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Many issues remain open for imminent filers

Final Pay Versus Performance (PVP) disclosure ruleswere published nearly six months
ago leaving many advisors and companies scrambling to inter pret the complexities of one
of the last remaining compensation-related requirements under the Dodd-Frank Act. Our
earlier Client Alert took a detailed look at those rules. With deadlines for most companies
to publish their first PVP disclosuresfast approaching, the SEC released 15 updated

inter pretations on February 10, 2023. While this guidance is certainly welcome and deals
with several outstanding questions, it failed to address many of the more granular issues
around equity reconciliation. Below we summarize the new guidance by topic area and
note wher e remaining questions persist.

TSR Peer Group

Total Shareholder Return (TSR) peer group may include CD& A peer groups even if they are not
used for “benchmarking” (Question 128D.05)

The PVP rulesrequire companiesto pick a peer group and includethat group’s
cumulative TSR in the PVP table. Permitted peer groupsincludethose used in the
company’s performance graph in the 10-K (with the exception of a broad index) or those
used in the CD& A of the proxy statement. Thiswould presumably include the group of
companies used in arelative performance measure-based plan such asrelative total
shareholder return (rTSR). Wording in the SEC’s original release led many practitioners
to concludethat TSR peer groups could only come from the CD& A peer group that was
specifically used for benchmarking levels of compensation. The guidance clarifies that
companies can use any peer group actually used to help deter mine executive pay, even if
such peer group isnot used for “benchmarking.” While picking the 10-K performance
graph industry index still seemsto bethe peer group of choice for many companies, the
possibility of using a “performance peer group” may now be attractive for those
companies whose “ compensation actually paid” (CAP) better alignswith the TSR of the
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performance group it comparesitself to for long-term incentive payouts.
No exemptions for 2022 peer group changes (Question 128D.07)

The PVP rules state that if a company uses a different peer group in the most recent year
from previousyears, it must explain in a footnote the reasons for the change and compare
the company’s cumulative TSR with both the newly selected peer group and the peer
group used in theimmediately preceding fiscal year in afootnote. Many companies were
hopeful that if the peer group changed in 2022, for thefirst filing in 2023 the rule would
exempt prior changes and not require additional disclosure. However, the new
clarification statesthat if the peer group changesin 2022, companies may not use the 2022
peer group for 2020 and 2021 cumulative TSR disclosur es, but must use the actual peer
group in placein each of those yearsto calculate respective cumulative T SR.

Required Adjustments and Footnotes to Derive CAP

Footnote reconciliation from SCT to CAP isrequired for each year in the PVP Tableinitidly,
and generally only for most recent year going forward (Question 128D.03)

The PVP rulesrequirethat amountsreported in the CAP columnsfor the CEO and other
non-CEO NEOs must be reconciled with SCT amounts by showing the required additions
and subtractions under the PVP rules. The SEC was asked whether the reconciliation was
required each year in the PVP Table (which many practitioners drafting their proxies
presumed), or only for the most recent year. In response, the SEC guidance provides that
all three years (or two in the case of a smaller reporting company) must be reconciled for
2023 proxies, but going forward only the most recent year reconciliation will be required
(unless historical reconciliation ismaterial to an investor’s under standing of the
information reported in the most current PVP Table).

Reconciliation adjustments from SCT to CAP may not be aggregated (Question 128D.04)

Those companiesthat have already started calculating CAP know that there are
potentially hundreds of adjustments depending on the number of NEOsin the PVP Table
and the number of equity awards covered (both in terms of type of equity award aswell as
vesting tranches). With the lack of guidance asto how much detail is needed in this
adjustment footnote, many companies had proposed providing a ssmple chart reconciling
total equity and pension amounts subtracted from and added back to the SCT amountsto
derivethe CAP amountsfor each year for the CEO and average NEO columns.

The new guidance—although almost as vague asthe rules themselves—seemsto indicate
that aggregate additions and subtractions for pension and equity awardsis not enough, but
that footnote disclosure should be provided for “ each of the amounts’ added and deducted
pursuant to Items 402(v)(2)(iii)(B)(1)(i) — (ii) and Items 402(v)(2)(iii)(C)(1)(i) — (vi). Read
quite literally, thiswould mean at a minimum the following numberswould need to be
disclosed for the CEO and the average NEOsfor each of the yearsrepresented in the PVP
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Table:
Pensions:

= Amount deducted for aggregate changein actuarial present value from SCT
= Amount added for service cost
= Amount added for prior service cost impacting current year

Equity:

= Amount deducted for grant date valuesin the SCT

= Amount added for year-end fair value of unvested awards granted in the current
year

= Amount added for year-over-year difference of year-end fair valuesfor unvested
awardsgranted in prior years

= Amount added for fair values at vest date for awards granted and vested in current
year

= Amount added for differencein fair values between prior year-end fair values and
vest date fair valuesfor awards granted in prior years

= Amount deducted for forfeitures during current year equal to prior year-end fair
value

= Amount added for dividends or dividend equivalents not otherwise included in the
total compensation

We have seen disclosures that provide an even further breakdown of these numbers, but at
thisjunctureit seemsclear the SEC isasking for more than one aggr egated disclosur e for
equity and pension adjustments.

Pear| Meyer Perspective: Missing from this guidance which many of us were hoping to seeis
mor e information about how much more detail is needed with respect to each award and each
tranche. It also doesn’t discuss how detailed assumptions with respect to equity valuations need
to be. Companies also question whether a full reconciliation to GAAP should be restated in the
footnotes to the CSM or whether they can simply cross-reference to the reconciliation provided
in other parts of the proxy. Finally, there are many lingering questions regarding how to
capture dividend payments and/or fair values of equity with an equity acceleration feature when
granted to retirement-eligible individuals. Unfortunately, absent further guidance prior to filing
deadlines (which is unlikely), companies will need to make reasonable assumptions and provide
clear footnote disclosure describing their inclusions and exclusions.

Net Income

Net income must come from the company’ s audited GAAP financial statements (Question
128D.08)

The PVP Tablerequiresthat a company’s net income be presented for all yearsin the
chart. In the absence of a specific definition of net income, some companies wer e hopeful to
use a variant of company net income for special circumstances (e.g., controlling inter est
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net income or continuing oper ations net income). The SEC clarified that top-level
company net incomeisrequired despite special circumstances.

Company Selected Measure (CSM)

The CSM may include rTSR and other metrics derived from net income or cumulative TSR
(Question 128D.09)

Therulesrequirethe company toreport afinancial CSM that isnot already required to be
disclosed in the PVP Table (i.e., net income and cumulative TSR). However, the SEC has
clarified that financial metricsthat are similar to or derived from these metrics, such as
earnings per share, gross profit, income or loss from continuing operations, or rTSR are
permissible CSMs.

The CSM may include stock-price based metricsin only certain scenarios (Question 128D.10)

Many companies expressed curiosity about whether stock price may be used asthe CSM,
asin most casesit would align nicely with CAP in each respective year. The SEC clarified
that stock prices may not be used where the only impact of stock price on Named
Executive Officers (NEOs) compensation isthrough changesin the value of share-based
awards. However, if, for example, the company’s stock priceisa market condition
applicable to an incentive plan award, or isused to determine the size of a bonus poal, it
may beincluded asa CSM.

The CSM cannot be a multiple year measure (Question 128D.11)

Many companiesinquired asto whether the CSM could be measured over a multi-year
period that includesthe applicable fiscal year asthefinal year (similar to the use of multi-
year measurement periodsfor calculating total shareholder returns). The SEC clarified
that the CSM must be the financial performance measure used by the company for the
most recently completed fiscal year only.

Financial Measurements used to determine discretionary bonus pools do not evade CSM or the
Tabular List disclosure requirements (Question 128D.12)

When the PVP rules werereleased, many practitioners wondered whether a discretionary
bonus pool could be used to omit disclosur e of relevant financial measures either asa CSM
or in the Tabular List. However, the SEC guidance clearly statesthat if the size of a bonus
pool isdetermined based wholly or in part on satisfying a financial performance measure,
the company isusing the financial performance measureto link CAP to company
performance. Therefore, such financial measure must bein the Tabular List (or listed asa
CSM with accompanying relationship disclosureif it isthe most important financial
measuretied to CAP).

Pear|l Meyer Perspective: Many companies find the language regarding 3-7 financial measures
to the Tabular List to be confusing in the PVP rules. The rules seem to indicate that companies
must have three financial measures in order to also report non-financial measures. Clarification
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that non-financial measures may be presented even if there are no financial measures would
have been welcomed.

NEO Changes Over the Course of the PVP Table Years

Compensation of multiple CEOs in one year may be aggregated but only for narrative/graphical
comparisons (Question 128D.13)

Therulesrequirethat for anyone who served asa company’s CEO during any year, a
separate column must be shown for that CEO’s CAP. In certain cases (i.e., where an
individual only served asa CEO for a small portion of the year), a graphical display of the
compensation versus other financial performance measuresyielded illogical results. The
SEC has stated it would not object to companies aggr egating the compensation of multiple
CEOsin agiven year for purposes of these comparisonsif the presentation will not be
misleading to investors. However, it will not per mit companiesto aggregate such amounts
inthe PVP Tableitself.

Change in fair value of unvested equity includes amounts granted to NEOs prior to becoming an
NEO (Question 128D.02)

In order to calculate CAP, thefair value at the end of each year (or at vesting) must be
compared to the fair value at year-end of the previousyear. The SEC clarified that equity
awards granted to afirst-time NEO in ayear prior to (and not otherwiserelated to) their
appointment asan NEO must beincluded in the PVP Table (i.e., if anon-NEO employeeis
granted a stock option in 2021, and is subsequently appointed asan NEO in year 2022, the
NEO’s CAP in year 2022 must reflect the changesin fair valuein that stock option from
2021 to 2022). The SEC takesthis position despite the fact that such amount may not
appear in the Summary Compensation Table with a grant date fair value.

Pear| Meyer Perspective: Missing from the guidance is how to report compensation for an NEO
who is promoted to CEO during the course of a year reported in the PVP Table. Should all of
that person’s compensation for prior service as a non-CEO NEO be shifted to the CEO column?
Or should it be bifurcated in the year of the promotion? This remains an important outstanding
question.

Miscellaneous Timing Questions

PV P disclosures are not required to be in Form 10-K, but can be later reported in the proxy
statement (Question 128D.01)

There was some ambiguity around whether the PVP disclosure wasrequired to befiled
ahead of timein the Form 10-K (rather than waiting to report in the proxy, which iswhere
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compensation istypically reported). The SEC clarified that filers may wait for the proxy.

If acompany changes its fiscal year, provide stub period information and do not annualize data
(Question 228D.01)

The SEC providesthe following exampletoillustrate this point: In late 2022, a company
changed itsfiscal year-end from June 30 to December 31. In the company’sfirst PVP
Table, provide disclosurefor each of the following four periods: July 1, 2022 to December
31, 2022; July 1, 2021 to June 30, 2022; July 1, 2020 to June 30, 2021; and July 1, 2019 to
June 30, 2020. The SEC instructsto continue providing such disclosure, including the stub
period, until thereisdisclosurefor five full fiscal years after the stub period.

Cumulative TSR measurement period tracks performance graph information for partial years
based on emergence from bankruptcy (Question 228D.02)

The SEC provides an example of a company that emer ges from bankruptcy in September
2020 and thusitsreportable performance graph information startsin that month. The
guidance concludes that companies may report their own TSR and peer group TSR using
a measurement period from September 2020 through December 2022.

Companies that went public during ayear required to be shown in the PVP Table can use a
measurement period for TSR purposes that starts on the date of PO (Question 128D.06)

If the company’s securities areregistered during ayear included in the PVP Table, the
measur ement point for purposes of calculating TSR and peer group TSR should begin on
such registration date, with footnote disclosur e describing this approach.

Conclusion

Given current timing, we are unlikely to get additional guidance from the SEC before most
calendar year companies arerequired to filetheir proxy statements. Asnoted above, this
latest release from the SEC answer ed some questions, but left othersunresolved. Asa
result, companies will be eagerly awaiting the earliest proxy filersto glean any available
insightsregarding trends and best practices. In the meantime, those involved in the
drafting process should immediately and car efully review this newest round of guidanceto
ensur e compliance, particularly with respect to the level of detail that needsto be
reconciled in footnotes. Pear| Meyer will continue to monitor this space and provide
updates as necessary.
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