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Congress enacted the Sarbanes-Oxley 
Act of 2002 (SOX) to protect inves-
tors by improving the reliability and 
accuracy of public company financial 
disclosures. SOX Section 304, the 
“clawback” provision, provides that 
where a corporation is “required to 
prepare an accounting restatement due 
to the material noncompliance of the 
issuer, as a result of misconduct, with 
any financial reporting requirement 
under the securities laws,” the chief 
executive officer (CEO) and chief fi-
nancial officer (CFO) “shall reimburse” 
the corporation for “any bonus or other 
incentive-based or equity-based com-
pensation” or “any profits realized from 
the sale of the securities” during the 
12-month period preceding the filing of 
the misstated financial statements.1

Section 304 has had relatively little 
impact since its enactment, for two 
reasons. First, although it provides for 
reimbursement to the corporation, 
the courts have uniformly held that 
enforcement power is vested exclusively 
in the U.S. Securities and Exchange 
Commission (SEC) and that neither 
the corporation nor its shareholders 
may enforce Section 304.2 Second, until 
very recently, the SEC pursued Section 
304 clawbacks only as one of several 
remedies against targeted officers al-
leged to have been involved personally 
in misconduct that caused misstated 
financial statements, and in cases where 
the SEC alleged substantive violations 
of other securities laws.3

Recently, however, the SEC has 
pursued a new, more aggressive approach. 
In two recent cases, the SEC has asserted 
that, where there has been a restatement 
as a result of misconduct by someone at 
the company, a Section 304 clawback 
may be obtained from a CEO or CFO 
who is not alleged to have had any 
involvement in the improper conduct. 
In July 2009, the SEC sued the former 
CEO of CSK Auto Corporation (CSK), 

alleging that under Section 304, he must 
repay $4 million to CSK, even though he 
was not alleged to have participated in, 
condoned, or negligently failed to detect 
the purported fraud.4 Moreover, the SEC 
is pursuing all bonus compensation and 
stock profits received, without alleging 
that all or part of those amounts were 
attributable to artificial inflation of CSK’s 
stock price due to misstated financial 
statements. A few months later, on 
November 13, 2009, the staff of the SEC 
sent a Wells Notice to the CEO of Beazer 
Homes, Inc., informing him that the staff 
had preliminarily determined to recom-
mend that the SEC bring a similar action 
against him, even though the staff did not 
allege “any lack of due care by [the CEO] 
in connection with [Beazer Homes’] 
financial statements or other disclosures.”5

The SEC’s new approach highlights 
the key ambiguity at the heart of Sec-
tion 304. The trigger for a Section 304 
clawback is “an accounting restatement 
due to the material noncompliance of 
the issuer, as a result of misconduct, with 
any financial reporting requirement 
under the securities laws.”6 As commen-
tators noted when SOX was passed, the 
critical question is whose misconduct is 
required to trigger the clawback: Must 
it be the misconduct of the CEO or 
CFO, or is misconduct of other man-
agement sufficient?7 Put differently, 
does Section 304 establish a standard 
of strict liability for CEOs and CFOs 
whose companies have issued restated 
financial statements? And does it per-
mit the clawback of bonuses, incentive-
based compensation, or stock sales 
proceeds not alleged to have been tied 
to, or affected by, the misstatements?

Acceptance of the SEC’s new ap-
proach necessarily requires acceptance of 
the conclusion that, in enacting Section 
304, Congress intended two dramatic 
departures from existing law: First, to 
alter the well-established relationship 
between the federal securities laws, which 

were enacted to protect investors and the 
integrity of the securities markets, and 
state corporation law, which regulates 
the internal operation and governance of 
corporations; and second, to create a new, 
retrospective strict liability scheme. There 
is no persuasive evidence that Congress 
intended such dramatic changes.8 More-
over, there are significant policy objec-
tions to the SEC’s new interpretation of 
Section 304.

Corporate Governance Standards 
Established by State Law
Corporate governance has long been 
recognized to be a matter primarily of 
state regulation. In Business Roundtable, 
the D.C. Circuit vacated an SEC “one 
vote/one share” rule because, among 
other reasons, it would “overturn or at 
least impinge severely on the tradi-
tion of state regulation of corporate 
law.”9 “As the Supreme Court has said, 
‘corporations are creatures of state law, 
and investors commit their funds to 
corporate directors on the understand-
ing that, except where federal law ex-
pressly requires certain responsibilities 
of directors with respect to stockhold-
ers, state law will govern the internal 
affairs of the corporation.’”10 Carefully 
examining the Securities Exchange 
Act, the D.C. Circuit concluded that 
there is an “intelligible conceptual 
line excluding the Commission from 
corporate governance.”11

Delaware, whose law applies to the 
CSK situation, has well-developed law 
establishing both substantive corporate 
governance standards and enforcement 
procedures.12 Delaware recognizes that 
officers owe fiduciary duties to the 
corporation, including duties of care 
and loyalty.13 Breach of the duty of care 
occurs where the officer engages in 
misconduct rising at least to the level 
of gross negligence,14 and breach of 
the duty of loyalty requires bad faith 
or similar conduct, such as conversion 
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of corporate assets or “intentionally 
act[ing] with a purpose other than 
that of advancing the best interest of 
the corporation,” or “demonstrating 
a conscious disregard for his duties.15 
Breach of the “oversight” duty requires 
essentially bad faith, where an officer 
“(a) utterly fail[s] to implement any 
reporting or information system or 
controls; or (b) having implemented 
such a system or controls, consciously 
fail[s] to monitor or oversee its opera-
tions thus disabling themselves from 
being informed of the risks or problems 
requiring their attention.”16 These high 
thresholds for liability reflect Delaware’s 
recognition that management of a 
corporation necessarily requires reliance 
upon subordinates.

Delaware law also entrusts the 
corporation’s board of directors with 
responsibility for governing it.17 The 
board’s authority extends to evaluating 
claims that management has violated 
its fiduciary duties. Thus, for example, 
if a corporation is required to restate 
its financial statements, and a share-
holder brings a derivative suit alleg-
ing breach of duty by management in 
connection with issuing the original 
financial statements, the board (or, 
in some cases, a special committee of 
disinterested directors)18 will evaluate 
the claims and, exercising its busi-
ness judgment, determine whether it 
is in the corporation’s best interest to 
pursue them.19 In exercising its business 
judgment, the board (or special com-
mittee) may consider the likelihood of 
success as well as the potential cost to 
the corporation in terms of litigation 
expense, distraction of management, 
and reputational harm.20

Strict Liability Interpretaion Gives SEC 
Unilateral Discretion
The SEC’s “strict liability” interpretation 
of Section 304 effectively arrogates to 
the SEC the unilateral right to require 
innocent CEOs and CFOs to pay to 
the corporation board-approved com-
pensation that was not affected by the 
financial statement misstatements. The 
SEC views Section 304(a)’s “shall reim-
burse” language as mandatory, tempered 
only by the SEC’s unilateral authority 
under Section 304(b) to “exempt any 

person” from Section 304(a) “as it deems 
necessary and appropriate.”21 Thus, the 
SEC interprets Section 304 to authorize 
the SEC to make the ultimate judgment 
about a clawback.

The SEC claims that in so do-
ing, it is acting “in the right of the 
corporation”22—that is, that the SEC 
is exercising the sort of right normally 
reserved to the board of directors. Yet, 
because there is no private right of ac-
tion to enforce Section 304, the SEC 
is exercising a “right of the corpora-
tion” that the corporation itself cannot 
enforce.23 And, even more ironically, 
in theory, the SEC could require such 
reimbursement even where there is 
no officer misconduct and the board 
believes that reimbursement is contrary 
to the corporation’s best interest—
for example, because it will harm the 
relationship between the corporation 
and its executives. That is, the SEC can 
pursue a “right of the corporation” that 
the board does not believe the corpora-
tion should pursue.

Beyond the Scope of Prior  
Prophylactic “Strict Liability”  
Securities Law Remedies
The SEC asserts that its position is not 
novel, citing securities law provisions 
establishing prophylactic rules requir-
ing individuals to pay over funds to the 
corporation, even where no culpable 
state of mind is alleged.24 However, 
those rules are materially different from 
SOX Section 304 as interpreted by the 
SEC in two critical respects. First, they 
provide clear advance notice of the cir-
cumstances under which conduct will 
result in payment so that the officer or 
director can avoid that conduct. Sec-
ond, they are limited prophylactic rules 
designed to mitigate the risk of trading 
on inside information to the detriment 
of the corporation or other sharehold-
ers and, as such, protect the integrity of 
the markets.

Thus, for example, the SEC cites 
Section 16(b) of the Exchange Act, 
the “short swing profits” provision. 
That section requires public company 
insiders to disgorge “short swing” profits 
from any purchase and sale within a 
six-month period, irrespective of the 
insider’s intent.25 The insider can easily 

avoid liability simply by paying atten-
tion to the calendar and abstaining 
from the statutorily prohibited conduct. 
The insider can similarly avoid liability 
under SOX Section 306, which pro-
vides for mandatory repayment of stock 
sale profits from insiders who traded 
during a retirement plan “blackout pe-
riod,” irrespective of the seller’s intent, 
by abstaining from such sales during the 
publicly announced blackout period.26

These prophylactic rules operate 
very differently from SOX Section 304 
as now interpreted by the SEC. In the 
case of, for example, a restatement re-
sulting from misconduct that the CEO 
and CFO were not involved in and did 
not know (or were affirmatively de-
ceived) about, they cannot have known 
in advance that a restatement would 
occur and consequently could not order 
their conduct to avoid running afoul 
of the clawback. Moreover, no risk of 
trading on inside information existed 
because, in this hypothesis, they were 
unaware of any accounting irregularity 
or financial statement misstatement. 
Thus, the SEC’s interpretation of Sec-
tion 304 creates a unique, retrospective 
“strict liability” standard. Moreover, it 
does so even with respect to compensa-
tion that is not alleged or proven to 
have been affected in any way by the 
financial statement misstatements.

Legislative History
Nothing in SOX or its legislative history 
suggests that Congress intended broadly 
to displace Delaware law regarding the 
fiduciary obligations of corporate offi-
cers or boards’ governance authority. To 
the contrary, SOX provides that viola-
tions under the act should be treated 
“in the same manner as a violation of 
the Securities Exchange Act of 1934.” 
Thus, the logic of Business Roundtable, 
which decided that the SEC’s role 
does not extend to the regulation of 
corporate governance, still applies.27 If 
Congress wanted the SEC to enter this 
corporate governance space, one would 
have expected Congress to say so both 
expressly and clearly. It did not.

To the extent SOX imposes specific 
duties on officers and/or directors, it 
does so in only limited instances, all of 
which are clearly tailored to protect the 
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integrity of the financial markets and 
the information provided to them by 
issuers. Thus, SOX requires the issuer’s 
CEO and CFO to certify that, “based 
on the officer’s knowledge,” the finan-
cial report does not contain any untrue 
statement of material fact or a material 
omission;28 requires statements with 
respect to internal controls;29 prohibits 
trading during blackout periods;30 and 
governs the filing deadlines of Forms.31 
None of these duties are designed to 
supplant corporate governance stan-
dards. Even the SOX Section 302 
certification provision does not directly 
impact corporate governance standards, 
as it requires only that the signing of-
ficer review the report and certify that 
based on the officer’s knowledge, “the 
report does not contain any untrue 
statement of a material fact or omit to 
state a material fact necessary in order 
to make the statements made, in light 
of the circumstances under which such 
statements were made, not mislead-
ing.”32 If in fact the certifying official 
knew or suspected that the financial 
statements were materially misleading, 
the officer clearly would be in viola-
tion of both state corporate governance 
laws and pre-SOX federal securities 
laws. Notably, Section 302, with which 
Section 304 must be construed as part 
of the entire SOX statute, specifically 
refers to the officer’s state of mind.

Nothing in the legislative history 
clearly reflects congressional intent to 
federalize governance standards and im-
pose strict liability on innocent officers. 
In fact, the legislative history makes 
clear that Congress viewed the reim-
bursement contemplated by the statute 
as tantamount to “disgorgement,” a 
term of art that consistently has been 
construed to mean profits wrongfully 
acquired as a result of violation of law.33 
The Senate Committee that discussed 
the version of Section 304 incorporat-
ing the language that “the chief execu-
tive officer and chief financial officer 
of the issuer shall reimburse the issuer”34 
repeatedly described this reimburse-
ment as disgorgement. The Senate 
Report stated, 

Recent events have raised concern 
about management benefitting 

from unsound financial statements, 
many of which ultimately result 
in corporate restatements. The 
President has recommended that 
“CEOs or other officers should 
not be allowed to profit from 
erroneous financial statements,” 
and that “CEO bonuses and 
other incentive-based forms of 
compensation should be disgorged 
in cases of accounting restatement 
and misconduct.”35

The italicized language, which is 
reiterated in the committee’s discus-
sion of the bill,36 suggests that Congress 
intended a disgorgement remedy (i.e., 
only benefits obtained through wrong-
ful conduct and demonstrably tied to 
misstated financial statements could be 
at risk under Section 304). The SEC’s 
interpretation eliminates those state-of-
mind and causation requirements.

SEC’s Interpretation Is Unnecessary
The SEC’s claim that its interpretation 
“obviously serves to foster greater cor-
porate responsibility and deter fraud”37 
is unconvincing. The SEC’s interpreta-
tion is not necessary—or even help-
ful—to prevent restatements. Other 
provisions of SOX already require 
management to provide certifications 
with respect to the company’s internal 
financial controls.38 Any additional 
deterrent value provided by the SEC’s 
interpretation is at best redundant.

Indeed, the SEC’s theory can lead 
to perverse results. Under the SEC’s 
theory, if a CEO or CFO suspects prob-
lems and advocates and implements 
more stringent controls that uncover 
a fraud and result in a restatement, he 
risks being punished for his diligence. 
Moreover, if the SEC’s position is that 
the compensation to be clawed back 
need not be tied to or inflated by the 
misstated financial statements, this 
would either severely punish proactive 
and non-culpable officers, or leave the 
punishment decision completely within 
the SEC’s discretion.39

The SEC’s new interpretation of 
SOX Section 304 gives the SEC a 
powerful—and powerfully tempting—
new enforcement tool because it  
effectively eliminates key elements of 

the SEC’s case. A strict liability stan-
dard eliminates the element of scienter 
that is required to establish most securi-
ties law violations40 or even the good 
faith required to defend Securities Act 
Section 11 claims.41 Moreover, eliminat-
ing any requirement that the compen-
sation to be clawed back be proven to 
have resulted from the misstatement ef-
fectively eliminates the normal require-
ments of showing a nexus between the 
alleged misconduct and ill-gotten gains 
sufficient to support disgorgement.42 
Thus, as a practical matter, the SEC’s 
approach, if accepted, would provide 
the SEC a simpler enforcement device 
than traditional securities fraud claims.

Conclusion
In the wake of the stock market melt-
down of 2008 and the Madoff scandal, 
the SEC faces extraordinary pressure 
for more vigorous enforcement. We 
respectfully suggest, however, that more 
vigorous enforcement of the securities 
laws is not the same thing as a more 
aggressive interpretation of them. If the 
goal is to obtain more timely, effec-
tive remedies against those who have 
violated the securities laws or otherwise 
engaged in misconduct, interpret-
ing SOX Section 304 to assert claims 
against officers who are not alleged 
to have engaged in any misconduct 
under either the securities laws or state 
corporate law, to force them to return 
bonuses that are not alleged to be 
related to any misstatements, appears 
to us to be a misguided effort. It is hard 
to identify any additional deterrent 
effect: It will not enhance the reliability 
of corporate disclosures because there 
is nothing officers can do to eliminate 
absolutely any risk of misconduct that 
could result in a restatement. It could 
hamper the ability of corporations to 
retain qualified CEOs and CFOs gener-
ally, and particularly in circumstances 
where new management is needed to 
guide a troubled company. And it does 
so in derogation of the traditional role 
of boards of directors, as defined by 
state law, to monitor management’s 
performance and pursue remedies for 
any breach of duties.
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