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ISS Issues Final 2014 Voting Policy Updates

Minor Changes Made to Pay-for-Performance Test to Emphasize
Long-Term Alignment

ISS made few changes to the compensation and governance policies in the final updates to its
2014 proxy voting guidelines, which generally will apply to shareholder meetings held on or after
February 1, 20141. ISS is expected to release the final set of updated policies and updated FAQs
before year-end.

Among the major differences from the 2013 ISS voting guidelines:

 Quantitative Assessment & Pay-for-Performance Test (PFP): ISS removed the one-
year TSR alignment portion of the quantitative assessment, with the new test focusing on
only three-year alignment.

 Qualitative Assessment & Realizable Pay: ISS research reports will now include
realizable pay for S&P 1500 companies (rather than just S&P 500 companies).

 Board Responsiveness: ISS modified its standard for issuing Director and Board
recommendations, which now will be based on their responsiveness to proxy proposals
approved by shareholders in the previous year.

Pay-for-Performance Test

The PFP is fundamental to ISS’s Say on Pay voting recommendations and consists of a
quantitative and qualitative analysis.

Quantitative Analysis

The newly revised analysis consists of three factors sorted by two alignment categories:

1. Peer Group Alignment:
o The relative degree of alignment (RDA) between the company's TSR rank and

the CEO's total pay rank within the peer group. Going forward, ISS will no
longer consider the 1-year period, as discussed below. Previously, the RDA

1 The full text of the 2014 proxy voting guidelines and updates can be found at
http://www.issgovernance.com/policy/2014/policy_information
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was reviewed over both 1- and 3-year periods, which were weighted 40/60,
respectively, to emphasize long-term performance.

o The multiple of CEO total pay relative to the peer group median, which is
intended to identify high-performing companies where ISS nevertheless
considers the CEO to be overpaid.

2. Absolute Alignment:

o Alignment between the trend in the CEO's pay and the company's TSR over the
prior five fiscal years (i.e., the difference between the trend of annual pay
changes and the trend of annualized TSR during the prior 5-year period).

The only changes in the quantitative screen for 2014 is that ISS will no longer consider the RDA
between a company’s one-year TSR and the CEO’s one-year total pay rank. Instead, this metric
will be completely based on the RDA of the company’s annualized TSR and the CEO’s
annualized total pay rank, each measured over a three-year period. At companies lacking
pay and performance data available for all three years, RDA will be measured in each of the full
fiscal years in which the company was publicly-traded and disclosed pay data.

ISS maintains that while the previous weighting system had counted the most recent year twice,
the new model will weight each year equally, providing what it believes will be a smoother
performance measure. The advisory firm also believes that using a single measure will provide a
better perspective on long-term alignment and avoid the data being skewed by periods of volatility
and mean-reversion.

PM&P Observation: Generally speaking, we agree that an increased focus on
longer-term performance should provide for a smoother measure.  However, in
special circumstances, consideration of short-term performance is equally
important.  For example, in situations involving turnarounds, CEO turnover, and
major compensation program changes, it may be more appropriate to compare
pay with the most recent annual performance trend, rather than over a longer
period.  In such cases, it is important that companies clearly disclose these
events and their impact on the pay for performance relationship.

Qualitative Assessment

If the quantitative analysis results in a “high” or “medium” level of concern for alignment of long-
term PFP, ISS will perform a qualitative assessment to determine how various pay elements may
have increased or undermined long-term value creation and alignment with shareholder interests.
ISS added realizable pay in 2013 as a qualitative factor to be considered for “large cap” (i.e., S&P
500) companies. In 2014, consideration of realizable pay will be expanded to include the
S&P 1500.

The complete list of factors for ISS’ 2014 qualitative assessment will include:

 The ratio of performance to time-based equity awards;
 The overall ratio of performance-based compensation to fixed compensation;
 The robustness of disclosure and the rigor of performance goals;
 The company’s peer group benchmarking practices;
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 Actual results of financial/operational metrics such as growth in revenue, profit, cash flow,
etc., both absolute and relative to peers;

 Special circumstances such as appointment of a new CEO in the prior fiscal year or
anomalous equity grant practices (e.g., biannual awards);

 Realizable pay compared to grant pay for S&P 1500; and
 Any other factors that ISS deems relevant.

Board Response to Majority-Supported Shareholder Proposals

If the Board fails to act on a shareholder proposal that was supported by a majority of shares cast
in the previous year, ISS will now recommend on a case-by-case basis in regard to
recommendations on individual Directors, Committee members or all Directors. Under its
previous policy, ISS made negative recommendations if the Board failed to act on a shareholder
proposal that (i) received the support of a majority of the outstanding shares in the previous year;
or (ii) received the support of a majority of shares cast in the last two out of three years. The
Board's rationale, as provided in the proxy statement, also was added as a factor in ISS’s case-
by-case analysis.

Overall, the following full list for factors will be considered in 2014:

 Disclosed outreach efforts by the Board to shareholders in the wake of the vote;
 Rationale provided in the proxy statement for the level of implementation;
 The subject matter of the proposal;
 The level of support for and opposition to the resolution in past meetings;
 Actions taken by the Board in response to the majority vote and its engagement with

shareholders;
 The continuation of the underlying issue as a voting item on the ballot (as either

shareholder or management proposals); and
 Other factors as appropriate.

ISS made this change in response to a survey it conducted in which 40% of respondents said
Boards should be able to exercise their discretion in responding to shareholder proposals.
Respondents also agreed that Boards should provide a rationale if they fail to fully implement a
majority-supported shareholder proposal.

Conclusion

While ISS made relatively few policy changes for 2014 compared to previous years, particularly
on the compensation side, its revised quantitative analysis could have a significant impact on
PFP calculations and subsequent recommendations for some companies. That makes it critical
that companies that are negatively affected by consideration of only their longer-term
performance provide disclosure and/or hold discussions with ISS as to why additional focus
should be given to their shorter-term performance.
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Important Notice: Pearl Meyer & Partners has provided this analysis based solely on its knowledge
and experience as compensation consultants.  In providing this guidance, Pearl Meyer & Partners is
not acting as your lawyer and makes no representations or warranties respecting the legal, tax or
accounting implications or effectiveness of this advice.  You should consult with your legal counsel and
tax advisor to determine the effectiveness and/or potential legal impact of this advice.  In addition, this
Client Alert is not intended or written to be used, and cannot be used by you or any other person, for
the purpose of (1) avoiding any penalties that may be imposed by the Internal Revenue Code, or (2)
promoting, marketing or recommending to another party any transaction or other matter addressed
herein, and the taxpayer should seek advice based on the taxpayer’s particular circumstances from an
independent tax advisor.

About Pearl Meyer & Partners

For more than 20 years, Pearl Meyer & Partners (www.pearlmeyer.com) has served as a trusted
independent advisor to Boards and their senior management in the areas of compensation
governance, strategy and program design. The firm provides comprehensive solutions to complex
compensation challenges for multinational companies ranging from the Fortune 500 to not-for-profits
as well as emerging high-growth companies. These organizations rely on Pearl Meyer & Partners to
develop global programs that align rewards with long-term business goals to create value for all
stakeholders: shareholders, executives, and employees.  Pearl Meyer & Partners maintains U.S.
offices in New York, Atlanta, Boston, Charlotte, Chicago, Houston, Los Angeles, San Francisco and
San Jose, as well as an office in London.
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