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SEC Substantially Eases Burden of Pay 
Ratio Disclosure 

New Guidance Allows Use of Widely Recognized Tests to Determine 
Who Is Included as an Employee, Reinforces Flexibility to Use 
Reasonable Estimates and Existing Internal Records to Identify the 
Median Employee and Allows Ratio to be Described as an Estimate 

SUMMARY 

The SEC’s Division of Corporation Finance yesterday issued interpretive guidance substantially easing 

the burden of CEO pay ratio disclosure, which will be required for most U.S. public companies beginning 

with the upcoming 2018 proxy season.  In particular: 

 The guidance allows the use of widely recognized tests used in other legal and regulatory contexts, 
such as for employment law or tax purposes, to determine who is an “employee” for purposes of the 
rule.  The treatment of independent contractors in calculating the ratio had been a significant source 
of confusion and expense for many companies. 

 The guidance clarifies that a registrant may use existing internal records, such as tax and payroll 
records, with respect to: 

 determining whether the 5% de minimis exemption is available to exclude non-U.S. employees; 
and 

 identifying the median employee using internal records that reasonably reflect annual 
compensation, even if those records do not include every element of compensation. 

 The guidance reinforces the flexibility to use reasonable estimates and assumptions and determine 
reasonable methodologies and statistical sampling to identify the median employee and calculate the 
median employee’s annual total compensation. 

 In light of the preceding, the guidance allows the ratio to be described as an “estimate.” 

The SEC also updated the Compliance and Disclosure Interpretations regarding the CEO pay ratio 

disclosure that were initially posted on October 18, 2016.  The changes to the interpretations (which are 
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set out in the attached Annex) reflect the new interpretive guidance.  In addition, the SEC provided 

separate guidance regarding the use of statistical sampling by registrants to determine their median 

employee for purposes of the pay ratio disclosure, which is available at 

https://www.sec.gov/corpfin/announcement/guidance-calculation-pay-ratio-disclosure. 

The new interpretive guidance was published “[i]n light of the approaching compliance date and concerns 

raised about the implementation of the disclosure requirement” and focuses on providing flexibility for 

registrants in their compliance with the pay ratio rule. 

BACKGROUND 

As directed by Section 953(b) of the Dodd-Frank Wall Street Reform and Consumer Protection Act, on 

August 5, 2015, the SEC adopted the final pay ratio disclosure rule as Item 402(u) of Regulation S-K.
1
  

The rule requires that U.S. public companies disclose:

 the median of the annual total compensation of all employees of the registrant, except the registrant’s 
CEO; 

 the annual compensation of the registrant’s CEO; and  

 the ratio of those two amounts. 

Disclosure is required with respect to the first fiscal year beginning on or after January 1, 2017; 

accordingly, the rule becomes effective beginning with the upcoming 2018 proxy season. The pay ratio 

disclosure rule does not apply to emerging growth companies, smaller reporting companies, foreign 

private issuers, filers under the U.S.-Canadian Multijurisdictional Disclosure System and registered 

investment companies. 

HIGHLIGHTS FROM THE PAY RATIO GUIDANCE 

Determining the Relevant Employee Population: Independent Contractors 

The rule permits a registrant to exclude workers who provide services to the registrant as independent 

contractors and “leased” workers as long as they are employed, and their compensation is determined, by 

an unaffiliated third party. The Compliance and Disclosure Interpretations posted on October 18, 2016 

emphasized that a key factor in determining whether a worker such as an independent contractor was an 

“employee” for purposes of the rule was whether the registrant or one of its consolidated subsidiaries 

determined the compensation of the worker, regardless of whether such worker would be considered an 

“employee” for tax or employment law purposes or under other common tests. The new guidance 

                                                      
1
 See Pay Ratio Disclosure, Rel. Nos. 33-9877; 34-75610 (August 6, 2015), available at 

https://www.sec.gov/rules/final/2015/33-9877.pdf. The pay ratio rule is discussed in our memo to 
clients entitled SEC Adopts CEO Pay Ratio Rule: New Rule Will Not Be Effective Until 2018 
Proxy Season (August 7, 2015), available at 
https://sullcrom.com/siteFiles/Publications/SC_Publication_SEC_Adopts_CEO_Pay_Ratio_Rule.pdf. 

https://www.sec.gov/corpfin/announcement/guidance-calculation-pay-ratio-disclosure
https://www.sec.gov/rules/final/2015/33-9877.pdf
https://sullcrom.com/siteFiles/Publications/SC_Publication_SEC_Adopts_CEO_Pay_Ratio_Rule.pdf
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reverses this prior guidance and clarifies that registrants may indeed use widely recognized tests from 

other legal and regulatory contexts to determine who is an “employee” for purposes of the pay ratio 

disclosure.  For example, a registrant may use guidance published by the Internal Revenue Service or 

another widely recognized test used for employment law or tax purposes.  The updated Compliance and 

Disclosure Interpretations have incorporated this clarification by withdrawing fully the previous Q&A on 

this topic. 

Using Internal Records 

Median Employee. The rule permits a registrant to use annual total compensation, as determined under 

existing executive compensation rules, or any other consistently applied compensation measure (CACM), 

such as compensation reported in payroll or tax records, to identify the median employee.  The 

Compliance and Disclosure Interpretations posted on October 18, 2016 provided that the CACM may be 

any measure that reasonably reflects the annual compensation of employees depending on the facts and 

circumstances, but that it would not be permissible to use cash compensation as a measure when 

employees widely receive equity awards, as the cash compensation would not reasonably reflect annual 

compensation.  The new guidance clarifies that the registrant may use internal records that reasonably 

reflect annual compensation to identify the median employee, even if those records do not include every 

element of compensation, including equity awards widely distributed to employees.  

The new guidance also confirms that, if the registrant identifies a median employee as a result of using a 

CACM based on internal records and determines that the identified median employee’s compensation 

includes anomalous characteristics, such that the compensation may have a significant impact on the pay 

ratio, the registrant may substitute another employee with substantially similar compensation.  

Non-U.S. Employees.  Due to the potential for increased costs for multinational companies of including 

both U.S. and non-U.S. employees as “employees,” the rule generally exempts registrants from including 

non-U.S. employees where they account for 5% or less of the total employees.  The guidance clarifies 

that a registrant may use appropriate internal records, including tax records or payroll records, to 

determine whether this de minimus exemption is available. 

Using Reasonable Estimates, Assumptions and Methodologies 

The rule permits a registrant flexibility to use reasonable beliefs, estimates and efforts to both identify the 

median employee (including by using statistical sampling and a CACM) and to calculate annual total 

compensation or any elements of annual total compensation.  Consistent with the rule, the guidance 

clarifies that, if the registrant uses reasonable estimates, assumptions or methodologies, so long as 

provided in good faith and not made without a reasonable basis, the resulting disclosure will not provide 

the basis for SEC enforcement action.   

The updated Compliance and Disclosure Interpretations also clarify that the SEC would not object if a 

registrant, in any required disclosure, describes the pay ratio as a reasonable “estimate.”   
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Using Statistical Sampling 

The separate SEC guidance regarding the calculation of pay ratio disclosure by registrants clarifies and 

provides flexibility in how registrants may use statistical sampling and other reasonable methodologies to 

identify the median employee.  This guidance provides that registrants may combine the use of 

reasonable estimates with statistical sampling or other reasonable methodologies.  For example, 

registrants with multiple business lines are permitted to use statistical sampling for some business units 

and use other methodologies and reasonable estimates for other business units.  The guidance includes 

a non-exclusive list of sampling methods that registrants may choose to employ, including simple random 

sampling, stratified sampling, cluster sampling and systematic sampling.  The SEC also clarifies here that 

registrants have flexibility to use reasonable estimates in the methodology implemented to identify the 

median employee and in the calculation of annual total compensation for employees.  Finally, this 

guidance includes hypothetical examples of the use of reasonable estimates, statistical sampling and 

other methodologies, or a combination thereof, including in the context of companies with global 

workforces.   

IMPLICATIONS 

Companies should be aware that, while the SEC has afforded reasonably broad flexibility to implement 

the pay ratio rule—and the new guidance reinforces such flexibility—the rule requires disclosure of the 

methodology chosen to determine the median employee and any material assumptions, adjustments or 

estimates used to identify the median employee or to determine total compensation. As a result of such 

flexibility, there will likely be a wide range of methodologies used, and companies will need to be mindful 

of how their methodology, and not only the ultimate pay ratio that results, is communicated to their 

shareholders. 

* * * 

 

Copyright © Sullivan & Cromwell LLP 2017 



 
 

-5- 
SEC Substantially Eases Burden of Pay Ratio Disclosure 
September 22, 2017 

ABOUT SULLIVAN & CROMWELL LLP 

Sullivan & Cromwell LLP is a global law firm that advises on major domestic and cross-border M&A, 

finance, corporate and real estate transactions, significant litigation and corporate investigations, and 

complex restructuring, regulatory, tax and estate planning matters.  Founded in 1879, Sullivan & 

Cromwell LLP has more than 875 lawyers on four continents, with four offices in the United States, 

including its headquarters in New York, four offices in Europe, two in Australia and three in Asia. 

CONTACTING SULLIVAN & CROMWELL LLP 

This publication is provided by Sullivan & Cromwell LLP as a service to clients and colleagues.  The 

information contained in this publication should not be construed as legal advice.  Questions regarding 

the matters discussed in this publication may be directed to any of our lawyers listed below, or to any 

other Sullivan & Cromwell LLP lawyer with whom you have consulted in the past on similar matters.  If 

you have not received this publication directly from us, you may obtain a copy of any past or future 

publications by sending an e-mail to SCPublications@sullcrom.com. 

CONTACTS 

New York   

Robert E. Buckholz +1-212-558-3876 buckholzr@sullcrom.com 

Catherine M. Clarkin +1-212-558-4175 clarkinc@sullcrom.com 

Heather L. Coleman +1-212-558-4600 colemanh@sullcrom.com 

Donald R. Crawshaw +1-212-558-4016 crawshawd@sullcrom.com 

Robert G. DeLaMater +1-212-558-4788 delamaterr@sullcrom.com 

Robert W. Downes +1-212-558-4312 downesr@sullcrom.com 

John E. Estes +1-212-558-4349 estesj@sullcrom.com 

William G. Farrar +1-212-558-4940 farrarw@sullcrom.com 

Matthew M. Friestedt +1-212-558-3370 friestedtm@sullcrom.com 

David B. Harms +1-212-558-3882 harmsd@sullcrom.com 

John P. Mead +1-212-558-3764 meadj@sullcrom.com 

Scott D. Miller +1-212-558-3109 millersc@sullcrom.com 

Robert W. Reeder III +1-212-558-3755 reederr@sullcrom.com 

Glen T. Schleyer +1-212-558-7284 schleyerg@sullcrom.com 

William D. Torchiana +1-212-558--4056 torchianaw@sullcrom.com  

Marc Trevino +1-212-558-4239 trevinom@sullcrom.com 

George H. White III +1-212-558-4328 whiteg@sullcrom.com 

Washington, D.C.   

Eric J. Kadel, Jr. +1-202-956-7640 kadelej@sullcrom.com 

Richard C. Morrissey +1-202-956-7565 morrisseyr@sullcrom.com 

Robert S. Risoleo +1-202-956-7510 risoleor@sullcrom.com 

mailto:SCPublications@sullcrom.com
mailto:buckholzr@sullcrom.com
mailto:clarkinc@sullcrom.com
mailto:colemanh@sullcrom.com
mailto:crawshawd@sullcrom.com
mailto:delamaterr@sullcrom.com
mailto:downesr@sullcrom.com
mailto:estesj@sullcrom.com
mailto:farrarw@sullcrom.com
mailto:friestedtm@sullcrom.com
mailto:harmsd@sullcrom.com
mailto:meadj@sullcrom.com
mailto:millersc@sullcrom.com
mailto:reederr@sullcrom.com
mailto:schleyerg@sullcrom.com
mailto:torchianaw@sullcrom.com
mailto:trevinom@sullcrom.com
mailto:whiteg@sullcrom.com
mailto:kadelej@sullcrom.com
mailto:morrisseyr@sullcrom.com
mailto:risoleor@sullcrom.com


 

 

-6- 
SEC Substantially Eases Burden of Pay Ratio Disclosure 
September 22, 2017 
SC1:4495324v2 

Los Angeles   

Patrick S. Brown +1-310-712-6603 brownp@sullcrom.com 

Eric M. Krautheimer +1-310-712-6678 krautheimere@sullcrom.com 

Alison S. Ressler +1-310-712-6630 resslera@sullcrom.com 

Palo Alto   

Scott D. Miller +1-650-461-5620 millersc@sullcrom.com 

Sarah P. Payne +1-650-461-5669 paynesa@sullcrom.com 

John L. Savva +1-650-461-5610 savvaj@sullcrom.com  

London   

Nikolaos G. Andronikos +44-20-7959-8470 andronikosn@sullcrom.com  

Kathryn A. Campbell +44-20-7959-8580 campbellk@sullcrom.com 

John O’Connor +44-20-7959-8515 oconnorj@sullcrom.com 

David Rockwell +44-20-7959-8575 rockwelld@sullcrom.com 

Paris   

William D. Torchiana +33-1-7304-5890 torchianaw@sullcrom.com  

Frankfurt   

Krystian Czerniecki +49-69-4272-5525 czernieckik@sullcrom.com 

Melbourne   

Robert Chu +61-3-9635-1506 chur@sullcrom.com  

Sydney   

Waldo D. Jones Jr. +61-2-8227-6702 jonesw@sullcrom.com  

Tokyo   

Izumi Akai +81-3-3213-6145 akaii@sullcrom.com 

Keiji Hatano +81-3-3213-6171 hatanok@sullcrom.com 

Hong Kong   

Garth W. Bray +862-2826-8691 brayg@sullcrom.com  

Michael G. DeSombre +852-2826-8696 desombrem@sullcrom.com 

Chun Wei +852-2826-8666 weic@sullcrom.com 

 

mailto:brownp@sullcrom.com
mailto:krautheimere@sullcrom.com
mailto:resslera@sullcrom.com
mailto:millersc@sullcrom.com
mailto:paynesa@sullcrom.com
mailto:savvaj@sullcrom.com
mailto:andronikosn@sullcrom.com
mailto:campbellk@sullcrom.com
mailto:oconnorj@sullcrom.com
mailto:rockwelld@sullcrom.com
mailto:torchianaw@sullcrom.com
mailto:czernieckik@sullcrom.com
mailto:chur@sullcrom.com
mailto:jonesw@sullcrom.com
mailto:akaii@sullcrom.com
mailto:hatanok@sullcrom.com
mailto:brayg@sullcrom.com
mailto:desombrem@sullcrom.com
mailto:weic@sullcrom.com


 
 

-7- 
SEC Substantially Eases Burden of Pay Ratio Disclosure 
September 22, 2017 

ANNEX 

Section 128C — Item 402(u) Pay Ratio Disclosure 

Question 128C.01 

Question: If a registrant does not use annual total compensation calculated using Item 402(c)(2)(x) of 

Regulation S-K (“annual total compensation”) to identify the median employee, how should a registrant 

select another consistently applied compensation measure (“CACM”) to identify the median employee? 

Answer: Item 402(u) requires registrants to identify the median employee using annual total 

compensation or another CACM, such as information derived from the registrant’s tax and/or payroll 

records. Because of concerns about the expected compliance costs if registrants had been required to 

calculate annual total compensation for all employees, the Commission permitted registrants to use a 

CACM other than annual total compensation as a reasonable alternative to identifying the median 

employee. Any measure that reasonably reflects the annual compensation of employees could serve as a 

CACM. The appropriateness of any measure will depend on the registrant’s particular facts and 

circumstances. As the Commission stated in the interpretive release, “a registrant may use internal 

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.” [October 18, 2016; updated September 21, 2017] 

Question 128C.02 

Question: May a registrant exclusively use hourly or annual rates of pay as its CACM? 

Answer: No. Although an hourly or annual pay rate may be a component used to determine an 

employee’s overall compensation, the use of the pay rate alone generally is not an appropriate CACM to 

identify the median employee. Using an hourly rate without taking into account the number of hours 

actually worked would be similar to making a full-time equivalent adjustment for part-time employees, 

which is not permitted. Similarly, using an annual rate only, without regard to whether the employees 

worked the entire year and were actually paid that amount during the year, would be similar to 

annualizing pay, which the rule only permits in limited circumstances. [October 18, 2016] 

Question 128C.03 

Question: When a registrant uses a CACM to identify the median employee, what time period may it 

use? Must the period include the date on which the employee population is determined? Must it always 

be for an annual period? May it use the prior fiscal year? 

Answer: To calculate the required pay ratio, a registrant must first select a date, which must be within 

three months of the end of its fiscal year, to determine the population of its employees from which to 
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identify the median. Once the employee population is determined, the registrant must then identify the 

median employee from that population using either annual total compensation or another CACM. In 

applying the CACM to identify the median employee, a registrant is not required to use a period that 

includes the date on which the employee population is determined nor is it required to use a full annual 

period. A CACM may also consist of annual total compensation from the registrant’s prior fiscal year so 

long as there has not been a change in the registrant’s employee population or employee compensation 

arrangements that would result in a significant change of its pay distribution to its workforce. [October 18, 

2016] 

Question 128C.04 

Question: When someone is furloughed on the date that the registrant uses to determine the population 

of its employees from which it is required to identify the median, must the registrant include the 

furloughed person in the employee population used to identify the median employee, and, if included in 

the population, how should the furloughed employee’s compensation be calculated? 

Answer: Item 402(u) does not define or even address furloughed employees. Because a furlough could 

have different meanings for different employers, registrants will need to determine whether furloughed 

workers should be included as employees based on the facts and circumstances. If the furloughed worker 

is determined to be an employee of the registrant on the date the employee population is determined, his 

or her compensation should be determined by the same method as for a non-furloughed employee. Item 

402(u)(3) of Regulation S-K identifies four classes of employees: full-time, part-time, temporary and 

seasonal. The registrant must determine in which class the employee belongs on that date and determine 

that individual’s compensation using annual total compensation or another CACM in accordance with 

Instruction 5 of Item 402(u). That instruction states that a registrant may annualize the total compensation 

for all permanent employees (full-time or part-time) that were employed by the registrant for less than the 

full fiscal year or who were on an unpaid leave of absence during the period. In contrast, a registrant may 

not annualize the total compensation for employees in temporary or seasonal positions. A registrant may 

not make a full-time equivalent adjustment for any employee. [October 18, 2016] 

Question 128C.05 

[Withdrawn, September 21, 2017] 

Question 128C.06 

Question: Given the significant flexibility provided to registrants in Item 402(u) to identify the median 

employee, would the staff object if a registrant describes the pay ratio as an estimate? 

Answer: No. As the Commission stated in the interpretive release, due to the use of estimates, 

assumptions, adjustments, and statistical sampling permitted by the rule, pay ratio disclosures may 
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involve a degree of imprecision. Therefore, the staff would not object if a registrant states in any required 

disclosure that the pay ratio is a reasonable estimate calculated in a manner consistent with Item 402(u). 

[September 21, 2017] 

 


