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SEC Proposes Hedging Disclosure Rules 
On February 9, 2015 the Securities and Exchange Commission (the “SEC”) announced 

the issuance of proposed rules (the “Proposed Rules”)1 implementing the mandate of Section 
955 of the Dodd-Frank Wall Street Reform and Consumer Protection Act (the “Dodd-Frank 
Act”).2 Section 955 of the Dodd-Frank Act added Section 14(j) to the Securities Exchange Act of 
1934, as amended (the “Exchange Act”).   

Under Section 14(j), the SEC is directed to promulgate rules requiring issuers to disclose 
whether any employee or member of the board of directors, or any designee of such employee 
or director, is permitted to purchase financial instruments that are designed to hedge or offset 
any decrease in the market value of equity securities either (1) granted to the employee or 
director by the issuer as part of the compensation of the employee or director; or (2) held, 
directly or indirectly, by the employee or director. The disclosure would be required in any proxy 
or consent solicitation material for an annual meeting of the shareholders of the issuer. 

The Proposed Rules implement Section 14(j) by adding new paragraph (i) to Item 407  
of Regulation S-K under the Exchange Act. We note that comments on the Proposed Rules are 
due on or before April 20, 2015 and that the Proposed Rules will not affect the 2015 proxy 
season. This memorandum summarizes the requirements of the Proposed Rules. 

 
What Disclosures do the Proposed Rules Require?  
 

Generally—The Proposed Rules require disclosure as to whether issuers permit 
employees, officers or directors, or any of their designees, to engage in transactions that are 
designed to or have the effect of hedging or offsetting any decrease in the market value of 
equity securities that are granted as compensation, or are held directly or indirectly.3  

 
To be clear, the Proposed Rules do not require an issuer to prohibit hedging 

transactions or to otherwise adopt practices or policies addressing hedging by any category of 

                                            
1  SEC Release No. 33-9723 (February 9, 2015), available at http://www.sec.gov/rules/proposed/2015/33-9723.pdf.  
2  Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010, Pub. L. No. 111-203, Title IX, Subtitle E, 

§ 953(b), 124 Stat. 1904 (2010), available at http://www.gpo.gov/fdsys/pkg/STATUTE-124/pdf/STATUTE-124-
Pg1376.pdf.  

3  While Section 14(j) provides only for disclosure concerning "financial instruments . . . that are designed to hedge 
or offset any decrease in the market value," the Proposed Rules provide for disclosure concerning "financial 
instruments . . . that are designed to or have the effect of hedging or offsetting any decrease in the market value” 
(emphasis added). See “What Transactions are Subject to the Proposed Rules?” below for a further discussion 
of the transactions encompassed by the Proposed Rules. 

http://www.sec.gov/rules/proposed/2015/33-9723.pdf
http://www.gpo.gov/fdsys/pkg/STATUTE-124/pdf/STATUTE-124-Pg1376.pdf
http://www.gpo.gov/fdsys/pkg/STATUTE-124/pdf/STATUTE-124-Pg1376.pdf
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individuals.4 Nor do the Proposed Rules require disclosure of whether hedging has actually 
occurred (whether or not in violation of any applicable policies).5 

 
Categories of Permitted or Prohibited Transactions—The Proposed Rules require 

issuers to disclose which categories of transactions it permits and which categories of 
transactions it prohibits. If an issuer specifically prohibits certain categories of hedging 
transactions, it may disclose such categories and, if true, disclose that it permits all other 
hedging transactions. Similarly, if an issuer specifically permits certain categories of hedging 
transactions, it may disclose such categories and, if true, disclose that it prohibits all other 
hedging transactions. If an issuer simply discloses that it does not permit any hedging 
transactions or, conversely, that it permits all hedging transactions, it does not need to disclose 
by category.   

 
In addition, if an issuer permits hedging transactions, it must disclose sufficient detail to 

explain the scope of such permitted transactions. For example: 
 

• If there is a requirement to hold the securities for a specified amount of time prior to 
engaging in any permitted transaction, an issuer must disclose the period of time the 
securities must be held. 
 

• An issuer must disclose whether the permitted transactions must be pre-approved by the 
issuer, or may only be engaged in after any applicable stock ownership guidelines have 
been met.  

 
As discussed further below, the Proposed Rules do not define the term “hedge.” Given 

the potential breadth of the transactions that may be subject to the Proposed Rules, we caution 
issuers to consider carefully whether they are able to make blanket disclosures indicating that 
they prohibit all hedging transactions (as compared to disclosing the specific categories of 
transactions they permit or prohibit).6  
 

Categories of Persons Permitted  to Hedge—If an issuer permits some, but not all, of the 
categories of persons covered by the Proposed Rules to engage in hedging transactions, the 

                                            
4  Although hedging activities are not prohibited by the Proposed Rules, Institutional Shareholder Services 

announced in 2013 that it would, when recommending votes on incumbent directors, consider it a risk failure on 
the part of the board if executives were allowed to engage in any hedging activities whatsoever. ISS considers 
transactions, including covered call, collar or other derivative transactions, that are “a strategy to offset or reduce 
the risk of price fluctuations for an asset or equity” as hedging. 

5  Note, however, that for issuers with a class of equity securities registered pursuant to Section 12 of the 
Exchange Act (other than foreign private issuers), transactions by certain officers and directors involving the 
issuer’s stock or derivative securities are subject to reporting pursuant to Section 16 of the Exchange Act. 

6  For example, under the Proposed Rules an argument could potentially be made that transactions by employees 
in sector funds, indices or baskets of stocks, or even in broad-based market indices, might constitute hedging 
transactions. The SEC has requested comments on whether the Proposed Rules should be clarified in respect of 
when any such transactions should be considered hedging transactions. 
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issuer must disclose both the categories of persons who are permitted to hedge and those who 
are not. 
 
 
What Issuers are Subject to the Proposed Rules?  

 
Generally, the Proposed Rules apply to issuers with a class of equity securities 

registered under Section 12 of the Exchange Act.  
 
This includes:  
 

• Smaller reporting companies; 
• Emerging growth companies; and 
• Listed closed-end funds that have shares that are listed on a national securities 

exchange (including business development companies). 
 
But excludes: 
 

• Foreign private issuers; and   
• All investment companies registered under the Investment Company Act of 1940 (the 

“Investment Company Act”), that are not listed closed-end funds, including: 
o Non-listed closed-end funds 
o Open-end funds 
o Mutual funds whose shares do not trade on an exchange  
o Exchange traded funds  
o Unit investment trusts 

 
 
What Transactions are Subject to the Proposed Rules?  

 
Section 14(j) covers transactions where employees, directors or their designees are 

permitted to purchase financial instruments that are designed to hedge or offset a decrease in 
the market value of equity securities.  

 
The Proposed Rules implement this requirement, but take a more expansive view of 

what transactions constitute hedging by covering the ability to purchase financial instruments 
(including prepaid variable forward contracts, equity swaps, collars, and exchange funds) or 
otherwise engage in transactions that are designed to or have the effect of hedging or offsetting 
any decrease in the market value of equity securities.7  

 

                                            
7  Examples of transactions that that the Proposed Rules pick up include short sales and the sale of a security 

future that establishes a position that increases in value as the value of the underlying equity security decreases. 
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In other words, the Proposed Rules cover all transactions that establish downside price 
protection—whether by purchasing or selling a security or derivative security or otherwise.8 We 
note that the SEC declined to define the term “hedge” (though it does specifically request 
comment as to whether it should) based on its belief that the meaning of the term is generally 
understood9 and its desire not to have an overly prescriptive and narrow approach to the 
disclosure.  

 
Thus, in interpreting and applying the Proposed Rules, in order to determine what 

transactions may or may not constitute covered hedging transactions, issuers should adopt an 
expansive principles-based approach rather than merely relying on an enumerated list of 
specific covered transactions. 

 
 
Whose Hedging is the Subject of the Proposed Rules?   

 
Section 14(j) requires disclosure of hedging transaction policies in regard to any 

“employee”10 or member of the board of directors of the issuer11 or any of their designees. The 
proposing release clarifies that the term “employee” encompasses everyone employed by an 
issuer, including officers of the company.12  The Proposed Rules do not address when someone 

                                            
8  The SEC has interpreted Section 14(j) as covering transactions involving not only the purchase of financial 

instruments, as is expressly referenced in Section 14(j), but also to cover the disposition or sale of securities.  
The SEC states that such an interpretation is supported by the explicit reference in Section 14(j) to “exchange 
funds” and the fact that  an employee or director can acquire an interest in an exchange fund only in exchange 
for a disposition to the exchange fund of equity securities held by the employee or director.  The SEC did note, 
however, that whether or not any such disposition to an exchange fund constituted a hedging transaction 
depends on the terms of the applicable fund.    

9  Despite its hesitation to define the term “hedge”, the SEC did note that a stand-alone pledge or loan of equity 
securities that does not involve a prepaid variable forward or similar transaction would not constitute a hedging 
transaction for purposes of the Proposed Rules. Its rationale was that such transactions do not alter the 
underlying economic risk of ownership of the pledged or loaned securities. Despite this statement, issuers should 
consider the specific facts and circumstances of any such pledge or loan in determining whether it may constitute 
a hedging transaction (e.g., a non-recourse loan of equity securities might constitute a hedging transaction by 
limiting the lender’s downside risk). 

10  Although the Proposed Rules interpret the term “employee” to mean anyone employed by the issuer, the SEC 
has requested comments as to whether this definition should be limited to those employees that “participate in 
making or shaping key operating or strategic decisions that influence the company’s stock price.” Alternatively, 
the SEC requests comments as to whether there should be an express materiality condition to the definition, 
which would permit individual issuers to determine whether disclosure about all its employees would be material 
information for its investors.  

11  The SEC does make clear that, with respect to funds, the Proposed Rules will generally only affect the funds’ 
employees and directors and not the employees and directors of the fund’s investment advisers (e.g., portfolio 
managers). 

12  Interestingly, the Proposed Rules do not appear to include officers of an issuer who are not also employees of 
that issuer. For example, in the case of an externally managed business development company, an officer of the 
company may be employed by the external manager and not by the business development company itself. 
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is acting as a “designee”, leaving it to be determined by the issuer, based on the particular facts 
and circumstances. Also, unlike other regulations, such as those under Section 16 of the 
Exchange Act, the Proposed Rules do not clarify what it means for securities to be held 
“indirectly.”  
 
 
What are “Equity Securities” for purposes of the Proposed Rules?  

 
Under the Proposed Rules, the term “equity securities” means any equity security13 (as 

defined in Exchange Act Section 3(a)(11)14 and Exchange Act Rule 3a11-1)15 issued by the 
company, any parent of the company, any subsidiary of the company or any subsidiary of any 
parent of the company, in each case, that are registered on a national securities exchange or 
registered under Section 12(g) of the Exchange Act.16   

 
Since the Exchange Act and Exchange Act rule definitions of “equity securities” do not 

specify an issuer, the SEC felt it necessary to make explicit that the Proposed Rules are not 
intended to cover the equity securities of any company held by the employee or director, but 
rather equity securities of the issuer to whom the employee or director provides services and 
any equity securities issued by a member of the issuer’s company group (as discussed in the 
foregoing sentence). Finally, the Proposed Rules cover all equity securities either granted to the 
employee or director as compensation or otherwise held, directly or indirectly, by the employee 
or director.   

 
 
 
 
 

                                            
13  In defining “equity securities”, it is not clear whether the SEC intended to cover compensatory instruments that 

may be settled in cash (e.g., a cash settled stock appreciation right). 

14  Exchange Act Section 3(a)(11) defines “equity security” as any stock or similar security; or any security future on 
any such security; or any security convertible, with or without consideration, into such a security, or carrying any 
warrant or right to subscribe to or purchase such a security; or any such warrant or right; or any other security 
which the SEC shall deem to be of similar nature and consider necessary or appropriate, by such rules and 
regulations as it may prescribe in the public interest or for the protection of investors, to treat as an equity 
security. 

15  Exchange Act Rule 3a11-1 defines “equity security” to include any stock or similar security, certificate of interest 
or participation in any profit sharing agreement, preorganization certificate or subscription, transferable share, 
voting trust certificate or certificate of deposit for an equity security, limited partnership interest, interest in a joint 
venture, or certificate of interest in a business trust; any security future on any such security; or any security 
convertible, with or without consideration into such a security, or carrying any warrant or right to subscribe to or 
purchase such a security; or any such warrant or right; or any put, call, straddle, or other option or privilege of 
buying such a security from or selling such a security to another without being bound to do so. 

16  The Proposed Rules do not define “parent” or “subsidiary”.  Under the Exchange Act, however, the definition of 
“parent” is an affiliate controlling such person directly, or indirectly through one or more intermediaries, whereas 
the definition of “subsidiary” is an affiliate controlled by such person directly, or indirectly through one or more 
intermediaries.   
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What Filings Must Contain the Proposed Hedging Disclosure?  
 
Under the Proposed Rules, an issuer will be required to make the proposed disclosures 

when it files any proxy or consent solicitation materials or information statements with respect to 
the election of directors. This includes information statements filed on Schedule 14C. 

 
Disclosure would not be required for: 
 

• Proxy solicitations not involving a solicitation for the election of directors; 
• Registration statements under the Securities Act of 1933, as amended (the 

“Securities Act”) or Exchange Act; or 
• Annual Reports on Form 10-K in Part III’s Item 407 disclosure. 

 
Disclosure under the Proposed Rules will not be deemed to be incorporated by 

reference into any filing under the Securities Act, the Exchange Act or the Investment Company 
Act, unless an issuer specifically incorporates it by reference. Further, disclosure is not required 
for completing the Form 10-K even if that disclosure is incorporated by reference from the 
company’s definitive proxy statement or information statement filed with the SEC no later than 
120 days after the end of the fiscal year covered by the Form 10-K.  

 
 
How Do the Proposed Rules Interact with Existing CD&A Disclosure 
Requirements?  
 

Under Item 402 of Regulation S-K, the current Compensation Discussion and Analysis 
(“CD&A”) disclosure requirements call for disclosure of any policies regarding named executive 
officers hedging the economic risk of equity or other security ownership in the issuer. If a 
company does not have a hedging policy for named executive officers, there is no obligation to 
make any disclosure in the CD&A.17 The Proposed Rules do not eliminate the CD&A 
requirements. They do, however, allow an issuer to satisfy its obligation to disclose its policies 
on hedging by named executive officers in the CD&A by cross-referencing the disclosure 
required by the Proposed Rules (so long as the disclosure under the Proposed Rules satisfies 
the CD&A disclosure requirement).  

 
Issuers should be aware that although disclosure under both the Proposed Rules and 

the CD&A is required, cross-referencing is optional. When deciding whether to cross-reference 
for these purposes, issuers should note that shareholder advisory say-on-pay votes apply to 
disclosures made in the CD&A, but generally do not apply to disclosures made under the 
Proposed Rules. As a result, broad incorporation by reference could result in inadvertently 
subjecting the new disclosure to the advisory say-on-pay vote.  In addition, unlike the disclosure 
called for by the Proposed Rules, the CD&A is incorporated by reference into other Exchange 
                                            
17 We note that the language of Item 402(b) is both narrower and broader than Item 407(i) under the Proposed 

Rules. Item 402(b) is narrower insofar as it is limited to only the issuer's securities (as opposed to also capturing 
securities of all of its affiliates) and only to such registrant's named executive officers. Item 402(b) is broader in 
that it includes equity securities and any other security the SEC deems to be of similar nature.  
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Act filings so a general cross-reference could have the effect of incorporating by reference the 
new disclosure into such other filings where not otherwise required.  

 
 
How Will the Rules Be Implemented?  
 

The Proposed Rules implement Section 14(j) by amending the following:  

• Item 402 of Regulation S-K—The Proposed Rules amend Item 402 of Regulation S-K by 
revising paragraph (b) to add Instruction 6, which provides that a company may satisfy 
its CD&A obligation to disclose material policies on hedging by named executive officers 
by cross referencing the information disclosed pursuant to proposed Item 407(i) to the 
extent that the information disclosed there satisfies the CD&A disclosure requirement. 

 
• Item 407 of Regulation S-K—The Proposed Rules add new paragraph (i) to Item 407 of 

Regulation S-K under the Exchange Act to require companies to disclose whether they 
permit employees, officers, or directors, or any of their designees, to engage in 
transactions that are designed to or have the effect of hedging or offsetting any decrease 
in the market value of equity securities.  

 
• Schedule 14A—The Proposed Rules amend Items 7 and 22 of Schedule 14A to call for 

new Item 407(i) information to be provided if action is to be taken with respect to the 
election of directors. In addition, the proposal amends Item 7 of Schedule 14A to 
streamline its current provisions by more succinctly cross-referencing disclosure Items. 

 

* * * * * 

Please call any of your regular contacts at the firm or any of the partners and counsel 
listed under Executive Compensation and ERISA or Corporate Governance in the Practices 
section of our website (www.cgsh.com) if you have any questions.  

CLEARY GOTTLIEB STEEN & HAMILTON LLP 

 

http://www.cgsh.com/executive_compensation_and_erisa/
http://www.cgsh.com/corporate_governance/
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