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Introduction

Section 951 of the Dodd-Frank Wall Street Reform and Consumer
Protection Act requires that all public reporting companies
(except for certain exempted companies) include a resolution
in their proxy statements asking shareholders to approve, on a

nonbinding, advisory basis, the compensation of their executive
officers as disclosed under Item 402 of Regulation S-K. This voting
requirement is referred to as “say-on-pay.”

Proxy advisory firms counsel investors on proxy and shareholder
issues and provide recommendations as to how shareholders
should vote on a given proposal. Institutional Shareholder
Services (ISS) is the largest proxy advisory firm, followed by Glass
Lewis & Co. (Glass Lewis). During the 2011 proxy season, advisory
firms issued hundreds of “for” or “against” recommendations
for say-on-pay proposals presented by companies to their
shareholders. As of September 29, 2011, ISS had issued negative
recommendations with respect to 340 companies during the
2011 proxy season.!

Companies have a variety of tools at their disposal that they
can use to respond to a negative recommendation on their
compensation programs, including the following:

¢ advance individual engagement with institutional
shareholders via conference calls and meetings;

¢ “roadshows” delivering informative materials to
investment-side analysts and institutional shareholders;

« an additional analyst call focusing on executive
compensation matters; and

« filing additional definitive proxy soliciting materials on
Form DEFA14A.

Each one of these tools presents securities law concerns, as
companies need to be mindful of the proxy rules of the Securities
and Exchange Commission (SEC) and, where applicable, avoid
disclosure of nonpublic material information. Additionally, a
company’s use of any of the above tools could require a DEFA14A
filing if a script, talking points, or slides are utilized. This article
principally focuses on the practice (and effectiveness) of filing
additional definitive proxy soliciting materials in response to a
negative say-on-pay recommendation.?
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— Split Recommendations

The various proxy advisory firms have different approaches for
evaluating say-on-pay proposals. As a result, it is not uncommon
for companies to get a favorable recommendation from one
advisory firm while receiving a negative recommendation from
another.® In addressing “split” recommendations such as these,
companies should keep in mind that ISS recommendations
probably carry more weight with investors than do
recommendations from Glass Lewis or other proxy advisory
firms. If a company receives a favorable recommendation from ISS
and a negative recommendation from Glass Lewis or another firm,
the company may not find it advisable to address the negative
recommendation; it is possible that doing so would draw more
attention to the negative recommendation than would otherwise
be the case. Based on this premise, this article principally
addresses responses by reporting companies to negative ISS
recommendations, and assumes that ISS as well as other proxy
advisory firms have issued negative recommendations in the
particular company’s case.

— Analysis of Voting Statistics

Overall, ISS has recommended against “say on pay” proposals
at approximately 11 percent of U.S. companies that have held
advisory votes in 2011, but less than 2 percent of companies
experienced failed say-on-pay votes.* This suggests that companies
have had some success in combating negative recommendations
via engagement with shareholders and use of additional definitive
proxy soliciting materials.

As of September 27, 2011, eight companies included in the S&P
500 index, or 1.6 percent of all companies that comprise the S&P
500 index, experienced failed say-on-pay votes.® Of the more
than 2,700 companies in the Russell 3000 index that reported
voting results as of September 25, 2011, shareholders voted down
say-on-pay proposals at only 38 of these companies. The fact
that less than 2.0 percent of the companies in the Russell 3000
index that reported voting results lost their say-on-pay proposals
indicates that investors overwhelmingly are approving say-on-
pay proposals.” As for companies that received failed votes, the
primary concern appears to have been the relationship between
pay and performance in the executive compensation plans.® ISS
identified pay for performance concerns with respect to 26 of
the 36 Russell 3000 companies that experienced failed advisory
votes.” Nevertheless, more than 86 percent of the companies
that received a negative recommendation from ISS still received
a majority vote on their say-on-pay proposals.”®

The fact that less than 2.0
percent of the companies in the
Russell 3000 index that reported
voting results lost their say-on-
pay proposals indicates that
investors overwhelmingly are
approving say-on-pay proposals.

Failed say-on-pay proposals did not skew towards any specific
industry; however, a larger proportion of the companies
experiencing failed advisory votes are based in the energy,
manufacturing, and homebuilding industries."! No company
in the Russell 3000 that received a favorable recommendation
from ISS had its proposal voted down, and, as indicated
above, a large percentage of those that did receive a negative
recommendation still had their proposals approved. Thus,
a negative recommendation from an advisory firm is by no
means a prediction of an impending failure of the say-on-pay
vote. Rather, it appears that companies that did have a favorable
recommendation were more likely to receive a much higher
percentage of “yes” votes—91.2 percent on average—which may
have beneficial effects on those companies’ businesses and public
relations.?

Company Responses—the DEFA14A Trend

Atrend emerged in 2011 among companies that received a negative
recommendation from a proxy advisor. Since the beginning of
the 2011 proxy season, there has been an increase in follow-up
solicitation materials either directly or indirectly challenging a
proxy advisor’s recommendation on say-on-pay proposals. These
follow-up materials primarily consist of additional definitive
proxy soliciting materials, filed on the SEC’s EDGAR database as
DEFA14As. A DEFAI14A filing is required under Section 14(a) of
the Securities Exchange Act of 1934 and Rule 14a-6 thereunder
when a registered company wants to provide additional materials
or make communications in connection with its solicitation of
proxies for an upcoming shareholder vote. Examples of additional
communication materials that have been used in solicitation
efforts include letters to shareholders, website pages, email
correspondence, presentation materials (particularly in the
form of PowerPoint presentations), talking points, and scripts.”
Although the say-on-pay vote is nonbinding, a negative vote can
impact investor relations adversely and increase litigation risk."
Accordingly, concerns over lawsuits may prompt some companies
to respond to a negative recommendation.

Companies filing DEFA14As often highlight errors or flaws
in the analysis contained in the proxy advisor’s report, or
provide arguments to strengthen their position on the say-on-
pay proposal, so that shareholders will support the proposal
notwithstanding the proxy advisor’s recommendation.
Companies that have responded to a proxy advisor’s negative
recommendation with a DEFA14A tend to include a defense
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of compensation plans with respect to pay and performance,
an attack on the peer groups of other companies cited by the
proxy advisor, and/or a rebuttal of the valuation method used
by the proxy advisor to evaluate executive compensation plans.
A company’s response to a negative recommendation does not
always succeed in persuading shareholders to vote in favor of
the say-on-pay-proposal. Companies that failed to receive a
majority vote on their say-on-pay proposals after responding to an
“against” recommendation from ISS include Hewlett-Packard Co.
(receiving a 48 percent vote in favor of the say-on-pay proposal),
Freeport-McMoRan Copper & Gold Inc. (46 percent), Jacobs
Engineering Group Inc. (45 percent), Talbots, Inc. (47 percent),
Navigant Consulting, Inc. (45 percent), Premiere Global Services,
Inc. (48 percent), Blackbaud, Inc. (45 percent) and Monolithic
Power Systems, Inc. (36 percent).

Specifics of a Negative Recommendation

ISS typically cites issues related to pay-for-performance
compensation plans, problematic pay practices, and/or
other miscellaneous concerns as its rationale for negative
recommendations. Pay-for-performance relates to compensation
plans that link compensation with specified performance targets.
Specifically, ISS’ pay-for-performance policy (as applicable to
Russell 3000 companies) provides that a company may have
a problematic compensation plan if the company has a total
shareholder return (calculated as stock price appreciation plus
dividends, as measured for the last fiscal year and over the last
three fiscal years) that is below the median level of similar returns
for the company’s peer group.

Peer groups are determined by the company’s four-digit Global
Industry Classification Standard (GICS) grouping code. If both
the one - and three-year returns are below the median, then ISS
evaluates the CEO’s “Total Direct Compensation,” as opposed to
the “Total Compensation” number listed on the proxy report,
to determine if there is a disconnect in the pay-for-performance
plan. Total Direct Compensation includes the salary, bonus, non-
equity incentive plan compensation, changes in pensions and
above-market non-qualified deferred compensation earnings,
and all other compensation listed in the company’s Summary
Compensation Table in its proxy statement, plus the value of
equity awards as calculated under ISS’ own set of assumptions.
If the CEO’s Total Direct Compensation has not decreased
significantly in the past year, then ISS digs further, examining
other factors it considers relevant to its pay-for-performance
analysis. Many companies have objected to the fundamental
limitations of the ISS’ evaluation of pay-for-performance plans;
specifically, companies objected to the determination of the
peer group, the valuation of equity awards, and the evaluation
time horizon. Additionally, companies have objected to ISS’
evaluations as being too narrow to capture nuances in specific
compensation plans or to factor in recent changes in industries,
leading to an adjustment of overall compensation policies.

A company’s response to a
negative recommendation does
not always succeed in persuading
shareholders to vote in favor

of the say-on-pay-proposal.

DEFA14A Responses to
Negative Recommendations

The following sections summarize how different companies
have approached their DEFA14A response to a negative ISS
recommendation. DEFA14A filings contesting the ISS’ pay-for-
performance analysis typically object to (1) ISS’ analysis of the pay-
for-performance relationship, (2) the determination of the peer
group for comparison purposes, (3) ISS’ valuation method and/
or assumptions, and (4) factual errors in the ISS report. ISS’ pay-
for-performance assessment of the company appears to be a key
dissenting point, with almost half of company responses to say-
on-pay negative recommendations contesting this assessment.
Additionally, some companies were able to persuade their
executives to agree to changes in their compensation programs
that then were described in a DEFA14A filing.

The Pay and Performance Relationship

The relationship between pay and performance is an important
focus area for ISS. As stated above, ISS has a defined policy
for evaluating pay-for-performance programs. ISS favors
compensation plans that clearly link executive pay to company
performance, and takes a dim view of companies whose plans
do not seem to conform to ISS’ policy.”” Companies that have
received negative feedback from ISS on their pay-for-performance
compensation typically have countered by pointing out that ISS
considers these plans within a narrow scope that may or may not
align with the company’s business reality.'® But some companies
that had argued their point of view regarding the connection
between pay and performance nonetheless lost on the advisory
vote, possibly because insufficient attention was paid to this point
within their DEFA14A response.”

— Changes in Executive Compensation

Many companies have taken the tactic of stressing to shareholders
that the CEO’s total compensation has increased only slightly
in recent years,' or that it actually decreased in recent years."
Nonetheless, some companies making these arguments received
afailed advisory vote. Therefore, whether or not these particular
arguments are a positive force in swaying shareholder voting
sentiment has yet to be seen.? Shareholders may feel that if a
compensation program is too far out of line with market standards,
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then even a decrease in an executive’s total compensation may
not, by itself, be sufficient to cause shareholders to change
their votes.

— Changes in the Economic Environment

Arguments that focus on the changed economic environment also
may not prove successful in contesting negative recommendations.
For example, Monolithic Power Systems noted that ISS did not
focus on the totality of the circumstances surrounding its CEO’s
compensation for 2010 and missed the relationship between
the company’s compensation decisions for 2010 and 2009—
that is, ISS” analysis did not take into account the fact that the
large percentage increase in the CEO’s total compensation in
2010 was largely due to his scaled-back total 2009 compensation
due to decisions made by the compensation committee in the
dark economic days of early 2009.2' Monolithic Power recorded
one of the lowest percentages of “yes” votes for its say-on-pay
proposal reported to date. This result may have been partially due
to the company’s placing too much significance on the economic
downturn in its arguments and not enough emphasis on a fact-
based discussion of why its pay-for-performance practices were
not disadvantageous to the shareholders.?

— Peer Group Comparisons

As mentioned above, ISS determines if compensation plans need
further evaluation through a comparison of total shareholder
return over one - and three-year horizons to the returns of a
company’s peer group. As such, many ISS reports include a
decision based on the peer comparisons conducted. Numerous
companies have filed DEFA14As contesting the peer comparisons,
mostly on the grounds that the peer groups were chosen
improperly and did not include or represent the companies’
true peers.

Northern Trust Corp. claimed that ISS’ calculations of comparative
financial performance were flawed because the index used in the
report included several companies engaged in entirely different
and unrelated businesses. Similarly, Masimo Corp. made note
of specific factors making the ISS-defined peer group invalid;
namely, that most of the companies included in its peer group
in ISS’ report had significantly smaller market capitalizations,
and that many were based in locations having a substantially
lower cost of living than Irvine, California, where Masimo’s
headquarters is located.?* This approach was successful for
Masimo, as its say-on-pay proposal passed by a majority vote.
Several other companies also have been successful in securing
favorable advisory votes after including challenges to ISS’ peer
groups in their DEFA14As.?

Contesting ISS’ peer group construction, however, did not
guarantee success in all say-on-pay votes. Premiere Global
Services, Inc. stated that ISS’ peer comparison did not take into
account its true peers, which resulted in an unfair representation

of the company’s recent performance.” This argument was
presumably unpersuasive, since the company lost the advisory
vote, receiving only 48 percent in favor, just shy of a majority.

ISS favors compensation plans
that clearly link executive pay
to company performance.

Similarly, Talbots, Inc. objected to the peer group composed
by ISS.? Talbots noted that when looking at the “truly relevant
peer companies (as were included in an [independent consulting
study]),” the compensation of the top five executives as a whole,
and the CEO as an individual, were significantly below the peer
companies’ median levels. However, Talbots did not include
information about the methodology it used to select what it
believed to be its peer companies, other than making the blanket
statement that the Talbot-selected peer companies “(1) compete
for the same executive talent and (2) more closely resemble
Talbots competitive, operating and customer profile,” as well
as operate in the “higher-end fashion retailer market.”*

— Valuation Assumptions

Virtually every DEFA14A filed has contested ISS’ valuation
assumptions. Companies have attacked ISS’ policy of not
evaluating stock options as of the time of their grant, which
is more consistent with U.S. generally accepted accounting
principles (GAAP) or other valuation guidelines. Others generally
have criticized ISS’ valuation method because, in their view, it
overstated CEO compensation. For example, Tyco International
Ltd. argued that the ISS model’s evaluation of “fair value” of
stock options granted had penalized the company strongly by
inflating the value of its CEO’s compensation in relation to peers
that utilized restricted units in their compensation packages
instead of stock options.*°

— Short-Term Versus Long-Term Horizons

The short time frame by which ISS evaluates compensation plans
has been attacked frequently in DEFA14As. In its DEFA14A filing,
General Electric Co. “strongly disagree[d] with ISS” analysis, which
evaluates stock-price performance over a multi-year period, but
evaluates CEO compensation on a year-over-year basis.”* General
Electric Co. argued that a year-over-year comparison of CEO
compensation ignored the fact that the CEO had declined bonus
awards and long-term performance plan payouts during the
recession years of 2008 and 2009 and that his real increase in
compensation from 2007 to 2010 was only 6.4 percent (excluding
increases in the value of his pension).
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— Factual Errors

Another key tactic used by many companies is to highlight
perceived factual inaccuracies in the ISS report. This may serve
to undermine shareholder perception of the validity of the report
and weaken shareholder reliance on the recommendations
made by ISS. Many companies have been successful in obtaining
approval of their say-on-pay programs after identifying factual
mistakes in the ISS report.

— Changes Already in Place

A few companies have responded to ISS negative recommendations
by demonstrating that the changes advocated in the ISS reports
already have been implemented; it proved successful for at least
one company to do so.* In addition, some companies have made
the decision to make changes to their compensation practices
before filing their response to ISS’ recommendation. This typically
has happened in the context of debates over tax gross-ups. The
Walt Disney Company actually removed its tax gross-up policy
prior to the mailing of its proxy statement, and was quick to point
this out in its response to ISS’ recommendation regarding that
removal.** By taking action to address the issue prior to both its
DEFA14A response and its shareholder meeting, Disney arguably
made it more likely that its shareholders would not be persuaded
by ISS’ other arguments within the report.*

General Advice for DEFA14A Responses to
Negative Recommendations

Based on statistics from 2011, a negative recommendation
from ISS may not cause a failed advisory vote, but such a
recommendation presents an opportunity for companies to
engage with their shareholders. Companies should utilize the
DEFAI14A response mechanism to highlight business practices
and company achievements that support the say-on-pay proposal.
In doing so, companies should provide precise and informative
materials that address the issues raised by the ISS report.

On a general basis, it is difficult to make the argument that, but for
acompany’s DEFAI4A filing, the company’s say-on-pay vote would
have failed; rather, the DEFA14A response is perhaps a factor that
could help increase the likelihood of shareholder approval. In
constructing DEFA14A responses to negative recommendations
on say-on-pay, companies should consider the following factors:

¢ Negative recommendations that question the pay and
performance relationship in an executive compensation
plan appear to be the principal indicator of an
impending failed advisory vote;

¢ It may prove useful to include information illustrating
the company’s positive corporate governance history
with regard to executive compensation;*

It may be worthwhile to address shareholder concerns
after filing the DEFA14A, such as modification of existing
compensation plans, awards, employment agreements,
and change in control agreements, and then consider
filing a second DEFA14A highlighting that the company
has addressed the concerns proactively;

¢ Companies should not hesitate to point out perceived
substantive errors in proxy advisors’ analysis of
compensation programs. Companies in the S&P 500 can
get an advance copy of the ISS report and may be able to
communicate any errors identified before the report is
disseminated publicly;

¢ Although it may be necessary in some instances to
confront a particular aspect of an ISS report directly,
companies generally should attempt to communicate a
positive tone and message to shareholders rather than to
appear defensive to criticism;

¢ Companies should consider preparing a DEFA14A
before the proxy advisor reports are released in order
to preempt likely concerns from proxy advisors and
institutional shareholders; and

¢ Companies should make sure that any proxy solicitation
firms engaged by them are well-versed in the arguments
in favor of their compensation programs so that the
solicitation firms are well-prepared for shareholder
dialogue.
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based on U.S. generally accepted accounting principles and [Securities and
Exchange Commission] guidance, and instead used valuations that are
inconsistent with applicable accounting guidance and proxy disclosure
rules,’ resulting in an option valuation difference of more than 37 percent for
2010); Gen. Elec. Co. Form DEFA14A, supra note 16 (claiming that ISS’ val-
uation of the CEQ's option grant significantly overstated his total compen-
sation and the ISS valuation model not only differed from GE'’s model, but
also was inconsistent with GAAP); Vornado Realty Trust Form DEFA14A,
supra note 16 (noting that “ISS’ shorter holding period resulted in an option
valuation approximately twice that resulting under GAAP calculations and
overstates the value of [the option] awards”); Amgen Inc. Form DEFA14A,
supra note 23 (stating that ISS overvalued the CEQO’s compensation and the
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ISS methodology was inconsistent with GAAP and proxy disclosure rules);
Gilead Sciences Inc. Form DEFA14A, supra note 3 (same); Assured Guar.
Ltd., Definitive Additional Materials (Form DEFA14A) (Apr. 22, 2011)
(same); Zimmer Holdings Inc., Definitive Additional Materials (Form
DEFA14A) (Apr. 15, 2011) (same).

30 Tyco Int'l Ltd. Form DEFA14A, supra note 15. See also Collective Brands
Inc., Definitive Additional Materials (Form DEFA14A) (May 17, 2011) (argu-
ing that ISS” methodology overstated the value of stock appreciation rights);
J. C. Penney Co., Form DEFA14A, supra note 25 (stating that ISS’ valuation
significantly overstated the CEQO’s compensation); Premiere Global
Services, Inc. Form DEFA14A, supra note 22 (stating that ISS’ valuation of
CEQ's compensation significantly overstated his total compensation (and
subsequently failing on the advisory vote)); Freeport-McMoRan Copper &
Gold Inc., Definitive Additional Materials (Form DEFA14A) (June 2, 2011)
(noting “ISS’ valuation of our stock option grants in February 2010 results in
a 33% overstatement of the CEQ’s total compensation” (but losing the advi-
sory vote)).

31 Gen. Elec. Co. Form DEFA14A, supra note 16; in response to arguments
such as these, ISS announced in December 2011 that its pay-for-perform-
ance quantitative assessment will include two components—one component
based on an evaluation of rankings of CEO pay and performance relative to
a company's peers over a three-year period, and beginning in 2012, a new
component based upon an evaluation of CEO pay trends relative to the com-
pany’s shareholder return trends over a five-year period. See also http://
www.issgovernance.com/docs/EvaluatingPayForPerformance2012 for the
new ISS pay-for-performance standards.

32 See Cardinal Health, Inc., Definitive Additional Materials (Form DEFA14A)
(Oct. 25, 2011) (noting that Glass Lewis incorrectly stated that the company
does not grant performance-based long-term incentive awards); The Walt
Disney Co., Definitive Additional Materials (Form DEFA14A) (Mar. 2, 2011)
(pointing out that ISS made an error in its report that was acknowledged in
the introduction to the report but not corrected in the body, and that error
resulted in an incorrect analysis upon which the recommendation relied);
Cambrex Corp. Form DEFA14A, supra note 3 (noting, for example, that ISS
indicated that the company did not disclose stock ownership guidelines for
its directors when it was in fact disclosed on page 27 of the proxy state-
ment); Masimo Corp. Form DEFA14A, supra note 24 (listing a number of
“factual inaccuracies [that] call the integrity of the ISS report into question,’
including an inflated estimation of dilutable shares and an overestimation of
the value of the CEQ's option grant); Principal Fin. Grp. Inc. Form DEFA14A,
supra note 23 (noting that ISS misstated the amounts of several elements of
the CEQ's pay); Douglas Emmett Inc. Form DEFA14A, supra note 25
(reporting that, after discussions with ISS, ISS agreed that the CEO's com-
pensation plan, if fairly calculated on a GAAP basis, was actually at least 10
percent lower in 2010 than in 2009, and that it had agreed to recognize
other errors made in the report). But see Freeport-McMoRan Copper & Gold
Inc. Form DEFA14A, supra note 30 (stating that ISS did not consider the
facts as disclosed by the company in its proxy statement but without provid-
ing much by way of background information); Premiere Global Services Inc.
Form DEFA14A, supra note 22 (identifying numerous incorrect statements
and factual oversights made by ISS in the report (but still losing on the advi-
sory vote)).

33 See Cheyond, Inc., Definitive Additional Materials (Form DEFA14A) (June
10, 2011) (contending that ISS’ criticism of the company's compensation
plan “is primarily backward-looking and fails to take into account recom-
mended remedies already enacted for 2011 and future periods”).

34 The Walt Disney Co. Form DEFA14A, supra note 32.

% See also Assured Guar. Ltd. Form DEFA14A, supra note 29 (disclosing
that the executives had agreed to waive their tax gross-up payments prior to
the board meeting).

3¢ See, e.g., Microsoft Corp., Form DEFA14A, supra note 13; Symantec Corp.
Form DEFA14A, supra note 13.
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