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Introduction

The vast majority—98%—of companies have
passed their annual say on pay votes (SOP) over
the past four years. Proxy advisor voting
recommendations remain highly influential on
these votes, and many companies, perhaps
hundreds, have changed the structure of their
executive pay programs to try to comply with
proxy advisor policies and to obtain a “FOR”
SOP vote recommendation from proxy
advisors. Proxy advisors base voting
recommendations on quantitative and
qualitative tests that are highly tailored to their
own perspective of and guidance on what
comprises a successful executive pay model.
Are these voting recommendations correlated
with long-term shareholder value creation as
measured by total shareholder returns (TSR)?
While correlation does not prove causation,
what possible explanations may explain the
correlation observed in our research?

Investors and corporate executives/board
members clearly have an expectation that
proxy advisor intentions are to increase TSR.
ISS’s Global Voting Principles state,
“principles...assist institutional investors...by
promoting long-term shareholder value
creation...”” Recent SEC Staff Guidance on
proxy voting reaffirms that shareholder value
creation must be the primary goal when

Key Findings

1.

Institutional shareholders expect that
proxy advisor SOP voting
recommendations will improve
subsequent TSR as companies make
“proxy advisor-preferred” changes to
their pay programs.

However, proxy advisor “AGAINST” say
on pay vote recommendations are
associated with lower subsequent 2-
year company TSR.

Recent academic research suggests
that equity markets do not respond
positively to companies that try to
conform to proxy advisor-preferred
pay policies.

There are several possible conflicting
explanations for why proxy advisor
“AGAINST” SOP recommendations are
not associated with positive
subsequent TSR.

As a result, compensation committees
are challenged with balancing the
tension between attempting to
prevent a proxy advisor “AGAINST”
recommendation while maintaining
the motivational value of the executive
compensation program — specifically
those elements that drive TSR.

providing proxy voting advice on SOP and other shareholder matters.? “The problem is that this

! Proxy advisors survey various constituencies, especially institutional investors, to determine the pay structures that it believes will drive superior
performance, especially TSR. Nevertheless, some of these policies are not consistent with what other shareholders believe will improve performance.
? http://www.issgovernance.com/policy-gateway/iss-global-voting-principles/; in another 18 page 1SS document, “Evaluating Pay for Performance
Alignment” (12/2011), ISS mentions “TSR” or “shareholder” 75 times.
*US Chamber of Commerce. “Public Company Initiatives in Response to the SEC’s Staff Guidance on Proxy Advisory Firms.
http://www.centerforcapitalmarkets.com/wp-content/uploads/2015/01/021874_ProxyAdvisory_final.pdf.
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[proxy advisor] “guidance” on compensation... is based more on a vague sense of what ISS or Glass Lewis
thinks is right rather than on increasing the value of investors’ stock.”” It is hotly debated in boardrooms
whether the proxy advisor-preferred programs and policies in fact help to increase TSR. To the contrary,
many believe that some of these policies damage motivation and performance.

The impact of proxy advisor voting policies on the future performance of companies—especially TSR—is a
legitimate question that is of great interest to many in the corporate world and the investor community. The
academic world is researching this question as well. It is extremely difficult to isolate the impact of the proxy
advisor policies because each company is unique and there are myriad variables that impact TSR. Further,
there is great variation in the timing of pay changes, if any, that companies make in response to proxy advisor
critique. Pay Governance’s latest original research brings some facts to the table in this hotly-disputed
debate by examining the relationship between proxy advisor SOP vote recommendations and TSR.

Research Approach

For empirical context, we tested the impact of proxy advisor SOP vote recommendations on TSR among a
sample of 1,272 S&P 1500 companies.” As a result of an “AGAINST” SOP vote recommendation from proxy
advisors, many companies make significant changes to their executive compensation programs. Investors
might expect that these changes would improve future TSR relative to similar companies that did not make
such changes based on proxy advisor critique (i.e., companies that received a “FOR” SOP recommendation
from ISS). Do companies receiving “AGAINST” SOP vote recommendations from proxy advisors have
subsequent TSR that is better or worse than similar companies without proxy advisor challenges?

Analyzing TSR for Companies with “AGAINST” ISS Recommendations

Our research is focused on proxy advisors generally, but our quantitative analysis focuses specifically on SOP
vote recommendations from proxy advisor Institutional Shareholder Services (ISS) given the relative
transparency and availability of ISS SOP policies and vote recommendations. We looked at 144 companies
with “AGAINST” recommendations from ISS for SOP votes in 2013, and we created a control group of 636
companies that received “FOR” SOP vote recommendations® for comparison purposes in order to isolate the
impact of the SOP vote recommendation on subsequent TSR. We used a matched sample methodology to
create a control group which had the same median 3-year TSR as the 144 “AGAINST” companies from 2010-
2012, or before the proxy advisor recommendations were published.” Median 3-year TSR for both the
“AGAINST” group and the control group from 2010-2012 was 17.7%.

By comparing the 2-year (2013-2014) TSR subsequent to the publication of the ISS report for the “AGAINST”
sample and the control group, we are able to determine how the ISS-influenced companies performed
relative to other equally low performing companies without ISS challenges. This approach allows us to
explore how the market perceives ISS recommendations and changes that are driven by ISS policies. The
table on the following page presents the results of our analysis. We also present statistics for the total
sample (row D) and all 1,128 companies receiving a “FOR” SOP recommendation from ISS in 2013 (row C) for
reference.

* James Glassman. “Regulators are a Proxy Advisor’s Best Friend.” WSJ. 12/17/2014. http://www.wsj.com/articles/james-k-glassman-regulators-are-
a-proxy-advisers-best-friend-1418863046.

® 1SS SOP vote recommendations collected using ISS Voting Analytics.

® A subset of the lowest performing companies among the 1,128 companies that received a FOR SOP vote recommendation from ISS in 2013.

’ We created the matched sample to control for “regression to the mean/median” in stock price. This is a well-known stock market theory created by
Jeremy Siegel where, over time, there is a tendency for lower return stocks to outperform and higher return stocks to underperform.
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S&P 1500 Companies By 2013 ISS Recommendation: TSR Before and After Publication of 2013 ISS Reports

2010-2012 2013-2014
Median TSR Median TSR

ISS SOP Recommendation (Before ISS Test) (After ISS Test)

A) Companies with ISS "AGAINST" SOP Vote Recommendations
(n=144)

17.7% 38.3%

B) Control Group

(Composed of Companies with ISS "FOR" SOP Vote Recommendations) 17.7%

(n=636)

C) All Companies With ISS "FOR" SOP Vote Recommedations 46.4% 46.4%
(n=1,128)

D) All Companies 43.0% 45.4%
(n=1,272)

While there is some regression to the median, the results also show a significant TSR differential in the 2-year
period subsequent to the ISS report (2013-2014). The “AGAINST” group’s subsequent median TSR (row A)
was 10.3 percentage points below the control group (row B) with the same initial 3-year TSR. This differential
is statistically significant. This finding shows that receiving an “AGAINST” recommendation from ISS is
correlated with lower subsequent TSR performance, but such correlation does not prove causality nor the
mechanism underlying any causality. Our findings are consistent with prior Pay Governance research on

failed

SOP votes that found no positive relationship between negative SOP outcomes and increased TSR.?

There are different types of companies in this “AGAINST” group. The circumstances for each, including the
timing, disclosure and type of pay changes, could yield a different outcome for subsequent TSR. Thus we are
not able to discern definitively the causal mechanism leading to this significant gap in subsequent TSR
performance between “AGAINST” and “FOR” companies, but possible alternative explanations include the
following:

Theory 1: The proxy advisor AGAINST recommendation restricts motivational incentive power
Companies that receive an “AGAINST” recommendation typically make significant proxy advisor-
preferred changes to their pay programs reluctantly and under pressure in the following year. These
changes could be harmful to motivation, and thus TSR. Our consulting experience supports this
explanation for some companies given a number of plan design features that directors and executives
view differently from proxy advisors. For example, many companies would use one-time stock grants
and larger amounts of stock options for some circumstances, but some proxy advisors make it
challenging to use either. Additionally, proxy advisor ISS’s preference for performance share plans
which use relative TSR may not be ideal for some companies. This theory is supported by separate Pay
Governance research on Pay Energy©.’

Theory 2: The proxy advisor’s AGAINST recommendation serves as a market signal

The proxy advisor “AGAINST” recommendation might serve as a bearish signal from an important
influencer of the investment community regarding the misalignment of the company’s executive pay
programs with proxy advisor-preferred practices. Companies receiving “AGAINST” recommendations
may not have pay programs that comply with the proxy advisor’s “ideal” pay structure. While this

® Bout, et al. “Does a Say on Pay Failure Affect Future Share Price Performance?” http://paygovernance.com/does-a-say-on-pay-failure-affect-future-

share-price-performance
° John England & Jeffrey Joyce. “Does Your Executive Pay Plan Create ‘Drive, Discipline and Speed’?” www.paygovernance.com/does-your-executive-
pay-plan-create-drive-discipline-and-speed.
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perception of the programs could be wrong, the investors have outsourced their voting decision, and
the resulting proxy advisor influence may negatively impact company TSR.

Theory 3: The proxy advisor’s AGAINST recommendation identifies problematic pay practices

These results may suggest that proxy advisors, with their “AGAINST” recommendations, have identified
a set of companies with less shareholder alignment within executive pay practices, and thus the
“AGAINST” recommendation serves as a predictor of lower TSR for these companies in aggregate due
to poor linkage of pay and performance among sample companies.

Theory 4: TSR was negatively impacted in 2013, but recovered in 2014

Supplemental analysis shows that the majority of the negative TSR differential occurred in 2013, with a
minor rebound in 2014. Thus, the ISS “AGAINST” may have negatively impacted the TSR for the sample
companies in 2013 (via theories 2 or 3), but those companies had a stock price rebound in 2014.
Reasons for such a rebound could include: recovery from any stigma of the 2013 ISS “AGAINST”
recommendation, implementing and disclosing pay program changes, engaging with shareholders, and
regression to the median.

Theory 5: The subsequent TSR period is too short to be conclusive, or there is no causality between
the ISS recommendation and subsequent TSR

The two-year subsequent TSR period may be too short for any changes in pay programs to show
improvement or degradation in performance. Additionally, there may be no causal relationship
between the proxy advisor recommendation and the subsequent TSR despite the documented
correlation.

Academic Research on Proxy Advisor Recommendations and TSR Outcomes

Recent Stanford®® research found negative returns for companies disclosing pay practice changes that
conform to proxy advisor-preferred executive pay practices in advance of a SOP vote. Consistent with our
finding that proxy advisor “AGAINST” vote recommendations are impactful on TSR over the subsequent 2-
year period, the Stanford research finds that investors responded adversely immediately upon the public
disclosure of proxy advisor-influenced executive compensation program changes. Another study by Ertimur
et al. found no positive or negative market reaction to disclosed pay changes that were consistent with proxy
advisor-preferred pay practices, and concludes that the economic role of proxy advisors is to gather
information for investors, “rather than identifying and promoting superior compensation practices.”*!

These studies, and our own results above, show that revising pay programs to align with proxy advisors’
preferences may not be the best corporate strategy to create shareholder value.

Conclusions and Implications

Our research suggests that proxy advisor “AGAINST” recommendations on the advisory SOP vote impact
more than governance or reputation; “AGAINST” recommendations are associated with lower TSR for the
subsequent 2-year period. Further, academic research finds no positive stock market reactions to the
disclosure of pay program changes that are consistent with proxy advisors’ stated pay practice preferences.
The concurrence of these findings exemplifies the inherent challenge for compensation committees in
managing proxy advisor SOP vote recommendations. Specifically:

% Larker, et al. “Outsourcing Shareholder Voting to Proxy Advisory Firms.” The Rock Center for Corporate Governance. Oct 2014.
" Ertimur et al., “Shareholder Votes and Proxy Adivsors: Evidence from Say on Pay.” 2013.
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1) Proxy advisor SOP “AGAINST” vote recommendations may impact subsequent TSR.

2) However, investors may not react positively (via share price) to pay program changes that aim to
conform to proxy advisors’ stated preferences.

3) Asaresult, compensation committees are challenged with balancing the tension between
attempting to prevent an “AGAINST” SOP recommendation and incenting the creation of
shareholder value through the executive compensation package.

Compensation Committees should simulate their quantitative and qualitative proxy advisor tests in order to
develop optimal solutions to this “tension.” By simulating both quantitative and qualitative tests,
Compensation Committees may be able to garner a “FOR” SOP vote recommendation from proxy advisors
while also preserving those pay program designs that drive company TSR.

Questions about this Viewpoint can be directed to Ira Kay or Blaine Martin by email at
ira.kay@paygovernance.com or blaine.martin@paygovernance.com.
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