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November 30, 2012

ISS 2013 U.S. Policy Updates
Dear Friends:

Institutional Shareholder Services (ISS) has released its voting guideline updates for the 2013
proxy season, effective for meetings on or after February 1, 2013. In this report, we will discuss
the key changes and their impact on you.

BOARD RELATED UPDATES

Board Responsiveness – Majority Supported Shareholder Proposals

Of the policy changes this year, the one with the greatest impact relates to board responsiveness
on majority supported shareholder proposals. Under its current policy, ISS recommends
WITHHOLD or AGAINST votes from the entire board of directors (except new nominees, who are
considered on a case-by-case basis) if they fail to respond adequately to a shareholder proposal
that has received majority of the votes cast support in the last year and one of the two previous
years. Under its updated policy, instead of the current two years, ISS will start using one year of
majority of the votes cast support as the trigger to evaluate a company's response to shareholder
proposals. In response to issuers' concern relating to the timing of the implementation of this new
rule, ISS will apply this policy to shareholder proposals that appear on the ballot starting in 2013.
So, any proposal that may have received only one year of majority of the votes cast support (but
less than majority of the votes outstanding) through the end of 2012 will not place the company
in the penalty box. ISS is also modifying its policy to allow the flexibility to recommend against
certain directors or committee members instead of the full board. To further soften the impact,
ISS which currently generally requires full implementation of the majority supported shareholder
proposal is indicating greater possibility of accepting partial implementation. ISS has provided
more guidance on such case-by-case consideration of the adequacy of the company's response.
ISS will take into account factors such as the subject matter of the proposal, the level of the vote
support it received, any shareholder outreach that the company may have undertaken following
the vote and the action taken by the board in response to the shareholder feedback it received.
For example, in the case of a majority supported shareholder proposal for the right to call special
meetings, ISS may allow for the adoption of a higher threshold than the one proposed in the
shareholder proposal upon consideration of such company-specific factors.

How Would the Policy Impact You?

The above change in ISS's policy brings it closer to that of another proxy advisory firm Glass
Lewis' policy that already has a single-strike rule as well as allows for greater flexibility in terms of
partial implementation. (Note that Glass Lewis' policy is stricter as it considers a 25 percent
support on a shareholder proposal as significant enough to warrant an evaluation of whether or
not the board responded appropriately following the vote. While a shareholder vote above the 25
percent threshold alone will not automatically cause Glass Lewis to recommend shareholders vote
against directors, it is a contributing factor in Glass Lewis' recommendation.) Other than the
obvious impact of now requiring a board response after one year of shareholder support, this
policy update is likely to see increased engagement by the company. The company's options in the
face of a possible shareholder proposal will now be limited and therefore may cause greater
capitulation/settlement with the proponent. Also, the companies may now want to engage in
greater shareholder outreach to help defeat the proposal or at least keep the margin of majority



support low. If the shareholder proposal does receive a majority of the votes cast support, it
would be useful for the company to further engage in shareholder outreach, especially where the
subject matter allows for partial implementation, such as in the case of the right to call special
meetings. It may also be helpful to engage with ISS following such an investor outreach, to
socialize the investor feedback and to discuss the sufficiency of the actions that the company may
be contemplating.

Board Responsiveness – Governance Failures in Case of Hedging/Significant Pledging

The issue of pledging of shares received some attention this year in light of the share price tumble
due to a forced stock sale by the CEO of Chesapeake Energy, a Fortune 500 company. There was
even a first time shareholder proposal requesting adoption of a policy prohibiting hedging and
pledging practices this past proxy season at UMB Financial Corporation. ISS supported the
proposal and it received 38% of the votes cast (excluding abstentions) support.

As a result, ISS in its policy update has indicated that hedging of a company stock and
significant pledging of company stock by directors and/or executives will be considered failures
of risk oversight and under extraordinary circumstances would lead to negative recommendation
on individual directors, committee members or the entire board. Under ISS's updated policy, while
any amount of hedging will be considered problematic, pledging of company stock will be
considered on a case-by-case basis taking into account the magnitude of aggregated pledged
shares, whether or not stock ownership and holding requirements include pledged stock, and
presence of an anti-pledging policy.

How Would the Policy Impact You?

The policy relating to governance failures applies only under extraordinary circumstances, and
therefore we do not expect this change to result in a large increase in negative recommendation
on directors. Pledging of stock would be considered problematic on a case-by-case basis as
indicated above. Governance failures where any amount of hedging is involved, on the other hand,
will leave little room to avoid a negative recommendation from ISS. Companies should consider
adopting a policy that precludes hedging and restricts pledging of company's stock. Companies
whose executives and or directors have hedged the company's stock or have significant amount of
pledged stock will be especially vulnerable.

Director Elections – Overboarded Directors

ISS currently does not count any subsidiary company owned at least 20 percent by the parent as
a separate board membership for a director who sits on both the parent and the subsidiary
company's boards. ISS is changing its policy to now count directorship on all publicly traded
subsidiary companies as separate boards for purposes of determining overboarded directors.

How Would the Policy Impact You?

The impact of this policy change would be felt most in situations where CEOs sit on the boards of
both the parent company and its publicly traded subsidiaries. Since ISS's overboarding policy for
active CEOs allows for only two other board memberships (in case of non-CEO, ISS policy allows
for a total of six public company board memberships) besides their own company's board, the
above policy change can easily trip a CEO's total board directorship limit. In such cases, the
director should consider the risk of exceeding ISS's allowable limit and whether it is necessary to
remain on subsidiary company's board(s). Note, that per ISS's policy, an overboarded CEO will not
receive a negative recommendation at his or her parent company or at a majority controlled (>50
percent ownership) subsidiary but only at less than majority controlled subsidiaries or at any other
outside boards.

COMPENSATION RELATED UPDATES

Advisory Votes on Executive Compensation – Pay for Performance Evaluation



As the industry experienced the second year of Dodd-Frank Act mandated say-on-pay vote in
2012, ISS's pay for performance methodology has also evolved in response to the feedback from
investors and issuers. For the peer group formulation in its quantitative analysis, ISS currently
focuses on the subject company's GICS (Global Industry Classification Standard) group. With this
policy update, ISS will include input from the company's self-selected peers and will draw from
other GICS groups represented by those peers. This would allow greater possibility of inclusion of
a target company's competitors that may not share its GICS group in light of the many businesses
in which a company might operate. For selecting its peers, ISS will prioritize those companies that
are in the subject company's peer group and have in turn included the subject company in their
peer groups. ISS expects this change to result in on an average, a 44% overlap between ISS's
and a company's peer group.

Another change in ISS methodology that would be reflected in its qualitative analysis and for
large cap companies only, is the consideration of realizable pay compared to grant pay in its
evaluation of pay for performance alignment. While the cash compensation is the same under both
scenarios, the equity compensation under realizable pay will be measured based on the value of
actual awards earned or the target values for ongoing awards calculated based on the stock price
at the end of the performance measurement period.

How Would the Policy Impact You?

The considerations of a company’s peer group and realizable pay in its analysis by ISS are
welcome changes.  The updated peer group approach should allow inclusion of some of the
company’s competitors that were otherwise excluded under ISS’s current approach, although
more than a majority of ISS’s peers on average will continue to be different from those of a
company.  Also, given the size limits ISS places in selecting the peers, companies that have
limited similar-sized competitors would still find that many of their competitors continue to get
excluded. Note, that ISS has indicated the likelihood of setting-up a mechanism for companies to
provide, in advance of their proxy statement, information on their peer groups to ISS.  So,
companies should be on the look-out for communication by ISS in this regard, to ensure accurate
consideration of their peer group companies in ISS’s peer group.

The addition of realizable pay to its qualitative analysis by ISS would be helpful for those large cap
companies that provide significant equity pay and may have suffered short-term stock price
declines. Such companies should consider including realizable pay information in their
Compensation Discussion and Analysis (CD&A) disclosure. Note that ISS will measure stock
options or stock appreciation rights (SARs) based on their Black Scholes value and not their
intrinsic value. Therefore, underwater options or SARs may still reflect significant value under ISS
methodology. And companies that are heavy users of options or SARs for executive compensation
may not see the expected benefits from the consideration of realizable pay in ISS's analysis.

Advisory Votes on Golden Parachutes

ISS is getting stricter with its policy on advisory votes on "golden parachute" proposals. In
evaluating such proposals, ISS currently scrutinizes only recently adopted or materially
amendment change-in-control arrangements (since prior annual meeting) for any problematic
practices like single- or modified-single-trigger or excise tax gross-up provisions. Under its
updated policy, ISS will consider all change-in-control (i.e. both existing and recently adopted or
amended) arrangements with problematic practices, although recent arrangements will carry
greater weight. Also, ISS will take a more serious view of agreements with multiple problematic
features.

How Would the Policy Impact You?

If you are a company with legacy change-in-control arrangements with multiple problematic pay
practices, then in the event of a say on golden parachute proposal in conjunction with a merger or
similar transactions, you will be at a greater risk of receiving an against recommendation from ISS
under its updated policy. One may ask, however, if the greater risk matters, given that the



advisory vote is largely toothless. Note, however, that the average say on golden parachute vote
has lagged the average vote on the associated transactions, and the level of opposition to the
golden parachute proposal has been increasing. Five or 4.5% of the 110 proposals for which the
results are known till date (as of November 27,2012) have failed to receive majority of the votes
cast support, with four of the failures occurring at meetings after this year's proxy season. This
may point to a sign of growing investor dissatisfaction with change-in-control payouts. And while
the say on golden parachute vote is largely symbolic with no real consequences of an opposed or
failed vote if the shareholders approve the underlying corporate transaction, but under certain
circumstances the opposition to golden parachute payments can become a cause for concern
where the transaction itself is in jeopardy of shareholder rejection as happened in the recent
Glencore International plc and Xtrata plc deal. In addition, the directors may face reputational risk
with the possibility of opposition in elections at unrelated companies. Therefore, attention should
be paid to minimize the risk of an against vote by considering limiting the impact of problematic
elements of existing change-in-control arrangements.

OTHER POLICY CHANGES

In addition to the above key changes, ISS has also updated its policies on a few other issues. ISS
is taking a stronger approach to its policy to recommend a vote AGAINST or WITHHOLD from any
director whose attendance is questionable based on unclear and insufficient attendance disclosure.
Under its categorization of directors for determining their independence, ISS is simplifying the
categories of directors - by moving the consideration of director compensation to Affiliated
Outsider Director from Inside Director, expanding Interim CEO to include other interim officers,
and including directors named in the Summary Compensation Table in the definition of Insider
Director. On shareholder proposals to link, or report on linking executive compensation to
environmental and social criteria, ISS is changing its approach from "generally vote against" to
"vote on a case-by-case" basis, although the factors that ISS considers in its evaluation of the
shareholder proposal remain largely unchanged. Finally, rounding-out the list of 2013 policy
updates, under shareholder proposals requesting information of a company's lobbying activities,
ISS is clarifying that the scope of the policy also covers lobbying policies and procedures in
addition to lobbying activities, and applies to both direct and indirect lobbying activities.

ISS will be releasing an FAQ document in December 2012 for further guidance relating to these
new policies. Their complete policy updates can be downloaded through the following link
http://www.issgovernance.com/files/2013USPolicyUpdates.pdf.
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