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Tips for Optimal Quality 

Sound Quality 

If you are listening via your computer speakers, please note that the quality  

of your sound will vary depending on the speed and quality of your internet 

connection. 

 

If the sound quality is not satisfactory, you may listen via the phone: dial  

1-866-258-2056 and enter your PIN when prompted. Otherwise, please  

send us a chat or e-mail sound@straffordpub.com immediately so we can 

address the problem. 

 

If you dialed in and have any difficulties during the call, press *0 for assistance. 

 

Viewing Quality 

To maximize your screen, press the F11 key on your keyboard. To exit full screen,  

press the F11 key again. 
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Continuing Education Credits 

In order for us to process your continuing education credit, you must confirm your 

participation in this webinar by completing and submitting the Attendance 

Affirmation/Evaluation after the webinar.  

 

A link to the Attendance Affirmation/Evaluation will be in the thank you email 

that you will receive immediately following the program. 

 

For additional information about continuing education, call us at 1-800-926-7926 

ext. 35. 
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Program Materials 

If you have not printed the conference materials for this program, please 

complete the following steps: 

• Click on the ^ symbol next to “Conference Materials” in the middle of the left-

hand column on your screen.   

• Click on the tab labeled “Handouts” that appears, and there you will see a 

PDF of the slides for today's program.   

• Double click on the PDF and a separate page will open.   

• Print the slides by clicking on the printer icon. 
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Overview of Pay Ratio Disclosure Rule 

• Pay ratio disclosure requirement contained in new Item 
402(u) of Regulation S-K: 

– Median annual total compensation of all company employees 
(except CEO) 

– Annual total compensation of CEO 

– The ratio of these two amounts 

– Brief non-technical overview of the methodology used to 
identify the median employee and his or her compensation 
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Pay Ratio Timing 

• Adopted in 2015 pursuant to Section 953(b) of the  
Dodd-Frank Act 

• Generally required for the first fiscal year commencing on 
or after January 1, 2017 

• Required in proxy statements for the 2018 annual 
meeting 

– Needed in any filing that requires executive compensation 
disclosure 
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Exempt Companies 

• Emerging growth companies 

• Smaller reporting companies 

• Foreign private issuers 

• MJDS filers 

• Registered investment companies 
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Transition Periods 

• No pay ratio disclosure in IPO prospectus 

– Pay ratio disclosure required for first fiscal year following the 
year in which company became public 

• Emerging growth company 

– Pay ratio disclosure required for first full fiscal year when no 
longer have an emerging growth company  status 

• Smaller reporting company 

– Pay ratio disclosure required for first full fiscal year when no 
longer have smaller reporting company status 
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Snapshot of Process 

• Establish disclosure controls and procedures 

– Decide on methodologies  

– Coordinate information from various payroll systems 

– Determine which company personnel and outside advisors 
should be involved 

• Identify the median employee 

– Time consuming process 

– Work on this now 

• Calculate the pay ratio 

• Draft the disclosure 

– Allow sufficient time to review before filing 
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Select the “Determination Date” 

 
 For purposes of determining who are employees, the issuer can use 

any date that is within the last three months of its last completed fiscal 

year. 

► Due to the issuer’s flexibility in picking the determination date, an issuer 

could pick a date within the last three months that, for example, excluded 

a seasonal workforce. 

 Certain disclosure requirements apply with respect to selection of the 

first determination date and any subsequent changes for future years. 
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Identify the “Employees”  – Inclusions 

 As of the determination date, the issuer must include all U.S. and non-

U.S. employees (other than the CEO) of itself and its consolidated 

subsidiaries. This requires inclusion of: 

► Full-time employees; 

► Part-time employees; 

► Seasonal employees; and 

► Temporary employees. 

 No conversion or annualization to make a part-time, seasonal or 

temporary employee into the equivalent of a full-time employee. 
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Identify Employee Population – Exclusions 

 Non-Consolidated Subsidiary Exclusion 

► Employees of subsidiaries that are not consolidated with the issuer are 

excluded.  Only employees of the issuer and of the issuer’s consolidated 

subsidiaries are included within the employee population. 

► Whether a subsidiary is a consolidated subsidiary depends on whether 

that subsidiary’s financial statements are consolidated with those of the 

issuer. 

 Independent Contractor and Leased Employee Exclusion 

► As set forth in the rule, this excludes individuals who are (i) employed by 

an unaffiliated third party to the issuer, and (ii) have their compensation 

determined by such third party. 

• Note that C&DI 128C.05 has been repealed.  That C&DI provided guidance on 

determining whether the above test was met and stated that the issuer should 

ignore whether the individual would be treated as an employee for tax or 

employment law purposes.  
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► In addition to repeal of that C&DI, other recent SEC guidance makes clear 

that issuers mays use a “widely recognized test under another area of law” 

(e.g., the IRS independent contractor test) that the issuer otherwise uses 

for classifying individuals for such purposes. 

 Data Privacy Exclusion 

► Non-U.S. employees may be excluded if their inclusion would violate local 

data privacy laws. 

• The issuer is required to make “reasonable efforts” to comply with applicable 

foreign data privacy laws.  Such efforts require at a minimum: 

– The issuer to seek (from the applicable foreign agency) an exemption from the data 

privacy laws; 

– The issuer must obtain an opinion of counsel; and 

– That opinion must be filed by the issuer as an exhibit to the filing in which the pay 

ratio is disclosed. 
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► Certain disclosure requirements apply with respect to use of this 

exclusion. 

► Any exclusion of employees under the data privacy exclusion with respect 

to a particular foreign jurisdiction would require exclusion of all non-U.S. 

employees in that jurisdiction. 

 De Minimis Exclusion 

► If all non-U.S. employees account for 5% or less of the issuer’s total global 

employee population, the issuer is permitted to exclude all (but not less 

than all) non-U.S. employees. 

• Recent SEC guidance makes clear that internal records (e.g., tax or payroll 

records) may be used in determining whether and to what extent this exclusion 

applies. 
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► If all non-U.S. employees account for more than 5% of the issuer’s total 

global employee population, the issuer may exclude up to 5% of its global 

employee population who are not U.S. employees. 

• However, any exclusion of employees in a non-U.S. jurisdiction requires 

exclusion of ALL employees in such jurisdiction. 

► If more than 5% of the issuer’s global employee population are located in 

any one foreign jurisdiction, the issuer may not use the de minimis 

exclusion for that jurisdiction. 

► Note that the De Minimis Exclusion applies AFTER application of (i) the 

non-consolidated subsidiary exclusion and (ii) the independent 

contractor/leased employee exclusion. 

• However, any employees excluded under the data privacy exclusion must be 

included for purposes of the de minimis exclusion. 

► Certain disclosure requirements apply with respect to use of this 

exclusion. 
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 M&A Exclusion 

► The issuer can exclude employees it acquires as the result of an M&A 

transaction. 

► The exclusion applies with respect to only the fiscal year of the 

transaction. 

► The issuer must include these employees in the total employee population 

for the following fiscal year for purposes of determining whether a 

significant change has occurred when identifying its median employee at 

least every three years. 

► Certain disclosure requirements apply with respect to use of this 

exclusion. 
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Identify the Median Employee 

 The issuer is required to identify its median employee once every 

three years. 

► However, the issuer must re-identify the median employee if during the 

prior fiscal year changes occur that the issuer reasonably believes would 

result in a significant change in its pay ratio. 

► If the issuer uses the same median employee as the prior year, certain 

disclosure requirements apply. 

► If it is no longer reasonable to use a particular employee again, the issuer 

can use another employee whose compensation is substantially similar to 

that of the original median employee. 
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 Issuers are permitted to use “reasonable estimates” in the 

methodology used to identify the median employee. 

 Issuers are also provided flexibility to determine their employee 

populations by using: 

► The entire population; 

► Statistical sampling; and/or 

► Other reasonable methods. 
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 The SEC has recently made clear that statistical sampling and other 

reasonable methods may be used in combination. 

 What does the SEC mean by “statistical sampling”? 

► In recent guidance, the SEC identified four types of sampling that could be 

appropriate, but pointed out that others were available: 

• Simple random sampling; 

• Stratified sampling; 

• Cluster sampling; and 

• Systematic sampling. 

► Various types of statistical sampling may be used in combination. 

► All uses must be reasonable. 
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 Regarding “other reasonable methods”, the SEC recently provided 

guidance. 

► Method must be reasonable. 

► Examples of methodologies issuers may use include, but are not limited 

to: 

• Reasonable methods for imputing or correcting missing values; and 

• Reasonable methods for addressing anomalies. 
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 SEC examples on use of reasonable estimates, statistical sampling 

and other reasonable methods. 

► Guidance states that an issuer’s application of the principles from the 

examples should be customized based on the issuer’s specific 

circumstances. 

► Example 1 - Multinational company with three business units in 21 

geographic locations and using various payroll systems. 

• The issuer could sample from each business unit, then select samples from 

each geographic location that are representative of employee compensation in 

the applicable business unit as a whole. 
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► Example 2 - Multinational company with employees in North America, 

China, Europe and Latin America. 

• This example illustrates the use of statistical sampling in conjunction with other 

reasonable methods. 

• This example also provides for use of different methods of statistical sampling 

within the same jurisdiction. 
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Which Compensation Measures to Use? 

 To identify the median employee, company may use: 

• Annual total compensation (402(c)(2)(x) of Regulation S-K) or  

• Any other “consistently applied compensation measure” or 
“CACM” that is applied to all employees including in the 
calculation.   

 

 The selected CACM must “reasonably reflect” the annual 
compensation of employees.  (CDI 128C.01) 

• Whether the CACM reasonably reflects the annual 
compensation of employees is a facts and circumstances 
analysis. 
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Which Compensation Measures to Use? 

 September 2017 SEC guidance reiterates flexibility in rule. 

 Company may use existing internal records (e.g., tax and payroll 
records) that “reasonably reflect” annual compensation to 
identify the median employee “even if those records do not 
include every element of compensation, such as equity awards 
widely distributed to employees.” (September 2017 CDI 128C.01) 

• This 2017 update added welcome flexibility by repealing a prior CDI 
that suggests equity must be included if widely distributed. 

 Considerations in selecting compensation measures: 

• Availability of/ease of gathering data 

• Company’s types of compensation 

• Whether all/most employees receive these types of compensation 
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Which Compensation Measures to Use? 

 Reasonable compensation measures might include one or more of 
the following: 

• Salary  

• Salary + bonus 

• Equity  

• Statutory benefits (outside U.S.)  

• W-2 wages (or equivalent outside U.S.) 

 Company may not use hourly or annual “rate” of pay alone.  

• For example, for an hourly worker, company must calculate 
annual compensation based on both hourly rate and hours 
worked. (CDI 128C.02) 
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Which Compensation Measures to Use? 

 Compensation measures should reflect compensation distribution 
(again, need not be all compensation): 

• If salary is flat and bonus is a differentiator among employee 
compensation, it may not be reasonable to include salary alone. 

• On the other hand, if including bonus would not change the 
outcome, it may be reasonable to exclude it. 

• If CACM used results in median employee in the top quarter of pay, 
consider whether it is a suitable CACM. 

 Pressure test various compensation measures to assess suitability 
of CACM and understand the result. 

 Compensation measures must be disclosed, which we will discuss 
later in this presentation. 

 

 
26 



 
Measurement Period 

 Flexibility for selection the Measurement Period (CDI 128C.03): 

• Measurement Period need not end on the date used to determine the employee population. 

• Complete or partial fiscal year  

• Prior fiscal year (Note: If there has been a significant change in the company’s employee population 

or compensation, the prior year may be not be used.) 

• For example, if the employee determination date is 10/31/17, company could use a measurement 

period of 11/15/16 through 11/15/17.  If the company pays bonuses in December, this would allow 

the company to include the prior year bonuses, rather than waiting to the end of the current year, 

to allow more time for calculation and analysis.  

 Consider:  

• Does the Measurement Period sufficiently reflect the compensation for the year? 

• Does significant pay happen during certain time of year (seasonality)? 
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Permitted Adjustments 

 Annualization. May annualize compensation for permanent full-
time or part-time employees (e.g., if employee hired mid-year or 
on LOA). 

• May not make full-time equivalent adjustment for part-time 
employees.   

• May not annualize seasonal or temporary workers. 

 Cost of Living Adjustment.  May make cost of living adjustment 
(COLA) to the compensation of employees in jurisdictions other 
than the CEO’s so that the compensation is adjusted to the cost of 
living where the CEO resides. 

• Must be applied consistently within each jurisdiction.   

• If COLA used, CEO pay ratio must be disclosed with and without the 
COLA (double disclosure, double calculation, double work). 
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Permitted Substitution 

 If the company determines that the median employee identified 
using the CACM has anomalous characteristics that have 
significant higher or lower impact on the pay ratio, the company 
may substitute in another employee with substantially similar 
compensation rather than conclude that the CACM used was in 
appropriate.   

 

 For example, if the identified median employee earned a 
significantly higher or lower bonus than usual, the company can 
substitute in a different median employee. 
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Calculating the Ratio 

• Annual total compensation for CEO and median employee, 
as calculated for summary compensation table 

– 402(c) of Regulation S-K 

• If two CEOs serving separately within year, either 

– Combine the compensation provided to each person who 
served as CEO during the year, or 

– Annualize the compensation of the person serving as CEO on 
the date selected to identify the median employee 
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Disclosure of Ratio 

• The pay ratio can be presented numerically as in 

– 50 to 1 or 50:1 

• Or, the pay ratio can be presented narratively as in 

– The total annual compensation of the chief executive officer is 
50 times that of the median of annual total compensation of all 
other employees 

• Supplemental ratios 

– Permitted but not required 

– Cannot be misleading 

– Cannot have more prominence than required pay ratio 
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Other Required Disclosures  

• Methodology 

– Non-technical overview 

– Consistently applied compensation measure 

• Material assumptions, adjustments and estimates 

• Statistical sampling 

– Sample size 

– Employee population size 

• Date used for disclosure 

– Date chosen within 3 months of year end 

725403127 32 



Disclosures in Specific Circumstances  

• Cost of living adjustments 

• Use of non-U.S. employee exemption 

• Median employee in future years 

• Material changes from prior years in 

– Methodology 

– Assumptions 

– Adjustments  

– Estimates 
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Optional Disclosures 

• Additional narrative disclosures 

– Optional 

– Useful to place pay ratio in context 

– Can be geared towards various constituencies 

• Investors  

• Employees 

• Customers 

• Media 

•  Others 
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Securities Law Matters  

• “Filed” not “furnished” for SEC purposes 

• Pay ratio disclosure is covered by CEO and CFO 
certifications 

• Potentially subject to liabilities under securities laws 

• While a focus is on proxy statement disclosures, pay ratio 
is also needed in other filings where executive 
compensation is disclosed under Item 402(c)(2) of 
Regulation S-K 

– This can also include Form 10-K, registrations statements  and 
information statements 
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Employee Matters 

• Once the proxy statement is filed, half of the company’s 
employees will learn they are in the bottom half of the 
company’s compensation pool 

• Other employees may feel they are not as high above the 
median as they thought 

• Prepare for employee morale issues 
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Investor Reactions   

• Investors may want follow up on pay ratios 

• ISS survey 

– 75% of investor respondents plan to compare ratios across 
company/industry sectors and/or assess year-on-year changes 

– Investor respondents indicated that pay ratio would be used as 
one data point in determining compensation-related votes 
and/or as background for engagement 

• IR departments should be prepared to communicate on 
pay ratio issues 
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Other Constituencies 

• Media 

• Community organizations 

• Government officials and candidates 

• Non-governmental organizations 

• Customers 

• Pay-equity activists 
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Final Preparations for Pay Ratio 

• Gather information within the company 

• Decide if statistical sampling should be used 

• Choose the measurement date 

• Assemble the appropriate team 

• Develop and refine disclosure controls and procedures 

• Consider whether any changes should be made based on 
new SEC guidance 

• Draft, review, discuss and revise disclosure 

• Keep the compensation committee and full board 
informed 
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Local  Taxation 

• Portland Oregon 

– Approved a 10% surcharge on the business tax charged to 
public companies that do business in Oregon if the CEO earns 
more than 100 times the median pay of other employees  

– Surcharge increases to 25% if the CEO earns more than 250 
times the median 

• Other jurisdictions have been considering taxes based on 
pay ratio 

• Companies should determine, based on where they do 
business, whether their pay ratios will trigger additional 
taxation by any state or municipality  
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