MEMORANDUM
To:

File

From:

Allison Herren Lee
Counsel to Commissioner Kara Stein
U.S. Securities and Exchange Commission

Date:

November 7, 2014

Re:

Discussion with Representatives from Public Citizen

On November 7, 2014, Andrew Green and Allison Herren Lee, counsel to
Commissioner Stein, met with Ms. Lisa Gilbert and Mr. Bartlett Naylor of Public Citizen.
Among the topics discussed were the proposed rule on Incentive-Based Compensation
Arrangements and the Petition to Require Public Companies to Disclose to
Shareholders the Use of Corporate Resources for Political Activities. Ms. Gilbert and
Mr. Naylor also provided the attached documents.

MEMORANDUM
TO:

MARY JO WHITE, CHAIR, SECURITIES & EXCHANGE COMMISSION

FROM:

ADAM KANZER, MANAGING DIRECTOR & GENERAL COUNSEL, DOMINI SOCIAL
INVESTMENTS LLC

SUBJECT: CORPORATE POLITICAL ACCOUNTABILITY- 2013 PROXY SEASON REVIEW
SEPTEMBER 9, 2013

DATE:

In August 2011, a group of ten prominent law professors whose teaching and research focuses
on corporate and securities law submitted a rulemaking petition to the SEC, seeking a rule that
would require public companies to disclose the use of corporate resources for political
activities. 1
The rulemaking petition followed a multi-year shareholder campaign seeking greater corporate
political spending transparency and accountability. This memorandum summarizes the results
of this proxy season and seeks to place this season in context by describing the basic
components of corporate political spending disclosure, an overview of political disclosure among
S&P 500 companies, and the rationale for a rulemaking in this area.
Each year, a variety of shareholder proposals are submitted that focus on corporate political
activity, ranging from electoral spending transparency to lobbying disclosures. This memo
focuses on the core proposal sponsored by investors working with the Center for Political
Accountability (CPA) 2 , the organization that has been coordinating the bulk of the shareholder
actions on this issue since 2004. The CPA proposal is focused on the same types of spending
targeted by the rulemaking petition, and may serve as a template for the Commission.
The CPA proposal seeks the following: 3

1

File No. 4-637. Petition to Require Public Companies to Disclose to Shareholders the Use of
Corporate Resources for Political Activities, available at https://www.sec.gov/rules/petitions/2011/petn4-637.pdf
2

www.politicalaccountability.net

3

The standard CPA "resolved" clause is as follows: Resolved, that the shareholders of XX ("Company") hereby
request that the Company provide a report, updated semiannually, disclosing the Company's:
1.

Policies and procedures for political contributions and expenditures (both direct and indirect) made with
corporate funds.

2.

Monetary and non-monetary contributions and expenditures (direct and indirect) used to participate or
intervene in any political campaign on behalf of (or in opposition to) any candidate for public office, and
used in any attempt to influence the general public, or segments thereof, with respect to elections or
referenda. The report shall include:
a.

An accounting through an itemized report that includes the identity of the recipient as well as the
amount paid to each recipient of the Company's funds that are used for political contributions or
expenditures as described above; and

2

•
•
•

Board oversight of corporate political spending;
Disclosure of policies and procedures for political spending; and
Semi-annual disclosure of direct and indirect political spending. This request is
directed to:
o The expenditure of corporate treasury funds, not corporate Political Action
Committee (PAC) spending, which represents employee money.
o "Indirect" spending refers to payments to third party organizations that engage in
political spending, including trade associations, 501(c)(4) social welfare
organizations, 527 organizations, Super PACs, etc.
o Spending to influence the outcome of elections or to influence the general public
with respect to elections or public referenda.

2013 Proxy Season Update4
In 2013, 46 CPA-coordinated proposals were filed:
•
•

15 proposals were withdrawn by the shareholder, after reaching a form of agreement
(33o/o)
31 proposals went to a vote (67%):
o
Average shareholder support: 32.1°/o (23 companies voted to date). If
abstentions are counted, an average of 41.1 o/o did not agree with management's
recommendation.
o Highest vote: 66% at CF Industries (counting abstentions, the vote rises to
70.4%)
o 12 proposals exceeded 30% support; 3 exceeded 40% support.
o The CPA proposal received an average of 30o/o or greater support for the 2010,
2011 and 2012 proxy seasons.

This season also marked a new tactic, when the New York State Comptroller's Office filed suit
to review the books and records of Qualcomm relating to political expenditures. 5 The company
ultimately agreed to disclose its political contributions. 6

b.

The title(s) of the person(s) in the Company responsible for the decision(s) to make the political
contributions or expenditures.

The report shall be presented to the board of directors or relevant board oversight committee and posted on the
Company's website.
4

Data source: Center for Political Accountability.

5

http://www.nvtimes.com/2013/01/04/nyregion/new-york-comptroller-sues-aualcomm-for-data-on-political
givinq.html? r=O

6

http://www.gualcomm.com/media/releases/2013/02/22/gualcomm-implements-industry-leading-political-spending
disclosure-policy
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Survey of Political Spending Disclosure: S&P 500
Since 2004, investors working with the CPA have engaged 217 companies through the
submission of shareholder proposals, and reached withdrawal agreements with 118 (See
Shareholder Resolutions on Corporate Political Spending Disclosure & Accountability, Summary
Analysis of Vote Results and Agreements, 2004-2013, enclosed). Despite this level of success,
however, corporate political spending disclosure based on agreements with a wide range of
investors has produced inconsistent disclosures, as detailed in the table below. In addition, it is
difficult for investors to ensure that companies are living up to their agreements.

No

NA*
Detailed policy?
Board oversight?
Disclosure of $ to
candidates, parties, and
committees?
Disclosure of $ to 527
organizations?
Disclosure of $ for
independent
expenditures?
Disclose $ to trade
associations for
political purposes?
Disclosure of$ to 501c4
organizations?
Disclose $ to ballot
measures?

Partial**

Yes•

Y%

P%

NA%

0

103

226

169

33.9

45.4

0.0

Y+P+NA%
79.3

25

289

17

167

33.5

3.4

5.0

42.0

73

284

49

92

18.5

9.8

. 14.7

43.0

54

329

38

77

15.5

7.6

10.8

33.9

80

352

33

33

6.6

6.6

16.1

29.3

14

348

77

59

11.8

15.5

2.8

30.1

32

408

28

30

6.0

5.6

6.4

18.1

32

351

40

75

15.1

8.0

6.4

29.5

Source: Center for Political Accountability, June 2013. Total of 498 companies, excluding Coventry (merger) and
Phillip Morris International (no operations in the US).

...

Not applicable. This covers companies that do not engage in these categories of political spending.
Category includes no amounts listed, aggregate numbers given, ambiguous information, etc.
Complete, detailed disclosure .

The Rationale for a Rule Mandating Corporate Political Spending Disclosure
The following is excerpted from a comment letter I drafted in supporl of the rulemaking petition
on behalf of a coalition of investment professionals, including mutual fund and other institutional
asset managers, foundations, religious investors and financial planners managing more than
7
$690 billion on behalf of individual and institutional clients in Norlh America and Europe.
The Rulemaking Petition notes that "Absent disclosure, shareholders are unable to hold
directors and executives accountable when they spend corporate funds on politics in a way that
departs from shareholder interests." Undisclosed corporate political spending can encourage
behavior that poses legal, reputational and operational risks to companies and systemic risks to
7

The full letter is available at https://www.sec.gov/comments/4-637/4637-ll.pdf.

4

our economy and to our political and judicial institutions. The Supreme Court said that full, real
time disclosure of corporate political payments allows shareholders to "determine whether their
corporation's political speech advances the corporation's interest in making profits."
Corporations use treasury funds to make a variety of political payments, including direct
contributions to state-level political candidates, including judges, to fund ballot initiatives,
political parties and a range of tax-exempt entities, such as trade associations and 527
organizations that engage in political activity. Corporations may also contribute funds to finance
political advertising on public policy issues or to advocate for or against the election of particular
candidates ("independent expenditures"). 8 These activities are subject to a variety of state and
federal laws, but there are no current rules that require that companies disclose this spending to
their shareholders, and there are significant gaps in the type of spending that is required to be
disclosed to anyone. As a result, it is virtually impossible for an investor to obtain a complete
picture of any individual company's political spending, with the exception of those companies
that have elected to voluntarily disclose this information.
Shareholders have no uniform means to monitor these activities, or assess the risks of
corporate political spending without an SEC rule requiring full disclosure for all public
companies. Full disclosure would allow investors to manage, and help to mitigate, the full range
of risks presented by corporate political spending. For example:

8

•

Political spending disclosure helps prevent corporations (and unaccountable corporate
executives) from using corporate treasury funds to obtain competitive advantages
through political means, rather than by adding value in the marketplace (in economics,
what is commonly known as "private rent seeking"). Secret political giving undermines
free enterprise and creates unearned advantages in the marketplace. These activities
distort the workings of the market, and result in misallocations of capital. Mandatory
corporate political spending disclosure would further a marketplace where companies
compete and win based on superior products and services, rather than by superior
access to lawmakers, in keeping with the SEC's mandate to "maintain fair, orderly, and
efficient markets."

•

Political spending disclosure would help to mitigate the high risk of conflicts of interest
and self-dealing by politically active CEOs and other senior executives that may be using
corporate treasury funds for their own political purposes. The Commission has
consistently favored disclosure as an effective means to address conflicts of interest.

•

Trade associations, and a range of other tax-exempt entities such as 501(c)(4) social
welfare organizations, have become significant conduits for 'indirect' corporate political
spending. Many of these organizations are not required to disclose the source of their
funding. Without full disclosure of the payments corporations make to these groups for
political purposes and the corporate policies and procedures that guide such payments,
neither shareholders nor corporations have any effective means to hold these
increasingly influential and powerful organizations accountable. This lack of

Corporations are prohibited from making direct contributions from the corporate treasury to federal campaigns
or national party committees.

5

accountability can lead corporations to finance both sides of controversial public policy
issues or to finance policies (or candidates) that run contrary to the company's interests.
•

Political spending disclosure can protect companies from the risks posed by pay to play
political fundraising. The SEC recently passed a rule to address the risks of pay to play
arrangements between registered investment advisers and state entities, and issuers of
municipal securities are also covered by pay to play regulations requiring, inter alia, the
adoption of compliance policies and procedures and internal monitoring of political
spending of certain key executives. Many public corporations, however, are also
exposed to these risks and are not subject to similar regulations.

•

Corporations face a complex patchwork of legal risks at the state and federal levels
when they engage in political spending.

All of these concerns were dramatically increased by the Supreme Court's decision in Citizens
United v. Federal Election Commission which legalized unlimited corporate spending to
influence the outcome of elections, so long as this spending is not coordinated with a candidate
("independent expenditures"). Most public companies have no publicly available policies to
address this new and risky avenue of political spending.

Additional Resources
•

Professors Lucian Bebchuk, Harvard Law School, and Robert J. Jackson, Jr., Columbia
Law School, the lead authors of the rulemaking petition, have written a law review article
responding to critics of their rulemaking petition, Shining a Light on Corporate Political
Spending, available at http://papers.ssrn.com/sol3/papers.cfm?abstract id=2142115

•

Professors Bebchuk and Jackson also responded to objections to their petition in a
series of posts on the Harvard Law School Forum on Corporate Governance and
Financial Regulation blog. The full series of posts, based on their Shining a Light article,
is available at: http://blogs.law.harvard.edu/corpgov/taq/shininq-liqht-on-corporate
political-spending/

•

Center for Political Accountability Fact Sheet: Meaningful Disclosure of Corporate
Political Spending (Enclosed)

•

The Conference Board: Handbook on Corporate Political Activity: Emerging Corporate
Governance Issues, available at http://www. conferenceboard. orqlpublicationslpublicationdetail. cfm ?publicationid= 1867 (members only)

Encl.

Shareholder Resolutions on Corporate Political Spending Disclosure & Accountability
Summary Analysis of Vo t e Results a nd Agreemen ts, 2004-2013

The Center for Politica l Accoun ta bility and its shareholder partners st arted engagi ng pu blic U.S. compa ni es on
their political spending disclosure and accoun ta bility in 2004. To date, a tota l of 217 compa nies have form ally
1
been engage d through a share hold er reso lu t ion on th e issue, result in g in a t ot al of 118 agree ments that lea d to
a w ithdrawa l. Th e follo w ing informat ion provid es a more deta iled look on how t hese comp anies cam e t o an
agreement with sh arehold ers, as we ll as patterns in support f or the resolut io n by t he broa der share holder
communities.

Table 1: Number of Agreements and Average Shareholder Support
Year
#Agreements
Average Sh areholder
Support on Resolutions

2013

2012

2011

2010

2009

2008

2007

2006

2005

2004

16*

14

12

12

12

17

24

8

2

0

30%

33%

30%

29%

26%

25%

19%

11%

10%

NA

Table 2: Number of Companies Comin g to Agreement after Different Vote Results

No Vote
Total# of Agree ments

78

Vote<10%

Vote>10%

Vote>20%

Vote>30%

Vote>40%

Vote>SO%

7

7

6

11

4

4

Table 3: Companies that Received M ajority Shareholders Support
Company

Year

Plum Cr eek Tim ber
Amgen

2

Unysis
Sprint Nextel

3

Percentage

2005

56%

2006

76%

2007

51%

2011

53%

Well Ca r e

2012

53%

CF Industries

2013

66%

1
,*

This number includes Qualcomm, which came to a disclosure agreement through a "books and records" request by the
New York Sta t e Common Retirement Funds in 2013.
2
Amgen's board of di rectors supported the resolution, leading to the extremely high vote. See Amgen's 2006 Proxy
Statement here: http://www. sec.gov/Archives/edgar/d ata/318154/000110465906018306/a06-5806 2defl4a.htm
3
Sprint Nextel has not come to an agreement to date.

Copyright © 2013 by the Center for Politico/ Accoun t abilit y

What Makes Meaningful Disclosure of Corporate
Political Spending?

Key Elements of Corporate
Political Disclosure & Accountability
I.

Policies
a.
Ways in which we participate in the political process;
b. Who makes spending decisions; and
c.
Our commitment to publicly disclose all of our expenditures,
direct and indirect.

II.

Disclosure
a.
Itemized Direct Expenditures
i.
State-level candidates and committee contributions;
ii.
Ballot measure spending; and
iii. Independent expenditures.
b. Itemized Indirect Expenditures
i.
Trade association dues and other payments, including
special assessments used for political purposes; and
ii.
Payments to other tax-exempt organizations [527
groups, super PACs, and 501(c)(4) "social welfare"
organizations] used for political purposes.

Ill.

Oversight
a.
Board of directors regularly reviews our spending, direct and
indirect, and existing policies.

By setting out objective criteria for political spending, a
company provides a context for decision-making. An
articulated policy provides a means for evaluating
benefits and risks of political spending; measuring
whether such spending is consistent, and is aligned
with a company's overall goals and values;
determining a rationale for the expenditure; and
judging whether the spending achieves its goals.

/

......

!

Disclosure of political spending from corporate
treasury funds gives shareholders the information they
need to judge whether corporate spending is in their
best interest. It identifies possible sources of risk. It also
helps ensure that board oversight is meaningful and
effective.

Board oversight ofcorporate political spending
assures internal accountability to shareholders and to
other stakeholders. It is becoming a corporate
governance standard.

Copyright
1

tr> 1011 by the Center for Politico/ Accountability.
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BUSINESS DAY

Activists Demand U.S. SEC Rule to Make
Companies Reveal Political Spending
By REUTERS

SEPT. 4, 2014, 3:51 P.M. E.D.T.

WASHINGTON- A group of activists stood outside of the U.S. Securities
and Exchange Commission's Washington h eadquarters on Thursday to
scold the regulator for failin g to advance a rul e requiring companies to
disclose their political contributions.
In an hour-long press conference on the SEC's doorstep, the Corporate
Reform Coalition said that more than a million comments in support of a
corporate political spending disclosure rule have been sent to the SEC, a
number they called "record breaking."
Flanked by signs that read "Your money is bei ng invest ed in secret.
Why is the SEC doing nothing?" the activists accused the SEC of caving into
pressure from Republicans who oppose a political spe nding rule and
restrictions on campaign spending in general.
To date, SEC Chair Mary Jo White has not publicly expressed a view on
the issu e, though in the past she has said ge nerally sh e opposes writing rules
to exert "societal pressures on compani es. "
She has also noted the agency has a full agenda and is struggling to
complete rules called for in the 2010 Dodd-Frank Wall Street reform act
and other legislation.
"The SEC should closely consider a rul e like this , rather than turning its
back on investors' interest s because of Republican objections," said Robert
J ackso n, a Columbia University law professor who along with other
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Activists Demand U.S. SEC Rule to Make Companies Reveal Politic...
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academics first submitted a public petition for the rule in August 2011.
"The SEC is an independent agency. They are charged with protecting
investors - not politicians."
The effort by the activists dates back to the Supreme Court's 2010
Citizens United decision, which loosened campaign finance rules and
opened the floodgates to millions of dollars in political spending by
businesses and individuals.
The decision inspired a new wave of politically focused non-profit
groups which are not required to disclose the identity of their donors.
A network of conservative groups backed by the billionaires Charles
and David Koch, for instance, spent at least $400 million in the 2012
elections. Those "dark money" groups, organized under section 501(c) of the
tax code, differ from so-called "Super PACs," which can advocate directly for
candidates, but must disclose the identity of their donors.
"As we start to see the wave of dark corporate political money crest in

the 2014 elections, the need for this rule has really never been more
obvious," said Lisa Gilbert, the director of Public Citizen's Congress Watch,
a nonprofit that promotes good government.
Activists at one point had hoped the SEC would take up a rule, after the
agency's former Chair Mary Schapiro included the item on a list of her topic
policy priorities in 2013.
Since then, however, the SEC's current Chair White had the item
removed from the rulemaking agenda.
Republicans in the U.S. House of Representatives, as well as both SEC
Republican commissioners, have staunchly opposed an effort to enact a
political spending disclosure rule, saying campaign spending is not material
for investors.
The renewed push by the activists and professors for action on a rule
targeting public company spending comes at the same time that the SEC is
also facing a legal battle with Republicans over "pay-to-play" rules that limit
investment advisers from making campaign contributions.
Last month, Republicans in New York and Tennessee sued the SEC to
block a 2010 rule prohibiting investment advisers from making campaign
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contributions in exchange for contracts to manage public pension funds,
saying the rule violates their free speech rights.
The SEC will face off in court against the Republicans on Sept. 12.
(Reporting by Sarah N. Lynch; Additional reporting by Andy Sullivan;
Editing by Lisa Shumaker)

© 2014 The New York Times Company
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Nlarch 13. 2014

Ms. Elizabeth M. Murphy. Secretary
U.S. Securities and Exchange Commission
100 F Street, NE
Washington, DC 20549
Re:

File No. 4-63 7 Petition to require public companies to disclose to shareholders the usc of
resources for political activities

corporal~

Dear Ms. Murphy:
As the state regulator responsible f(lr oversight of the securities laws. I rcspectfltlly write
to urge the U.S. Securities and Exchange Commission (the "'Commission"") to promptly issue
rules requiring transparency in corporate political spending and in the usc of corporate resources
on political activities.
The above-referenced rulemaking petition was submitted on August 3. 201 L by a group
of prominent law professors who have dedicated their careers to the areas or corporate and
. securities laws. This petition effectively outlines the current lack of transparency in corporate
political spending. Investors arc cxtren1cly interested in receiving these disclosures. as
den1onstratcd by shareholder proposals. investor polls. policy statements of institutional
investors. and more than 700.000 comment letters on Rulcmaking Petition 4-637. For example.
during the 2012 proxy season. political spending was the most common shareholder proposal
that appeared on public company proxy statcments. 1 As early as 2006. polls indicated that 85
percent of shareholders heJd the view that there is a lack of transparency surrounding corporate
political activity. 2 t\1oreovcr. investors in Missouri and elsewhere want to know how- and to
what degree- their money is being spent f(lr political purposes.
The reasoning inherent in Cili=ens United v. FEe·' demonstrates why requiring this
disclosure is so important. In that case. the United States Supreme Court noted that shareholders
1

Bcbchuk, Lucian A. and Jackson. Robert J.• ShiningJjght on Cua1oratc Political Sncnding. I0 I Gco. l..J. 913. '>3R
(2012).
~MASON-DIXON Poli.IN(i & RESE:\l~CII. CoRJ,OJ~A 11: Pol.ITIC,\1. SPL~I>IN<i: A St!HVFY oF AMU~IC·\N
SJIAREIIOI.DERS (2006). http://www .politicalaccountability.nctlind~x.php'!ht--a!GctDocumcntActionii:918.
; 130 S. Ct. 876 (20 I0).
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Ms. Elizabeth M. lv1urphy, Secretary
March 13,2014
Page2

could. on their own. ••dctcnninc whether their corporation ·s political speech advanced the
corporation's interest in making profits:· Full disclosure of corporate political spending is
imperative to ensure aiJ investors have equal access to accurate~ complete~ and timely
infonnation about the corporations in which they arc investcd.'1
The. Commission was specifically granted rulemaking·authority to ··improve disclosure.
[and] facilitate the flow of important infonnation to investors and the public~~· among other
things. 5 The SEC has long utilized this rulemaking authority as a necessary mechanism lor
accountability where the interests of directors and executives diverge from those of shareholders.
For example; the SEC requires extensive disclosure of directors' decisions on executive
compensation and also requires public companies to give investors detailed information about
any transactions between the company and insiders. 6 In my judgment, there is no doubt that
reasonable and responsible corporate transparency- including with respect to political spending
-is in the best interests or investors, companies, and the general public.
The SEC is· fully empowered to prescribe standards for the disclosure of political
spending that will ensure transparency and accountability~ consistent with the best interests of
shareholders and the public. I strongly urge the Commission to exercise this authority.
Sincerely.

/)
~1t$t-.

( /

/

~

--~~ MDet

~aso / Kander

Sec etary of State

U.S. SECURITIES ANI> EXCIIAN<iE Co:\tMISSIO~. DI{:\FT SEC STRAI F<il<.' PI.,\N FOR 2014-20 18 (20 1·1 ).
h!!J~:.'/w\\'\\'.~c_,g!w!ahout:sec-slnJ!.\!.g~:R~~~·!=-~() I_:J:~!~.lJt:f.!E~l:miJ (Noling tlmt one of the central principles from

J

which securities laws and regular ions How is llmt "all investors should have equal access to accurate. complc:lc and
timely information abou1 I he investments lhcy buy. sell. and hold.").
~ It/. at p. 6.
Bcbchuk & Jackson. supra nolc I. al 944.
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Contact: Liz Kennedy, Demos (212) 419-8772
Lisa Gilbert, Public Citizen (202) 454-5188

One Million Comments Urge the SEC to Stop Secret Corporate Political Spending
The SEC should respond to this mandate by requiring corporations to disclose their use of
corporate resources for political activities
WASHINGTON, D.C.- In a record-breaking demonstration of support, over one million
commenters have submitted comments to the U.S. Securities and Exchange Commission
(SEC) calling on the agency to take immediate steps to require publicly traded
corporations to disclose their use of corporate resources for political purposes to their
shareholders.
In a press conference outside the agency today, members of the Corporate Reform
Coalition urged the agency to move swiftly on the rule in response to the overwhelming
demand. A petition requesting this rulemaking was filed in 2011 by a bipartisan
committee of leading law professors. The rulemaking was placed on the agency's agenda
by former SEC Chair Mary Schapiro in 2013 but was removed by Chair Mary Jo White
earlier this year, sparking outrage among investors and the public.
John C. Bogle, founder of Vanguard, said "It's high time that the abuse of corporate
political spending comes to an end. Disclosure of corporate political contributions to the
corporation's shareholders-its owners-is the first step toward dealing with the
potentially corrupt relationship between corporate managers and legislators.
Shareholders must not be left in the dark while their money is spent without their
knowledge."
"The overwhelming support from public comments the petition has attracted, and the
strength of the arguments for transparency put forward in the petition, provide a strong
case for SEC initiation of a rule making process," said Lucian Bebchuk, professor and
director of the program on Corporate Governance at Harvard Law School and co-chair of
the committee that filed the petition. "Furthermore, opponents of the petition have
failed in their comments to provide any good basis for avoiding such a process."
The one million supportive comments have come from diverse sources such as John C.
Bogle, founder and former CEO of Vanguard; U.S. Reps. Chris Van Hollen (D-Md), Mike
Capuano (D-Mass.) and 70 other members of the U.S. House; fifteen U.S. senators
including Sen. Elizabeth Warren (D-Mass.), Sen. Robert Menendez (D-NJ), and Sen. Jeff
Merkley (D-OR); five state treasurers; the Maryland State Retirement Agency; US SIF:
The Forum for Sustainable and Responsible Investment; CREDO Mobile; the Sustainable
Investments Institute; a large group of firms managing more than $690 billion in assets
and many more.
"SEC Chair Mary jo White should seize this moment to safeguard investors by providing
them with information necessary to make their investing decisions" said Lisa Gilbert,

director of Public Citizen's Congress Watch division. "Concerns have been raised that the
agency has delayed action on this commonsense rule because of the opposition of
powerful business lobbies, themselves beneficiaries of dark corporate money."
"The SEC has the authority and the responsibility to regulate for the protection of
investors and the public interest, and has a duty to respond to the changed
circumstances brought by the Citizens United decision" said Liz Kennedy, counsel at
Demos. "Americans are demanding long-overdue action on the corporate political
disclosure rule from the SEC."
The U.S. Supreme Court's 2010 decision in Citizens United v. Federal Election Commission
allowed corporations to spend unlimited sums to influence elections and led to the rise
of"dark money" groups that advocate for the election or defeat of candidates but don't
disclose their donors. More than $300 million in secret political spending was spent to
influence the 2012 elections; two months before Election Day in the 2014 cycle, $50
million dark money has already been spent.
In Citizens United, justice Anthony Kennedy emphasized the importance of disclosure
and accountability for corporate political spending, writing that disclosure requirements
"provide[] shareholders and citizens with the information needed to hold corporations
and elected officials accountable for their positions and supporters." The petitioners are
urging the SEC to require all companies to disclose comparable information about their
political spending.
The area of corporate political spending requires particular investor protections
because it exposes investors to significant new risks. Certain corporate political
spending choices may diverge from a company's stated values or policies, or may
endanger the company's brand or shareholder value by embroiling it in hot-button
issues. Investors have a right to know what candidates or issues their investments are
going to support or oppose. As evidence of strong investor concern about political
spending, in the past five years there have been 166 votes on shareholder resolutions
calling for the disclosure of political contributions, with an average support level of 30
percent. Moreover, 76 additional resolutions were withdrawn after negotiations led to
companies expanding their disclosure policies.
Americans across the political spectrum strongly support requiring transparency and
accountability in corporate political spending. Polling shows that eight out of 10
Americans (81 percent) believe that corporations should spend money on political
campaigns only if they disclose their spending immediately (including 77 percent of
Republicans and 88 percent of Democrats). Eighty-six percent of Americans agree that
prompt disclosure of political spending would help voters, customers, and shareholders
hold companies accountable for political behavior (support ranged from 83 percent to
92 percent across all political subgroups).
"For more than a decade, the Maryland State Retirement and Pension System, with more
than $45 billion in assets, has required the disclosure of corporate political spending in

its proxy voting guidelines," said State Treasurer Nancy K. Kopp, chair of the Maryland
State Retirement and Pension System Board of Trustees. "We believe such disclosures
ensure transparency and accountability of corporations to their investors. Since the
petition was offered to the SEC three years ago to adopt the rulerriaking project on
corporate political spending, the Maryland State Retirement and Pension System has
been and will continue to be in support of this effort."
Laura Berry, executive director of the Interfaith Center on Corporate Responsibility said
"It is no surprise that over one million comments have been received demanding greater
transparency on corporate political spending. As investors, this information is crucial to
understand corporate strategies that impact the future value of our investments. As
citizens, we must fully understand how our government is influenced by corporate
interests. Understanding where and how corporate dollars flow is the most
straightforward approach."
Amanda Ballantyne, national director of the Main Street Alliance said "Given the studies
showing that political spending by corporate executives does little to benefit the overall
company, equity shareholders like small business owners deserve to know how the
money they invest is being used. It is the duty of the SEC to protect these consumers and
to require the disclosure of political expenditures to stockholders."
"Investors have filed hundreds of shareholder resolutions urging companies to disclose
their political spending and lobbying expenditures, convinced that companies should be
transparent about how investor dollars are spent directly or indirectly to impact
elections and influence policy. Despite the progress of close to 150 companies choosing
to disdose information about their political spending we desperately need a level
playing field where all companies disdose comparable information. The SEC can play an
important role for investors by creating a standard regulation providing for such
disdosure" said Tim Smith, director of ESG Shareowner Engagement, Walden Asset
Management.
"Americans want a democracy where facts and evidence hold more sway than secret
corporate influence. The public overwhelmingly wants the SEC to help make that a
reality" said Gretchen Goldman, lead analyst at The Center for Science and Democracy at
the Union of Concerned Scientists.
"We need to get all corporate money out of politics, period," said Becky Bond, CREDO
Mobile's vice president. "But until that happens, the SEC can at the very least make
corporate CEOs disdose to their shareholders and the public how much money they are
spending out of company coffers in order to influence the outcome of our elections."
Some of the participants in the Corporate Reform Coalition, which works to increase
transparency and accountability for corporate political spending, are:
US SIF: The Forum for Sustainable and
Responsible Investment

The Interfaith Center on Corporate
Responsibility

...
Corporate Responsibility Committee,
Sisters of Charity of Cincinnati
People For the American Way
International Brotherhood ofTeamsters
USAction
Unitarian Universalist Association
Unitarian Universalist Service
Committee
New Progressive Alliance
Free Speech For People
Friends Fiduciary Corporation
Brennan Center
Progressives United
U.S. Public Interest Research Group
Public Campaign
Northwest Coalition for Responsible
Investment
CT Citizen Action Group
WV Citizen Action Group
Wisconsin Democracy Campaign
Boston Common Asset Management
Coffee Party USA
Citizen Works
NorthStar Asset Management, Inc.
Harrington Investments
Corporate Responsibility Office,
Province of St. Joseph of the Capuchin
Order
As You Sow
Investor Voice

Founder of GMI Ratings Nell Minow
Demos
Public Citizen
Main Street Alliance
Domini.Social Investments
Alliance for a just Society
AFL-CIO
Walden Asset Management
Green Century Capital Management
Center for Political Accountability
The Sisters of St. Francis of Philadelphia
CREDO
Common Cause
The Social Equity Group
Christopher Reynolds Foundation
Socially Responsible Investment
Coalition
Communications Workers of America
Democracy 21
Zevin Asset Management
Congregation of Sisters of St. Agnes
Greenpeace
Responsible Endowments Coalition
The Center for Science and Democracy
at the Union of Concerned Scientists
Trillium Asset Management
American Federation of State, County
and Municipal Employees (AFSCME)
Newground Social Investment
Sisters of the Presentation of the BVM
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Commission (SEC) has said it is weighing the benefits of a proposed disclosure of
political co ntributions by public companies. A new survey of CFA Institute
members supports the idea of disclosure, but vvith so me caveats.
Interest in corporat e giving gained follo wing the US Supreme Court's 2010 decision in
the Citizens Unitedcase, which ruled that corporations cou ld contribute to political
campaigns. According t o opensecrets.org, donations in Congressional elections that
year grew to $3.6 billion, nearly so% highe r tha n in 2008. Growth in spending on
Congressional races grew just 0.6% betwee n 2010 and 2012.
The survey of randomly chosen CFA Institute membe rs from the United States, which
closed on 4 August, was co nd uct ed to det ermine whethe r CFA Institut e membe rs
,,vould support a disclosure requirement related to co mpan ies' political and ch a ritable
co ntributions. This information already is publicly availa ble for companies through
websites such as opensecrets.org, wh ich looks at politica l givi ng over a number of
years . The responses from this survey, however, ind icate th at these disclosures a ren't
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sufficient. Investors want these gifts to be made part of the standard disclosures
included in the Management Discussion & Analysis that companies must provide as
part of their year-end SEC filings.
The respondents indicated they are not so troubled with companies contributing their
- as in shareowners' - money for political purposes so long it is properly disclosed.
Of the 1,511 survey respondents - a 5% response rate with a +I- 2.5% margin of error
- 6o% said companies should be able to make political contributions; 70% agreed
they should be able to make charitable contributions. Nevertheless and regardless of
the type, the respondents said that companies should have to disclose those
contributions. The preferred means of disclosure was the annual1o-K that public
companies must file with the SEC.
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They should be able to make such contributions,
andthey should be required to disclose them.
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27%
should not be

They
allowed to make
any contributions.

13%
They shouldbe able to make
such contributions, but should
not be required to disclose them.
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By compariso n, just 27% of respondents sa id compan ies s hou ldn't be allm.ved to make
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any political contribution (6% said they shouldn't be able to make charitable
contributions). And just 13% said companies should be able to make political
contributions and not have to report them to shareowners (24% said the same about
charitable gifts).
Disclosures should go beyond mere tallies of contributions made, said respondents. A
significant percentage - 88% - said the disclosures should include information
about companies' policies on political giving. Another 85% said they should name the
organizations and/or causes that received the gifts.
Portfolio managers comprised the largest contingent of members who responded,
accounting for 21%, compared with 14% who said they were research analysts. At the
same time, 43% of respondents have more than 20 years of experience in the
investment business. Another 31% have between 11 and 20 years of experience.
Shareowners have always wanted to know how companies and company executives
are investing their money. That they are as interested in knowing about political
giving is certainly a new twist on that old theme.
This article originally appeared at CFA Institute. Reproduced with permission from
CFA Institute. Copyright 2014. Follow CFA Institute on Twitter.
* Copyright© 2014 Business Insider Inc. All rights reserved.
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M

ore than six years after the financial crash of 2008 and four years after Congress
responded with the Dodd-Frank Wall Street Reform Act, the Securities and Exchange
Commission is well behind in its task to implement the law.
The agency is both failing to meet own deadlines and also compares unfavorably to the
Commodity Future Trading Commission (CFTC), a sibling of SEC with similar
responsibilities.
For example, through October 2014, the CFTC has finalized 80 percent of the Dodd-Frank
rules under its purview, according to Davis Polk, a law firm that issues monthly progress
reports. At the SEC, this figure is 60 percent. 1 Of the Dodd-Frank rules under its
jurisdiction, the SEC has only finalized five so far in 2014. At its current pace, the SEC will
not complete promulgating the Dodd-Frank rules it was assigned until the year 2020.
Without these safeguards, Wall Street may run off the same rails as in the financial crash of
2008.
SEC Chair Mary Jo White pledged in her confirmation hearings to get the rules "done."2 She
described herself as an "efficiency nut."3 Yet, since becoming chair of the SEC in 2013,
White has postponed many rules. A Public Citizen analysis published in June found that the
SEC moved back the deadlines for more than half of the rules on its agenda released in the
Spring of 2014 from those previously established in its Fall 2013 agenda.4

1

Dodd-Frank Progress Reports, DAVIS POLK, available at: http://www.davispolk.com/Dodd-Frank-Rulemaking
Progress- Report/.
2 Testimony, U.S. Senate Banking Committee (March 12, 2013) available at:
http://www.banking~senate.gov/public/index.cfm?FuseActjon=Files.View&FileStore id=619e5603-c2c8
4085-98c6-0014ce29bde7.
3 Mary Jo White Defies Political Meddling, BLOOMBERG (April 2014), available at:
http:/fwww.bloomberg.com/news/2014-04-11/sec-s-mary-jo-white-defies-political-meddling-in-year
one.html.
4 BARTLEIT NAYLOR 'EFFICIENCY NUT,' PUBLIC CITIZEN (June 2014), available at:
http://www.citizen.org/documents/sec-rulemaking-efficiency-report.pdf.
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This Spring 2014 agenda left a much shorter list of rules for action in 2014. The SEC
justified this winnowed agenda as one that "represents our best estimate as to what would
be ready for Commission consideration by fall of2014."5

5

Dina EIBoghdady, SEC Drops Disclosure of Corporate Political Spending From Its Priority List, The
WASHINGTON POST (Nov. 30, 2013), http://www.washingtonpost.com/business/economy/sec-drops
disclosure-of-corporate-political-spending-from-its-priority-list/2013/11/30 /t2e92166-Sa07-lle3-8304
caf30787c0a9 stozy.html.
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SEC Progress on Meeting Its Deadlines Remains Poor

In this Public Citizen analysis, we examine the SEC's level of success at meeting deadlines
for this reduced number of items~ Our analysis shows that the agency is not faring wel1
under its less ambitious agenda.
Public Citizen examined the Spring 2014 "Agency Rule List" pubJished on May 23, 2014, by
the Office of Information and Regulatory Affairs (OIRA), a division of the Office of
Management and Budget. 6 OIRA is obliged to publish these agendas, which consists of
submissions from agencies, in the spring and the fal1 of each year. The agendas cover the
expected milestones pursuant to the development of regulations. 7
The items induded in the agendas primarily concern rules for which agencies intend to
issue an Advance Notice of Proposed Rulemaking (ANPRM), a Notice of Proposed
Rulemaking (NPRM), or a Final Rule within the next 12 months. The SEC lexicon is slightly
different. Its agendas indude items in a "Proposed Rule Stage" (meaning that it intends to
propose a rule and request public comment on it by a certain date) and items in a "Final
Rule Stage" (those that it has already proposed and it intends to finalize by a certain date).
In its Spring 2014 agenda, White's SEC rolled back its expected deadlines on more than half
of the rules listed in its Fall 2013 agenda. 8 This left 25 rules that the agency expected to
propose or finalize by various deadlines between May 2014 the end of October 2014. The
agency met only three of these deadlines.
Among the 12 items in the "Proposed Rule Stage," the SEC said it would issue by no later
than October, it met its deadline on three. Among the 13 items in the "final rule stage," it
did not meet its deadline on any. Overall, Chair White's SEC failed to meet its self-imposed
deadlines in 88 percent of these cases. [See Table, below]

6 Katie Weatherford, Spring 2014 Unified Agenda: Agencies Expect Lengthy Delays ofCritical Safeguards in Year
Ahead, CENTER FOR EFFECTIVE GOVERNMENT (May 30, 2014), http://www.foreffectivegov.org/blog/spring-2014
unified-agenda-agencies-expect-lengthy-delays-critical-safeguards-year-ahead.
7 Since 1978, federal agencies such as the SEC have been required by executive orders to publish agendas of
regulatory and deregulatory activities twice a year. The Regulatory Plan is published as part ofthe fall edition
of the Agenda with detail about the most important significant regulatory actions that agencies expect to take
in the coming year. The plan is updated in the spring as part of a corresponding requirement in the
Regulatory Flexibility Act. This requires that agencies publish semiannual regulatory flexibility agendas
identifying those rules that may have a significant economic impact on a substantial number of small entities.
Agencies meet that requirement by including the information in their submissions for the Unified Agenda.
8 Agency Rule List, Spring 2014, Office of Information and Regulatory Affairs (Visited October 2014),
available at:
http://www.reginfo.gov /public/do/eAgendaMain?operation=OPERATION GET AGENCY RULE LIST&curren
tPub-tru e&a gencyCod e-&sh owSta ge-active&agencyCd =3 23 5&1 rna ge58.x=2 0&1 mage58.y= 22.
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Security and Exchange Commission Progress on Rulemakings in Progress
Number of Rules
Listed in Spring 2014
for Action By Some
Date Between Spring
and October 2()14

Number of Items
Accomplished by
Deadline

Pet. Delayed

12.

.3

75%

13

0

0%

3

88%

Prop()sed Ru,Je St~ge

+

Final Rule State
'

Total

'
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,. ·"';'_;'

.. :.. :~~·::. ' : . . .. ~ 25 -: .....

Some of the SEC's accomplishments in the past six months do not fit within the scoring
system used in this review. It is worth noting that the SEC did report progress on more
than just the three rules for which it met the deadlines it laid out in its Spring 2014 agenda.
In one case, the SEC advanced a final rule that was not included in this review because the
agency had set a deadline far beyond October 2014. The agency proposed to finalize its rule
governing what it calls "Regulation of Cross-Border Security-Based Swap Activities" by
March 2015. In fact, the agency finalized an important element governing definitions within
this important financial arena on June 25, 2014.
In another case, the agency proposed a temporary rule "regarding principal trades with
certain advisory clients" on August 12, 2014. Its agenda posted this item not as a
"temporary" rule but as a rule it expected to propose by December 2014.9
In a third case, the SEC finalized a rule it called "Credit Risk Retention."lO This rule had not
appeared on the Agency's Spring 2014 agenda. It is an interagency rule and was adopted
along with the other agencies, including the Federal Reserve Board, the Federal Deposit
Insurance Corp. and the Comptroller of the Currency.
In sum, the agency issued a total of five final rules by October 2014. In three cases, the
Commission acted after its posted deadline. In the fourth case, the Agency had set a
deadline later than October. In the fifth case, the agency had not listed the rule at all on its
agenda.
Within the items listed in the proposed stages in its Spring 2014 report, it issued three
proposed rules for which it missed its deadlines in addition to the three for which it met

9 See

OMB, regulatory agenda (Spring 2014), available at:
http://www.reginfo.gov /public/do/eAgendaVjewRule?publd-201404&RIN=3235-AL56.
1
Credit Risk Retention, a joint agency rule (Oct. 22, 2014), available at:
http://www.sec.gov/rules/final/2014/34-73407.pdf.
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deadlines. Within the proposed rules, it also re-opened or extended the comment period on
two others, indicating at least renewed attention.
'Complexity' Does Not Excuse Glacial Pace of SEC's Rulemakings

White has frequently mentioned "complexity" as a persistent challenge to rule-making.ll
Yet some rules the SEC has yet to complete are not complex. For example, Dodd-Frank
requires that corporations list their CEO's pay as a multiple of the median-paid employee at
the firm. This may be the simplest of all the Dodd-Frank rules. After many years of study,
the SEC proposed this rule in 2013, which means that it has already hurdled whatever
complexity may be involved. But a year after proposal, the SEC has yet to issue a final rule.
Many of the rules involving financial derivatives are more complex than the pay ratio rule.
Yet the CFTC, which deals with nearly identical issues and struggles with a budget and staff
roughly 20 percent the size of the SEC's, has completed most of its rule-making obligations
relating to derivatives.
Another reason for delay may be that some rules require coordination with other agencies.
For example, six regulators must adopt rules to prevent pay incentives from promoting
inappropriate risk taking by bankers. All of the other regulators list this rule making in the
proposed rule stage. The SEC does list this rule anywhere on its agenda.
In one case, the SEC acted only after pressure from the Financial Stability Oversight
Council. This is the uber-regulatory body composed of the leaders of nine financial
regulatory agencies, including the SEC as well as the Federal Reserve, Comptroller of the
Currency, and Federal Deposit Insurance Corp. In 2012, this group called on the SEC to
reform the money market industry. 12
Public Citizen believes that complexity, volume and interagency coordination may partly
explain but do not justify the SEC's slow pace. The SEC bears the responsibility to complete
rules for which Congress has mandated and to look ahead to new aspirational topics
demanded by investors. Americans who have suffered the ravages of unbridled Wall Street
recklessness deserve no less.

11 See, for example, Testimony Before U.S. Senate Banking Committee (Sept. 9, 2014), available at:
http://www.sec.gov /News /Testimony/Detail/Testimony /13 70542893146# .VEUYkRCs -p.
12 Proposed Recommendations Regarding Money Market Fund Reform, FINANCIAL STABILITY OVERSIGHT COUNCIL,
(November 2012), available at:
http://www.treasur:y.gov/initiatives/fsoc/rulemaking/Documents/Proposed%20Recommendations%20Reg
arding%20Money%20Market%20Mutuai%20Fund%20Reform.pdf. See also: Jesse Eisinger, Blackrock
Doesn't Need a Scarlet Letter, PROPUBLICA (June 16, 2014), available at:
http://www.propublica.org/thetrade/item/blackrock-doesnt-need-a-scarlet-letter.
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Appendix A: Rules the Agency Intended to Propose by October 2014
Rule Subject

Expected Date for Rul e
Proposa l

Delayed?

Compensation Clawback

October 2014

Yes

Pay for Performance

October 2014

Yes

Implementation of Titles V and VI of the JOBS Act

October 2014

Yes

Treatment of Certain Communications Involving
Security-Based Swaps That May be Purchased Only by
Eligible Contract Participants

May 2014

Yes. Proposed
September 8, 2014.

Disclosure of Hedging by Employees, Officers and
Directors

October 2014

Yes

Exchange-Traded Funds

October 2014

Yes

Investmen t Company Advertising: Target Date
Retirement Fund Name and Marketing

April2014

No. Rule re-proposed
April 3, 2014

Form N-SAR and Portfo lio Holdings Reporting Reform

October 2014

Yes

Reporting and Recordkeeping Requirements for
Security-Based Swap Dealers and Major Security
Based Swap Participants

May 2014

No. Rule proposed May
2,2014

Standards for Covered Clearing Agencies

March 2014

No. Rule proposed
March 12, 2014

Broker-Dealer Leverage Ratio

October 2014

Yes

Exchange-Traded Products

M ay 2014

Yes
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Appendix B: Rules the Agency Intended to Finalize by October 2014
Rule Subject
Asset-Backed Securities

Expected Date for Rule
Finalization
M ay 2014

Delayed?

October 2014

Yes. Finalized September 4,
2014
Yes

October 2014

Yes

October 2014

Yes

October 2014

Yes

Money Market Fund Reform; Amendments to Form PF

May 2014

Yes. Finalized July 23, 2014

Reporting of Proxy Votes on Execu t ive Compensation
and Other M atters
References to Credit Ratings in Certain Investment
Company Act Rul es and Forms
Security-Based Swap Data Repository Registration,
Duties, and Core Principles
Regu lation SBSR-- Report in g and Disse mination of
Secu rity-Based Swap Information
End-User Exception to M andatory Clearing of SecurityBased Swaps
Rules for Nationally Recognized Statistical Rating
Organizations
Regulation Systems Compliance and Integrity

October 2014

Yes

October 2014

Yes

October 2014

Yes

October 2014

Yes

October 2014

Yes

May 2014

Yes. Fin ali zed August 27,
2014
Yes

Rules Governing the Offer and Sale of Securities
Thro ugh Crowdfunding Under Section 4( a)(6) of the
Securities Act
Small and Additiona l Issues Exemptions Under Section
3(b) of t he Securit ies Act
Amendments to Regulation D, Form D and Rule 156
Under the Securit ies Act
Pay Ratio Disclosure
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~-- ....End the flood of dark money in politics
By Lisa Gilbert
updated 8:27AM EDT, Thu September 11, 2014

CNN.com

Editor's note: Lisa Gilbert is director of the Congress Watch division of Public Citizen, a
nonprofit group based in Washington. The opinions expressed in this commentary are solely
those of the author.
(CNN) --Thanks to several overreaching court cases, including the most well-known, the
Supreme Court's disastrous Citizens United decision, the past five years have given us a
whole new understanding of corporate power and its intersection with "dark money" political
spending.
The price tag for elections continues to steadily rise. Candidates and outside groups are
closing in on $1 billion spent in the 2014 federal election cycle, and even worse, according
to the Center for Responsive Politics, undisclosed money has made up $50 million of that
spending.
Luckily, the Securities and Exchange Commission could offer a way out of the darkness.
A much-needed rulemaking petition to the SEC that would require public corporations to
disclose their political spending to shareholders is receiving historic support. The petition
has received a historic number of public comments: over 1 million as of last week.
The SEC can and should act to protect investors and our democracy by creating this rule,
which should be as comprehensive as possible, including direct campaign expenditures and
gifts to conduit groups like the U.S. Chamber of Commerce that play in politics.
Hardly anyone need be told that the campaign finance landscape has changed dramatically
in the past three elections. And a big part of that story is the corporate political spending that
is laundered through dark money conduits, nonprofit organizations and trade associations
repurposed into political spending juggernauts with the ability to keep their donors secret.
Corporations with an aversion to disclosure have found these organizations to be the perfect
vehicle for influencing elections and avoiding the wrath of consumers.
Ciara Torres-Spelliscy, a law professor and expert in this type of spending, commented
(PDF), "Corporate law is ill-prepared for this new age of corporate political spending by
publicly traded companies. Today, corporate managers need not disclose to their investors
-- individuals, mutual funds, or institutional investors such as government or union pension
funds -- how funds from the corporate treasury are being spent, either before or after the
fact."
And she's right. Although undisclosed corporate political spending has caused heartburn for
transparency advocates and government watchdogs, another group of Americans has equal
cause to fret: investors.
Investing in the United States has expanded by leaps and bounds over the past few
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decades; today, more than 50 million Americans
participate in 401 (k) retirement savings plans
l - .,, r, through their employers. The 401 (k) system
·
holds more than $2.8 trillion belonging to current
employees and retirees , so when we talk about
investors, we are actually talking about the
· public, not an elite class of shareholders.
~

_ ,_;l...,., Corporate political spending could jeopardize the

GOP sets up fake sites to fo ol Democrats

retirement savings of millions of Americans.
Gambling with a corporate brand through political spending is a high-stakes game for
companies , for the people who depend on these companies to help them save , and the
risks cannot be overstated.
For many middle-class Americans , the savings in their 401 (k) plans are all they have to
ensure a comfortable and secure retirement. These people cannot afford to lose their nest
eggs because a company decided to gamble its name and their money on a controversial
political cause .
In addition, when a CEO chooses to use corporate money to support causes or candidates,
which may be antithetical to a given shareholder political views, in essence, he or she is
substituting its judgment of what candidates an investing individual should support for that of
their own.
Shareholders have a right to know whether the companies they invest in are playing politics
with their money, and the pending SEC rule could put that much-needed information in their
hands.
The SEC should immediately give priority to promulgating the rule requiring public
corporations to disclose political spending. It can start by putting the petition back on the
rulemaking agenda as well as by using its ongoing "disclosure re view" process to
recommend the rulemaking.
As we begin to crest the wave of the next tsunami of dark and outside money of the 2014
cycle , the need for this type of transparency is blatantly apparent.
This year, as we approach the five-year anniversary of the Citizens United decision , 1
million strong call on the SEC to act. Americans deserve to know who is bankrolling political
advertisements, and shareholders need to know whether their investments are being
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RE: RIN 3064-AD56, Ince ntive-Based Compensatio n Arrangements
Dear Officers,
We write to urge you to im pose s trong regul ato ry restric tions o n Wall Street executi ve pay and
bonuses to ensure that they do not create incenti ves to take inappropriate short-te rm risks.
Section 956 of the Dodd-Frank Act contains a statuto ry mandate for you to take actio n in thi s
area. However, this law has not been implemented, and the proposa l fo r imple me ntatio n made
three years ago, in 2011, is inadequate to the pro bl em and would not s ign ifica ntly shift pay
practices on Wall Street.
Ensuring appropriate pay incentives at fin ancial ins titutions should be a c ritica l priority. By
permitting executi ves and traders to ' ta ke the mo ney and run ' excessive sho rt term bonuses
encouraged practices that earn ed money in the short run but blew up late r, leaving ta xpayers with
the bill. One Harvard study estimates tha t top execut ives of Bear S tearns a nd Lehman took out

over $2.5 billio n from the companies in the years prior to their failure, and never had to repay a
1
dim e of it.
Many observers have emphas ized the role of pay in creating the incentives that led to the 2008
financial c tisis. The Senate Permanent Subcommittee on Investigations found that pay incenti ves
throughout the firm played a major ro le in inducing Washington Mutual to make inappropriately
high-risk loans, eventuall y driving the fim1 into bankruptcy? The Financial Crisis Inquiry
Commission found that pay system s too often encouraged " big bets" a nd rewarded short-tem1
gains without pro per consideration of long-term conseq uences. 3 Perhaps most telling of a ll,
multiple surveys have fo und that over 80 percent of financial market participants believe that
compensa tion practices played a role in promoting the excessive risk accumulation that led to the
financial cri sis. 4
Section 956(b) of the D odd-Frank Act is a direct response to this concem. Section 956(b)
manda tes that yo u prohibit "any types of incentive-based payment arra ngement, or any feature of
a ny s uc h arrangement, that the regulators determine encourages inappropri ate risks". The near
universal consensus on the centrali ty and importance of compensatio n incenti ves to the behavior
of financial institutions makes it all the more disa ppointing that Section 956 has no t been
imple mented and that its proposed implementa tion is so inadequate.
Americans for Financial R ef01m and many of our member organizations submitted letters in
response to the agencies ' request fo r comment in the spring of2011 that detail key weaknesses in
5
the 201 1 proposed rule. In thi s letter, we deta il our critique of the proposed rul e a nd outline our
key recomm e nded changes. We urge yo u to take action on thi s long overdue manda te and to
s ig nifica ntly stre ngthe n yo ur 20 II proposed rule by incorpo rating the recommenda tio ns
discussed below.
The 20 II proposed rul e mos tly relied on conceptual and generalized instruc tions to boards of
directors, and essentially reiterated broad statem ents of principle a lready included in the
regula tors " Inte ragency Guidance on Sound Incentive Co mpensation P olicies". It is true that
these broad principles were s upplemented w ith so me specific requirements conceming incentive
pay structures. However, the specific req uirements --a 50 percent d efen·al of incentive pay for
up to three years -- are weak, and wo uld not substantially change existing Wall Street practices.
In fac t, these requirement s wo uld seem to pem1it many of the pay practices that existed a t poo rly
managed institutions even prior to the financial crisis.
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Bebchuk. Lucian A. and Cohen. Alma and Spa mann, Holger, "The Wages of Failure: Executi ve Compensation at
Bear Steams and Lehman 2000-2008'' : Yale Journal on Regulation, Vo l. 27, 20 I0, pp. 257-282; Harvard Law and
Economics Discussion Paper No. 657: ECG I - finance Working Paper No. 287.
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United States Senate. Permanent Subcommittee on In vestigations, ·'Wall Street and the financial Crisis: Anato my
of a financial Collapse... April 13. 20 II.
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Financial Crisis Inqui ry Commission...financial Crisis lnguirv Report ... February 25, 20 I I.
" Financial Stabi lity Forum. ..fSF Principles fo r So und Compensation Practices ... April 2. 2009. See page 4.
footnote 2. for a review of these surveys.
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AF L-CIO, ..Co mment on Incentive Based Compensation Arran gements'·, May 3 1. 20 II. Americans for financial
Reform, ..Comment on Incentive Based Compensation Arrangements... May 3 1. 20 I I. Public Citizen. Congress
Watch. ..Comment on Incenti ve Based Compensation Arrangements... May 3 1,2011 .

Making Secti on 956 effective req uires much stronger and more far reachi ng spec ific
req uirements fo r the deferral o f bonus pay, a pro hibition on executive hedging, and restrictio ns
on risk-inducing pay structures prac tices suc h as s tock optio ns. As you move fo 1ward on
implementing this rule, we urge yo u to make the fo llowing changes to the proposed rule:
•

•
•
•

1\. n adequate rule must address the form of pay, no t s imply its defe rra l. The use o f
equity-based compensation at banks should be restricted in order to alig n e mployee
interests w ith the safety of the bank and the interests o f the publ ic.
1\. n adequate rule must require longer and more meaningful de ferral, to ensure that
incentive pay is not based o n acti vity that has proven unsound over time.
An adequate rule must ban hedg ing of incentive pay awa rds. T he ability to hedge
incentive pay effectively undoes the positive incentive effec ts created by pay de ferral.
The specific incentive pay requirements in the final rule must app ly to a wider population
of employees, not simply a few top executive officers.

In addition to these basic changes, we also recommend that yo u devo te additiona l cons ideration
to the application of these rules to impo rta nt investment advisory entities, including those that
may not reac h the thresho ld of a $50 billion balance sheet. Investment adv isors are explicitly
included in the Section 956 statuto ry mand ate, a nd there vvo uld be public bene fit from
thoughtfully des igned requirements to a lign incentive pay with long-te m1 wea lth creation at these
companies. While the proposed rule does cover a number of the largest asset managers, the
potential o f the rule for addressing issues in asset management is no t fully rea lized, as both the
business mode l and regulatory oversig ht o f in vestment advisors differs fro m banks in important
ways that are not reflected in the pro posed rule.
In the remainder of this letter, we discuss the March 20 II pro posed rule and the nature and
justi fica tio n of o ur recommendations fo r impro vement in greater detai l. Sho uld you w ish to
discuss these recommendations fu rther, please contact Marcus Stanl ey, AF R ·s Policy D irector, at
202-466-3672 or marcus@ourfi na nc ialsecurit y.o rg, o r Bart Naylor, Public C itizen·s Fina nc ial
Po licy Advocate, at bnaylor@citizen .org.
Comments o n the March ?0 11 Pro posed Rule
The March 20 11 proposed rule limits incenti ve pay in two ways. 6 F irst, the rule requires all
fin ancia l instit11tions to comply w ith a set o f broad co nceptual standard s o n pay. Ince ntive pay
must " ba lance risk and reward", which may occ ur thro ugh a variety of methods inc lud ing
"deferral o f payments, 1isk adjus tme nt o f award s, reduced sens iti vity to sho rt- term perfo m1ance,
o r longer performance periods". 7 O ther uns pec ified methods for balanc ing ris k a nd rewa rd
develo ped by covered financial institutio ns could also be acceptable to satisfy th is requi rement. 8
T hese methods must a lso be "com pati ble with e ffec tive contro ls and risk ma nagement"' and
'·supported by stro ng corporate governance... T he d iscussio n in the proposed rule ind icates that
thes-e standa rds wi ll be enfo rced thro ug h the bank s upervisory process.
12 CFR Part 1232...Incent ive Based Compensation Ar ra ngements... Federa l Reg ister Vol. 7 6 No. 72 . April 14.
20 1 1.
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Sec e.g. Proposed Paragraph 236.5(b)(2) under Reg ulat ion JJ in the Proposed Rule.
8
CF R 2 1 179 of Proposed Rule.
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As a supple ment to these broad conceptual principles, the rule also includes so me more specific
pay de ferral requirements that apply to top executive officers at financial instituti ons w ith over
$50 billion in conso lida ted assets. At least 50 percent of incentive pay to suc h officers must be
deferred over a period o f three years, w ith equal pro rata payments pem1itted over each year of
the de fenal period. Deferred pa yments must be adjusted for actual losses that mate rialize over
the defe nal period .
This combinatio n is unacceptabl y weak and does not satisfy the statutory mandate. First, the
broad principles-based directives in the rule appear to effectively delegate the de termination of
specific required res tric tions on incentive pay to board s of directors, whjch have cons istently
fai led to effecti vely co ntro l pay incentives in the past. This self-regulatory approach is
unacceptable. The range o f practices cited in the rule as satisfying the requirement to ' balance
risk and reward ' in pay are so broad that they do not significantly restrict incentive pay
structures. For exa mple, co mpani es could satisfy these requirements simply by calculating
incentive bonus awa rds us ing ex ante and hypothetica l risk adjustments generated by intemal
risk model s. Similar intemal models fail ed to predict losses prior to the fin ancial cris is. In
add ition, the de lega tion o f these key decisions to boards of directors does not satisfy the statutory
requirement that regulators determine which pay arrange ments create inappropriate risk.
The excessive reliance on the board o f directors to provide effective and detailed direction
conceming the broad conceptual principles laid out here is a particular weakness of the rule. T he
failure of bank corpora te govem ance anangements, which center on the boa rd of directors, was a
major contributor to the financ ial crisis. 9
Since the fin ancial c ris is superv isors have attempted to strengthen corporate govemance a nd risk
management through superv isory ac tion. The proposed rule states that the gene ral principles in
the rule will be enforced tlu·o ugh the regu lators ' supervisory interactions w ith each financial
ins titution. But thi s approach wi ll result in an opaque and unaccountable process that is highly
dependent on partic ular supervisory relationships. Prior to the financial crisis, prudential
agencies already had safety and soundness autho rities with respect to bank holding companies
that would have permitted supervisors to exa mine whether incentive pay structures induced
excessive sho rt-te m1 ris k taking. Yet these a uthorities were clearl y not suffic ientl y used .
Whi le we welcome the new supervisory focu s on co rporate governance and pay an·angements,
we do no t feel tha t such supervisory action alo ne co nstitutes an adequate impl ementation of the
statutory ban on ince nti ve pay tha t induces excessive short-tenn risk. The very gene ral principles
re fe renced in the rul e, and the w ide range of options lis ted as adequate to sati s fy the requirement
to ' ba la nce risk and reward ' in pay, indica te that key decisions in pay structure wi ll not be
significa ntly constrained by s uperv iso ry enforcement o f these principles. The lack of c lear and
speci fie guida nce in the rul e w ill make it difficult for superv isors to be effective in requiring
meaning ful change. Furthe rm ore, c unent supervisory efforts to improve pay prac tices indica te
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Kirkpat rick, Grant. ··Cor porate Governance Lessons fro m the fin ancia l Crisis '·, OECD Fina ncia l Market Trends,

2009.

that suc h e ffo rts rel y heavily on ex-ante risk adjustments using hypothetical models, as well as
internal processes heavily dependent o n judgments by the board o f directors. 10
The second part of the Pro posed Rule, which places concrete and s pec ific restrictions o n
incentive pay s tructures at financial institutio ns with over $50 billio n in assets, cou ld have done
much to address the vague and conceptual nature of the other aspects of the Pro posed Rule.
Unfortunately, these restrictions are inadequate. They wo uld not lead to improvements in current
financial secto r pay practices, and indeed would no t have been stro ng enoug h to change pay
practices even if they had been enforced prior to the financ ia l crisis.
The proposed restrictions would require that half of incenti ve pa y for top (named) executive
officers be deferred over at least a three years period. Pay cou ld be distributed in equal pro rata
shares during the period. Thi s standard does not represent meaningful change fro m the pre-crisis
status guo, and is therefore clearl y inadequate to make progress in addressing the problem. For
Example, as far as we can tell, an incentive pay plan in which half of compensation consisted of
an immediate cash bonus and half consis ted of stock options that would vest in equal shares over
the next three years would satisfy the requirement. These kinds of incentive plans are already
common f01ms of payment in financial institutio ns, and were also common before the financia l
cris is. 11 Even institutions like C itigroup and Washington Mutual, whose conduct was a c lear
example o f destmctive short-term thinking, had stock awa rd programs that would seem to satisfy
the deferred compensation requirement under the proposed ru le. 12
To be effecti ve in reforming financial sector pay practices, a final rule s ho uld incorporate the
followi ng four changes:
I)
2)
3)
4)

Restrictio ns on the use of equity-based compensation.
Lo nger and more sh·ingent requirements for pay deferral.
A ba n on executive hedging of incenti ve pay.
A pplication of the incentive pay requirements to a wider po pulatio n of employees.

If these four changes were made, the rule would significantly alter pay incenti ves at major
financial ins titutions, which the current proposal does no t do. At the same time, these four
changes would still allow ins titutions substantial flexibility in the level and s tructure of pay.
We also recommend a stronger application o f these rul es to non-bank asset managers than ex ists
in the current ru le.
These recommendations are discussed in more detail below.

10 For example. the Federal Reserve· s review of compensation processes identi tics the modeling of stressed add-ons
for liq uid it y ris k to incenti ve compensation awards as a · lead ing-edge practice·. Federal Reserve. " Incent ive
Compensati on Practi ces: A Horizontal Review of Practi ces a t Large Ba nking Orga nizations". Board of Governors of
the Federal Reserve Syste m. October. 20 II.
II See fo r exa mpl e. page 200 of C itigroup·s 2006 Form I 0-K describing pa y arrangements. availab le at
http: I I www.c iti gro up.com/c it i/fi n I cia ta /kO 7 c.pd f.
12 See for exa mpl e pp. 93-94 of Wash ing ton Mutual' s 2007 Form I 0- K. avai lable at
www.sec.gov / Archives/edgar/da ta /933 136/000 l 0 11·746908006870 /a 2185889zl 0-ka.htm .

1) Restrictions o n equity-based compensation
T he Proposed Rule does no t address the fom1 o f incentive pay. It is commo n pract ice to pay
bonuses at the typical company in stock so as to align the interests of equity owners a nd
managers. S tock-based compensation gives asymmetric incentives, w ith substantial benefits for
increases in stock price but witho ut commensura te losses associa ted with poor perfo rmance or
failure. For example, a stock optio n inc reases executive wealth do llar for do llar w ith increases
above the exercise pri ce, but losses below the exercise price have no wealth effect. This struc tu re
c rea tes a fundame ntal mi salignm e nt be tween the incenti ves created by equi ty-based pay a nd the
interests o f those full y ex posed to the downside risks of compan y failure, suc h as credi tors a nd
taxpayers.
It is well kn own that the inte res ts o f equity holders differ from those of c redito rs. T his co nflic t
may be pa rticula rl y intense at fina ncial institutions beca use they are highl y leveraged. Bank
equi ty is often a s mall percentage- less than 6%--of to ta l bank funding. After interest paym ents,
the class tha t o nl y provides 6 percent of funding owns 100 percent of the profits as well. Yet the
equity ho lders have s triking ly di ffere nt incentives from bank creditors . Particularly if there is any
chance of debt default, which would wipe out equity ho lde rs while allowing more senio r
creditors at least partial recovery, the inte rests o f equity ho lders as the mos t junio r claimants is to
' gamble fo r res uiTection ' o f the bank by taking excessive risks. If the risks pay off, equity
ho lders w ill enj oy the upside a nd any additional losses created w ill fa ll o n more senior c reditors
A related issue is the pro blem of 'debt overhang', or the disincentive for equity holders to ra ise
additional capital when the firm is in di stress, as such capita l would d ilute their equi ty sta ke
while benefi ting more senior creditors.
T hese incenti ve conflic ts are also exacerbated a t banks by the possibility of taxpayer fu nding of
bank losses. Deposits are taxpayer-insured. This means banks enjoy not o nly subsidized
leverage, but a class of creditors who need not pay attention to the credit worthiness of the ba nk.
The ri sks tha t ba nkers may take w ith these deposits may benefit shareho lders if successful , but
ca n j eopardize ta xpayers if not. Simila rly, the possibility tha t govemment may be forced to back
even the non-de posit lia bilities of a large ba nk ho lding company, as occurred in 2008-2009,
c rea tes a s ituation w here taxpayers a re exposed to downside risks in the ba nk. Sim ilarly to other
creditors, equity-based payme nts do not a lign the interests of bank exec utives with taxpayers,
and in fac t crea te incentives for excessive risk-tak ing from the p erspective of taxpayer 's
interests. 13
We believe that a simple means o f red uc ing inappropria te risk tak ing by ba nk ma nagers is
tlu-o ugh the significant rest rictio n or elimination of equi ty- based compensa tio n, whic h could be
acco mpli shed unde r section 956. Eq uity awards could be limited a nd replaced with deferred cash
bonuses, o r w ith payments in co m pa ny debt tha t mus t be held to ma turi ty a nd are at risk based
on bank perfo m1ance. W hil e the exact incentives c reated by such no n-eq uity paym ents w ill va ry
depending o n the ir design, they sha re in common tha t they crea te a s ignifica ntly greate r ex posure
to downs ide risks tha n equity -based payments do, thus better aligni ng executive incenti ves w ith
the interests of creditors and taxpaye rs.
13

For a good discussion of al l these issues see Squam Lake Group...Aligning Incentives at Systemically Im portant
Financial Institutions··. March 19.2013.

T o serve as a n effecti ve fo rm of incenti ve a lignme nt, any non-eq uity based paym ent m ust rema in
at ris k fo r a s ignifi ca nt deferral period. For exampl e, if paym ents are g iven in company bo nds,
there mus t be a requ ireme nt that suc h bo nd s are he ld to maturity, a nd there must be a mechanis m
fo r reduc ing or withho ld ing bo nd paym e nts based o n o utcomes during the deferral period.
The proposa l to reduce o r e liminate equity-based incentive pay in favo r of deferred cash o r debt
instrum ents is hard ly a rad ica l one. It has been end o rsed by many experts. Fo r example, the
Squam Lake Gro up, w hich inc ludes over a dozen distingui shed eco no mis ts, has endo rsed a
payme nt method based o n 'bonus bo nds'. Lucian Be bchuk o f Harva rd Law School has
advocated res trictions o n equity-based pay and a greater use of payments in bonds. 14 New Yo rk
Federal Reserve Bank President William Dudley has a lso s tated that requiring senio r
management defen·ed compensation to be he ld in the form of lo ng-te rm debt wo uld "strengthen
15
the ince nti ves for proactive risk management. " Federal Reserve Gov. Danie l Tarullo si milarly
explored this idea in a June, 2014 speech, noting the appeal of " making incentive co mpensation
packages more closel y re fl ect the compos ition of the liability side of a banking o rganization's
balance sh eet by inc ludin g returns on debt. " 16
There is a lso sign ificant academic research demons trati ng a link be tween equity-based
compensation incentives, particularly s tock options, and bank fa ilure, as well as resea rc h
drawing a link betwee n no n-equity de ferred co mpensation and p ositive bank perfo nnance. 17
Such research also s upports restric tions o n equity-based pay.

Deferred compensation
As a s upplement to the more principles-based directives to boards of directors, the pro posed rul e
provides for a mandato ry deferra l of a t leas t 50 percent o f the a nnua l incentive-based
compensa tion granted to top (named) executi ve offic ers over a three yea r dis bursement period.
As banking genera lly involves risks w hose results may no t beco m e appa ren t fo r a number of
years, deferral represents an impo rtant mechanis m for directing executive incenti ves toward
long-term res ults . As economi st Raghuran Raj an has po inted o ut, true financ ia l returns ca n only
be m eas ured " in the lo ng run and in hinds ight", a nd in the s ho rt run fin a nc ial exec utives have
ample opportunities to d isguise long-tern1 ris ks w hile ea rning short-te rn1 profits. 18
That is w hy an effecti ve pro posal needs a mo re ro bus t defenal requireme nt. T he deferTal
requirement in the proposed rule is much too limited and much too short. Half o f incent ive

1'1 Bebchuk. Lucian A .. .. How to Fix Bankers· Pay .. Daedalus. Vol. 139, No.4, Fall2010; Squam La ke Group .
..Aligning Incenti ves at Svstemicallv Important Financial Institutions.., March 19,2013 .
1s Dud ley, William. ··Global Financia l Stability: The Road Ahead ... Remarks at Tenth Asia-Pacific High-Leve l
Meeting on Banking Supervision. Auckland. New Zealand. February 26. 2014 .
16 Tarullo. Daniel. ..Speech at American Association of Law Schools. J une 9. 20 14. ava ilab le at:
http://www. federal reserve.gov/newseve nts/speechltarullo20 140609a. htm
11 Bennett. Rosalind L. and Guntay. Levc nt and Una!. Haluk...Inside Debt. Bank Default Risk and Performance
duri ng the Crisis ... February. 2014. FD IC Center for Financial Resea rch Working Paper No. 20 12-3 .Kogut. Bruce
and Hamal. Hitesh. ··The Probability of Default. Excessive Risk. and Executive Co mpensati on: A Study of Financial
Services Firms from 1995 to 2008 .. Columb ia Business Sc hool Research Paper. February 21. 20 10: Bhagat. Sanjai
and Bolton. Brian J., ..Bank Exec utive Compensation and Cap ital Requirements Rcfonn ... May 2013:
1BRajan. Raghuram . .. Banke rs Pa y is Deeplv Flawed ... by Raghuram Ragan. Financi al Times. Jan uary 2008.

compensation ca n be gra nted immediate ly, a nd the other half may be gra nted in equal pro rata
shares over a three-year period. T his implies that almost 85 percent of incentive co mpensa tion
may be paid within two yea rs of the orig inal gra nt. 19 As di scussed a bove, pay packages tha t
sati sfied thi s requirement were co mmon even prio r to the fina ncial crisis (e.g. stock optio ns that
vested over two to three years), and the requirement wo uld not significantly c hange practices on
Wall Street today. We be lieve that w ithho lding only half of the incentive pay is too little, three
years is too sho rt a period fo r withholding, a nd the pro rata di sbursement is inappropriate.
There ca n certainly be legitimate disagreement over the exact length of an a ppropria te defena l
period. However, as a general principle, a de ferral period should be at least adequate to cover a
typical asset price cycle in the financial ma rkets. That is, a decis ion maker should be aware tha t
their incentive payments will onl y be forthco ming if the financial institutio n is able to sustain its
returns thro ug h the entire run o f a bus iness cycle. The defen al period in this proposal clearly
does not meet this require me nt. For an example, under this proposal, if a ba nk became heavil y
involved in subprime mo rtgage markets in 2003, then top executives would have collected 85
percent of the ir bonuses by 2005 and the entire bonus by 2006, when pticing issues in the
subprim e markets first bega n to appear.
Evidence fro m past fina ncial cycles should be used to detennine a deferral period adequate to
properly align incentives, and a significant majority of incentive pay should be held at risk over
the full period. We would po int out that a recent proposal fro m the B ank of England specifies
that incenti ve pay sho uld remain at risk for cla wbacks over a seven yea r periocl .20

Employees covet·ed
The deferral requirement also fa lls short in the scope of its application. The req uirement wo uld
apply onl y to named executi ve officers and heads of major business lines. This wo uld like ly
apply to less than a dozen pe rso ns at mos t large institutions. B ut there are hundreds if no t
thousands of indi viduals a t major banks that receive large incentive award s due to their role in
risk decis ions. A repo rt by then New York Atto mey General Andrew Cuomo found that 1,626
employees of JP Morga n received a bon us more than $ 1 million annua lly. A t Goldman Sachs,
953 employees received more than $ 1 million in bonuses. 2 1 Compensation rules fo r material risk
takers in other jurisdic tions apply to a far grea ter number of these employees. For example, the
E uropean Banking Autho rity pro posed criteria for remuneration regulation tha t would apply to
those w ho receive more than EUR 500,000 or fa ll within the highes t 0.3% of pay at the finn. 22
The Lo ndon W hale epi sode at JP Morgan stands as a reminder that individual traders can
contribute to s ubstanti al losses. In this epi sode a few traders lost more tha n $6 billio n, about 3
percent of the finn 's ca pital.

19

Since ha lf of bonus pay could be paid immed iately, and the other half pa id in equal pro rata shares over th ree
years, this implies that up to 83 percent (50 percent + 16.3 percent in year I and 16.3 percent in year 2) could be
paid within two years.
~~ Bank of England, Prudential Reg ulatory Authority. "Ci a~~ac~··, Poli cy Statement PS7/ 14, Ju ly, 20 14.
Cuomo, Andrew. "No Rhyme or Reason: The Heads I Wm f ails You Lose Bank Bonus Culture", Attorney
General of the State of New Yo rk, 2008.
22
European Banking Authority, "Regulatory Technical Standards fo r Material Ri sk Takers, .., December 2013 .

The rul e does require that the boa rd o f directo rs identify material risk takers beyond the named
executi ve officers to who m the de ferral requirement applies. The board o f directors is instructed
to ensure that these material risk takers ha ve incentive pay packages that are appropriately risk
sensitive. However, no spec ific pay restricti ons arc required for these desig na ted ris k takers, and
the actua l decis ions on incentive compensatio n struc ture are left to the board of directors. As
discussed above, we do not believe complete reliance o n the board of directo rs is appropria te as a
means o f regulating financ ial sec tor pay incentives.
The agencies sho uld apply specilic co mpensatio n limitations wel l beyo nd the small po pu latio n of
seni or managers that was designated in the initia l proposed rule. In a 2011 review, the Federal
Reserve fo und that at the large banking organiza tions, " tho usands o r tens of tho usands of
employees have a hand in ri sk taking:· But these ba nks had failed to identify these employees or
adjus t the ir compensatio n so as to discourage excessive 1isk-takingY We believe that broad
compensa tion structure requirements involving pay deferra l should apply to a ny material risk
taker.
Hedging
T he agenc ies' pro posed rule is s ilent o n the issue of hedging. W e believe hedging o f
compensa tio n s ho uld be summa ril y prohibited as it clearly undennines the intent o f the ru le. Pay
de ferral w ill not be e ffecti ve as a means of inducing sensitivity to lo ng-te1m risks if em ployees
can e ffectively undo th e de feJTal by hedg ing their future pay. The consens us view of the 13
24
distinguis hed economists on the Squam Lake Group phrased the situa tion well :
"Of course, ho ldbacks onl y reduce management's incenti ves to ta ke excessive risk if
management canno t hedge its deferred compensation. Any hedging of deferred
com pensatio n sho uld therefore be prohi bited."
Incentive compensation hedg ing s trategies reduce or eliminate the sensitivity of executive pay to
fi1m perfo 1ma nce, and thus can d irectl y conflict w ith Congressio nal intent to mandate incentive
25
pay structures that disco urage inappropriate risks.
Application of Incentive Pay Rules to Non-Banks
The sta tutory manda te in Sectio n 956 expli citly covers inves tment adv isors. T he appl ication o f
the Pro posed Rule to in ves tment advisors tracks its application to banks, wit h inves tment
adv isors ho lding $ 1 billion or mo re o f conso lida ted ba lance s heet assets subj ect to the essentially
principl es-based portio n of the rule, and in vestment advisors with $50 billion or more of
conso lidated ba lance sheet asse ts subjec t to the mo re specific de ferral requirements. The SEC
estimates that 68 reg istered adviso rs have $ 1 bill ion or mo re in balance sheet assets, and 7

~ 1 Federal Reserve. .. Incenti ve Compensation Practices: A l lo rizontal Review of Practices at Large Banking

Organiza tions .., Board of Governors or the Federal Reserve System , October, 20 II.
Squam Lake Group. .. Alignin g Ince nti ves at Systemica ll y Importa nt Fina ncial Insti tutions··. March 19.2013.
zs Larcker. David a nd Brian Tayan...Pl edge (And I ledge) All egiance to the Company .., Stanford G raduate School of
Business. C loser Look Series. October 2 1. 20 I 0.
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adv iso rs have $50 bi llion o r mo re. 26 We believe that the stronger de ferra l requirements
recomm ended a bove sho uld app ly to these inves tm ent adviso rs as well.
Ho wever, we are concern ed that the more princ ipl es-based portio ns of the rule may not be
effectively e nfo rced a t investment adviso rs, g iven that there is no prude ntial supervision of
investment advisors. In addition, we a re conce rned that many investmen t advi so rs w ith large
amounts of assets under mana geme nt, whose actions in the aggregate ma y have profound
impacts on the fina ncial sys tem, may not be subj ec t to the fu ll sco pe of the ru le due to limited
assets o n their balance sheet. A s urvey by Price Waterho use Coo pers conducted after the re lease
of the Proposed Rule found that a lmost no asset managers expected the Proposed Rule to impac t
their pay practices. 27 This is li ke ly partia lly clue to the general weakness of the Proposed Rule, as
discussed above, and the lim itations in its app licability to asset managers.
We believe tha t the applica tion of a stronger rule to a broader range o f asset managers could
have s ignifica nt benefit s for the stability of the fin ancial system and the pro tection of investors.
First, we believe specific incenti ve pay require ments orie nted toward ali gning incentives w ith
Jong-tem1 returns could address systemic risk co ncerns raised in regard to asset management
practices, a nd in some cases cou ld do so mo re effectively than prudential supervisio n. We
believe that suc h pay restric tions could be a n important element in the current effort by the
Securities a nd Exchange Comm ission to regulate the po tential systemic ri sks created by asset
managers, and sho uld be integrated with that effort. Second, properly des igned pay requi rements
could also lesse n incenti ves for abusive prac ti ces that impact inves tors, suc h as those revea led in
SEC examinatio ns of private equity fi1ms. 28 We would urge the SEC and o ther agencies to
reconsider the scope and nature of the ince nti ve pay requirements applicable to asset managers.
Your co ns ideration of these comments is apprec iated. As one of the centra l ca uses of the
financial crisis, inappropriate co mpensation ince nti ves oblige the regula tors to implement strong
refo n11S. Whi le we a re di ssatis fied tha t thi s refonn is so long delayed, we e ncourage the agencies
to imple ment a robust and effective rule and to make sure they get the text right in the ir nex t
draft through either a revis ion or a rc-proposal. By doing so, they w ill serve the Ame1ican pub lic
well. For questions, please contact Marcus Stan ley, the Po licy Director of A merica ns for
Financial Re fo m1, a t ma rcus@ourfinancial sec urity.o rg or (202) 466-3672; o r Bartlett Naylor,
Public C iti zen' s Financ ial Po licy Advocate, a t bnaylo r@ citizen.org.
Sincerely,
America ns for Financial Rcfo1m
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See footnote 40 in the Proposed Rule
Benjamin, Barry and Scott Olson. ··20 II US Asset Management Reward and Talent Ma nagement Survey
Results··. PWC Incorporated. March 20 12. See page 12 of the document. which states: ··While every su rvey
participant was familiar with the proposed compensati on req uirements under Section 956 of Dodd Frank, only one
participant indicated the proposeu compensation rules, in their cu rrent form, would ha ve a direct impact on their
organization·s compensation structure:·
28
Bowden. Andrew...Spreading Sunshine In Private Equ it y"·. Speech at Pri vate Equi ty International. May 6. 20 14.
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