February 10, 2015

SEC Proposes Disclosure Rules on
Hedging Policies
Will Not Affect 2015 Proxy Season; Requires Description of Hedging
Policies, Not Specific Transactions
SUMMARY
Yesterday, the SEC proposed rules requiring disclosure of hedging policies for directors, officers and
employees of U.S. public companies. These rules would require each public company to disclose, in any
proxy or information statement relating to director elections, whether its directors, officers or employees
are permitted to engage in transactions to hedge or offset any decrease in the market value of equity
securities of the public company or its affiliates. The rules would cover both equity securities granted as
part of compensation and those otherwise held directly or indirectly and would require disclosure of the
categories of hedging transactions a public company permits and those it prohibits.
The proposed rules would not require any company to prohibit hedging transactions or to otherwise adopt
hedging policies and would not require disclosure of any particular hedging transactions.
The proposal was approved unanimously by the SEC in private session, but the two Republican
Commissioners issued a separate joint statement expressing concerns over the scope of the proposal.
Comments are due 60 days after publication of the proposal in the Federal Register.

BACKGROUND
Section 955 of the Dodd-Frank Wall Street Reform and Consumer Protection Act added a new
Section 14(j) to the Securities Exchange Act of 1934 that requires annual meeting proxy statement
disclosure of whether employees or directors are permitted to engage in transactions to hedge or offset
any decrease in the market value of equity securities granted as compensation to, or held directly or
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indirectly by, the employee or director. The proposed rules would implement Section 14(j). There is no
deadline under the Dodd-Frank Act for adopting these rules.
Currently, proxy disclosure regarding hedging policies is limited to named executive officers and arises as
an example of a potential material consideration to be discussed in the Compensation Discussion and
Analysis (“CD&A”). In addition, to the extent a hedging transaction qualifies as a derivative security under
Section 16 of the Exchange Act, specific transactions by executive officers and directors would be subject
to disclosure on Form 4.
Hedging policies have received some attention from proxy advisory firms in recent years. In particular,
Institutional Shareholder Services announced in its 2013 policy updates that it would recommend votes
against incumbent directors if executives are permitted to engage in any hedging activities whatsoever.
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Glass-Lewis’s policies regarding say-on-pay recommendations specify that companies should adopt strict
policies to prohibit executives from hedging company stock.

DISCUSSION OF PROPOSED RULES
The proposed rules would add a new paragraph (i) to Item 407 of Regulation S-K requiring that a
company disclose, in its proxy or information statement, whether it permits employees (including officers)
or directors to hedge the company’s equity securities.
Covered Hedging Transactions.
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The proposal does not provide a comprehensive list of hedging

transactions for which the company would need to disclose its policy. Rather, the proposal takes a
principles-based approach by covering all transactions with economic consequences comparable to the
purchase of specified financial instruments, in effect covering all transactions that establish downside
price protection.
A company would be required to disclose the categories of hedging transactions it permits and those it
prohibits.

The company could accomplish this by disclosing that it prohibits or permits particular

categories and permits or prohibits, respectively, all other hedging transactions. A registrant that permits
any form of hedging transaction must disclose sufficient detail to explain the scope of permitted
transactions (e.g., only after pre-approval or satisfaction of stock ownership guidelines).
Covered Securities. The proposed disclosure requirements would apply to equity securities issued by
the company and its parents, subsidiaries or subsidiaries of the company’s parents that are listed on a
national securities exchange or registered under Exchange Act Section 12(g) regardless of whether the
securities are compensatory grants or other holdings. The proposed rule, like the statute, references both
1

For a discussion of ISS’s policy updates in this regard, see our publication, dated November 20,
2012, entitled “ISS Finalizes 2013 Proxy Voting Updates”.
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The proposing release, Release No. 33-9723;
https://www.sec.gov/rules/proposed/2015/33-9723.pdf.
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34-74232;

IC-31450,

is

available

at

securities granted to the employee or director as compensation and securities otherwise held, directly or
indirectly, by the employee or director.
Covered Individuals. Proposed Item 407(i) would apply to employees, officers and directors and any of
their designees. If hedging policies apply differently to different categories of individuals, the company
would need to disclose this as well.
Covered Companies. The proposal would be effected through proxy disclosure, and therefore would not
apply to foreign private issuers, which are exempt from the U.S. proxy rules. The proposed rules would
apply to closed-end investment companies with shares that are listed on a national securities exchange
but not to any other investment companies registered under the Investment Company Act of 1940. The
proposal does not provide any exemption or delayed implementation for smaller reporting companies or
emerging growth companies (and the absence of such relief was among the concerns raised by the two
Republican Commissioners, as noted below).
Disclosure Location and Timing. The proposed disclosure would be required in a proxy statement or
consent solicitation, or an information statement under Schedule 14C, when action is to be taken with
respect to the election of directors. To avoid duplicative disclosure, the proposal would amend the CD&A
rules to specify that the required CD&A disclosure regarding named executive officer hedging policies
could be satisfied by cross-reference to compliant disclosure under proposed Item 407(i).

There is

currently no proposed effective date for the rule, but, given the timing of publication and request for
comment, the proposed rules will not affect the 2015 proxy season.

CONCERNS RAISED BY COMMISSIONERS
Although the SEC voted unanimously for the proposed rules, Commissioners Gallagher and Piwowar
issued a separate public statement voicing concern over certain aspects of the proposed rules.
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These

Commissioners’ concerns are:


The reporting burden on smaller reporting companies and emerging growth companies, noting that it
is uncertain whether there is a meaningful benefit to requiring these companies to disclose and that
the proposed rules may potentially provide an unintended incentive for these companies to adopt
policies on hedging



The utility of requiring listed, closed-end funds to disclose, noting that hedging activity by employees
and directors of these companies is believed to be uncommon



The utility of requiring disclosure of hedging policies applied to employees that cannot affect share
price, noting the risk of “disclosure overload” for investors
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This statement, along with a separate supportive statement by Commissioner Aguilar, is available at
https://www.sec.gov/news/statements.
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The cost associated with determining which parent, subsidiary or sister company securities are
covered under the proposed rules, noting the particular challenges that complex corporate groups
may face under the proposed facts-and-circumstances control analysis



More generally, the use of limited SEC and staff resources on this rule-making initiative, given the
other more pressing matters that remain uncompleted
*

*
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