
One often overlooked corporate governance component
of the Dodd-Frank Wall Street Reform and Consumer
Protection Act requires public companies to disclose
their policies regarding employees’ and directors’
hedging of the company’s equity securities. While Item
402(b)(2)(xiii) of Regulation S-K already prompts
public companies to disclose their hedging policies for
named executive officers if material, many companies
do not currently make any disclosures. Section 955
of the Dodd-Frank Act effectively short-circuits this
materiality determination and expands the scope
of necessary hedging policy disclosures.

More specifically, Section 955 requires the SEC to
adopt rules obligating companies to disclose annually
in their proxy statements whether any employee or
director (or any designee) is permitted to purchase
financial instruments that are designed to hedge or
offset a decrease in the value of the company’s equity
securities held by the employee or director. Prepaid
variable forward contracts, equity swaps, collars,
and exchange funds are all specifically identified as
relevant financial instruments. As the SEC intends to
propose implementing rules by the middle of 2011,
companies would be well advised to begin considering
their hedging policies and their potential disclosure
obligations now to allow time for proper consideration
and policy revisions prior to the implementation of the
disclosure rules for the 2012 proxy season.

Senate Report 111-176 states that Section 955 is
designed to “allow shareholders to know if executives
are allowed to purchase financial instruments to
effectively avoid compensation restrictions that they
hold stock long-term, so that they will receive their
compensation even in the case that their firm does not
perform.” The report also notes that insider trading in
derivative securities is not fully transparent, presumably
because disclosures regarding derivative trades
by Section 16 insiders are not widely disseminated
by traditional investor information services.

Section 955 takes a broad approach to addressing
these issues by requiring disclosure of hedging
policies with respect to all employees and board
members, not just executives, and with respect to
any equity securities directly or indirectly held by an
employee or board member, not just those received
as compensation. Notably, after Dodd-Frank, such
disclosures will be accompanied in the proxy materials
by additional executive compensation disclosures and
enhanced director accountability provisions such as
say-on-pay votes and direct proxy access for activist
shareholders.

The first reaction of many companies to Section 955
may be to consider implementing a companywide ban

on hedging transactions of any kind. The simplicity
of such a policy has much to recommend it, and by
implementing such a policy the company would send
a message that it expects its employees and directors
to be financially vested in the company’s success
(or failure).

Larger companies, however, may find that the cost
and logistical challenge of enforcing such a policy
is not justified in comparison to the risk posed by
possible hedging activities of rank-and-file employees.
They may elect instead only to ban hedging
transactions by executive officers and directors.
Such a policy would be simpler to enforce and would
focus attention at the level of the company where
hedging transactions are most likely to create a cause
for concern.

Alternatively, or in conjunction with an upper-
management-only policy, the company may include
hedging restrictions in its grants of equity incentive
compensation or in the company’s existing
insider-trading policies. Such restrictions may be
appropriate in any event to ensure that hedging
does not defeat the purpose of equity incentive
compensation and to address insider trading carried
out indirectly through hedging activities.

Companies will also need to consider how closely
their hedging policies should hew to the financial
instruments listed in Section 955. For example, a
hedging policy restricting only derivatives would not
cover the use of exchange funds, even though there
may be no meaningful difference between exchange
funds and other forms of hedging. Accordingly, without
a carefully tailored hedging policy, a company may
find itself having to explain to its shareholders why it
prohibits some of the specific forms of hedging listed
in Section 955 but permits others. Similarly, while
companies are adopting or revising their hedging
policies, they may consider expanding the policies
beyond the apparent scope of the disclosure
requirements. For example, restrictions on alternative
hedging instruments like credit default swaps may be
desirable even if such instruments are not specifically
designed to hedge against declines in the market
value of the company’s equity securities.

Because Section 955 gives companies flexibility
to adopt a policy of their choosing but requires
transparency through disclosure, companies should
begin considering now whether, or what kind of, a
policy on hedging is appropriate for the company’s
culture, risk management strategy, and public relations
efforts. By considering these issues now, companies
will be well positioned to address their disclosure
obligations once the SEC issues its final rules.
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