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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 75340 / July 1, 2015

INVESTMENT ADVISERS ACT OF 1940
Release No. 4136 / July 1,2015

INVESTMENT COMPANY ACT OF 1940
Release No. 31701 / July 1, 2015

ADMINISTRATIVE PROCEEDING
File No. 3-16671

In the Matter of ORDER INSTITUTING

: ADMINISTRATIVE AND CEASE-AND-
RICHARD LAWRENCE DESIST PROCEEDINGS, PURSUANT TO
EVANS, : SECTION 15(b) OF THE SECURITIES

EXCHANGE ACT OF 1934, SECTION
Respondent. ' 203(k) OF THE INVESTMENT ADVISERS

: ACT OF 1940 AND SECTION 9(b) OF THE
INVESTMENT COMPANY ACT OF 1940,
MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS AND A CEASE-
AND-DESIST ORDER

I

The Securities and Exchange Commission (“Commission”) deems it appropriate and in the -
public interest that public administrative and cease-and-desist proceedings be, and hereby are,
instituted, pursuant to Section 15(b) of the Securities Exchange Act of 1934 (“Exchange Act™),
Section 203(k) of the Investment Advisers Act of 1940 (“Advisers Act™) and Section 9(b) of the
Investment Company Act of 1940 (“Investment Company Act”), against Richard Lawrence Evans

‘(“Evans” or “Respondent™).

II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (“Offer”) which the Commission has determined to accept. Solely for the purpose of
these proceedings and any other proceedings brought by or on behalf of the Commission, or to
which the Commission is a party, and without admitting or denying the findings herein, except as
to the Commission’s jurisdiction over Respondent and the subject matter of these proceedings,
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which are admitted, and except as provided herein in Section V, Respondent consents to the entry
of this Order Instituting Administrative and Cease-and-Desist Proceedings, Pursuant to Section
15(b) of the Securities Exchange Act of 1934, Section 203(k) of the Investment Advisers Act of
1940 and Section 9(b) of the Investment Company Act of 1940, Making Findings, and Imposing
Remedial Sanctions and a Cease-and-Desist Order (“Order”), as set forth below.

118
On the basis of this Order and Respondent’s Offer, the Commission finds' that:
SUMMARY

These proceedings arise out of Respondent’s role in a scheme orchestrated by a registered
investment adviser to inflate the valuations of certain mortgage-backed securities held in the
portfolio of private investment funds managed by the adviser.

1. Since the funds’ inception in 2001, the adviser purported to obtain independent
market-based price quotes for the securities at issue from two registered representatives of
registered broker-dealers, one of whom was Respondent. However, as time went on, the process of
providing monthly price quotes to the adviser became increasingly time-consuming and complex.
By 2010, the adviser offered to abbreviate the process by providing its valuations to Respondent,
which Respondent cursorily reviewed and then passed on to the funds’ administrator and auditor as
if they were Respondent’s own price quotes. Respondent also played a role in responding to certain
inquiries from the funds’ auditor in connection with year-end audits for 2011 and 2012 without
informing the auditor that the adviser had crafted the responses.  The adviser’s scheme boosted the
funds’ net asset values and thus increased the management and performance fees that the adviser
collected from the funds. Based on the foregoing, Respondent aided and abetted and caused the
adviser’s violations of various antifraud provisions of the Advisers Act.

RESPONDENT

2. Richard Lawrence Evans (“Evans™) is 62 years old and resides in Houston, Texas.
Between at least 2000 and 2013, Evans was a registered representative of a succession of
Commission-registered broker-dealers. In May 2013, Evans was terminated from his employment
at a broker-dealer for violating its policy. Since his termination, Evans has not worked in the
securities industry. Evans previously held Series 7, 24, 63, and 65 licenses. Evans obtained a real
estate license from the State of Texas in July 2013 and has since been working as a real estate agent.

RELATED ENTITIES AND INDIVIDUALS

3. AlphaBridge Capital Management, LLC (“AlphaBridge™) is a Delaware limited
liability company with its principal place of business in Greenwich, Connecticut. Since November
2000, AlphaBridge has been registered with the Commission as an investment adviser (File No.
801-58162). Since February 2001, AlphaBridge has provided investment advisory services to three

! The findings herein are made pursuant to Respondent’s Offer and are not binding on any

other person or entity in this or any other proceeding.




unregistered private funds, the AlphaBridge Fixed Income Master Fund, Ltd. and its onshore and
offshore feeder funds, the AlphaBridge Fixed Income Fund, Ltd. and AlphaBridge Fixed Income
Partners, LP (collectively, “AlphaBridge Funds” or “Funds™).

4. Thomas T. Kutzen (“Kutzen”) is AlphaBridge’s founder, majority owner,
managing member, president, chief executive officer, and chief investment officer. Kutzen is 61
years old and resides in Riverside, Connecticut.

-5 Michael J. Carino (“Carino”) is AlphaBridge’s chief compliance officer and
minority owner. Carino is 43 years old and resides in Greenwich, Connecticut.

 FACTS
Evans’ Background and Experience
6. Between 2000 and 2013, Evans was a registered representative (typically in a

salesperson role) at several different Commission-registered broker-dealers in succession.

7. AlphaBridge first became Evans’ customer in 2000. Beginning inat least 2001,
Evans arranged for the execution of the purchases and sales of various securities by A]phaBridge
and the AlphaBridge Funds. Other than his brokerage commissions, Evans d1d not receive any
compensatton or remuneration from AlphaBrldge

8. Between 2000 and 2013, AlphaBridge was consistently one of Evans’ largest
customers. Commissions from trades for AlphaBridge accounted for at least 10% of Evans’
commissions in most years, more than 30% in some years, and nearly 60% in 2011.

9. Evans had experience with, among other things, a range of fixed income
securities, including mortgage-backed securities and U.S. Treasury securities. Specifically,
Evans had familiarity and experience with securities known as interest-only (“10”) and inverse,
interest-only (“110”) floaters. The AlphaBridge Funds held 10s and 11Os in its portfolio.

10.  10s and I1Os are strips or tranches of collateralized mortgage obligations
(“CMOs”). CMOs are pools of mortgage loans that receive cash flows from the underlying
mortgages and are organized into different payment classes based on the varying characteristics
of the underlying mortgages. - The 10 and 11O classes of a CMO receive a coupon payment that
fluctuates based on changes in prevailing interest rates. .

11.  10s and I1Os are unlisted, thinly-traded securities and are commonly valued based
on discounted future cash flows. Determining future cash flows for IOs and I1Os depends
heavily on the conditional prepayment rate (“CPR”), which is the percentage of a CMO pool that
is or is expected to be prepaid within a given period. Lower interest rates tend to correlate with
higher prepayment rates (because more borrowers tend to refinance in a lower interest rate
environment), and higher interest rates tend to correlate with lower prepayment rates. Historical
CPR is an actual past prepayment percentage. Projected CPR is an estlmate of a future
prepayment percentage. :




12.  The projected CPR is an important factor for valuing I10s and 11Os. All other
factors being equal, the greater the number of loans in a CMO pool that have been prepaid, the
lower the overall income stream, and the lower the payment to the 10 and 110 holder. Thus, all
other factors being equal, higher projected CPRs (or faster prepayment rates) tend to correlate
with lower projected cash flows and lower 10 and 110 values, while lower projected CPRs (or
slower prepayment rates) tend to correlate with higher projected cash flows and higher 10 and
110 values.

Evans’ Role in Fund Pricing

13.  From at least 2001 through at least April 2013, AlphaBridge represented to the
Funds’ investors, administrator (“Administrator”), and auditor (“Auditor”) that its process for
valuing the 10s and IIOs in the Funds’ portfolio was to obtain monthly price quotes from two
registered representatives at independent and reputable broker-dealers and to use the arithmetic
average of these quotes as AlphaBridge’s price for these securities. '

14.  Since the Funds’ inception in 2001, AlphaBridge purported to obtain price quotes
from the same two registered representatives, one of whom was Evans, whose written price .
quotes were provided monthly to the Administrator and annually to the Auditor.

15.  From approximately 2001 to 2008, each month Evans received a list of the
securities in the Funds’ portfolio from Carino. Evans asked the traders at his respective broker-
dealers for price quotes for these securities. Evans in turn provided these quotes to Carino and, at
Carino’s request, thereafter sent them to the Admmlstrator and/or Audltor

16.  Between 2008 and 2010, as the number of 10s and 11Os in the Funds’ portfolio
grew to over 100 securities, Evans encountered resistance from the traders at his respective
broker-dealers because the pricing process for AlphaBridge was becoming increasingly time-
consuming and subjective. Evans told Carino of the traders’ resistance.

17. Sometime during this period between 2008 and 2010, to expedi_te the monthly
pricing process, Carino suggested to Evans that he share AlphaBridge’s prices for the 10 and 11O
securities in the Funds’ portfolio with Evans. Carmo told Evans that he generated AlphaBridge’s
prices by using his own valuation model.

18.  After Carino began sharing AlphaBridge’s prices with Evans, he did so strictly
orally. Carino would email a spreadsheet listing the Funds’ holdings to Evans and then would
read aloud AlphaBridge’s prices to Evans over the telephone. - At Carino’s direction, Evans
wrote down the prices, then typed them into the spreadsheet, and later sent them on to the
Administrator and/or Auditor.

19. After Carino began sharing AlphaBridge’s prices w1th Evans Carmo told Evans
to review the prices and, if Evans agreed, to pass along those prices to the Administrator and the
Auditor. Evans raised few objections with Carino concerning the prices, and any questions
Evans raised were generally resolved in AlphaBridge’s favor. As time went on, Evans took
minimal steps to review or check the valldlty of AlphaBndge s prices, which Carino knew or
was reckless in not knowing. :




20.  In approximately mid-2010, Evans told Carino that AlphaBridge’s prices were not
in line with prices that Evans was seeing in actual or potential transactions in the same or
comparable securities. Carino told Evans that AlphaBridge was switching to a long-term
valuation model for the Funds’ portfolio, as opposed to a fair value standard, and that the Auditor
had approved this change. Evans accepted Carino’s explanation and agreed to continue to pass
along Carino’s prices, as if they were Evans’ prices, to the Administrator and the Auditor until
April 2013.

21.  Evans never told the Administrator or Auditor that Carino was sharing his prices
with Evans or that the prices that Evans transmitted to the Administrator and Auditor, as if they
were Evans’ own prices, in fact were generated by Carino.

22.  In May 2013, Evans was terminated for providing price quotes for the
AlphaBridge Funds in contravention of the policies and procedures of Evans’ employer. Evans
informed both Carino and Kutzen of his termination in telephone calls.

Evans’ Role in Fund Audits

23.  From at least 2006 through 2013, the Auditor conducted an annual audit of the
Funds’ financial statements, and the Auditor requested and received a list of year-end prices
from Evans. -

24.  Beginning with the 2008 year-end audit of the AlphaBridfge Fuﬁds, the Auditor
requested and received the assistance of a team of valuation professionals (“Valuation Group”)
to assess the validity of AlphaBridge’s methodology for pricing the 110s in the Funds’ portfolio.

25. In connection with the 2011 year-end audit of the AlphaBridge Funds, the Auditor
noted a greater disparity than in past years between AlphaBridge’s 110 prices and the prices
reflected in the Auditor’s internal pricing database (which contained inputs from various industry
pricing vendors). The Auditor requested that AlphaBridge allow the Auditor and Valuation
Group to speak to AlphaBridge’s pricing sources. Carino arranged a telephone call with Evans.

26. Carino spent a significant amount of time preparing Evans for the call and
coaching Evans on what Evans should say on particular topics, including Evans’ view on CPRs.
Evans did not tell the Auditor about this preparation.

: 27.  After the telephone call with Evans, the Valuation Group posed a series of
questions for Carino to pass on to Evans. These questions included requests for trade data
(including bids) on securities in the Funds’ portfolio or, alternatively, trade data for purportedly
comparable securities and the reasoning as to why such securities were comparable to those in
the Funds’ portfolio.

28.  Carino emailed the Auditor’s questions to Evans along with Carino’s proposed
responses. Evans made slight edits to the responses that Carino drafted. Evans ultimately sent
the responses, largely as Carino had drafted them, to the Auditor and Valuation Group. Evans
did not tell the Auditor about Carino’s role in drafting the responses.



29.  The responses included CPR projections for a sample of securities in the Funds’
portfolio and information on trades, bids and offers for 11Os that were purportedly comparable to
those in the Funds’ portfolio. Some of the transaction data provided by Carino for two
purportedly comparable securities contained certain inaccuracies. Evans did not tell the Auditor
that the CPR projections and other data were derived from Carino and not from Evans.

30.  After receiving the responses from Evans, the Auditor and Valuation Group posed
more questions for Carino to pass along to Evans, including asking why CPR forecasts from
various industry sources were substantially higher than AlphaBridge’s CPR assumptions. Carino
again emailed the Auditor’s questions to Evans, along with Carino’s suggested responses.

Carino copied Kutzen on this email. As with the prior round of questions, Carino and Evans
exchanged drafts of the responses. Ultimately, Carino indicated by email that Evans’ revision
“looks fine to send,” after which Evans sent the responses—again, largely drafted by Carino—to
the Auditor and Valuation Group. In substance, the responses urged the Auditor to rely on the
previously submitted data for the purportedly comparable securities and expressed the opinion
that dealer CPR forecasts were not reliable. Evans did not tell the Auditor about Carino’s role in_
drafting the responses.

31.  Only after speaking with and receiving the written responses from Evans, the
Valuation Group accepted AlphaBridge’s prices, and the Auditor completed the 2011 year-end
audit.

32.  Asthe Valuation Group began its work on the 2012 year-end audit, it observed
that AlphaBridge’s 110 prices had diverged even further from the prices in the Auditor’s internal
pricing database. Of particular concern to the Auditor and the Valuation Group was the fact that,
although actual historical CPRs remained relatively-high (at least in part because of sustained
low interest rates) during the course of 2012, AlphaBrldge continued to use the same lower CPR
assumptions that it had used the year before.

33. The Auditor and Valuation Group again posed a series of questions for, and asked
to speak to, AlphaBridge’s pricing sources. Similar to what occurred in connection with the
2011 audit, AlphaBridge made Evans available, and Carino formulated Evans’ oral and written
responses to the Auditor’s and Valuation Group’s questions. However, the responses were not
sufficient to address the Auditor’s concemns. Evans did not tell the Auditor about Carino’s role
in formulating the responses. o

VIOLATIONS

34.  Based on the conduct described above, Evans willfl»llly2 aided and abetted and
caused AlphaBridge’s violations of Section 206(2) of the Advisers Act, which prohibits an

2 A willful violation of the securities laws means merely “‘that the person charged with the

duty knows what he is doing.”” Wonsover v. SEC, 205 F.3d 408, 414 (D.C. Cir. 2000) (quoting
Hughes v. SEC, 174 F.2d 969, 977 (D.C. Cir. 1949)). There is no requirement that the actor
““also be aware that he is violating one of the Rules or Acts ” Id. (quoting Gearhart & Otis, Inc.
v. SEC, 348 F.2d 798, 803 (D.C. Cir. 1965)).




investment adviser from engaging in any transaction, practice, or course of business which
operates as a fraud upon any client or prospective client.

35.  Based on the conduct described above, Evans willfully aided and abetted and
caused AlphaBridge’s violations of Section 206(4) of the Advisers Act, which prohibits an
investment adviser from engaging in any act, practice, or course of business which is fraudulent,
deceptive, or manipulative, and Rule 206(4)-8 promulgated thereunder, which makes it unlawful
for any investment adviser to a pooled investment vehicle to make any untrue statement of a
material fact or to omit to state a material fact necessary to make the statements made, in light of
the circumstances under which they were made, not misleading to any investor or potential
investor in the pooled investment vehicle, or otherwise to engage in any act, practice, or course
of business that is fraudulent, deceptive, or manipulative with respect to any investor or potential
investor in the pooled investment vehicle.

COOPERATION

36.  In determining to accept the Offer, the Commission considered the cooperation
the Respondent afforded the Commission staff.

Iv.

In view of the foregoing, the Commission deems it appropriate, in the public interest, and
necessary for the protection of investors to impose the sanctions agreed to in Respondent’s Offer.

Accordingly, pursuant to Section 15(b)(6) of the Exchange Act, Section 203 (k) of the
Advisers Act and Section 9(b) of the Investment Company Act, it is hereby ORDERED that:

A. Respdndent shall cease and desist from commitﬁng or causing any violations and
any future violations of Sections 206(2) and 206(4) of the Advisers Act and Rule 206(4)-8
thereunder.

B. Respondent shall be and hereby is:

@) barred from association with any broker, dealer, investment adviser,
municipal securities dealer, municipal advisor, transfer agent, or nationally
recognized statistical rating organization;

(i1) barred from participating in any offering of a penny stock, including acting
as a promoter, finder, consultant, agent or other person who engages in
activities with a broker, dealer or issuer for purposes of the issuance or
trading in any penny stock, or inducing or attempting to induce the purchase
or sale of any penny stock; and

(ili)  prohibited from serving or acting as an employee, officer, director, member
of an advisory board, investment adviser or depositor of, or principal
underwriter for, a registered investment company or affiliated person of such
investment adviser, depositor, or principal underwriter;



with the right to apply for reentry after one (1) year to the appropriate self-regulatory
organization, or if there is none, to the Commission.

C. Any reapplication for association by Respondent will be subject to the applicable
laws and regulations governing the reentry process, and reentry may be conditioned upon a number
of factors, including, but not limited to, the satisfaction of any or all of the following: (a) any
disgorgement ordered against the Respondent, whether or not the Commission has fully or partially
waived payment of such disgorgement; (b) any arbitration award related to the conduct that served
as the basis for the Commission order; (c) any self-regulatory organization arbitration award to a
customer, whether or not related to the conduct that served as the basis for the Commission order;
and (d) any restitution order by a self-regulatory organization, whether or not related to the conduct
that served as the basis for the Commission order.

D. Respondent shall pay a civil money penalty in the total amount of $15,000 to the
Securities and Exchange Commission. Payment shall be made in the following installments:
$7,500 within ten (10) days of the entry of this Order; and $7,500 within ninety (90) days of the
entry of this Order. If timely payment of either installment is not made, additional interest shall
accrue pursuant to 31 U.S.C. § 3717. Payment must be made in one of the following ways:

(H Respbndent may transmit payment electronically to the Commission, which
- will provide detailed ACH transfer/Fedwire instructions upon request;

2 Respondent may make direct payment from a bank account via Pay.gov
through the SEC website at http://www.sec.gov/about/offices/ofm.htm; or

3) Respondent may pay by certified check, bank cashier’s check, or United
States postal money order, made payable to the Securities and Exchange
Commission and hand-delivered or mailed to:

Enterprise Services Center
Accounts Receivable Branch

HQ Bldg., Room 181, AMZ-341
6500 South MacArthur Boulevard
Oklahoma City, OK 73169 '

Payments by check or money order must be accompanied by a cover letter identifying
Respondent by name as a Respondent in these proceedings, and the file number of these
proceedings; and a copy of the cover letter and check or money order must be sent to Robert B.
Baker, Assistant Regional Director, Asset Management Unit, Division of Enforcement, Securities
and Exchange Commission, Boston Regional Office, 33 Arch Street, 23rd Floor, Boston, MA
02110.

E. Such civil money penalty may be distributed pursuant to Section 308(a) of the
Sarbanes-Oxley Act of 2002, as amended (“Fair Fund distribution”). Regardless of whether any
such Fair Fund distribution is made, amounts ordered to be paid as civil money penalties pursuant


http://www.sec.gov/about/offices/ofm.htm

to this Order shall be treated as penalties paid to the government for all purposes, including all tax
purposes. To preserve the deterrent effect of the civil penalty, Respondent agrees that in any
Related Investor Action, Respondent shall not argue that Respondent is entitled to, nor shall
Respondent benefit by, offset or reduction of any award of compensatory damages by the amount
of any part of Respondent’s payment of a civil penalty in this action (“Penalty Offset”). If the
court in any Related Investor Action grants such a Penalty Offset, Respondent agrees that
Respondent shall, within 30 days after entry of a final order granting the Penalty Offset, notify the
Commission’s counsel in this action and pay the amount of the Penalty Offset to the Securities and
Exchange Commission. Such a payment shall not be deemed an additional civil penalty and shall
not be deemed to change the amount of the civil penalty imposed in this proceeding. For purposes
of this paragraph, “Related Investor Action” means a private damages action brought against
Respondent by or on behalf of one or more investors based on substantially the same facts as
alleged in the Order instituted by the Commission in this proceeding.

F. Respondent acknowledges that the Commission is not imposing a civil penalty in
excess of $15,000 based upon Respondent’s cooperation in a Commission investigation and/or
related enforcement action. If at any time following the entry of this Order, the Division of
Enforcement (“Division™) obtains information indicating that Respondent knowingly provided
materially false or misleading information or materials to the Commission or in a related
proceeding, the Division may, at its sole discretion and with prior notice to the Respondent,
petition the Commission to reopen this matter and seek an order directing that the Respondent pay
an additional civil penalty. Respondent may contest by way of defense in any resulting
" administrative proceeding whether Respondent knowingly provided materially false or misleading
information, but may not: (1) contest the findings in this Order; or (2) assert any defense to
liability or remedy, including, but not limited to, any statute of limitations defense.

V.

It is further ordered that, solely for purposes of exceptions to discharge set forth in Section
523 of the Bankruptcy Code, 11 U.S.C. § 523, the findings in this Order are true and admitted by
Respondent, and further, any debt for disgorgement, prejudgment interest, civil penalty or other
amounts due by Respondent under this Order or any other-judgment, order, consent order, decree
or settlement agreement entered in connection with this proceeding, is a debt for the violation by
Respondent of the federal securities laws or any regulation or order issued under such laws, as set
forth in Section 523(a)(19) of the Bankruptcy Code, 11 U.S.C. § 523(a)(19).

By the Commission.

Brerjt J. Fields
Secretary
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M. Paterson
Asgistant Secretary
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SECURITIES’AND EXCHANGE COMMISSION

17 CFR PARTS 229, 240, 249 and 274

[RELEASE NOS. 33-9861; 34-75342; 1C-31702; File No. S7-12-15]

RIN 3235-AK9)9 |

Listing Standards for Recovery of Erroneously Awarded Compensation

AGENCY: Securities and Exchange Commissibn.

ACTION: Proposed rule.

SUMMARY: We are proposing a new rule and rule and form amendments to implement the
provisions of Section 954 of the Dodd-Frank Wall Street Reform and C'onsurﬁer Protection Act
of 2010, which added Section 10D to the Securities Exchange Act of 1934. Section 10D requires
the Commission to adopt rules directing the national seéurities exchanges and national securities
associations to prohibit the listing of any security of an issuer that is not in compliance with
Section 10D’s requirements for disclosure of the issuer’s policy on incentive-based
compensation and recovery of incentive-based compensation that is received in excess of what
would have been received under an accounting restatement. The proposed rule and rule
amendments would direct the national securities exchanges and national securities associations
to establish listing standards that would require each issuer to develop and implemént a policy
providing for the recovery, under certain circumsftanc'es, of incentive-based compensation based
~ on financial information required to be reported uﬁder the securities laws that is received by
current or former executive officers, and require the disclosure of the policy. A listed issuer
would be required to file the policy as an exhibit to its annual report.

DATES: Comments should be received on or before [insert date 60 days after date of

publication in the Federal Register].
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ADDRESSES: Comments may be submitted by any of the following methods: .- . .

Electronic Comments:

e Use the Commission’s Internet comment form

(http://www.sec.gov/rules/proposed.shtml);

- Send an e-mail to rule-comments@sec.gov; or

o Use the Federal Rulemaking ePortal (http://www.regulations.gov). Follow the

instructions for submitting comments.

Paper Comments:

 Send paper comments to Brent J. Fields, Secretary, U.S. Securities and Exchange
Commission, 100 F Street, NE, Washington, DC 20549-1090.

All submissions should refer to File Number S7-12-15. This file number should be

included on the subject line if e-mail is used. To help us process and review your comments .
more efficiently, please use only one method. The Commission will post all comments on the

Commission’s Internet website (http://www.sec.gov/rules/proposed.shtml). Comments are also

available for website viewing and printing in the Commission’s Public Reference Room, 100 F
Street, NE, Washington, DC 20549, on official business days between the hours of 10:00 a.m.
and 3:00 p.m. All comments received will be posted without change; we do not edit personal
identifying information from submissions. You should submit only information that you wish to
make available publicly.

Studies, memoranda, or other substantive items may be added by the Commission or staff
to the comment file during this rulemaking. A notification of the inclusion in the comment file

of any such materials will be made available on the SEC’s website. To ensure direct electronic


http://www.sec.gov/rules/proposed.shtml
http:http://www.regulations.gov
mailto:rule-comments@sec.gov
http://www.sec.gov/rules/proposed.shtml

receipt of such notifications, sign up through the “Stay Connected” option at www.sec.gov to
receive notifications by e-mail.

FOR FURTHER INFORMATION CONTACT: Anne Krauskopf, Senior Special Counsel,‘or
Carolyn Sherman, Special Counsel at (202) 551-3500, in the Office of Chief Counsel, Division
of Corporation Finance, or Joel K. Levine, Associate Chief Accountant at (202) 551-3400, in the
Office of Chief Accountant, Division of Corporation Finance, U.S. Securities and Exchange
Commission, 100 F Street, NE, Washington, DC 20549.

SUPPLEMENTARY INFORMATION: We are proposing to add new Rule 10D-1" under the
Securities Exchange Act of 1934.2 We also are proposing amendments to Items 402, 404* and
601° of Regulation S-K.° Item 22 of Schedule 14A,” Exchange Act Forms 20-F® and 40-F,” and

Form N-CSR'° under the Exchange Act and the Investment Company Act of 1940. 1

117 CFR 240.10D-1.
215U.S.C. 78a et seq.

317 CFR 229.402.

417 CFR 229.404.

517 CFR 229.601.

617 CFR 229.10 et seq.

717 CFR 240.14a-101.

¥ 17 CFR 249.220f.

° 17 CFR 249.240f. -

'°17 CFR 249.331 and 274.128.

1151U.8.C.80a-1 et seg‘.
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I. BACKGROUND AND SUMMARY - : i '

We are proposing a new rule, and rule and form amendments to implement the provisions
of Section 954 of the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (the
“Act”),'? which added Section 10D to the Securities Exchange Act of 1934 (the “Exchange
Act”). Specifically, Section 10D(a) of the Exchange Act requires the Commission to adopt rules
directing the national securities exchanges' (the “exchanges”) and the national securities
associations'* (the “associationS’?) to prohibit the listing of any security of an issuer that is not in
compliance with the requirements of Section 10D(b). Section 10D(b) requires the Commission
to adopt rules directing the exchanges to establish listing standards to require each issuer to
develop and implement a policy providing:

(1) for the disclosure of the issuer’s policy on incentive-based compensation that is based

on financial information required to be reported under the securities laws; and

2 pub. L. No. 111-203, 124 Stat. 1900 (2010). ‘

" A “national securities exchange” is an exchange registered as such under Section 6 of the Exchange Act [15
U.S.C. 78f]. There are currently eighteen exchanges registered under Section 6(a) of the Exchange Act: BATS
Exchange, BATS Y-Exchange, BOX Options Exchange, C2 Options Exchange, Chicago Board Options Exchange,
Chicago Stock Exchange, EDGA Exchange, EDGX Exchange, International Securities Exchange (“ISE”), ISE
Gemini, Miami International Securities Exchange, NASDAQ OMX BX, NASDAQ OMX PHLX, The NASDAQ
Stock Market, National Stock Exchange, New York Stock Exchange (“NYSE”), NYSE Arca and NYSE MKT.
Certain exchanges are registered with the Commission through a notice filing under Section 6(g) of the Exchange
Act for the purpose of trading security futures. As discussed in Section II.A.2, below, we propose to exempt
security futures products and standardized options from the scope of the proposed rule. To the extent that our final
rule exempts the listing of security futures products and standardized options from its scope, any registered national
securities exchange that lists and trades only security futures products or standardized options would not be required
to file a rule change in order to comply.

'* A “national securities association” is an association of brokers and dealers registered as such under Section 15A
of the Exchange Act [15 U.S.C. 780-3]. The Financial Industry Regulatory Authority (“FINRA”) is the only
association registered with the Commission under section 15A(a) of the Exchange Act. Because FINRA does not
list securities, generally we refer only to the exchanges in this release. However, if any associations were to list
securities, the rule proposals would apply to them also.

In addition, Section 15A(k) of the Exchange Act (15 U.S.C. 780-3(k) provides that a futures association registered

under Section 17 of the Commodity Exchange Act (7 U.S.C. 21) shall be registered as an association for the limited

purpose of regulating the activities of members who are registered as broker-dealers in security futures products

pursuant to Section 15(b)(11) of the Exchange Act (15 U.S.C. 780(b)(11)). ‘
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(2) that, in the event that the issuer is required té prepare an-accounting restatement due

to the issuer’s material noncompliance with any financial reporting requirement under the -

securities laws, the issuer will recover from any of the issuer’s current or former

executive officers who received incentive-based compensation (including stock options

- awarded as compensation) during the three-year period preceding the date the issuer is

required to prepare the accounting restatement, based on the erroneous data, in excess of

what would have been paid to the executive officer under the accounting restatement.

Other statutes and rules currently administered by the Commission also address the
recovery of executive compensation:

e Section 304 of the Sarbanes-Oxley Act of 2002 (“SOX”)" provides that if an issuer is
required to prepare an accounting restatement due to the material noncompliance of the
issuer, as a result of misconduct,'® with any financial reporting requirements under the
securities laws, the chief executive officer and chief financial officer of the issuer shall
reimburse the issuer for any bonus or other incentive-based or equity-based
compensation received by that person from the issuer during the 12-month period
following the first public issuance or filing with the Commission (whichever first occurs)
of the financial document embodying such financial reporting requirement; and any
profits realized from the sale of securities of the issuer during that 12-month periéd; and

e [tem 402(b) of Regulation S-K includes, as an example of the kind of information that

should be addressed, if material, in the company’s Compensation Discussion and

B 15U.8.C. §7243.

r

' The CEO or CFO need not personally engage in misconduct for recovery to be required under Section 304. See
SEC v. Jenkins, 718 F.Supp. 2d 1070, 1074-75 (D. Ariz. 2010) (“[T]he misconduct of the issuer is the misconduct
that triggers the reimbursement obligation of the CEO and the CFQ.”); SEC v Baker,-2012 U.S. Dist. LEXIS
161784 (W.D. Tex 2012).



Analysis (“CD&A”), company policies and decisions regarding the adjustment or .
recovery of awards or payments to named executive officers'” if the relevant company
performance measures upon which they are based are restated or otherwise adjusted in a
manner that would reduce the size of an award or pa’yment.18
The proposed rule and rule amendments would supplement these existing provisions by
directing the exchanges to establish listing standards that require listed issuers to:

¢ adopt and comply with written policies for recovery of incentive-based compensation .
based on financial information required to be reported under the securities laws, -
applicable to the listed issuers’ executive officers, over a period of three years; and

¢ disclose those recovery policies in accordance with Commission rules.
To assure that issuers listed on different exchanges are subject to the same disclosure

requirements regarding compensation recovery policies, we are proposing amendments to the

disclosure rules that would require all issuers listed on any exchange to file their written recovery
policy as an exhibit to their annual reports and, if they have taken actions pursuant to that policy, -
to disclose those actions.

Under the proposed rule and rule ameﬁdments, an issuer would be subject to delisting if it

does not:

""" As defined in Item 402(a)(3) of Regulation S-K, “named executive officers” are all individuals serving as the
company’s principal executive officer during the last completed fiscal year, all individuals serving as the company’s
principal financial officer during that fiscal year, the company’s three other most highly compensated executive
officers who were serving as executive officers at the end of that year, and up to two additional individuals who
would have been among the three most highly compensated but for not serving as executive officers at the end of
that year.

' Ttem 402(b)(2)(viii). Item 402(b) contains the requirements for CD&A, which is intended to be a narrative

overview that puts into context the executive compensation disclosure provided in response to the other

requirements of Item 402. The CD&A disclosure requirement is principles-based, in that it identifies the disclosure

concept and provides several non-exclusive examples. Under Item 402(b)(1), companies must explain all material

elements of their named executive officers’ compensation by addressing mandatory principles-based topics in

CD&A. Item 402(b)(2) sets forth nonexclusive examples of the kind of information that should be addressed in :

CD&A, if material. ‘



¢ -adopt a compensation recovery policy that complies with the applicable listing
standard;
¢ -disclose the policy in accordance with Commission rules, includirig prdviding the
information in tagged data format; or
e comply with the policy’s recovery provisions.
Listed issuers could, of course, adopt policies more extensive than those called for by the listing
standards, so long as those policies at a minimum satisfied the listing standards, and exchanges
and associétions could adopt listing standards with requirements that— are more extensive than
those of proposed Rule 10D-1.
II. DISCUSSION OF THE PROPOSALS
We are proposing new Exchange Act Rule 10D-1 to set forth the listing requirements that
exchanges would be directed to establish pursuant to Section 10D of the Exchange Act. 4We also -
are proposing rule amendments to Regulation S-K, to the forms by which foreign private issuers
file their Exchange Act annual reports, aﬁd for certain investment companies, to Form N-CSR
and Schedule 14A. These amendments would require disclosure of the listed issuer’s policy on
recovery of incentive-based compensation and information about actions taken pursuant to such
recovery policy. In developing these proposals, we considered the comment letters we received
on Section 10D pursuant to our initiative to receive advance public comment in implementing

the Act.'.

% In connection with all of the Dodd-Frank Act rulemakings, we sought comment from the public prior to the
issuance of a proposing release. Comments related to the executive compensation provisions of the Dodd-Frank Act
are available at http://www.sec.gov/comments/df-title-ix/executive-compensation/executive-compensation.shtml.
Regarding Section 10D, we received pre-proposal letters from AFL-CIO, Americans for Financial Reform, As You
Sow, Center for Effective Government, Demos, Institute for Policy Studies/Global Economy Project, International
Brotherhood of Teamsters, Other98.org, Public Citizen and Service Employees International Union (“AFL-CIO
Joint Letter”); American Benefits Council; Baker, Donelson, Bearman, Caldwell & Berkowitz, PC; Brian Foley &
Company, Inc.; Center on Executive Compensation; Clark Consulting, LLC; Committee on Federal Regulation of
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A. Issuers and Securities Subject to.Proposed Exchange Act Rule 10D-1
1. General |

Section 10D of the Exchange Act provides that the Commission shall, by rule, direct the
exchanges “to prohibit the listing of any security of an issuer that does not comply with the
requirements of [Section 10D].” Commenters raised questions as to whether the rule should
apply to all issuers with listed securities, such as foreign private issuers®® and issuers of listed
debt whose stock is not also lis.ted.21

For the reasons discussed below, the rule and rule amendments we propose would require
exchanges to apply the disclosure and recovery policy requirements to all listed issuers, with
only limited exceptions. As a preliminary matter, we read the language of Section 10D as
generally calling for a broad application of the mandated listing standards. Section 10D does not
distinguish among issuers or types of securities, and does not specifically instruct the
Commission to exempt any particular types of issuers or securities or direct the Commission to

permit the exchanges to provide such exemptions in listing them.”*  We recognize, however,

Securities of the Section of Business Law of the American Bar Association (“ABA Business Law Section”);
Compensia, Inc.; Davis Polk & Wardwell LLP; Frederic W. Cook & Co., Inc.; Mai Datta, Ph.D., Professor of
Finance, Wayne State University; Stuart R. Lombardi; Meridian Compensation Partners, LLC; PGGM Investments;
Pay Governance LLC; Protective Life Corporation; Robert E. Scully Jr., Member, Stites Harbison, PLLC; Society of
Corporate Secretaries and Governance Professionals; Towers Watson; and Sheila Waddell.

™ See letters from ABA Business Law Section (noting that foreign private issuers are not required to comply with
the proxy rules or Item 402 executive compensation disclosure, and that home countries may-have a greater interest
in determining whether companies should have recourse against their executives) and Brian Foley & Company, Inc.
(seeking clarification whether Section 954 applies to foreign private issuers).

2! See letter from Brian Foley & Company, Inc.

22 In this regard, Section 10D differs from the Act’s other governance-related provisions, such as Section 951
Shareholder Vote on Executive Compensation Disclosure (amending the Exchange Act to add Section 14A) and
Section 952 Compensation Committee Independence (amending the Exchange Act to add Section 10C), which
include specific direction for either the Commission or the exchanges to consider exemptions for classes of issuers,
or to provide exemptions. Additionally, Section 951 instructs the Commission to take into account whether Section
951°s requirements disproportionately burden small issuers.

10
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that we could use our general exemptive authority under the Exchange Act® to exempt specific
categories of issuers or securities to the extent that doing so would be necessary or appropriate in
the public interest and consistent with the protection of investors. In evaluating whether to
exempt specific categories of issuers and securities; though, we have considered whether
providing exemptions from the requirements of Section 10D would be consistent with what we
understand to be the purpose of this statutory provision. In this regard, we note that a report by
the Senate Committee on Banking, Housing and Urban Affairs stated that “[t]his proposal will
clarify that all issuers must have a policy in place to recover compensation based on inaccurate
accounting so that shareholders do not have to embark on costly legal expenses to recoup their
losses or so that executives must return monies that should belong to the shareholders.”* As
discussed below, we propose to exempt security futures products, standardized options, and the
securities of certain registered investment companies from the proposed listing standards because
we believe the compensation structures of issuers of these securities render application of the
rule and rule amendments unnecessary.” We are not proposing otherwise to exempt categories

of listed issuers, such as emerging growth companies,26 smaller reporting companies,”’ foreign

2 Section 36(a) of the Exchange Act (15 U.S.C. 78mm(a)).

*See Report of the Senate Committee on Banking, Housing, and Urban Affairs, S$.3217, Report No. 111-176 at 135-
36 (April 30, 2010) (“Senate Report”).

» See Sections 11.A.2 and 3, below.

26 Section 2(a)(19) of the Securities Act of 1933 (the “Securities Act”) and Exchange Act Section 3(a)(80) define
“emerging growth company” as “an issuer that had total annual gross revenues of less than $1,000,000,000 . . .
during its most recently completed fiscal year.” An issuer shall continue to be deemed an emerging growth
company until the earliest of (1) the last day of the fiscal year during which it had total annual gross revenues of $1
billion; (2) the last day of the fiscal year following the fifth anniversary of the first sale of its common equity
securities; (3) the date on which it has issued more than $1 billion in non-convertible date durmg the previous three
years; or (4) the date on which it is deemed a large accelerated filer.

%7 Exchange Act Rule 12b-2 defines “smaller reporting company” as “an issuer that is not an investment company,
an asset-backed issuer . . ., or a majority-owned subsidiary of a parent that is not a smaller reporting company and

11



private issuers,”® and controlled companies,® because. we believe the objective of recovering .

excess incentive-based compensation is as relevant for these categories of listed issuers as for
any other listed issuer. In reaching this conclusion, we also considered the relative burdens of
compliance on these categories of issuers. As discussed more fully in the Economic Analysis,
while we recognize that the proposed listing standards could, in certain respects, impose a
disproportionate burden on these categories of issuers, there is also reason to believe that these
issuers, as well as investors and the markets in general, may derive benefits from being subject to

the proposed listing standards.*

fiscal quarter, computed by multiplying the aggregate worldwide number of shares of its voting and non-voting
common equity held by non-affiliates by the price at which the common equity was last sold, or the average of the
bid and asked prices of common equity, in the principal market for the common equity; or (2) in the case of an initial
registration statement under the Securities Act or Exchange Act for shares of its common equity, had a public float
of less than $75 million as of a date within 30 days of the date of the filing of the registration statement, computed
by multiplying the aggregate worldwide number of such shares held by non-affiliates before the registration plus, in
the case of a Securities Act registration statement, the number of such shares included in the registration statement
by the estimated public offering price of the shares; or (3) in the case of an issuer whose public float as calculated
under paragraph (1) or (2) of this definition was zero, had annual revenues of less than $50 million during the most
recently completed fiscal year for which audited financial statements are available.” Whether or not an issuer is a
smaller reporting company is determined on an annual basis.

that: (1) had a public float of less than $75 million as of the last business day of its most recently completed second ‘

%® Exchange Act Rule 3b-4(c) defines “foreign private issuer” as “any foreign issuer other than a foreign government
except for an issuer meeting the following conditions as of the last business day of its most recently completed
second fiscal quarter: (1) more than 50 percent of the issuer's outstanding voting securities are directly or indirectly
held of record by residents of the United States; and (2) (i) the majority of the executive officers or directors are
United States citizens or residents, (ii) more than 50 percent of the assets of the issuer are located in the United
States, or (iii) the business of the issuer is administered principally in the United States.” Exchange Act Rule 3b-
4(b) defines “foreign issuer” as “any issuer which is a foreign government, a national of any foreign country or a
corporation or other organization incorporated or organized under the laws of any foreign country.”

2 Under New York Stock Exchange Rule 303A.00 and NASDAQ Stock Market LLC Rule 5615(c) a “controlled.

compan([y]” is defined as a company of which more than 50% of the voting power for the election of directors is
held by an individual, group or another company.

30 See Section 111, below. ‘
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In our determination of whether to propose exemptions for foreign private issuers we
considered the views of commenters that submitted comments before this proposal®’ as well as
the incidence of restatements among this category of listed issuers. We are aware of studies that
indicate that these issuers, from time to time, restate their financial statements to-correct
accounting errors.>> For example, during 2012 and 2013 foreign private issuers, which are
approximately 10 percent of all registrants, accounted for over 10 percent of all restatements.>

- Although some exchange listing standards permif[ foreign private issuers to follow home
country practice in lieu of certain corporate governance requirements, >* our proposed rule and
rule amendments would not permit the exchanges to exempt foreign private issuers from
compliance with Section 10D’s disclosure and recovery requirements. Consistent with a
comment we received,” our proposal would, however, allow exchanges to permit foreign private
issuers to forgo recovery as impracticable if the recovery of erroneously awarded compensation
pursuant to Section 10D would violate the home country’s laws so long as certain other

conditions are met.*®

*! See letters from Brian Foley & Company, Inc. (seeking clarification of whether Section 954 would apply to
foreign private issuers and listed debt where the issuer’s equity is not listed); ABA Business Law
Section(recommending the Commission exercise its authority to exempt foreign private issuers from Section 954
rulemaking).

*2 See 2013 Financial Restatements: A Thirteen Year Comparison, Audit Analytics (2014) (“A Thirteen Year
Comparison”) (addressing accelerated foreign filers, non-accelerated foreign filers, accelerated U.S. filers, and non-
accelerated U.S. filers), and Financial Restatement Trends in the United States: 2003-2012, Professor Susan Scholz,
University of Kansas, Study Commissioned by the Center for Audit Quality (comparing U.S. and foreign issuers).

33 See A Thirteen Year Comparison.

** See, e.g., New York Stock Exchange Rule 303A.00 and NASDAQ Stock Market LLC Rule 5615(a)(3).

35 See letter from ABA Business Law Section.

36 See Section 11.C.3.b, below, for a discussion of proposed board discretion in these circumstances.
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We also considered the incidence of restatements for smaller reporting companies, ‘

emerging growth companies and controlled companies in determining not to exclude such
companies from these requirements. For example, during 2012 and 2013, U.S. issuers who are
not accelerated filers®” accounted for approximately 55 percent of total U.S.-issuer
restatements.”®

We believe that smaller reporting companies constitute a substantial majority of U.S.
non-accelerated filers. We also believe that at least some of these categories of issue.rs use
incentive-based compensation arrangements that are based on achievement of financial reporting
measures that may be affected by accounting restatements. As a result, we believe that
shareholders of these listed issuers would benefit from a policy to recover excess incentive-based
compensation and that applying the proposed rule and rule amendments to these issuers will
further the statutory goal of assuring that executive officers do not retain incentive-based
compensation that they received erroneously. For similar reasons, we are not proposing to grant ‘
the exchanges discretion to decide whether additional categories of issuers should be exempted
from the proposed listing standards.

Further, Section 10D refers'to “any security” of an issuer, which would include not only
common equity securities, but also debt and preferred securities. Accordingly, apart from the
proposed exemptions discussed below, we are proposing that the listing standards and other
requirements of the proposed rule and rule amendments apply without regard to the type of

securities issued, including to issuers of listed debt or preferred securities that do not have listed

37 As defined in Exchange Act Rule 12b-2 [17 CFR 240.12b-2].

3% See A Thirteen Year Comparison. ) ‘
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‘ - equity. As described in the Economic Analysis,” the potential benefits of a recovery policy-
would likely accrue to the holders of debt and preferred securitieé as well as to equity holders.
For the same reasons, we do not propose to grant the exchanges discretion to decide whether
certain categories of securities should be exempted from the proposed listing standards.

Request for Comment

1. Should the listing standards and other requirements of the proposed rule and rule
amendments apply generally to all listed issuers, as proposed? If not, what types of
issuers should be exempted, and why? Please explain the rationale that justifies
exempting any particular category of issuer.

2. Should we distinguish among listed issuers based on the types of securities listed? Please
explain the rationale for any such exemption. For example, do issuers with listed non-
convertible debt or preferred stock that do not have listed common equity raise the same

. concerns as issuers with listed common equity? For listed issuers that do not have listed
-~ common equity, do the different residual claims against the cash flows of the issuer
warrant a different treatment?

3. Would the proposed listing standards conflict with aﬁy home country laws, stock
exchange requirements, or corporate governance arrangements that apply to foreign
private issuers? If so, please explain the nature of those conflicts. Should the proposed
rule and rule amendments allow exchanges to permit foreign private issuers to forego
recovery of erroneously awarded compensation if recovery would violate the home

country’s laws and certain conditions were met, as proposed? Is such an exception

‘ 39 See Section III, below.
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necessary or appropriate? If no, why not? If not, are there more appropriate or effective ‘
means to address such conflicts? |

4. In the event that a foreign private issuer’s home country has a law that like Section 10D
requires the issuer to disclose its policies on incentive-based compensation and recover
erroneously awarded incentive-based compensation from current or former executive
officers,** should the foreign private issuer be permitted to comply with its home country
law instead of complying with the listing standard of the U.S. exchange that lists the
foreign private issuer’s securities? Please explain why or why not.

5. Should there be a mechanism to determine whether additional categories of issuers and/or
securities should be exefnpted from the proposed listing standards? If so, what
mechanism would be appropriate? Should new financial pfoducts that may be developed

in the future be subject to the proposed requirements? Why or why not? What principles -

or requirements, if any, should apply to any mechanism? In the absence of a .
discretionary mechanism for future exemptions, would the proposed rule potentially -
hinder competition? If so, how?

2. Securities Futures Products and Standardized Options

“ See, e.g., the UK Corporate Governance Code, September 2014, available at https:/frc.org.uk/Our-
Work/Publications/Corporate-Governance/UK-Corporate-Governance-Code-2014.pdf . Under Section D. of the

Corporate Governance Code, a company’s remuneration scheme for executive directors for performance-related

remuneration should “include provisions that would enable the company to recover sums paid or withhold the

payment of any sum, and specify the circumstances in which it would be appropriate to do so.” See also, e.g.,

Directive 2013/36/EU of the European Parliament and of the Council of June 26, 2013, available at http:/eur-
lex.europa.eu/legal-content/EN/TXT/?uri=CELEX:32013L0036. The EU Capital Requirements Directive IV

includes specific requirements on compensation, including a bonus cap up to 100% of variable remuneration or,

with shareholder approval, 200% of total fixed pay, which must be subject to “malus or clawback” arrangements. ‘

16
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The Exchange Act’s definition of “equity security” includes any security future on any
stock or similar secur1ty ! Exchanges registered under Section 6 of the Exchange Act and
associations registered under Section 15A(a) of the Exchange Act may trade futures on
individual securities and.on narrow-based security indexes (“securities futures products”)*?
without such securities being subject to the registration requirements of the Securities Act of
1933 (“Securities Act”) and the Exchange Act so long as they are cleared by a clearing agency
that is registered under Section 17A of the Exchange Act or that is exempt from registration
under Section 17A(b)(7) of the Exchange Act. * In December 2002, we adopted rules to provide
comparable regulatory treatment for standardized opti/ons.44

The role of a clearing agency as the issuer for security futures products and standardized
options is fundamentally different from that of other listed issuers.”> The purchaser of security

futures products and standardized options does not, except in the most formal sense, make an

*I Exchange Act Section 3(a)(11).

2 Exchange Act Section 3(a)(56) [15 U.S.C. 78¢(a)(56)], and Commodities Exchange Act Section 1a(32) [7 U.S.C.
1a(32)] define “security futures product” as any security future or any put, call, straddle, option or privilege on any
security future.

* See Securities Act Section 3(a)(14) [15 U.S.C. 77c(a)(14)], Exchange Act Section 12(a) [15U.S.C. 78Ka)], and
Exchange Act Rule 12h-1(e) [17 CFR 240.12h-1(¢)].

* See Release No. 33-8171 (Dec. 23, 2002) [68 FR 188]. In that release, we exempted standardized options issued
by registered clearing agencies and traded on a registered exchange or on a registered association from all provisions
of the Securities Act, other than the antifraud provision of Section 17, as well as the Exchange Act registration
provisions. Standardized options are defined in Exchange Act Rule 9b-1(a)(4) [17 CFR 240.9b-1(a)(4)] as option
contracts trading on an exchange, an automated quotation system of a registered association, or a foreign securities
exchange which relate to option.classes the terms of which are limited to specific explratlon dates and exercise -
prices, or such other securities as the Commission may, by order, designate. :

*’ See Fair Administration and 'Governance of Self-Regulatory-Organizations; Disclosure and Regulatory Reporting °
by Self-Regulatory Organizations; Recordkeeping Requirements for Self-Regulatory Organizations; Ownership and

" Voting Limitations for Members of Self-Regulatory Organizations; Ownership Reporting Requirements for

Members of Self-Regulatory Organizations; Listing and Trading of Affiliated Securities by a Self-Regulatory
Organization, Release No. 34-50699 (Nov. 18, 2004) [69 FR 71126], at n. 260 (“‘Standardized options and security °
futures products are issued and guaranteed by a clearing agency.”) s :
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investment decision regarding the clearing agency. As a result, information about the clearing ‘
agency’s business, its officers and directors and their compensation, and its financial statements

is less relevant to investors in these securities than information about the issuer of the underlying

security.* Moreover, the investment risk in security futures products and standardized options is

largely determined by the market performance of the underlying security rather than the

performance of the clearing agency, which is a self-regulatory organization subject to regulatory

oversight.

In recognition of such fundamental differences, the Commission provided exemptions for
security futures products and standardized options when it adopted the audit committee listing
requirements in Exchange Act Rule10A-3*” and the compensation committee listing
requirements in Exchange Act Rule 10C-1.** Specifically, these rules exempt the listing of a

security futures product cleared by a clearing agency that is registered pursuant to Section 17A

of the Exchange Act or that is exempt from registration pursuant to Section 17A(b)(7)(A) and the .
listing of a standardized option issued by a clearing agency that is registered pursuant to Section

17A of the Exchange Act. For the reasons that we exempted these securities from Rules 10A-3

and 10C-1, and because any relationship between any incentive-based compensation that the

clearing agency pays its executive officers and its financial statements would not be significant

to investors in these futures and options, we propose to exempt these securities from the

requirements of proposed Rule 10D-1 »

% See Listing Standards for Compensation Committees, Release No. 33-9199 (Mar. 30, 2011) at Section I11.B.2.b.

*7 See Exchange Act Rules 10A-3(c)(4) and (5).

“® See Exchange Act Rules.10C-1(b)(5)(iii) and (iv).

“ For these same reasons, we believe exempting such securities from Rule 10D-1 would be in the public interest and
consistent with the protection of investors. See Exchange Act Section 36(a). ‘
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Request for Comment - ' : .

6. Are our proposed exemptions for listing securities futures products and-standardized
options appropriate? Why or why not?
7. Are there other types of securities that we should consider exempting from Rule 10D-1?
If so, please explain which securities we should exempt and why.
3. Registered Investment Companies
In some cases, registere;d investment companies list their securities on an exchange.
These registered investment companies generally include closed-end management investment
companies and certain open-end management investment companies and unit investment trusts
(“UITs”) that operate as exchange-traded funds (“ETFs”).>® Listed registered management
investment companies, unlike most other issuers, are generally externally managed and often
have few, if any, employees that are compensated by the registered management investment
companies, (i.e., the issuers). Instead, registered management investment companies typically
rely on employees of the investment adviser to manage fund assets and carry out other related
business activities. Such employees are typically compensated by the investment adviser of the
registered management investment company as opposed to the fund. There are a small number
of listed registered management investment companies that are internally managed. Such
internally managed registered management investment companies might pay executive officers

incentive-based compensation, as defined in proposed Rule 10D-1. -

% See Investment Company Act Sections 5(a)(1) (definition of open-end management investment company) and
5(a)(2) (definition of closed-end management investment company) [15 U.S.C. 80a—5(a)]. See also Investment-
Company Act Section 4(2) (definition of UIT). ETFs are open-end management investment companies or UITs that
offer redeemable securities that are listed and trade on an exchange. Since the investment portfolio of a UIT is
generally fixed, UITs are not management investment companies. See text following note 48 below.
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We believe that a listed registered management investment company®' should be subject - ‘
to the requirements of proposed Rule 10D-1 only to the extent that it paysvexecutive officers
incentive-based compensation. Accordingly, we propose to exempt the listing of any security
issued by a registered management investment company if such management company has not
awarded incentive-based compensation to any executive officer of the registered management
investment company in any of the last three fiscal years or, in the case of a company that has
been listed for less than three fiscal years, since the initial listing.”> Management investment
companies that have paid incentive-based compensation in that time period, however, would be
subject to the rule and rule amendments.and be required to have implemented a compensation
recovery policy like other listed issuers. The conditional exemption would avoid causing.
management investment companies that do not pay incentive-based compensation to develop

recovery policies they may never use.

We are also proposing to exempt the listing of any security issued by a UIT from the
requirements of proposed Rule 10D-1 3 Unlike management investment companies, UITs are
pooled investment entities without a board of directors, corporate officers, or an investment

adviser to render investment advice during the life of the UIT. In addition, because the

1 We note that, as proposed, business development companies, which are a category of closed-end management
investment company that are not registered under the Investment Company Act, would be subject to proposed Rule
10D-1. [15U.S.C. 80a-2(a)(48) and 80a-53-64]. The purpose of business development companies is to fund small
and developing businesses. In discussing the amendments to the Investment Company Act that established business
development companies, the House Report noted such companies’ special purpose and specifically recognized the
need for such companies to be able to offer incentive-based compensation to their officers. See H.R. Rep. No. 1341,
96™ Cong., 2d Sess. 21 (1980). We therefore see no reason to exempt business development companies that list
their securities for trading on an exchange from the general requirements of the proposed rule.

32 proposed Rule 10D-1(b)(2)(iv). We expect that each exchange and association would adopt the necessary listing

standards to ensure that those registered management investment companies that qualify for the exemption have
complied with the proposed rule’s exemption requirements.

53 Proposed Rule 10D-1(b)(2)(iii). .
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investment portfolio of a UIT is generally fixed, UITs are not actively managed. Also, unlike
registered management-investment companies, UITs do not file 4 certified shareholder report.
Accordingly, we believe that due to their particular structure and characteristics, the
requirements of proposed Rule 10D-1 would be inapplicable to UITs.>

We are al;_o proposing to amend Form N-CSR to redesignate Item 12. as Item 13* and to
add new paragraph (a)(3) to that Item. The new paragraph would require any registered -
management investment company that would be subject to the requirements of proposed Rule
10D-1 to include as an exhibit to its annual report on Form N-CSR its policy on recovery of
incentiize-based compensation.

We are also proposing to add new Item 12 to Form N-CSR as well as to amend Item 22
of Schedule 14A of the Exchange Act. Both amendments would require registered management
investment companies that would be subject to proposed Rule 10D-1 to provide information that
would mirror the disclosure requirements of Item 402(w) of Regulation S-K.*°- -

Request for Comment

8. Are the exemptions for registered management investment companies and UITs as
described above appropriate? Why or why not?

9. Should we conditionally exempt business development companies from the proposed
listing standards, to the same extent as we propose to do with registered management

investment companies? If so, please explain why.

** For similar reasons, the Commission exempted UITs when it adopted the audit committee listing requirements in
Exchange Act Rule 10A-3. See Exchange Act Rules 10A-3(c)(6).

% We are also proposing a conforming amendment to General Instruction D to Form N-CSR to refer to redesignated
Item 13(a)(1). ' '

%% See Section I11.D.1, below.
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10. Should we unconditionally exempt registered management investment companies from
the proposed listing standards, as we propose to do with UITs? Should we
unconditionally exempt registered open-end management investment companies that list
their securities on an exchange, and only apply the conditional exemption to closed-end
management investment companies? Please explain why.

11. Should we require listed registered management investment companies to disclose in
annual reports on Form N-CSR or elsewhere whether or not the registered management
investment company has in fact awarded incentive-based compensation to executive
officers in the last three fiscal years, or in the case of a registered management investment
company that hés been listed for less than three fiscal years, since the listing of the
registered management.investrrient company? Should a similar disclosure requirement
apply to UITs?

B. Restatements

1. Restatements Triggering Application of Recovery Policy

Sections 10D(a) and 10D(b)(2) require exchanges and associations to adopt listing
standards that require issuers to adopt and comply with policies that require recovery “in the
event that the issuer is required to prepare an accounting restatement due to the material
noncompliance of the issuer with any financial reporting require_meht under the securities laws.”
. The Senate Report indicated that Section 10D was intended to result in “public companies
[adopting policies] to recover money that they erroneously paid in incentive compensation to
executives as a result of material noncompliance with accounting rules. This is money that the

executive would not have received if the accounting was done properly.”’ Commenters

°7 Senate Report at 135.
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requested guidance fegarding the definition of material noncompliance generally.”® One
commenter recommended that the Commission either identify the circumstances that would
constitute material noncompliance with financial reporting requirements or, at a minimum,
provide examples of such circumstances as a guide for making such a determination, since the
determination of whether or not any noncompliance is material - would be based on the facts and
circumstances of each situation.” In addressing who must make the material noncompliance
determination, one commenter noted that Section 10D was unclear as to who must make this
determination®® and others recommended that the determination be left to the issuer.®"

Two commenters noted that because a restatement would have to be the result of material
noncompliance with financial reporting requirements, Congress recognized that not all
accounting restatements would require recovery.? Several commenters recommended that the
Commission exclude restatements based on changes in generally accepted accounting principles

from the types of restatements that trigger recovery.”® Another commenter observed that a

change in accounting standards would appear not to trigger recovery, but a change in how an

%8 See letters from Frederic W. Cook & Co., Inc., Towers Watson, Baker, Donelson, Bearman, Caldwell &
Berkowitz, PC and Compensia, Inc.

% See letter from Compensia, Inc.

5 See letter from Compensia, Inc.

81 See letters from Baker, Donelson, Bearman, Caldwell & BerkO\;vitz, PC and Davis Polk & Wardwell LLP.
62 See letters from Towers Watson and Baker, Donelson, Bearman, Caldwell & Berkowitz, PC. .

8 See letters from Center on Executive Compensation, Frederic W. Cook & Co., Inc. and Protective Lif
Corporation. )

23



auditor interprets accounting standards may trigger recovery, even absent issues regarding . '
whether the issuer had adequate controls in place over its financial reporting system.64
We believe that an error that is material to previously issued financial statements
constitutes “material noncompliance” by the issuer with a financial reporting requirement under
the securities laws, as contemplated by Section 10D. Accordingly, proposed Rule 10D-1 would
provide that issuers adopt and comply with a written policy providing that in the event the issuer’
is required to prepare a restatement® to correct an error’ that is material to previously issued
financial statements,’’ the obligation to prepare the restatement would trigger application of the

recovery policy. %8 In connection with this, proposed Rule 10D-1 would define an accounting

% See letter from Towers Watson.

8 Under U.S. Generally Accepted Accounting Principles (“GAAP™), a restatement is “the process of revising
previously issued financial statements to reflect the correction of an error in those financial statements.” See FASB
ASC Topic 250, Accounting Changes and Error Corrections (formerly SFAS No. 154, Accounting Changes and
Error Corrections) (“ASC Topic 250). Under International Financial Reporting Standards as issued by the
International Accounting Standards Board (“IFRS”), a retrospective restatement is “cotrecting the recognition,
measurement and disclosure of amounts of elements of financial statements as if a prior period error had never

occurred.” See IAS 8, Accounting Policies, Changes in Accounting Estimates and Errots, paragraph 5.

% Under GAAP, an error in previously issued financial statements is “[a]n error in recognition, measurement,
presentation, or disclosure in financial statements resulting from mathematical mistakes, mistakes in the application
of generally accepted accounting principles (GAAP), or oversight or misuse of facts that existed at the time the
financial statements were prepared. A change from an accounting principle that is not generally accepted to one that
is generally accepted is a correction of an error.” See ASC Topic 250. Under IFRS, prior period errors are
“omissions from, and misstatements in, the entity’s financial statements for one or more prior periods arising from a
failure to use, or misuse of, reliable information that: (a) was available when financial statements for those periods
were authorised for issue; and (b) could reasonably be expected to have been obtained and taken into account in the
preparation and presentation of those financial statements. Such errors include the effects of mathematical mistakes,
mistakes in applying accounting policies, oversights or misinterpretations of facts, and fraud.” See IAS 8,
Accounting Policies, Changes in Accounting Estimates and Errors, paragraph 5.

57 When we refer to financial statements, we mean the statement of financial position (balance sheet), income
statement, statement of comprehensive income, statement of cash flows, statement of owners’ equity, and
accompanying footnotes, as required by Commission regulations. When we refer to financial statements for
registered investment companies and business development companies, we mean the statement of assets and

liabilities (balance sheet) or statement of net assets, statement of operations, statement of changes in net assets,
statement of cash flows, schedules required by Rule 6-10 of Regulation S-X, financial highlights, and accompanying .
footnotes, as required by Commission regulations.

% Proposed Rule 10D-1(c)(5). . E . ‘
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restatement as the result of the process of revising previously issued financial statements to
reﬂect the correction of one or more errors that are material to those financial statements.® We
do not propose to describe any type or characteristic of an error that would be considered
material for purposes of the listing standards required by proposed Rule 10D-1 because
materiality is a determination that must be analyzed in the context of particular facts and
circumstances. Moreover, materiality has received extensive and comprehensive judicial and
regulatory attention.”” We note that issuers should consider whether a series of immaterial error
corrections, whether or not they resulted in filing amendments to previously filed financial
statements, could be considered a material error when viewed in the aggregate.

As indicated in the accounting standards, the following types of changes to an issuer’s
financial statements do not represent error corrections, and therefore would not trigger
application of the issuer’s recovery policy under the proposed listing staﬁdards:

e Retrospective application of a change in accounting principle;”’

e Retrospective revision to reportable segment information due to a change in the

structure of an issuer’s internal organization;’

e Retrospective reclassification due to a discontinued operation;”

% Proposed Rule 10D-1(c)(1)

™ See, e.g., TSC Industries, Inc. v. Northway, 426 U.S. 438 (1976); Basic v. Levinson, 485 U.S. 224 (1988).

' A change in accounting principle is “[a] change from one generally accepted accounting principle to another
generally accepted accounting principle when there are two or more generally accepted accounting principles that
apply or when the accounting principle formerly used is no longer generally accepted. A change in the method of
applying an accounting principle also is considered a change in accounting principle.” See ASC Topic 250. IAS 8
has similar guidance. A change from an accounting principle that is not genera]ly accepted to one that is generally
accepted however, would be a correction of an error. :

7 If an issuer changes the structure of its internal organization in a manner that causes the composition of its

reportable segments to change, the corresponding information for earlier periods, including interim periods, should
be revised unless it is impracticable to do so. See ASC Topic 280-10-50-34. IFRS 8 has similar guidarice.
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12.

13.

o Retrospective application of a change in reporting entity, such as from a
. . I 4
reorganization of entities under common control;’
* Retrospective adjustment to provisional amounts in connection with a prior business
. . 75
combination;” and

e Retrospective revision for stock splits.

Request for Comment

For purposes of proposed Rule 10D-1, an accounting restatement would be defined as the
result of the process of revising previously issued financial statements to corréct errors
that are material to those financial statements. Rather than including this definition in our
proposed rule, should we refer to the definition of “restatement” in GAAP?” If we do
not refer to the definition in GAAP, is it appropriate to include in the proposed definition
the phrase “errors that are material” or might it be confusing or redundant? Is our
proposed approach the appropriate means to implement Section 10D, including its
“material noncompliance” provision?

If an issuer evaluates whether certain errors are material, and concludes that such errors
are immaterial or are not the result of material noncompliance, should the issuer disclose
its evaluation? If so, what should be disclosed and where should such disclosure be

required?

7 See ASC Topic 205-20. 1FRS 5 has similar guidance.
™ See ASC Topic 250-10-45-21. IFRS does not have specific guidance addressing this reporting matter.
> See ASC Topic 805-10-25-13. IFRS 3 has similar guidance.

76 See n.65, above.
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. - 14. Should any revision to previously issued financial statements that results ina reduction in
incentive-based compensation received by an executive officer always trigger application
of an issuer’s recovery policy under the proposed listing standards? Why or why not?

15. As noted above, certain .changes to the financial statements would not trigger recovery
because they do not represent error corrections under the accounting standards. Are there
any other types of changes to an issuer’s financial statements that should not be deemed

- .. to trigger application of the issuer’s recovery policy?

16. Should the proposed listing standards contain any anti-evasion language regarding the

- circumstances in which recovery would be triggered? If so, what should the language
".provide?
2. Date the Issuer Is Required to Prepare an Accounting Restatement
Section 10D(b)(2) requires exchanges and associations to adopt listing standards-that
‘ require issuers to adopt and comply with policies that require the recovery of excess incentive-
based compensation “during the 3-year period preceding the date on which the issuer is required
to prepare an accounting restatement.” Section 10D does not specify when a listed issuer is
“required to prepare an accounting restatement” for purposes of this recovery provision.
Several commenters requested clarification on how to determine the date on which the
issuer is “required to prepare an accounting restatement” and provided suggestions in this
regard.”’ One commenter asked whether a restatement would be “required” for purposes of

Section 10D as of the date the financial statements are stated incorrectly.”® Another commenter

77 See letters from Center on Executive Compensation, Compensia, Inc., Davis Polk & Wardwell LLP, Meridian
Compensation Partners, LL.C, and Towers Watson.

‘ 7 See letter from Towers Watson.
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expressed the view that the date of the erroneous statement should be the date on which a new .
statement must be prepared.”’ Other commenters recommended that the recovery trigger should
be the date the issuer files an accounting restatement due to the issuer’s material noncompliance
with a financial reporting requirement under the securities laws.** A different commenter
suggested using the date the decision to undertake the restatement is made, providing as -
examples the date an issuer’s board of directors authorizes the preparation of an accounting
restatement or the date a court or regulatory authority orders or requires an issuer to prepare an
accounting restatement.?’ Another commenter recommended that the issuer be deemed “required
to prepare an accounting restatement” when a Current Report on Form 8-K is filed disclosing
non-reliance on the issuer’s financial statements, or, if no Form 8-K is required, the date that
either the board of directors or management determines that a restatement is required.*

We considered the alternatives identified by commenters for when an issuer is “required

to prepare an accounting restatement” for purposes of the proposed listing standards, and are ‘
concerned that some of these alternatives would not operate effectively with the three-year look- -

back period for recovery prescribed by Section 10D. While the issuer has an obligation to file

materially complete and accurate financial statements, which could support using the date the

erroneous financial statements were filed as the triggering date for Section 10D, we believe this

approach would not fully effectuate Section 10D’s purpose. If the date of filing of the erroneous

financial statements were used as the starting point for the look-back period, recovery would not

7 See AFL-CIO Joint Letter.
80 See letters from Center on Executive Compensation and Protective Life Corporation.
81 See letter from Compensia, Inc.

82 See letter from Davis Polk & Wardwell LLP. ‘
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~apply to any incentive-based compensation received after that date, even when the amount was
affected by the erroneous financial statements. For example, if 2014 net income was materially
misstated, and a 2014—2016 long-term incentive plan had a performance measure of three-year
cumulative net income, a look-back period that covered only the three years before the erroneous
filing would not capture the compensation earned under that plan. - While the date of the -
erroneous filing is easily discernible, using this date may result in listed issuers recovering only
incentive-based compensation that was received during the fiscal year preceding the filing date
of the financial statements that included the subsequently restated financial reporting measure.
We believe this result would be inconsistent with the three-year look-back period that the statute
specifies.

We also considered using the date the issuer files the accounting restatement for
triggering the three-year look-back period. However, we believe this approach also would not
appropriately implement Section 10D because the issuer necessarily would have been required to
prepare an accounting restatement at some point before it actually filed the restatement.®’
Moreover, an issuer might improperly delay filing a restatement after determining that
restatement was necessary, and by doing so could affect the amounts of compensation subject to
recovery.

In considering how best to craft a trigger for recovery under the proposed listing
standards, we have sought to define the date on which an accounting restatement is required in a
way that provides reasonable certainty for issuers, shareholders and exchanges while not

permitting issuers to avoid recovery when a material error has occurred. To that end, we are

8 As noted in Section 11.C.2.b, below, the three-year look-back period is not meant to limit or designate the
reporting periods for which an accounting restatement is required, or to limit which restated financial statements
may be filed with the Commission. ' I ‘
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proposing a definition that would be triggered by the occurrence of certain issuer or third-party
determinations about the need for a restatement. Specifically, under the proposed listing
standards, the proposed rule would state that the date on which an issuer is réquired to prepare an
accounting restatement is the earlier to occur of:

e The date the issuer’s board of directors, a committee of the board of directors, or
the officer or officers of the issuer authorized to take such action if board action is
not required, concludes, or reasonably should have concluded, that the issuer’s
previously issued financial statements contain a material error; or

e The date a court, regulator or other legally authorized body directs the issuer to
restate its previously issued financial statements to correct a material error.®*

A note to the proposed rule would indicate that the first proposed date generally is
expected to coincide with the occurrence of the event described in Item 4.02(a) of Exchange Act
Form 8-K, although neither proposed date is predicated on a Form 8-K having been filed.** For
the first proposed date to occur, the issuer merely needs to have concluded that previously issued
financial statements contain a material error, which we expect may occur before the precise
amount of the error has been determined. While we recognize that listed issuers must apply
judgment before concluding that previously issued financial statements contain a material error,
we believe this judgment should be applied on an objective basis, which is when a reasonable

issuer, based on the facts available, would have concluded that the previously issued financial

8 Proposed Rule 10D-1(c)(2).

% Note to proposed Rule 10D-1(c)(2). For example, if a listed issuer files an Item 4.02(b) Form 8-K because it is
advised by, or receives notice from, its independent accountant that disclosure should be made or action should be
taken to prevent future reliance on a previously issued audit report or completed interim review related to previously
issued financial statements that contain a material error, the triggering event for the recovery policy occurs when the
listed issuer decides to restate its financial statements even if it subsequently neglects to file an Item 4.02(a) Form 8-
K to report that decision. s
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statements contain a material error. In this regard, while not dispositive, we believe that an -
issuer would have to consider carefully any notice received from its independent auditor that
previously issued financial statements contain a material error.

We recognize that the second proposed date on which aﬁ issuer would be required to
prepare a restatement for purposes of Section 10D may occur earlier than the board’s
determination if a court or other legally authorized body, such as a regulator, directs the issuer to
restate.

We believe a definition that incorporates the proposed triggering events rather than
leaving the determination solely to the discretion of the issuer would better realize the objectives
of Section 10D while providing clarity about when a recovery policy, and specifically the
determination of the three-year look-back period, will be triggered for purposes of the proposed
listing standards. In this regard, we note that the proposed rule also states that an issuer’s
obligation to recover excess incentive-based compensation is not dependent on if or when the
restated financial statements are filed. Further, we note that issuers that knowingly, recklessly or
negligently misreport materially false or misleading financial information would be subject to
liability under existing antifraud provisions.®

Request for Comment

17. Is it appropriate to treat the earlier of the two proposed dates as “the date on which an
issuer is required to prepare an accounting restatement” for purposes of triggering the -
Section 10D recovery obligation? If not, why not? Would using these dates provide

sufficient certainty and transparency for issuers, investors and exchanges to determine

% See Securities Act Section 17(a) [15 U.S.C. 77q(a)], Exchange Act Section 10(b) [15 U.S.C. 78j(b)] and
Exchange Act Rule 10b-5 {17 CFR 240.10b-5].
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when recovery would be triggered for purposes of compliance with the proposed listing ‘
standards? Are there additional triggers we should consider including?

18. Should receipt of a notice from a company’s independent auditor that previously issued
financial statements contain a material error constitute a date when the issuer “reasonably
should have concluded” that such statements contain a material error? Why or why not?
What if the issuer disagrees with the auditor’s conclusion?

19. Are there other means of defining the date on which an issuer is required to prepare an
accounting restatement that would provide clear benchmarks that do not inject
subjéctivity into when recovery would be triggered? If so, how should the date on which
the issuer is required to prepare a restatement be defined?

C. Application of Recovery Policy

1. Executive Officers Subject to Recovery Policy

Section 10D(b)(2) requires exchanges and associations to adopt listing standards that
require issuers to adopt and comply with policies that provide for recovery of excess incentive-
based compensation from “any current or former executive officer of the issuer who received
incentive-based compensation.” Section 10D does not define “executive officer” for purposes of
the recovery policy.87

Several commenters requested guidance on the definition of executive officer.®® One

commenter’® indicated that the Section 10D’s reference to executive officer appears to use the

87 The Senate Committee on Banking, Housing, and Urban Affairs noted that “[t}his policy is required to apply to
executive officers, a very limited number of employees, and is not required to apply to other employees.” Senate
Report at 136.

88 See letters from Baker, Donelson, Bearman, Caldwell & Berkowitz, PC, Towers Watson and Robert E. Scully Jr.

8 See letter from Towers Watson. ‘ ‘
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executive officer definition in Exchange Act Rule 3b-7.°% Another commenter’’ questioned
whether the recovery policy would cover officers subject to Exchange Act Section 16°% or only
the named executive officers.”® Another specifically recommended using the Section 16
definition of “officer,” and stated-that executive officers of subsidiaries should be included in the
definition.* “A different commenter requested guidance regarding how the recovery policy
should apply to persons who are executiv¢ officers during only a portion of the recovery
period.”® -

We believe that Section 10D’s mandatory recovery policy was intended to apply, at a

minimum, to all executive officers of the issuer, rather than a more limited category such as the

* Exchange Act Rule 3b-7 provides that “[t]he term executive officer, when used with reference to a registrant,
means its president, any vice president of the registrant in charge of a principal business unit, division or function
(such as sales, administration or finance), any other officer who performs a policy making function or any other
person who performs similar policy making functions for the registrant.” Executive officers of subsidiaries may be
deemed executive officers of the registrant if they perform such policy making functions for the registrant.” 17 CFR
240.3b-7.

*! See letter from Baker, Donelson, Bearman, Caldwell & Berkowitz, PC.

*215U.S.C. §78p. As defined in Exchange Act Rule 16a-1(f) [17 CFR 240.16a-1(f)], the term “officer” means “an
issuer’s president, principal financial officer, principal accounting officer (or, if there is no such accounting officer,
the controller), any vice-president of the issuer in charge of a principal business unit, division or function (such as
sales, administration or finance), any other officer who performs a policy-making function, or any other person who
performs similar policy-making functions for the issuer. Officers of the issuer’s parent(s) or subsidiaries shall be
deemed officers of the issuer if they perform such policy-making functions for the issuer.” The rule also contains
specific provisions with respect to limited partnerships and trusts, and a note providing that “policy-making
function” is not intended to include policy making functions that are not significant and that persons identified as
“executive officers” pursuant to Item 401(b) of Regulation S-K [17 CFR 229.401(b)] are presumed to be officers for
purposes of Section 16, as are other persons enumerated in Rule 16a-1(f) but not in Item 401(b). 15 U.S.C. §78p.

% See Item 402(a)(3) of Regulation S-K. For smaller reporting companies and emerging growth companies, named
executive officers include the following: all individuals serving as.the issuer’s principal executive officer or acting
in similar capacities during the last completed fiscal year, regardless of compensation level; the issuer’s two most
highly compensated executive officers other than the principal executive officer who were serving as executive
officers at the end of the last completed fiscal year; and up to two additional individuals for whom disclosure would
have been provided based on highest compensation but for the fact that the individual was not serving as an’
executive officer of the issuer at the end of the last completed fiscal year. See Item 402(m)(2) of Regulation S-K
and Section 102(c) of the Jumpstart Our Business Startups Act (“JOBS Act”). o

* See AFL-CIO Joint Letter. -

% See letter from Baker, Donelson, Bearman, Caldwell & Berkowitz, PC.
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named executive officers for whom executive compensation disclosure is required under.Item -

402 of Regulation S-K. The Senate Report accompanying the statute indicates that “[t]his policy

9 Moreover, we believe applying the recovery

is required to apply to executive officers|.]
policy to all executive officers would more effectively realize the statutory goal of Section 10D
bgcause officers with policy making functions and important roles in the preparatibn of financial
statements set the tone for and manage the issuer. In this regard, we do not believe that a listed
issuer should be unable to recover unearned compensation from an executive officer simply
because he or she was not one of the individuals identified for purposes of Item 402’s disclosure
requirements.

The proposed listing standards would include a definition of “executive officer” in Rule

10D-1 that is modeled on the definition of “officer” in Rule 16a-1(f). For purposes of Section

10D, an “executive officer” would be the issuer’s president, principal financial officer, principal

accounting officer (or if there is no such accounting officer, the controller), any vice-presideﬂt of ‘
the issuer in charge of a principal business unit, division or function (such as sales administration

or finance), any other ofﬁcer who performs a policy-making function, or any other person who

performs similar policy-making functions for the issuer. Executive officers of the issuer’s

parents or subsidiaries would be deemed executive ofﬁceré of the issuer if they perférm such

policy making functions for the issuer.”’

In particular, the proposed definition would expressly include the principal financial

officer and the principal accounting officer (or if there is no such accounting bfﬁcer, the

% See Senate Report.

*7 Proposed Rule 10D-1(c)(3), which also would specify who would be executive officers if the issuer is a limited

partnership or trust. .
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controller) among the officers specified. We believe that their responsibility for financial
information justifies their inclusion in the definition of “executive officer” for this purpose, just
as these officers were specifically included in the Rule 16a-1(f) definition of “officer.”®
Although the compensation recovery provisions of Section 10D apply without regard to-an -
executive officer’s responsibility for preparing the issuer’s financial statements, we believe that
it is clearly appropriate for officérs with an important role in financial reporting to be subject to
the recovery policy. The proposed definition, like Rule 16a-1(f), provides that executive officers
of the issuer’s parents or subsidiaries may be deemed executive officers-of the issuer if they -
perform policy making functions for the issuer. As is the case for Section 16 officer
determination, if pursuant to Item 401(b) of Regulation S-K the issuer identifies a person as an
“executive officer,” it would be presumed that the board of directors has made that judgment and
the persons so identified are executive officers for purposes of proposed Rule 10D-1.%

Section 10D(b)(2) calls for the recovery policy to apply to “any current or former
executive officer of the issuer who received incentive-based compensation [during the three-year
look-back period].” We believe that the statute was designed to require recovery of excess
incentive-based compensation provided for service as an executive officer. Accordingly, the rule
and rule amendments we propose would require recovery of excess incentive-based

compensation received by an individual who served as an executive officer of the listed issuer at

% 17 CFR 240.16a-1(f). In proposing their inclusion in the Rule 16a-1(f) definition of “officer,” the Commission
noted that principal financial officers and principal accounting officers are required to sign an issuer’s Securities Act
registration statements and Exchange Act annual reports on Form 10-K. Release No. 34-27148 (Aug. 18, 1989) [54
FR 35667] atn. 31. Subsequently, Section 302 of SOX required the principal financial officer, as well as the
principal executive officer, to certify the information contained in each annual or quarterly report filed under Section
13(a) or 15(d) of the Exchange, and the effectiveness of the issuer’s internal controls. Listed companies could, of
course, adopt policies that applied to a larger group of employees so long as the policy at a minimum applied to
executive officers.

% See proposed Note to Rule10D-1(c)(3), modeled on the Note to Rule 16a-1(f).
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any time during the perfor_maﬁce period for that incentive-based compensation.100 This would . ‘
include incentive-based compensation derived from an award authorized before the individual

becomes an executive officer, and inducement awards granted in new hire situations, as long as

the individual served as an executive officer of the listed issuer at any time during the award’s

performance period. As proposed, recovery would not apply to an individual who is an

executive officer at the time recovery is required if that indivi.dual had not been an executive

officer at any time during the performance period for the incentive-based compensation sﬁbject

to recovery.

Request for Comment

20. Consistent with the Rule 16a-1(f) definition of “officer”, should we define “executive
officers” to expressly include the principal financial officer and the principal accounting

officer (or if there is no such accounting officer, the controller), as proposed?

21. Are there any other officers, such as the chief legal officer, chief information officer, or ‘
such other officer, who by virtue of their position should be specifically named as
executive officers subject to the issuer’s recovery policy? If so, which additional officers
should be subject to the issuer’s recovery policy and why?
22. Are there any other officers who should be included in the group of executive officers
subject to the issuer’s recovery policy, but who may not fall within the proposed
definition? Is the definition of executive officer appropriate? If not, how else should
executive officer be defined?
23. Alternatively, is the proposed definition of “executive officer” too broad? Should we

instead limit the recovery policy to “named executive officers,” as defined in Items

1% Proposed Rule 10D-1(b)(1)(i)(B). ‘
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24.

25.

402(a)(3) and 402(m)(2) of Regulation S-K or otherwise define a thore narrow set of
officers subject to recovery?

Will the scope of the term “executive officer” for purposes of Section 10D affect issuers’
practices in identifying executive officers for other purposes? If so, how, and what if
anything should we do to address that? Are there other means of simplifying the
identification of “executive officers” for purposes of Rule 10D-1 that would promote
consistency with identifying executive officers for other purposes, such as Item 401(b) of
Regulation S-K? Is there another, more appropriate definition?

Is it consistent with the purposes of Section 10D to apply recovery to any incentive-based
compensation earned during the three completed fiscal years immediately preceding the
date that the issuer is required to prepare a restatement if that person served as an
executive officer at any time during the performance period? Alternatively, should an
individual be subject to recovery only for incentive-based compensation earned during
the portion of the performancé period during which the individual was serving as an
executive officer? Should an individual who is an executive officer at the time recovery
is required be subject to recovery even if that individual did not serve as an executive
officer of the issuer at any time during the performance period for the affected incentive-
based compensation? If a different standard should govern the circumstances when an
executive officer or former executive officer is subject to recovery, what should that

standard be, and why should it apply?
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- 2. Incentive-Based Compensation » L .
a. Incentive-Based Compensation Subject to Recovery Policy

Section 10D(b)(2) requires exchanges and associations to adopt listing standards that
require issuers to adopt and comply with recovery policies that apply to “incentive-based
compensation (including stock options awarded as compensation)” that is received, based on the
erroneous data, in “excess of what would have been baid to the' executive officer under the
accounting restatement.” Implicit in these statutory requirements is that the amount of such
compensation received in the three-year look-back period would have been less if the financial
statements originally had been prepared as later restated.

Several commenters recommended that the Commission clarify the types of -
qompensation to which the listing standards’ recovery policy would apply.101 To that end, some

commenters suggested potential standards that focused on the compensation being based on or

related to publicly reported financial statements.'® For example, one commenter stated that any
form of compensation that is contingent upon the achievement of one or more pre-determined
and objective performance goals “that expressly relate to and are derived from one or more
financial or stock price metric set forth in an issuer’s financial statements filed with the
Commission” should be incentive-based compensation for purposes of Section 10D.'® In some

EE 1Y

cases, commenters suggested we look to the existing definitions of “incentive plan,” “equity

1% See, e.g., letters from ABA Business Law Section, American Benefits Council, Center on Executive
Compensation, Meridian Compensation Partners, LLC, Protective Life Corporation, Robert E. Scully Jr, and Society
of Corporate Secretaries and Governance Professionals.

192 Qee, e.g., letters from ABA Business Law Section, American Benefits Council, Center on Executive
Compensation, Davis Polk, and Meridian Compensation Partners, LLC.

108 See letter from Meridian Compensation Partners, LLC. - : '
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incentive plan award” and “non-equity incentive plan award” in Item 402(a)(6)(iii) of Regulation
S-K in defining incentive-based compensation subject to recovery.'*

To identify compensation that is awarded or vests based on financial performance
measures, some commenters'”’ provided various examples of financial information required to
be reported under the securities laws, such as revenue, net income and earnings per share, and
examples of related non-GAAP measures, such as EBITDA.' Commentérs also recommended
that awards based solely on satisfaction of non-financial measures — for example, operational
measures such as market share and customer satisfaction, subjective measures such as leadership,
and strategic measures such as consummation of a merger — should not be subject to an issuer’s

recovery policy.'”” Generally, commenters who specifically addressed stock price and total

8 09

. U
shareholder return'®® measures recommended excluding them from recovery policies,'® or

expressed the view that any connection between the erroneous data relating to an accounting:
restatement and the fluctuating value of the issuer’s stock would be tangential and speculative. '!°

One commenter who addressed the statute’s inclusion of “stock options awarded as

compensation” questioned whether recovery should apply to the extent the enhancement in an

1% gee letters from ABA Business Law Section and Davis Polk.

105 See, e.g., letters from Center on Executive Compensation, Meridian Compensation Partners, LLC and Protective
Life Corporation. ' .

106 Earnings before interest, taxes, depreciation and amortization.

107 gee, e.g., letters from Center on Executive Compensation, Meridian Compensation Partners, LLC, Protective Life »
Corporation, and Society of Corporate Secretaries and Governance Professionals.

198 «Total shareholder return” or “TSR” is a measure based on the change in stock price plus dividends over a period
of time.

199 gee letters from Center on Executive Compensation and Protective Life Corporation.

1o See letter from American Benefits Council.
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award’s value is solely attributable to increases in the fair market value of the underlying ‘
shares.""! Other commenters recommended excluding from recovery equity awards that are not

granted upon achievement of one or more pre-determined and objective financial metrics, and

that vest solely upon the passage of time, continued service or satisfaction of non-financial

metrics.''?

Commenters also raised questions whether other forms of compensation, such as
discretionary bonuses, future benefits under supplemental retirement benefit plans calculated
based on incentive compensation awards and investment returns on incentive-based
compensation deferred pursuant to deferred compensation plans, would be incentive-based
compensation subject to recovery.''? In particular, some commenters requested guidance

concerning bonuses paid pursuant to “pool plans,” where achievement of financial performance

measures establishes the overall size of the bonus pool, but discretion is exercised in determining

the amount of individual bonuses.!* .
In considering how best to define incentive-based compensation for purposes of the

proposed rule,'* we have considered the statutory language of Section 10D, the views of

commenters, and the administrability of any mandatory recovery policy that encompasses such

compensation. Rather than identifying each type or form of compensation to which a recovery

U1 Gee letter from American Benefits Council.

12 See letters from Center on Executive Compensation, Compensia, Meridian Compensation Partners, LLC and
Protective Life Corporation.

1 See, e.2., letter from Robert E. Scully, Jr.
114

See letters from Center on Executive Compensation and Protective Life Corporation.

"> The i)roposed definition would be applicable only to recovery of incentive-based compensation under proposed
Rule 10D-1, and would not apply to the recovery of incentive-based compensation pursuant to SOX Section 304. .
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policy required under the listing standards would apply, for purposes of proposed Rule 10D-1 we
propose to define “incentive-based compensation” in a principles-based manner, which we
believe would enable the rule and rule amendments to operate effectively as new forms of
compensation and new measures of performance upon which-compensation is based are
developed. As proposed, “incentive-based corhpensation” would be defined as “any
compensation that is granted, earned or vested based wholly or in part upon the attainment of any
ﬁnanciai reporting measure.”!'¢.

The proposed definition would further provide that “financial reporting measures” are
measures that are determined and presented in accordance with the accounting principles used in
preparing the issuer’s financial statements,'!” any measures derived wholly or in part from such
financial information,''® and stock price and total shareholder return. - Such measures would be
encompassed by the definition of financial reporting measures whether or not included in a filing

with the Commission,'"® and may be presented outside the financial statements, such as in-

Management’s Discussion and Analysis of Financial Conditions and Results of Operations

!¢ See proposed Rule 10D-1(c)(4). “In part,” is included in the definition to clarify that incentive-based
compensation need not be based solely upon attainment of a financial reporting measure. An example of
compensation that is based in part upon the attainment of a financial reporting measure would include an award in
which 60 percent of the target amount is earned if a certain revenue level is achieved, and 40 percent of the target
amount is earned if a certain number of new stores are opened. Similarly, an award for which the amount earned is
based on attainment of a financial reporting measure but is subject to subsequent discretion by the compensation
committee to either increase or decrease the amount would be based in part upon attainment of the financial
reporting measure.

"7 For foreign private issuers whose financial statements are based upon a comprehensive body of accounting
principles other than GAAP or IFRS, the restatement would relate to amounts reported using such other accounting
principles but not the reconciliation to GAAP. We would not consider the reconciliation to GAAP to be within the
meaning of financial reporting measures for purposes of this proposed rule.

"8 The proposed definition is broader than a “non-GAAP financial measure’ for purposes of Exchange Act
Regulation G [17 CFR 244.100 et seq.] and Item 10 of Regulation S-K [17 GFR 229.10].

"® For example, same store sales or regional sales volume may not be disclosed in a filing with the Commlssmn but

nevertheless could be affected by an accounting restatement for revenue recognition.
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(“MD&A”)]20 or the performance graph.'?! Accord.ingly, examples of financial reporting '_ ‘
measures would include, but would not be limited to, the following accounting-based measures -
(including measures derived therefrom):

¢ Revenues;

e Netincome;

e Operating income;

- e Profitability of one or more reportable segments;'*>
. Financial ratios (e.g., accounts receivable turnover and inventory turnover rates);
e Net assets or net asset value per share (for registered investment companies and
business development companies that are subject to the rule);
o EBITDA;"”

o Funds from operations (“FFO”)'** and adjusted funds from operations (“AFFO™);

e Liquidity measures (e.g., working capital, operating cash flow);

e Return measures (e.g., return on invested capital, return on assets);

o Earnings measures (e.g., earnings per share);

e Sales per square foot or same store sales, where sales is sﬁbject to an accounting

restatement;

12017 CFR 229.303. See also Item 5, Form 20-F. Examples of this could be accounts receivable turnover, EBITDA,
or sales per square foot.

12117 CFR 229.201(e).
122 A5 disclosed in a financial statement footnote. See ASC Topic 280.
' Earnings before interest, taxes, depreciation and amortization.

22 FFO is a non-GAAP financial measure commonly used in the real estate industry. ‘
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e Revenue per user, or average revenue per user, where revenue is subject to an

- ®

accounting restatement;
e Cost per employee, where cost is subject to an accounting restatement;
e Any of such financial reporting measures relative to a peer group, where the issuer’s
financial reporting measure is subject to an accounting restatement; and
e Tax basis income.
In addition to measures that are derived from the financial statements, the proposed definition of
financial reporting measures would include performance measures based on stock price or total
shareholder return. Section 10D(b) requires disclosure of an issuer’s policy with respect to
“incentive-based compensation that is based on financial information required to be reported
under the securities laws” and recovery of compensation awarded “based on the erroneous data.”
Although the phrase “financial information required to be reported under the securities laws”
might be interpreted as applying only to accounting-based metrics, we believe that it also
includes performance measures such as stock price and total shareholder return that are affected
by accounting-related information and that are subject to our disclosure requirements.'*> Further,
Congress’ direction to include compensation that is based on financial information and to .
recover compensation based on the erroneous accouﬁting data suggests that we should include
incentive compensation tied to measures such as stock price and total shareholder return to the

extent that improper accounting affects such measures, and in turn results in excess

' In this regard, we note that Item 201 of Regulation S-K requires issuers with common equity the principal market

for which is an exchange, to disclose the high and low sales prices “for each full quarterly period within the two
most recent fiscal years and any subsequent interim period for which financial statements are included . .. .” In
addition, Item 201(e) of Regulation S-K requires issuers that are not smaller reporting companies to disclose stock
price information and a performance graph comparing the company’s cumulative total shareholder return with a
performance indicator of the overall stock market and either a published industry index or company-determined peer
comparison. : - ’ : )
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compensation.. We also recognize that total shareholder return is a frequently used performance
metric for executive compensation,'?® and that excluding it might not promote the goals we
believe Congress intended. Moreover, we are concerned that not including TSR could
incentivize issuers to alter their executive compensation arrangements in ways that would avoid
application of the mandatory recovery policy and result in less efficient incentive alignment.'”
In proposing that therstatutory language should be interpreted to encompass incentive-
based compensation tied to stock price and total shareholder return, as well as accounting-based
metrics, we have considered potential administrative burdens that could be imposed on issuers in
determining the amount of compensation to be recovered. In some cases, issuers may need to
engage in complex analyses that require significant technical expertise and specialized
knowledge, and may involve substantial exercise of judgment in order to determine the stock
price impact of a material restatement. Due to the presence of confounding factors, it sometimes
may be difficult to establish the relationship between an accounting error and the stock price.

1 .
2% are proposing

We recognize these potential challenges and, as discussed more fully below,
that issuers be permitted to use reasonable estimates when determining the impact of a
restatement on stock price and total shareholder return and to require them to disclose the
estimates.'” We believe that being able to use reasonable estimates to assess the effect of the

accounting restatement on these performance measures in determining the amount of erroneously

awarded compensation should help to mitigate these potential difficulties.

126 See Section II1, below.
127 See Section 111, below.
128 See Section 11.C.3.a, below.

129 See Section 11.D.1, bélow.
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While the definition we are proposing is intended to be applied broadly and flexibly, it
does not encompass all forms of incentive compensation.”** An incentive plan award that is
granted, earned or vested based solely upon the occurrence of certain non-financial events, such
as opening a specified number of stores, obtaining regulatory approval of a product,
consummati.ng a merger or divestiture, completing a restructuring plan or financing transaction,
would not be “incentive-based compensation” because these measures of performance are not
financial reporting measures. Although these non-financial metrics are not included in the
proposed definition, we are soliciting comment below on whether the definition of “incenﬁve-
based compensation” should include additional performance measures.

The statute further specifies that incentive-based compensation to which recovery should
apply under the recovery policy required by the listing standard “includ[es] stock options -
awarded as compensation.” Accordingly, as proposed, “incentive-based compensation” would
include options and other equity awards whose grant or vesting is based wholly or in I;art upon
the attainment of any measure based upon or derived from financial reporting measures.'*!
Applying the proposed Rule 10D-1 definition, compensation that would be subject to the

recovery policy required by the proposed listing standards would include, but not be limited to:

3% In this regard we note that the proposed definition of “incentive-based compensation” is narrower in scope than
the definition of “incentive plan,” in Item 402(a)(6)(iii) of Regulation S-K, which is “any plan providing
compensation intended to serve as an incentive for performance to occur over a specified period, whether such
performance is measured by reference to financial performance of the registrant or an affiliate, the registrant’s stock
price, or any other performance measure.” Item 402(a)(6)(iii) of Regulation S-K [17 CFR 229.402(a)(6)(iii)]. The
proposed Rule 10D-1 definition would not include “other performance measures” in light of Section 10D’s reference
to incentive-based compensation based on financial information required to be reported under the federal securities
laws. . i

! This would be the standard for purposes of proposed Rule 10D-1 even though time-vested stock options are
generally considered “performance-based” for purposes of exclusion from the Internal Revenue Code Section

162(m) $1 million cap on tax-deductible executive compensation if the amount of compensation attributable to the
options is based solely on an increase in company stock price, assuming the exercise price is no less than fair market
value of the underlying stock on the date of grant. See 26 CFR 1.162-27(e)(2)(vi). o '
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Non-equity incentive plan awards that are earned based wholly or in part on
satisfying a financial reporting measure performance goal,

Bonuses paid from a “bonus pool,” the size of which is determined based wholly or in
part on satisfying a financial reporting measure performance goal;

Restricted stock, restricted stock units (“RSUs”), performance share units (“PSUs”),
sfock options, and stock appreciation rights (“SARs”) that are granted or become
vested based wholly or in part on satisfying a financial reporting measure

performance goal; and

- Proceeds received upon the sale of shares acquired through an incentive plan that

were granted or vested based wholly or in part on satisfying a financial reporting

measure performance goal.

Examples of compensation that would not be “incentive-based compensation” for this purpose

would include, but not be limited to:

Salaries;132

Bonuses paid solely at the discretion of the compensation committee or board that are
not paid from a “bonus pool,” the size of which is determined based wholly or in part
on satisfying a financial reporting measure performance goal;

Bonuses paid solely upon satisfying one or more subjective standards (e.g.,
demonstrated leadership) and/or completion of a specified employment period;
Non-equity incentive plan awards earned solely upon satisfying one or more strategic

measures (e.g., consummating a merger or divestiture), or operational measures (e.g.,

32 However, to the extent that an executive officer receives a salary increase earned wholly or in part based on the
attainment of a financial reporting measure, such a salary increase would be subject to recovery as a non-equity
incentive plan award for purposes of proposed Rule 10D-1.
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26.

27.

28.

opening-a specified number of stores, completion of a project, increase in market -
share); and

e Equity awards for which the grant is not contingent upon achieving any financial
reporting measure performance goal and vesting is contingent solely upon completibn
of a specified employment period and/or attaining one or more non-financial
reporting measures.

Request for Comment

Is the scope of incentive-based compensation subject to recovery under Section 10D(b)
properly defined by reference to compensation that is granted, earned or vested based
wholly or in part upon attainment of any measure that is determined or presented in
accordance with applicable accounting principles? If not, please explain what other
forms of compensation should be covered and why.

Is the proposed definition of “incentive-based compensation” the best means to capture
all forms of compensation that could be subject to reduction if recalculated based on an
accounting restatement? If not, please explain what other forms of compensation, which
would not be covered by the proposed definition, should be covered. |

Are there circumstances in which compensation that is received upon completion of a
specified employment period or upon the attainment of any other goal that is not cerred
by our proposed definition should be considered incentive-based compensation subject to
recovery? Why or why not? If so, how would an issuer calculate the recoverable
amounts in the event pf an accounting restatément? Are there any other measures of
compensation that should be included in the definition of incentive-based compensation?

If so, which ones and why?
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29. Should compensation that is based upon stock price performance or total shareholder ‘
return be considered incentive-based compensation subject to recovery? If not, please
explain why not. If compensation that is based on stock price performance or total
shareholder return is included as incentive-based‘compensation subject to recovery, what
calculations would need to be made to determine the recoverable amount? What are fhe
costs and technical éxpertise required to prepare these calculations? Who would make
these calculations for issuers? Would the costs be greater than for calculations tied to
other financial reporting measures, which would be subject to mathematical recalculation
directly from the information in an accounting restatement? Would the exchanges be
able to efficiently assess these calculations for purposes of enforcing compliance with
their listing standards? Why or why not? Should we require an independent third party

to assess management’s calculations?

30. Should incentive-based compensation be defined to include compensation that is based
" on satisfying one or more subjective standards (such as demonstrated leadership) to the

extent that such subjective standards are satisfied in whole or in part by meeting a
financial reporting measure performance goal (such as stock price performance or
revenue metrics)? If so, how could this approach be implemented? Is it sufficient that
the current proposal encompasses “any compensation that is granted, earned or vested
based wholly or in part upon the attainment of a financial reporting measure”? If not,
why not?

31. Should the proposed rule or listing standards contain any anti-evasion language that
would treat as incentive-based compensation amounts received purportedly based on one

or more subjective standards but that are in fact based on financial information metrics, .
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32.

33.

34.

35.

total shareholder return or stock price performance? If so, what should the language
provide?

Should the definition of “incentive-based compensation” included in Rule 10D-1 be
principles-based, as proposed? Alternatively, should the definition specify performance
measures that may be affected by an accounting restatement? If so, please explain which
examples should be included and why.

Regarding the statutory provision that incentive-based compensation subject to recovery
“includ[es] stock-options awarded as compensation,” does the proposed definition
provide a basis by which issuers can identify equity awards that would be covered? If
not, please explain why not. If all options should be subject to recovery, how should the
amount subject to recovery following an accounting restatement be computed for time-
vested options that are not granted based on satisfaction of a financial reporting measure
performance goal?

Regarding bonuses granted from a “bonus pool,” the size of which is based wholly or in
part upon satisfying a financial reporting measure performance goal, does the proposed
definition properly subject this form of compensation to recovery? If not, how should we
treat such compensation for purposes of Rule 10D-1?

Is further guidance needed as to how the proposed definition would apply to forms of
compensation that may be paid out on a deferred basis, such as employee or employer
contributions of incentive-based compensation to nonqualified deferred compensation

plans and earnings thereon, and future retirement benefits payable under pension plans,
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ssuch as supplemental retirement benefit plans, that are calculated based on incentive- .

based compensation?’>® If so, what further guidance should we provide?

b. Time Period Covered by Recovery Policy

Section 10D(b)(2) requires exchanges and associations to adopt listing standards that
require isguers 'to adopt and co¥np1y with recovery policies that apply to excess incehtive-based
compensation receivea “during the three-year period preceding the date on which the issuer is
required to prepare an accounting restatement” but d0e§ not otherwise specify how this th?ee -
year look-back period should be measured. Commenters recdmmended that the listing étandards
address this point.”** One commenter suggested that it be the three fiscal years precedi‘n.g the
date that a Form 8-K is filed disclosing non-reliance on the issuer’é ﬁﬁancial .statementg, or, if no

Form 8-K is required, preceding the date that either the board of directors or management makes

a determinatic;n that a restatement is required.'** .
Under proposed Rule 10D-1, the three-year look-back period for the recovery policy

reciuired by: the listing standards would be the three completed fiscal years immediately .‘

preceding the date the issuer is required to prepare an accounting restatement.’*® We believe that

basing the look-back period on fiscal years, rather than a preceding 36-month period, is

consistent with iss{lers’ general practice of making compensation decisions and awards on a

fiscal year basis. Using the proposed recovery period trigger, if a calendar year issuer concludes

133 See Section 11.C.3.a, below, addressing the computation of excess incentive-based compensation for these forms
of compensation.

13 See letters from Frederic W. Cook & Co., Inc., ABA Business Law Section and Baker, Donelson, Bearman,
Caldwell & Berkowitz, PC.

135 See letter from Davis Polk & Wardwell LLP.

136 proposed Rule 10D-1(b)(ii). - .
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in November 2018 that a restatement of previously issued financial statements is required and:

files the restated financial statements in January 2019, the recovery policy would apply to
compensation received in 2015, 2016 and 2017. The three-year look-back period is not meant to
alter the reporting periods for which an accounting restatement is required or for which restated

137 Moreover, an issuer would not be

financial statements are to be filed with the Commission.
able to delay or relieve itself from the obligation to recover erroneously awarded incentive-based
compensation by delaying or failing to file restated ﬁnaﬁcial statements.

In proposing Rule 10D-1, we considered other approaches, such as a recovery policy that
requires issuers to recover incentive-based compensation received during any period of three
consecutive years preceding the date on which the issuer is required to prepare an accounting
restatement so long as the incentive-based compensation was affected by the error. However, we
do not believe that this approach is the most appropriate means to implement Section 10D
because it would require additional judgments about which three years’ compensation should be
subject to recovery, making it less objective and harder for exchanges and listed issuers to apply
uniformly.

In situations where an issuer has changed its fiscal year end during the three-year look-
back period, we are proposing that the issuer must recover any excess incentive-based

compensation received during the transition period occurring during, or immediately following,

that three-year period in addition to any excess incentive-based compensation received during

"7 For example, assume the three-year look-back period is 2016, 2017 and 2018, and incentive compensation
received (as “received” would be defined in proposed Rule 10D-1(c)(6), discussed in Section 11.C.2.c, below) in
2016 was earned by achieving a certain level of cumulative operating income for the two-year period from 2015 to
2016. In determining the amount of excess compensation received in 2016, the issuer would be required to prepare
restated financial statements for 2015 and 2016 even if the issuer does not file one or both of those restated financial
statements. T A
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the three-year look-back period (i.e., a total of four periods).'*® A transition period refers to the .

period between the closing date of the issuer’s previous fiscal year end and the opening date of
its new fiscal year. ** For example, consider a situation in which, in late 2015, an issuer changes
its fiscal closing date from June 30 to December 31, and subsequently reports on the transition
period from July 1, 2015 to December 31, 2015. If the issuer’s board of directors concludes in
May 2017 thét it will restate previously issued financial statements due to a material error, the
look-back period would consist of the year ended June 30, 2014, the year ended June 30, 2015,
the period from July 1, 2015 to December 31, 2015, and the year ended December 31,

2016. However, consistent with Rule 3-06(a) of Regulation S-X, a transition period of nine to 12
months would be considered a full year in applying the three-year look-back period requirement.

Request for Comment

36. Is the proposed approach to determine the three-year look-back period for recovery an

appropriate means to implement Section 10D? Does it properly reflect the way in which
issuers make their compensation decisions (on a fiscal year by fiscal year basis)? Why or
why not?

37. Should a different approach be used to determine the three-year look-back period for
recovery? If so, how should the look-back period be determined, anci why? For example,
should an issuer be permitted to apply its recovery policy to any three-year period in
which incentive-based compensation received by executive officers was affected by the

accounting error?

3% Proposed Rule 10D-1(b)(1)(ii).

13% 17 CFR 240.13a-10 and 17 CFR 240.15d-10
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38. Is the proposed approach regarding transition periods related to a change in fiscal year
appropriate? If not, what alternative approach should we consider? Consistent with Rule
3-06(a) of Regulation S-X, should a transition period of nine to 12 months be considered

- a full year in satisfying the three-year look-back period requirement?

c. When Incentive-Based Compensation Is “Received”

Section 10D does not specify when an executive officer should be deemed to have
received incentive-based comper;sation for the recovery policy required under the applicéble
listing standards. One commenter asked the Commission to clarify whether an option or SAR is
reqeived When it is granted or when it is exercised or whether restricted stock, RSUs, other stock-
based corﬁpensation and long-term cash incentives are received when granted, earned, vested or
paid out.'*® Another commenter suggested that compensation be deemed received on the earlier
of the date the compensation is paid to or earned by the exeéutive officer, construing “earned” to
mean when an executive officer obtains a non-forfeitable interest in a compensatory award.'!!

As proposed, incentive-based compensation would be deemed received for purposes of

triggering the recovery policy under Section 10D in the fiscal period142 during which the

financial reporting measure specified in the incentive-based compensation award is attained,

even if the payment or grant occurs after the end of that period.'*® Under this standard, the date
of receipt would depend upon the terms of the award. If the grant of an award is based, either

wholly or in part, on satisfaction of a financial reporting measure, the award would be deemed

140 See letter from Brian Foley & Company, Inc.
1! See letter from Meridian Compensation Partners, LLC.
"2 Including a transition period for a change in fiscal year, if applicable.

'3 Proposed Rule 10D-1(c)(6).
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received in the fiscal period when that measure was satisfied. If an equity award vests upon ‘
satisfaction of a financial reporting measure, the award would be deemed received in the fiscal

period when it vests. Similarly, a cash award earned upon satisfaction of a financial reporting

measure would be deemed received in the fiscal period when that measure is satisfied.

A particular award may be subject to multiple conditions. We are not proposing that an
executive officer must have satisfied all conditions to an award for the incentive-based
compensation to be deemed received for purposes of triggering the recovery policy. For
example, an issuer could grant an executive officer an RSU award in which the number of RSUs
earned is determined at the end of the three-year incentive-based performance period (2015-
2017), but the award is subject to service-based vesting for two more years (2018-20 1,9)' :
Although the executive officer does not have a non-forfeitable interest in the RSUs before

expiration of the subsequent two-year service-based vesting period, the number of shares in

which the RSUs ultimately will be paid will be established at the end of the three-year ‘
performance period. In light of Section 10D’s purpose to require listed issuers to recover
compensation that “the executive would not have received if the accounting was done

»14 we believe that in this circumstance the executive officer “receives” the

properly,
compensation for purposes of triggering the recovery policy when the relevant financial
reporting measure performance goal is attained, even if the executive officer has established only

a contingent right to payment at that time. If the issuer’s board of directors concludes in 2018

that the issuer will restate previously issued financial statements for 2015 through 2017 (the

144 See Senate Report at 135. - ‘
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three-year performance period),'* the recovery policy should apply to reduce the number of

RSUs ultimately payable in stock, even though the executive has not yet satisfied the two-year
service-based vesting condition to payment. In this example, if the executive officer were
deemed not to receive the RSUs before obtaining a non-forfeitable interest in them, such a
restatement of the financial statements that would reduce the number of RSUs ultimately payable
in stock would not be subject to recovery because the incentive-based compensation would not
have been received during the three-year look-back period. We do not believe such an outcome
would appropriately implement the policy underlying Section 10D, because it would mean that
the mere passage of time pursuant to a service-based vesting condition or a subsequent

¢ would preclude the issuer

performance condition unrelated to a financial reporting measure'”
from recovering incentive-based compensation,

Ministerial acts or other conditions necessary to effect issuance or payment, such as
calculating the amount earned or obtaining the board of directors’ approval of payment, would
not affect the determination of the date received. For example, for an equity award deemed
received upon grant, receipt would occur in the fiscal year that the relevant financial reporting

measure performance goal was satisfied, rather than a subsequent date on which the award was

issued."”” Similarly, a non-equity incentive plan award would be deemed received in the fiscal

' In this example, the three-year performance period coincides with the three-year look-back period covered by the
recovery policy. See Section 11.C.2.b. above regarding the three-year look-back period. ‘

1% For example, if the subsequent condition in the example above was not service-based vesting but instead called
for the issuer to open 100 stores during 2018 and 2019, or required the executive to comply with a non-compete or
non-solicitation covenant during those years.

"7 The fiscal year in which an incentive-based equity award is deemed received upon grant in some cases may be a
fiscal year preceding the fiscal year in which the ASC Topic 718 grant date occurs and for which it is reported in the
Summary Compensation Table and Grants of Plan-Based Awards Table because our requirements for reporting
equity awards in the Summary Compensation Table do not utilize a “performance year” standard. See Proxy
Disclosure Enhancements, Release No. 33-9089 (Dec. 16, 2009) [74 FR 68334] at Section 1.LA.2.c. -
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year that the executive earns the-award based on satisfaction of the relevant financial reporting
measure performance goal, rather than a subsequent date on which the award was paid.'*®

Under proposed Rule 10D-1, incentive-based compensation would be subject to the
issuer’s recovery policy to the extent that it is received while the issuer has a class of securities
listed on an exchange or an association.!”® An award of incentive-based compensation granted to
an executive officer before the issuer lists a class of securities would be subject to the recovery
policy, so long as the incentive-based compensation was received by the executive officer while
the issuer had a class of listed securities. Incentive-based compensation received by an executive
officer before the issuer’s securities become listed would not be subject to the recovery policy
under our proposed rule. As proposed, an exchange would not be permitted to list an issuer that
it has delisted or that has been delisted from another exchange for failing to comply with its
recovery policy until the issuer comes into compliance with that policy."®

Request for Comment

39. Should incentive-based compensation be deemed “received” for purposes of triggering
the recovery policy under Section 10D in the fiscal year during which attainment of the
financial reporting measure specified in the incentive-based compensation award, by its

terms, causes the incentive-based compensation to be granted, to be earned or to vest, as

18 This would be the same fiscal year for which the non-equity incentive plan award earnings are reported in the
Summary Compensation Table, based on Instruction 1 to Item 402(c)(2)(vii), which provides: “If the relevant
performance measure is satisfied during the fiscal year (including for a single year in a plan with a muiti-year
performance measure), the earnings are reportable for that fiscal year, even if not payable until a later date, and are
not reportable again in the fiscal year when amounts are paid to the named executive officer.”

19 proposed Rule 10D-1(b)(1)(i)(A).

%0 proposed Rule 10D-1(b)(1)(vi).
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. proposed? If not, when should incentive-based compensation be deemed “received” for
purposes of triggering the recovery policy?

40. Should an executive officer be required to obtéin a non-forfeitable entitlement to the
incentive-based compensation to “receive” the compensation? Would such a requirement -
effectuate the purpose of Section 10D? Should the rule specifically address the treatment
of awards subject to multiple vesting conditions, only some of which may be linked to
financial reporting measures? If so, what would be the appropriate treatment of such

- rewards?

41.1If followiﬁg receipt, as proposed to be defined, an executive officer contributes incentive-
based compensation to a nonqualified deferred compensation plan, how should deferral
affect recovery?'™!

42. Should incentive-based éompensation be subject to the issuer’s recovery policy only to

' the extent that it is received while the issuer has a class of securities listed, as proposed?
If not, please explain in what circumstances a different standard should apply and why.
For example, if a company lists in 2017, and restates the three prior fiscal years in 2018,
should its policy require recovery of incentive-based compensation recéived in 2015 or
20167

3. Recovery Process
a. Determination of Excess Compensation

Section 10D(2)(b) requires exchanges and associations to adopt listing standards that

require issuers to adopt and comply with recovery policies that apply to the amount of incentive-

" See Section I1.C.3.a, below, addressing the computation of excess incentive-based compensation for this form of

. compensation. '
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based compensation received “in excess of what would have been paid to the executive officer ‘
under the accoﬁnting restatement.”

Commenters recommgnded that the Commission clarify how excess compensation
subject to recovery should be determined.’* One commenter suggested that the Commission
establish a clear set of guidelines as to how issueré should calculate the recoverable amount
under a variety of common arrangements, or alternatively, a clear set of principles to be used to
make such calculations.’> In some cases, coﬁlmenters recommended specific ways to measure.
excess compensation for particular forms of incentive-based compensation. For example, for
cash awards based upon the achievement of erroneous financial metrics, one commenter
recommended that the excess incentive-based compensation should be the difference between
the cash award that was granted and the cash award that should have been granted using the

restated financial metric.!>*

Several commenters sought clarity regarding performance-based equity awards, with ‘
some recommending various methods to calculate the recoverable amount for different forms of
these awards, taking into account such factors as whether an award is granted or vested based on
attaining a financial statement metric, whether or not an option has been exercised, and whether
the shares have been sold.'*
Regarding bonuses paid from “pool plans,” two commenters questioned whether

determination of the recoverable amount might depend on whether the board or compensation

152 gee, e.g., letters from Center on Executive Compensation, Compensia, Inc., Meridian Compensation Partners,
LLC, Pay Governance LLC and Towers Watson.

133 See letter from Compensia, Inc.
1% See letter from Center on Executive Compensation.

135 See, e.g.-, letters from Compensia, Inc., and Meridian Compensation Partners, LLC. ‘ .
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committee had exercised any discretion, either in determining whethet to allocate the entire pool
to bonus awards or in determining individual bonus amounts.'*® For example, commenters noted
that if a restatement reduces the size of the bonus pool, but not below the aggregate amount that
the board exercised discretion to pay out as bonuses, there would not appear to be any excess
compensation to recover. Alternatively, if a restatement reduces the size of the bonus pool
below the aggregate amount paid out, the commenters sought clarification whether each bonus
paid would need to be ratably reduced, or if discretion could be exercised in allocating recovery
of the excess amount among individual bonuses as long as the aggregate excess amount is
recovered. Another commenter questioned, in general, whether the amount of compensation
earned should be measured by reference to the target achieved, or the compensation actually
provided after the compensation committee exercised discretion to either increase or decrease the
amount.”’ A different commenter suggested that where incentive-based compensation is not
determined based solely on formulaic measures, but also on qualitative measures, the same
percentage recoverable from the formulaic portion based on the restatement also should be-
recovered from the portion based on qualitative measures.’*® Other commenters noted that
executive officers would already have paid personal income taxes on incentive-based
compensation they had received.'® ?

We propose to define the recoverable amount as “the amount of incentive-based

compensation received by the executive officer or former executive officer that exceeds the-

136 See letters from Center on Executive Compensation and Protective Life Corporation.
137 See letter from Davis Polk & Wardwell LLP.
18 See AFL-CIO Joint Letter.

19 See letters from Clark Consulting, Davis Polk & Wardwell LLP and Frederic W. Cook & Co, Inc. "
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amount of incentive-based compensation that otherwise would have been received had it been ‘
determined based on the accounting restatement.”'*’ Applying this definition, after an
accounting restatement, the issuer would first recalculate the applicable financial reporting
measure and the amount of incentive-based compensation based thereon. The issuer would then
determine whether, based on that financial reporting measure as calculated relying on the
original financial statements and taking into account any discretion that the compensation
committee had applied to reduce the amounf originally received, the executive officer received a
greater amount of incentive-based compensation than would have been received applying the
recalculated financial reporting measure.'®! Where incentive-based compensation is based only
in part on the achievement of a financial reporting measure performance goal, the issuer first
would determine the portion of the original incentive-based compensation bésed on or derived

from the financial reporting measure that was restated. The issuer would then need to recalculate

the affected portion based on the financial reporting measure as restated, and recover the ‘

difference between the greater amount based on the original financial statements and the lesser

amount that would have been received based on the restatement.'®

1% Proposed Rule 10D-1(b)(1)(iii).

' For example, assume a situation in which, based on the financial reporting measure as originally reported, the
amount of the award was $3,000. However, the issuer exercised negative discretion to pay out only $2,000.
Following the restatement, the amount of the award based on the corrected financial reporting measure is $1,800.
Taking into account the issuer’s exercise of negative discretion, the recoverable amount would be $200 (i.e., $2,000
- $1,800).

12 For example, assume a situation in which, based on the financial reporting measure as originally reported, the

amount of the award was $3,000. The issuer exercised positive discretion to increase the amount by $1,000, paying

out a total of $4,000. Following the restatement, the amount of the award based on the corrected financial reporting

measure is $1,800. -Taking into account the issuer’s exercise of positive discretion, the recoverable amount would

be $1,200, provided that based on the revised measurement, the exercise of positive discretion to increase. the

amount by $1,000 was still permitted under the terms of the plan. i ‘
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. For incentive-based compensation that is based on stock price or total shareholder return,
where the amount of erroneously awarded compensation is not subject to mathematical
recalculation directly from the information in an accounting restatement, the recoverable amount
may be determined based on a reasonable estimate of the effect of the accounting restatement on
the applicable measure.'® To reasonably estimate the effect on the stock price, there are a -
number of possible methods with different levels of complexity of the estimations and related -
costs.'” For these measures, the issuer would be required to maintain documentation of the
determination of that reasonable estimate and provide such documentation to the relevant
exchange or association.'®

* The recoverable amount would be calculated on a pre-tax basis ' to ensure that the
company recovers the full amount of incentive-based compensation that was erroneously
awarded, consistent with the policy underlying Section 10D. Recovery on a pre-tax basis also

‘ would permit the company to avoid the burden and administrative costs associated with
calculating recoverable amounts based on the particular tax circumstances of individual

executive officers, which may vary significantly based on factors independent of the incentive-

based compensation.

183 proposed Rule 10D-1(b)(1)(iii)(A).

1% See Section I11.B.2, below, discussing different methodologies for determining a reasonable estimate of the effect
of the accounting restatement on the stock price or total shareholder return.

1% Proposed Rule 10D-1(b)(1)(iii)(B).
1% Proposed Rule 10D-1(b)(1)(iii) provides that the erroneously awarded compensation shall be computed without

regard to any taxes paid by the executive officer. The pre-tax amount refers to the full amount of incentive-based
compensation received by the executive officer, rather than the amount remammg after he or she satisfies his or her

‘ personal income tax obligation on it.
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While we intend for the definition to apply in a principles-based manner, we recognize ‘
that applying the principles may not always be simple. Cash awards that are received upon
satisfaction of a financial reporting measure should be relatively straightforward. The
recoverable amount would be the difference between the amount of the cash award (whether
payable as a lump sum or over time) that was received and the amount that should have been .
received applying the restated financial reporting measure.'®’

For cash awards paid from bonus pools, the size of the aggregate bonus pool from which
individual bonuses are paid would be reduced based on applying the restated financial reporting
measure. If the reduced bonus pool is less than the aggregate amount of individual bonuses
received from it, the excess amount of an individual bonus would be the pro rata portion of the

deficiency. If the aggregate reduced bonus pool would have been sufficient to cover the

individual bonuses received from it, then no recovery would be required.

Equity awards involve different considerations. For equity awards, if the shares, options ‘
or SARs are still held at the time of recovery, the recoverable amount would be the number
received in excess of the number that should have beén received applying the restated financial
reporting measure. If the options or SARs have been exercised, but the underlying shares have
not been sold, the recoverable amount would be the number of shares underlying the excess
options or SARs applying the restated financial measure. If the shares have been sold, the

recoverable amount would be the sale proceeds received by the executive officer with respect to

17 Similarly, for nonqualified deferred compensation, the executive officer’s account balance or distributions would

be reduced by the excess incentive-based compensation contributed to the nonqualified deferred compensation plan

and the interest or other earnings accrued thereon under the nonqualified deferred compensation plan. In addition,

for retirement benefits under pension plans, the excess incentive-based compensation would be deducted from the

benefit formula, and any related distributions would be recoverable. ‘
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. the excess number of shares.'®® In any case in'which the shares have been obtained upon -
exercise and payment of an exercise price, the recoverable amount would be reduced to reflect
the applicable exercise price paid.'®

-We recognize that there may be circumstances in which both proposed Rule 10D-1 and
SOX Section 304 could provide for recovery of the same incentive-based compensation. The
proposed rule is nwot intended to alter or otherwise affect the interpretation of Section 304 or the
determination by the Commission or the courts of when reimbursement is required under Section
304. If, however, an executive officer reimburses an issuer pursuant to Section 304, such
amounts should be credited to the extent that an issuer’s Rule 10D-1 recovery policy requires
repayment of the same compensation by that executive officer. Further, recovery under Rule
10D-1 would not preclude recovery under Section 304 to the extent any applicable amounts have-

not been reimbursed to the issuer.

‘ : Request for comment

43. Do the proposed rule and rule amendments articulate an appropriate standard for

calculating the amount of excess incentive-based compensation that listed issuers must
recover? Why or why not?

44. For incentive-based compensation based on stock price or total shareholder return, would
permitting the recoverable amount to be determined based on a reasonable estimate of the

effect of the accounting restatement, as proposed, facilitate administration of the rule by

"% Where excess shares have been gifted, such as gifts to charities, the recoverable amount would be the gifted. -
shares’ fair market value at the date of the gift.

1% Shares sold can be traced consistent with Treas. Reg. 1.1012-1(c) and Rule 144(d) [17 CFR230.144(d)].
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45.

46.

47.

issuers and exchanges? Why or why not? Should we provide additional guidance
regarding how such estimates should be calculated? If so, what particular factors should
that guidance address?

As proposed, should the issuer be required to maintain documentation of the
determination of that reasonable estimate and provide such documentation to the relevant
exchange? Why or why not? Is the documentation required sufficient for compliance
monitoring? If not, what else should be required? Should the rule specify a period of
time that an issuer would need to maintain such documentation or what types of
documentation should be maintained? If so, what period of time or documentation is
appropriate? Should we require that such determination be disclosed, either to the
exchange or in Commission filings? What would be the effects of such disclosure?
Should the rule and rule amendments alternatively, or in addition, include specific
instructions for how to compute the excess amount of specific forms of incentive-based
compensation? If so, which ones and why?

Is further guidance needed on the application of the proposed standard? If yes, what
additional guidance is necessary? Is further guidance required regarding any particular
form of compensation? For example:

a. Should we provide guidance on how to determine the recoverable amount of
supplemental retirement plan benefits that are calculated based on erroneously
awarded incentive-based compensation? If so, what should that guidance be?

b. For equity awards granted based on satisfaction of a financial reporting measure,
the guidance abo&e directs listed issuers to recover the excess number of shares

or, if no longer held, the proceeds from the sale of the excess shares so that
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. - executive officers cannot benefit from future appreciation in shares that were not
earned. Instead of recovering the excess number of shares, should listed issuers
have the choice to recover the cash value of the excess shares? If so, should the
shares be valued at the vesting date, the date-the recoverable amount is -
determined, or some other date?

c. Where the number of excess shares is less than the entire award and some of the
shares received were sold and some are still held, should recovery be made first
against the remaining shares that are held? Alternatively, should recovery apply
first to shares that were sold, so as not to erode company stock holding policies?
Should this decision be left to the listed issuer’s discretion?

d. Where excess shares have been gifted, such as gifts to charities, should the -
recoverable amount be the shares’ fair market value at the date of the gift? ‘If not,

‘ at what other date should the excess shares be valued?

e. Isthe guidance above appropriate for determining the recoverable amount where
the listed issuer has exercised discretion to reduce or increase the original amount
of incentive-based compensation receiﬂzed?

48. Where the issuer chose to increase the original amount of incentive-based compensation,
should an amount proportionate to the effect of the restatement on the financial statement
measure also be recovered from the discretionary enhancement?

49. One corhmenter recommended that the Commission require recbvery of a proportionate
amount of incentive compensation awarded under qualitative standards.'’® Should we

require recovery of amounts awarded under qualitative standards that may involve

‘ 170 See AFL-CIO Joint Letter.
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judgement by the board? If so, how would the excess compensation be calculated in .
those instances?
50. Is further guidance needed regarding circumstances in which both proposed Rule 10D-1

and SOX Section 304 would apply?

b. Board Discretion Regarding Whether to Seek Recovery

Section 10D requires exchanges and associations to adopf listing standards that require
issuers to adopt and comply with recovery policies. Specifically, the stétute provides that “the
issuer will recover” incentive-based compensation, and does not address whether there are
circumstances in which an issuer’s board of directors may exercise discretion not to re.cover.

C.ommenters suggestea that the Commission’s implementing rules should address the

issue of board discretion whether to pursue recovery and, if such discretion is permitted, address

its scope.. Many of these commenters asserted that the Commission should allow for board ‘
discretion to determine whether to pursue recovery.!”' Commenters raised concerng about

situaﬁons \;/here the poteﬁtial costs of recovery may exceed the excess incentive-based

compensation to be recovered' "> and recommended that boards be permitted to evaluate the

benefits of recovery against the costs involved.'”” Commenters noted the following factors that

71 See letters from Davis Polk & Wardwell LLP, Center on Executive Compensation, Meridian Compensation
Partners, LLC, American Benefits Council, Baker, Donelson, Bearman, Caldwell & Berkowitz, PC, Compensia,
Inc., Clark Consulting, LLC, Society of Corporate Secretaries and Governance Professionals, Frederic W. Cook &
Co., Inc., Stuart R. Lombardi and Protective Life Corporation.

172 See letters from Clark Consulting, LLC and ABA Business Law Section.
'3 See letters from Davis Polk & Wardwell LLP, Meridian Compensation Partners, LLC, American Benefits

Council, Compensia, Inc., Clark Consulting, LLC, Society of Corporate Secretaries and Governance Professionals,
Stuart R. Lombardi and Protective Life Corporation. . ’
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175 the need to -

may affect this decision: the likelihood of recovery;174 de minimis recovery;
pursue litigation to recover;'’® and the péssibility that recovery might violate existing statutory or
contractual provisions.'”” One commenter asserted that in the absence of discretion, companies
will be incentivized to implement compensation arrangements that are not subject to Section 10D
recovery provisions.178 Other commenters recommended the Commission establish a standard
similar to the Troubled Asset Relief Program (“TARP”) standard where an issuer is not required
to enforce its recovery policy if it would be unreasonable to do so.!'”

In considering this issue, we note that the Emergency vEconomic Stabilization Act of 2008
(“EESA”) contained an executive compensation recovery provision'’ applicable to any financial
institution that sells troubled assets to the Secretary of the United States Department of the
Treasury under TARP. In its interim final rule to provide guidance on the EESA’s executive
compensation and corporate governance provisions applicable to entities receiving financial

assistance under TARP, the Department of the Treasury provided that “[t]he TARP recipient

must exercise its clawback rights except to the extent it demonstrates that it is unreasonable to do

'74 See letter from Society of Corporate Secretaries and Governance Professionals.

17 See letters from Center on Executive Compensation, Meridian Compensation Partners, LL.C, American Benefits
Council, Frederic W. Cook & Co., Inc., and Protective Life Corporation.

176 See letters from Society of Corporate Secretaries and Governance Professionals and Center on Executive
Compensation.

177 See letters from Society of Corporate Secretaries and Governance Professionals and Center on Executive
Compensation.

'8 See letter from Stuart R. Lombardi. To guard against the abuse of discretion, this commenter recommended that -
following a restatement an issuer either-should publicly announce its decision whether to pursue or decline recovery,
or should delegate all clawback decision making authority to an independent party.

17 See letters from Baker, Donelson, Bearman, Caldwell & Berkowitz, PC and Compensia, Inc. R

"% Section 111(b)(3)(B) of EESA, Pub. L. No. 110-343, 12 U.S.C. 5221, as amended by Title VII of Division B of

the American Recovery and Reinvestment Act of 2009 (“ARRA”), Pub. L. No. 111-5 [123 STAT 115] (Feb. 17,
2009).
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so, such as, for example, if the expense of enforcing the rights would exceed the amount . .
recovered.”!®!

We are mindful that allowing discretion whether to recover excess incentive-based
cofnpensation could undermine the purpose of Section 1OD by permitting an issuer’s board of
directors to determine that an executive officer may retain incentive-based compensation to
which he or she is not entitled. At the same time, we acknowledge that there are circumstances
in which pursuing recovery of excess incentive-based compensation may not be in the interest of
shareholders and that a standard similar to the TARP standard would permit boards of directors
to evaluate whether to pursue recovery of excess incentive-based compensation in particular
circumstances.

To address these circumstances, proposed Rule 10D-1 would provide that an issuer must

recover erroneously awarded compensation in compliance with its recovery policy except to the

extent that pursuit of recovery would be impracticable because it would impose undue costs on ‘
the issuer or its shareholders or would violate home country law and certain conditions are met.

We believe the unqualified “no-fault” recovery mandate of Section 10D intends that the issuer

should pursue recovery in most instances. For example, we do not believe the extent to which an
individual executive officer may be responsible for the financial statement errors requiring the

restatement could be considered in seeking the recovery. Further, we do not view inconsistency

between the proposed rule and rule amendments and existing compensation contracts, in itself, as

"1 TARP Standards for Compensation and Corporate Governance, 31 CFR 30.8. - ‘
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a basis for finding recovery to be impracticable, because issuers can amend those contracts to
accommodate recovery. 182

In our view, the only criteria that should be considered are whether the direct costs of
enforcing recovery would exceed the recoverable amounts or whether recovery would violate
home country law. Before concluding that it would be impracticable to recover any amount of
excess incentive-based compensation based on enforcement costs,'® the issuer would first need
to make a reasonable attempt to recover that incentive-based compensation."®® The issuer would
be required to document its attempts to recover, and provide that documentation to the

85 Ag described in Section I1.D, below, the issuer also would be required to disclose

exchange.
why it determined not to pursue recovery. We believe that in this circumstance requiring an
attempt to recover is both consistent with the no-fault character of Section 10D, and necessary
for the issuer to justify concluding that recovery of the amount at iséue would be impracticable.
Similarly, before concluding that it would be impracticable to recover because doing so would
violate home country law, the issuer first would need to obtain an opinion of home country
counsel, not unacceptable to the applicable national securities exchange or association, that

recovery would result in such a violation. ' In addition, to minimize any incentive countries

may have to change their laws in response to this provision, the relevant home country law must

_ '8 We note that some have suggested that issuers may be able to amend their by-laws to implement their recovery
policies. See, e.g., Robert E. Scully Jr, Executive Compensation, the Business Judgment Rule, and the Dodd-Frank

Act: Back to the Future for Private Litigation?, The Federal Lawyer, January 2011, pp 39-41.

'3 Only direct costs involving financial expenditures, such as reasonable legal expenses, would be considered for

this purpose. Indirect costs relating to concerns such as reputation or the effect on hiring new executive officers

would not be taken into account.

'* Proposed Rule 10D-1(b)(1)(iv).

185 1d.

'8 Id. The listed issuer would need to provide such opinion to the exchange or association.
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have been adopted in such home country prior to the date of.publication in the Federal Register .
- of proposed Rule 10D-1.

In either case, to prevent poteﬁtial conflicts of interest, any determination that recovery
would be impracticable would need to be made by the issuer’s committee of independent
directors that is responsible for executive compensation decisions.'®” In the absence of a
compensation committee, the determination would need vto be made by a majority of the
~ independent directors serving on the board. Such a determination, as with all determinations
under proposed Rule 10D-1, would be subject to review by the listing exchange.'®®

We believe that the proposed issuer discretion is necessary or appropriate in the public
interest and consistent with the protection of investors because it would save issuers the expense
bf pursing recovery in circumstances where the costs of recovery could exceed or be

disproportionate to the recoverable amounts, and for foreign private issuers, would avoid such

issuers having to choose between potential de-listing or violating home country laws, either of

which could be detrimental to shareholders. Further, as discussed below,'’

we propose to
require a listed issuer to disclose the reasons why it decided not to pursue recovery in particular
instances. We believe that requiring this disclosure will mitigate potential abuse of this

discretion.

Request for Comment

'87 Exchange Act Rule 10C-1 mandated that the exchanges adopt listing standards to require that directors
responsible for oversight of executive compensation (whether or not serving as part of a formal compensation
committee) be independent. Examples of such listing standards are Section 303A.05 of the NYSE Listed Company
Manual and NASDAQ Rule 5605(d), both of which require listed companies, with limited exceptions, to have a
compensation committee composed entirely of independent directors. Listed companies were given until the earlier
of their first annual meeting of shareholders after January 15, 2014 or October 31, 2014 to comply with the revised
NYSE and Nasdaq independence requirements for compensation committee members.

'8 proposed Rule 10D-1(b)(1)(iv).

189 See Section 11.D.1, below. ‘
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51

52.

53.

54.

1Is the proposed issuer discretion not to pursue recovery of incentive-based compensation

consistent with the purpose of Section 10D? Is the scope of this discretion appropriate?”
Why or why not?

Should the standard for exercising discretion not to recover be-limited to the extent to
which that recovery is impracticable? Should direct costs of recovery be a basis for
exercising discretion not to recover? If so, what specific costs of recovery should be
considered? For example, should only direct expenditures to third-parties be considered,
as proposed? Should we further define what constitutes “direct costs”? Should an issuer
be permitted to consider indirect costs, such as opportunity costs or reputational costs?
Should the issuer disclose the cost estimates in its Exchange Act annual reports? If the
cost estimates are not disclosed in the issuer’s annual reports, should those costs be
independently verified?

Should the issuer first be required to make a reasonable attempt to recover that
compensation, as proposed? If so, should we specify what steps to recover excess
incentive-based compensation should be required or what constitutes a “reasonable
attempt” to recover such compensation? Should this requirement depend on what
financial reporting metric triggers recovery? Should the issuer be required to document
its attempts to recover, and provide that documentation to the exchange?

Should a listed issuer be permitted to forego recovering incentive-based compensation if
doing so would violate home country law? In this circumstance, should the issuer first be
required to obtain a legal opinion from home couﬁtry counsel, as proposed? If not, why
not? Are there any other conditions that should be met beyond a legal opinion from

home country counsel before an issuer should be permitted to forego recovering
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incentive-based compensation in these circumstances? Should the proposed o ‘

accommodation apply only to the extent that recovery would conflict with home country
laws in effect before the date of publication of proposed Rule 10D-1 in the Federal
Register, as proposed? If not, please explain why not. In addition, as proposed, the listed
issuer would need to provide such opinion to the exchange upon request. Should a copy
of this opinion be filed with the Commission as an exhibit? Why or why not?

55. Should the determination that recovery would be indpracticable need to be rﬁade by the
issue.r’s committee of independent directors responsible for executive compensation
decisions, or in the absence of such a committee, by a majority of the independent

- directors serving on the board? If not, why not, and who should be authorized to make
the determination?

56. Are there other circuﬁlstances in which a listed issuer should be permitted to not pursue
recovery from its former executive officers? If so, please explain the circumstances and .
what, if any, conditions should apply.

57. Could application of the Section 10D recovery policy to current or former employees
cause an issuer to violate any existing statutory or contractual provisions? If so, please
specify the applicable provisions, how they might make affect recovery, and how an
issuer could address them to implement recovery.

58. Would issuers be able to implement tl;eir recovery policies with respect to existing

compensation agreements and arrangements through amendments to their by-laws?

¢. Board Discretion Regarding Manner of Recovery

Section 10D does not address whether an issuer’s board of directors may exercise

discretion in the manner in which it recovers excess compensation to comply with the listing - ‘
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standards. Commenters suggested that the Commission’s rule and rule. amendments should
address whether boards may exercise discretion in effecting recovery in two primary areas — the
amount to be recovered when discretion was exercised in the original grant, and the means of

recovery.

i Amount to Be Recovered

Commenters requested that Boards be able to exercise discretion with regard to the
amount th be rec0\./ered when discretion was used in determining the original award amouvnt.l90
For example, some issuers use “pool plans,” in which the size of the available bonué pool is
determined based wholly or in part on satisfying a financial reporting measure performance goal,
but speciﬁc.amounts granfed from the pool to individual executives are based on discfetion. One
commenter recommended that the issuer’s board of directors have the discretion to deéide how
much to recover from each executive officer, as long as the issuer recovers the aggregate

1 A different commenter stated that the issuer’s board should be

erroneously awarded amount.
given the same level of discretion to determine the amount to be recovered from individual
executive officers as was used in making the initial compensation decision.'”® This commenter
also suggested that the Commission consider situations in which the issuer’s board woﬁld be

permitted to settle for less than the full amount when seeking recovery under its recovery

policy.'”

190 See letters from Davis Polk & Wardwell LLP, Center on Executive Compensation and Society of Corporate
Secretaries and Governance Professionals. See Section I11.C.3.a, above, regarding the amount to be recovered when
discretion was used to either increase or decrease the original award amount.

1 See letter from Protective Life Corporation.

192 See letter-from Center on Executive Compensation.

193 gee letter from Center on Executive Compensation.
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As proposed, Rule 10D-1 would not limit the amount of compensation the board could .
seek to recover on any other legal basis. However, under the proposed rule, issuers’ boards of -
directors would not be permitted to pursue differential recovery among executive officers,
including in “pool plans,” where the board may have exercised discretion as to individual grants
in allocating the bonus pool. In this instance, we believe that recovery should be pro rata based
on the size of the original award rather than discretionary. We believe that permitting discretion
in these instances would be inconsistent with Section 10D’s no-fault standard and its goal of
preventing executive officers from retaining compensation to which they are not entitled under
the restated financial reporting measure. Additionally, permitting discretion in these instances
could result in issuers selectively applying recovery policies to former executive officers, which
we believe also would be inconsistent with Section 10D’s purpose.

Moreover, consistent with Section 10D’s emphasis on preventing executive officers from

retaining compensation that they received and to which they were not entitled under the issuer’s ‘
restated results, and as described above, we are not proposing that issuers be permitted to settle
for less than the full recovery amount unless impracticable from a cost standpoint. In that

. .. . . 4
circumstance, the same conditions would apply as for a determination to forgo recovery.19

ii.  Means of Recovery

In addition, several commenters recommended that boards of directors be able to exercise

discretion on how to accomplish recovery under the recovery policy required by the proposed

194 See Section I1.C.3.b, above. ‘
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listing standards.'®® One commenter suggested that boards may decide to recover the excess

compensation over time or from future pay,'*® while another commentér recommended that
issuers recover erroneously paid compensation first from current compensation owing, and then
from executive officers’ after-téx funds.'®’ One commenter recommended that recovery of an -
incentive-based compensation award that has been earned but not paid should be accomplished
through forfeiture of the award, while recovery in all other cases should be accomplished solel.'y
by the executive officer’s repayment. 198 Several commenters suggested cancellation of unvested
equity and non-equity awards or offsetting against amounts otherwise payable by the issuer to
the executive officer, such as deferred compensation, as possible recovery methods.'®

We recognize that the appropriate means of recovery may vary by issuer and by type of
compensation arrangement. Consequently, we believe issuers should be able to exercise
discretion in how to accomplish recovery. Nevertheless, in exercising this discretion, we believe
that issuers should act in a mannef that effectuates the purpose of the statute — to prevent
executive officers from retaining compensation that they received and to which they were not
entitled under the issuer’s restated results. Regardless of the means of recovery utilized, we
believe that issuers should recover excess incentive-based compensation reasonably promptly, as

undue delay would constitute non-compliance with an issuer’s policy as required.

193 See letters from Davis Polk & Wardwell LLP, Center on Executive Compensation, Pay Governance LLC,
Society of Corporate Secretaries and Governance Professionals, Stuart R. Lombardi and Protective Life
Corporation.
19 See letter from Davis Polk & Wardwell LLP.

17 See letter from Frederic W. Cook & Co., Inc.

198 See letter from Meridian Compensation Partners, LL.C.

199 See letters from Center on Executlve Compensation, Society of Corporate Secretaries and Govemance
Professionals and Protective Life Corporation.

75



59.

60.

61.

62.

63.

Request for Comment . : .

How and under what circumstances, if any, should the board of directors be able to
exercise discretion regarding the amount to be recovered? What steps should the board

of directors be required to take, if any, before exercising any permitted discretion about

. the amount to be recovered from individual executive officers?

Are there any material tax considerations relevant to whether an issuer should be able to
exercise discretion as to the amount of recovery? If so, please explain.
Would the exercise of discretion by an issuer’s board of directors on the amount to be
recovered where discretion was used in determining the original award amount (e.g., in a
pool plan) be consistent with the purpose of Section 10D? If so, how?

a. Ifan issuer uses a pool plan in which achievement of a financial reporting

measure determines the aggregate amount of the bonus pool and the bonus pool is

insufficient after giving effect to the restatement, how should the issuer determine ‘
the amount to be recovered? Should this decision be left to the board of directors
or compensation committee? Should recovery be on a pro rata basis?

Should an issuer’s board of directors be able to exercise discretion regarding the means of

recovery, as proposed? If so, how and under what circumstances should the board be

able to exercise discretion regarding the means of recovery? Are there any steps the

board should be required to take before it exercises any permitted discretion regarding the

means of recovery?

Should any of the principles discussed in this section be codified?

76



64.

65.

66.

67.

Should deferred payment arrangements be permitted when an executive officer otherwise
is unable to repay excess incentive-based compensation? If so, should the time period
over which repayment may be deferred be limited?

If recovery does not occur reasonably promptly, this would constitute non-compliance
with an issuer’s policy. Should there be an explicit window of time within which an
issuer must have recovered excess incentive-based compensation from an executive
beyond which the failure to recover would not be considered “reasonably prompt”? Why
or why not? If so, what should that time period be?

Should an issuer be permitted to recover excess incentive-based compensation by netting

incentive-based compensation overpayments with incentive-based compensation

‘underpayments that result from restating financial statements for multiple periods during

the three-year recovery period? For example, suppose an issuer’s restatement for a
material error in revenue recognition results in a shift in revenue from the most recent
year to an earlier year in the three-year period, such that an incentive payment in the
earlier year would have been greater under the restatement. Should the issuer be
permitted to recover the excess incentive-based compensation in the later year by
crediting the earlier “underpayment”? Why or why not? Should the conclusion be
different from the situation where the executive officer received incentive-based
compensation due to the achievement of a cumulative performance goal for the three-year
period based on the financial reporting measure? Why or why not?

One commenter suggested that we specifically authorize or approve of the use of a

nonqualified deferred compensation plan (e.g., a “holdback plan” or “bonus bank”) to aid
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in the recovery of erroneously awarded incentive-based compensation.’” Would these or .

other mechanisms aid in the recovery of such compensation? Why or why not?
4. Compliance with Recovery Policy

Under the proposed rule and rule amendments, an issuer would be subject to delisting if it
does not adopt and comply with its compensation recovery policy.?®! The proposed rule and rule
amendments do not specify the time by which the issuer must complete the recovery of excess
incentive-based compensation. Rather, under proposed Rule 10D-1, an exchange would
determine whether the steps an issuer is taking constitute compliance with its recovery policy. In
making this assessment, an exchange would need to determine, among other things, whether the
issuer was making a good faith effort to promptly pursue recovery.

Request for Comment

68. Should Rule 10D-1 specify the time by which the issuer must complete the recovery of

excess incentive-based compensation required by the listing standards? ‘
-69. Should Rule 10D-1 provide an objective standard to determine whether an issuer is
complying with its recovery policy? For example, if the issuer has not recovered a
- certain percentage of excess incentive-based compensation within.a certain time period
) after a restatement that triggers application of the policy, should it be deemed non-

compliant? If so, what percentages or time periods should be used, and why?

200 gee letter from Clark Consulting.

2! Under the proposed rule and rule amendments, it would also be subject to delisting if it does not disclose its
compensation recovery policy in accordance with Commission rules.
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70. Alternatively, should Rule 10D-1 provide a standard that includes different subjective
criteria, or both subjective and objective criteria, to determine whether an issuer is
complying with its recovery policy? If so, what s.tandard should be used and why?

71. Are there procedures that should be considered to assess compliance with an issuer’s
policies and procedures concerning recovery of excess incentive-based compensation? If
so, what are they? Should an issuer be required to disclose those policies and
procedures? Should there be an independent third-party assessment of an issuer’s
compliance with those policies and procedures?

72. Could proposed Rule 10D-1 be revised to better ensure compliance with the obligation to
recover? If so, how?

D. Disclosure of Issuer Policy on Incentive-Based Compensation - ‘

Section 10D(b)(1) requires exchanges and associations to adopt listing standards that call
“for disclosure of the policy of the issuer on incentive-based compensation that is based on
financial information required to be reported under the securities laws.” Sections 10D(a) and (b)
require that the Commission adopt rules requiring the exchanges to prohibit the listing of any
security of an issuer that does not develop and implement a policy providing for such disclosure.

Commenters noted that Section 10D(b)(1) could be read either to require disclosure about
the issuer’s policy on incentive-based compensation generally, or, instead, to require disclosure

only about the issuer’s recovery policy with regard to such compensation. One commenter®”

requested that the Commission address how the disclosure required by Section 10D(b)(1) would

202 gee letter from Baker, Donelson, Bearman, Caldwell & Berkowitz, PC.
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relate to the recovery policy disclosure already provided in an issuer’s CD&A.2® Another
commenter recommended implementing Section- 10D(b)(1)’s disclosure requirement by
mandating that CD&A include the type of disclosure currently addressed but not manda‘ped under
Item 402(b)(2)(viii) of Regulation S-K, to the extent that such policies relate to financial |
information required to be reported under the securities laws.”%

A different commenter recommended that the Commission not interpret Section
10D(b)(1) as creating a new disclosure requirement for incentive-based compensation or, if the
Commission does adopt a separate disclosure requirement, that it allow the requirement to be
satisfied by identifying any types of incentive-based compensation that are based on financial

205 This commenter further

information that is required to be reported under the securities laws.
recommended that the Commission allow an issuer to present any required disclosure on its
general corporate website in view of the information about incentive-based compensation that is
currently required in proxy materials under Item 402 of Regulation S-K.

Other commenters sought disclosure of issuers’ clawback decisions. One commenter
recommended public disclosure of an issuer’s decision whether or not to pursue recovery as a
means to prevent abuse of any permitted discretion.””® A different commenter stated that in

addition to disclosing the existence of a clawback policy, listed issuers should be required to

disclose whether or not recovery has been initiated and completed, along with details of the sums

f

2% Ttem 402(b)(2)(viii) provides as an example of information that may be material information to be disclosed

under CD&A “[r]egistrant policies and decisions regarding the adjustment or recovery of awards or payments if the
relevant registrant performance measures upon which they are based are restated or otherwise adjusted in a manner
that would reduce the size of an award or payment.”

204 See letter from ABA Business Law Section.

25 See letter from Compensia, Inc.

26 gee Jetter of Stuart R. Lombardi.
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recovered and identity of executives from whom compensation was recovered, as a prophylactic

against firms that restate but do not meet their obligation to recover funds.*"’

In part, because Section 10D(b)(1) comes under the Section 10D(b) heading “Recovery
of Funds,” we construe its discio-sure requirement to mean disclosure of the listed issuer’s policy
related to recovery of erroneously awarded compensation. This approach would permit an
aséessment of a listed issuer’s compliance with the mandatory recovery policy, while avoiding a
potential duplication of the existing disclosure requirements applicable to incentive-based
compensation. The proposed disclosure requirements are intended to inform shareholders and
the listing exchange as to both the substance of a listed issuer’s recovery poiicy and how the
listed issuer implements that policy in practice.

While the specific language of Sections IOD(é) and (b) may be ambiguous, we believe
that it is intended to require listed issuers to adopt, comply with, and provide disclosure about
their compensation recovery policies. Accordingly, proposed Rule 10D-1 would call for the
listing standards to include among the new requirements that listed issuers disclose their
recovery policies.?®® Implementing the disclosure requirement as an element of the listing
standards would permit exchanges to commence de-listing proceedings for issuers that fail to
make the required disclosure, as well as those that fail to adopt recovery policies or fail to-
comply with their terms. | |

Further, to pvrovide consistent disclosure across exchanges, pfoposed Rule 10D-1would
provide that the required disciosurg about the issuer’s recovery policy must be filed in

accordance with the disclosure requirements of the federal securities laws. These requirements

%7 See AFL-CIO Joint Letter, suggesting that this disclosure be in the Form 8-K.

298 proposed Rule 10D-1(b)(1).
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would be implemented by the proposed amendments to Regulation S-K and relevant forms .
described below. Structuring the provision in this manner would assure that, in addition to
making the disclosure a condition to listing, it would be subject to Commission oversight to the
same extent as other disclosure required in Commission filings.
Finally, to facilitate verification of compliance by the exchanges, the listing standards of
each exchange would require fhat listed issuers record their compensation recovery-policies in
writing, and these recovery policies would be filed with the Commission, as described

immediately below.

1. Listed U.S. Issuers

Th-e first of the proposed disclosure requirements would amend Iterﬁ 601(b) of
Regulation S-K to require that a listed issuer file its recovery policy as an exhibit to its anhual
report on Form 10-K. 2% For this purpose, an issuer would be “a listed issuer” if it had a class of .
securitie§ listed on an exchange registered pursuant to Section 6 of the Exchaﬁge Actor an
association régistered pursuant to Section 15A of the Exchange Act at any tirﬁe during its last
completed fiscal year. Because the disclosure is keyed to the statutorily mandated listing
requirement, we woﬁld apply £his disclosure requirement té all listed issuers and do not propose
to apply it to issuérs who do not have a listed class of securities.
Although not si)eciﬁcally required by the Act, to further implement Secﬁon 10D(b)(1),

we are also using our discretionary authority to propose to amend Item 402 of Regulation S-K to

29 proposed Item 601(b)(96) of Regulation S-K. The Form 20-F Instructions as to Exhibits would be amended
correspondingly to add new Instruction 17. Similarly, Form 40-F would be amended to add new paragraph (17(a))
to General Instruction B. Form N-CSR would be amended to renumber Item 12 (Exhibits) as Item 13 and add new
paragraph (a)(3) to that item for those registered management investment companies that would be subject to the

requirements of proposed Rule 10D-1. : ‘

82




require listed issuers to disclose how they have applied their recovery policies. Proposed Itenr

402(w) of Regulation S-K would apply if at any time during its last completed fiscal year either a

restatement that required recovery of excess incentive-based compensation pursuant to the listed

issuer’s compensation recovery policy was completed or there was an outstanding balance of
excess incentive-bﬁsed compensation from the application of that policy to a prior restatement.

In this circumstance, the listed issuer would be required to provide the following information in

its Item 402 disclosure:

e For each restatement, the date on which the listed issuer was required to prepare an
accounting restatement, the aggregate dollar amount of excess incentive-based
compensation attributable to such accounting restatement and the aggregate dollar
amount of excess incentive-based compensation that remains outstanding at the end of its
last completed fiscal year;>"

e The estimates used to determine the excess incentive-based compensation attributable to
such accounting restatement, if the financial reporting measure related to a stock price or
total shareholder return metric;

e The name of each person subject to recovery of excess incentive-based compensation
attributable to an accounting restatement, if any, from whom the listed issuer decided
during the last completed fiscal year not to pursue recovery, the amount forgone for each

such person, and a brief description of the reason the listed issuer decided in each case

not to pursue recovery; and

Proposed Instruction 4 to Item 402(w) would provide that if the aggregate dollar amount of excess incentive-
based compensation has not yet been determined, the listed issuer would disclose this fact and explain the reasons.

210
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¢ . The name of, and amount due from, each person from whom, at the end of its last

completed fiscal year, excess incentive-based compensation had been outstanding for 180

days or longer since the date the issuer determined the amount the person owed.

As proposed, the discloéure would show a listed issuer’s activity to recover excess
incentive-based compensation during its last completed fiscal year. We believe this disclosure
would inform shareholders’ voting and investment decisions and help exchanges ensure
compliance with their listing standards. All listed issuers would be subject to Item 402(w)
disclosure.?'! The proposed disclosure would be included along with the listed issuer’s other
Item 402 disclosure in annual reports on Form 10\-K and any proxy and consent solicitation
materials that require executive compensation disclosure pursuant to Item 402 of Regulation S-
K.2'? As proposed, a listed issuer that complies with its Iteni 402(w) disclosure requirements
would not need to disclose any incentive-based compensation recovery pursuant to Item
404(a).*"> With respect to registered management investment companies subject to proposed
Rule 10D-1, information mirroring the proposed Item 402(w) disclosure would be included in
annual reports on Form N-CSR and in proxy statements and information statements relating to

the election of directors. *'*

2T gee proposed Instruction 1 to Item 402(w), defining the term “listed registrant; and proposed Instruction 2 to Item
402(w) defining the term “compensation recovery policy.”

212 proposed Instruction 5 to Item 402(w).

21 proposed Instruction 5.a.iii to Item 404(a) of Regulation S-K. Item 404(a) requires a description of any
transaction, since the beginning of the issuer’s last fiscal year, or any currently proposed transaction, in which the
issuer was or is to be a participant and the amount involved exceeds $120,000, and in which any related person had
or will have a direct or indirect material interest. For registered management investment companies, see proposed
Instruction 1 to Item 22(b)(20) of Schedule 14A (information provided pursuant to Item 22(b)(20) is deemed to
satisfy the requirements of paragraphs (b)(8) and (b)(11) of Item 22 with respect to the recovery of erroneously
awarded compensation pursuant to Rule 10D-1(b)(1)).

214 proposed Item 12 of Form N-CSR; proposed Item 22(b)(20) of Schedule 14A. We are also proposing to amend
General Instruction D to Form N-CSR to permit registered management investment companies subject to proposed
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Since our proposal would apply to any current or former executive officer to recovery,
rather than only the “named executive officers” whose compensation is subject to discussion in
CD&A, we propose this disclosure requirement as a separate item rather than as an amendment
to CD&A. If the listed issuer is required to pr(;vide CD&A under Item 402 of Regulation S-K,
however, the listed issuer could choose to include the disclosure required by proposed Item
402(w) in its CD&A discussion of its recovery policies and decisions pursuant to Item
402(b)(2)(viii) of Regulation S-K. Such a practice could benefit investors by disclosing all
compensation recovery information in a single location in the filing.

We also considered implementing Section 10D(b)(1)’s disclosure requirement by
mandating that CD&A include the type of disclosure currently addressed but not mandated under
Item 402(b)(2)(viii) of Regulation S-K, to the extent that such policies relate to financial
information required to be reported under the securities laws. This approach, however, would
q’ always locate the disclosure in CD&A, a section that requires discussion of the compensation

awarded to, earned by, or paid to the smaller group of “named executive officers.” Further,
.smaller reporting companies, emerging growth companies and foreign private issuers are not
required to provide CD&A in their filings and proposed Item 402(w) disclosure would be

required in some filings that do not require CD&A disclosure.?”” In addition, the disclosure

Rule 10D-1 to answer the information required by proposed Item 12 by incorporating by reference from the
company’s definitive proxy statement or definitive information statement.

215 Smaller reporting companies and emerging growth companies are not required to provide CD&A in accordance
with the scaled disclosure requirements contained in Item 402 of Regulation S-K. See Item 402(1) of Regulation S-
K and Section 102(c) of the JOBS Act. Foreign private issuers and filers under the multijurisdictional disclosure
system (“MJDS”) who file annual reports on Form 20-F or Form 40-F, respectively, are not subject to Item 402 of
Regulation S-K and are not required to provide CD&A. See Form 20-F and Form 40-F. Similarly, foreign private
issuers electing to use U.S. issuer registration and reporting forms are not required to provide CD&A because they
will be deemed to comply with Item 402 by providing the information required by Items 6.B .and 6.E of Form 20-F,
with more detailed information provided if otherwise made publicly available or required to be disclosed by the
issuer’s home jurisdiction or a market in which its securities are listed or traded. See Item 402(a)(1) of Regulation
S-K. . : ‘ \
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called for by CD&A is not limited to recovery triggered by the restatement of a financial ‘
reporting measure, but instead encompasses other adjustments that would reduce the size of an
award or payment, including with respect to an award based on a strategic or operational
measure. >
We are also proposing amendments to the Summary Compensation’ Table disclosure
requirements. A new instruction to the Summary Compensation Table would require that-any
amounts recovered pursuant to a listed issuer’s erroneously awarded compensation recovery
policy reduce the amount reported in the applicable column for the fiscal year in which the
amount recovered initially was reported, and be identified by footnote.”’” For example, if a listed
issuer reported that in 2016 its Principal Executive Officer earned $1 million in non-equity

incentive plan award compensation, and in 2017 a restatement of 2016 financial statements

resulted in recovery of $300,000 of that incentive-based compensation, the 2017 Summary

Compensation Table would revise the 2016 reported amount to $700,000, with footnote '
disclosure of the $300,000 recovered. The Summary Compensation Table “total” column would

also be revised the same way. The new instruction would apply in any filing requiring Summary
Compensation Table disclosurJe covering the affected fiscal yéar, including in Securities Act

registration statements.

In addition, Form N-CSR and Schedule 14A do not require registered investment companies to provide CD&A
disclosure. Currently, registered investment companies are not subject to Item 402 disclosure. We are proposing
that registered management investment companies subject to proposed Rule 10D-1 would provide information
mirroring the proposed Item 402(w) disclosure in annual reports on Form N-CSR pursuant to proposed item 12 of
that form, and in proxy statements and information statements pursuant to proposed ltem 22(b)(20) of Schedule
14A.

216 1tem 402(b)(2)(viii) of Regulation S-K: “Registrant policies and decisions regarding the adjustment or recovery
of awards or payments if the relevant registrant performance measures upon which they are based are restated or

- otherwise adjusted in a manner that would reduce the size of an award or payment.”

7 proposed Instruction 5 to Item 402(c), and proposed Instruction 5 to Item 402(n). : ‘
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We are proposing that the disclosure required by proposed Item 402(w) be provided in
interactive data format using XBRL using block-text tagging.218 The interactive data would have
to be provided as an exhibit to the definitive proxy or information statement filed with the
Commission and as an exhib