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Securities and Exchange Commission Proposes New Rule for CEO Pay Ratio
Disclosure

On September 18, 2013, the Securities and Exchange Commission (“Commission”) held an open meeting at
which it proposed a new rule on chief executive officer (CEO) pay ratios as mandated by Section 953(b) of the
Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (“Dodd-Frank”)." Consistent with Dodd-
Frank, the proposed rule would require a covered issuer to disclose annually the ratio of (1) the median of the
annual total compensation of all employees, excluding the CEQ, to (2) the annual total compensation of the CEO.

The proposal provides flexibility as to how companies may determine the median employee, but retains the
statutory requirement that annual “total compensation” for the pay ratio disclosure be calculated as provided
in the proxy rules as in effect July 20, 2010. The proposed rules also follow the statutory prescription that
compensation of all employees must be considered. Specifically, all employees enterprise-wide, including
international, part-time, temporary and seasonal employees, as of the end of the most recent fiscal year, would
be included to determine the ratio.

At the open meeting, the Commission staff emphasized that the proposed rule is intended to reduce the burden
of complying with the disclosure requirement by providing companies with significant flexibility in calculating
the pay ratio, while ensuring that the Dodd-Frank mandates are satisfied. The proposal was approved by the
Commission by a vote of three to two over the strong objection of two Commissioners.?

The proposing release acknowledges that neither the statute nor the related legislative history states the
objectives or intended benefits of the pay ratio disclosure. Proponents of the disclosure say the ratio will allow
investors to determine whether a company’s pay practices are fair and put downward pressure on rapidly
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increasing CEO pay.®> However, critics have asserted that the sole objective of the provision is to publicly shame
companies and their CEOs* and that the expense and effort required to gather the requisite data and to calculate
the pay ratio will far outweigh any possible benefit to investors.> The Commission received more than 22,000
comment letters on the pay ratio disclosure before the vote on the proposed rule.

Companies subject to the proposed rule.

Under the proposed rule, only those companies required to include summary compensation table disclosures in
their public filings pursuant to Item 402(c) of Regulation S-K must disclose their pay ratios. As a result,a number
of companies are exempt from the proposed rule, including:

« emerging growth companies (as provided by the JOBS Act);
+ smaller reporting companies;
« foreign private issuers that file on Form 20-F; and

« Multijurisdictional Disclosure System (MJDS) filers that file on Form 40-F.

Employees included in identification of median compensation.

Under the proposed rule, all employees of the registrant must be included in the process of identifying median
compensation. For the purpose of the calculation, any individual employed on the last day of the registrant’s
last fiscal year counts as an employee. This:

« includes part-time, temporary and seasonal employees;

« includes employees outside the United States, without adjustments based on differences in cost-of-living;
and

- covers employees on an enterprise-wide basis, including employees of the registrant’s world-wide
subsidiaries.

Registrants may, but would not be not required to, annualize the total compensation for permanent employees
who did not work for the entire year. However, registrants may not annualize the total compensation for
temporary or seasonal workers.

Methodology for identifying the “median” employee for purposes of the disclosure.

No specific methodology is prescribed in the proposed rule for calculating annual total compensation for purposes
of identifying the median employee. The Commission proposed a flexible approach, permitting companies to
select a methodology that is appropriate to the size and structure of their own businesses and the way they
compensate employees, so long as the methodology is disclosed.

3 See “CEO-to-Worker Pay Ratio Disclosure Proposed by SEC,” Bloomberg Law (Sep. 18, 2013), available at http://www.bloomberg.com/
news/2013-09-17/ceo-to-worker-pay-ratio-disclosure-proposal-to-be-issued-by-sec.html.

See comments of Commissioners Piwowar and Gallagher at open meeting, Sep. 18, 2013.

See comment letter from 23 organizations, including the American Benefits Council, Center on Executive Compensation, National Association
of Manufacturers and the U.S. Chamber of Commerce (Jan. 19, 2012).
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For example, a company with a small number of employees may choose to calculate the median by using
the compensation data of its full employee population, while a company with a large number of employees
may choose to base its calculation on a statistical sampling of its employees. Either way, for the purpose of
identifying the median employee, companies may use “total compensation”as defined in the proxy rules or any
other compensation measure that is consistently applied to all employees included in the calculation, such as
amounts derived from payroll or tax records. This flexibility in determining the median employee is intended
to reduce the overall effort and cost of compliance.

Once the median employee is identified, his or her annual total compensation for purposes of the pay ratio
disclosure must be calculated using the definition of “total compensation” in Item 402(c)(2)(x) of Regulation
S-K, which includes:

+ salary;

- bonus;

incentive awards;

« year-over-year changes in pension value; and

.

all other compensation.

The proposal allows companies to use reasonable estimates when calculating the annual total compensation
and any element of total compensation of the median employee, provided that the estimation methods and
any material assumptions or adjustments are disclosed.

Disclosure timing.

Companies would be required to provide the pay ratio disclosure in any public filings that call for Item 402
disclosures—which would include registration statements, proxy and information statements, and annual
reports—for the first fiscal year commencing on or after the effective date of the rule. Assuming that the final
rule is effective in 2014, a calendar year registrant would be first required to include the pay ratio disclosure
relating to compensation for fiscal year 2015 in its proxy or information statement for its 2016 annual meeting
of shareholders.

Opportunities for public comment.

The comment period for the proposed rule is 60 days following its publication in the Federal Register
(approximately mid November 2013). Comments on the proposed rules may be submitted to the Commission
via online form, email or mail .

5 Instructions on how to submit a comment are available at http://www.sec.gov/rules/submitcomments.htm.
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