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Thoughtful Pay Alert

ISS Issues 2018 Policy Updates

I
nstitutional Shareholder Services (“ISS”) has announced 
several updates to its U.S. corporate governance bench-
mark policy guidelines for 2018. This year’s updates con-
tain a pair of potentially significant compensation-related 
items, one involving its methodology for evaluating 

executive compensation and the relationship between chief execu-
tive officer pay and corporate performance and the other involving 
the compensation of the non-employee members of a company’s 
Board of Directors. With the exception of the new policy on direc-
tor compensation, these updates will be reflected in the corporate 
governance and executive compensation policies that ISS will use 
to determine its voting recommendations for its proxy advisory 
clients during the upcoming 2018 proxy season. 

A summary of ISS’ benchmark policy changes for 2018 are avail-
able at the following link: Executive Summary of ISS Policy 
Updates

Significance of Policies
As a long-time advisor to the institutional investor community, 
ISS is the bellwether for the key shareholder issues to be addressed 
each proxy season. ISS regularly publishes annual updates to its 
standards on corporate governance and executive compensation 
policies and practices. The standards for U.S.-based companies, 
which are contained in a policy statement published in advance of 
each year’s proxy season, are used by ISS to formulate the voting 
recommendations that it provides to its clients for the election of 
directors, the “Say-on-Pay” vote, the approval of employee stock 
plans and other proposals submitted for action at annual meetings 
of shareholders, as well as to analyze companies’ corporate gover-
nance and executive compensation policies and practices.

This article summarizes the information currently available from 
ISS relating to the key executive compensation and corporate 
governance-related policy updates for 2018. These policies will 
be effective for annual meetings of shareholders taking place on or 
after February 1, 2018.

“Pay-for-Performance” Methodology 
- Relative Financial Performance 
Assessment

In response to questions raised by academics and investor advo-
cates about the growing use of total shareholder return (“TSR”) as 
the predominant performance measure in incentive compensation 
plan design (a practice that was influenced, in large part, by ISS’ 
use of TSR as the sole financial metric in its pay-for-performance 
evaluation methodology), ISS introduced a new standardized 
assessment methodology for the 2017 proxy season. This method-
ology (the Financial Performance Assessment (“FPA”) test) com-
pared a company’s CEO pay and financial performance ranking 
(based on up to six different financial metrics as well as TSR) rela-
tive to the competitive market (as defined by an ISS-constructed 
peer group). Typically, ISS disclosed the results of the FPA test 
in its proxy analysis and voting recommendations reports on an 
informational basis. Where a perceived misalignment between 
pay and performance was identified, ISS factored the new assess-
ment into its qualitative review of a company’s executive com-
pensation program but, in our experience, with a relatively minor 
impact on the outcome.

For the 2018 proxy season, ISS has now added the FPA test to 
the quantitative “screening” portion of its pay-for-performance 
methodology. While the specific details about the mechanics of 
the assessment will not be known until ISS publishes an updated 
“White Paper” on its methodology in December, based on a pre-
liminary “Frequently Asked Questions” document made available 
before Thanksgiving, we know the following about the new test:

�� It will operate as an additional test in ISS’ quantitative pay-for-
performance “screen” and be applied as a secondary measure 
after the traditional three tests (“Multiple of Median,” “Rela-
tive Degree of Alignment” and “Pay-TSR Alignment”) have 
been calculated. 

�� It will be used to identify companies that resulted in a 
“medium” level of concern on the primary screens, but had 
relatively strong fundamental financial performance, and may 
reduce the final level of quantitative concern to “low.” On the 
other hand, the FPA test may identify companies that other-
wise received a “low” level of concern but had relatively weak 
fundamental financial performance. In these cases, the com-
pany’s final level of quantitative concern may be increased to 
“medium.” 

http://www.compensia.com
https://www.issgovernance.com/file/policy/2018-Executive-Summary-of-ISS-Policy-Updates-and-Process.pdf
https://www.issgovernance.com/file/policy/2018-Executive-Summary-of-ISS-Policy-Updates-and-Process.pdf
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ISS Issues 2018 Policy Updates (continued)

�� Under the test, ISS will select and weigh metrics slightly dif-
ferently in each industry. Most industries will use four metrics, 
but for a small number of industries, three will be used.

�� The financial metrics that will be used for each industry sector 
– as well as their ranking – are set forth on Exhibit A. Except as 
noted in the following sentence, for companies in the technol-
ogy and life sciences sectors, ISS will use only return metrics 
(return on invested capital, return on assets, return on equity 
and EBITDA growth). For semiconductor companies, ISS will 
replace EBITDA growth with operating cash flow growth. It 
will not use revenue growth, TSR or, except in the semiconduc-
tor sector, cash flow growth).

Observations. While we won’t know the precise impact of the 
incorporation of the FPA test into the pay-for-performance meth-
odology until it issues its revised White Paper, it clearly has the 
potential to significantly alter how companies fare in the quan-
titative screen. For our analysis of the assessment as it was intro-
duced in 2017, see our Thoughtful Pay Alert, The New ISS Pay-
for-Performance Methodology – A Closer Look at the Gathering Storm 
(June 12, 2017).

Non-Employee Director Compensation
Expanding its focus on non-employee director compensation (a 
trend initiated for the 2017 proxy season), ISS has adopted a pol-
icy providing that it will recommend a vote against the members 
of the board committee responsible for setting and/or approving 
non-employee director compensation if there is a pattern (that is, 
two or more years) of awarding “excessive” non-employee director 
compensation without disclosing a compelling rationale or other 
mitigating factors for such compensation. This new policy will 
not impact vote recommendations in 2018. Going forward, how-
ever, unfavorable voting recommendations will be issued where a 
pattern of excessive non-employee director compensation is iden-
tified in consecutive years.

Observations. Citing a growing interest on the part of investors 
in both the magnitude of director compensation, as well as the 
structure of these pay packages, ISS is implementing this new 
policy to hold directors accountable when they are determined 
to have approved “excessive” compensation arrangements for a 
company’s non-employee directors without adequate justification. 
At this point, it is unclear how ISS plans to identify “excessive” 
compensation or what rationale or other factors may be sufficient 
to rebut such a claim. Nonetheless, we believe that there is a good 
chance that this determination will be based a comparison of a 
company’s director compensation program against a multiple of 
the median or average compensation of the non-employee direc-
tors at the ISS-constructed peer group. Such an approach would 
enable ISS to leverage its current research and is consistent with 
our understanding of how it has looked at this issue in the past.

Presumably, ISS is planning to address these matters in its Fre-
quently-Asked Questions and Answers (“FAQ”) document which 
it typically publishes annually in December to amplify on the 
scope of its policies and to provide guidance on how they will be 
administered in practice. Although ISS has indicated that the new 
policy will have minimal impact for most Boards of Directors as 
it is focused on extreme outliers, we expect that most boards will 
feel better only when they have a clearer understanding of ISS’ 
standards relating to “excessive” director pay.

Say-on-Pay Responsiveness 
For several years, ISS has evaluated the responsiveness of Com-
pensation Committees where a company has received “significant 
opposition” (that is, less than 70% support) to its Say-on-Pay 
proposal and, where such responsiveness was deemed inadequate, 
recommended a vote against the committee members and/or 
the subsequent Say-on-Pay proposal. Typically, the adequacy of 
the Compensation Committee’s response has been judged based 
on the disclosure in the Compensation Discussion and Analysis 
describing the results of the prior year’s Say-on-Pay vote and the 
extent of any subsequent shareholder engagement efforts.

ISS has now clarified this policy to provide that in evaluating a 
company’s response to a failed or perceived poorly supported Say-
on-Pay proposal (presumably as disclosed in its CD&A) it will 
look at the following specific factors:

�� whether the company engaged with its major institutional 
shareholders about the issues that contributed to the low level 
of support (including the timing and frequency of engagements 
and whether independent directors participated);

�� whether the company described the specific concerns voiced by 
dissenting shareholders that led to the say-on-pay opposition; 
and

�� whether the company disclosed specific and meaningful actions 
taken to address shareholders' concerns.

Observations. ISS appears to be simply codifying the growing 
“best practice” of providing a sufficiently detailed discussion of a 
company’s shareholder engagement activities in response to weak 
support for its Say-on-Pay proposal. In our experience, most com-
panies that either fail or receive significant opposition to their 
Say-on-Pay proposal provide extensive disclosure in their next 
proxy statement about what they learned through their engage-
ment activities and how they responded (often in the form of 
revised compensation program features or policies). This clarifica-
tion should bring any companies that are not already making this 
type of disclosure into the fold. It remains to be seen whether ISS 
is positioning itself to become the arbiter of whether a company’s 
subsequent actions are sufficient (although, arguably, it already 

http://compensia.com/the-new-iss-pay-for-performance-methodology-a-closer-look-at-the-gathering-storm/
http://compensia.com/the-new-iss-pay-for-performance-methodology-a-closer-look-at-the-gathering-storm/
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plays this role when it conducts its analysis of a company’s execu-
tive compensation program).

Absence of Say-on-Pay-Related Ballot Item
ISS has added to its list of “problematic” pay practices the follow-
ing two items:

�� A company fails to include a Say-on-Pay proposal as a ballot 
item when required under SEC rules, or under its declared Say-
on-Pay frequency; and

�� A company fails to include a Say-on-Frequency proposal as a 
ballot item when required under SEC rules.

The failure to conduct one or both of the foregoing shareholder 
advisory votes will result in a recommendation to vote against all 
directors or the members of the Compensation Committee.

Compensation-Related Governance 
Policy Updates
In addition to the foregoing, ISS has also revised its governance-
related compensation policies for U.S. companies, including the 
following:

Gender Pay Gap

Beginning in 2018, ISS will evaluate shareholder proposals seek-
ing a report on a company’s gender pay gap, or a report on a com-
pany’s policies and goals to reduce any gender pay gap, on a case-
by-case basis, taking into account:

�� the company's current policies and disclosure related to both its 
diversity and inclusion policies and practices and its compensa-
tion philosophy and fair and equitable compensation practices;

�� whether the company has been the subject of recent contro-
versy, litigation or regulatory actions related to gender pay gap 
issues; and

�� whether the company's reporting regarding gender pay gap 
policies or initiatives is lagging its peers.

Observations. While, in our experience, gender pay gap propos-
als have been rare to date, clearly ISS is anticipating that such 
proposals may become more common in the future, particularly at 
high-profile companies. 

Pledging of Company Stock

While ISS has been recommending a vote against the members of 
the board committee responsible for risk oversight when it iden-
tifies a significant amount of pledging of company shares, it has 
now converted this informal practice into a policy. Going forward 
ISS will recommend a vote against all directors or the members of 

the board committee that oversees risks related to pledging where 
a significant level of pledged company stock by executive officers 
or directors raises concerns. In formulating its recommendation, 
ISS will consider the following factors:

�� the presence of an anti-pledging policy, disclosed in the proxy 
statement, that prohibits future pledging activity;

�� the magnitude of aggregate pledged shares in terms of total 
common shares outstanding, market value and trading volume;

�� disclosure of progress or lack thereof in reducing the magni-
tude 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.

What’s Next?
Each year, ISS publishes an FAQ document and a White Paper on 
its “pay-for-performance” mechanics designed to help stakehold-
ers understand upcoming changes to its compensation-related 
policies and methodologies. As in prior years, these materials will 
be published in mid-December 2017.

In response to the questions it has already received regarding 
the upcoming changes to its quantitative pay-for-performance 
“screening” methodology and the Equity Plan Scorecard, ISS pub-
lished the preliminary “Frequently Asked Questions” described 
above to address some of the most commonly received questions 
to date. This document can be found here. Finally, as in past years 
we expect ISS to be publishing updated “burn rates” for each 
GICS industry/index group in December.

Need Assistance?
Compensia has significant experience in helping companies 
understand and address ISS’ corporate governance and executive 
compensation policies. If you have any questions on the topics 
covered in this Thoughtful Pay Alert or would like assistance is 
assessing how the policies are likely to affect your executive com-
pensation program, please feel free to contact us.n

https://www.issgovernance.com/file/policy/Preliminary-U.S.-Compensation-FAQ.pdf
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About Compensia
Compensia, Inc. is a management consulting firm that provides executive compensation advisory services to Compensation Committees 
and senior management.
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125 S. Market Street 
Suite 1000 
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408.876.4025

Timothy Sparks, Chairman & President 
tsparks@compensia.com 
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408.876.4023
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408.907.4302
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408.907.4309
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408.907.4319
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San Francisco, California 94111 
415.462.2990

Mark H. Edwards 
medwards@compensia.com 
415.462.2985
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mborges@compensia.com 
415.462.2995

Erik Beucler 
ebeucler@compensia.com 
408.907.4314
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415.462.2988

Southern California

Ralph Barry 
rbarry@compensia.com 
858.603.2288

Pacific Northwest

Jason Borrevik 
jborrevik@compensia.com 
408.876.4035
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Exhibit
Financial Performance Assessment (FPA) by Metrics and Ranking

per ISS US Compensation Policies FAQ November 2017

* Indicates equal weighting for two metrics within an industry. These metrics are listed adjacently in this table.

** For GICS 4520, metrics with rank 1 and 2 are weighted equally, and metrics with rank 3 and 4 are also weighted equally but less than the 
rank 1 and 2 metrics.

GICS-4 Industry Rank 1 Rank 2 Rank 3 Rank 4
1010 Energy ROIC ROA ROE EBITDA Growth 
1510 Materials ROA ROE EBITDA Growth ROIC 
2010 Capital Goods ROIC ROA ROE EBITDA Growth 

2020
Commercial & 
Professional Services ROIC ROE ROA EBITDA Growth 

2030 Transportation ROIC ROA ROE EBITDA Growth 

2510
Automobiles & 
Components ROIC ROA ROE EBITDA Growth 

2520
Consumer Durables & 
Apparel ROIC ROA ROE EBITDA Growth 

2530 Consumer Services EBITDA Growth ROIC ROA ROE 
2540 Media ROIC ROA ROE EBITDA Growth 
2550 Retailing ROE ROIC ROA EBITDA Growth 

3010
Food & Staples 
Retailing ROA ROIC* ROE* EBITDA Growth 

3020
Food Beverage & 
Tobacco ROA ROIC* ROE* EBITDA Growth 

3030
Household & Personal 
Products ROA ROIC* ROE* EBITDA Growth 

3510
Health Care 
Equipment & Services EBITDA Growth ROIC ROA ROE 

3520

Pharmaceuticals, 
Biotechnology & Life 
Sciences ROIC EBITDA Growth ROA ROE 

4010 Banks ROA ROIC* ROE* 
4020 Diversified Financials ROIC ROA* ROE* 

4030 Insurance ROIC* ROA* 
Operating Cash 
Flow Growth ROE 

4510 Software & Services ROIC ROA ROE EBITDA Growth 

4520
Technology Hardware 
& Equipment ROIC* ROA* ROE** EBITDA Growth** 

4530

Semiconductors & 
Semiconductor 
Equipment ROIC ROA ROE 

Operating Cash Flow 
Growth 

5010
Telecommunication 
Services ROA ROE ROIC EBITDA Growth 

5510 Utilities ROIC ROA ROE EBITDA Growth 

6010 Real Estate ROIC ROA ROE 
Operating Cash Flow 
Growth 


