange.
Mechanism to recover payment of any amounts subject to forfeiture for pre-retirement

voluntary resignation or for ‘cause’ termination. Due dilipence issues associated with
CEQ request to ‘cash out’.”

s See NYSE 030759-72,

i See NYSE 049)20-32.
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Stucker stated that Vedder, Price’s general commentary on the proposal, following these changes, was
that it was even more unusual and executive friendly than the original proposal. Stucker was pressed by
at least one director at this meeting to provide a recommendation as to whether ot not to approve the
proposal. Stcker stated that he responded by telling the Committee that “{w)e’re not here 1o recommend.
We were retained to take a look at the proposal. We'll give you our thoughts regarding the proposal in
view of the goal of retention, but it's a business judgment decision for the Commitiee, it is not for us to
recommend.” Stucker stated that neither he nor Desmond ever gave an opinion or recommendation
regarding the proposal, and that he could not recall anyone on the Commitiee objecting to his refusal to
do so. Some of the Committee members, though, indicated that they were frustrated with Vedder, Price’s
refusal to provide a clear recommendation one way or the other.

Following Vedder, Price’s presentation, the Commitiee discussed in detail the pros and cons of the
proposal, the financial impact of the proposal on the NYSE, and the implications of making the proposed
changes for the NYSE and Grasso. Stucker recalled there being “gridlock” on the Committee because
some members were very agitated about the changes having been brought forth at the last minute.
Specifically, Stucker stated that the proposal was held up because people were upset both about the
newness of the revised proposal and the absence of any financial analysis to back up the assertion that had
been made that the revised proposal presented potential tax-related {inancial benefits to the NYSE.

At the conclusion of the meeting, the Committee decided that 10 engage the NYSE's CFO and an outside
financial expert who was knowledgeable about the NYSE’s plans to develop an analysis of the financial
implications to the NYSE and Grasso of the new proposed contract terms.'* The Committee also decided
that Ashen would meet with each Committee member individvally and arrange a telephonic Committee
meeting in March to discuss the subsequent analysis of the contract proposal, so that the Committee could
be prepared to recommend the proposal to the Board at the Board’s next meeting in April.

Ashen stated that, despite the Committee’s request for this further analysis, he was left with the definite
impression at this meeting that the Committee approved of the proposal so long as it was cost neutral.
Ashen hired Mercer, who, as discussed infra, serves as the NYSE’s benefits and actuarial consultant, to
conduet the financial analysis.

0. Late February/March 2003
(i) Mercer Analysis and Report

Pursuant to Ashen’s request, Mercer conducted an analysis of the financial implications of entering into
the new contract as compared to the financial implications of doing nothing, ie., leaving the 1999
contract in place and assuming that Grasso would work until June 1, 2005 under that contract. Mercer
concluded that the proposed new contract would result in relatively minimal savings for the NYSE, and
prepared a report detailing its analysis and that conclusion.

Mercer’s 15-page March 2003 report, entitled “Financial Analysis of Proposed Changes to Employment
Agreement” con&uflered, among other things, the following proposed changes to Grasso’s contract, and
. offered the following conclusions regarding the financial impact of those proposed change:'?

128 See NYSE 000028,
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» Extend employment contract to June 1, 2007.
» Pay SERP amount accrued in the amount of $51,574,000.
e Pay deferved compensation of $80,683,000 which includes the vested portion of CAF.

o Each year the NYSE pays Grasso his SESP deferral and matching contribution ($144,000
total) and that portion of CAP which becomes vested during the year.

Conclusions;
» SERP: NYSE saves, on a present value basis (net of taxes), $286,000.
» Deferred Compensation: NYSE saves, on a present value basis (net of taxes), $4,061,000.
» Future Contributions: deductible to the NYSE; NYSE saves $199,000.
* Proposed changes save NYSE on a net after tax, present value basis, $4,148,000.

Based on Mercer's analysis, Mischell concluded that, from a financial standpoint, the consequences of
entering the propased contract were not great.

In communications between Ashen and Mischell regarding Mercer's analysis, Mischell questioned
whether Ashen’s characterization of the CAP portion of the $79 million i deferred compensation as
“vested” was accurate.'”’ As Mischell pointed out, under Grassos 1999 contract, his CAP awards were
forfeitable in their entirety should Grasso leave the NYSE prior to the end of the contract’s term, June 1,
20035, and thus were not truly “vested” until the conclusion of the contract’s term.

With this in mind, Mercer presented to Ashen (in draft reports) three different versions of its analysis:
Version | included paying out Grassa’s entire CAP balance; Version 2 included paying only the CAP
funds that had previously been funded in the Vanguard Rabbi Trust; and Version 3 included paying out
none of Grasso's CAP balance. In a March 5, 2003 e-mail, Mischell presented Ashen with these three
options.'®* Ashen explained that the Committee decided to go with Version 2, primarily because they
wanted a retention device. (The Committee's desire for a retention device, he said, also explained why
they did not use Version 1. Ashen said that the Committee did not select Version 3 because Grasso
wanted to be paid his “vesied CAP.”) As per Ashen's instruction, the final version of Mercer’s March
report, presented to the Commitiee, referred 1o the CAP portion of the payout as “vested.” Ashen told
Mischell he would explain to Committee members that under Grasso’s existing contract his CAP awards
were forfeitable.

A Committee conference call was scheduled for March 28 1o discuss the proposed contract and Mercer's
analysis of proposed contract.

Ry See NYSE 048369,
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(il) Meetings with Compensation Committee Members

Subsequent to Mercer completing its analysis, in a ten-day span from March 10 1o March 19, Ashen and
Mischell met with all but two of the Committee members. In advance of each meeting, Ashen sent cach
Committee member a copy of Mercer's 15-page report, as well as a two-page surmary of the veport,
which he had prepared.

At the meetings, Ashen offered the Comrnittee members the option of going through either the two-page
summary of the proposal or the entire 15-pagc Mercer analysis. Ashen and Mischell offered somewhat
different accounts as to the general nature of these meetings. According to Ashen, he walked the
Committee members through the analysis in “excruciating detail.” In particular, he said all of the
Committee members understood that the CAP portion of the proposcd payout was forfeitable if Grasso
did not complete the term of his contract (June 2005). Mischell, though, described the mectings as
generally “perfunctory” and short, and indicated that during most, if not all, of the meetings, directors
asked Ashen to simply go through the two-page summary. :

Omne Committee member, who had not attended the September and Oclober Committee meetings, stated
that he leamed of the proposal for the first time through this one-on-one meeting with Ashen and
Mischell. This Committee member stated that, after becoming aware of the proposal, he had several
telephone conversations with Grasso i March during which he 1o tried to talk Grasso out of taking the
payout. He said he told Grasso that it would be a big mistake for the NYSE and Grasso. He stated that,
after speaking with Grasso, he was left with the impression that Grasso agreed not to pursue the payout at
that time. Grasso did not recall any conversations with this director regarding the contract during the
March time frame.

(ill} Vedder Price’s Role in Preparing for the March 28, 2003 Committee
Conference Call

In preparation for the Committee’s March 28 conference call, various cther communications between and
among Ashen, Mischell and Vedder, Price took place. On March 12, Ashen forwarded to Vedder, Price
Mercer’s report and his two page summary of that report.'” By letter dated March 14, and in a voicemail
message, Desmond of Vedder, Price responded 10 Ashen with several questions regarding the proposed
changes.' On March 14, Ashen sent an e-mail ta Mischell (who had been copied on Vedder, Price’s
letter) notigpfv, “[i]n his voicemail he [Desmond) hedged on whether Vedder, Price would recommend the
proposal,”

A Vedder, Price report, entitled “Analysis of CEO Employment Agreement Modification Proposals” and
dated March 28, 2003" (though apparently prepared earlier than March 28), analyzed various provisions
of the propesed contract and offered the following:
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“Vedder Price Analysis

+ Ttisrare 1o pay out executive incentive deferred compensation and SERP benefits prior to
retirement/termination of employment.

e Thete are costs and benefits in doing so, some of which have been identified in the
analysis prepared by management and Mercer.

e If based on information reasonably available to it, the Committee determines that:

» the CEO has important and unique skills such that the Committee does not want 10
risk the CEO quitting now in order to access his deferred compensation and SERP

cash,

¢ the NYSE has the resources to fiseally accomplish the proposed case distributions
and there are tax and other benefits to be gamered by doing so now, and

» the going forward pay package (including SERP accruals and paydown of CAP
account) are sufficient inducements to retain the CEQ through the exiended term,

then the factual basis is present to adopt the proposals,

» Note, however, the documents and schedule of payments that would implement this
proposal should be reviewed by the Committec and its advisors before the cash
distributions are made,

In advance of the scheduled March 28 telephonic Committee meeting, final versions of both Mercer’s
report and Vedder, Price’s analysis were forwarded to Committee members on March 26 so that they
could be considered on the March 28 call.'”

{(iv) Postponement of the March 28, 2003 Committee Conference Call and
Consideration By the Board of the Proposal at the April 4, 2003 Board
Meeting

Shortly before the Committee’s telephonic meeting to discuss the proposal was to take place on March
2B, that meeting was cancclled. Consideration by the Board of the conwract proposal at its scheduled
April 4 meeting was also put off. According to Grasse, the contract proposal was not addressed at the
April Board meeting as had been planned because he chose to defer it. He explained that, at that time, the
NYSE had “hit a firestorm” regarding the nomination of Sandy Weill to the NYSE Board. He stated that
he thought the NYSE would take a lot of criticism when the new contract (and payout) was disclosed and
“didn’t think we should add this to the Weill firestorm.” Grasso told Ashen that he did not want the
contract issue to go forward at the April meeting, and to communicate his desire in that regard in that
regard to the Committee. He recalled that he also told Langone, who agreed with his decision.

Several directors (and Ashen) speculated (or surmised) that the issu¢ had been tabled because of the
imminent reconfiguration of the Commitiee. Indeed, as of June 2003, the composition and structure of
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the Committee was scheduled 10 and, in fact did undergo changes due to the NYSE’s changes in its
govemance practices. According to Ashen, it made no sense 10 move forward with proposed changes to
Grasso’s compensation and employment agreement when a new Compensation Commitiee would have to
consider and approve those changes.

Vedder, Price’s involvement with the proposed contract ended with the cancellation of the March 28
conference call. They did not hear back from Ashen after the conference call was cancelled and next
heard about the Grasso contract when it was publicly announced in August 2003.

h. June 2003
(i) June 5, 2003

In June, the initial report of the NYSE's Special Committee on Governance was issued. Among other
things, that Report recommended that the charter of the Compensation Comvnittee be revised to provide
that only non industry dircclors may serve as members of the Committee. Pursuant to that reform, a new
Compensation Committee was named, and H. Carl McCall replaced Langone (who was removed from the
Commiitee altogether) as Committee Chairman.

On June 5, the old Committee held its last meeting. The substance of Grasso’s proposed contract was not
specifically discussed at that meeting. However, according to one Committee member, Langone gave an
impassioned speech at the meeting regarding the importance of the Committee’s wark in making sure
Grasso was paid adequately.'

On hume 5, following his appointment as Committee Chairman, McCall met with Langone and Ashen.
Langone advised McCall that the Committee had negotiated and agreed 1o a new contract for Grasso,
which included a term extension and a payout of approximately $139.5 million in deferred compensation
and benefits. McCall stated that Langone told him the Cornmittee had signed off on the deal and was
prepared 10 present it 1o the Tull Board. Langone stated that he told McCall, “you're not bound by what
we've done 1o date,” and that it was a new Commitiee, and “you can proceed as you see fit.” According to
McCall, Langone explained to him that the Commitiee had appraved this arrangement in the fall of 2002
in order to keep Grasso, who was purporiedly being wooed for a job in Washington, D.C., from leaving
the NYSE.

McCall stated he was “shocked” by the large numbers involved and told Langone that “this is a lot of
money.” He was told by Langone and Ashen that the money was all duc and owed to Grasso, had
accumulated over Grasso’s years at the NYSE and was all fully vested. McCall said he was not clear, at
that time, as to when Grasso was entitled to collect the $339.5 million. Further, he was told that the
Committee thought this was the right time to go ahead with the contract. He stated that he had no
understanding from this meeting that an additional approximately $48 rillion in future payments would
be due to Grasso under the terms of the proposed contract. In fact, he was clear that those future
payments were not discussed at this meeting. Langone, however, recalled that he did not get into the
details of the proposal with McCall, that McCall did not express shock when he met with Langone, and
that McCall subsequently met separately with Ashen to get more details,
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McCall stated that he walked away from the June 5 meeting ihinking that the proposed contract was a big
mistake and hoping that he could talk Grasso out of it. Langone and Ashen, however, stated that McCall
didn’t express any objection or concern during the meeting.

(1)) June 12, 2003

On June 12, Ashen and Mischell met with McCall to discuss the proposal in further detail, as they had
with each of the Commitiee members in March. Mischell stated that Ashen, as he had during the March
meetings, offered to go throngh the full 15-page Mercer report line-by-line, but that MeCall declined.
MecCall recalled being provided with a copy of Mercer's full report, and the proposal, and being told that
the proposed deal would save the NYSE $2-3 million but did not have a specific recollection of 2 meeting
with Ashen and Mischell. Mischell recalled that Ashen went through the two page summary with
MecCall. Mischell stated that the meeting lasted between 15 and 30 minutes and that the $48 million in
future payments under the contract were not discussed, although they were detailed in the Mercer report.

Ashen stated that in addition to the Mercer report and the two-page summary, he provided McCall with a
summary of Grasso’s deferred compensation and benefits and a compensation history for NYSE senior
executives. He also stated that he explained to McCall that the “vested CAP™ portion of the $139.5
million could be forfeited under the 1999 contract if Grasso Jeft the NYSE prior to retirement.

{iii) June 24, 2003

On June 24, Grasso and McCall had a one-on-one meeting during which the proposed contract extension
and payout were discussed. (According to McCall, this meeting 100K place in Grasso’s office and lasted
30-40 minutes.) In preparation for the meeting, Ashen gave Grasso a packet of matenal he had given to
McCall, including 2 summary of his deferred compensation and benefits and analysis of proposed
changes ta his employment agreement."*’

McCall said he scheduled a meeting with Grasso to discuss the contract propesal and to verify that what
he had been told by Ashen and Langone regarding the proposal was accurate. Specifically, MeCall stated
that he songht to confirm with Grasso that, as Langone had told him, Grasso wanted o move forward
with the agreement at the August Board meeting. McCall stated-that-Grasso-told-him-he did,-in-fact, went- ..
to go through with it. Specifically, McCall recalled that Grasso said he had been advised by his lawyer
that it was important to take the money now and that he wanted to take the moncy at this point because he
was concemed that a future Roard might try to deprive him of the benefits he had accumulated. McCall
stated that Grasso did not provide a veason for his concern that a future Board might deny him these
benefits.

According to Grasso, McCall voiced concern over the payoul, saying he thought it would produce
controversy, 4 sentiment shared by Grasso. McCall said he specifically told Grasso that he was especially
concerned with the payout given the environment that existed regarding executive compensation issues
and the spotlight that had been placed on the NYSE, and Grasso himself, as a result of the Sandy Weill
incident. McCall said he antempted, without success, to change Grasso’s mind with regard to going
forward with the contract. While Grasso recalled McCall expressing concern over the proposed deal, he
stated that MeCall did not attempt to dissuade him from taking the payout.
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At the end of the meeting, MeCall inquired as to whether other Board members who had not been on the
Compensation Committee were aware of the issue and Grasso (old him they were not. McCall gnd
Grasso agreed that McCall would contact all Board members who were not on the Compensation
Committee to advise them of the proposed new contract.

According to McCal), immediately following his June 24 meeting with Grasso, he spoke with Ashen and
asked him to get him a list of Board members whom Ashen believed had no knowledge of the proposed
agreement. McCall asked for the list so that he could contact them and let ther know about the contract
proposal. Ashen volunteered to make the calls himself or to assist McCall in doing so, but McCall
rejecte i offer—Ashen aereed-thrsvomny gath ok-place; bl statedHhaii-happened-after-the-Ju 4
Committee meeting, discussed infra, at which the Committee voted io recommend the contract proposal
to the Roard at the August 7 Board meeting. Grasso had a similar recollection, and said that Ashen
informed him afier the July 14 mcctling that MeCall would be calling all non-Committee_mephers_to_
inform them about the proposal so that they did not first hear of it at the August 7 mecting,

i, July 2003
(I} Phone-Cuafls By-MuSaitteBoardhlesiees

During July-2003; MeCall-madc-ealls to- numcrcus-Gasnrdingrteorm=r Nl -teeriron e oo i
them of the proposed Grasso contract. McCall advised the Board members he called that the proposed
contract had two main provisions: (1) a contract extension of two years; and (2) a payout to Grasso of
$139.5 million in deferred compensation.and. benafits.that. were already acerued and to which. Girasse-was ..
entitled.  According to McCall, the majosity. of Beasd.-members. he.spoke. 10. expressed “shock”_and
thought that this was a *big mistake.” MeCall said he asked" iiese Board-mentbers-io vail Grusso-to
expross-their-eppesition-to the dasl.. {Ashan said that.these salls.tonk place afier. the. Inly. ) 4 Commiftee. -
meeting, and McCall agreed that at least some or many of the calls may indeed havs vekeirplaceafterfuy. .
14.)

(ii) July 7, 2003

Sometime prior ta fulv 22007 -Gmaeo-eslled MeCall and-ouzeested thathe-speak-o Asher-gnd Mestin. ...
Lipton of Wachtell, Lipton, Rosen & Katz, who represented the Board on a number of matters, regarding
the disclosure of Grasso's proposed new contract. McCall met with Ashen and Lipton on July 7, 2003, in
McCall's office. At that time, according to MeCall, Lipton told McCall that, because the new governance
puidelines passed in June 2003 required that compensation matiers relating to the top five NYSE officers

be reported in the Annual Report — which is issued in March of each year — there was no reason for the
NYSE to disclose the new Grasso agreement in August, even if it was approved by the Board at thal time,
MeCall responded that, if the Board endorsed the arrangement in August, it would need Lo be disclosed at
that time. According to McCall, Lipton did not push back on the issue.

(i) Juty 14, 2003

On July 14, 2003, the newly composed Compensation Committee met for the first time and discussed the
proposed changes to Grasso’s employment contract.™ This was McCall's first meeting-as. Gommisee.. ..

136
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Chair. In attendance were MoCali (Char) wnd direciors Altisom, Fimk, Karmezin, Levin and Schrenmpp.
Others in attendance included Ashen and Mischell,"”’

. At this meeting, Ashen reviewed for the Committee the discussions and analysis that had been going on
for about a year concerning possible amendments to and extension of Grasso’s employment contract,
Ashen pointed out that the Coramitiee had received impul from Hewitt, Mercer and Vedder, Price, and
that McCall had engaged in discussions with Martin Lipton of Wachiell Lipton on the subject of
disclosure of the amendments to Grasso’s contract.

The Committee had before it on this date Mercer's final report on the financial consequences to the
NYSE and Grasso of the proposed changes, Mercer's July report, entitled “Financial Analysis of
Proposed Changes to Employment Agreement” was essentially (the same as its March 2003 report, except
that the amounts of Grasso’s various account balances had changed between March and July.™® The
proposed changes addressed by Mercer in its July report were as follows:

¢ Extend the Employment Agreement from June 1, 2005 to June i, 2007.

s Amend the SERP provisions_as_fnllnws:

-Final average pay is frozen to reflect 1999, 2000, and 2001 ICP awards

«The change in moriality table that wenit-into effect-as-of Jamiary- 2003 is rothed-- -
back to the priar talle

- ~NYSE pays the executive the amount already acerued on the Balance Sheet (851,574
as of December 31, 2002) in September 2003

-NYSE pays the executive ihe amount it acoiics cacli yeu (i.e., 37,138 Tmearly 2064, -~~~

2005, 2006 and 2007).
»  The executive drops out of the Capital Accumulation Plan (CAP)
¢ NYSE pays to the executive the balance in his deferred compensation plan accowat -
approximately $88,000[,000] (including the vested portion of his CAP account) in
September 2003, This amount has already been accrued on the Balance Sheet,
¢ Each year, the NYSE pays the executive the following amounts:
-His SESP deferral and company match ($144[,000] total}

-The portion of his CAP award that becomes vested during the year.

members, this meeting lasted for an bour, Ashen and Mischell walked through the proposal in great detail, and the
Committee member asked many substan(ive questions about the propoga).

137 See NYSE 01295455,

He See NYSE 000168-83.




WINSTON & STRAWN LLP
FPrivileged and Confidential : Repuort on Investigurion Reluting fo the

Arornev/Client Priviteged Compensarion of Rishard 4 Crassa...

Artorneyv Work Product

In analyzing these proposed changes, Mercer noted, among other things, that under his 1999 contract,
Grasso's projected SERP payout at June 1, 2005 was $82,713,000 (or more if future 1CP awards
increased his average pay). Under the proposed agreement, the report set forth, “Executive receives
$51,5741,000] in September 2003 and “Executive recgives $7,138[,000] in early 2004, 2005, 2006, and
2007

Mercer!s report summarized the payments in_five_bullet points as follows:

* Pay Grasso the following amounts as of September 2003:

SERP $ 51,574,000
SERP Transfer 33,608,000
SESP 6,368,000
CAP 13,218,000
Deferred ICP/LTIP 29,618,000
Vested Special Benefits 5,100,000
Total $139,486,000

o The praposed changes save the NYSE $3,601,000 on a net afier-tax, present-value basis.
o The proposed changes cost Grasso $1,433,000 on a net after-tax, present-value basis.

o In addition, the proposed chanpes to the Employment Agreement protect the NYSE
against higher costs that conld result if futare ICP awards are higher or the IRS further
improves the mortality table.

¢ Most importantly, the proposed contract changes extend the initial contract term from
June 1, 2005 to June 1, 2007.

The Committee met in Executive Session to address the proposed contract. At the conclusion of the
session, the Committee emerged and stated that it had voted to approve the proposed changes to Grasso's
employment agreement, as set forth in Mercer's reporf, and to recommend those changes to the full
Board, The Committee also directed Ashen to develop a template for how those changes would be
disclosed in the NYSE’s Annual Report, and to prepare a summary of Grasso’s current agreement and to
circulate that prior to the August Board meeting,

In addressing the proposed new agreement, some of the holdover Committee members expressed strong
feelings that the Committee already had made a commitment to Grasso to proceed with the new contract,
and that the new contract had been agreed to by the Commitiee and Grasso, and thus should be honored.
(At least one holdover member stated that he understood the proposed changes would save the NYSE
money, and was simply concerned with getting the dea] done and disclosed as soon as possible for fear
that the longer it dragged on, the more likely it was to be seen as having taken place “under my watch.”)
In response to questions raised by at Jeast one Commitiee member as to the validity and binding nature of
the prior compensation and benefits awards, it was explained (by Ashen and/or other Committee
members) that Grasso was, in fact, entitled 10 the money he would be receiving under the new coniract
(ie., it was vested), that the Committee had approved the vatious benefits aver time, and thal the proposal
had been vetted by consultants. McCall stated that he remained concerned about the proposed new
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contract, but relied upon the representations of holdover Committee members in these regards and went
along with them in voting to bring the proposal before the Board for approval.

According to Ashen, sometime after the July 14, 2003 Committee meeting, and prior to the August 7,
2003 Board meeting, Ashen and“McCail-iad a-convelsatioh wwhich theyagreed that it Board shouid e
advised of the contract proposal in advance of August 7, Ashen suggested that he call all the Board
members and tell them about it, but McCall told Ashen that he would do it. McCall then made ¢alls to
several Board members to let them know of the contract propesal. (As noted supra, McCall said this
conversation with Ashen occurred on June 24, and that his subsequent calls to the Board occurred
beginning earlier, in late June or early July.) Grasso said he was told by Ashen after the July 14 mecting
that MeCall would be ealling all non-Commitiee directors to advisc them of the issuc.

Grasso said he knew this meeting was occurring and was told after the meeting by Ashen—atid portapy "

McCall that the Committee was going forward with the proposal. Grasso said he had not spoken with any
Bogrd members outside of tire-Commitier atiout the proposed contract up to this point. He said thaf, by
this time, he had spoken with at laast twe Committes members about the fact thers would be controversy
surrounding the payout, but had not had any conversations with Committee members during which
anyone suggested to him that he not take the payout.

(iv) July 29, 2003

By e-mail dated July 29, 2003, Mischell transmitied 2 letter to Ashen containing calculations of the SERP
benefit that would be payable to Grasso at the end of the proposed contract (i.e., “as of June 30, 2007"),
under various inicrest rates. Mischell provided Ashen this information so Ashen would have it “in case it
comes up at the August 7 meeting.”** The projected Jump sum payable ranged from $0 using an interest
rate of 4%, to $11.9 million using an interest rate of 3%. Thus, Mischell wrote:

When we write the Agreement, we need to be careful. The Agreement should not say
that he gets $51,574[,000] in September 2003, four payments of $7,138[,000] and
nothing else. The Agreement should say that (1) the calculation is performed at 6/30/07
subject to current rules (for example, the maxirmum Jump sum rate 1s 4%) and (2) all of
the amounts described above are offset.

In other words, what we've toid the Committee so far, and what we will tell them on .
August 7, was that he is giving up two things: He is loclang in Average Pay (at the 1999-
2001 leve]) and we are rolling back the mortality table. We never said that he is giving

up the possibility of gething another payment at the end of his contract if interest rates
drop.

j- Late July 2003 to August 6, 2003

Between the July 14 Committee meeting and the August 7 Board meeting at which the proposed contract
was..to. bc.discussed.,-xhc--issus--cf--!h@-~prapasad--rmegatiation--zmd--paycmt--ww-i’nuf'subjeci of much
discussion and debate between and among directors, and between various directars and Grasso. Some
Board members learned of the issue for the Jir§t time during this period, and others were told it was on the
agenda for the August 7 meeting and later were told it was off the agenda. Indeed, Grasso himself finally
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decided that the contract renegotiation and payout should not be addressed at the August 7 Board
meeting.

(i) Conversations Between and Among Directors

During thia timeframe, McCall continued ta phene non-Commitiee member directors whom he believed
were unaware of the contract proposal to advise them of the proposal and the fact that it was going to be
presented for Board consideration at the Aupust 7 meeting. In his conversations with these directors,
McCall generally advised.-the directors-thet the contract-involved both-an extension-of Grasso's-term-and 2
payout of $139.5 million in deferred compensation and benefits, McCall, who stated that, at that time, he
had no knowledge or understanding of the approximately $48 million in future payments provided for
under the contract, did not advise the directors regarding those future payments. (As discussed, supra,
McCall believed he began calling directors some time in late June to early July,) Directors with whom
McCall spoke were generally surprised and concerned about the size of the payout, '

Some of the directors who received calls from McCall recalled expressing concern vegarding the size of
the payout and specifically, the public reaction the payout would trigger. Reactions included: “it was
going to be explosive”™; “T thought we had a serinus prohlem *; “Thic is a mistake™ and “We're dead
Carl.”

Some of the directors who received calls from McCall recalled questioning him as to whether Grasso was
legally entitled to the money and, if so, when he was entitled (o the maney (j.e., whether was vested), and
whether consultants had looked at the proposal. These directors recalled McCall assuring them the
money had been properly awarded and accrued, that Grasso was, in fact, entitled to it at retirement, and
that consultants had vetted the proposal.

After speaking with McCall, several directors contacted other Board members to discuss the issue and
share their concerns, There was an overwhelming sense among Board members that the payout at very
least presented significant problems in terms of “optics,” i.e., how it would be received publicly.

(if) Conversations Between Grasso and Various Directors

Several directors stated that, during this time frame, either at McCall’s behest or on their own, they
contacted Grasso to express their concern over the proposed contract, and to encourage Grasso to not take
the payout. The primary concemn raised by these directors was the negative publicity that would result
from the payout and the impact it would have on the NYSE. One of these directors stated he told Grasso,
“you won®i survive this™ If you'take the payout, and explained that the NYSE could not give a public
servant $14G miliion in revurn for a mere contract extension, |

According to Grasso, between July 14 and the Augusi 7 Board meeting, he received calls from at least
two Board members. He stated that he may also have received a call from a third director during this time
frame, but was not sure. In any event._be. did not.recall a flurry.of calle” .He. explained. thet. both
directors called to express concerns about the publicity that would surround disclosure of the payout.
While he stated that neither tried to talk him out of taking the payout, he “sensed from both they would®ve
pl:cfcntd I not take the draw down.” Both of these directors stated they, mn fact, told Grasso not to take
the payoul.
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During his conversation with one of these directors, Grasso expressed his “trepidation” regarding the
payout. According to Grasso, the director had told him he was happy Grasso was staying, bul concerned
that the publicity surrounding the payout would be bad. He said that he 10ld Grasso that he should defer
taking his payout until retirement. In response, Grasso told the director he didn’t want to do that because,
while confident the ¢urrent Board would honor his benefits, he was concerned a future Board might try to
deny him those benefits. Grasso asked, “What's to prevent a future Board from saying ‘that was a
different Board"™? While Grasso did not recall discussing this issue with any other directors, at least two
other directors recalled Grasso conveying to them a concern along these same lines al some point during
the renegotiation process, One director recalled Grasso expressing concern whether he had a valid claim
to the deferred compensation and benefits hic had built up.

{il) Grasso Decides to Put the Proposal Off

At some point prior to August 7, Grasso decided to table the contract proposal. Ile explained that he did
so hecause he sensed from the conversations he had had with directors that there would be concem
regarding the payout. He stated that he called McCall and told him “let’s not go forward.” Grasso was
clear — in tabling the proposal, he was not changing his mind regarding the payout, he was simply, “no
new contract.” He stated that he was not saying it in an adversarial way. Rather, he explained, he was
saying “My current contract expires in May 2005, If things are the same and you want me, we can do the
same deal at that time” — i.¢., “not now, we can revisit the issue when my current contract is up.”

According to McCall, he reported to Grasso that he had been receiving negative feedback from the Board
about the proposal. Specifically, McCall told Grasso that several Board members had told McCall that
the proposal was “bad timing" given various things going on at the time, including: (1) the investigation
of specialists at the NYSE; (2) the fact that governance issues were prominently in the news at the time;
and (3) the fact that the NYSE's analysis of its own govemance was still ongoing, and the SEC was
awaiting a report frorn the NYSE on that topic. Grasso advised McCall that he did not intend to move
forward with the contract at that time because he had gotien the sense from Board members there may be
opposition. Grasso told McCall that he had received phone calls from a number of direciors who had
expressed concern to Grasso about going forward with his renegotiated compensation package. Grasso
also told McCall that he had heard about McCall’s calls to these directors. McCal) was relieved and told
Grasso that this was the right thing to do.

Many directors learned prior to August 7, either through conversations with Grasso or McCall, or through
word of mouth, that the contract proposal had been tabled and would not be on the agenda for the August
7 Board meeting. Reaction among directors to the proposal being shelved was generally favorable.

Several directors noted that there was a “general sense of relief.”
k. August 7, 2003

Grasso amrived at the NYSE the momning of August 7 with the understanding that the contract proposal
was not going forward.

According to Grasso, early that moming, he spoke separately with two Committee members and told
them that he had called off the consideration of the contract at that time. He recalled they both had
similar reactions. They told him they thought it wils a mistake and that they would spesk ie McCaii
about it.
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(i} Compensation Committee Meeting

The Compensation Committee met at approximately 8:00 am. In atendance were McCall (Chair) and
directors Allison, Fink, Karmazin, Levin and Schrempp. Ashen was also present.'® At this meeting, the
issue of the proposed amendment to Grasso’s employment contract was raised, despite naot heing on the
meeting agenda," At the outset of the meeting, McCall reported-that, -a a result-of calls he had received
from Board members expressing opposition to the proposed coniract, Grasso had elected not to proceed
with the proposed contract at that time. Thus, McCall explained, the proposal had been tabled and would
not be presented to the Board that day. McCall also reported to the Committee that Grasso had conveyed
to him that he had no intention of leaving the NYSE. -

A long discussion ensued among members of the Committee. Holdover Committee members strongly
objected to putting off the proposed new contract and argued that it should be presented to the Board that
day. Among other things, they contended that the proposal should proceed because failure to do so would
show the public a lack of support for Grasso by the Board, shich. they_did. not_helieve was. in the best
interests of the NYSE, They also argued that, if the $139.5 million was due to Grasso, as they had been
told, then it was better to pay it out and disclose it at this point than wailing for it to perhaps grow higher.
In addition, the Committee discussed that, according to Mercer’s analysis, the proposal was financially
beneficial to the NYSE.

The Committee then directed Ashen to find Grasso and bring him 10 the meeting. Ashen said that he then
left the Committee meeting and went to Grasso’s office to tell him his presence had been requested at the
meeting. The Committee continued to discuss the issue at this time. Grasso said he was in his office
when Ashen came and told him the Committee wanted 10 see him. Ashen informed Grasso that a number
of Committee members thought it was mistake to call off the proposal and wanted to go forward. Grasso
stated that he was not surprised because of the conversations he had eariier Yhat morning withtiver twu-
Committee members,

When Grasso armived at the meeting, the Committee explained to him that it wanted to go forward with
the proposal, and wanted to hear his point of view. Grasso stated that he 101d them he sensed several
directors were concerned regarding the publicity that weuld likely raenlt from: the darge. payont, and. thus,
he had told McCall 1o put the proposal off. He added that, assuming conditions were the same in May
2005 - that he was in good health and the NYSE still wished to retain him — he would agree to do the
same contract at that time. According to Commitiee members, the Committee asked Grasso if he wanted

to proceed with the proposed new contract and Grasso said something to the effect of, “it's up to you™ ...
Grasso stated that he was in the meeting for probably less than 15 minutes and was then excused.

After Grasso left the meeting, the Committee voled unanimously (o recommend to the Board that the
proposed contract be approved, Afier the Committee meeting-ended {at about 5:15-azw.), Ashciinformed
Grasso that the Commitiee had decided to go forward with the proposal and present it to the full Board for
its approval at that day’s Board meeting.

W See NYSE 000029-10,
ol See NYSE 012951,
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(iT) Interval Between Compensation Committee Meeting and Board Meeting

Immediately after the Committee megting, McCall asked. Ashen to. prepare. for him.a set. of-talldng points
for a presentation to the Board regarding Grasso's proposed contract extension and payout, According o
Ashen, because the Board meeting started later that morning, he had only about an howr to prepare
something for McCall. According to Ashen, he suggested 1o-McCall thathe (Ashen)nake apreseration
to the Board regarding the proposal, to which McCall responded, “No.” Ashen said that he then suggested
to McCall that he at Jeast assist him in some way in making the presentation, and MeCall again refused.

Ashen then prepared two documents: (1) a three-page handout for the Board,'” and (2) a two-page
document outlining “Speaking Points” for McCall.'

The handout was comprised of the first page of the “Conclusions” in Mercer’s July report.(page 12),
which set forth the makeup of the $139.5 million payout, and a two-page document, entitled “Source of
Funds,” which showed “the sources of funds that would be paid 10 the Executive in September 2003
should the agreement approved by the Committee be approved by the Board of Directors.” The handout
made no mention of the approximately $48 million in future payments that would be due Grasso under
the terms of the proposed contract,'

The Speaking Points, which Ashen stated he had only about 15 minutes to generate, summarized the
amounts to be paid to Grasso under the proposed contract. In addition to outlining the $139.5 million, the
Speaking Points addressed the future payments to be made to Grasso under the terms of the proposed
contract, Specifically, the Speaking Points set forth:

*  Under the heading Reparding Dick's SERP Benefit: “The Exchange will pay 1o Dick his

vested SERP benefit that has been accrucd-4o-date o the- WYSE s bulanve: sheet -

September 2003 ($51.6 million) and the amountihat is accrued each year ($7.1 million in
2004,.2008, 2006, 2007).”

¢  Under the heading Deferred Compensation: “Each year the Exchange will nay Dick his
SESP deferral and the company match ($144,000) and the portion of the CAP account
that becomes vested.”

According to McCall, the handout Ashen created before the Board meeting was made up of pre-existing
documents, Although McCall could not recall the precise date the “Sources of Funds” document was
created, he said that he had asked Ashen to prepare it at & time prior to Grasso having tabled the proposed
contract, when McCall believed the Board was going to consider the proposal on August 7.

" See NYSE 000045-47,

oy See NYSE 00004344,

I Pursuant 1o the amendments to Grasso’s employment agreement, Grasso was 10 reccive, in September 2003, a payout

of $139.5 million. In addition, according to the September 9, 2003 lener from McCall to Danaldson, the amendments

to Grasso's emplayment agreement also called for Grasso o feceive appioxiniciy 548 miiiien in additionai Yowre: = =

compensation over the next four years, through 2007, in three components, as follows: (a) the occrued and earnext, but
not yet expensed, balance of Grasso's supplemental retirement benefit in the smount of about $7.138 million per year
from 2004-2007 ($28.6 million); (b) the unvested amounts that have previously been credited to him as they become
vested in accordance with the CAP on his 57(th through 60th binthdays in 2004-2007 ($12.1 million); and (¢) a special
retention payment awarded for 2000 in the amount of §5 million (phus inlerest at 8% per annum from February 1, 2001)
on February 1, 2006, if Grasso is empleyed af the NYSE on that date (approximatcly $7 million).
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- During the interval between the Committee and Board meetings, Ashen also called Mischell of Mercer
and informed him the proposal was going forward that day and that “we’re going to the Board in 20
minutes.” Mischell, who was at his office in Princeton, New Jersey, told Ashen he could not make it to
the meeting. (Mischell had originally been invited to anend the August 7 Board meeting but was told,
prior iv Augusi 7, that the-propesat-had heen put off, and, thue, ha did not need 1o artend the mecting.)

Shortly before the Board meeting, Ashen gave the Speaking Points and handouts to McCall, Ashen said
he again offered to make a presentation to the Board about the contract proposal, but McCall again
declined.

(iif) Board Meeting

The Board meeting began at approximately 10:30 a.m.'* McCall presided. Present were directors Bartz,
Cayne, Duryea, Fagenson, Harrison, Jung, Karmazin, Langone, Larson, Levin, McNamee, Purcel], Quick,
Schrempp, Sonsini, and Summers. Director Albright attended by phone. Afier Grasso announced the
resignation of NYSE Vice Chairman Robert Murphy, he retired from the boardroom.

Ashen then entered the boardroom and passed out to the Board members the handout he had prepared.
(The Speaking Points that Ashen had provided McCall were not distributed to the Board at large.)
Whether Ashen stayed in the boardroom and answered questions at that point is a subject of some dispute.
According to Ashen, at the outset of the meeting. McCall made a gestre to him that Ashen felt was a
clear signal that McCall wanted him to leave the room, so he leit the room. McCall, however, recalled
that Ashen stayed at the meeting for a period of time and answered several (10-12) questions regarding
the proposed payout, However, not a single Board member, aside from McCall, agreed that Ashen
remained in the meeting other than to distribute and collect the NYSE handouts (at the beginning and end
‘of the meeting).

Notes from the Office of the NYSE Corporate Secretary taken on August 7 indicate that Ashen was at the
meeting for about 8 minutes.** Notably, two directors specifically recalled that, not only was Ashen not
in the meeting, but when cne of them leaned over and quietly suggested to McCall during the meeting
that Ashen be brought in to help explain the contraci proposal, McCall refused to do so.

McCall begran addressing the proposal and by most accounts struggled in explaining it. MeCall provided
the Board a short overview of the $139.5 million and the contract extension, but he acknowledged to us
that he never reviewed or used the Speaking Points that Ashen had provided him. Shorily inte his
overview, McCall was interrupted by various Board members who began discussing and arguing about
the proposed contract,

Many Board members commented that McCall did not clearly or adequately explain the terms of the
proposed new contract and payout, and appeared to know little about them. Many directors stated that

there was a great deal of confusion and a tremendous lack of clarity regarding what the precise terms of
the proposed contract were.

All agreed that McCall made no mention of the approximately $48 million in scheduled future payments
due to Grasso under the proposed contract (representing SERP and CAP benefits and payout of Grasso’s

s See NYSE 024168-77.
W See NYSE 027499-50),
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2001 $5 million special bonus). All directors also agreed that there was no discussion at the meeting
regarding the $48 million; it never came up at all, In fact, it appears that Board members were led to
believe that, pursuant to the contract extension and the payout of the $139.5 million, there would be no
further accumulation of SERP benefits or any other deferred compensation or benefits.

None of the former or current Compensation Committee members who were present at the meeting
mentioned anything about the $48 million in scheduled future payments. At least three of the Committee
members stated that, at the time of the August 7 meeting, they were unaware that Grasso would be owed
approximately $48 million in future payments under the proposed agreement.

The Board engaged in a prolonged {approximately two hours) and heated discussion regarding the
contract proposal. During the discussion, numerous arguments were put forth both in favor and in
opposition to the proposal. All directors were generally in favor of extending the term of Grasso’s
contract. The discussion and debate centered around whather Gragse should receive the $139.5 million
Payout.

Among the main arguments put forth in favor of approving the proposed contract were the following:

¢ The $139.5 million was fully due and payable, and it was better to disclose it now than
have to deal with a Jeak or disclosure later.

¢ Paying the $139.5 million now acmally resulted in a $2-3 million savings to the NYSE.

¢ The $139.5 million could grow to a much larger number and cause the NYSE to have to
make a much larger payout later.

« Not paying out the $139.5 million would show the public that the Board has a lack of
confidence in, or support for, Grasso.

Among the main arguments put forth in opposition to the proposed contract were the following:

¢ It was an excessive amount of money, (One director stated that he argned that $139.5
million was simply too much money, but abandoned this argument after the
Compensation Commitiee members responded that this 1ssve had already been decided
and that Grasso was legally entitled to the whole payout under his contract.)

¢ The payment of the money now would bring the NYSE and Grasso into distepote and
show a lack of moral compass and a lack of adherence 1o the same corporate governance
standards that the NYSE imposed on its listed companies and members.

At some point during the meeting, according to some directors, a siraw poll was taken as to whether to
approve the payout. Though the precise tally of that straw poll is unclear (several directors recalled it
being an 11-7 vote, while others either recalled a different vote, or had no specific recollection), there
were more directors in favor of the proposed payout than there were against it.

Ultimately a vote was taken as to whether to approve the proposed contract terms — both the extension of
Grasso’s term and the payout. It does not appear, though, that an actual vote was taken. Rather, given the
realization among the directors that there were mote directors in favor of the proposal than against it, and

e = e i 2 e et e ——
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after much discussion, the Board agreed to present its approval as unanimous. Some directors who werc
against the payout stated that, as a condition of their agreeing to present the Board’s vote as unanimous, it
was ngreed that the vote would be presented to Grasso as a vote in favor of the contract ¢xtension, with
the “strong suggestion” that he not take the entire $139.5 million payment ai that time.

Following the approval of the proposed agreement, the subject of the disclosure of the agreement was
addressed. According to McCall, he made it clear that if the Board was going to go ahead with the deal, it
needad to be diccloced nowe (ie., “quiekdy™} rather thas dnter; though-no- specific imetable was-sei. e
felt that it was best to get it out publicly and try to put the best spin possible on it, rather than have to deal
with a leak. The Board agreed and told McCall to handle it.

Grasso stated that he was not in the Board meeting for discussion of the issue of his contract. He
described the executive session as “extended™ and said it probably Jasted 90 minutes, At the end of the
Board meeting, he recalled, the Board invited him into the boardroom and informed him that his new
contract had been approved, and congratulated him.

Many Board members who were not previously familiar with the proposal (non Compensation Committee
members) left the August 7 meeting with little to no understanding of the contract and payout. In fact, no
draft contract had even developed at this point. McCall was delegated the authority to execute a contract
reflecting & contract extension for Grasso with the payout of the $139.5 million in deferred compensation
and benefits. However, of the directors interviewed, some recalled McCall being delegated autharity 10
negotiate the contract, others did mot, and yct other directors said they were unclear that McCall was
delegated the authority to both negotiate and sign the contract without it being presented first to the
Board.

Grasso acknowledged that he had spoken with several Board members since the August 7 Board meeting
about what went on in the meeting. He stated that the genera) substance.af. those. dissussions . was - thet.
there was a varying degree of understanding on the Board ~ some directors understood the proposal
completely and some did not — and that McCall’s presentation did not fully brief them regarding the
proposal, (Grasso also said he understood that at the August 7 meeting, McCall had been delegated the
responsibility of getting the contract together. to. memorialize the egreement,

Subsequent (o August 7, several directors said they called Grasso to try to convinee him not to (ake the
payout, and at least one director stated Grasso indicated he would think about it. Grasso stated thaf,
between the August 7 meeling and the signing of the contract an August 27, he did not receive any calls
suggesting that, even though the Board had approved the payout, he should, in his discretion, tum the
payout down. He did, though, recall “a couple of conversations” with one director regarding the negative
reaction the disclosure of the payout would bring. That director stated he told Grasso “it’s going to cost
you your job,” He stated that Grasso subsequently told him that, afier speaking with Martin Lipton, he
had decided to go ahead with the new contract and payout.

. August 8, 2003 to August 27, 2003

(i) August 12, 2003

Qn August 12, 2003, the Commirtee held a meeting during which it discussed the preparation and
dmclosure of Grasso’s new agreement. In atiendance were McCall (Chair) and directors Fink, Karmazin
and Levin. Ashen was also present. It was decided that once the agreement had been signed by McCall
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(on behalf of the NYSE) and by Grasso, it would immediately be disclosed in its entitety. In addition,
Ashen was directed to have Proskauer Rose LLP (“Proskaver”) begin drafting a new agreement that
would reflect the proposal approved by the Board.

Following the meeting, Ashen contacted Yan Levin at Proskaver, who had drafied Grasso's 1999
agreement, and asked him to dreft the new employwient agreement. On that call, Ashen informed Levin
as to the terms of the new agreement, Levin recalled asking Ashen at the time whether the NYSE had
obtained a “reasonableness opinion™ for the averall level of compensation contemplated under the new
agrecment, noting that the NYSE might want to obtain such an opinion in order to avoid problems under
New York’s Not-for-Profit Corporation Law, which required that director and officer compensation be
“reasonable.” Levin said that Ashen told him that the terms of Grasso’s new agreement had been
negotiated for months, that Wachtell Lipton, Hewitt, and Mercer had beern involved in locking at the
terms, and that the law firm of Vedder, Price had given the NYSE a reasonableness opinion. Levin stated
that such opinions are typically given by compensation consultanis, not Jaw firms, so at the time he found
it highly unusual that Vedder, Price had issued the reasonableness apinion. He recalled telling Ashen that
Proskaver didn’t give reasonableness opinions. Ashen stated to us that he did not obtain a reasonableness
opinion, and that he never told Levin or anyone else that he had obtained such an opinion.

In a call later that same day, Levin spoke with Ashen and MeCall about the contract. According to Levin,
the terms of the contract were not discussed during the call, as Ashen indicated to McCall that he had
already briefed Levin on those terms. Levin stated that McCall simply 10]d him something to the effect of
“Good, go do it” Levin stated that this conversation with McCall was his only contact with the
Compensation Committee during the course of drafting the contract.

(1) August 13, 2003 to August 26, 2003

Between August 12 and August 27, when the contract ultimately was executed, Levin worked on drafting
the contract. During this time, McCall was sent numerous drafis of the contract. McCall stated that he
talked to Ashen about the contract and that Ashen assured him that the terms of the contract were the
sarne terms that had been addressed and approved at the Commitiee and Board meetings. McCall stated
that relying on Ashen, he did not focus on the details of the drafts. Grasso stated that his dialogue
regarding the contract during this time frame was exclusively with his attomey, and Ashen.. He explained.

that fs discussions with Ashen were purcly administaiive or jomist nature, regarding geting the

contract done; they did not discuss the terms of the contract, which had been decided by the Board.

In late Avgust, approximately one week prior to the conwract being executed and announced publicly,
Ashen briefed Robert Zito, the head of Communications at the NYSE, about Grasso's contract.
According to Zito, this was the first he had heard about the new contract. He slated that Ashen explained
ta Zito the terms of the agreement, Specifically, he stated that Ashen told him that, pursuant to the new
agreement, Grasso’s employment term would be extended to May 2007 and Grasso would receive a
salary of $).4 million, a minimum target bonus of $1 million that was not guaranteed, and would be
allowed to draw down any funds he had in his savings and retirement plans, which totaled $139.5 million,
Zito also stated that Ashen gave him the two-page memo entitled, “Source of Funds™’ (which had been
distributed as part of the handout at the Board.meeting), and. 10ld. Zite. thet- this: memo- summarized the
$139.5 million payout, That document made no reference ta (he $48 million in future payments due to
Grasse under the terms of the new contract,

w See NYSE 000046-47.
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(iii) August 27, 2003
On August 27, Grasso’s 2003 Employment Agrcement was executed.'® Grasso signed the contract at his
home, and noted that when he received it, it had already been signed by MeCall on behalf of the NYSE.
Grasso stated that he had reviewed the contract and that it accurately reflected his agreement. After the

i 1 1
contract-was signed, Grassocatted MeCathtothemk-tim:

McCall admittedly signed the contract without reading it in its entirety, Fe stated that he sipned it based
on (1) having been told by Ashen that the bottom line was $139.5 million, and (2) the Board having been
advised that the bottom line was §139.5 million. The additional $48 millien in future payments owed
Grasso under the agreement is set forth in various sections of the agreement, For example, approximately
$40 million of the $48 million is set forth in charts on pages 4 and § of the agreement. Specifically, the

agreement set forth two schedules of payments (foture SERP and CAP benefits) to be paid Grasso-under--- -

the new agreement. The SERP chart in the agreement showed as follows:

Date Amount
January 1, 2004 $7,138,000
January 1, 2005 $7,138,000
January I, 2006 $7,138,000
Janvary 1, 2007 .$7,138,000

The CAY chart in the agreement showed as follows:

Vesting Dates Amount
Grasso’s 57th Birthday (7/26/03) $1,449,822
Grasso’s 58th Birthday (7/26/04) $2,950,630
Grasso’s 59th Birthday (7/26/05) $3,115,866
Grasso’s 60th Birthday (7/26/06) $4,604,921

On this same date, the NYSE issued a press release regarding Grasso’s new contracl. The press release
disclosed the $1.4 million salary, at least $1 million target bonus, and $139.5 million payment of deferred
compensation and benefits that were provided for under the terms of the contract.'® The press release
made no mention of the $48 million in future payments to Grasso called for under the contract. McCall
stated that at this point, he had no understanding or knowledge of that $48 million.

Before the press release went out, Robert Zito, Grasso, Ashen and McCall reviewed it. Grasso stated that
the press release had also been sent to him at his home, and noted that he reviewed it and “may have
word-smithed it a bit, a few words,” but made no substantive edits. Grasso stated that he knew the $48
miltion was part of the contract when he signed it and explained that the omission of the $48 million from
the press release was intentional. He said that it did not need to be disclosed at that lime because it was
comprised of payments in the future. He stated that he and McCall had a press conference and discussed
all that was being paid out in August 2003. He noted that the NYSE had previously decided in June 2003
that executive compensation would be disclosed and that future payments would be disclosed at the time

they were made. He recalled this being explained at a September 9 or 10 press conference, and noted that
“it was Carl's decision.”

e See NYSE 000945-69.
149 See NYSE 033225-27,
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Following the August 27 press release, at least one director recalled the Board being faced with “days and-
days and days of damage control.”

m. September 2003
(i) Early September

On September 2, William H. Donaldson, Chairman of the U.S. Securifies and Exchange Commission,
sent a letter to McCall after the NYSE announced on August 27, 2003, the unanimous approval of
Grasso's 2003 agreement'™ In the letter, Donaldson wrote that, “In my view, the approval of Mr.
Grasso’s pay package raises serious questions regarding the effectiveness of the NYSE's current
governance structure.” He further wrote that, “[T]o befter assess the steps that the NYSE has taken to date
with respect to its governance processes, we need full and complete information about the procedures and
considerations that governed the award of Mr. Grasso's pay package.” The letter further enclosed a two
page list of questions regarding the tarms of the pay package and related items and the process of their
approval, and requested supporting documentation re)ated thereto. McCall, Grasso, Ashen, and Ashen’s
staff spearheaded the NYSE’s response to Chairman Donaldson’s letter.

On or about September 2, Grasso received payment (in two installments) of the $139,486,000 provided
for under the 2003 conract.'”!

In early September, the issue of the at least $48 million owed Grasso in future payments, unknown to
most Board members before this time, began to surface,

Shortly after September 2,-many- Bowrd-nenbers jeamed of the” Fa8 milllion” for the first time in
connection with the NYSE’s preparation of its response to the SEC’s Sepiember 2 letter, In early
September, Grasso met with several directors who expressed that they were unaware that Grasso was
owed at least an additional $48 million in future payments under the 2003 agreement. Grasso stated he
had believed they all knew about this matter because he thought it was in the presentation and materials
McCall-had-gives - the Boand ot Augusi 7. "Grasso then adked Ashen io give him what he had given
McCall at the Board meeting. (He stated that, at or around thig time, Ashen showed him the handout
from the August 7 Board meeting. Grasso also stressed that Ashen had given MeCall a term sheet in June
that set forth all of the contract terms.)

(li) September 5, 2003

According to McCall, on September 5, 2003, he was at the NYSE (o attend a meeting of the Special
Committee on Governance. Just prior to the meeting, McCall was called into Grasso’s office, with Ashen
present, and Grasso said that he was entitled to an additional $28 million in future payments which would
have to be disclosed in the SEC response-letier. McCall said that he had never heard about the $28
million, but Ashen and Grasso respanded that it had been disclosed to and discussed with McCall,
According to McCall, neither Grasso nor Ashen said anything at that time about another $20 million in
future payments that were part of the $48 million.

150 See NYSE 054560-63.
s See NYSE 029897-99, 024601 -05.
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McCall stated that, at the Governance meeting, the issue of the additional $28 million was raised. When
asked by one director whether there was any more money owed Grasso, McCall stated that Ashen
responded that there was another $20 million in future payments as-well.

Grasso stated that he was in artendance at the September 5 Governance meeting. He specifically recalled
the $28 million (or the $48 million) coming up. He stated that he did not think the full $48 million was
discussed at that meeting, as he thought the additional $20 million was only raised subsequently, Grasso
recalled that a number of directors indicated it was first time they heard of these future payments, He
noted McCall “couldn’t have passibly” been hearing it for the {irst lime.

Afier the Governance meeting, McCall said he was again asked into Grasse’s office. Already present
with Grasso were Ashen, Lipton, and Langone. Grasso also recalled meeting with McCall, Lipton, Ashen
and Langone in his office on the day of the Governance meeting. McCall said that Grasso told him that
he felt he should take the $48 million because he felt that not doing so would disparage and undermine
the process of the Committees and Boards that had gone through the review and approval process and
endorsed the agreement.

According to Grasso, they discussed the fact they would have to disclose the additional $48 million in the
NYSE’s response io he Chaiiman Donaldson’s leiier, He recatied MoCall (a1 thal mesting or another)
professing that he did not know there was another $48 million, even though it was in the contract. Grasso
recalled telling McCall that it was clearly laid out in the contract and that “if we changed anything, it
would be a repudiation of the whole contract.” Grasso stated that Lipton also said that any change would
be a repudiation of the contract, and that Langone and Ashen just agreed.

Grasso's recollection was that McCall was uncomfortable with the disclosure of the $48 million, but did
not ask him to forego taking the money. McCall said he strongly sugpesnaa i Grassoui-take-the 546
million, but Grasso indicated that he would take the money and the others supported him. McCall said he
also advised Grasse not to take the $48 million in a subsequent conversation they had, and that he
explained to Grasso that he believed taking the $48 million would be damaging 10 Grasso personally.

{iii) September 8, 2003

A Compensation Committee meeting was held on September 8 to discuss the events that had taken place
since the NYSE announced Grasso's 2003 contract, and to discuss how to respond to the SEC’s inquiry
surrounding Grasso’s 2003 contract and compensation.'” In attendance were McCall (Chair) and
directors Allison, Fink, Karmazin and Levin. Also in atiendance was Ashen. The Committee voted not
to recommend renegotiation of the contract, and to immediately disclose to the public the response as well
as the agreement.

{iv) Directors’ Reactions to the $48 Million in Future Payments

Several directors recalled receiving a call from McCall prior to the September 9 Board meeting advising
them that there was a problem and saying that he had just leamed of an additional $48 million in future
payments owed Grasso under the 2003 contract, Other directors said they learned of the additional
monies owed Grasso through phone conversations with other Board members who themselves had just

=2 See NYSE 000037-38.




WINSTON & STRAWN LLI
Priviteged und Confidentiul Repori on Imvestiganon Reluong fo ths:
AnomeviClient Privileged Compensation of Richard A. Grusso
Arfmmev Work Product

learned of the issue. Yet other directors first learned of the additional $48 million when they received the
draft response to the SEC on September 8 or 9.

There was a general sense of disbelief amongst directors in Jearning that Grasso was owed at least an
additional $48 million in futre payments under the 2003 agreement. Some directors expressed anger
over the fact that they had not been advised of any future payments at the August 7 Board meeting and
had in fact been told that the $139.5 million was the sum total of what was to be paid to Grasso in
deferred compensation and benefits. There was also a general feeling that this additional money would be
a huge problem given that the NYSE had just issued a press release which made no mention of the $48
million in future payments owed Grasso under the 2003 contract,

n. September 9, 2003

On September 9, a telephonic Board meeting was held, at which the Board discussed the NYSE's
response (o the SEC’s September 2 letter and the $48 million in future payments provided for in Grasso’s
2003 employment agreement,”” Chairman Grasso presided. Present were directors Albright, Allison,
Britz, Cayne, Duryea, Fagenson, Fink, Harrison, Jung, Karmazin, Kinney, Langone, McCall, McNamee,
Mack, O’Neal, Paulson, Purcell, Quick, and Sonsini. Others present included Ashen and Lipton. A draft
response to the SEC’s letter, and exhibits thereto, had been prepared and cirewlated to the Board the prior
evening, though not all directors received the exhibits,

Included in the draft response was refererice to the $48 million, All agreed that when directors saw

Grasso was entitled to future payments, many expressed surprise and dismay in response to this
disclosure,

According to some directors, as well as notes of the meeting, during the call, Lipton stated that he had
reviewed the NYSE's draft response and commented that the $48 million in future payments provided for
under the 2003 agreement had been earned by Grasso and was legally his.'**

The Board then went into Executive Session, at which point Grassoe and Liplon left the call. A discussion
ensued regarding whether to demand that Grasso not take the $48 million. Prior to the Board reaching a
conclusion on the issue, Grasso interrupted the Executive Session and announced he had decided io
forego receipt of the $48 million."** Grasso was praised by the Board for his decision.

The minutes of the September 9 meeting reflect that “Chairman Grasso informed the Board that he had
determined to forego receipt of his remaining prior eamed compensation, thereby foregoing the future

19 See NYSE 024268-69.
I See NYSE 032817, 029217.

19 Grasso siated that, while off the Board call, he phoned Lipion pécause he serised at’ the Boand wus very

uncomfortable regarding the disclosure of the additional $48 million. He stated that he told Lipton he was going to 80
back on the call and say he would not Lake the $48 million. According 1o Grasso, he simply shared with Lipton that he
hd made that decision, Grasso explained that Liplon responded, * 1 don't think that’s a good idea.” He indicated thet
he understood why Grasso was doing it, and even said (hat peaple on the Board call were uncomfartable with the $48
million. According 1o Grasso, Liptan believed that Grasso was entitled to the $48 million. Grasso noted that Lipton
may have been on the call with him and the Board call at same time. Grasso explained that he then dialed back inta the
call and said to the Board that he recognized their_discorafortand that peaple. han heen_confuzed snd . therefore he had

decided 10 “foregoe™ the $48 million. He stated -thai - - thuoked -the Board -xvd - thai -the -directors -were -genvinely
Appreciative.
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payments of approximately $48 million.”* (Drafi minutes of the September 9 meeting reflect that
Grasso determined he would forego the $48 million and that “[fJhe Employment Agreement will be
revised accordingly.”)"*’ Ian Levin stated that, subsequent to the September 9 Board meeting, he was
contacted by Ashen about drafting an amendment to Grasso’s contract memorializing the waiver. Levin
szid that he drafied the amendment, but that it had not been Yorwarded to the NYSE because he never
heard back from Ashen as to who it should be sent to.

After the meeting, McCall signed the NYSE's response letter to the SEC. That letter included the
following statement: “Mr. Grasso has informed the Board of Directors that he has determined o forego
receipt of [the $48 million].”'*® (Grasso stated that he understood the response would reflect what he had
said in this regard)) The submission was prepared by Grasso and the entire staff, and was signed by
MeCall in Grasso's office. Grasso himself served as the principal contact with the SEC. All of the
materials sent to the SEC were then made available to the press, A press conference was held, with
McCall and Grasso present. McCall stated that, while the NYSE’s Angust 27 press release had indjcated
that the Board approved a $139.5 million payout to Grasso in connection with his 2003 employment
agreement, the NYSE's response to the SEC indicated that thers was another £48 million-in payments die-—
Grasso under that agreement, but that Grasso had foregone receipt thereof.

0. September 17, 2003
{i) Scheduling of the September 17 Board Meeting

On September 17, 2003, a telephonic Board meeting was conducted at Grasso's behest. Grasso stated
that he called this Board meeting because there had been an enormous media and political call for him to
step down. He recalled that on September 17, two State treasurers and two Democratic Presidential
candidates (Joseph Lieberman and John Edwards) had called for his resignation. Because the Board had
given their unanimous support to him on August 27 and Septemnber 9, he wanted the Board to hear about
these calls for him to step down and to reflect their thoughts. Grasso was also concerned about press
reports that certain directors were having side meetings in an effort to.force. him cut.

(Il) Board Meeting

The telephonic Board meeting commenced at approximately 4:15 p.m.' Chairman Grasso presided.
Present were directors Albright, Allison, Bartz, Britz, Cayne, Duryea, Fagenson, Fink, Harmison, Jung,
Karmazin, Kinney, Langone, Levin, McCall, McNamee, Mack, Paulson, Purcell, Quick, Sonsini and
Summers. Others in attendance included Ashen and Lipton.

At the outset of the meeting, Grasso read the following writien statement to the Board, which had been
drafted by his atterney snd edited by Grasso:

I want to start by saying that I have tried to analyze the current sitwation from as many
perspectives as I can objectively, and while I"say this with the deepest reluctance, the best

v See NYSE 024268-69,
19 See NYSE (4804143,
158 See NYSE 000001-12.
1% See NYSE 024258-60,
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alternative, it seems to me, is that I should submit my resignation at the next board meeting if you
wish me to do so, for the benefit of the NYSE and to help prescrve what we have tried together to
build over the last 35 years and I look forward to supporting the Board and the NYSE in bringing
about & smooth transition to a successor management tcam. I believe this course is in the best
interest of both the NYSE and myself,'®

Grasso noted he also told the Board about the various statements and calls for his resignation that had
‘been made by politicians and State treasurers. At 4:22 p.m,, Grasso left the call as did Britz, Kinney,
Ashen and Lipton,

Following Grasso’s announcement, the Board went into Executive Session. With McCall presiding over
the meeting, a long discussion ensued regarding the issue Grasso had presented.

Ultimately, by a vote of 13-7, the Board decided to accept Grasso’s resignaticn:

E. The Structure/Functional Operation of the NYSE as it Relates to Issues
Regarding Grasso's Compensation

As part of our Investigation of matters relating to Grasso’s compensation, we examined several aspects of
the NYSE's structure and functional operations that, for various reasons, became relevant to
compensation issues.'”' The information we leamed concerning these aspects of the NYSE is set forth
below.

1. Board Appointments

During his tenure as Chairman and CEO, Grasso had significant input as to the composition of the NYSE
Board of Direciors. Although the NYSE had an independent Nominating Committee responsible for
electing Board members, Grasso had significant input with respect to the composition of the Nominating
Committee and was instrumental in determining the composition of the Board.

Throughout Grasso’s tenure, pursuant to Article V of the NYSE Constitution, the Nominating Committes
was comprised of eight members, four of whom satisfied the definition of public director, and four of
whom satisfied the definition of industry director. Members of the Neminating Committee were selected
by the current Nominating Committee. The NYSE Constitution provided that, in selecting members of
the Nominating Committee, the Committee was to consider “representatives from all Exchange
constituencies, taking care to avoid having any undue concentration of such nominees from any one area
or industry.” The Constitution further provided thai the Nominating Commirtes he divided ints swa
classes, with each class consisting of two public and two industry persons, whose terms shall expire in
- -alternate yeara. - The Chairman of the-Conmntice is elecicd anmoaliy, with thé Chairman aitemating yem -
to-year between a public person and an industry person.

The Con_stitution expressly provided for the Commitice 1o act independently of the Board. The
Constitution stated that the “Board shall have no control over or power with respect to the Nominating
Committee,” and further provided that no directors shall be eligible to serve on the Comminee, However,

180 Sea NYSE 002878,
(1]

Duc to tim.c constraints, our investigation of some of these issues was not os detailed a8 our investigation of Grasso's
compensation issues.
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the Nominating Committee was not prevented from soliciting the views of the Chairman or other
members of the Baard,

The main purpose of the Committex was to come up with a slate of nominees to recommend to the Board,
present the slate to the Secretary of the Exchange who, upon receipt, notified the members of the
Exchange of the names of such nominees. In selecting nominces, the Committee sought nominees
“committed to serving the interests of the public and strengthening the NYSE as a public securities
market.”

While Chairman and CEO, Grasso took an active role in the affairs of the Nominaling Commitiee and
provided direct input into the composition of the Commitiee. Grasso kept apprised of nominees to the
Committee and advised the Committee which nominees he preferred. Often, Grasso’s preferred nominees
were elected.'™ Grasso also provided input regarding which member would serve as the Committee’s
Chair.'® One former director even referred to the Nominating Committee as being “basically his team,”

Through his interaction with the Nominating Committee, Grasso also heavily influenced who was
appointed 1o the Board. During Grasso’s tenure, the NYSE Constitution provided that the Board consist
of 24 directors clected by the members of the NYSE, a Chairman of the Board, the Executive Vice
Chairman, if there be one, and the President, if there be one. The Constitution further provided that
Directors consist of twelve public and twelve industry directors, divided into two classes of twelve each
(six public and six industry directors), whose terms of office expired in alternate years. The Constitution
further prescribed parameiers for both public and industry directors, Directors were prohibited from
serving more than three consecutive terms.

Grasso took an active role in the selection of Board members. The NYSE Constitution, Article V, set the
procedures to be followed by the Nominating Commitice and provided for the Chairman of the Board to
have a consultative role to the Committee: “(T)he Chairman of the Board shall meet with the Nominating
Committee prior to March 1 of each year to report on the needs of the Board and to provide any other
information relevant to the work of the Nominating Committee.” Grasso, as a matier of course, was
significantly more involved than provided for under the Constitution.

Grasso made it clear to the Committee that he believed it was important for the CEOs of the top five or
six financial firms o serve on-the Bowd:- White i 7s noi-a requirement for Board membérs to bé CEOE,
Grasso made 2 point of recommending that only CEOs of organizations be appointed to the Board.
Grasso would give the Committee a range of names to fill vacancies, It appcars that, in practice, Grasso
selected many on the Board members by referring to the Nominating Committee candidates whom Grasse
wanted to have on the Board and the Nominating Commitiee then approved those choices.™

As a result of Grasso having influence both as to the composition of the Nominating Committee and the
Board, in Grasso’s later years as Chairman ~ years when his compensation reached very high levels — he
had a hand i selecting the Board members who decided on his compensation.

162

See NYSE (0410405, 004027-28.
16 See NYSE 006775-78, 003540-41, 008333-34.
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2. Compensation Committec-Appointments

Not only did Grasso have significant input in the selection of Board members throughout his tenure; he
also had the unfettered authority to select which Board members served o the Compensation Committee
end, likewise, to select the Committee Chair. Thus, Grasso hand-selected the members of the Commitiee
charged with reviewing and recommending his yearly compensation.

Members of the Compensation Committee at the NYSE were appointed in June of cach year, at the same
time that all other committee assignnwnis were made. Pursuant 10 the charter under which i Comigmes———
operated since 1995, roembers. of this. Committes were-appointed by the Choirman snd apmraved R the— o s
Board, with the Chairman gelecting the Chair of the Commiltee;

RESOLVED, that the [HUMAN RESOURCES] POLICY AND COMPENSATION
COMMITTEE shall consist of such number of Directors as shall be appointed by the Chairman
and approved by the Board, one of whom shall be selected by the Chairman to serve as presiding
member.

Grasso acknowledged that, each ycar, he made his recommendations to the Board eoncening. Commities...
assignments, inciuding s recommenidations regarding the Compensation Committee. Grasse could not
recall a single instance in which the Board rejected one of his Committee assignment .recommendatione,
Thus, in practice, Grasso directly controlled not only which Board members served on this Committee,
but also which person would serve as the Committee’s Chair.

Several members of the Committee during Grasso’s tenure had friendships or personal ties or

relationships with Grasso, inchuding Charies Bocidet, David Komansky, Robert Murphy, Ken Langone
and Richard Fuld.

Also, duning the years 1999-2002, when Grasso was awarded extremely high levels of compensation,
members of the Committee earned large compensation awards at the organizations where they worked.
According to Johnson Associates, Inc., in 1999, the four Commitiee members for whom compensation
information was available earned roughly $11 million, $19 million, $21 million, and $35 million, for an
average of over $21 million. In 2000, four of the five Committee members on whom we were able to
oblain compensation information eamed over- $34 million;-and (ke avsnge vaminmgr- of that - groop 'was
about $34 million, In 2001, Committee members as to whom we obtained eamings information averaged
over $25 willion in earnings and, in 2002, the average was about $20 million, Some directors we
interviewed believed that the Jarge amounts of compensation eamned by many Committee members made
the Committee in general less concerned about awarding large compensation smeunts to Grasso.

A number of the Committee members said that, because of their imporiant job responsibilities in the”
business community, they were reluctant to join the Board and had to miss Committee or Board meetings
from timc to- time:~ By wayn o exampie: ong dircctof staied thai; 41 ihe dima. he. wag. seliad: ta’ inin tha -

Board, he had a conversation with Grasso about how much of a time commitment serving asan NYSE- - - --
Director would entail and stated that he had no interast in going to a Jot of meetings or doing a lot of
work. He was assured by Grasso thathe did not have to attend all the meetings and-that-it-woeld sot-be -

that much work. He-wis placcd-oi the Compensation Commiiee.

165 See WYSE 506186-87.
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Vet another director explained to Grasso when asked to join the Board that he was extremely busy and
thus would not be able to attend many Board meetings. He, too, was placed on the Committee. Another
Commitiee member who Bispiayed poot atiendaree tiaied - thet-he sxplaimel wistheogioni-tub i oty
duties would at times interfere with his ability to attend meetings for the NYSE. Several members of the
Committee had relatively poor records regarding their aitendance at meetings.

Over the years, the Committee experienced frequent turnover.'® While some Commitice tirembers-served -

agreed that their training was fairly limited. Thus, their historical perspective and knowledge of the
NYSE was often somewhat limited.

3. Compensation of Certain Other NYSE Employees

During the course of our investigation, the compensation of certain other NYSE employees became
relevant. Specifically, we examined certain aspects of the compensation of Grasso's next most senior
officers: COQ and President, William R. Johnston, and Group Executive Vice Presidents (and later Co-
Presidents), Cathetine Kinney and Robert G. Britz. We also examined the compensation of Grasso’s
staff,

a. Compensation Levels of Johnston, Britz, and Kinney

In the period from 1999 through 2002, Grasso’s actual compensation far exceeded the compensation
awarded to Johnston, Kinney and Britz, as shown on the chart below,

Yehr

Grasso Johnston Kinney Britz
1999 $ 11,300,000 $ 4,425,000 $ 1,647,000 $ 1,722,000
2000 26,800,000 5,090,500 2,322,957 2,332,957
2001 30,550,000 5,800,000 4,200,000 4,200,000
2002 11,999,999 N/A 3,700,000 3,700,000

In additiqn, during this period, the Compensation Commitiee followed its own benchmarks much more
closely with respect to awarding compensation to Johnston, Kinney and Britz than it did when awarding
compensation to Grasso, The disparity is shown in the folowing charts.

1999'¢

Officer Benchmark Actual Corap. %
(Grasso $6,984,000 $11,300,000 162
Johnston $3,672,000 $ 4,425,500 121
Kinney $1,596,000 $ 1,647,088 -- 103
Britz $1,596,000 $ 1,722,000 108

1% See Exhibit 3, list of Comminee and Board members during Grasse's tenure, by, vear.

167 See NYSE 054142, 042400-11.

M

99



WINSTON & STRAWN LLP

Privileged aud Confidential
Artovuev/Client Privileged
Anoiney Work Product

Repori on Investigation Reluring to the
Compensation of Richaril A. Grassn

2000'*

Officer Benehmark Actual Comp. Yo
Grasso - $ER08T00T 1 - 320,806,008 - 242
Johnston $ 3,923,834 $ 5,090,500 130
Kinney $ 2,010,305 $ 2,322,957 116
Britz $ 2,010,305 $ 2,332,957 116
2001'%

Qfficer Benchinark Actual Comp. S
Grasso $18.623,0060 " [~ $30,350,000 1 i6d -
Johnston $ 6,782,707 $ 5,800,000 86
Kinney $ 4,725 866 $ 4,200,000 89
Britz $ 4,725 B66 $ 4,200,000 39

2602'™

Officer Benchmark Actual Comp. %
Gmsso‘ $13,919,838 $11,999,999 %6
Kinney $5,424,376* $ 3,700,000 68 -
Britz $5,424,376% $ 3,700,000 6R

% This benchmark is based on an average wmedian target for the Group Executive Vice President and
Chief Operating Officer levels.

b. Large 2001 Award to Johnston

In 2001, the Board voted to award Johnston a $6 million puyment as a partimg bormus when e stepped
down as NYSE President at the end of 2001."”" Johnston was 2 non-management Board member from
1992 to June 1996, was President of the NYSE and a staff Board member from July 1996 _through 2001,
and then became a Special Adviser to Qraswain 2602: -

Under his employment contract that was in place at the time, Johnston was slated to-Teeeive & §1-million
payment afier his contract expired at the end of 2001."” In about the middle of 2001, however, Grasso
asked thc‘ %ompcnsation Committee to award Johnston a payment of $6 million in lieu of the $1 million
payment.

uh See NYSE 054064, 044092-93,

e See NYSE 053980, 043780-81.

1o See NYSE 053928, 046051, 031612, 031538-39,
Rl See NYSE 029682-83, 02376764, . __ _ ..

s See NYSE (30209-35.

A See NYSE 05956485,
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This payment, according 1o Grasso, Johnston, and others was (1) in thanks 6 Johnston for his past years
of service at.the NYSE; and (2).in.recognition that, when he joined the NYSE in 1996, Johnston left
behind equity interests in his former firm, LaBranche & Co. LLP, and that, had he stayed at LaBranche,
he would have made a lot of money when LaBranche went public in 1999 and its stock price subsequently
rose significantly.

¢. Grasso Support Staff

Over the last three years, Grasso’s executive assistant was paid approximately $240,000 per year.'™ In
2002, her salary was $188,700 and her bonus was $75,000. In 2001, her salary was $170,000 and her
bonus was $85,000. In 2000, her salary was $150,000 and her bonus was $60,000. Grasso also used the
services of two drivers on the NYSE payroll, each of whom earned approximately $130,000 per year,”

4. NYSE Charitable Contributions'”

In its September 2, 2003 letter to the NYSE, the SEC inquired into the relationship between the NYSE's
charitable giving and Grasso’s compensation. Specifically, the SEC sought information conceming the
NYSE's contributions to charities that were affiliated with members of the NYSE’s Compensation
Commitiee. In our investigation, therefore, we have sought to determine if there is any cvidence to
support an allegation that decisions about Grasso’s compensation were influenced by or connected to the
NYSE’s gifts to charities affiliated with Compensation Committee members.

The NYSE makes charitable donations through the NYSE Foundation (“Foundation™) and the NYSE
Contributions Committec (“Contributions Committee”™), and each has processes for its charitable
giving.'”’ During Grasso's tenure as Chairman and CEOQ, both the Foundation and Contributions
Committee at times donated money 1o charities that were connected in some way with Compensation
Committee members. However, we have found no direct evidence that these donations were given for the
purpose of influencing directors’ decisions on Grasso’s compensation, or that they had any effect on the
Committee’s cormpensation decisions. Nor did we find sufficient circumstantial evidence to support such
an allegation,

We describe below the Foundation and Contributions Committee, their processes for making donations
and some of the scenarios in which the NYSE has given money to charities that were affiliated with
Compensation Committee members.

™ See NYSE 054558-59,

1 See NYSE 054557,

e Our investigation in this area was limited in scveral respects. For example, we could not subpoena documents from

charitable organizations that received donations from the NYSE. Nor did we interview any representative from these
organizations. [n addition, most of the information we reviewed is from a database roaintained by Wheeler of all
charitable contribution requests by the NYSE. We have not atiempted to independently verify whether the information
in that database is accurate. Nor have we independently investigated each Compensation Committce member’s

Anm

charitable affiliations. Instcad, we retied on the. 8932053, hiograpaies. comained dn Abe anuuni Dt dviunaas... 0 o

distributed to each NYSE director,

" The NYSE alse makes charitable donations thraugh the NVSE Faflen Heroes Fund, which was cremed in 1999 as an

Internal Revenue Code (*IRC™) § 501(c)(3) public charity. The Fallen Heroes Fund has paid & one-time grant of

$20,000 to the swrviving spouse and/or children of a New York City police officer, firefighter ar emergency medical
technical who was killed in the line of duty.

H
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During Grasso's tenure as Chairman and CEQ, requests for donations typically were submitted in writing
1o the Foundation or Contributions Commitice and addressed to Grasso, the Secretary of the Foundation
{Robert T. Zito and, before him James Buck) or other individuals affiliated with the Exchange. These
requesis came from various sources. Some contribution recommendations came from NYSE officers or
employees, who gencrally had a business purpose for the requested donation. Other requests came from
NYSE directors, who typically recommended donations to charities with which they were affiliated. And
still other contribution requests were unsolicited.

As 8 control mechanism to avoid duplicate or conflicting payments, all contribution requests considered
by the Foundation or the Contributions Committee were routed through NYSE Archivist Steven Wheeler
for screening, processing and payment. Wheeler maintains # database of all charitable contribution
requests for donations submitted to the Foundation and the Contributions Committee, as well as all
charitable contributions by these organizations.

The NYSE has conducted internal audits of both the Coniributions Committee and the Foundation. The
last audit was in 2000.'™

a. The Foundation

The NYSE Foundation is a private foundation created in 1983 that has its own board of directors, by-
laws, annual reports and guidelines.'” NYSE directors are members of the Foundation.

According to the 2003 Foundation Contributions Guidelines, the Foundation “will make contributions,
within the limits of its available resources, in support of worthy educational, charitable and ¢ivic
organizations which are exempt from taxation under 501(c)(3) of the Internal Revenue Code of 1954.'%
The guidelines further state: “By careful selection, The Foundation will seek to ensure the
meaningfulness of its contributions in the areas where the New York Stock Exchange has a responsibility
to be a participating corporate citizen.” In general, the Foundation “will support proven education,
charitable and civic programs as well as significant new programs in these areas. The Foundation will
contribute to major educational and artistic institutions in New York City as the Exchange has dene in the
past.” These guidelines contain no general dellar range for contributions. ‘

Most Foundation grants have represented annually recurring support o well-known educational, quality
of life and community organizations. Additionally, the Foundation’s Matching Gift Program has matched
the donations of NYSE employees and directors to eligible schools and colleges as well as arts and
cultural organizations.

As indicated above, the Foundation is served by its own board of directors, which .is tespansible for
approving Foundation grants and managing its finances and administration, The Foundation’s by-laws
state that the board can consist of between five and thirteen directors, who are elected by the NYSE Board
each June.'"” The Foundation board has met at least four times a year (always in conjunction with a
NYSE Board meeting), and minutes are kept of these meetings.

L See NYSE 013317-23.

.V See NYSE 013558-79, 013717-18, 013317-23.
L See NYSE 01371718,

bl Sec NYSE 013579,
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The following directors served on the Foundation®s board during Grasso’s tenure as Chairman and CEQ:
Carel Bartz (2002-03), Geoffrey Bible (1996-2000), Benjamin Griswold, IV (1996-98), William B.
Harrison, Jr. (2001-03), A. James Jacoby 1996-97), William Johnston (1996-2001), Joseph Mahoney
(1999-2002), Deryck Mavghan (1997-2000), George C. McNamee (2000-03), Robert Murphy (2002-03),
Leon Panetta (1998-2002), and Christopher C. Quick (2003). These directors also served on the NYSE
Board, but there is no requirement that this be the case.

Zito served as the Foundation's Secretary, Keith Helsby as its Treasurer, Alan Holzer as its Controller and
Ken Corson provided legal counsel. Grasso did not serve on the Foundation’s board during his term as
Chairman and CEO, but he did serve on the board in the mid-1980s.

Contribution requests sent to the Foundation followed a specific protocol. Wheeler and Zito generally

reviewed together such requests in the first instance. Zito had authonty ro decline requests that did net £t - .-

within the Foundation’s guidelines or were not consistent with the NYSE's business needs. New
contribution requests that fit within the guidelines and supported the mission of the Foundation were
referred to its board for consideration at a subsequent mecting (usually in June, October and December).

Grasso had no formal role in approving donations by the Foundation. But he did, on occasion, attend
meetings and recommend donations. Such recommendations by Grasso typically were sent to Zito with a
note “refer 1o Foundation.” Zito forwarded such recommendations to Wheeler, who prepared memoranda
1o the Foundation's board conceming the recommended charities. In preparing these memoranda,
Wheeler would confirm that the charity was a legitimate § 501{5)3) public charity and atherwise it
within the Foundation’s guidelines.

In February 2003, the Foundation board approved an annual Plan of Contributions, primarily prepared by
Zito and Wheeler, that authorized grants to be paid as requests come in during the year. Grasso reviewed
this Plan before it was submitied to the board but, again, he did not actively approve the Plan because he
was not a Foundation board member at this time. When the underlying requests were actually received
during the year, Zito and 'Wheeler reviewed the requests, and Zito generally acted pursuant to his
delegated authority to approve “pre-approved” contributions.

The Foundation is funded, in part, by year end contributions by the NYSE.'® Each year, Grasso’s
informal policy was to contribute to the Foundation the difference berween the anticipated revenue from
NYSE disciplinary fines and the charitable disbursements made by the Contributions Committee. The
goal of the NYSE was to donate to charities (through both the Foundation and the Contributions
Committee) an amount roughly equal to the revenue it received from disciplinary fines. The NYSE
donations to the Foundation generally totaled between $1-3 million each Year.

The total 2002 NYSE contribution to the Foundation was about $2 million. The Foundation’s Plan of
Contributions for 2003 authorized “granis - iotaiing slightly more than “$3 million*™ The difference
between the budgeted $3 million and the $2 million contribution from the NYSE will come from the

i The NYSE's annual contribution gencrally has accounted for about 99% of the contributions 1o the Feundstion. The

remaining 1% is divided into iwa pans. * Firgt, NYSE Kile 4 (1 requires mernber firms 10 contribute funds to the

Foundation when they made @ profit reporting error, Second, the Foundation has received individual contributions, but
these were rare.

188 See NYSE 013719-20,
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Foundation’s corpus (and income earmed on that corpus). This corpus is presently valued at
approximately $21.5 million.

b. The Contributions Committee

At the time Grasso resigned, the Contributions Committee was comprised of Grasso and Zito, who acts as
the Committee’s Secretary (prior to 2002, James Buck was the Secretary). The Committee met
informally and worked in consuliation with Wheeler and his staff. No minutes have been kept of the
Committee meetings, but Wheeler generally took notes at the meetings and documented the pertinent
conversations.

The Contributions Committee has donated funds 10 JRC § 501(c)(3) non-profit arganizations and also has
purchased tables at fundraising benefit dinners. Unlike the Foundation, the Committee can receive goods
or services (generally meals) in return for its charitable donations.

According to the 2003 Contributions Commitee Guidelines, the Committee fulfills the NYSE's
“responsibilities as a corporate citizen” by contributing “to qualified organizations which further [the
NYSE’s] principal purposes or improve the guality of lifc in the preater New York area.” These
guidelines define NYSE purposes 1o “include its role as a marketplace for securities, and as a property
owner in the lower Manhattan area where most of its employees and members work,™ ¥

In general, Contributions Committee donations have been in the range of $1,000 to $25,000. The
guidelines expressly state, however, that “[cjontributions smaller than $1,000 or larger than $25,000 may
be made in exceptional situations.” In fact, the Contributions Committee, on multiple occasions, has
made contributions over $25,000.

Like the Foundation, the Contributions Committee followed a genera) protocol to process requests for
donations. Zito and Wheeler togeiher reviewed coniribution requests. Based on these discussions, Zito
acted pursuant to his delegated authority to deny requests that did not fit within the guidelines or
otherwise did not serve the business needs of the NYSE. Zito and Wheeler referred to Grasso, for his
review, requests that fit within the Contributions Commitiee gnidelines and appeared to be appropriate for
NYSE funding. All approved contributions had to bear the Chairman’s written authorization or verbal
approval as witnessed and documented by the Committee’s Secretary.

As a general policy, Zito and Wheeler forwarded to Grasso requests that, on their face, concerned a
NYSE dircctor, such s if the director was an henoree of the charity. Typically, however, Zito and
Wheeler did not attempt to determine whether @ NYSE director served on the boards of charities
requesting donations.

Notwithstanding this protocol, Grasso nccasionally approved a particular contribution before it was even
forwarded to Zito or Wheeler for their review, When this happened, Grasso would write on the

contribution request letter itself a dollar amount reflecting his approved contribution, and he signed his
name by this notation.

In May 2003, the Contributions Committee adopted a new procedure under which a “Plan of
Contributions” pre-approved donations to organizations and events that the NYSE had generally

184 See NYSE 013684,
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supported on an annual basis. When the underlying requests were actually received during the year, Zio
and Wheeler reviewed the requests, and Zito penerally acted pursvant 10 his delegated authority to
approve “pre-approved” contributions.

The Contributions Committee is funded by the NYSE, and the NYSE’s 2003 budget for the Contributions
Committee is $4 million.'™ This budget, however, can be exceeded for a compelling business reason
with the Chairman’s congent.

¢. Charitable Contributions to Organizations Affiliated With NYSE Directors

According to the NYSE charitable donations database, during the period of 1995 through 2003, the
Contributions Committee and/or the Foundation made contributions to organizations affiliated with
NYSE directors during their respective tenures on the Compensation Committee. The following NYSE
directors sat on the boards of such organizations: Robert B. Fagenson, Laurence D. Fink, Richard B.
Fisher, Richard S. Fuld, Jr., Maurice A. Gieenberg, David H. Komansky, Kenneth G. Langone, Ralph 8.
Larsen, Gerald M. Levin, Reuben Mark, Deryck C. Maughan, Henry M. Paulson, Juergen E. Schrempp
and Linda J. Wachner. It was also common for Compensation Committee members io be honorees of
charitable organizations that received NYSE donations.

No person interviewed in the Investigation provided us with any evidence of a quid pro guo or direct
connection between the NYSE's charitable donations to these affiliasted organizations and Grasso’s
compensation. To the contrary, most directors dismissed as baseless the notion that NYSE charitable
contributions in any way affected the decisions of Committee members regarding compensation awarded
to Grasso. In addition, no decument we received in the Investigation provided any direct evidence of any

quid pro quo or other direct connection involving charitable donations and directors’ compensation
decisions.

All of the donations under scrutiny appear to have been madc to organizations that were of the type that
fit within the guidelines of the NYSE arm that provided the funding, either the Foundation or the
Contributions Committee, In addition, we found no evidence of departures from the pertinent guidelines
or pracedures in processing these requests sufficient to raise questions about the motives underlying

NYSE charitable activities. Requests appeared to have been channcled through the processes that were
set in place.

For most of the requests, there also was no strong correlation between the timing of the request and the
service on the Committee by the Commitiee member affilisted with the organization that received the
funding. In some instances, however, contributions to an organization began or were reinstated once a
director who served on the board of directars of that arganization joined the Compensation Committee.

In these instances, however, the contributions were to legitimate charitics, and many were of relatively
modest amounts.

In other.instances, confributions. made.to.organizations-on-whose-bsards Committes-members-served- were
of a sizable amount. Perhaps the most noteworthy example is the two-year planned grant by the
Foundation on December 7, 2000, of $500,000 per year to New York University (“NYU”) Downtown
Hospital to support emergency room renovations. On December 6, 2001, the Foundation granied this
arganization an additional $500,000. Grasso and other NYSE dircetors have been affiliated with NYU-

84 See NYSE 013685,
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associated entitics.'™ None of these directors, however, appears to have sat on the board of trustees for

the NYU Downtown Hospital itself during the 2000-2001 period.”® Morcover, the NYSE’s records show
that the Exchange had supported this hospital since 1984 because it is “Wall Street’s neighborhood
hospital,” and “the NYSE community is the largest single user of its emergency facilities.™™®

Finally, in a handful of situations, Committec members appear to have mitiated charitable requests that
were granted by the Contributions Committee or the Foundation. Such requests, however, were not
slways granted. And those requests that were granied concemned legitimate chanitable organizations.

We believe that the connections discussed above between NYSE charitable donations and Compensation
Committee members do not constitute evidence of a causal connection between NYSE chantable
donations and Grasso’s compensation. This conclusion is consistent with the unanimous belief by those
directors whom we interviewed that no such connection existed. In short, the organizations in question
were historical charities supported by the NYSE or otherwise appear to fall within the pertinent
contributions guidelines as supporting worthy causes.

186 See NYSE 054505, 054515, 005384.

i The hospitel became afiiliated with NYU in or about 1994 and was renamed “NYU Downtown Hospital” in 1997,

e See NYSE 054516, 054507, 017404,
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IV. ANALYSIS OF THE REASONABLENESS OF THE LEVELS OF
GRASSOQ'S COMPENSATION AND BENEFITS

A. Overview of Expert Review and Analysis

In assessing the reasonableness of Grasso’s compensation and pension benefits, we retained three
preeminent experts in the field of executive compensation: Alan M. Johnson of Johnson Associates, Inc.
(“Johnson™); Frederic W. Cook of Frederic W. Cook & Co., Inc. (“Cook™); and Brian T, Foley of Brian
Foley & Co., Inc. (“Foley”). Each has provided an expert report or opinion letter on issues concerning
Grasso's compensation.

Johnson performed an in-depth analysis of the records and information we gathered during the
Investigation.'® He thoroughly analyzed the process that the NYSE Compensation Committee employed
to reach its compensation decisions and examined the reasonableness of the levels of compensation and
benefits awarded to Grasso. Johnson prepared it defailed writien report outlining his findings, with
supporting dats and charts explaining his analysis (the “Johnson Report™).

Consistent with the generally accepted practice in evaluating and analyzing executive compensation,

Johnson created an appropriate comparator group, or peer group, against which to benchmark the
compensation end benefits awarded 10.Grasso-(the “lohason Comperstor Group”).!*?. Also pursuant tathe . .
standard and accepted methodology in executive compensation analysis, the Johnson Comparator Group
reasonably reflects the complexity and size of the NYSE, in terms of vanous factors including revenue,

income and assets,”” As discussed infra, Johnson determined that the comparator group employed by the

NYSE Compensation Committee to benchmark Grasso’s compensation was entirely inappropriate, for a

number of reasons.

The Johnson Comparator Group does not include all of the other exchanges that might be used in a
comparator group for the NYSE, but instead includes companies that, on average, have higher net income
and employees than the NYSE, but have roughly equivalent revenues,™® Thus, the comparator group has
a moderate upward bias in Grasso’s favor, resulting in higher benchmarks for Grasso’s compensation and
benefits than other potential reasonable and appropriate comparator groups would have produced.™

In assessing the reasonableness of Grasso’s compensation and benefits, Johnson evaluated Grasso's actual
compensation and benefit awards and compared them to the compensation and benefits awards of the
Chairmen and CEOs of the companies in the Johnson Comparator Group. Johnson also considered other
facts and circumstances, including information about the comparator group used by the NYSE
Compensation Committee, the compensation levels of others at the NYSE, general market information,
and his knowledge and experience, ‘

169 See Johnson Reportat 1.

R Id. a8 2-3, Johnson Report Exhibit 2.
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Cook and Foley reviewed and approved of Johnson’s analysis and provided expert advice on a number of
execulive compensation issues pertinent o the analysis of the reasonableness of Grasso’s compensation
and the process by which compensation and benefits decisions regarding Grasso were made, Cook and
Foley agree that the Johnson Comparator Group is a reasonable and appropriate comparator group against
which to benchmark Grasso’s compensation, and thal the comparator group used by the NYSE
Compensation Committec was not an appropriate comparator group for Grasso. They each prepared
opinion letters (the “Cook Opinion Letter” and the “Foley Opinion Letter”) concurring in and supporting
Johnson's analysis and conclusions, and providing additional analysis on various key aspects of Grasso’s
compensation and benefits and the compensation process for Grasso.

Importantly, in performing their analyses, each of the expens assumed that, during Grasso’s tenure as
Chairman and CEQ, he performed at an outstanding level. This was an assumption that the experts were
provided rather than a finding that they made independently.

During the course of our Investigation, we gathered information conceming Grasso's performance leve!
during the time he was Chairman and CEO. In general, most Board members we interviewed believed
that Grasso performed very well as Chairman and CEO throughout his tenure. Others felt that he
performed well as a CEO, but not nearly as well as Chairman. However, determining the level of
Grasso’s performance in all areas of his duties and responsibilities over the years would be a very time-
consuming and fact-intensive inquiry. Due to time constraints and other legal and practical limitations,
we did not conduct such a full and complete inquiry and, therefore, we have not developed a sufficient)
complete facwal basis to determine the level of Grasso's performance as a Chairman and CEQ.'™
Nevertheless, for purposes of our analysis of the veasonableness of the levels of his compensation and
benefits, we have assumed that his performance was outstanding.'”

B. Analysis of Grasso's Benefits

According (0 Johnson, Cook, and Foley, by any reasonable standard, the level of Grasso’s pension
accummulation and payouts was excessive. Applying appropriate executive compensation analysis,
including assessing and benchmarking Grasso’s accumulated pension benefits against an appropriate
comparator group, it is clear that Grasso’s pension benefits were well above what was reasonable,

To assess the reasonableness of Grassa’s pension benefits, we first determined his total pension benefit
accumulation at the time his new employment agreement was approved by the Board on August 7, 2003,

Specifically, we examined what Grasso would have received in pension benefits if he had resigned on that
date.

For example, we did not interview all of the approximately fifty-nine Board members who were on the Board at sarme
point during Grusso’s 8-year tenure as Chairman and CEO, but instesd interviewed only those with the strongest
connecfions to Grasso's compensution issues = former members of the Compensation Committee and members of the
Board at the time Grasso’s 2003 emplayment contract was approved by the Roard, We also interviewed staff and
cerain NYSE consultants, but we did not interview other third parties outside the NYSE or a broader range of Board

members and others connecied to the NYSE wha would have a wide range of information and perspectives about
Grasso’s performance.

193
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According to Johnson, by August 7, 2003, Grasso had accumnulated pension benefits pursuant to which he
was entitled to receive a lifetime annuity of about $7.4 million.' Applying the lump sum SERP
calculation provided under Grasso’s 1999 contract, his lump sum pension benefit, if he had received the
entire benefit on August 7, 2003, would have been about $119.4 million.'” Because Grasso already had
received pension payouts prior to August 7, however, the present value of his pension on August 7, 2003
was even larger. Specifically, accounting for interest on the approximately $6.5 million pension payout
that Grrasso._received in June 1905 -and-the approximately $29:9 million he Teceived s SERF v SBSF
transfm"i? June 1999, his lump-sum present valuc pension benefit on August 7, 2003 was ahout $176.4
million.

Grasso not only accumulated a large pension, he actually received large pension payouts or transfers an
three separate oceasions: (1) a payout of about $6.5 million in June 1995; (2) a transfer into his SESP of
about $29.9 million in June 1999; and (3) a payout of about $51.6 million in September 2003, These
amounts total about $88.0 million in actual pension payments. When interest is factored in on the two
earlier payments, the value of Grasso's actual pension payouts is about $95.1 million.'”*

In addition, under his 2003 contract, Grasso negotiated the right to receive furure SERP payments,
including $28.6 million in scheduled payments from 2004 to 2007, Depending on various circumstances,
Grasso also could have received even more SERP benefits in the future beyond those scheduled
payments.”®

When Grasso’s pension benefits are compared with the compensation and benefits of Chairmen and
CEOs in the Johnson Comparator Group, it is clear that Grasso’s benefits were unreasonably excessive,
As a general principle, top executives of the companies in an appropriate comparator group receive
pension benefits at roughly the 75th percentile of the range of pension benefits levels in the comparator
group.”” For the Johnson Comparator Group, the 75th percentile pension benefit level is in the range of
about $875,000 per year, and the highest pension among those executives would be about $1.5 million per
year’” The total pension benefits of those executives, measured in lump sum, present value terms,
would have been in the range of $12.8 million.™ The Jump-sum present value of the top pension in that
group would be about $21.7 wiijiion. ™"

Thus, using the Johnson Comparator Group analysis, Grasso’s actual accumulated pension benefits were
eight ztg ten times what they should have heen, and five 1o six times the highest pension among his
peers.”™ In lump-sum terms, under Johnson’s analysis, Grasso’s accumulated pension benefits of about

e See Johnson Report at 4, Johnson Repon Exhibit 3.
wr Id.

1 m

19 i

e id. u 4.

o Id. &t 5.

20 H

2 1d.

204 i

205 I




WINSTON & STRAWN LLP
Privileged and Confidentiul Report un Imvestigution Relugng to the
Anorney/Client Privileged Compensarion of Richard A, Grasso
Anrorney Work Product

$126.4 million were excessive by about $113.6 million, and Grasso’s receipt of pension benefits totaling
about $95.1 million (with interest on prior payments included) caused Grasso to receive about $82.3
million in excess pension payments.®

Cook and Foley are in agreement that Grasso’s pension benefits were-exsessive. -Cook and -Foley both - -
concur that the Johnson Comparator Group is an appropriate comparalor group against which to
benchmark Grasso’s compensation, and that such a benchmarking analysis shows that Grasso’s pension
Wwas at unreasonable levels. Cook agrees that, applying the Johnson Comparator Group analysis, the
amount of excess pension benefits is approximately $113.6 million.

While Foley agrees that Johnson's analysis is reasonable and appropriate, and concurs in the conclusion
that Grasso’s pension benefits were unreasonably excessive, Foley also offers an altemative analysis for
- calculating the excess pension amount. Specifically, applying a rough industry formula for applicable
pension benefits (60% of annua) pensionable compensation) and a reasonable level of annual pensionable
compensation ($3 million to $3.5 million) for Grasso, Foley estimated that a reasonably generous pension
annuity for Grasso would be in the range of about $1.8 to $2.1 million, and a reasonably generous lump-
sum pension benefit level for Grasso would be about $20 million to $25 million. Under this analysis,
Grasso's total pension accumulation of approximately $126.4 million would be excessive by about $101 4
million, and Grasso’s actual pension payout totaling over $95.1 million would have resulted in Grasso
actally receiving about $70.1 million in excess pension benefits.

Moreover, Grasso’s pension benefits are excessive even when judged against the pensions of CEOs in the
group of top financial services firms used by the NYSE as a comparator group Tor determining Grasso’s
compensation.  As discussed, infra, the NYSE Cormpensation Commitlee never performed a
benchmarking analysis of Grasso’s pension benefits. If the Committee had done so, it would have leamed
that, even when judged against the Committee’s comparator group, Grasso’s pension benefits levels were
excessive and unreasonable.

The pensions of top Chairmen and CEOs at the 75th percentile of companies in the NYSE's comparator
group would be about $2.1 million, and the highest pension among those executives would be about $3.6
million per year.”” The Jump-sum present value of those pension benefits would be in the range of about
$30.7 million, and the highest lump-sum pension benefits in that group would be about $52.7 million 2%
Thus, Grasso’s pension benefits were three-and-a-half to five times the pension benefits of a top-
performing Chairman and CEO of a company in the NYSE’s comparator group, and more than twice the
highest pension in that group. Accordingly, even analyzing Grasso’s pension benefits against that
comparator group, Grasso’s accumulated pension was excessive by at least $73.7 million, and as much as
$95.7 million, and his pension payouts were excessive by at least $42.4 million and as much as $64.4
million.

As Johnson further points out in his Report, the lump sum pension payments Grasse received in 1995 and
1999 by thcmse]vesm\;muld have funded a generous or very generous pension benefit in comparison to the
appropriate market.” The additiona) $51.6 million lump-sum payment Grasso received pursuant to his

206 .
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2003 employment contract was itself — putting aside-the-prier-payments of $6.5-millienand £22.2-millier,
and the interest accrued on those sums — equal to the highest pension in the comparator group used by the
NYSE and two and a half times the highest pension in the Johnson Comparator Group.

Finally, the decision to allow-Grasso -to Tepeatedly “cash -out” -his-pension -benefits -whilc -hc -was -atil}
employed at the NYSE was, at the very least, highly unusual.”'® Grasso’s receipt of repeated payouts of
his pension effectively turned his pension into a cash compensation device, which was against standard
executive compensation practice.

C. Analysis of Grasso's Apnual Campensation

All three of our experts also agree that Grasso®s annual compensation was unreasonable and excessive,
and that he was overcompensated by about $43.1 million.

As detailed infra, between 1995-2002, Grasso was paid $97.8 million in salary, annual incentive
compensation, long term incentive compensation and special bonuses®’ Judged against the Johnston
Comparator Group. Grasso’s overall compensation during his tenure as Chairman and CEO was well
above a reasonable level. Based on the Johnson Comparator Group, Grasso should have received
compensation over the period 1995-2002 of no more than $54.7 million.*'* Thus, Grasso’s $97.8 million
in corapensation during that span resulted in him receiving at least $43.1 million in excessive
compensation.?"

Viewed from year to year, instead of in the aggregate over his tenure as Chairman and CEQ, it is clear
that Grasso's overcompensation was concentrated in the later years of his tenure, during the period 1999+
2002. A Chart depicting Grasso’s actual compensation, the benchmarks used by the Commitiee each
year, and Johnson’s year-by-ycar overcompensation analysis is attached as Exhibit 4.

Grasso's level of compensation during the years 1995-1998 arguably was within the range of
reasonableness. During that timeframe, a conservative approach to Grasso’s appropriate compensation
level, based on the median level (50th percentile) of the Johnson Comparator Group, would have been to
award Grasso compensation in the range of $2 million to $3 million, or perhaps slightly above the
median?'*  Alternatively, placing Grasso at the 75th percentile of an appropriate peer group for
autstanding performance, his appropriate compensation level would have reached roughly $3 million to
$6 million.”™ During this period, Grasso's actual compensation was $2.1 million (1995) to $6.0 million
(1998). Thus, his actual compensation arguably was within a reasonable range through 1998.2'¢

ne Id

m See chart, Grasso's Tota) Compensation By Year, Supre at |6.

See Johnson Repart et 6 and Johnson Report Exhibil 7.

Id.; see also Cook Opinion Letter at 1-2; Faley Opinion Letter at 4,
See Johnson Report, Johnson Repott Exhibit 7,
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Notably, several Compensation Comyminee members who gerved during the period (995-1998, when shown Grasso's
compensation awards for 2000 ($26.8 million) and 2001 ($30.55 million), expressed the view that the compensation
awards, in those yearsueee ot unreasanable levels, commenting that tha-numbars weps “oramy™ ar Yjust-nuiat or YECRIng
out of hand.”
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During the period 1999-2002, however, Grasso’s compensation was clearly excessive. A conservative
estimate of what Grasso’s yearly compensation should have been is $4 million to $6 million, based on the
median level (50th percentile) of the Johnson Comparator Group.r'” Alternatively, if Grasso were paid
commensurate with the 75th percentile of the appropriate peer group based on outstanding performance,
he would have been paid a total of about §8 million to $9 million per year. Thus, over the four year
period from 1999-2002, Grasso should have been paid roughly $20 million by a conservative cstimate of
where he should rank among the appropriate peer group (50th percentile), or approximately $34 million
by a more generous estimate of where he belonged in the appropriate peer group (75th percentile)?"

Instead, Grasso was awarded compensation of $11.3 million for 1999, $26.8 miltion in 2000, $30.56
million n 2001, and $12 million in 2002 - for a total of approximately $80.7 million in actual
compensation over the four year period. Thus, lie received substantial excess compensation aver that
span. For the years 2000 and 2001, Grasso’s compensation was grossly excessive, approximately three to
four times what wag reasonable,

Gragso’s compensation also is unreasonable when viewed against those of the other senior executives.
While standard practice is for the next most senior executive’s compensation to be at least 50% to 70% of

the CEQ’s, Grasso made many times what Johnston, Britz and Kinney made, especially in the period
1999 through 2001,

In 1999, Grasso’s compensation ($12.1 million) was about 10 rimes what Britz and Kinney received ($1.7
million), and roughly three times what Johnston received $4.4 million). In 2000, Grasso’s compensation
($26.8 million) was about twelve times what Britz and Kinney received ($2.3 million) and was more than
five times what Johnston received ($5.1 million). Finally, in 2001, Grasso’s compensation {$30.6
million) was more than seven times what Britz and Kinney received ($4.2 million) and was about six
times what Johnston received ($5.8 million).

This large disparity between Grasso’s compensation and that of his fellow senior executives exceeded any
normal or reasonable relationship end, in the opinion of our expert, Johnson, was a clear red llag
reflecting significant problems in senior executive compensation at the NYSE.

Finally, Grasso’s compensation also is excessive when viewed historically, over the course of his tenure
as Chairman and CEO. He initially was paid about $2 million in total annual compensation in 1995. By
1998, his annual compensation had tripled to about $6 million. In 1999, his compensation nearly doubled
in one year, going from $6 million in 1998 to almost $12 million in 1999. Then in 2000, it doubled again,
going from about $12 million to over $26 million. Grasso’s total compensation for 2001 — about 30.6
million — was about ten times the $3 million he received in 1996, his first ful) year as Chairman and CEQ,
despite the fact that his job responsibilities had not materially changed. These large jumps in Grasso's
compensation on a year-to-year basis, when his job responsibilities had not changed substantially, also
suggest that his overall compensation level was unreasonable, particularly in the latter years of his tenure.

N7

See Johnson Report at 6-7, Johnson Report Exhibits 7-9,
e See Exhibit 4.
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D. Grasso’s Compensation and Benefits Considered Jaintly

Independently, Grasso’s compensation and pension benefits clearly were excessive in substantial
amounts. Considered together, the magnitude of Grasso’s excessive compensation and pension benefits
was grossly unreasonable. Grasso was awarded at least $43.1 million in excess compensation, and his
pension accurnulation was excessive by approximately $101.4 million to $113.6 million. Thus, the level
of his compensation and pension accumulation, considered together, was excessive by approximately
$144.5 million to $156.7 million.

‘As noted above, based on his excessive pension-aoeumutation, Grasso Teceived PENSion payments in the

amount of approximately $88.1 million which, when factoring in intercst eamed on prior payments, had a
present value of $95.1 million in August 2003. Becanse his pension should have been in the range of
$12.8 million to $25 million, the value of the pension payments he received was excessive by about $70.1
million to $82.3 million. Thus, the total amount of excessive compensation and benefits that Grasso
actually received was in the range of about $113.6 million to $125.4 million.

E. Overcompensation of Others

While not initially part of our inquiry, during the course of the Investigation we became aware of af least
two instances in which Grasso was involved in other NYSE employees recciving questionable levels of
compensation. First, former NYSE President William Johnston received a special payment of $6 million
dollars from the NYSE in 2001, after he announced he was stepping down as NYSE President. There
appears to be no legitimate basjs for this payment, which was gencraicd as a resuit of Grasso’s efjorts.

Grasso and Johnston agree that the peyment-was-not for retentive Teasons; but wasprovided t Johnston

for his past years of service at the NYSE and also in recognition that Johnston would have made a lot
more money had he stayed in the private sector rather than joining the NYSE in 1996. The size and
reasons for this payment raise serious questions about its reasonableness.

We also have learned that Grasso’s executive assistant was paid approximately $240,000 per year for the
last three years, and that Grasso used twa drivers on the NYSE payroll wha each eamned approximately
$130,000 per year. Johnson Associates has determined that the appropriate level of compensation for
these NYSE staff members, even if they had a high level of seniority and were excellent performers, was
in the range of $80,000 to $85,000 for Grasso’s executive assistant, and approximately $65,000 for each
of the drivers”® Thus, the amounts actually paid 1o these staff members, amounts that are two to three
times the appropriate levels, appear excessive and unreasonable.

kAL

See Johnson Report at 11, Johnson Report Exhibit 1 1.
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V. ANALYSIS OF THE FACTORS CONTRIBUTING TO GRASSO'S
UNREASONABLE LEVELS OF COMPENSATION AND BENEFITS

Grasso’s excessive compensation and benefits were the product of multiple flaws in the compensation and
benefits process employed by the NVSE, including: the-following.

A. Failure to Adequately Design, Monitor, and Oversee Grasso's SERP
Benefits

Grasso's SERP benefits grew 1o unreasonably high levels for a number of reasons. First and foremost,
the SERP benefits levels were driven by the unreasonable and excessive compensation awards that Grasso
received, particularly for the years 2000 and 2001. Because Grasso’s SERP benefits calculation was tied
in large part to his “final average pay' — calculated as his three consecutive highest years of salary and
bonus in the last 10 years before retirement — his SERP benefits increased dramatically as he was awarded
large bonuses. In fact, approximately $82.9 million of his SERP benefits had accumulated since his last
SERP benefits payout in 1999, If Grasso had not received such high bonuses during the peniod from 1999
2002, his level of SERP benefits would not have climbed so high.

Second, Grasso’s SERP benefits were not subject to any reasonable Jimits or caps. Many companies
design their SERPs 1o include caps on the amount of SERP benefits that an executive can receive, or limit
the amount of the executive's bonus or other compensation that can contribute to the executive's SERP
caleulation.™ Grasso’s emplayment contracts, pursuant to which he received his contractual SERP-like
benefits, placed no limitations on the growth of Grasso’s SERP benefiis or the amount of Grasso's bofus
that would be included in the caleulation of Grassa’s SERP benefits.

In Grasso’s case, caps or limitations on his SERP benefits were a particularly important considerations as
they would have limited the growth of his SERP benefits, given his many years of service at the NYSE.
Because the other main component of Grasso’s SERP benefits calculation (besides final average pay) was
his total years of service, his many years of employment at the NYSE should have been taken into
account when structuring his contracrual SERP-like benefits to ensure that they had reasonable
limitations.

Third, Grasso's accumulation of SERP benefits was not monitored sufficiently over the years. The
Compensation Committee did not examine and consider the level of Grasso's SERP benefits
accumnulation when making its compensation decisions for Grasso on a yearly bagsis, and awarded large
amounts of bonuses to Grasso without fully analyzing the impact of those bonuses on Grasso's
accumulation of SERP benefits. Because the Committee did not adequately monitor the SERP benefits
levels, Grasso’s SERP benefits were able to reach excessive levels essentially unchecked.

Fourth, at no time did the Committee examine whether Grasso’s SERP benefits accumulation was
reasonable or conduct any market or peer group analysis to gauge whether Grasso’s SERP benefits
accumulation was consistent with the market Jevel or a peer group level of pension benefits. As set forth
infra, had the Committec done so, it would have quickly seen ihal, even when judged against the

Committee’s comparator group, the pension level was well beyond what was reasonable in the
marketplace.

no

See Johnson Report at 10.
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Fifth, when the Commiitee did become aware that Grasso’s SERP benefits accumulation was reaching
high levels, it did not take sufficient preventive or comrective action to get the SERP benefits
accumnulation under control. According to some on the Committee, in 2001 and 2002, when concerns
were raised in Committee meetings about the leve) of SERP.accumulation, the. Commifiee “carved out™
$5 million from Grasso's ICP award to try to keep Grasso's SERP benefits levels from growing too high.
However, the Committee performed no analysis to determine whether the $3 million “carve-ouwt” was a
sufficient step to try to control the SERP accumulation. The $5 million carve-out amount was not based
on any reasonable assessment or analysis of any kind and, ultimately, was woefully inadequate to
bringing the SERP within a reasonable Jevel,

Likewise, in connection with the renegotiation of Grasso's 1995 and 1999 contracts, when the Commitiee
leamned that Grasso had accumulated substantial amounts of pension benelits, it took no steps 1o try to
correct his runaway pension accumulation. In 1999, when Grasso's 1995 contract was renegotinted, his
SERP benefits accumulation at that time was already over $36 million, more than three times what a
reasonable pension would have been, according to the Johnson Comparator Group analysis that has been
accepted by Johnson and Cook. The Commitiee took na steps to conirol the accumulation of SERP
benefits, but instead approved a SERP-to-SESP transfer of $29.9 million.

In the fall of 2002, when the Committee began exploring renegotiating Grasso’s 1999 contract, the
Committee again leamed of Grasso’s high SERP benefits accumulation and-again-tcek-no correetive
action or measures. Instead, it again approved a large payout of the SERP benefits, despite leaming at
that time-that.Grasso’s. SERP.benefits Jevel wag. abow . five times what. a.reasonable. pension.benefits. leve!
would be,

Thus, rather than menitor and control Grasso’s SERP benefits, the Comminee allowed the SERP benelits
to be used like a cash compensation device through which it funneled millions of dollars in excessive
pension amounts to Grasse.

To rectify and prevent m the fulure such SERP-related problems, the NYSE should consider
implementing caps or limils on SERF accumulation. As noted, such caps are common in the executive
compensation industry. The NYSE also could consider eliminating or revising the lump-sum optien for
SERP benefits. This would avoid the opportumity and incentive for lump-sum payouts while the
executive is still employed. Finally, the Compensation Commitiee, as pari of its yearly analysis of
compensation for senior management, should review and consider the benefits to which such executives
are entitled and monitor their accumulation of SERP benefits.

B, Faulty Mechanics/Process Used to Determine Grasso's Annual
Compensation

The process by which Grasso’s annual compensation was determined was lawed in several respects. The
Compensation Cormmittee: (1) vsed an inapprapriate comparator group for benchmarking Grasso’s
compensation levels; (2) obtained only incomplete data about its comparator group and used the
comparator group data in unconventional and fault), ways 1o create unreliable and inflated benchmarks

for Grasso’s compensation; and (3) arbitrarily departed upwards from its own inflated benchmarks, in
some years awarding Grasso more than twice the benchmark.
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1. Inappropriate Comparator Group

All of our experts agree that the comparator group used by the Compensation Commmee was not an
appropriate comparator group against which to benchmark Grasso’s compensation.”

Experts in the area of executive compensation typically employ specific criteria to determine appropriate
comparator groups and, under an appmpnalc analysis, a comparator group should be comprised of
companies that reasonably reflect, in important characteristics, the company of the exccutive whose
compensation is being evaluated. These characteristics mclude revenue, net income, number of
employecs, assets, or other standard measures of size or complexity.*?

The NYSE is dramatically different from the comparator group employed by the Compensation
Committee in these characteristics. As set forth in the comparator group analysis performed by Johnson,
the NYSE is substantially smaller than the comparator group companies used by the Committee in terms
of revenue, net income, number of employees, and other critical measures,”™ The Compensation

Committee should not have ignored these glaning diffevences in selecting a peer group for Grasso.

Notably, in recognition that the NYSE is not quite at the level of complexity of the comparator group
companies, beginning in 1999 the Committee began to discount the median comparator group
compensation level by 10% before using that level to further benchmark Grasso’s compensation (and
discounted the median compensation level of the comparalor group’s presidenis by 30% before using that
number as a benchmark for the compensation level of the NYSE’s Presidents). This adjustment was
applied to account for the variance in size and complexity of between the NYSE and the comparator
group companies. However, this was an admittedly arbitrary discount that bore little relation to any
reasonable comparison between the comparator group companies and the NYSE.. In the view of our
experts, this adjustment was wholly inadequate to account for the large disparity between the comparator
group companies and the NYSE.

2. Incomplete Data and Faulty Benchmarking

The Compensation Committee not only used the wrong comparator group, it also used incomplete data
from that group and then manipulated that data in a manner that created inflated and inappropriate
benchmarks for Grasso's compensation.

Qur experts agree that, when comlucting a comparator group analysis, a compensation committee at a
minimum should be given a series of data points along a range of compensation levels for the CEQs of
the comparator group companies.”® Ideally, this data should include the entire percentile range of the
comparator group so that the executive can be judged against not only the median, but also the 25th
percentile, the 75th percentile, and other points in the range.

o Johnson Report at 7; Cook Opinion Letter at 2; Foley Opinion Letter at 2.
= See Johnson Report at 2-3, 7-8.
e

b See Johnson Report at 7-8. See also Cook Opinion Letier at 2; Foley Opinion Leter at 4-5.
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A full range of data points for the comparator group allows for an assessment of the executive’s
competitive position w the marketplace. Knowing the actual competitive positicmil}g Is critical to
determining whether that particular leve) of compensation is reasonable and appropriate.”

The Compensation Committee never obtained a full mange of data points to perform a proper assessment
of Grasso’s competitive positioning in any year. While at times Ashen and his staff received such
information, it was never provided to the Commintee and was not used by Ashen to create the executive
compensation worksheets or perform the benchmarking for the Committee. Instead, Ashen vsed only the
median or target median Jevel for benchmarking. As a result, the Committee had insufficient means 1o

. derermine . what Grasso’s final competitive positioning was and insuificient means to assess the
reasonableness of his compensation.

Furthermore, the Committee’s benchmarking formula — pursuant to which it multiplied the performance
factor of the NYSE (as determined by the ICP performance evaluation) by the median or target median of
the comparator group — was an inappropriate and misleading method by which to benchmark Grasso’s
compensation for a number of reasons.

First, as the Committee wel! knew, Grasso had a strong hand in determining the performance of the
NYSE through a variety of factors, including selecting the empirical erileria, setting the weights and
targets for the empirical criteria, and in his sole discretion determining the Chairman’s Award. Thus, by
directly multiplying the median of the comparator group by a number that Grasso was largely responsible
for creating, the Committee eifectively allowed Grasso to have a strong hand in determining his own
benchmark and thereby influence his own compensation. This is particularly true in light of the fact that
the Chairman’s Award greatly exceeded the performance level on the empirical criteria in many years.

Second, the fact that the NYSE performed consistently above the targets set each vear suggests that
targets may have been set Jow and should have been more carefully examined.”’ On average, during
Grasso's tenure the NYSE achieved 135% of its performance targets, and six of the eight years was at
130% or higher. It is rare for any company to consistently outperform its targets, if set fairly and
reasonably, to such an exient over an eight-year period. The Commitiee, therefore, should not have so
rolely applied the performance factor of the NYSE in the benchmarking formula, but should have
considered that performance with other factors in selecting an appropriate compensation range.

Third, even setting aside Grasso’s input into the benchmarking process when this formula is applied and
the questions about the performance factor, the Commitiee’s formula itself is misleading because it is
based on incomplete data and has no reasoned basis. By applying this formula, the Committee had no
idea where Grasso was situated each year within the range of the comparator group. The only thing the
formula determined is that Grasso’s compensation was equal to some multiple of the target or actual
median. That multiple could have placed Grasso at the 95th percentile or the 65th percentile; withont
more data points, the Committee had no way of knowing each year where exactly Grasso’s compensation
level placed him in the comparator group. Basing its compensation decisions on such incomplete and
potentially misleading data was an unreasonable approach to compensation decisions.*?

6 d,
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Johnson Repory at 7-8. . ..
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3. Capricious‘Upwafd-kdjusmrunts'me Aiready infiated Benchmarks

Perhaps the most important part of the compensation process is the final determination of the
compensation level. Afier analyzing the comparator group data and determining the CEO’s performance,
a compensation committee should then make a reasonable assessment of what to pay the CEO.%* The
NYSE Compensation Commitiee did not make sound or defensible judgments with respect to its
decisions for Grasso.

In advance of its final compensation decision for Grasso, the Committee already had created overly
generous benchmarks for Grasso by inappropriately camparing him to the top executives at large profit-
making institutions, and then multiplying the median level of that group’s compensation times the NYSE
performance factor that Grasse-hsd-had-a-hamd-tu determining. “The' Commitiee then compounded s
emors by increasing Grasso's annual bonus with little effort to tie the increase to the markel data or any
other specific criteria. ™ For example, in 2000 the Committee adjusted Grasso’s compensation from a
stated benchmark of about $11.1 willion to $26.8 million. Again in 2001, the Committee increased his
compensation from a stated benchmark of about $18.6 million to $30.6 million. Our experts have
determined that there is no reasonable or supportable basis for these adjustmenis.

Indeed, the main reason offered by the Commitiee members for their large upward jumps from the
already generous benchmarks was that Grasso had performed at an outstanding Jevel, but the Committee
had already taken that into account in its benchmarking. Importantly, Grasso and many other directors
acknowledged that the ICP performance evaluation was an accurate measure of the performance of
Grasso and the NYSE and fully captured all of the various aspects of the NYSE’s performance, The
Committee already had used that information in 2000 and 2001, for example, 1o muliiply the median of its
comparator group by 155%. Awarding Grasso multiples of the benchmark that already had been adjusted
significantly for Grasso’s performance wag arbitrary, capricious and unreasonable.

To address these problems outlined above, the NYSE Compensation Comminee should reevaluate and
improve its process for benchrmarking executive compensation, and should have consultants play a more
substantive role in the executive compensation process.

C. Lack of Appropriate Involvement of Consultants in Connection with
Grasso's Compensation and Benefits

The consultants employed by the Compensation Committee did not have the appropniate level of
involvement in, or input-tegarding; the compensation und behéfits process.™ The NYSE’s Tonsultants
performed no analysis of Grasso’s SERP benefits accumulation to examine whether it was reasonable or
consistent with the market, and did not analyze whether Grasso’s contractual SERP benefits, or the
NYSE’s SERP program, should be subject to caps or other limitations so that the benefits remained at
reasonable levels,

The consuitants also were not sufficiently involved in, and therefore did not attempt to correct, the flawed
process employed by the Commitiee in making its annual compensation decisions for Grasso. Mewitt did
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not advise the Commitiee that the comparator group was wholly inappropniate, but instead simply viewed

its role as simply providing data-ond Jsfermation-to-the: Commities ac- oppesed te-making -substantive..-...-.

recommendations to the Commitiee. Hewtt did not provide advice or substantive input to change the
inappropriate benchmarking or to ensure that the Committee was provided with the &l rsnge of merket
data for its analysis.

As noted directly above, compensation experts should be more substantively involved in the executive
compensation process at the NYSE.

D. Lack of Transparency/Disclosures Regarding Compensation

Very few people inside the NYSE knew about Grasso’s pension accumulation. Only Ashen, two of his
staff, the top two financial officers at the NYSE, and Mercer's Mischell knew of Grasso’s pension
accumulation, except at the times it was paid out. Grasso’s compensation awards were not disclosed
outside the Board. Not even the other senior executives at the NYSE knew of Grasso’s compensation
levels.

This lack of transparency in the compensation for Grasso facilitated the compensation and benefits levels’
growth to unreasonable levels. Many. Board members.agreed thet, had Grasse’s compensation-and benefit
levels been disclosed vutside e Buard, ey woulitrever i ve veutingd suth excessive feviels. "Anumber
of Board members stated that, in their TP i
compensation has now become known, the members of the NYSE believed that Grasso-was™ probably
making about $5-7 million per year in the last few years. Thus, it is clear that a policy of public
disclosure of Grasso's compensation would have had a strong effect on keeping Grasso’s compensation
within reason,

Annual disclosure of top executive compensation, which the NYSE already has implemented under its
newly adopted corporate governance practices, should address this.isgue......

E. Lack of Continuity on Compensation Commitiee/iBoard ™ "~

The NYSE'’s large Board during Grasso’s tenure as Chairman and CEQ, coupled with the high level of
tumnover of Board and Committee members from year to year and the failure to adequately train and share
historical knowledge about the NYSE with new Board and Commitiee members, contributed to a lack of
continuity on the Committee and the Board. This lack of continuity resuited in Board and Cormittee
members not having a complete frame of reference for executive compensation decisions.

Although Ashen stated that he provided some training to new members of the Board, and also walked
through compensation-related -issues ~with wew wembers of the ‘Compensation "Cormmiliee, most
Committee members either did not recall much compensation training or did not recall it as being very

detailed. Many had no historical perspeetive on compensation decisions, and -wers sot- femttar withrde

benchmarking processes employed by Ashen or other key aspects of the compensation process, Thus,

many Committee members certainly could have been better informed concerning a historical perspective
on the NYSE. ‘

The smaller NYSE Board created after Grasso resigned should be helpful in addressing this issue. In
addition, going forward, close attention should be paid ta training new Board and Committee members
and providing important historical information to them relating to execulive compensation.

e e e ———
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F. Grasso’s Control Over the People and Processes that Determined His
Compensation

Againgt proper governance practice, Grasso was invelved-in 6r sonnested-to the-nresass. that determingd.. ..
his own compensation,

He had a strong influence in who was selected as members of the Nominating Commitiee and the Baard,
and he personally selected which Board members served on the Compensation Committee. Some
directors he sclected to serve on the Compensation Committee were those with whom he had or
developed friendships or personal relationships, He also selected some of the most prominent CEOs who
had Jarge incomes to serve on the Board and the Compensation Committee. All of this at the very least
created the potential for conflict of interest and improper influence.

Grasso also determined, in his sole discretion, the “Chairman’s Award” component of the annnal NYSE
performance evaluation process, which the Committee used in part 1o determine the annual bonus awards
for NYSE employees generally as well as to benchmark Grasso’s own compensation. Grasso knew that
the NYSE performance was an important factor in the Board’s consideration of his own ¢ompensation,
and he increased, over the empirical criteria, the performance award each year, which effectively
imcreased the benchmark for his own compensation.

The issues concerning selection of Board members and Commitiee members have now laigely beeg— - —-—
addressed through the newly revised structure of the NYSE’s Board and Compensation Committee. The
NYSE should ensure that the Chairman should not in his sole discretion select members of the
Compensation Committee that decides his compensation. The Committee also should adopt procedures

by which, in the future, the “Chairman’s Award™ is not used directly 1o create benchmarks Tor, or actual
awards of, the CEO’s compensation.
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VI. ANALYSIS OF THE EVENTS CONCERNING THE APPROVAL OF
GRASSO'S 2003 CONTRACT

The facts and circumstances surrounding the Board’s approval of Grasso’s 2003 employment contract
shaw that the approval was based at least in part on incomplete or inaccurate information and, in some
respects, without adequate deliberation.

A. Inadequate Process/Deliberation for the Decision

~ As a preliminary mater, it is clear that the Board’s deliberation on the proposed contract extension and
payout of deferred compensation and benefits for Grasso was rushed and proceeded without the kind of
advance notice, documentation, or process that should have accompanied a decision of the magnitude the
Board faced. Grasso's contract extension and payout was not on the agenda for the August 7, 2003 Board
meeting and, in fact, Board membiers had been led to believe that the issue was not going to be raised that
day. No materials were sent out in advance of the meeting for the Board’s consideration on this issug,
and very minimal documentation was provided to the Board about Grasso’s contract extension at the
meeting. The consultants who knew and understood the proposal were not at the meeting, nor was Ashen,

Many Board members at the meeting were confused about the issves and were not presented with
sufficient information to wnderstand the issues or the contextual framework for considering the issues,
The discussion at the meeting was incomplete and at times inaccnorate or misleading, leading to further
confusion and miginformation.

B. Failure to Disclose the $48 Million in Scheduled Future Payments to the
Full Board

The full Board clearly was not informed of a critical fact: the $48 million in scheduled future payments
of deferred compensation and benefits provided for under Grasso’s 2003 employment agreement.”* This
material fact should have been disclosed to, and considered by, the full Board in its decision-making
regarding the 2003 contract.

Board members who were not on the Compensation Committee were not provided with any document
that referenced or discussed the $48 million, or otherwise would have given them reason o -belisve-that --
any future payments of benefits or deferred compensation would be due under the 2003 contract. The
only document the Board received at the August 7 meeting about the contract proposal — the handout
Ashen prepared for the Board — said nothing about the $48 million or any future payments. In addition,
while the Speaking Points Ashen prepared for McCal) specifically mentioned the approximstely-$28 --
millian in scheduled payments of SERP benefits and the additional future CAP payments that were called
for under the contract (though without listing how much the CAP payments were), the Speaking Points
were not distnbuted to the Board,

There was no mention of the $48 million or any future payments during the protracted discussion at the
August 7 Board meeting. McCall, the Chairman of the Cormmittee responsible for advising the Board of
the terms of the contract proposal at the Avgust 7 meeting, did not raise the issue of the $48 million when

232
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he first addressed the Board or al any other point in the meeting. Despite having the Speaking Points
Ashen had prepared for him, McCall never reviewed them and never imparted to the Board the
information the Speaking Points contained,

Likewise, the other Committee members ot the Board meeting, who had been provided with information

about the $48 million during Committee meetings, did not mention the $48 million, even though the $48

million clearly was addressed at the Committee level. At the July 2003 Committee meeting during which

the Committee voted to recommend to the Board that Grasso's contract be extended and that he veceivea
payout of deferred compensation and benefits totaling $139.5 million, the Commitiee had before it the

July 2003 Mercer report outlining the proposed terms of the contract extension and payout, inciuding the

future payments.

The July 2003 Mercer report specifically set forth that, under the proposed new contract, Grasso would be
entitled to substantial foture payments of pension benefits and deferred compensation, including: (1) four
payments of Grasso’s SERP benefits in the amount of $7.138 million each in the years 2004-07 ($28.55
million); and (2) the portions of Grasso’s CAP award that become vested each year during theife of the -
new contract, through 2007. '

Moteover, several members of the Committee whose Commitice service pre-dated June 2003 also had

received other maledals outlining the scheduled future payments to Grasso on several prior occasions, i
including in October 2002 and March 2003, These former Committee members had participated in !
private meetings with Ashen and William Mischell of Mercer in March 2003 (o discuss the propesed 3
terms of the contract. Thus, the issue of the future payments was raised at the Commuitiee level and

Committee members should have been aware of the future payments called for under the contract.

Despite having received these materials regarding the $48 million, some on the Committee have stated
that, at the time of the August 7, 2003 Board meeting, they were unaware that there were any future
payments called for in the contract proposal. Other Committee members have acknowledged that,
through the Committee’s discussion and documents the Committee was provided regarding the proposed
confract, they knew about the $48 million in scheduled payments.

However, no one of the members on the Committee who knew about the $48 million raised the $48
million at the August 7 Board meeting, despite acknowledging that McCall was struggling to explain the
propesal adequately and that MeCall was. not. discussing. the. $48. million. These. Commintes. members
continued to press ahead for approval of the contract without providing their fellow Board members with
the information they needed to fully understand the proposal that was before them. One of these
Committee members suggested to McCall that he bring Ashen into the meeting to explain the proposal,
but when McCall refused that suggestion, the Committee member did nothing himself to himself attempt
to clarify the confusion in the meeting.

Significantly, not only was the Board not told that the contract called for the $48 million in future

payments of deferred compensation and pension benefits to Grasso, the Board actually was told the

opposite — that payment of the $139.5 million to Grasso would result in his termination from participation '
in the programs that had allowed his pension to become so large. Indeed, the only references to future

payments 1o Grasso al the August 7 meeting were statements by McCall and others lo the effect that there

would be ro further payments of deferred compensation or benefits to Grassa. Thal staternent was not

corrected by those Committee members who knew about the $48 million.
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Such statements were entirely misleading and inaccurate, for at least two reasons. First, the bulk of the
$48 million was (i) a contractual payout of SERP benefits based on a SERP calculation that assumed
Grasso would continue to work at the NYSE through the end of the 2003 contract (June 2007); and (ii) a
payout of CAP awards, Second, the Board was not advised that, depending on the facts and
circumstances of Grasso’s leaving the NYSE, he possibly could have been entitled to further SERP-
related benefits under the contract. Thus, the Board was not provided accurate information about the
possibility of future payments to Grasso under the contract rclating to deferred compensation and
benefits.

C. Misinformation About the $139.5 Million Payout

At the Board meeting on August 7, the Board was told, inaccurately, thet Grasso was fully entitled to the
entirety of the $139.5 million payout. McCall and other current or former members of the Committee
told the Board that the $139.5 million was “all his money” and that if he resigned from the NYSE that
day, it would all be due to him. This was not true. Under the terms of Grasso’s 1999 contract, Grasso's
entire CAP account was forfeitable if Grasso left the NYSE prior to the end of the contract’s term in June
2005, Thus, the CAP portion of the $139.5 million payout, which amounted to about $13 million, was
not vested and owing to Grasso. B

At the Committee level, Committee members had been told that the CAP portion of the $139.5 million
was vested, Specifically, Ashen had characterized it as “vested” in materials he prepared for and
distributed to the Committee and had told Mischell to characterize it as “vested” in Mercer’s March 2003
report, and it remained characterized that way in Mercer's July 2003 report. Mischell specifically pointed
out to Ashen that it was not technically accurate to refer to the CAP portion as vested, and cautioned that
doing so might be misleading. Ashen, however, assured Mischell that he would clarify the issue for
Committee members during the meetings he and Mischell were to have with them, and Ashen told us that
he in fact did so, However, many Committee members said they believed that the entire $139.5 million,
including the CAP portion, was due to Grasso and voted to recommend the proposed contract to the
Board, in large part, on the basis of that belief. Committee members then conveyed their belief in this
regard to members of the Board on August 7 in the face of questions as to whether the money was all
Grasso's, whether he was legally entitled 10 it and whether it was all vested. Thus, ultimately, the Board

was misinformed by the oral statements of various Committee members. '

The three-page handout Ashen prepared and distributed to the Board at the August 7 meeting did make
reference to the fact that Grasso’s CAP awards were forfeitable under his current contract, though the
discussion of CAP in the handout was somewhat ambiguous. In any event, Board members said they
generally did not focus only on this handout but rather relied instead on what they were being told by
Commitiee members; specifically, that Grasso was owed the entirety of the $139.5 million.

D. Misleading Information About Approval By-Consultants-and-i.awyers

The Board was also given the misimpression that the NYSE’s lawyers and consultants had approved the
proposed contract. The Board was told by varions Committee members at the August 7 meeting that the

proposed contract had been reviewed and blessed by consultants and lawyers. This statement was
misleading.

As an initial matter, there is no evidence the Committee ever sought, let alone received, a legal opinion as
to the appropriateness of the terms of the proposed contract. The only law firm the Committee consulted
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with concerning Grasso’s proposed contract — Vedder, Price — wag not asked to provide legal advice but,
rather, was hired to serve as an independent compensation consultant. Moreover, although Ashen said he
ultimately believed Vedder, Price recommended that the Committee approve the propased contract,
Vedder, Price vehemently denied ever making such a recommendation, and no recommendation to that
effect appears in any of Vedder, Price’s written reports or materials. Most Committee members recalled
that Vedder, Price did not offer a recommendation as to whether or not to approve the proposed contract.

As for the NYSE's other consultants, Mercer simply performed a financial analysis and actuarial
calculations pertaining to the contract proposal. While Mercer did conclude that the proposed contract
presented a minima) financial benefii-io the NYSE, Mischielt did mot opme on-ie apmupriatenessof the: -~
contract proposal, its terms, or the level of Grasso’s compensation or benefits, nor was he ever asked to.
Hewitt apparently played no role whatsoever in the renegotiation process, as the Committee chose instead
to seek advice from an “independent” consultant (Vedder, Price).

Quite simply, the statements by Committee members at the August 7 Beard-meeting-that the contract
proposal hiad been signed off on by consultants and lawyers were not accurate. Like the misstatement that
the entire $139.5 million payout was all “vested” and owing to Grasso, this misstatement was relied upon
by many directors in deciding to approve the contract.

E. Failure to Condition Approval on Review of Written Contract

In light of ihe confusion and unceriainiy surrounding ihe Board™s Augusi 7 consideruiion ol ihe propased
contract, the Board could have tabled the issue for consideration under less hurried and confusing
circumstances, or conditioned its appraval of the proposed contract on a review of a writien contract.

Clearly, there was a great deal of confusion and an unnecessary scramble to consider and approve the
contract on that day. Because the matter was not on the agenda, non-Comimittee Board members had not
had an opportunity to fully consider or vet the issue prior to the meeting, where they were clearly put on
the spot by the Compensation Committee to decide the matter that day, with no notice. At the meeting,
they received no materials or documentation regarding the contract proposal, other than the three-page
handout, which amounted 1o little more than an itemized list of the elements which made up the $139.5
million payout. Because of the unnecessary scramble to get the issue before the Board that day, Mischell,
who was fully versed in the terms of the contract, was unable to attend the meeting,

In light of these circumstances - the rushed manner in which the matter was brought before the Board and
the obvious confusion in the room - it may have been prudent for the Board to have stepped back and
delayed a decision on the proposal until it had time to gather and analyze al) relevant facts and feel
comfortable it was making an. informed .decision,.and. o reconvens. the. Beard. for consideration-.of 2
written contract for Grasso.

Ultimately, the Board delegated authority to negotiate and execute the contract in accordance with the
terms approved at the Auvgust 7 Board meeting to McCall. McCall, however, signed the contract on
August 27 without ever reading it in its enlirety or undersianding its key terms. As a result, issues .

regarding the $48 million in scheduled future payments to Grasso did not come to light until the contract
had been signed.
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Vil. IMPACT ON THE NYSE CAUSED BY GRASSO’S EXCESSIVE LEVELS
OF COMPENSATION AND BENEFITS

Grasso's excessive levels of compensation and benefits have negatively affected-the NYSE-in-al-teasi
three fundamental ways. First, the large payouts of excess compensation and benefits have had a negative
impact on the NYSE's financial capability to serve its purposes. Second, Grasso’s excessive
compensation and benefits have had a detrimental impact on the brand and goodwill of the NYSE.
Finally, as a result of the excessive compensation and benefits, the NYSE has been required 1o spend
resources that it otherwise would not have been required to spend had Grasso not been overcompensated.

A. Detrimental Effect on the NYSE’s Financial Ability to Serve Its Purposes

The NYSE is a not-for-profit corporation that exists to provide a forum and facilities for its members to
frade securities of companies that are listed on the NYSE.® To accomplish these goals, the NYSE must
fund a wide variety of expenses including, for example, costs associaled with maintaining the physical
structure and facilities of the NYSE, operating ils various electronic systems, providing regulatory
oversight, and advertising and promotions relating to the NYSE®  Additionally, the NYSE also sets
aside working capital to undertake capital improvements, such as new technology.

Thus, although the NYSE does not seek to maximize profits like a for-profit corporation, it must raise
revenue and control expenses to fulfill its corporate purposes. Any unnecessary, unreasonable or wasteful
expenses in material amounts necessarily hinder the NYSE’s ability to properly wse its funds and
Tesources 10 serve its purposes, including for the benefi of its members, its listed companies or the
investing public,

As noted in Section IV, Grasso received excess compensation in the amount of approximately $43.1
million, and received cxcess pension payments in the amount of approximately $70.1 million to $82.3
million, for a total amount in excess compensation ard beneTits pard to him of about $113.2 million to
$125.4 million. These funds are clearly a material amount of maney to the NYSE.

For example, in 2003, the NYSE was forced to pay over $5] million from its working capital to fund
Grasso's SERP balance, which alone represented approximately 6% of the NYSE’s working capital (as of
the end of 2002). Additionally, in 2001, when-Grasse-reseived compensation-tataling over-$30-miliiou,
the NYSE’s net income dropped over 50% from the prior year, falling from $72.9 million in 2000 to just
$31.8 million in 2001.

In fact, the NYSE’s net income has been steadily declining since 1998, while at the same time Grasso’s
annual compensation reached unprecedented levels. In addition, while Grasso’s compensation was rising
substantially, member fees also were increasing. A number of directors informed us that they and NYSE
members were troubled when they leamed of Grasso’s large compensation and benefils because, at the
same time the Board was increasing Grasso's annuval compensation, the NYSE was raising its fees to
members. The following chart shows the annual NYSE net income and total fees paid by members
during Grasso’s tenure and also lists Grasso’s compensation each year.

2

See NYSE Constitution ar Art. ), Sec. 2.
See..e.¢.. Cansalidated Budges far.2002 9t NYSE 014404
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NYSE NET INCOME AND MEMBER FEES
V8. GRASSO INCOME™

Year NYSE Toial Fees Paid Grasso Total

Net Income By Members™ | Compensation
(In millions) {Tn millions) (Iv millions)
1995 $356.7 $ 268.7 $2.2
1996 74.4 291.1 3.0
1997 86.1 330.9 5.2
1998 101.3 377.6 6.0
1999 75.2 415.6 12.1
2000 72.9 468.3 26.8
2001 31.8 316.8 30.6
2002 28.1 507.9 12.0

Repardless of whether there is any direct correlation between member fees and Grasso's compensation
levels, it is apparent that, had Grasso not been paid over $100 million in excessive compensation and
benefits, the NYSE could have had the use of that money for other purposes that serve its interests in
providing other benefits to its members, its listed companies, or the investing public. Indeed, aside from
member fees, listed companies and investors also paid various fees during Grasso’s tenure, One way or
the other, having an additional $100 million in its coffers, or preventing an additional $100 million from
being provided to Grasso, would have benefited the NYSE and ils members, and may have benefited the
NYSE’s listed companies and the investing public as well.

B. Detrimental Effect on the NYSE’s Brand and Goodwill

The NYSE creates valae for ity members by atiraciing {and maintaining) iisted companies arid attracting
investars to buy and sell these companies® stocks through the NYSE. The NYSE brand and goodwill are
important in the NYSE’s success in accomplishing these and other institutional goals.

As a result of the excessive compensation to Grasso, many have called into question the NYSE's
govemnance practices and other aspects of the NYSE’s operations. The N'YSE has also been the subject of
inquiry on these issnes from the SEC and has been widely criticized in the media and various public
forums, According o a number of direciors we: interviewed; this s tended-t-erade the confidetice and -
trust that listed companies and investors have in the NYSE, which harms the NYSE’s brand and goodwill
and, ulimately, can be detrimental to the NYSE's financial well being and its purpose as an organization,

Many directots and former directors have stated that in their opinion the overcompensation of Grasso has
to some extent damaged the reputation, immage-and podwiitof te NYSE - -

a5 See NYSE 049666, 049740, 049811, 049883, 049958, 050037, 050107,

D6

The NYSE lists the following seven sources of revenve in its Annual Reports: (1) listing fees; (2) market data fees; {3)
regalatory fees; (4) trading or transactional fzes; (5) facility and cquipment fees; (6) membership fees; and (7)
investment and other income. Al of these source, except listing fess and investment and other income are paid by
members, The amounts in this column were calculaied by 1aking the 1otal revenue Jess listing fees and investment and
other income. In 2002, the NYSE added a new line in its consolidated financial statements for data processing fees,
which totaled $223,239,000-for 200} and §224,575:000401- 2002 and: whitit are niat Hsied above.
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C. Detrimental Effect on the NYSE as a Result of Having to Spend Its
Resources on Matters Relating to Grasso's Overcompensation

As a result of Grasso’s excessive compensation and benefits, the NYSE has been required to spend its
resources dealing with the fallout from this issue. NYSE cmployces and agents have been required to
perform a variety of work that they otherwise would not have been required to perform had Grasso not
been overcompensated, including responding to an inquiry from the SEC on matiers relating to Grasso's
compensation. None of these corporate resources would have been spent in the absence of the
overcompensation,
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EXCESSIVE ANNUAL
COMPENSATION AND PENSION BENEFIT OF
RICHARD A. GRASSO

I Annual Compensation (1995-2002)

Exhibit 1

Proper Compensation Excess Compensation
Total Paid (Per Experts Johnson, (Per Experts Johnson,
Cook and Foley) Cook and Foley)
$97,814,582 $54,683,292 $43,131,290
II.  Pension Benefit (Accumulated Pension as of Angust 7, 2003; Paid

Pension as of September 3, 2003)

Actual Pension | Proper Pension Per Experts Fxcess Pension Per Experts
(Accumulated/ (Accumulated/Paid) (Accumulated/ Paid)
Paid)

Johnson, Foley Johnson, Foley

Cook Cook
$126,386,529/ $12,800,000/ | $25,000,000/ | $113,586,529/ | $101,386,529/
$95,100,202 $12,800,000 $25,000,000 | $82,300,202 | $70,100,202

TOTAL EXCESSIVE ANNUAL

COMPENSATION AND ACCUMULATED PENSION

$144.5 MILLION TO $156.7 MILLION
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24. John J. Mack

25, Reuben Mark

26. Bernard Marcus

27. Lord Coiin Maishath-—-

28. Sir Deryck C. Maughan

29. Robert M. Murphy
""" ' 30. E.Suniey O'Neai

31, Leon E. Panena

32. Henry M. Paulson, Jr.

33, Philip J. Purcel)

34. Christopher C. Quick

3s, Jucrgeh E. Schrempp

36. Lany W, Sonsini

37. Willlam B. Summers, Jr.
38, Alex Trotman
NYSE Executives and Staff
39. Frank Z. Ashen, Executive Vice President, Corporate Service
40. Dale B. Bernstein, Vice President, Human Resources
41, Mary Brienza, Iniernational Andit Growp... - ...
42. Rabert G. Britz, President and Co-Chiel Operaung Officer
43. Richard M. Dapcic, I:ﬁemal Audit Group
44, Richard A. Grasso, former Chainman and Chiel Executive Officer
45. Keith R, Helsby, Senior Vice President and Chief Financial Officer
46. Alan Holzer, Controller

47. 'Wilham R. Johnston, Senjor Advisar, Office of the Chairman and former NYSE President
and Chief Operating Officer
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48. Catherine R. Kinney, President and Co-Chief Operating Officer
49. Edward A. Kwalwasser, Group Executive Vice President, Regulations
50. Richard L. Ribbentrop, Senior Vice Fresident, Government Relations
51. Darla Stuckey, Corporate Secretary
52. Steve Wheeler, Archivist, Archives and Corporate Research Center
53. Mary Yeager, Assistant Corparate Scerctary
54. Roben T. Zito, Executive Vice President, Communications
35. Soolee Lee, Executive Assistant to Richard A. Grasso
Adyvisors and Consultants
56. Thomas P. Desmond, Parter, Vedder, Price, Kauffman & Kammholz, P.C.
57. Philip Grant, Hewitt Associates LLC
58. Jeffrey S. Hyman, Hewitt Associates LL.C
59. Diane Improta, Hewitt Associates L1LC
60. Paul W. Lameo, PricewaterhouseCoopers
61. Rabert Mischell, Mercer Human Resource Consulting LLC
62. Robert E. Moritz, PricewaterhouseCoopers
63. Robert ], Stucker, President, Vedder, Price, Kauiman & Kammholz, P.C.

64. Ian Lloyd Levin, Proskaver Rose LLP
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1995 (As of Juoe 1995)

Compensation Committee

Stanley C. Gault - Chair
Richard B. Fisher
William R, Johnston
Ralph 8. Larsen
Bermnard Marcus
Revben Mark

Philip I. Purcell

Paul A. Allaire

Geoffrey C. Bible
Charles J. Bocklet Jr,

J. Gary Burkhead

John L. Clendenin
Miche] A. David-Weill
Robert B. Fagenson
Benjamin H. Griswold IV
Stephan L. Hammerman

Other Baard Members

A. James Jacoby
Edgar Janotta Sr.

Sir Colin Marshal)
Deryck C. Maughan
Anthony O'Reilly
Michael Robbins
Clifton R. Wharton, Jr.
Kathryn J. Whitmire

1996 (As of June 1996)

Compensation Committee

Other Board Members

Ralph §. Larsen - Chair
Richard B. Fisher
Richard 8. Fuld Jr.
Maurice R. Greenberg
Bernard Marcus
Reuben Mark

Deryck C. Maughan

Paul A. Allaire

“Geolfrey C. Bivle

Charles I. Bocklet Jr.

J. Gary Burkhead

Michel A. David-Weill

Robert B. Fagenson

Benjamin H. Griswold TV

Stephan L. Hammerman

James A, Jacobson
(Beginning September 1996)

A. James Jacoby
‘EdgarJanotta Sr.

Sir Colin Marshall
Anthony O'Reilly
Michael Robbins

Alex Trotman

Clifton R, Wharton, Jr.
Kathryn J. Whitmire

1997 (As of June 1997)

Compensation Committee

Other Board Members

Ralph 8. Larsen - Chair
Richard 8. Fuld Jr.
Maurice R. Greenberg
James A. Jacobson
David H. Komansky
Bemard Marcus
Reuben Mark

Sir Colin Marshall
Deryck C. Maughan
Alex Trotman

Geoffrey C. Bible
Charles J. Bocklet Jr.

J. Gary Burkhead

Michel A. David-Weill
Robert B. Fagenson
Richard B. Fisher
Benjamin H. Gniswold IV
A. James Jacoby

Edgar Janotta Sr.
Leon E. Panetta
Michael Robbins
Linda J. Wachner
{Beginning September
1997)
Clifion R. Wharton Jr.
Kathryn J. Whitmire
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1998(As of June 1998)

Compensation Committee Other Board Members
Bernard Marcus - Chair Geoffrey C. Bible Gerald M. Levin
Robert B. Fagenson Charles J. Bocklet Jr. Robert M. Murphy
Richard B. Fisher 1. Gary Burkhead Leon E. Panetia
Richard S. Fuld Ir. Stephen M. Case William B. Summers, Jr.
Maurice R. Greenberg Michel A. David-Weill Clifion R. Wharton, Jr.
David H. Komansky James M. Duryea Kathryn J. Whiunire
Kenneth G. Langone Benjamin H. Griswold IV
Sir Colin Marshall
Deryck C. Maughan
Alex Trotman
Linda J. Wachner

1999 {(As of June 1999)

Compensation Committee -Other-Beard Mambars

Geoffery C. Bible Joseph A. Mahoney

Kenneth G. Langone - Chair Stephen M. Case Robert M. Murphy
Charles J. Bocklet Jr. Michel A, David-Weill Leon E. Panetta
Richard 8. Fuld Ir. James M. Duryea Henry M. Paulson, Jr.
Maurice R. Greenberg Gerald M. Levin William B. Summers, Jr.
Mel Karmazin H. Carl McCall Clifton R. Wharton, Ir.
David H. Komansky George C. McNamee Kathryn J. Whitmire
Sir Colin Marshall
Deryek C. Maughan
Alex Trotman
Linda J. Wachner

2000 (As of June 2000)

Compensation Committee Other Board Members
Kenneth G. Langone - Chair Geoffery C. Bible Joseph A. Mahoney
Charles 1. Bocklet Jr. Stephen M. Case Rabert M. Murphy
Richard 8. Fuld Jr. Michel A. David-Weill Leon E. Panetia
Maurice R. Greenberg James M. Duryea Henry M. Pavlson, Jr.
Mel Karmazin Peter N. Larson Joe L. Roby
David H. Komansky Gerald M. Levin Juergen E. Schrempp
Alex Trotman H. Car] McCall William B. Summers, Ir.
Linda J. Wachner George C. McNamee Kathryn J. Whitmire
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2001 (As of June 2001)

Compensation Committee

Other Board Members

Kenneth G, Langone - Chair
Richard 8. Fuld Jr.

Maurice R. Greenberg

Mel Karmazin

David H. Komansky

Gerald M. Levin

Robert M. Murphy

Alex Trotman

Michael A. Carpenter
James M. Duryea
Wilham B. Harrison, Jr.
Peter N. Larson

H. Carl McCal)

George C. McNamee
Joseph A. Mahoney
Jean-Marie Messier

Leon E. Panetta

Henry M. Paulson, Ir.
Christopher C. Quick
Joe L. Roby

Juergen E. Schrempp
Larry W. Sonsini
William B. Summers, Jr.

2002 (As of June 2002)

Compensation Committee

Other Boay

'd Members

Kenneth G. Langone - Chair
James E. Cayne

Laurence D, Fink

Mel Karmazin

David H. Komansky

Gerald M. Levin

Robert M. Murphy

Henry M. Paulson, Jr.
Juergen E. Schrempp

Carol Bartz

Michael A. Carpenter
(Until September 2002)

James M. Duryea

William B. Harrison, Jr.

Peter N. Larson

H. Carl McCall

George C. McNamee

John J. Mack

Joseph A. Mahoney
Jean-Marie Messier
(Until December 2002)
Leon E. Panetta
Christopher C. Quick
Larry W, Sonsini
Martha Stewart
(June 2002 - October 2002)
William B, Summers, Jr.

2003 (As of June 2003)

Comnmsaifon'tom mitiee

Kenneth G. Langone - Chair

J. Carl McCall - Chair
(Beginning July 2003)

Herbert M. Allison, Jr.,

Laurence D. Fink

Mel Karmazin

Gerald M. Levin

Robert M. Murphy

Juergen E. Schrempp

Madeline K. Albright
Carol Bartz

James E. Cayne

James M. Duryea
Robert B. Fagenson
William B. Harrison Jr,
Andrea Jung

Peter N. Larson

H. Carl McCall

Oiher Board Members

George C, McNamee
John J, Mack

Robert M. Murphy

E. Stanley O'Neal

Henry M. Paulson, Jr.
Philip J. Purcell
Chnistopher C. Quick
Larry W. Sonsini
William B. Summers, Jr.
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