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ISS Issues Policy Updates and FAQs for 2011 Proxy Season 

 

Significant Changes to Problematic Pay Practices, Burn Rate Policies and 
Forward-Looking Commitments  

 
Important compensation-related updates to the voting policy of proxy advisory firm Institutional 
Shareholder Services (ISS) will take effect for shareholder meetings held on or after February 1, 
2011.  Depending on a company’s shareholder base, an ISS voting recommendation can have a 
significant impact on the outcome of items submitted to a shareholder vote.  This Client Alert 
summarizes important changes and suggests four action items that companies should consider in 
light of these updates. 
 
Highlights of the updates for 2011 include: 
 

 Problematic Pay Practices:  ISS updated the list of practices that may trigger a negative 
vote on a stand-alone basis. 

 Future Commitments:  ISS will no longer provide a “pass” based on future commitments 
by a company to eliminate problematic pay practices. 

 Updated Burn Rate Policy:  Year-over-year burn rate cap changes will be limited to a 
maximum of two percentage points over or below the previous year’s cap.  The 2011 
burn rate caps are included on page 5 of this Client Alert.   

 Say on Frequency Vote:  ISS supports annual (as opposed to biennial or triennial) Say 
on Pay voting. 

 Say on Golden Parachutes Vote:  ISS provides specific practices that may lead to 
negative votes on CIC arrangements. 

 Country of Incorporation:  ISS will now analyze non-U.S. domesticated companies 
subject to SEC filing requirements under the U.S. guidelines.  

 
PM&P Observation: Many Directors are profoundly uncomfortable with ISS’ lack 
of flexibility and major influence over institutional shareholders.  Some have even 
advocated for preserving certain practices that are considered inappropriate by 
ISS.  Nevertheless, ISS’ policy guidelines generally represent best practices and 
are likely to be closely followed by most institutional shareholders.  Before acting 
contrary to those standards, companies should understand to what extent such a 
move would affect shareholder votes. 
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Problematic Pay Practices 
 
ISS reduced the list of “egregious” pay practices that, on a stand-alone basis, may trigger a 
recommendation for a negative vote.  The list of practices is now limited to: 
 

 Repricing or replacing of underwater stock options/SARS without prior shareholder 
approval, including cash buyouts and voluntary surrender of underwater options; 

 Excessive perquisites or tax gross‐ups, including any gross‐up related to a secular trust 
or restricted stock vesting; 

 New or extended agreements that provide for:  
o Change-in-control (CIC) payments exceeding 3 times base salary and 

average/target/most recent bonus; 
o CIC severance payments without involuntary job loss or substantial diminution of 

duties ("single" or "modified single" triggers); or 
o CIC payments with excise tax gross‐ups (including "modified" gross‐ups). 

 
The 2011 FAQs note that all agreements will be considered in ISS’ holistic analysis of executive 
pay, thus precluding grandfathering.  However, new and extended agreements that help to 
perpetuate problematic pay practices will receive the highest scrutiny by ISS. 

 
PM&P Observation:  The 2010 policy focused on egregious pay practices 
contained in “new” or “materially amended” agreements.  Under the new policy, 
amended agreements with egregious pay practices will now be examined on a 
holistic basis.  Our informal discussions with ISS staff indicate that this is 
intended to provide flexibility where fixed-term arrangements are amended to 
remove some but not all of the egregious pay practices.  The 2011 policy applies 
to agreements containing egregious practices that are extended, and notes that 
automatic renewal of agreements containing such practices (evergreens) may 
“receive particular scrutiny.”   

 
The 2011 FAQs note that while the factors above are considered the most egregious, the 
following practices (some of which overlap with the egregious factors) all will remain on the ISS 
problematic pay practice list.  They will be considered on a holistic basis and could result in 
negative recommendations:   

 
 Egregious employment contracts: 

o Contracts containing multi-year guarantees for salary increases, non-
performance based bonuses, and equity compensation. 

 The 2011 FAQs clarify that a guaranteed opportunity in an incentive 
award would likely not rise to the level of problematic if no payout would 
occur if performance is below a specified standard, and performance 
hurdles appear to be reasonably robust 

 New CEO with overly generous new-hire package: 
o Excessive “make whole” provisions without sufficient rationale 
o Any of the problematic pay practices listed in this policy 

 Abnormally large bonus payouts without justifiable performance linkage or proper 
disclosure: 

o Includes performance metrics that are changed, canceled, or replaced during the 
performance period without adequate explanation of the action and the link to 
performance 
 
 



 

©2010 Pearl Meyer & Partners, LLC 3

 Egregious pension/SERP (supplemental executive retirement plan) payouts: 
o Inclusion of additional years of service not worked that result in significant 

benefits provided in new arrangements 
o Inclusion of performance-based equity or other long-term awards in the pension 

calculation 
 Excessive Perquisites: 

o Perquisites for former and/or retired executives, such as lifetime benefits, car 
allowances, personal use of corporate aircraft, or other inappropriate 
arrangements 

o Extraordinary relocation benefits (including home buyouts) 
o Excessive amounts of perquisites compensation 

 Excessive severance and/or CIC provisions: 
o CIC cash payments exceeding 3 times base salary plus target/average/last paid 

bonus 
o New or materially amended arrangements that provide for CIC payments without 

loss of job or substantial diminution of job duties (single-triggered or modified 
single-triggered, where an executive may voluntarily leave for any reason and 
still receive the CIC severance package) 

 The 2011 FAQs clarify that single trigger vesting acceleration in an 
equity plan will not necessarily result in negative vote recommendations, 
but ISS regards double trigger as best practice, with Board discretion to 
accelerate a second alternative 

o New or materially amended employment or severance agreements that provide 
for an excise tax gross-up. Modified gross-ups would be treated in the same 
manner as full gross-ups 

o Excessive payments upon an executive's termination in connection with 
performance failure 

o Liberal CIC definition in individual contracts or equity plans that could result in 
payouts without an actual CIC occurring 

 Tax reimbursements: Excessive reimbursement of income taxes on executive perquisites 
or other payments (e.g., for personal use of corporate aircraft, executive life insurance, 
bonus, restricted stock vesting, secular trusts, etc; see also excise tax gross-ups, above) 

 Dividends or dividend equivalents paid on unvested performance shares or units. 
 Executives using company stock in hedging activities, such as “cashless” collars, forward 

sales, equity swaps, or similar arrangements. 
 Internal pay disparity: Excessive differential between total pay for CEO and next highest-

paid named executive officer (NEO). 
 Repricing or replacing of underwater stock options/stock appreciation rights without prior 

shareholder approval, including cash buyouts, option exchanges, and certain voluntary 
surrender of underwater options where shares surrendered may subsequently be re-
granted. 

 Other pay practices not covered in the above categories that may be deemed 
problematic in a given circumstance. 

PM&P Observation:  Despite the shortened list of egregious practices, it is 
important to remember that ISS standards remain highly subjective in many 
respects.  If a company maintains enough problematic (albeit less egregious) 
practices, ISS may still take negative action – although it will not always be 
possible to determine when a company has reached that tipping point.  
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Future Commitments 
 
In the past, a company with an ISS-identified problematic pay practice could commit to 
eliminating the practice going forward and thereby avert or reverse a negative vote 
recommendation.  However, reasoning that companies have had enough time to transition to its 
voting policies, as of November 19, 2010, ISS specifically does not give companies credit for 
promising to eliminate or curtail the following practices: 
 

 Excise tax gross‐up, single trigger, and modified single trigger provisions in future new or 
materially amended employment agreements; 

 Excessive perquisites, including home loss buyouts and other perquisites to NEOs 
deemed excessive; 

 Tax gross‐ups on perquisites such as life insurance, personal use of corporate aircraft, 
home security, and certain relocation benefits, as well as gross‐ups for Grantor Trusts 
and restricted stock vesting; 

 Guaranteed multi‐year incentive awards; or 
 Dividend payments on unvested performance shares. 

 
However, ISS will continue to accept future commitments to amend or eliminate the following 
practices: 
 

 Pay‐for‐performance and burn‐rate commitments, since ISS’ burn-rate caps and total 
shareholder return benchmarks that apply to each compensation year are not disclosed 
until late in the year, after a company may have made grants/awards that ultimately 
trigger ISS’ policy; and 

 Modifications made under a straightforward procedure to plan language that are related 
to certain equity grant practices (e.g., liberal CIC definition to make a plan more beneficial 
to shareholders). 

 
The 2011 FAQs provide further guidance regarding commitments: 

 Commitments entered into in the fiscal year prior to ISS announcing the elimination of its 
future commitment policy will not be grandfathered.  A commitment to prohibit 
problematic features in future agreements will no longer mitigate the enacting of 
problematic pay practices in new or amended agreements during the prior fiscal year. 

 If a company included an excise tax gross-up in a new agreement in the prior fiscal year, 
it can prevent a negative ISS vote only by removing that provision. 

 If a legacy agreement with a particular person or group of people existed from 2009 (or 
presumably earlier) with a poor pay practice (the example given by ISS is a tax gross-up 
on life insurance premiums), ISS will not consider the arrangement as to that person or 
group an egregious pay practice unless the contracts are extended. 

 
Updated Burn Rate Policy 
 
ISS will vote against a new or amended equity plan if a company’s 3-year average burn rate exceeds the 
greater of: (1) the mean plus one standard deviation of the company’s GICS group segmented by Russell 
3000 index and non-Russell 3000 index; or (2) 2% of the weighted common shares outstanding.  The 
new 2011 policy guidelines limit the annual changes in the threshold to +/- 2 percentage points of the 
previous year’s thresholds.  ISS explains that limiting the positive or negative year-over-year change in 
burn-rate caps will compensate for outlier companies within any individual GICS group and the impact of 
recent market volatility that may result in extraordinary changes in annual burn-rate caps not actually 
reflective of average usage. 
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Updated 2011 burn rate caps for Russell 3000 and Non-Russell 3000 GICS groups are shown below, 
alongside 2010 rates for comparison: 
 
 
 
                     Mean + Standard Deviation 
                 Russell 3000        Non-Russell 3000  
 

GICS 
 
Description 2010 2011 2010 2011 

1010 Energy 2.14% 4.03% 4.30% 6.30%
1510 Materials 1.63% 3.04% 4.54% 6.54%
2010 Capital Goods 1.95% 3.34% 4.69% 6.69%
2020 Commercial Services & Supplies 2.89% 4.89% 3.53% 5.53%
2030 Transportation 2.13% 3.36% 2.31% 4.31%
2510 Automobiles & Components 2.99% 3.25% 2.99% 4.99%
2520 Consumer Durables & Apparel 2.97% 3.26% 3.37% 5.37%
2530 Consumer Services 2.80% 4.80% 3.17% 5.17%
2540 Media 2.28% 4.10% 4.03% 6.03%
2550 Retailing 3.10% 4.11% 4.01% 4.62%
3010 
3020 
3030 Consumer Stables 2.92% 3.76% 3.17% 5.17%
3510 Health Care Equipment & Services 3.65% 4.66% 7.92% 9.92%
3520 Pharmaceuticals & Biotechnology 5.16% 7.16% 8.58% 10.58%
4010 Banks  2.05% 2.78% 2.12% 4.12%
4020 Diversified Financials 5.15% 7.15% 8.30% 10.30%
4030 Insurance 2.02% 3.04% 2.31% 4.31%
4040 Real Estate 1.04% 2.02% 3.13% 3.18%
4510 Software & Services 5.47% 7.26% 7.58% 9.58%
4520 Technology Hardware & Equipment 4.79% 5.84% 7.08% 9.08%
4530 Semiconductor Equipment 4.82% 6.64% 7.31% 7.78%
5010 Telecommunication Services 2.50% 4.50% 5.08% 7.08%
5510 Utilities 0.80% 2.00% 1.64% 3.64%

 
PM&P Observation: The new 2% year-over-year change limit affects all sectors 
in the Non-Russell 3000, with the exception of Retailing, Real Estate and 
Semiconductor Equipment.  Those three sectors all experienced insignificant 
change burn rate caps from 2010.  Conversely, the 2% change limit policy only 
affected five sectors in the Russell 3000, as follows: 

 
 

GICS 
Russell 3000 
Description 

2011 Cap
Under Old 

Policy 

2011 Cap Under 
New 2% Change 

Limit Policy 
2020 Commercial Services & Supplies 6.75% 4.89%
2530 Consumer Services 8.01% 4.80%
3520 Pharmaceuticals & Biotechnology 8.40% 7.16%
4020 Diversified Financials 12.36% 7.15%
5010 Telecommunication Services 4.86% 4.50%
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As mentioned above, while ISS generally no longer accepts prospective commitments as a way to avoid 
negative recommendations, an exception is permitted for burn rate commitments.  Companies that 
exceed the allowable burn rate thresholds can avoid negative vote recommendations by committing, in a 
public filing, to maintain a burn rate over the next three fiscal years that is equal to or less than the 
industry mean plus one standard deviation, as calculated by ISS at the time of the proposal.    
 
Say on Frequency Vote   
 
Under the Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank), starting in 
2011 and at most every six years thereafter companies must solicit their shareholders’ views on 
the frequency of future Say on Pay votes (Say on Frequency).  The SEC subsequently clarified 
that shareholders must be given a choice of voting every 1, 2 or 3 years, or abstaining.  
Management may, but is not required, to recommend a frequency. Not surprisingly, ISS intends 
to recommend its clients seek annual Say on Pay votes, reasoning that will best promote 
accountability and direct communications with shareholders.   
 
The 2011 FAQs indicate that ISS has no policy concerning management’s recommendation for 
frequency (i.e., a biennial or triennial recommendation would not necessarily trigger a negative 
recommendation from ISS).  The 2011 FAQs also indicate that ISS has not yet determined its 
policy if a company does not adopt the frequency supported by the plurality of votes.  This policy 
will be decided after review of the first year of voting results and after consideration with ISS’ 
clients, and will be included in the policy updates for 2012.   
 

PM&P Observation:  If the shareholder vote favors annual Say on Pay (in 
addition to ISS preference for such), the implications of adopting biennial or 
triennial voting instead should be carefully considered.  ISS may decide next year 
that such action will result in a negative vote recommendation.  In addition, 
companies should remember that if Say on Pay is on the ballot, ISS will generally 
vote against the Say on Pay, rather than Directors, to express its discontent with 
pay practices.  If it is an off-year for the Say on Pay ballot (in the case of a 
biennial or triennial cycle), ISS will vote directly against Directors to express its 
dissatisfaction.  

 
Say on Golden Parachute Vote 
 
ISS will vote on a case by case basis on proposals to approve golden parachute compensation in 
a manner consistent with its policies on problematic pay practices related to severance packages. 
Features that may lead ISS to recommend against a management golden parachute proposal 
include: 
 

 Recently adopted or materially amended agreements that include excise tax gross‐up 
provisions since the prior annual meeting; 

 Recently adopted or materially amended agreements that include modified single triggers 
since the prior annual meeting; 

 Single trigger payments that are effective immediately upon a CIC, including “cash 
payments”, and items such as the acceleration of performance‐based equity despite the 
failure to achieve performance measures; 

o The 2011 FAQs clarify that:  
 “Cash payments” include cash severance and other payments under a 

long-term incentive plan (LTIP) 
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 Best practice is to prorate vesting of any performance-based awards 
based on current achievement (or if such calculation is impossible, 
provide adequate justification for payment of an award as if target or 
highest performance goals were met) 

 Consideration of this pay practice will not be limited to new and amended 
agreements 

 Single‐trigger vesting of equity based on a definition of CIC that requires only shareholder 
approval of the transaction, rather than consummation; 

 Potentially excessive severance payments; 
o The 2011 FAQs clarify that this consideration is not limited to cash payments 

 Recent amendments or other changes that may make packages so attractive as to 
influence merger agreements that may not be in the best interests of shareholders; 

 The element that triggered a substantial gross‐up from a pre‐existing/grandfathered 
contract (i.e., option mega‐grants at low stock price, unusual or outsized payments in 
cash, or equity made or negotiated prior to the merger); or 

 An assertion that conditions a proposed transaction on approval by shareholders of the 
golden parachute advisory vote, which ISS would view as problematic from a corporate 
governance perspective. 

 
Where the golden parachute vote is included in an annual Say on Pay vote, ISS will evaluate the regular 
Say on Pay proposal in accordance with these guidelines, which may give higher weight to that 
component of overall compensation.  The 2011 FAQs indicate that ISS does not express a preference 
whether companies should include the Say on Golden Parachute vote in the next annual meeting or defer 
until an actual transaction occurs.   
 

PM&P Observation:  Dodd-Frank permits the exclusion of an advisory vote on golden 
parachute arrangements in M&A transaction proxies to the extent such arrangements 
have been approved (and not materially modified since the annual Say on Pay advisory 
vote).  However, companies should be aware that if their golden parachute arrangements 
contain any of the troublesome features described above, it may taint ISS’ voting on the 
general Say on Pay vote.  We have observed that almost all of the earlier filers have 
decided not to include a Say on Golden Parachute vote in their annual proxies, choosing 
instead to defer the Say on Golden Parachute vote to the time of the actual transaction 
(which may or may not in fact occur). 

   
Country of Incorporation 
 
ISS will now analyze companies that are domiciled outside the U.S. but subject to SEC filing 
requirements (i.e., proxies and annual and quarterly reports) under their U.S. policy guidelines, as 
opposed to the guidelines of their place of domicile.  ISS notes that in recent years, many 
companies listed on U.S. Exchanges have “redomesticated” outside the U.S.  This change was 
intended to apply ISS policies that are more compatible with the standards of a company’s market 
of operation, and will result in approximately 74 companies being newly evaluated under ISS’ 
U.S. policies.     
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Action Items 
 
In light of the updates adopted by ISS to its 2011 voting guidelines, companies should consider 
the following actions: 
 

 Assess your compensation programs against ISS’ new list of problematic practices.  Educate 
your Board about the narrowed list of “egregious” pay practices, as well as pay practices that will 
be considered on a “holistic” basis, and emphasize that a commitment to eradicate any of these 
practices going forward will no longer avert a negative recommendation.  Carefully scrutinize 
arrangements entered into during the past fiscal year, as they will not be grandfathered.  
 

 Decide which Say on Frequency your company will recommend (if any).  Under Dodd-Frank, 
shareholders must be given the choice of voting on Say on Pay every 1, 2, or 3 years, or to 
abstain.  Companies may – but are not required to – include their own recommendations.  While 
a recommended frequency should be tailored to the organization, keep in mind that the ISS 
annual recommendation can have a powerful impact on how shareholders ultimately vote.     
 

 Decide whether to include a Say on Golden Parachute advisory vote at the 2011 annual meeting.  
Including the Say on Golden Parachute vote at the annual meeting may preempt the need to 
include it in an actual merger context.  However, companies should study ISS’ list of problematic 
golden parachute features and, if any exist, consider whether including the Say on Golden 
Parachute vote might hurt the chances of gaining approval of the general Say on Pay vote. 
 

 Non-U.S. Domiciled Companies should confirm which policy they will follow. The 74 companies 
that ISS has determined will be affected as a result of the policy change should evaluate the 
impact of the U.S. policy guidelines on their existing compensation and corporate governance 
practices. 
 
  

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 over 20 years, PM&P 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 through the development 
of programs that align rewards with business goals to create long-term value for all stakeholders: 
shareholders, executives and employees. The firm maintains offices in New York, Atlanta, 
Boston, Charlotte, Chicago, Houston, Los Angeles and San Jose. 
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