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SEC PROPOSES EXECUTIVE COMPENSATION “CLAWBACK” RULES 

Introduction 

On July 1, 2015, the SEC proposed new rules to implement the provisions of Section 954 of 
the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010.1 Proposed Rule 
10D-1 would require that the national securities exchanges establish listing standards that 
would require listed companies to adopt and enforce incentive compensation recovery (i.e., 
“clawback”) policies requiring the recovery of erroneously paid incentive-based compensation 
from executive officers and former executive officers.  In addition, amendments to other rules 
would require that a listed company file the policy as an exhibit to its annual report, and, in 
cases where recoupment has been triggered, disclose amounts recovered and outstanding 
balances not recovered.  The proposed rules would apply to all listed issuers (with limited 
exceptions), including foreign private issuers, smaller reporting companies, emerging growth 
companies, and companies with only listed debt or preferred securities.  Proposed Rule 10D-1 
applies a “no fault” standard and requires recovery except in very limited circumstances 
where pursuing recovery would be impracticable. 

The SEC states that the objective of the proposed rules is to prevent executive officers from 
retaining incentive-based compensation that they should not have received in the first 
instance, but did receive because of material errors in their companies’ financial statements. 
SEC Chair White states that, by requiring executive officers to return incentive-based 
compensation that was based on inaccurate financial reporting measures, “[t]he proposed 
rules would result in increased accountability and greater focus on the quality of financial 
reporting, which will benefit investors and the markets.” 

Restatements Triggering Application of Clawback Policy 

Under proposed Rule 10D-1, listing standards would require companies to adopt and comply 
with clawback 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 requirement under the securities laws.”  The triggering event to require 
recovery occurs when a company has an obligation to prepare such a restatement.   

The proposed rule defines the date that a company is required to prepare an accounting 
restatement as the earlier of: 

• the date the company’s board of directors, a committee of the board of directors, or the 
officer or officers of the company authorized to take such action if board action is not 

                                                 
1 The proposing release, Listing Standards for Recovery of Erroneously Awarded Compensation (SEC Release Nos. 33-
9861; 34-75342; IC-31702), is available at https://www.sec.gov/rules/proposed/2015/33-9861.pdf. 
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required, concludes, or reasonably should have concluded, that the company’s 
previously issued financial statements contain a material error; or 

• the date a court, regulator or other legally authorized body directs the company to 
restate its previously issued financial statements to correct a material error. 

In the proposing release, the SEC notes that issuers have an obligation to file materially 
complete and accurate financial statements, which would support using the filing date of the 
erroneous financial statements as the triggering date.  However, using the filing date would 
not achieve the Congressional intent because if the filing date were used, any clawback would 
not apply to any erroneously paid incentive-based compensation received after such date. 

The proposed rule provides that “material noncompliance” is deemed to occur when there is a 
restatement to correct an error that is material to previously issued financial statements.  
Materiality is to be determined based on the particular facts and circumstances and the 
proposing release does not provide examples of the types of restatements that the SEC would 
consider to be material.  However, the proposing release confirms that certain changes to a 
company’s financial statements do not represent corrections of errors under the accounting 
standards and therefore would not trigger application of the clawback policy under the 
proposed listing standards.  These changes which do not trigger recovery include the 
retrospective application of a change in accounting principles (as opposed to a change from 
an accounting principle that is not generally accepted to one that is generally accepted) and 
the retrospective revision to reportable segment information due to changes in the structure 
of a company’s internal organization. 

Incentive-Based Compensation 

Incentive-based compensation that may be subject to clawback is defined as any 
compensation that is granted, earned or vested based wholly or in part upon the attainment 
of a financial reporting measure.  Financial reporting measures include stock price and total 
shareholder return, financial measures included in a company’s financial statements, and 
non-GAAP and other measures derived from such measures.  Such financial measures do not 
need to be presented in a company’s financial statements and could be measures included in 
the company’s Management’s Discussion and Analysis of Financial Condition and Results of 
Operations, including liquidity measures and return measures.   

Compensation that potentially would be subject to the clawback policy required by proposed 
Rule 10D-1 would include the following: 

• non-equity incentive plan awards that are earned based wholly or in part on satisfying 
a financial reporting measure performance goal; 
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• 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”), 
stock options, and stock appreciation rights (“SARs”) that are granted or vest 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. 

Incentive-based compensation would not include compensation based on strategic measures 
such as consummating an acquisition or completing a restructuring, or compensation based 
on operational measures, such as store openings, fulfillment rates or customer satisfaction.  
Equity awards where the grant is not based on the achievement of financial measures and 
where vesting is time-based are outside the definition of incentive-based compensation. 

Erroneously Paid Incentive-Based Compensation 

Erroneously paid compensation that would be subject to clawback would be incentive-based 
compensation earned or paid in excess of what would have been earned or paid based on the 
restated financial statements.  Under the proposed rule, the calculation takes into account any 
negative discretion that the company’s board or compensation committee may have exercised.  
For example, if based on the financial reporting measure originally reported, the amount of 
an award would have been $3,000, but the company exercises negative discretion to pay out 
only $2,000, then if following a restatement, the amount of the award based on the corrected 
financial reporting measure would have been $1,800, the recoverable amount would be $200 
(i.e., $2,000 minus $1,800).  In cases where an incentive award is based only in part on the 
achievement of a financial reporting measure, then the calculation of recoverable 
compensation only would be made with respect to the affected portion of the award.   

For cash awards paid from bonus pools, the size of the aggregate bonus pool 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 paid from the bonus pool, the 
recoverable amount would be the pro rata portion of the variance.  However, if the reduced 
bonus pool would have been large enough to cover the individual bonuses, then no recovery 
would be required. 

A more complex determination would be required where the incentive-based compensation is 
based on stock price or total shareholder return.  In such cases, the proposed rule provides 
that the recoverable amount may be determined based on a reasonable estimate of the effect 
of the accounting restatement on stock price or total shareholder return.  In its economic 
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analysis section of the proposing release, the SEC notes that, because the amount of 
erroneously awarded compensation would not be subject to mathematical calculation directly 
from the information in the restated financials, the cost of recovering erroneously awarded 
incentive compensation would be higher.  Determination of the “but for” price of the stock 
(i.e., the stock price that would have been if financial statements originally had been 
presented as later restated) would likely involve significant costs for expert reports and could 
result in difficult considerations as to whether the direct costs of pursuing a recovery would 
exceed the amounts subject to recovery. 

The recoverable amount under proposed Rule 10D-1 would be calculated on a pre-tax basis 
without regard to any taxes paid by the executive officer.  In cases of nonqualified deferred 
compensation plans, the account balances (including earnings on erroneously credited 
amounts) would be reduced by the excess incentive-based compensation contributed to the 
nonqualified deferred compensation plan account. 

In the cases of equity awards, if the award or shares underlying the award are still held at the 
time of recovery, the recoverable amount would be the number of shares, units or options in 
excess of the number that would have been received based on the restated financial reporting 
measure.  Where shares have been sold, the recoverable amount would be the sale proceeds 
received by the executive officer with respect to the excess number of shares.  The proposed 
rule does not address situations where only a portion of the shares underlying an award has 
been sold, including how to allocate recovery between an outstanding award and shares 
received upon vesting or exercise of an award. 

Clawback Period 

Proposed Rule 10D-1 would require the recovery of erroneously paid incentive-based 
compensation received during the three completed fiscal years immediately preceding the 
date a company is required to prepare an accounting restatement.   

Compensation would be deemed received for purposes of the required clawback policy in the 
fiscal year during which attainment of the financial reporting measure specified in the 
incentive-based compensation award causes the award to be granted, earned or to vest.  For 
example, if an award was paid out in January 2015 based on cumulative EBITDA for the 3-
year period ended December 31, 2014, compensation would be deemed received in calendar 
year 2014, and therefore only would be subject to potential clawback if the date that a 
company was required to prepare a restatement occurred prior to the end of calendar year 
2017.  In addition, even where payment or settlement of the award is subject to further 
conditions (such as time-based vesting following the performance period), awards based on 
erroneous performance measures would be subject to clawback even though payout or 
settlement has not occurred.   
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Executive Officers Subject to Clawback Policy 

Proposed Rule 10D-1 defines “executive officers” to mirror the definition under SEC Rule 16a-
1(f) which defines the term “officers” for purposes of the Section 16 reporting and short-swing 
profit recovery provisions.  As in the case of SEC Rule 16a-1(f), executive officers named in a 
company’s annual report on Form 10-K are presumed to be executive officers for purposes of 
the proposed rule.  In addition, the proposed rule would apply to former executive officers 
who received erroneously paid incentive-based compensation during the 3-year look-back 
period.  In cases where an individual’s position changed during the 3-year look-back period, 
compensation would be subject to recovery if the individual served as an executive officer at 
any time during an award’s performance period within the 3-year look-back period. 

Discretion of the Company’s Board 

Under proposed Rule 10D-1, a company’s board would have limited discretion not to recover 
erroneously paid incentive-based compensation.  Erroneously awarded compensation must 
be recovered except in cases where the direct costs payable to third parties in pursuing 
recovery would exceed the recoverable amount or where recovery would violate a foreign 
country’s laws.  In the former case, a company would nevertheless need to make a reasonable 
attempt to recover the erroneously paid incentive compensation.  In the latter case, additional 
conditions are required, including a legal opinion.  The proposed rule does not specify what 
actions would constitute a reasonable attempt to recover.  As discretion is limited in a 
company’s decision not to seek recovery, a company also has limited discretion to determine 
not to pursue full recovery, and any such decision would be subject to the same conditions as 
would apply to a determination not to pursue recovery.  However, the proposing release does 
state that companies may exercise some discretion in determining the most appropriate 
means of effecting recovery, provided that recovery is effected in a reasonably prompt manner.  
Under the proposed rule, the national securities exchange would determine whether a 
company was taking adequate steps to comply with its policy, including whether a company 
was making a good faith effort to promptly pursue recovery. 

Disclosure of Clawback Policies and Clawback Events 

Proposed amendments to Item 601 of Regulation S-K and Forms 20-F and 40-F would 
require that listed companies file their clawback policies as exhibits to their annual reports.  
In addition, proposed new Item 402(w) of Regulation S-K and amendments to Forms 20-F 
and 40-F would require that companies include prescribed disclosures if a restatement that 
required clawback occurred during the company’s last completed fiscal year or if there was an 
outstanding balance of excess incentive-based compensation from the application of the 
company’s clawback policy due to a prior restatement.  The required disclosures would 
include (i) the aggregate amount of excess incentive-based compensation attributable to the 
accounting restatement, (ii) the amount of excess incentive-based compensation that remains 
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outstanding as of the end of the last completed fiscal year, (iii) if the financial reporting 
measure related to stock price or total shareholder return, the estimates used to determine 
excess incentive-based compensation, and (iv) the amount of any excess incentive-based 
compensation for which the company determined not to pursue recovery and the names of 
any executive officers for whom recovery was not pursued.  The disclosures required by Item 
402(w) also would be required to be provided in interactive data format using XBRL. 

Transition and Timing 

The proposed rules are subject to a 60-day comment period that began on July 14, 2015.  
Given the anticipated number of comments that the SEC will need to consider, it is unlikely 
that final rules will be adopted prior to the end of 2015.  Following adoption of final rules, the 
SEC is proposing that national securities exchanges would have 90 days following publication 
of the final rules in the Federal Register to file their proposed listing rules to be implemented 
pursuant to Rule 10D-1, with final listing rules to be adopted no later than one year following 
publication of Rule 10D-1 in the Federal Register.  Companies would then be required to 
adopt compliant clawback policies within 60 days following the effective date of the new 
listing rules.  As a result, we expect that companies may be required to adopt new clawback 
policies prior to the end of 2016.  In addition, because proposed Rule 10D-1 would require 
that companies recover any erroneously paid incentive-based compensation that is received 
on or after the effective date of Rule 10D-1 and that is based on financial measures for any 
fiscal period ending on or after such effective date, companies should expect that incentive-
based awards which have a performance period ending after 2015 (including previously 
granted awards) will be subject to the new clawback policies.   

Observations and Recommended Actions 

The clawback policy required by proposed Rule 10D-1 would be “no fault” and recovery would 
be required even if inconsistent with pre-existing compensation arrangements.  Because most 
companies with clawback policies limit recovery to where an executive engaged in misconduct, 
the most fundamental change that companies would need to make in their clawback policies 
will be to provide for “no fault” recovery where there is a material restatement which resulted 
in executives receiving more incentive-based compensation than they would have received 
under the restated financials.  In addition, the proposed rule provides a company’s board with 
very limited discretion to determine whether to pursue recovery, whereas most companies’ 
clawback policies vest the board with discretion to determine whether recovery is in the 
company’s best interests. 

Companies also will need to consider making changes to their compensation arrangements in 
order to prepare to comply with final Rule 10D-1, when adopted.  Companies should review 
their compensation arrangements and consider how the required clawback policy could be 
applied to previously granted compensation awards and agreements.  Companies may wish to 
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incorporate the required clawback requirements into future awards (if this is otherwise not an 
existing award provision) and obtain acknowledgments from executives as to the future 
applicability of the clawback requirements under Rule 10D-1.  Companies also may need to 
consider revisions to their forms of severance agreements in order to make certain that they 
preserve a contractual right against former executive officers to recover erroneously paid 
incentive-based compensation. 

In its economic analysis section of the proposing release, the SEC states that it anticipates 
that the proposed rules could meaningfully affect the size and composition of executive 
compensation arrangements.  Given that the mandated clawback policies would require 
recovery on a “no fault” basis, the SEC anticipates that executives may seek to negotiate 
changes in their compensation arrangements that link more of their compensation to either 
fixed compensation arrangements or incentive-based compensation that is not based on 
achieving financial measures (which includes stock price and total shareholder return under 
the proposed rule), such as incentive compensation based on operational metrics.  In addition, 
companies may change their incentive compensation arrangements to be based on board or 
compensation committee discretion, as discretionary incentive compensation would not be 
subject to recovery under the required clawback policy.  However, given institutional 
shareholder expectations and the recent evolution of compensation to be increasingly tied to 
financial performance, including total shareholder return, it is questionable whether 
executive compensation arrangements will materially change. 

The SEC also notes in the proposing release that a market for insurance may develop as a 
result of the adoption of Rule 10D-1.  While companies would be prohibited from paying for 
or reimbursing executives for insurance premiums, it is questionable whether national 
securities exchanges would be able to determine whether executives’ compensation have been 
increased to reflect the costs for such insurance.  The SEC expects that, if private insurance 
policies becomes available for executives to insure against losses of incentive-based 
compensation when the material accounting error is not attributable to the executive, 
compensation packages would likely increase to cover the cost of such policies. 

Finally, it should be noted that the Dodd-Frank required clawback under proposed Rule 
10D-1 is limited to financial restatements and does not cover other types of conduct that 
companies may include in their clawback policies, such as employee misconduct, unethical 
behavior, violation of a restrictive covenant or termination for cause. 
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About Curtis 

Curtis, Mallet-Prevost, Colt & Mosle LLP is a leading international law firm. Headquartered 
in New York, Curtis has 17 offices in the United States, Latin America, Europe, the Middle 
East and Asia. Curtis represents a wide range of clients, including multinational corporations 
and financial institutions, governments and state-owned companies, money managers, 
sovereign wealth funds, family-owned businesses, individuals and entrepreneurs. 

For more information about Curtis, please visit www.curtis.com. 

Attorney advertising. The material contained in this Client Alert is only a general review of 
the subjects covered and does not constitute legal advice. No legal or business decision 
should be based on its contents. 

For further information, contact: 

 
 

http://www.curtis.com/

