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Securities and Exchange Commission Proposes Rules Regarding Claw-Back of Executive
Compensation

Some five years after the passage of the Dodd-Frank Wall Street Reform and Consumer
Protection Act (“the Act”), the Securities and Exchange Commission (SEC) continues to work
through the rule-making process required by the Act. Today, as part of that effort, the SEC
released proposed rules governing the claw-back by public companies of erroneously awarded
compensation. If adopted, these rules will require each securities exchange or national securities
association that lists securities to adopt listing standards in compliance with proposed
Rule 10D-1 (the “Proposed Rule”) of the Securities Exchange Act of 1934, as amended.

Under the Proposed Rule, each listed public company will be required to adopt and adhere to a
written claw-back policy (a “Policy”). The Policy must provide that if the company is required
to prepare an accounting restatement due to material noncompliance by the company with any
financial reporting requirements under federal securities laws, the company will recover the
amount of any “erroneously awarded incentive-based compensation.”

To be subject to the Policy, the incentive-based compensation must meet certain criteria. First, it
must have been received at a time when the company had a class of listed securities. Second, it
must have been received by an individual who served as an executive officer of the company at
any time during the performance period for the incentive-based compensation.

The Policy must apply to any incentive-based compensation received during the three completed
fiscal years immediately preceding the date the company is required to prepare the restated
financials. In addition, the Policy must apply to any transition period resulting from a change in
the company’s fiscal year within or immediately following the three-year period (although a
transition period of nine months or more will be deemed a fiscal year).

For purposes of the Proposed Rule, “erroneously awarded compensation” is defined as the
amount of incentive-based compensation that was received that is in excess of the amount of
incentive-based compensation that otherwise would have been received, had it been determined
based on the restated financials. Importantly, this amount is to be calculated without regard to
any taxes paid on the amounts originally awarded.

Of particular note is the treatment of incentive awards for which it is impossible to calculate the
amount of the “erroneously awarded compensation” directly from the restated financials, such as
awards which are based on stock price or total shareholder return. In those circumstances, the
Policy will require a company to recover an amount that is based on a reasonable estimate of the
effect of the accounting restatement on the company’s stock price. In this situation, the company
must also maintain documentation of the determination of the amount recovered and provide that
documentation to its listing exchange or securities association.



In the event that a company undertakes a financial restatement, it is required to recover
erroneously awarded compensation unless it determines that recovery is impracticable. The
Proposed Rule, however, makes clear that recovery will only be impracticable if either (i) the
direct expense paid to a third party to assist in enforcing the Policy would exceed the amount to
be recovered or (ii) recovery would violate the law of the company’s home country. Further, a
company may not determine impracticability based on expense without first making a reasonable
attempt to recover the erroneously awarded compensation (and documenting those efforts), and
may not determine impracticability based on violation of law without first obtaining and
providing to the company’s exchange or securities association an opinion of counsel in that
jurisdiction stating that recovery is unlawful. And in either case, the company’s compensation
committee must make the determination that recovery is impracticable. As expected, the
Proposed Rule provides that a company may not indemnify its current or former executive
officers against the loss of erroneously awarded compensation.

It should be noted that the Proposed Rule also contains an amendment to Item 402 of Regulation
S-K, the effect of which is to require a public company to disclose, in either its proxy statement
or annual report on Form 10-K, the amount of any erroneously awarded incentive compensation.
Those required disclosures include not only the reduction of amounts reported in the company’s
summary compensation table (and footnote disclosure of the amounts recovered) but also (i) the
means by which the company determined the amount to be recovered, (ii) the amount of any
compensation which the company determined recovery was impracticable (and the rationale for
that determination), and (iii) the amount, if any, that the company determined was required to be
recovered but which had not yet been recovered from the executive as of 180 days following the
company’s determination.

For more information, please contact the Corporate Finance and Securities Practice Group
at Lane Powell: lanepowellpc@lanepowell.com
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This is intended to be a source of general information, not an opinion or legal advice on any
specific situation, and does not create an attorney-client relationship with our readers. If you
would like more information regarding whether we may assist you in any particular matter,
please contact one of our lawyers, using care not to provide us any confidential information until
we have notified you in writing that there are no conflicts of interest and that we have agreed to
represent you on the specific matter that is the subject of your inquiry.
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