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The leaders of Pearl Meyer’s Technical Services Team, Mark Rosen and Deb Lifshey, share
thoughts on how they would suggest reading the new pay ver sus performance (PvP) disclosures
and interpreting the new data.

Mark: The 2023 proxy season has been buzzing with activity around the new required table
and related disclosure known as pay ver sus performance (“PvP”). The SEC hatched it just
in time for the 2023 proxy season a mer e twelve years after it was directed to do so under
the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010. The original
goal was ostensibly to provide important information to investors, which is a reasonable
exercise. But in itsultimate format, will it be helpful for investors, compensation
committees, or even the casual retail proxy reader in decision-making? Probably not. |
don’t believeit isfully illustrative of the relationship between executive pay and company
performance. What it does do is create costly and administratively time-consuming
exercisesfor companies, their lawyers, and accountants. Why do we even need this
disclosure?

Deb: Wedon't, really. The SEC received a mandate from Congressto promulgaterulesin
2010, following an extremefiscal crisisand resulting public per ception that viewed
executives as prospering at the expense of shareholders. Theidea behind the pay versus
performance requirement wasto find a normalized way to captur e executive “pay” and
company “ performance” which was not already required in proxy statements. It took two
rounds of proposals and hundreds of comment lettersto arrive at final rulestwelve years
later. Astherule cameto life, disclosuresin the summary compensation table (“ SCT")
already captured grant-date accounting values, and many companies wer e alr eady
disclosing “realized pay” with supplemental tables. Consultants, proxy advisors, and some
institutional investors have their own modelsfor comparing therelationship between pay
and performance. It appearsthat the SEC worked long and hard to find a novel approach,
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but the value of this approach to the public remains unclear.

Mark: Doesthe current Summary Compensation Table (“SCT”) give us enough
information about what executives earn?

Deb: Not exactly. The SCT shows cash in the year paid (or for bonuses, with respect to the
year paid), and the value of equity when granted. Since equity is seldom earned or realized
by the grantee at the same stock price asit was on the grant date, the grant-date value
doesn’t reflect what an executive takes home. This disconnect is even mor e pronounced for
performance-based grants, which may be earned or realized at above or below target
whereit istypically valued at grant date. It’s an opportunity to earn, but not something
that isliquid on the day it is granted—and it may never be.

Mark: The criticism of the SCT isthat it doesn’t reflect realizable pay. The assumption is
PvP correctsfor that with Compensation Actually Paid (“CAP”). Finally, we can see what
executives are actually paid—right?

Deb: Again, not really. CAP isn’t actually paid, despiteits name. In fact, some of it may
never be paid. CAP is cash compensation paid in a given year plusa hypothetical value of
equity that haseither vested in that year or isoutstanding at year-end. Cash compensation
Isgenerally the same amount asthat shown in the SCT. The differenceisthe value of
equity, which isa snapshot of equity vested during the year and unvested equity valued at
year-end. The snapshot, however, isriddled with assumptions and estimates about the
hypothetical value of equity to the executive at a point in time. For example, if the stock
price drops, the CAP could actually be negative in the PvP table. Similarly, if the actual
number of sharesearned islessthan previously assumed, CAP could also be negative.

Mark: Whoa! You can have negative compensation actually paid? Does the executive have
to pay something back?

Deb: No, nothing likethat. If a company’s stock price drops from one year-end to the next,
an executive sunvested equity similarly dropsin value. The more unvested equity an
executive has, the larger the potential negative number. If the declinein stock priceis
precipitous, it can even offset salary and any other compensation paid.

Thisexperienceisnot simply hypothetical and academic. In the proxiesthat have been
filed to date, we see many examples of negative CAPs. For example, technology and

phar ma stocks generally did well in 2021 but poorly in 2022. What we seeisvery large
CAP for 2021 and small or negative CAP for 2022. In many cases, 2021 CAP is huge while
2022 CAP iseither small (and much lessthan the SCT shows) or negative, in some cases
unusually negative. The more volatile the stock price year over year, the bigger the swings
in CAP.

Mark: So how should | think about colossally large CAPs, especially when they are many
multiples of SCT compensation?

Deb: They should be given as much credence as negative CAP numbers. Because thisisa
point in time, while it may look like an executive has“ outsized” equity awards, it could
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disappear in thefollowing year’s proxy. To say that an executive isoverpaid based on CAP
valuesistaking a very narrow and even faulty view of how an executiveisactually
compensated.

Mark: So PvP isall about changesin stock price?

Deb: For themost part, yes. Most executive compensation philosophies for public
companies put the emphasis on long-term equity compensation. If the stock price changes
materially, it’s going to overwhelm other elements of compensation. That’swhy we are
seeing some disclosures with very large numbersin one year and negative numbersin the
next.

What exacer batesthe CAP problem islonger vesting periods. The more unvested stock,
the more a small change in stock price can cause big changesin CAP. Companies may be
penalized for longer vesting periods. Ironically, longer vesting—which encour ages
executivesto hold for the long term—is something investor s find favor able and even
demand.

Mark: | feel like the goal of the new rule wasto provide useful information to
investors—and to potentially influence how companies design their compensation plans.
But that was impossible thisyear, correct?

Deb: Correct—unless they were clairvoyant. The SEC sprung thison everyone late in 2022.
Most companies barely had timeto analyze the rule and create the disclosure, let alone
think about the implications and use the resulting infor mation to change pay programs
already in flight. PvP did not—and in fact could not—have had any impact on 2023
compensation decisions. Assuch, in thisfirst year, many took the approach totreat thisas
a compliance exer cise because providing rationale smply didn’t make sense.

Mark: Will companies make plan design changes because of PvP disclosures and if they do,
could this create unintended consequences?

Deb: | expect companiesto comparetheir PvP disclosureto their peers. Going forward,
while committees should be awar e of optics presented in the new disclosure, we are not
sure how design can or should be a function of the disclosur e, especially when stock price
tendsto drive CAP values. Trying to accomplish good optics at the expense of sound
compensation strategy would certainly be one potential unintended consequence.

Mark: Will this disclosure go the way of the CEO Pay Ratio, which got a lot of presswhen
it first came out and now isjust another page at the back of the proxy?

Deb: You and | arein agreement on this: disclosure should not replace or determine sound
plan design. Good gover nance demands alignment of compensation and strategy. How it
will be disclosed should be understood, but it should not be the guiding factor driving the
design. It remainsto be seen what impact the PvP rule will have long-term, but just aswith
the CEO Pay Ratio, these mandatory disclosed relationshipsdon’t generally provide
materially helpful information for investors, nor do they help compensation committees
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develop pay programsthat are better aligned to business goals.
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