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ISS Issues Final 2013 Voting Policy Updates 
 

Changes to Analysis of Peer Group and Inclusion of  
Realizable Pay in the Pay-for-Performance Test  

 

ISS issued final updates to its 2013 proxy voting guidelines on November 16, 2012, which will 
generally apply to shareholder meetings held on or after February 1, 2013

1
.  We are hopeful that 

details about implementation of the most significant compensation policy changes – affecting the 
selection of peer groups and consideration of realizable pay value – will be forthcoming in an ISS 
webcast on December 6

th
, as well as additional FAQs and technical guidance to be issued before 

the end of the year.   

This Client Alert summarizes the most significant compensation and governance changes from 
the 2012 ISS guidelines, some of which may have a significant impact on Say on Pay (SOP) 
shareholder advisory vote outcomes.  They include:   

 Pay-for-Performance Test (PFP):   ISS modified several important aspects of its 
methodology, including changing the peer group selection methodology in its 
quantitative test, and including realizable pay in its qualitative analysis.     
 

 Say on Golden Parachute Advisory Vote (SOGP):  Existing and legacy arrangements 
– in addition to new or renewed arrangements – will be considered in SOGP voting 
recommendations. 
 

 Hedging and Pledging of Company Shares:  Any hedging, or significant pledging, of 
company stock by executives or Directors will be considered a failure in risk oversight 
that may result in negative voting recommendations against Directors, Committee 
members or the entire Board.  
 

 Sustainability:  Shareholder proposals to link executive compensation to environmental 
and social issues will be considered on a case-by-case basis.  
 

 Majority-Supported Shareholder Proposals:  ISS will recommend against Boards that 
fail to act on shareholder proposals approved by a vote of a majority of shares cast in the 
prior year. 
 

                                                 
1
 The full text of the 2013 proxy voting guidelines and updates can be found at 

http://www.issgovernance.com/policy/2013/policy_information 
 
  

November 30, 2012 

http://www.issgovernance.com/policy/2013/policy_information
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Pay-for-Performance Test 

General 

The PFP test developed by ISS is fundamental to its SOP voting recommendations.  The newest 
policy updates make two key modifications: revising the process for selecting peer groups for its 
quantitative analysis, and incorporation consideration of realizable pay into its qualitative analysis.   

Peer Group Methodology 

The 2012 methodology generally considered a group of 14-24 peer companies selected on the 
basis of market cap, revenue (or assets for financial firms) and 6-digit GICS industry group. The 
process was intended to produce the closest peers to the subject company and to position the 
subject company close to the group’s median revenue/asset size.   ISS did not give consideration 
to the disclosed peer group that the subject company used in its own pay analysis. 
 
Under the 2013 policy, the PFP peer group will continue to be comprised of 14-24 companies 
chosen on the same basis as current policy but  ISS will now also consider the company's 
selected peers' GICS industry group with size constraints.  The update is intended to ensure 
that the resulting peers are closest to the subject company in terms of revenue/assets and 
industry and also within a similar market cap bucket.   
 
While the precise application of the new methodology remains unclear, ISS has indicated that it 
will: 
 

 Initially focus on the company’s 8-digit GICS code (i.e., the most narrow classification); 

 Draw peers from the subject company's GICS group as well as from GICS groups 
represented in the company's peer group, while maintaining the approximate proportions 
of these industries in the final peer group where possible; 

 Prioritize peers that maintain the company near the median of the peer group, are in the 
subject company's peer group, and use the subject company as a peer;   

 Slightly relax size requirements, especially at very small and very large companies; and  

 Base peer selection on revenue instead of assets for some financial companies. 
 
ISS provided no further information regarding implementation of this methodology.  We anticipate 
that further detail will be presented in December. 
 

 
PM&P Observation: ISS has been harshly criticized for an inflexible approach to 
developing peer groups in the past, so we view this change in policy as a 
reactive and positive step that should result in more reasonable peer group 
construction.  In becoming more flexible, we are hopeful that ISS will also 
consider margins, business complexity, international operations, sales and other 
unique features of the subject company.  Restricting consideration to only similar 
industry, revenues and market capitalization could eliminate peers that are in 
reality most similar to the subject company in terms of recruiting, motivating and 
retaining key talent.    
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Quantitative Assessment 

ISS left unchanged its quantitative assessment for 2013, except for altering the methodology 
used for peer group selection.  As in 2012, the three factors of performance, sorted by two 
alignment categories, are as follows:   

1. Peer Group Alignment:   

o The degree of alignment between the company's TSR rank and the CEO's total 
pay rank within the peer group, as measured over 1- and 3-year periods 
(weighted 40/60, to put more emphasis on the 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.  While ISS does not provide a safe harbor 
ratio for this test, it has previously indicated that it will focus its assessment on 
“outlier” situations (i.e., ratios higher than the 90

th
 percentile). 

 
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). 

Qualitative Assessment 

If the quantitative assessment demonstrates significant misalignment of long-term pay-for-
performance, ISS then performs a qualitative analysis to assess how various pay elements may 
have increased or undermined long-term value creation and alignment with shareholder interests.  
Under the new policy, realizable pay has been added as a qualitative factor to be considered, but 
only for “large cap” companies.  ISS did not define that parameter, but we understand it refers to 
S&P 500 companies.  ISS notes that the realizable pay consideration could either mitigate or 
exacerbate its PFP concerns.    

ISS defines realizable pay as the total relevant cash and equity-based grants and awards over a 
specified performance period.  Equity award values will be used for actual earned awards, and 
target values for ongoing awards, both calculated using the stock price at the end of the 
performance measurement period.  Stock options or stock appreciation rights (SARs) will be re-
valued using the remaining term and updated assumptions, as of the performance period, using a 
Black-Scholes option pricing model.   

Thus, the list of factors for ISS’s 2013 qualitative assessment now includes: 

 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; 

 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 a new CEO in the prior fiscal year or anomalous equity 
grant practices (e.g., biannual awards);  

 Realizable pay compared to grant pay; and 

 Any other factors that ISS deems relevant. 
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Say on Golden Parachute Advisory Vote  
 
In 2013, ISS will expand its analysis beyond just new or extended change-in-control (CIC) 
arrangements to encompass legacy agreements as well.  Specifically, the following features may 
result in an “against” recommendation, depending on how many exist, their magnitude and/or 
timing: 

 Single- or modified single-trigger cash severance;  

 Single-trigger acceleration of unvested equity awards;  

 Excessive cash severance (>3x base salary and bonus);  

 Triggered and payable excise tax gross-ups (as opposed to a provision to provide excise 
tax gross-ups);  

 Excessive golden parachute payments, either on an absolute basis or as a percentage of 
transaction equity value;  

 Recent amendments that incorporate any problematic features (such as those above) or 
recent actions (such as extraordinary equity grants) that might render packages 
sufficiently attractive to influence merger agreements that may be contrary to 
shareholders’ best interests; or  

 The company's assertion that a proposed transaction is conditioned on shareholder 
approval of the golden parachute advisory vote.  

 

Recent amendment(s) that incorporate problematic features will tend to carry more weight on the 
overall analysis, but the presence of multiple legacy problematic features will also be closely 
scrutinized. 

 

PM&P Observation:  While not specifically cited by ISS as a modification, the 
2013 policy takes a stronger position against single-trigger acceleration of 
unvested equity awards.  In 2012, single-trigger vesting seemed to be disfavored 
only if it was coupled with a “liberal” change-in-control definition (i.e., a change-
in-control triggered upon approval of the transaction rather than consummation).     

 
 

Hedging and Pledging of Company Shares 
 

ISS views hedging (a strategy to offset or reduce the risk of price fluctuations, usually in the form 
of a covered call, collar or other derivative transaction) as a far more egregious practice than 
pledging (using company stock as collateral for a loan).  For that reason ISS has zero tolerance 
for hedging activities: it views any hedging, but only significant pledging, of company shares by 
Directors or executives as a failure of Board risk oversight and governance.  This failure may 
result in ISS issuing negative voting recommendations on Directors individually, on Committee 
members, or on the entire Board.    
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In determining whether the pledging is significant enough to lead to a negative vote 
recommendation, ISS will consider the following additional factors: 

 Proxy disclosure of an anti-pledging policy that prohibits future pledging activity;  

 The magnitude of aggregate pledged shares in terms of total common shares 
outstanding, market value or trading volume;  

 Disclosure of progress or lack thereof in reducing the magnitude of aggregate pledged 
shares over time;  

 Disclosure in the proxy statement that shares subject to stock ownership and holding 
requirements do not include pledged company stock; and  

 Any other relevant factors.  
 

PM&P Observation:  In an earlier draft of the guidelines, ISS categorized 
pledging as a poor pay practice that could lead to a negative recommendation on 
SOP.  In its final update, ISS determined that significant pledging is more 
appropriately categorized as a failure in risk oversight than as a compensation 
program defect.  It should be noted, however, that under its current policy, ISS 
already considers hedging of company stock to be a problematic pay practice for 

purposes of its SOP evaluation.   

 
Sustainability 

 
In the past, ISS voted against proposals that linked executive pay to “sustainability” (i.e., 
environmental and social) criteria.  Under the 2013 policy, ISS will issue its recommendations on 
such proposals on a case-by-case basis, with consideration given to the following factors: 
 

 Whether the company has significant and/or persistent controversies or regulatory 
violations regarding social and/or environmental issues; 

 Whether the company has management systems and oversight mechanisms in place 
regarding its social and environmental performance; 

 The degree to which industry peers have incorporated similar non-financial performance 
criteria in their executive compensation practices; and 

 The company’s current level of disclosure regarding its environmental and social 
performance. 

 
Within the context of this policy, ISS reiterated its past position that it will continue to recommend 
voting against proposals calling for an analysis of the pay disparity between corporate executives 
and other non-executive employees, reasoning that it finds the value of such information unclear.   
 
 

Board Response to Majority-Supported Shareholder Proposals 
 
ISS will issue a negative voting recommendation in regard to individual Directors, Committee 
members or all Directors if the Board fails to act on a shareholder proposal that received the 
support of a majority of shares cast in the previous year.  Under current policy, the negative 
recommendation was only triggered 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. 
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Unlike other modifications which are applicable for companies with annual meetings on or after 
February 1, this policy will be phased in as follows: 
 

 For 2013, if the Board failed to act on a shareholder proposal that received the support of 
a majority of the shares outstanding the previous year; 

 For 2013, if the Board failed to act on a shareholder proposal that received the support of 
a majority of shares cast in the last year and one of the two previous years; and 

 For 2014, if the Board failed to act on a shareholder proposal that received the support of 
a majority of the shares cast in the previous year.   
 

ISS is looking for full implementation of the proposal, but will consider less than full 
implementation of the proposal on a case-by-case basis, taking into consideration the following:   
 

 The proposal’s subject matter; 

 The previous level of shareholder support and opposition for the proposal; 

 Disclosed shareholder outreach efforts in the wake of the vote; 

 Board actions in response to its engagement with shareholders; 

 The continuation of the underlying issue as a voting item on the ballot; and 

 Other factors as appropriate. 
 
 

Conclusion 
 
While ISS made relatively few policy changes for 2013 compared to past years, particularly on 
the compensation side, the devil may be in the details when it comes to how it applies the new 
peer group methodology and realizable pay analysis.  Additional guidance in December should 
provide some further transparency before critical compensation-related decision-making at year-
end.   
 
 

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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