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Dear Mr Fields

Subject: File Number S7-12-15 - Recovery of Erroneously Awarded Compensation

This letter provides comments to the SEC on the proposed rule on Listing Standards for
Recovery of Erroneously Awarded Compensation Rheposals). We are grateful for this
opportunity to provide comments on the SEC’s Proposing Releasedtase).

Our letter focuses primarily on the impact of the Proposals on foreign private igsBEs)s (
This area has been singled out for comment as it has not to date been addressed in detail in
other comment letters.

In summary, our recommendations are that:

(a) the clawback rules set out in the Proposals should not apply to FPIs because
many FPIs would thereby become subject to two separate clawback regimes
(that in the US, and that in their home country) and because of enforceability
concerns; or

(b) if the clawback rules are to apply to FPIs, there should be an exemption from
the US clawback regime in circumstances where the FPI's home country has
an appropriate governance regime or law governing clawback (including
appropriate disclosure standards), with which the FPI complies. For reasons
explained in the letter, we do not consider that the approach of having an
opinion letter from home country counsel would operate satisfactorily in view
of the legal complexities surrounding the implementation of clawback
policies.

The comments in this letter reflect our experience in giving legal advice to UK listed

companies (including FPIS) on executive compensation and pay governance matters,
including advice on their clawback policies and the legal enforceability of such policies. The
letter also draws on the experience of lawyers in our Continental European offices in
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advising on these issues, and on the experienceuofUS securities and executive
compensation lawyers.

As there are many different home countries for FRis appreciate that the Proposals may
have been designed to reflect the range of hometigogovernance standards that apply.

A. INTRODUCTION / OVERVIEW

1. Like the US, the UK and other European countries arrrently developing their
laws and governance standards on the clawbackcehiive compensation, in the
context of wider developments on pay governanceh(as “say on pay” regimes).

2. For UK listed companies, this has involved:

(a) as a statutory requirement, the need for a bindwtg of shareholders (at
least every three years) on the company’s remuoarablicy for directors.
This would include the company’s policy, in relatido directors, on
clawback and “malus?

(b) specific statutory disclosure requirements in thegany’s annual Directors’
Remuneration Report, including in relation to plagttis subject to clawback;
and

(c) as indicated on page 16 (footnote 40) of the Releas‘comply or explain”
obligation under the UK Corporate Governance Caulethe effect that
performance-related remuneration schemes (thats, annual bonuses and
long-term incentives) for executive directors skofihclude provisions that
would enable the company to recover sums paid thrhwid the payment of a
sum, and specify the circumstances in which it wdog appropriate to do
so”.

3. Similar developments are taking place in Europeusing at European Union level
— the current draft Directive is also referred topage 16 of the Release. This draft
Directive is largely based on the UK statutory megidescribed in 2(a) and (b)
above. The Netherlands has amended its Civil Codessist in the implementation
of the clawback of incentive compensation by emaplcompanies to include
clawback provisions in incentive schemes. Some rotBaropean countries —
including France, Italy and Spain - have amendeeir tgovernance codes to
encourage or require companies to include clawlaaxck malus provisions in their
incentive scheme$.Germany’s corporate governance code for listed peomes

! In European terminology, “malus” involves thewsdinent of incentive awards that have not yet detste

take account of adverse events, whereas clawbaok/@s the recovery of the value of awards thaehav
already vested.

2 For completeness, it should be noted that, gt to the financial sector, EU countries arénglsteps
— sometimes by enacting specific local legislatido comply with the clawback and malus provisions
the EU Capital Requirements Directive IV. EU-baB&ds in the financial sector are subject to these
provisions, which are generally more onerous tlaa @pply to a wider employee population than) the
equivalent local corporate governance regime.
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recognises the possibility of clawback but does remjuire or recommend such
arrangements.

4, For listed companies, these European regimes agdlyision-prescriptive as to their
operation, and confer on the compensation commitegegree of flexibility in
relation to the clawback of incentive compensationpart, this approach — together
with the focus on malus — is driven by legal uraeitlyy surrounding the
enforceability of clawback provisions. This is dissed below.

5. In contrast, the Proposals envisage a detailed paescriptive framework for the
operation and disclosure of clawback policies —dwample, the group of covered
executives, the definition of incentive-based p#y look-back period and the
limited discretion available to the company oveettier to seek recovery.

6. We do not comment in detail here on whether theaggh in 5 is appropriate for
companies affected by the Proposals that are ntt §¥n-FPIs).> However, in
relation to FPIs, we consider that compliance witie Proposals would be
excessively onerous — and more onerous than thel@oe burden for Non-FPIs —
because:

(a) in cases where the FPI is subject to a clawbackneegn its home country,
this would involve compliance with two regimes -atthmposed by the home
country, and that imposed by the US exchange uhegProposals; and

(b) compliance with the Proposals by FPIs would netass(for the first time)
the adoption of other US categorisations that ctilyehave no relevance to
an FPI (for example, in identifying and keepingck@f “executive officers”
for the purposes of the Proposals; this is effetyivan identification of
Section 16 officers — whilst this is something whia Non-FPI would be
required to do in any event, it currently has rievance to an FPI).

Overall, we are concerned that the compliance burdegolved in applying the
Proposals would be a material factor in a compadgtgsion to become or remain an
FPI. To this extent, we believe that the Economalfsis in the Release understates
the compliance burden for FPIs especially if thel BBcomes subject to two
clawback regimes.

7. We also note that the SEC’s general approach ommeration is to treat this as a
matter for the FPI's home country rather than inmppdJS requirements — key
examples are that FPIs are exempt from the US prales (so do not need to
provide a Compensation Discussion & Analysis) amanfthe US rules on “say on
pay”’ and pay ratio disclosure. This general apgragacognises that the FPI's home
country (and its exchanges) will be motivated tomdgood corporate governance
standards that are suited to their local markethdadline terms, our view is that
application of home country rules would also beefgrable approach on clawback.

¥ We note that Non-FPIs include companies thairm@rporated outside the US, or have non-US based

executive officers. Many of the points raised iis fetter are relevant to such companies and iddals,
and we submit that appropriate steps should betekaddress their circumstances.
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RESPONSES

Against the above background, we have respondéaktéollowing numbered Requests for
Comment in the Release. Please note that we havepeated the relevant questions in full,
and have grouped or sub-divided certain questimnsdnvenience.

1.

3A.

3B.

Should the listing standards and other requirementsof the Proposals apply
generally to all listed issuers, as proposed?

We do not consider that the Proposals should afgpkPIs in the same way as to
Non-FPls. We note from the commentary on pages216fihe Release that the SEC
would have the power to use its general exemptiNkagity under the Exchange Act
to exempt specific categories of issuer from thepBsals, to the extent that “doing
so would be necessary or appropriate in the publerest and consistent with the
protection of investors”. Whilst we note the extrdmm the Senate Committee
report quoted on page 11 of the Release, we betleatethe SEC is attaching too
much weight to this extract (the terms of which aoe¢ reflected in legislation), and
we submit that exempting FPIs would be an apprtprexercise of the SEC’s
exemptive authority.

Would the proposed listing standards conflict withany home country laws,
stock exchange requirements, or corporate governaecarrangements that apply
to FPIs?

It is likely that the Proposals would frequentlynflct with an FPI's home country
laws, stock exchange requirements or corporatergawee arrangements. This is for
a number of reasons, including:

(@) many home countries of FPIs have, or are in theqe® of developing, their
own requirements or pay governance standardsatiaelto the clawback of
incentive compensation. Where that is the caselation to an FPI's home
country, application of the Proposals would inedyalead to a two-tier
regime because the home country requirements/stsaeuld differ from
those in the Proposdls.

(b) another area of potential conflict relates to legaforceability of clawback
provisions. This is addressed below.

Should the Proposals allow exchanges to permit FPI® forego recovery of
erroneously awarded compensation if recovery wouldviolate the home
country’s laws and certain conditions were met, aproposed?

In terms of the likelihood of such conflict anigi we have noted the estimated data in the tabjfmge

108 of the Release — which suggests that 3.3%edb1i FPIs disclose a recovery policy, compared to
23% of all filers (4,845 in total). Without quergrhe accuracy of this data, we believe that iegia lop-
sided picture in relation to home states that leasignificant number of FPIs and have a clawbagliore
(for example, the UK and the Netherlands). Lookahthe UK only, and taking account of the “compty o
explain” provision on the clawback of compensatiothe UK Corporate Governance Code (referred to
above), we would expect all UK companies that &kseither already have a clawback policy in place,
or will implement one when their directors’ remusitéon policy is next submitted for shareholder
approval.

LON37878842/1 EPB-000048
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If the clawback of incentive compensation wouldalwve a violation of an FPI's
home country laws, then our view is that it wouddssential to have an appropriate
exemption — otherwise, the Proposals would invodveviolation of such laws.
Relevant issues — relating to the framing of thengation and legal enforceability
issues — are discussed further below.

4, In the event that an FPI's home country has a lawhat like Section 10D requires
the issuer to disclose its policies on incentive-bad compensation and the
clawback thereof from current/former executive offcers, should the FPI be
permitted to comply with its home country law insted of complying with the
listing standard of the relevant US exchange?

If the SEC considers that it is insufficient toyraolely on an FPI's home country
regime, we agree that the above would form thesbasia suitable exemption for
FPIs. This is on the basis that it would ensuresFRére subject to a clawback
regime, whilst generally avoiding the need for chamze with two separate regimes.

However, in framing an exemption, we believe theré would need to be some
important modifications, including the following:

(a) the wording above refers to home country law, bshould be noted that the
relevant disclosure would in many cases arise uodegporate governance
standards and listing rules of particular exchangesther than law. A wider
test should be sufficient in framing an exemptionsubject to the FPI
complying with the relevant provision;

(b) the wording above refers to current or former “emee officers” of the FPI.
In framing an exemption, our view is that therewdtidoe greater flexibility in
relation to the executives covered rather thanrpmating US terminology
that (in the Proposals) has a particular meaning.example, the UK regime
relates primarily to employed directors (i.e. exe@idirectors) of the issuer
which may comprise only the CEO and CFO - thougmany cases the
clawback provisions are applicable to a wider gradisenior executives.
Moreover, if the FPI is in the financial sector ahdrefore subject to the EU
regime described in footnote 2 above, the covenagald extend to all
“material risk takers” — which may comprise a mweider population than
that covered by the Proposals’ definition of “extai officer”;

(c) on a similar point, the test of what constitutesncéntive-based
compensation” should confer more flexibility thdrat under the Proposals;
and

(d)  the exemption would need to recognise that a hooumtcy regime might
operate on a more discretionary basis than thedBedp envisage — in part
because of legal difficulties associated with ecdonent of clawback policies
(as discussed below).

LON37878842/1 EPB-000048
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59 & 60. Board discretions relating to the amount to be reavered, and material tax
considerations

Irrespective of the approach that the SEC adoptsRIs, our view is that it would be
appropriate for the Proposals to contain greatecrdiion in relation to the amount to be
recovered. This is primarily because of the diffigwf predicting in advance the range of
fairness issues that are likely to arise where lotak is triggered. For example, the
compensation committee may have good reason to taskreat differently a junior
executive officer who was head of an division thadl no involvement in the circumstances
leading to a restatement, compared to a CEO or CFO.

Tax considerations are one aspect of the needégibility.® In many countries, there are
likely to be enforceability concerns associatechveipplying clawback on a pre-tax basis as
the effect would be penal/unfair where the tax carbve recovered. In Europe, there is a
divergence as to whether, following the clawbaclc@mpensation, the tax previously paid
on the amount clawed back is repayable. As a rebelteffect of the Proposals in relation to
a group of executives based in different countc@sld involve radically different financial
outcomes by reference to (a) whether or not thewgke is able to recover, or obtain relief
for, tax paid in his country of residence, andiflthe tax is not recoverable, the relevant tax
rate suffered in his country of residence (beaimgnind that certain European countries
have tax rates that are materially higher tharli8g Overlaid on the above is the possibility
of an executive establishing that the clawback wasnforceable by reason of (amongst
other potential factors) the penal/unfair tax intpac

98, 99 & 101 Ability of issuers to enforce clawback provisionsjncluding amendments
to compensation plans, employment agreements. Suifftncy of enforcement
mechanisms.

Based on our experience in advising UK and Europeampanies on clawback, our view is
that it would be appropriate for the design of Fveposals (both for FPIs and Non-FPIs) to
reflect the risk that the relevant clawback pransi may not be legally enforceable against
the executive. As proposed, there need be no daulbe part of the executive, and recovery
is required unless impracticable either in econamrms or (for non-US companies) because
it would violate home country law. The exceptionsproposed Rule 10D-1(b)(1)(iv) are
narrow. The company must make reasonable effordede recovery, document those efforts
and only conclude recovery is economically impiatile where the costs would exceed the
amount to be recovered. Non-US companies wouldebeired to submit an opinion of
home country counsel acceptable to its US exchdhge recovery would violate home
country law®

In our experience, enforceability of clawback psiwns in many European jurisdictions is a
complex and uncertain area of law, even whererigger is an accounting restatement. The
main relevant factors are summarised below:

In this paragraph, references to tax includess@ecurity and similar charges.

Here, home country means that of the companigdrahan that of the executive), so that diffiasti
arising where executives are based in a differerténcountry (where such recovery may be unlawful)
are not addressed in the Proposals.

LON37878842/1 EPB-000048
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(a) in general, clawback provisions will not be enfaisle at all unless the
employer has a clear contractual right (to whioh éxecutive has explicitly
agreed) to apply them — with that right either gemomprised in the incentive
award terms, or there being a more general augh@for example, via an
employment agreement) that a clawback of compensatiay be applied.
Thus, a company’s publication of a clawback poigynlikely by itself to
permit a clawback of compensation to be enforcethoumt the executive’s
specific agreement.The need for the executive’'s written agreement is
generally required by employment protection lawthm UK;

(b) our expectation is that executives would be unmgllio agree to employment
agreement changes that would have the effect obsimg clawback where
the clawback could have retrospective effect — inerelation to historic
awards — and we would expect companies to be egltith ask executives to
do so. This has been our experience in the UK. Assalt, we would expect
clawback to be imposed via the contractual termthefincentive award. In
consequence, clawback would not apply on a retobisebasis:

(c) even where the clawback language is incorporatedtive relevant contract,
an executive may succeed in establishing that ldveback provision should
not be enforceable against him because the clawhkackunfair or
unreasonable on the facts as they relate to’fihe likelihood of such an
argument succeeding in the relevant jurisdictiorulde fact-specific, and
may involve such issues as the executive’s segi@fot example, comparing
a CEO to the most junior “executive officer”), atid degree of involvement
in or culpability for the events leading to applioa of the clawback
provisions'®

(d) in some countries, the amount subject to clawbackldvbe determined by
reference to damages suffered by the company asudt 0f the accounting

10

The Netherlands is understood to be an exceftitime principle stated here, in that the powemipose
the clawback of incentive compensation is setmtiié Civil Code (with effect from January 2014)$
enabling the company to impose the clawback so é&antpe clawback policy operates fairly and
reasonably.

More generally, we suggest that clawback shoatdapply retrospectively to any category of issuéut
rather should only apply to awards granted aftgrfamal rule takes effect.

How such an argument was presented would depetiteaelevant country’s laws — but in most
European countries a high degree of protectionrngecred on employees (including senior executives)
against an employer’s decision which is unfair mreasonable. An employee may also be able to
challenge the validity of a clawback policy on thesis of the inequality of bargaining power betwian
parties. For example, in Germany, there is a qunafeunenforceability as a result of the employee
facing “unreasonable disadvantages” where an erapktyempts (by way of favourable contractual
wording) to enforce his interests in an impropey without taking account of the employee’s intesest
and without trying to find a fair balance of intste

We would expect all categories of issuer to becemed about the very broad coverage of the defini
of “executive officer”, and the Proposals’ adoptifra no-fault standard in applying clawback torsac
wide population. The population includes persone wbuld have had no responsibility for or
involvement in preparing the financial statemeatsn establishing appropriate internal controlstfeir
preparation.
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misstatement. Such an approach would give rise to a complex assessment,
particularly because (as indicated in the Release), there is not necessarily a
predictable relationship between the financial terms of an accounting

restatement and the impact on share price (and, separately, the impact on
share price is not necessarily a measure of damage suffered by the company);

(e) in addition, in some countries, there may be specific rules for limiting
recovery from executives — for example, in Italy, we understand that recovery
could be taken only from future remuneration payments, and could not exceed
one-fifth of such payments; and

M in many European countries, enforcement difficulties arise from employment
law, and there is a variety of practice in relation to whether a company’s
directors are also employe®sThus, in a country where a director is not an
employee, it is possible that enforcement may be more likely to succeed than
in a country where that is not the case.

The above gives a flavour of likely legal issues. However, we hope it is sufficient to
illustrate the difficulties associated with the element of the Proposals relating to the use of a
legal opinion of home country counsel. In practice, the production of such an opinion would
be an onerous and expensive matter in view of the need to analyse a wide range of relevant
factors (and there may need to be a separate part of the opinion relating to each affected
individual).

We appreciate the opportunity to participate in this process, and would be pleased to discuss
our comments or any questions the SEC may have with respect to this letter. Any questions

about this letter may be directed to Simon Evans in Lo/ ) o'
Howard Klein in New Yor | | ) -

Yours truly

Freshfields Bruckhaus Deringer LLP

1 We would also expect this to be a concern in the US, and note that the Proposals are unclear on whether

the final rules would be intended to override applicable state and federal employment laws.
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