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SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO  

THE CONCLUSION OF THIS WASHINGTON REPORT. 

On March 30, 2011, seven federal financial regulators, including the Securities 

and Exchange Commission ("SEC"), jointly released proposed rules with respect to 

incentive-based compensation arrangements at certain financial institutions.  The 

rules were issued pursuant to Section 956 of the Dodd-Frank Wall Street Reform and 

Consumer Protection Act, which requires the seven agencies to jointly write rules and 

guidelines with respect to incentive-based compensation practices.  (See our Bulletins 

Nos. 10-79, 10-70, 10-39.)  The SEC-regulated financial institutions affected by the 

rulemaking include broker-dealers and investment advisers with $1 billion or more in 

assets.  The agencies requested public comments on the proposed rules within 45 days 

of their publication in the Federal Register, which is expected soon.   

 

 

 

 

http://www.aalu.org/
http://aaluwr.org/majorrefs/Ref11-32.pdf
http://aaluwr.org/majorrefs/Ref11-32.pdf
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Background 

 

 In the preamble to the proposed rules, the agencies comment that it is their collective belief that 

flawed incentive compensation practices in the financial industry were one of the many factors contributing 

to the financial crisis that began in 2007.  The federal agencies, other than the SEC, that are involved in the 

joint rule making process include the Office of the Comptroller of the Currency, the Federal Reserve 

System ("FED"), the Federal Deposit Insurance Corporation ("FDIC"), the Office of Thrift Supervision, the 

National Credit Union Administration, and the Federal Hosing Finance Agency ("FHFA").   

 

 Section 956 of the Dodd-Frank Act requires the seven federal agencies to jointly write rules or 

guidelines that: 

 

 Require the "covered financial institutions" to disclose to their appropriate federal regulator the 

structure of their incentive-based compensation arrangements so the regulator can determine 

whether such compensation is excessive or could lead to material financial loss to the firm. 

 

 Prohibit any type of incentive-based compensation that the regulators determine encourages 

inappropriate risk by providing excessive compensation or that could lead to material financial loss 

to the covered firm.  

 

 The proposed rules, which are substantially similar from agency to agency, contain technical 

differences to account for the different entities that the various agencies regulate.   

 

Proposed Rules on Incentive-Based Compensation 

 

 The proposed rules, which would apply to brokers, dealers or investment advisers with assets of at 

least $1 billion (and other financial institutions regulated by the agencies), contain three elements: 

 

(1)  Annual Disclosures About Incentive-Based Compensation Arrangements 

 

 Under the proposed rules, a covered financial institution would be required to file annually with its 

appropriate federal regulator a report describing the firm's incentive-based compensation arrangements.  

The information that would be required to be submitted would include, but not be limited to: 

 

 a narrative description of the components of the firm's incentive-based compensation arrangements; 

 

 a succinct description of the firm's policies and procedures governing its incentive-based 

compensation arrangements; and 

 

 a statement of the specific reasons as to why the firm believes the structure of its incentive-based 

compensation arrangements will help prevent it from suffering a material financial loss or does not 

provide covered persons with excessive compensation. 

 

 It should be emphasized that the required disclosures do not require a covered financial institution 

to report the actual compensation of particular individuals. 

 

 For purposes of the proposed rules, the term "incentive-based compensation" is defined broadly to 

include any variable compensation that serves as an incentive for performance.  The form of payment, 

whether it is cash, an equity award, or other property, does not affect whether compensation meets the 

definition of "incentive-based compensation." 
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 The proposed rules specifically identify certain types of compensation that would not be considered 

"incentive-based".  For example, compensation would not be incentive-based if it is awarded solely for, 

and its payment is tied solely to, continued employment (e.g., salary).  Presumably, this category of non-

incentive-based compensation would include other types of compensation that are conditioned only on 

continued employment (e.g., restricted stock that is subject only to a service-based vesting schedule).  

Similarly, a compensation arrangement that provides rewards solely for activities or behaviors that do not 

involve risk-taking (e.g., payments solely for achieving or maintaining a professional certification or higher 

level of educational achievement) would not be considered incentive-based compensation under the 

proposal.   

 

(2)  Prohibition on Encouraging Inappropriate Risk 

 

 (a)  General Prohibitions 

 

 The proposed rules apply to executive officers, employees, directors, or principal shareholders - 

"covered persons" - at a covered financial institution.  Under those rules, a covered financial institution 

would be prohibited from establishing or maintaining an incentive-based compensation arrangement that 

encourages inappropriate risks by providing covered persons with excessive compensation, or that could 

lead to material financial loss.  Incentive-based compensation for a covered person would be excessive 

when amounts paid are unreasonable or disproportionate to, among other things, the amount, nature, 

quality, and scope of services performed by the covered person.  In making such a determination, the 

proposed rules indicate that the agencies will consider: 

 

 the combined value of all cash and non-cash benefits provided to the covered person; 

 

 the compensation history of the covered person and other individuals with comparable expertise at 

the covered financial institution; 

 

 the financial condition of the covered financial institution; 

 

 comparable compensation practices at comparable institutions, based upon such factors as asset 

size, geographic location, and the complexity of the institution's operations and assets; 

 

 for postemployment benefits, the projected total cost and benefit to the covered financial institution; 

 

 any connection between the individual and any fraudulent act or omission, breach of trust or 

fiduciary duty, or insider abuse with regard to the covered financial institution; and  

 

 any other factors an agency determines to be relevant. 

 

 The proposal states that incentive-based compensation arrangements would be deemed not to 

encourage inappropriate risk if they meet the following standards, which are drawn from standards 

established in prior legislation and from guidance published by bank regulators in July 2010.  The 

arrangement -- 

 

 balances risk and financial rewards, for example by using deferral of payments, risk adjustment of 

awards, reduced sensitivity to short-term performance, or longer performance periods; 

 

 is compatible with effective controls and risk management; and  
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 is supported by strong corporate governance. 

 

 (b)  Prohibitions for Larger Financial Institutions 

 

 The proposed rules lay out more specific requirements for executive officers and certain other 

designated individuals at financial institutions with $50 billion or more in total consolidated assets.  For 

executive officers at these larger firms, the proposed rule would require the firms to defer for three years at 

least 50 percent of any incentive-based compensation for executive officers - and award such compensation 

no faster than on a pro rata basis.  In addition, any incentive-based compensation payments would have to 

be adjusted for actual losses incurred by the covered financial institution or for aspects of performance that 

are realized or become better known during the deferral period. 

 

 For purposes of the proposed rules, the term "executive officer" is defined as a person who holds 

the title or performs the function (regardless of title, salary or compensation) of one or more of the 

following positions:  president, chief executive officer, executive chairman, chief operating officer, chief 

financial officer, chief investment officer, chief legal officer, chief lending officer, chief risk officer, or 

head of a major business line.   

 

 The proposed rules provide some flexibility in designing and administering a specific deferral 

program.  A covered financial institution may decide to release (or allow vesting of) the full deferred 

amount in a lump-sum only at the conclusion of the three-year deferral period.  Alternatively, the 

institution may release the deferred amounts (or allow vesting) in equal increments, pro rata, for each year 

of the deferral period.   

 

 The proposed rules also recognize that some employees of a firm other than the executive officers 

may have the ability to impact the risk profile of the covered financial institution.  Accordingly, at the 

larger covered financial institutions, the proposed rules would set forth additional requirements for 

employees exposing such institutions to risks of significant losses.   

 

 The board of directors or a committee of the board would be charged with identifying the covered 

persons, other than executive officers, who individually have the ability to expose the firm to possible 

losses that are substantial in relation to the institution's size, capital, or overall risk tolerance.  This could 

include, for example, a trader with large position limits relative to the institution's overall risk tolerance.  

Once the board identifies such covered persons, the board or a committee would need to approve the 

incentive-based compensation arrangements for each such person.   

 

 Note that for purposes of credit unions, large financial institutions would be defined as those with 

$10 billion or more in assets (as opposed to $50 billion or more), and the FHFA proposed that the income-

deferral provisions apply to all entities it regulates, regardless of size. 

 

(3)  Establishing Policies and Procedures 

 

 A covered financial institution would be barred from establishing an incentive-based compensation 

arrangement unless the arrangement has been adopted under policies and procedures developed and 

maintained by the institution and approved by its board of directors.  The proposed rules recognize the 

diversity of institutions covered by the rules and explicitly state that the policies and procedures should be 

commensurate with the size and complexity of the organization, as well as the scope and nature of its use 

of incentive-based compensation. 
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Next Steps 
 

 The seven agencies requested public comments on the proposed rule within 45 days of their 

publication in the Federal Register, which is expected soon. 

 

The proposed rules represent another attempt by the federal government to regulate the executive 

compensation pay practices of certain companies (see our Bulletin No. 09-108).  The SEC relatively 

recently revised the disclosure requirements for the executive compensation arrangements of publicly-

traded companies and more recently issued regulations regarding the new "say on pay" requirements that 

were also added by the Dodd-Frank Act (see our Bulletin No. 10-106).  The FED has issued rules to govern 

the executive compensation pay practices of certain bank executives.  The Treasury Department has issued 

several items of guidance with respect to the executive pay practices of the companies that received funds 

under the Troubled Asset Relief Program (TARP") (see our Bulletins Nos. 10-44; 10-22; 10-08; 09-123; 

09-110; 09-71; 09-20).   

 

In addition, as part of Health Care Reform, a new section was added to the Internal Revenue Code 

to limit the amount deductible to $500,000 for some of the executives of certain health care providers.  

There have been other proposals to impose similar deduction limits on other companies, including an 

overall $1 million limit on the amount of nonqualified deferred compensation that could be deferred in any 

one taxable year.   

 

AALU has worked tirelessly to educate lawmakers and regulators on the differences between 

executive compensation and nonqualified deferred compensation plans, and the advantages of nonqualified 

deferred compensation.  The SEC proposed rules recognize the significant advantages of deferred 

compensation in aligning the long-term interests of the shareholders with those of the executives and in 

making compensation more sensitive to risk.  The rules require the executive officers of large financial 

institutions (i.e., generally with $50 billion or more in assets) to defer at least 50 percent of any incentive-

based compensation over a three-year period.  In discussing this new requirement, the SEC noted that 

"requiring deferral for executive officers is consistent with international standards that establish the 

expectation that large interconnected firms require the deferral of a substantial portion of incentive-based 

compensation (identified as 40 to 60 percent of the incentive award, or more) for certain employees for a 

fixed period of time not less than three years and that incentives be correctly aligned with the nature of the 

business, its risks, and the activities of the employees in question."  It appears that the federal government 

is now aware of the importance of nonqualified deferred compensation as part of a company's overall 

executive compensation package.    

 

Any AALU member who wishes to obtain a copy of proposed rules may do so through the 

following means: (1) use hyperlink above next to “Major References,” (2) log onto the AALU website at 

www.aalu.org and enter the Member Portal with your last name and birth date and select Current Washington 

Report for linkage to source material or (3) email Anthony Raglani at raglani@aalu.org and include a 

reference to this Washington Report. 

 

In order to comply with requirements imposed by the IRS which may apply to the Washington Report as 

distributed or as re-circulated by our members, please be advised of the following: 

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND IT CANNOT 

BE USED, BY YOU FOR THE PURPOSES OF AVOIDING ANY PENALTY THAT MAY BE 

IMPOSED BY THE INTERNAL REVENUE SERVICE. 

In the event that this Washington Report is also considered to be a “marketed opinion” within the meaning 

of the IRS guidance, then, as required by the IRS, please be further advised of the following: 

http://www.aalu.org/
mailto:raglani@aalu.org
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THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS OR 

MARKETING OF THE TRANSACTIONS OR MATTERS ADDRESSED BY THE WRITTEN 

ADVICE, AND, BASED ON THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK 

ADVICE FROM AN INDEPENDENT TAX ADVISOR. 

 

 

                                                                             
The mission of AALU is to promote, preserve and protect advanced life insurance planning  

for the benefit of our members, their clients, the industry and the general public. 

 

For more information about how AALU’s advocacy efforts help protect your business and the 

advanced life insurance marketplace, visit our website at www.aalu.org, or  

call toll free 1-(888)-275-0092. 

 

http://www.aalu.org/

