
 

  1 

Getting Executive Compensation Ready for 
2012: Starting with ISS Guidelines 
BY TERI O’BRIEN & J. MARK POERIO 

On November 17, 2011, Institutional Shareholder Services (“ISS”) released its 2012 policy updates to 
its proxy voting guidelines. In the aftermath of the Dodd-Frank Act’s say-on-pay requirement for 
advisory shareholder votes on executive compensation, ISS has emerged as the leading proxy 
advisory firm for public companies. Especially for executive compensation, its policy updates have 
come to establish best and worst practices by which shareholders and stock analysts hold boards 
accountable. As a result, ISS’s annual updates to its voting guidelines are closely watched because 
they reflect emerging issues and trends, evolving market standards, regulatory changes, and feedback 
provided by its institutional clients in its annual policy survey. The 2012 policy updates apply to 
shareholder meetings held on or after February 1, 2012. 

This Client Alert addresses some of the key implications for publicly traded U.S. companies, and is 
followed by our article titled “Candor for Compensation Committees” which is reproduced from the latest 
edition of Board Member magazine because the article highlights actions that compensation committees 
should be taking this winter in order to be ready for the 2012 proxy season. Because recent studies have 
shown that an ISS voting recommendation has the potential to swing shareholder votes by up to 20%, 
public companies should now be considering the impact of the ISS 2012 voting guidelines that are 
discussed below. The full policy updates can be viewed at http://www.issgovernance.com. 

Pay-for-Performance 

During the 2011 proxy season, unfavorable say-on-pay votes in many cases directly correlated to a 
sense that executive compensation failed to appropriately link pay-for-performance. A theme in the 
resulting first wave of shareholder derivative litigation has been that boards have misled 
shareholders – thereby breaching fiduciary duties – by announcing a pay-for-performance philosophy 
and then making executive decisions that failed to follow it through. Furthermore, pay-for-
performance is a determinative factor for ISS in making its voting recommendations for say-on-pay 
and equity plan proposals, and the re-election of directors serving on compensation committees. 
Because such high stakes attach to convincing shareholders that pay indeed reflects performance, the 
ISS policy change in this regard is critical to consider. 

Under its previous policy, ISS would isolate those companies in the Russell 3000 index with total 
shareholder return (“TSR”) below the median of their industry peer group over both a one- and three-
year period. To the extent that ISS determined that executive compensation at these companies was 
not properly aligned with performance over time, it would recommend a negative say-on-pay vote. 
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For 2012, ISS has updated its policy to reflect a more “systematic screening methodology” (in the 
words of ISS per its 12/7/2011 webcast) for determining pay-for-performance alignment, in order to 
add a qualitative layer of review in order to better evaluate the relationship between executive 
compensation and performance in a longer-term context. Under the new policy, ISS will first consider 
the following two quantitative factors with respect to companies in the Russell 3000 index: 

1. Peer Group Alignment. Within a narrow peer group, ISS will consider the company’s rank for 
TSR and CEO total pay, as measured over one- and three-year periods (weighted 40% and 60%, 
respectively). ISS will also compare the multiple of the CEO’s total pay relative to the peer group 
median. A peer group generally consists of 14-24 companies selected using market 
capitalization, revenue (or assets for financial firms), and Global Industry Classification (GIC) 
group. 

2. Absolute Alignment. ISS will analyze the trend in CEO pay and company TSR over the prior 
five fiscal years. 

If these factors indicate a significant lack of alignment between pay and performance (or for non-
Russell 3000 companies a lack of alignment is “otherwise suggested”), ISS will consider the following 
qualitative factors to determine how various pay elements may work to encourage or undermine long-
term value creation and alignment with shareholder interests: 

 the ratio of performance-based to time-based equity awards; 

 the ratio of performance-based compensation to overall compensation; 

 the completeness of disclosure and rigor of performance goals; 

 the company’s peer group benchmarking practices; 

 actual results of financial and operational metrics, such as growth in revenue, profit, and 
cash flow; 

 any special circumstances, such as appointment of a new CEO in the prior fiscal year or 
anomalous equity grant practices; and 

 any other factors deemed relevant. 

Due to the longer-term emphasis of this new methodology, ISS will no longer consider a company 
with a new CEO (i.e., one who has served for less than two consecutive fiscal years) to be exempt 
from the pay-for-performance analysis. 

In general, the added layers of ISS analysis for 2012 seem to respond to broad criticism in 2011 that 
applicable ISS standards were overly formulaic and blind to the circumstances of particular companies. 
For 2012, this means that companies should start early to craft their 2012 proxy disclosure, with an 
eye to best conveying to shareholders and analysts that their incentive compensation decisions in 
2011 encouraged long-term value creation and reflected an appropriate pay-for-performance 
philosophy. An early start on the CD&A certainly makes sense, in order to anticipate the message and 
any issues for 2012. 
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Company Response to Previous Year’s Say-On-Pay Vote 

Because 2011 was the watershed year for initial say-on-pay votes, next year will be the same for 
disclosing how compensation committees responded to the prior vote. Two companies are already out 
of the gate in this regard, with their proxy statements giving some sense of the disclosures ahead 
(see Ashland and Robbins & Myers). Given this new disclosure requirement for 2012 and future years, 
the ISS voting guideline breaks new ground too. 

Historically, ISS has only recommended a negative vote for compensation committee members in 
limited circumstances involving a complete failure by the board to respond to shareholder concerns. 

Beginning in 2012, ISS will recommend “case-by-case” voting on compensation committee members 
(or, in exceptional cases, the full board) and on the company’s current say-on-pay proposal when the 
prior year’s say-on-pay proposal received support of less than 70% of votes cast (see 2011 List for 
GMI’s recent publication of the companies whose 2011 vote did not surpass this 70% threshold). For 
these companies, ISS encourages shareholders to take into account the following factors: 

 the company’s response to the prior year’s say-on-pay vote, including disclosure of 
engagement efforts with major institutional investors regarding the issues that contributed to 
the low level of support, specific actions taken to address the issues that contributed to the 
low level of support, and other recent compensation actions taken by the company; 

 whether the issues raised are recurring or isolated; and 

 the company’s ownership structure. 

In cases where the level of support for the previous year’s say-on-pay vote was less than 50%, ISS 
suggests that the companies should have exhibited the highest level of responsiveness. This policy 
update reflects shareholders’ increased interest in executive compensation levels and requires 
companies with low levels of support for their executive compensation practices to provide meaningful 
disclosure and take specific action to address their compensation issues. 

In particular, when companies are crafting their proxy disclosure for 2012, they should specifically 
address their response to shareholder dissatisfaction with compensation practices. ISS has indicated that 
this response should, ideally, include a description of the new practices that have been adopted to 
address shareholder dissatisfaction, rather than a “reiteration of existing practices.” Because negative 
say-on-pay votes do not provide a company with insight into the specific compensation practices that led 
to shareholder dissatisfaction, it may be necessary for companies receiving a high percentage of 
negative votes to engage in shareholder outreach efforts in order to better identify the specific areas of 
shareholder concern and more effectively communicate their response to these areas of concern in the 
CD&A. Independent counsel and/or consulting advice is especially warranted for these companies. 

Company Response to Previous Year’s Frequency Vote 

ISS has adopted a new policy to address a company’s response to a shareholder vote on the 
frequency of a say-on-pay vote. In the highly unlikely event that a board implements a say-on-pay 
schedule that is less frequent than the frequency approved by a majority of the votes cast, ISS will 
recommend “against” or “withhold” votes for the entire board (excluding new nominees). 

If the previous frequency vote achieved a plurality, but not a majority, ISS will recommend a “case-
by-case” vote on the entire board, considering the following factors: 
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 the board’s rationale for selecting a different frequency vote; 

 the company’s ownership structure and vote results; 

 ISS’s analysis of whether there are compensation concerns or a history of problematic 
compensation practices; and 

 the previous year’s support level for the company’s say-on-pay proposal. 

This update reflects the view that boards must continue to remain cognizant of their shareholders’ 
preferences with respect to the frequency of say-on-pay votes. During 2011, fund investors 
resoundingly voiced their preference for annual say-on-pay votes, and their proxy statement voting 
reflected that preference. As a result, if a company implements a more frequent say-on-pay vote than 
one that received a majority or plurality of a shareholder vote, this will not be considered problematic. 

Proxy Access 

ISS has refined the factors to be considered in the case of a shareholder proposal seeking to enact 
proxy access (i.e., a proposal regarding the adoption of proxy access procedures), and broadens the 
policy to apply to management proposals as well. In particular, ISS has indicated that the appropriate 
vote with respect to such proposals should be determined on a “case-by-case” basis, taking into 
account company-specific and proposal-specific factors, including: 

 the ownership thresholds proposed (i.e., percentage and duration); 

 the maximum proportion of directors that shareholders may nominate each year under the 
proposal; and 

 the method of determining which nominations should appear on the ballot if multiple 
shareholders submit nominations. 

ISS removed from the list of factors the proponent’s rationale for the proposal, indicating that its 
previous policy “overemphasized” this factor. However, the update suggests that the enumerated list 
of factors is “not intended to be exhaustive,” and thus, the proponent’s rationale will remain one of 
many “other factors” which may be considered. 

This revised policy comes on the heels of an amendment to Exchange Act Rule 14a-8 that took effect 
on September 20, 2011. Under the amendment to Rule 14a-8, companies are no longer permitted to 
exclude shareholder proposals that seek to establish a procedure for shareholders to nominate 
company directors from their proxy materials solely on the grounds that such proposals relate to the 
nomination or election of directors. In light of the increased focus on proxy access that is expected 
during 2012 as a result of this amendment, ISS has indicated that it will provide additional guidance 
on proxy access proposals, based on an examination of specific proposal texts, in January 2012. 

Performance-based Bonus Plan Proposals 

Under its old policy, ISS recommended a vote “for” a proposal to approve or amend an executive 
incentive bonus plan, for compliance with Section 162(m) of the Internal Revenue Code, the first time 
a company presented it for shareholder approval following an initial public offering (“IPO”). The new 
policy reflects the view that a plan-based proposal, regardless of timing, should be given a “full equity 
plan evaluation,” including consideration of total shareholder value transfer and burn rate. This 
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evaluation will enable shareholders to identify whether the newly proposed plan contains any 
problematic features and to determine whether such features outweigh the tax benefit provided by 
Section 162(m). Additionally, the updated policy provides specific guidelines for voting on such plans. 

ISS generally recommends a vote “for” a plan-based proposal if: 

 it amends an existing shareholder approved plan solely to include administrative features or 
to place a cap on the annual grants any one participant may receive to comply with the 
provisions of Section 162(m); 

 it amends an existing compensation plan to add performance goals in order to comply with 
Section 162(m), unless they are clearly inappropriate; or 

 it involves a cash or cash and stock bonus plan that is submitted to shareholders for the 
purpose of exempting compensation from taxes under Section 162(m) if no increase in 
shares is requested. 

ISS recommends a vote “against” a plan-based proposal if: 

 the compensation committee does not fully consist of “independent outsiders”; or 

 the plan (or amendment) contains excessive problematic provisions. 

Finally, ISS recommends consideration on a “case by case” basis with respect to plan-based proposals where: 

 the amendment may cause the transfer of additional shareholder value to employees (e.g., 
by increasing available shares, extending the option term or expanding the pool of plan 
participants), in addition to seeking Section 162(m) tax treatment; or 

 a company is presenting the plan to shareholders for Section 162(m) tax treatment for the 
first time after the company’s IPO, as discussed above. 

CAVEAT RE CODE §162(m) CLAIMS. Unfortunately, companies proposing new equity plans need to anticipate 
possible gadfly shareholder derivative litigation that is generally considered to be without merit. The complaints 
essentially allege, and one has survived a motion to dismiss, that proxy statement representations about the 
availability of tax deductions under Code §162(m) were materially false or misleading because “[p]ayments made 
regardless of shareholder approval are not tax deductible.” The complaints generally confuse the potential, under 
a proposed plan, for the making of awards that are exempt from Code §162(m) limitations, with a requirement 
that all awards be exempt. While claims of this sort should not fare well under judicial scrutiny, public companies 
should be ready to draft Code §162(m) proposals in a manner that defuses their risk of challenge. 

Other Policy Updates 

In addition to the matters discussed above, ISS updated its policy recommendations with respect to 
the following issues: 

 Board Accountability. When recommending “against” or “withhold” votes against individual 
directors, committee members, or the entire board, ISS inserted an explicit reference to 
failures of “risk oversight” as a factor to be considered. 

 Exclusive Venue Management Proposals. ISS now recommends voting on a “case by 
case” basis (rather than recommending an “against” vote) on proposals seeking to establish 
an exclusive forum for resolving shareholder disputes. Consideration should be given to the 
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company’s litigation history and whether the company has in place “best-practices” 
governance features, including an annually elected board, a majority vote standard in 
uncontested director elections and the absence of a poison pill (except where the poison pill 
was approved by shareholders).  

 Dual-Class Structure. ISS generally recommends voting against a policy to create a new 
class of common stock, unless the company’s rationale for the policy is “compelling,” the 
new class is intended for financing purposes with minimal or no dilution to current 
shareholders, and the new class is not designed to preserve or increase the voting power of 
an insider or significant shareholder. 

 Political Spending & Lobbying Proposals. ISS now generally recommends a vote “for” 
proposals requesting greater disclosure of a company’s political contributions. The update 
also expanded an existing policy of ISS related to proposals requesting information about a 
company’s lobbying activities. The policy now applies to all lobbying activities generally, and 
not merely those seeking information on the company’s initiatives. 

 Environmental Issues. The update adopts a new policy to vote “for” proposals requesting 
greater disclosure of a company’s natural gas hydraulic fracturing operations. Additionally, 
ISS broadened its current “case by case” policy on recycling proposals, asking shareholders 
to consider, if applicable, the company’s existing recycling programs and its disclosure about 
such existing programs. Lastly, ISS created a new policy to vote on a “case by case” basis on 
proposals related to a company’s reporting on water-related risks and concerns. 

 Workplace Safety. ISS adopted a policy to vote on a “case by case” basis on requests for 
workplace safety reports, including reports on accident risk reduction efforts, considering the 
company’s current levels of disclosure; the nature of the company’s business; recent 
significant controversies, fines or violations; and the company’s workplace health and safety 
performance relative to industry peers. 

CONCLUSION 

From the shareholder perspective, fund investors and advisors are uniformly warning that they are on 
the look-out for disclosure anomalies, pay-for-performance disconnects, and irritant departures from 
best practices – citing executive compensation in the form of SERPs, tax gross-ups, and severance for 
long-time NEOs. The policy standards that ISS publishes have come to establish a checklist against 
which smart boards will measure their executive compensation structures. Homogeneity is the 
direction, with departures from best practices being critical to identify and to be prepared to defend in 
2012 proxy statements. 

This winter, compensation committees have the opportunity to improve not only the substance of their 
executive compensation programs, but also the quality of their proxy statement disclosures. With 
shareholder derivative litigation striking nearly 20% of the companies that received failed say-on-pay 
votes in 2011, now is the time to consider precautions of the kind discussed in our article reproduced 
below from the Fourth Quarter 2011 edition of Board Member magazine. 
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Candor for Compensation Committees 

Fourth Quarter 2011 
Corporate Board Member 
by Elizabeth Noe and J. Mark Poerio 

“This is a failed ‘say-on-pay’ shareholder derivative action, arising from the Board’s 
unwarranted and excessive spending on executive compensation.” 

So begins a recent complaint filed on Sept. 1 against directors of the former R.H. Donnelley, 
now reorganized as Dex One. They are far from alone in being singled out for potential personal 
liability.  

A week earlier, a similar complaint against Johnson & Johnson’s directors accused them of 
failing “to follow J&J’s executive compensation philosophy and J&J’s guiding principles for 
executive compensation,” and concluded that “defendants have breached their duty of loyalty 
and candor.” 

Can it get worse? Yes. In a sharply worded ruling, an Ohio district court just refused to dismiss 
the fiduciary duty breach complaint against Cincinnati Bell’s officers and directors, despite their 
business judgment rule arguments, a development that may leave directors feeling stuck between 
a rock (exhaustive executive compensation disclosure) and a hard place (shareholder activism). 
The 2011 proxy season saw numerous shareholder derivative lawsuits spring from unfavorable 
say-on-pay votes, and others spring from proxy statement disclosures relating to Section 162(m) 
of the Internal Revenue Code. The forum for these lawsuits has not been traditionally corporate-
friendly Delaware, but instead, courts in Arkansas, California, Georgia, New Jersey, Ohio, 
Oregon, and Texas. 

Risk of litigation related to executive compensation, whether stemming from a negative say-on-
pay vote or from challenges to the adequacy of compensation disclosures, seems to be growing. 
While it remains to be seen if any of the most recent suits will be successful, two similar suits 
filed prior to the 2011 proxy season resulted in settlements requiring various corporate 
governance reforms. With the risk rising and litigation sure to result in unnecessary cost (money, 
time, and reputation) and unwanted media attention, directors are wise to react proactively as the 
2012 proxy season approaches, keeping in mind the following: 
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Clear disclosure is mandatory. Public disclosures are being scrutinized and tested. In the 
current fishbowl, directors cannot afford to mix messages or to leave question marks in their 
public disclosures. Directors need to demonstrate their diligence by disclosing decisions that 
reflect sound thinking and careful execution. 

Focus on performance-based comp. Boards invite criticism when they make sizable cash 
bonus or stock awards despite poor stock price performance. Several failed say-on-pay votes in 
2011 trace to extraordinary awards that were glossed over in the proxy statement’s compensation 
discussion and analysis (CD&A). Other failed votes trace directly to poor corporate performance 
standing in isolation. Whatever the reason, the days are gone when shareholders gave directors 
the benefit of the doubt over executive compensation matters. 

Directors should consequently consider taking some precautions. First, develop a record that 
solidly supports whatever compensation decisions are made. Second, be careful to structure 
unusual or noteworthy awards in a manner assuring that vesting and payment terms reflect the 
achievement of long-term performance goals and with appropriate forfeiture and other business 
protections. Third, be sure to anticipate scrutiny of the proxy statement, and accordingly, take 
advantage of executive summaries and other shareholder communication alternatives. 

Obtain independent advice and peer data. Everyone should expect executive compensation to 
be a lightning rod for attention. Boards that “go it alone” accentuate their exposure to second-
guessing. Take the case of Exar Corp. whose unfavorable say-on-pay vote triggered litigation 
and which perhaps regrets the following decision set forth in its 2011 proxy statement: “In fiscal 
year 2011, the Compensation Committee determined that, due to the recent executive 
compensation review by Compensia, there was not a need to incur the added cost of retaining an 
independent compensation consultant to advise on fiscal year 2011 executive compensation. 
Instead, the Compensation Committee utilized the data provided.” 

By engaging its own independent consultant, a compensation committee should obtain multilevel 
protections in the form of better information about best and worst practices, better advice about 
governance and procedural improvements, better analysis of peer data, better insights into 
alternatives for structuring compensation, and better, clearer disclosure.  

Should compensation committees also engage independent legal counsel? That usually depends 
on how directors weigh their confidence in the committee’s consulting adviser, their desire for a 
second opinion to that of the company’s general outside counsel, and the relative cost for the 
added protection. In many cases, a second set of independent eyes will involve a modest cost 
when compared to the benefit of adding a layer of protection from missteps and shareholder 
litigation.  

Avoid red flags. ISS and other proxy advisory firms have singled out numerous executive 
compensation practices that are presumptively questionable. For example, in its 2011 U.S. 
Compensation Policy, ISS has identified the following as problematic pay practices: 
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 reprising 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 CIC payments exceeding three times base 
salary and average/target/most-recent bonus; CIC severance payments without involuntary 
job loss or substantial diminution of duties (“single” or “modified single” triggers); CIC 
payments with excise tax gross-ups (including “modified” gross-ups);  

 equity plans or arrangements that include a liberal CIC definition (such as a very low 
buyout threshold or a CIC occurring upon shareholder approval of a transaction, rather 
than its consummation), coupled with a provision for automatic full vesting upon a CIC, 
which are also more likely to receive a negative recommendation.  

Compensation committees should be wary of acting in contravention of best-practice standards 
and should only do so under compelling circumstances with supporting disclosure tying the 
actions to clear company goals. Because there is sure to be intense public scrutiny when 
departing from best practices, boards should be certain to structure contract terms in a manner 
that demonstrably advances the employer’s business objectives. 

Become more active in proxy statement preparation. In an article aptly titled “The Nays Have 
It,” the last edition of Corporate Board Member described the importance of being “more careful 
and more forthcoming” in proxy statement disclosures of executive compensation. 
Section 951(c) of the Dodd-Frank Act may state that the vote outcome “shall not be construed” 
to create any change or addition to the fiduciary duties of directors, but that has not discouraged 
shareholders from using unfavorable votes in 2011 as the springboard for shareholder derivative 
litigation in nearly one-fifth of the cases so far. Some pending complaints, such as the Dex One 
and Johnson & Johnson claims mentioned earlier, take a new tack against directors by alleging 
that the business judgment rule does not protect them with respect to securities disclosure claims 
that are premised on a disconnect between pay and performance. Directors should ensure that the 
CD&A clearly explains the business reasons for the executive compensation package and 
demonstrates the thorough process used by the committee. 

Whatever the shareholder derivative claim relating to executive compensation, directors are the 
main targets. They cannot afford to be passive, last minute, or reactive. Just the opposite: 
Directors need to take ownership over executive compensation, from articulating a well-
considered philosophy to selecting insightful advisers, to making sound executive compensation 
decisions and convincing public disclosures. 

About the Authors 
Elizabeth Noe is a partner and chair of the Corporate Department, Atlanta, and J. Mark Poerio is 
a partner in the Employment Law Department, and chair of the Executive Compensation Practice 
in Washington, D.C., for Paul Hastings LLP. 
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If you have any questions concerning these developing issues, please do not hesitate to contact any of 
the following Paul Hastings lawyers: 

 

San Diego 

Teri E. O'Brien 
1.858.458.3031 
teriobrien@paulhastings.com 

 

Washington, D.C. 

J. Mark Poerio 
1.202.551.1780 
markpoerio@paulhastings.com 
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