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As Pay Ratio EntersIts Third Year, Here's What
We Know So Far

To date, no company has won or lost vote support as a result of their pay ratio disclosures.
With proxy advisory firms remaining silent on this issue so far, we dont expect that to change.

Most companies listed in the United States are disclosing their CEO pay ratio for the third year and, so far, the
disclosure has largely been a sleeper issue. Newvertheless, in this article we share insights on disclosure issues
that companies must consider in order to remain in compliance with the letter and spirit of the rule; observations
concerning median employee compensation (the only new piece of information produced by the rule); and
examine an emerging activist campaign that, despite its relative lack of impact to-date, could potentially change
the direction of pay ratio disclosures in the future.

Disclosure Issues Companies Must Consider

In the first yvear of pay ratio, the principle question on companies’ minds was: “Whois the median employee?” As
the pay ratio disclosure is a simple ratio of CEO pay and median pay, and CEO pay was already known and
reported, the bulk of the effort of producing the CEO pay ratio rests on the identification of the median employee.
This question is not as simple as it sounds, as the rule provides for a handful of estimates and exceptions that can
influence the identification of the employee who will sene as the median. The principle questions involved in
identifying the median employee are:

What is the appropriate estimate of employees’ compensation (“Consistently Applied
Compensation Measure” or “CACM”)? This measure must be reasonably representative of the
compensation of employees of the company. For example, we find that in sectors that grant equity
broadly, equity should generally be included in the CACM. In other sectors with a larger population of
non-equity eligible employees — such as retail — wages, or a reasonable estimate thereof, may be more
appropriate.

Which employees are included in determining the employee population from which the median
employeeis selected? The rule generally provides that all worldwide employees, exceptthe CEO, must
be included in the employee population, unless certain exemptions are applied. First, the company may
apply any widely recognized legal definition in determining what it will define as an “employee,” which
could influence the outcome. Most appear to employ the IRS’s relatively narrow definition. However,
some classes of foreign employees may, and frequently do, require additional inquiry. Additionally, firms
may choose to exclude up to 5% of their foreign-based employees, under limited circumstances (the “de
minimis” exemption), and may exclude certain other foreign-based employees under even more limited
circumstances (the “foreign privacy” exemption). Moreover, employees of a firm acquired during the year
in review may also be excluded at the election of the company (the “merger” exemption). Each of these
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decisions strongly influences how the company approaches its pay ratio disclosure obligations in the
following year. Moreower, if more than one of these exemptions are applied, there may be owerlap that

must be accounted for.

What if the median employee, identified above, has aberrant compensation? Frequently, the
identified median employee’s actual compensation will be significantly above or below the CACM
estimate, or relative to that of the immediately surrounding employees. In 2017, prior to the first pay ratio
disclosure, the SEC expressly opined on this point, allowing discretion to substitute a different employee.
Howe\er, there are no objective standards to inform the inquirer as to whether the identified median
employee’s compensation is “aberrant,” and what an appropriate substitute would be.

The CEO pay ratio rule permits the use of a median employee for up to three years, under certain circumstances.
The first set of circumstances has to do with whether the company used exemptions in the prior year that require
it to identify a new median employee. If either of the following apply, the company must re-identify its median
employee:

Did the company apply the merger exemption in the prior year? If the company excluded employees
in the prior year that became employees as a result of the application of the merger exemption, it must
re-identify its median employee, with the excluded employees included in the employee population. It
does not matter whether five or 5,000 employees were previously excluded under this exemption — the
median must be re-identified in any event.

Wasthe de minimis exemption applied inthe prior year? Prior use of the de minimis exemption does
not itself result in the requirement that the company re-identify its median employee, but the analysis
does not stop there. The de minimis exemption provides that the company may exclude up to 5% of its
employee population, all of whom must be foreign-based, provided that those employees are excluded
on a whole-country basis (meaning if one German employee is excluded, all German employees must be
excluded). However, if the number of excluded employees significantly increased vis-a-vis the prior
year's population, the exemption may become unavailable to the company. This is a fact-specific
analysis.

Provided the company determines itis not required to re-identify its median employee because of its prior use of
one of the exemptions abowe, it must then determine whether its prior identification remains relevant. Companies
are permitted to re-use their previously identified median employee if they can affirmatively determine (and
disclose) there has not been a significant change to its employee population, or a significant change in its
employee compensation arrangements, that the company believes would result in a significant modification to the
pay ratio disclosure. The following two questions must both be answered in the negative:

Hasthere been a significant change in the employee population that would significantly impact
the identification of the median employee? The SEC has not provided guidance to assist companies in
determining what would constitute a “significant change” that would “significantly impact” the identification
of the median employee. However, experience indicates that simply reviewing the net increase or
decrease in the employee population (even if assumed to be “significant”), does not necessarily mean
that the change in population will significantly impact the median employee. For example, if a company’s
headcount increased or decreased by net 10%, but that increase or decrease was evenly distributed
around the median, then there would be no impact on the identification of the median employee. In fact, in
some cases, even very high turnover or churn rates may hawe little or no impact on the identification of
the median employee. Fact patterns that may contribute to changes in population that “significantly
impact” the identification of the median employee include: 1) acquisitions (unless the merger exemption is
to be applied) or expansions of business units that tend to be very high paying (such as research) or low
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paying (such as production line) relative to the median, and; 2) force reductions, which tend to skew to
one end or the other.

e Hasthere been asignificant change in the employee compensation arrangements that would
significantly impact the identification of the median employee? It is uncommon for this question to be
answered positively in the absence of a large influx of employees organically or by acquisition (which
would trigger the question abowe), as broad-based compensation schemes do not significantly change
year-over-year. However, if a company were to introduce a broad-based equity program where none
existed the prior year, re-identification may be necessary.

Provided each of the four questions above can be answered in the negative, a company is permitted to re-use the
previously identified median employee. Re-use is permitted but not required, and experience to date suggests
that most companies in fact prefer to re-identify their median employee. In consulting with clients and obsening
dewvelopments throughout the marketplace, it appears that many companies have opted to re-identify their median
employee because of the highly subjective judgments required to be made and disclosed when opting to re-use
the previously identified median employee. For companies that optedin Year 2 to re-identify their median
employee (for the reasons discussed abowe or for any other), it is likely that they will continue to do so. For
companies that chose in Year 2 to re-use the previously identified median employee, there is an additional
inquiry: Does the median employee, identified two years previously, remain representative? Fundamentally, the
analysis is the same as above. However, because of the high subjectivity of the determinations that the
company’s compensation schemes and population have not changed significantly, in many cases, the conclusion
that there has been no significant change may be tenuous.

Emerging Pay Ratio-Focused Activism: Could it Change the
Direction of Pay Ratio Disclosuresin the Future?

Despite being a hotly contested rule, the CEO pay ratio has been a relatively quiet topic to-date. Neither proxy
advisory firms or major institutional investors cite this ratio in their say-on-pay votes, policy guidelines or
recommendations. That said, as with any new disclosure, there are some constituencies seeking to make use of
the new information.

During the first two years of pay ratio disclosure, a coalition of pension funds and their affiliates have had a pay
ratio-focused campaign, seeking supplemental pay ratio disclosures. Spearheading the campaign is a |etter sent
to each constituent of the S&P 500 Index and signed by 48 proponents, including New Y ork City Comptroller
Thomas DiNapoli, trustee of the New York State Common Retirement Fund (NYSCRF). The letter seeks to
establish that companies’ pay ratios are an indicator of the “reasonableness of CEO pay levels,” which, the
proponents argue, are useful in say-on-pay voting decisions.

In coordination with the letter-writing campaign, the NY SCRF has brought a series of shareholder proposals on
companies’ ballots asking for additional information concerning pay ratio disclosure and employee pay more
broadly. While these proposals have not been the subject of wide commentary, NYSCRF with co-proponents
AFL-CIO Equity Index Fund and Zevin Asset Management, claims to have reached compromises with a handful
of companies, which have provided — or agreed to provide — supplemental disclosures in their SEC filings and
other statements.

Pay ratio-focused activism has not been known to significantly influence any say-on-pay wotes and has been
limited to the largest and most visible companies. It has resulted in only a handful of concessions from
companies. However, we also expect proponents of this activism will continue to push for greater disclosure.
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Observations Concerning Median Employee Compensation

Please note that the following results exclude Tesla due to the large CEO compensation package and pay ratio
for 2018. This data point skews the overall data set and paints an unclear picture of the market whenit is
included.

Figure 1 is anillustration of the median pay ratios by industry among the S&P 1500. The colors and size of the
boxes indicate the magnitude of the median ratios compared to the other industries in the dataset. We can see
that consumer senices has the highest median ratio value (303x) with retailing as a close second (270x). These
industries have a larger number of employees who bring the median employee’s compensation downward, by
including a multitude of lower-level employees (store clerks/cashiers, floor sales, etc.). Energy, banks and
semiconductors (all under 70x median pay ratios) employ a larger number of highly specialized employees,
thereby bringing the median compensation up and subsequently reducing the pay ratio.

Figure 1
Median Pay Ratios by Industry Among the S&P 1500
Consumer Services Household & Personal Products Capital Goods  Pharma- Median Pay Ratio
ceuticals & e
Bio- 52.0 303.0
technology
Food Beverage & Tobacco i
Materials Software &

Services

Retailing

Energy Banks

Food & Staples Retailing

Diversified Financials Semiconductors

Color and size indicates the average of pay ratios within each industry group

As Pay Ratio Enterslts Third Year, Here’sWhat We Know So Far



Figure 2 illustrates the average disclosed median compensation of each company in the S&P 1500 and breaks
them out by industry and annual revenue for the past fiscal year. We can see that the median employee’s
compensation, apart for CEO compensation, is somewhat unaffected by increases to revenue (as shown below);

and generally, as revenue increases, so does the pay ratio (Figure 3 below).

Figure 2

Average Median Pay by Revenue vs. Industry Group

Industry Group

Automobiles & Components
Banks

Capital Goods

Commercial & Professional Serv
Consumer Durables & Apparel
Consumer Services

Diversified Financials

Energy

Food & Staples Retailing

Food Beverage & Tobacco
Health Care Equipment & Serv
Household & Personal Products
Insurance

Materials

Media & Entertainment
Pharmaceuticals & Biotechnology
Real Estate

Retailing

Semiconductors

Software & Services

Technology Hardware & Equipment

Telecommunication Services
Transportation
Utilities

Less Than $1B

0@ 20000

44 557
55,691
64,077
79,930
44,647
47,230
180,336
104,236

62,470
60,262
60,809
108,721
68,408
82,596
173,980
107,662
40,636
93,216
95,200
68,682
84,979
49,276
98,259

$1B to $5B

(X XN N J ‘NN X )

36,326
66,251
56,944
65,541
57,249
34,214
101,024
114,032
43,544
47,791
51,621
33,504
81,571
70,428
73,942
118,705
76,788
25,731
88,641
92,703
73,247
78,600
61,543
103,427

$5B to $10B
@

Revenue Category

56,901
63,465
59,405
26,154
34,831
28,105
80,006
121,314
22,742
46,172
57,213
23,554
75,976
65,154
65,553
104,741
91,175
20,597
49,703
75,445
54,258
67,470
50,761
112,562

$10B to $20B

35,369
68,187
68,046
72,677
52,825
31,142
93,014
119,614

69,811
58,875
30,575
83,918
65,377
75,488
121,568
60,710
38,346
117,646
94,527
54,006

75,964
117,386

Avg. Median Pay

4,563

Greater Than $20B 50,000

50,743 100,000
68,855 150,000

180,336
79,390

4563 Avg. Median Pay

54,365 4563
18,274

91,147
112,208

24,568

36,348

61,673

73,952
89,346
103,136
108,202
65,849
24,403
131,802
55,088
52,364
86,197
71,339
118,056

Average of median pay broken down by revenue category vs. industry group. Size indicates the magnitude of the aveage median compensation in each grouping compared to the overall

data set
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Figure 3

Average Pay Ratios by Sector and Revenue

Industry Group
Automobiles & Components

Banks

Capital Goods

Commercial & Professional Serv
Consumer Durables & Apparel
Consumer Services

Diversified Financials

Energy

Food & Staples Retailing

Food Beverage & Tobacco
Health Care Equipment & Serv
Household & Personal Products
Insurance

Materials

Media & Entertainment
Pharmaceuticals & Biotechnology
Real Estate

Retailing

Semiconductors

Software & Services
Technology Hardware & Equipment
Telecommunication Services
Transportation

Utilities

Less Than $1B

36
50
50
55
69
145
32
42

43
125
16
44
47
86
38
62
231
62
90
64
53
35
38

$1B to $5B

190
90
122
136
432
390
99
65
208
176
244
850
66
89
134
127
153
426
145
159
154
83
81
53

Revenue Category

$58B to $10B

183
139
196
303
553
677
172
148
163
209
173
263
118
160
401
177
146
621
399
215
381
103
140

90

$10B to $20B

753
179
238
148
935
586
201
116

157
286
413
162
330
599
195
157
547
140
283
294

193
106

Greater Than $20B
515

325
261

. 2,508

389
O 1,182
158
1565
485
620
323

262
228
524
198
157
639
138
319
442
536
185
120

Average of pay ratios broken down by revenue category vs. industry group. Size indicates the magnitude of the aveage pay ratio in each grouping compared to the overall data set

Avg. Pay Ratio

16
500
1,000
1,500
2,000
2,508

Avg. Pay Ratio

16

The following chart compares the change in the average pay ratio from the previous year’s disclosure for each
company in the S&P 1500, and is further broken down by revenue and industry categories. Green coloring
represents instances where the median compensationincreased from the prior year's disclosure, and red
represents a decline. Household products and utilities had a noticable decline among all revenue groups,

whereas retailing, consumer senices and semiconductors experienced a consistent increase across all revenue

groups.
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Figure 4

Year-Over-Year Median Changes

Industry Group
Automobiles & Components

Banks

Capital Goods

Commercial & Professional Serv
Consumer Durables & Apparel
Consumer Services

Diversified Financials

Energy

Food & Staples Retailing

Food Beverage & Tobacco
Health Care Equipment & Serv
Household & Personal Products
Insurance

Materials

Media & Entertainment
Pharmaceuticals & Biotechnology
Real Estate

Retailing

Semiconductors

Software & Services

Technology Hardware & Equipment
Telecommunication Services
Transportation

Utilities

Average of median changes by revenue category vs. industry group. Color shows positive or negative year-over-year differences

Next Steps

Revenue Category

Less Than $18 $1B to $58 $5B to $108 $10B to $20B
12.0% (6) 24% (3) 15% (5)

2.7% (56) 0.0% (31) 46% (6) -105% (2)
10.0% (38) 4.9% (95) 2.7% (20) 77% (9)
6.0% (12) 6.8% (30)_ 135% (2)
0.6% (12) 12.8% (31) 71% (11) 14.9% (2)

21% (9) 6.5% (28) 76% (6) 7.4% (3)
2.4% (20) 2.4% (18) 59% (10) 3.9% (5)
26% (34) 3.9% (51) 8.3% (15) 2.8% (12)

25% (2) 9.1% (2)

27% (5) 45% (7) -1.3% (8) 32% (4)
43% (29) 6.2% (31) 6.0% (6) 7.9% (10)
13.0% (1) -13.9% (5) [278% (1) 11.3% (2)

50% (7) 0.6% (16) 1.0% (16) 16% (8)
3.1% (15) 0.3% (53) 20% (16) 16% (12)
42% (7) 6.0% (20) 49% (5) 2.3% (7)

_ 52% (18) 8.0% (2) 75% (6)
46% (32) 52% (25) 0.9% (7) [N ZE SR
10.5% (13) 6.0% (35) 45% (17) 55% (16)
26% (27) 13.4% (11) 10.1% (3) 56% (3)
2.4% (43) 52% (44) 2.9% (9) 0.1% (5)
28% (21) 2355125 4.9% (8) 7.0% (3)

56% (5) 7% (4) 13.4% (2)

12.0% (5) 3.4% (19) 57% (9) 86% (4)

8.0% (7) 12.2% (15) 6.8% (11) 5.7% (12)

Greater Than $20B

7.9% (3)
36% (5)
0.8% (15)
5.5% (1)
29% (2)
46% (3)
6.1% (6)
53% (15)
81% (4)

27% (11)

5.8% (8)
31% (4)
5.4% (4)
0.8% (9)
14.9% (1)

12.9% (12)
47% (3)
1.1% (1)
1.9% (6)
59% (4)
-35% (5)
55% (3)

Avg. Med. Change

-50.0%

If you have questions about calculating, disclosing or addressing your pay ratio and would like to speak with one
of our experts, please write to rewards-solutions@aon.com.
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About Rewards Solutions

The Rewards Solutions practice at Aon empowers business leaders to reimagine their approach to rewards in the
digital age through a powerful mix of data, analytics and advisory capabilities. Our colleagues support clients
across a full spectrum of needs, including compensation benchmarking, pay and workforce modeling, and expert
insights on rewards strategy and plan design. To learn more, Misit: rewards.aon.com.

About Aon

Aon plc (NYSE:AON) is a leading global professional senices firm providing a broad range of risk, retirement and
health solutions. Our 50,000 colleagues in 120 countries empower results for clients by using proprietary data and
analytics to deliver insights that reduce wolatility and improve performance. For further information, please visit
aon.com.

This article provides general information for reference purposes only. Readers should not use this article as a replacement for legal,
tax, accounting or consulting advice thatis specific to the facts and circumstances of their business. We encourage readers to consult
w ith appropriate advisors before acting on any of the information contained in this article.

The contents of this article may not be reused, reprinted or redistributed w ithout the expressed written consent of Aon. To use
information in this article, please w rite to our team.
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