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Summary of Key Results from ISS 2019 Annual Policy Survey

ISS’s recent Policy Survey previews potential changes in its 201 9 proxy voting policies.

Each year, Institutional Shareholder Services (ISS) surveys institutional investors, public companies
(“issuers”) and the consulting and legal communities on emerging corporate governance and executive
compensation issues as part of its annual policy formulation process (the “Survey”). Issuers and their advisors
are collectively referred to as “non-investors” hereafter. Possibly reflecting concerns about the influence of
ISS policies, 70% of this year’s survey respondents were issuers, while only 17% of respondents were
investors, primarily large institutional shareholders.

The Survey was intended to provide feedback to ISS on a wide range of questions, including issues related to
ISS’s quantitative pay-for-performance assessment methodology, non-employee director pay, gender
diversity on boards, director accountability for service on other boards and the inclusion of board qualification
matrices in proxies. Each of these topics is discussed below.

Key Takeaways

m Itis unclear whether ISS will modify its quantitative pay-for-performance methodology to include an
assessment of a subject company’s Economic Value Added (EVA) or Economic Profit metrics.
Both investor and non-investor Survey respondents preferred maintaining the current approach.

m ISS is likely to update its policy on non-employee director compensation to include facts and
circumstances that may provide a reasonable rationale for “excessive” compensation.

m Within the next two years, ISS is likely to update its policy on board gender diversity to require a
vote recommendation against the chair of the nominating/governance committee (or, in certain
circumstances, all members of the committee) if a board fails to include any women directors.

m ISS is likely to modify its proxy research reports to include information on director performance on
Boards of Directors, other than the board of the subject company.

m ISS is likely to include negative commentary in its proxy research reports when a company
provides insufficient information regarding director skills and attributes (e.g., by not including a
comprehensive matrix).
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ISS Quantitative Pay-for-Performance Methodology (U.S. and Canada)

The Survey asked respondents to describe their views on whether ISS should change how it measures
performance under its quantitative pay-for-performance methodology. A plurality of both investors ( 41%)
and non -investors ( 38%) believe that ISS should continue to use reported GAAP measures. Only 22%
of investors and 27% of non-investors believe that ISS should use adjusted and standardized measures such
as EVA or Economic Profit to supplement or replace reported GAAP-based measures.

The following chart summarizes investor and non-investor responses on whether ISS should change how it
measures performance under its quantitative pay-for-performance methodology.

Should ISS change how it measures
performance under its quantitative pay-for-

performance methodology? Investors Non-Investors

No, ISS should continue to use reported GAAP-based 41% 38%
measures (i.e., maintain the current framework)

Yes, ISS should use adjusted and standardized 22% 27%
financial measures related to EVA or Economic Profit
to supplement or replace reported GAAP-based

measures
Yes, ISS should no longer use performance measures 0% 12%
other than TSR

Other 38% 23%

Meridian Comment. ISS has been considering changing its methodology for assessing CEO pay and
performance in the U.S. and Canada by supplementing or replacing existing GAAP-based accounting metrics
with EVA-based metrics to measure corporate economic performance. A strong plurality of both investors and
non-investors are in favor of ISS continuing to use reported GAAP-based measures in its quantitative pay-for-
performance test. However, it remains uncertain whether (and, if so, when) ISS will change its methodology to
use EVA or Economic Profit going forward.

Although many investors support maintaining the current methodology, many investors disagreed — 38% of
investors responded that ISS should make “other” changes to how it measures performance under its
guantitative pay-for-performance test. However, ISS did not summarize the types of changes that were
proposed by those investors.

Non-Employee Director Pay

Starting with the 2019 proxy season, ISS will generally recommend shareholders vote AGAINST members of
the board committee that are responsible for approving or setting non-employee director (NED) compensation
if there are multiple years of “excessive” NED compensation without a disclosed compelling rationale or other
mitigating factors. The Survey asked respondents to identify potentially reasonable rationales for high non-
employee director compensation. Both investors (50%) and non-investors (76%) said that special
payments and other special circumstances would be a reasonab le rationale for high NED

compensation.

The following chart summarizes investor and non-investor responses on whether the specified rationales for
high NED compensation were reasonable.
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Which of the following, if any, would be a
potentially reasonable rationale for high

NED compensation? Investors Non-Investors

Special payments related to corporate transactions or 50% 76%
other special circumstances (e.g., special committee

service or diligence requirements upon a merger, or

requirements due to extraordinary need)

Payments in consideration of scientific or other 38% 34%
specific topical expertise

Payments to reward for performance or extraordinary 22% 1%
service

Other 34% 3%

Meridian Comment. Based on the survey results, ISS is likely to clarify that there are special circumstances
under which it would deviate from a bright-line policy to issue negative vote recommendations due to
relatively high NED pay over multiple years. In addition, at a recent conference, David Kokell, head of ISS’s
U.S. compensation research team, confirmed that ISS plans to revise its director pay evaluation methodology
to compare the pay of directors serving in board leadership positions (e.g., Executive Chairs, lead
independent directors) to other directors serving in the same positions. Thus, ISS appears poised to provide
additional details on its NED pay evaluation methodology as part of its policy updates for 2019.

Gender Diversity on Corporate Boards

The Survey asked respondents to identify whether it is problematic for no female directors to be serving on a
public company board. A majority of investors (52%) and non -investors (54%) believe that the level of
concern regarding the lack of female representation on a board s hould be based on a case -by-case
determination or based on consideration of mitigating factors . However, nearly a majority of both
investors (45%) and a significant minority of non-investors (33%) believe it is problematic per se for no female
directors to be serving on a public company board. Only 3% of investors and 13% of non-investors believe
that the absence of female directors serving on a public company board is not problematic.

The following chart summarizes investor and non-investor responses on whether the absence of female
directors on a corporate board is problematic.

Is it problematic for no female directors to

serve on a corporate board? Investors Non-Investors

Yes, the absence of at least one female director may 45% 33%
indicate problems in the board recruitment process

Yes, but concerns may be mitigated if there is a 37% 30%
disclosed policy/approach that describes the

considerations taken into account by the nominating

committee to increase gender diversity on the board

Maybe, but the level of consideration is based on a 15% 24%
case-by-case determination

No, directors are best suited to determine the 3% 13%
composition of the board
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A majority of both investors and non-investors that view the absence of gender diversity to be problematic
believe that shareholders should engage with a company’s board and/or management on gender diversity
issues. A strong majority of investors also believe that shareholders should consider supporting a shareholder
proposal aimed at increasing diversity (75%). Nearly a majority of investors (49%) believe that
shareholders should consider voting against the chair of the nomi nating/governance committee  due
to lack of gender diversity, up 9 percentage points from 2017

The following chart summarizes investor and non-investor responses on the lack of gender diversity on a
corporate board.

Potential Investor Response to Lack of

Gender Diversity on a Corporate board Investors Non-Investors
Engage with the board and/or management 83% 68%
Consider supporting a shareholder proposal aimed at 75% 21%
increasing diversity

Consider voting against the chair of the 49% 13%
nominating/governance committee

Consider supporting a shareholder-nominated 43% 12%
candidate to the board

Consider voting against all members of the 43% 10%
nominating/governance committee

Consider voting against the board chair or lead 33% 8%
director

Meridian Comment. For the second consecutive year, ISS appears to be gauging investor interest in various
mechanisms for promoting gender diversity on corporate boards. Over the last two years, investors such as
BlackRock, State Street and Vanguard have focused additional resources on this issue. Due to lack of
majority investor support, ISS is not likely to update its 2019 policy to recommend voting against the chair of
the nominating/governance committee (or all committee members) if a company’s board does not include any
women directors. However, we believe it is only a matter of time until ISS eventually adopts such a policy.

Director Accountability for Service on Other Boards

An overwhelming majority of investors (84%) said that ISS should identify in its proxy research

reports any individual director who received a negative ISS vo te recommendation on the basis that

the director failed in his/her oversight responsibilities at an other company . In contrast, non-investors
were evenly split on whether information on a director’s service on another board would be useful information.

The following chart summarizes investor and non-investor responses on whether ISS should identify in its
proxy research reports any individual director who failed in his/her oversight responsibilities at another
company.
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Should ISS identify in its proxy research
reports any individual director who failed in

his/her oversight responsibilities at another
company? Investors Non-Investors

Yes, my organization would like to consider any 84% 41%
identified oversight shortfalls by the director on other
boards where he or she serves

No, my organization considers a director’s service on 3% 40%
each board on which he or she serves on a
standalone basis

It depends 13% 20%

The Survey further asked respondents to identify the types of “oversight shortfalls” that are relevant to an
investor’'s assessment of director service. The vast majority of investors  believe that all the types of
oversight shortfalls specified in the Survey are relevant in an investor's assessment of director
service , including a pattern of poor stewardship of compensation practice s. In contrast, a majority of
non-investors found risk oversights relating to fraud and other forms of corporate malfeasance as the only
relevant “oversight shortfall” in assessing director service.

The following chart summarizes investor and non-investor responses on the types of oversight shortfalls that
are relevant to an investor's assessment of director service.

What types of oversight shortfalls are
relevant to the assessment of director

service? Investors Non-Investors
Risk oversight failures relating to fraud or other forms 92% 63%

of corporate malfeasance

Oversight failures regarding protection of shareholder 83% 39%

rights or shareholder value

Risk oversight failures related to business operations 80% 31%

(such as cybersecurity)

Pattern of poor stewardship of compensation practices 73% 32%
Other 9% 11%

The Survey also asked respondents to determine an appropriate look-back period for director oversight
shortfalls. The majority of investors (69%) believe that  a five -year look -back or no time limit is
appropriate, while the majority of non  -investors (57%) believe that the look -back should be limited to
no more than three years.

The following chart summarizes investor and non-investor responses on the appropriate look-back period for
director oversight shortfalls.

What is the appropriate look-back for

identifying director oversight shortfalls? Investors Non-Investors
One year 2% 13%
Three years 16% 44%
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What is the appropriate look-back for

identifying director oversight shortfalls? Investors Non-Investors
Five years 30% 22%
No time limit 39% 9%
Other 13% 13%

Meridian Comment. This is clearly a sensitive and controversial issue. However, we expect that ISS will
include information in its proxy research reports about alleged director “oversight shortfalls” on boards other
than the subject company’s board. Companies should be aware of possible investor concerns about individual
directors who serve on other boards.

Board Qualifications Matrix

The Survey asked respondents to identify the level of disclosure about a director’s individual skills and
attributes that would be useful to shareholders. A majority of investors  (58%) believe that a b road matrix
of directors’ skills and attributes would be usefu I, while a majority of non -investors ( 61%) believe that
the current level of director biographies or director biographies and cumulative information about the
board as a whole is sufficient .

What level of disclosure about a director’s
individual skills and attributes would be

useful to shareholders? Investors Non-Investors

Matrix with all individual directors’ relevant skills, 39% 9%
gender and race/ethnicity

Matrix as above, but with one with category such as 19% 17%
“diversity” that aggregates gender, race and ethnic
minority status

Cumulative information about the Board as a whole, 19% 28%
such as a specific percent of diverse members,
combined with director biographies and pictures

Short director biographies with pictures are sufficient 10% 33%

Other criteria should be applied 13% 13%

Meridian Comment. The disclosure of director skills and attributes is an issue that ISS has been wrestling
with over the past several years. Given the high level of investor support for enhanced disclosures and many
issuers are already providing this information, we believe that ISS is likely to include negative commentary in
its proxy research reports when a company does not provide adequate disclosures regarding director skills
and attributes.

The Client Update is prepared by Meridian Compensation Partners’ Technical Team led by Donald Kalfen. Questions regarding this
Client Update or executive compensation technical issues may be directed to Donald Kalfen at 847-235-3605 or
dkalfen@meridiancp.com.

This report is a publication of Meridian Compensation Partners, LLC, provides general information for reference purposes only,
and should not be construed as legal or accounting advice or alegal or accounting opinion on any specific fact or
circumstances. The information provided herein should be reviewed with appropriate advisors concerning your own situation
and issues.

www.meridiancp.com
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