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How to Calculate Pay vs. Performance under the SEC’s Proposed New Rules 1 

It’s been a year since the SEC proposed pay-vs.-performance 

disclosure rules. While the rules haven’t been finalized, it’s not 

too early to think about model disclosure. 

On April 29, 2015 the Securities and Exchange Commission (SEC) proposed additional executive compensation 

disclosure requirements in compliance with the Dodd-Frank Act. The rules are intended to help shareholders gain 

a better understanding of how executive pay compares to company performance by: (1) comparing Named 

Executive Officer (NEO) compensation as described in the Summary Compensation Table to what the SEC is 

calling “compensation actually paid”; (2) using Total Shareholder Return (TSR) as the metric for comparing 

performance to compensation actually paid; and (3) using the TSR of a company’s peer group (either the peer 

group listed in the CD&A for compensation or performance purposes or the one used in the performance graph 

disclosure) to provide additional context for the company’s performance.  

While the SEC hasn’t finalized its disclosure rules, we’re seeing voluntary disclosure in many companies’ 2016 

proxy filings. Calculating actual pay vs. performance under the proposed definitions will help companies provide 

the descriptive analysis of the data in proxy disclosure. 

 

Under the proposed rules, registrants will need to add a new table to the proxy statement disclosing the following 

items: 

 The total compensation of the Principal Executive Officer (PEO) reported in the Summary Compensation 
Table 

 The compensation actually paid to the PEO 

 The average total compensation of the other NEOs reported in the Summary Compensation Table 

 The average compensation actually paid to the other NEOs  

 The cumulative Total Shareholder Return (“TSR”) of the company measured as of the end of the year 

 The cumulative TSR of a peer group selected by the company 

 

Additionally, companies would be required to provide a clear description of the relationship between the 

compensation actually paid and cumulative TSR, either as a narrative, graphically, or some combination thereof. 
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Required Calculations 
 

Under the proposed rules, compensation actually paid to named executives is a new concept and separate from 

the total compensation found in the Summary Compensation Table. For each fiscal year, compensation actually 

paid is equal to the sum of:  

 Base salary* 

 Bonus* 

 Non-equity incentives* 

 Equity vested during the year 

 Service cost 

 Above market earnings* 

 All other compensation* 

 

The items above with an asterisk can be pulled directly from the Summary Compensation Table. Service cost and 

equity vested during the year are new items requiring further calculations. It is worth highlighting that equity 

vested during the year should be valued as of the vest date under ASC 718. In contrast, the stock awards section 

of the Summary Compensation Table shows the fair value of awards granted during the year as of the grant date 

under ASC 718.  

 

Valuing at-the-money stock options is fairly simple, as companies can follow the same methodologies that were 

used to value the option on the date of grant. However, the valuation process becomes more complex when the 

options are no longer relatively at-the-money on the vest date, as summarized in the table below. 

 

Deeply Out-of-the-Money Options Deeply In-of-the-Money Options 

Strike Price > Current Stock Price Strike Price < Current Stock Price 

 Rational option holders will not exercise while 
the option is underwater 

 Expected life developed at grant will likely 
understate the actual life of the option 

 Employee option holders often exercise their 
options early when the stock price significantly 
exceeds the strike price to lock in value 

 Expected life developed at grant will likely 
overstate the actual life of the option 

 The Black-Scholes formula can provide a fair 
value less than the intrinsic value of the option if 
the dividend yield assumption is greater than the 
risk-free rate assumption 
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In the case of options that are no longer at-the-money, an open form model like a lattice model or Monte Carlo 

simulation can be used to simulate the value of the option. These models simulate many individual stock price 

paths for the company, so that the time at which the option reaches the money can be determined or an 

assumption regarding employee exercise can be incorporated.  

 

The Cox-Ross-Rubenstein Binomial model can be used to avoid a flaw in the Black-Scholes formula where the 

fair value falls below the intrinsic value. This problem can occur when the dividend yield of a company exceeds 

the risk-free rate, creating a negative drift rate. The error is avoided by assuming option holders will exercise early 

when the present value of expected future dividends exceeds the fair value of the option. Companies will be 

allowed to make a one-time special election to value the awards at vest using a model other than the model used 

to value options at grant, without having to adopt the new model going forward.  

 

Full value awards (restricted or performance shares) are easy to value as of the vest date— the fair value is 

simply equal to the stock price of the company on the vest date. However, if the awards contain a holding period 

that limits the sale of the award after vesting, the fair value should be discounted to reflect the award’s illiquidity. 

In the case of awards with post-vest holding restrictions, several methods have been developed to determine the 

impact of the award’s illiquidity on the fair value. The most prominent methods are the Chaffe Model and the 

Finnerty Model. Both models utilize a formula that takes into account the length of the holding period and 

properties of the underlying stock to quantify the discount in a way that aligns with empirical evidence. For more 

information on post-vest holding periods, see our article, Maximize Your Investment in Equity Compensation and 

be a Good Corporate Citizen at the Same Time.  

 

Compensation Actually Paid vs. TSR 
 

Another new requirement under the proposed rules is the disclosure of the relationship between compensation 

actually paid and the TSR of the company. This can be done as a narrative, graphically, or some combination of 

both. The calculation of TSR should be consistent with the established performance graph in the company’s 

annual 10-K, whereby TSR is shown as the growth of a $100 investment from a fixed starting point, assuming that 

dividends are reinvested and appropriate adjustments are made for stock splits and other corporate transactions. 

The TSR of the company will need to be compared to the TSR of the peer group listed in the Compensation 

Discussion and Analysis of the company’s proxy, the index or group used within the performance graph of the 

annual 10-K filing, or another industry index. The TSR of the peer group or index should be weighted for market 

cap. While the returns of indices are typically already market cap weighted, this calculation will need to be done 

manually for a custom peer group. This calculation can be very complicated and can skew results, since the 

market cap is fixed at the start of the measurement period. The calculation of TSR can also produce obstacles 

such as the incorporation of spinoffs, special dividends and adjusting for different currencies. For more 

information on special situations regarding TSR calculation, see our paper, Managing Relative TSR with Global 

Peers. 

  

https://www.radford.com/home/insights/articles/2015/rvs_maximizing_investment_in_equity_compensation_with_holding_requirements.asp
https://www.radford.com/home/insights/articles/2015/rvs_maximizing_investment_in_equity_compensation_with_holding_requirements.asp
http://www.newbridgestreet.com/peertracker/assets/filemanager/peertracker/documents/managing-relative-tsr-with-global-peers.pdf
http://www.newbridgestreet.com/peertracker/assets/filemanager/peertracker/documents/managing-relative-tsr-with-global-peers.pdf
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Compensation Actually Paid can be calculated as the sum of the seven items outlined previously, but given the 

large overlap with the “total” column of the Summary Compensation Table, a shortcut can be taken. The values 

not included in Compensation Actually Paid (change in pension value and equity granted) should be removed and 

the new values (equity vested during the year and service cost) should be added. 

 

Summary Compensation Table
1
 

 

        Non-Equity     

        Stock Incentive Plan All Other   

  Year Salary Bonus Awards Compensation Compensation Total 

 
PEO 2015 $1,500,000  $300,000  $9,880,303  $1,950,000  $661,337  $14,291,640  

 

2014 $1,500,000  $275,000  $9,388,238  $2,047,500  $599,735  $13,810,473  

  2013 $1,500,000  $275,000  $8,989,184  $1,917,500  $316,386  $12,998,070  

 
NEO 2015 $1,100,000  $200,000  $3,486,028  $991,250  $778,113  $6,555,391  

  2014 $1,100,000  $200,000  $3,143,796  $1,040,000  $1,248,535  $6,732,331  

  2013 $1,100,000  $150,000  $8,903,565  $890,500  $789,884  $11,833,949  

 
NEO 2015 $800,000  $120,000  $5,088,644  $1,235,000  $174,503  $7,418,147  

 

2014 $800,000  $120,000  $4,435,368  $1,300,000  $817,251  $7,472,619  

  2013 $800,000  $120,000  $4,450,636  $1,040,000  $476,427  $6,887,063  

 
NEO 2015 $800,000  $120,000  $2,247,924  $526,500  $31,973  $3,726,397  

  2014 $800,000  $120,000  $2,226,451  $552,500  $31,128  $3,730,079  

  2013 $800,000  $120,000  $2,260,275  $536,250  $25,000  $3,741,525  

 
NEO 2015 $700,000  $110,000  $2,474,296  $494,000  $735,006  $4,513,302  

 

2014 $700,000  $105,000  $2,129,876  $458,000  $984,506  $4,377,382  

  2013 $700,000  $100,000  $2,635,846  $497,000  $554,213  $4,487,059  
 

1 
Above Market Earnings and Change in Pension Value columns not shown as they are equal to zero in this case 
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Once the Actual Compensation Paid has been calculated for the PEO and each NEO, the new Pay-vs.-

Performance Disclosure Table can start to be constructed. The “Total” column of the Summary Compensation 

Table is displayed again. 

 

2015 PEO Compensation Actually Paid 
 

  Total from Compensation Table $14,291,640  

- Equity Granted $9,880,303  

- Change in Pension Value $0  

  

 

$4,411,337  

+ Equity Vested $8,435,667  

+ Service Cost $154,568  

  Compensation Actually Paid $13,001,572  

 

 

The PEO value is displayed directly, while only the average NEO total is required. The PEO Compensation 

Actually Paid and average NEO Compensation Actually Paid are then added. The company TSR and peer group 

or index TSR should be displayed as well, calculated as described above. A sample Pay-vs.-Performance 

Disclosure Table is shown below, including both the TSR of an industry index and a peer group. 

 

Pay-vs-Performance Disclosure Table
1 

 

Year 

PEO Summary 
Compensation 

Table Total 

PEO 
Compensation 

Actually Paid 

Company ABC 
Total 

Shareholder 

Return 

Industry Index 
Total 

Shareholder 

Return 

Peer Group 
Total 

Shareholder 

Return 

2015 $14,291,640  $13,001,582  $177.57 (-9.1%) $161.22 (2.8%)  $184.99 (0.2%) 

2014 $13,810,473  $17,989,468  $195.36 (55.9%)   $156.85 (42.7%) $184.66 (53.1%) 

2013 $12,998,070  $14,732,591  $125.28 (25.3%) $109.88 (9.9%) $120.64 (20.6%) 
 

1 
Average NEO information not displayed 
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In addition to the new disclosure table, companies will be required to provide a clear description of the relationship 

between Compensation Actually Paid and cumulative TSR. A sample of a graphic representation is shown below. 

 

 
 

Next Steps 

We anticipate that the most difficult part of the potential disclosure process will be crafting a narrative explaining 

the relationship of compensation actually paid to TSR performance, potentially comparing compensation and 

performance against multiple peer groups and indices. Compensation actually paid is a new concept, and 

estimating the fair value of awards vesting during the year as of the vest date presents a challenge because 

normal valuation processes can start to fall apart when valuing awards as of a date other than the grant date. The 

calculation of TSR for companies and indices also contains significant considerations at times, particularly if the 

TSR is market cap weighted.    

If you have questions about your company’s Pay-vs.-Performance calculations and disclosure, please contact our 

team. To learn more about the Equity Services team at Aon, visit our website: radford.com/home/valuation.   

2012 2013 2014 2015

PEO Compensation Actually
Paid

$13,001,582 $17,989,468 $14,732,591

Total NEO Compensation
Actually Paid

$26,077,257 $34,450,977 $27,792,318

Company ABC TSR $100.00 $125.28 $195.36 $177.57

Industry Index TSR $100.00 $109.88 $156.85 $161.22

Peer Group TSR $100.00 $120.64 $184.66 $184.99
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https://www.radford.com/apps/download.asp?filePath=/relativetsr/files/Whitepaper_TSR_HowTo_Guide.pdf&n=Whitepaper_TSR_HowTo_Guide.pdf
mailto:consulting@radford.com
mailto:consulting@radford.com
https://www.radford.com/home/valuation/
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Contact Information  

Jon Burg 

Partner 

Aon 

+1.415.486.7137 

jburg@radford.com 

 

CJ Van Ostenbridge 

Consultant 

Aon 

+1.415.486.7257 

cj.vanostenbridge@radford.com 

 

Dan Kapinos 

Associate Partner 

Aon 

+1.215.255.1874 

dkapinos@radford.com  

  

mailto:cj.vanostenbridge@radford.com
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About Radford 
 
Radford delivers compensation data and advice to technology and life sciences companies. We empower the 
world’s most innovative organizations, at every stage of development, to hire, engage and retain the top talent 
they need to do amazing things. Today, our surveys provide in-depth compensation insights in more than 80 
countries to 2,850 participating organizations and our consultants work with hundreds of firms annually to design 
rewards programs for boards of directors, executives, employees and sales professionals. Radford is part of Aon 
Hewitt, a business unit of Aon plc (NYSE: AON). For more information on Radford, please visit radford.com. 
 

About Aon Hewitt 
 
Aon Hewitt empowers organizations and individuals to secure a better future through innovative talent, retirement 
and health solutions. We advise, design and execute a wide range of solutions that enable clients to cultivate 
talent to drive organizational and personal performance and growth, navigate retirement risk while providing new 
levels of financial security, and redefine health solutions for greater choice, affordability and wellness. Aon Hewitt 
is the global leader in human resource solutions, with over 35,000 professionals in 90 countries serving more than 
20,000 clients worldwide across 100+ solutions. For more information on Aon Hewitt, please visit aonhewitt.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 that is specific to the facts and circumstances of their business. We encourage readers to consult 
with 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 without the expressed written consent of Radford. To use 
information in this article, please write to our team. 
 
© 2016 Aon plc. All rights reserved
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