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Questioning Recent ISS Study on the Impact of Board Leadership

Structures on CEQ Pay

» ISS did not provide transparency into its backup informa-
tion and data.

* ISS seemingly overlooked the reality that a company’s
performance has a more statistically significant impact on
CEO pay than board leadership.

* ISS was quick to connect some dots but failed to connect
them with the kind of precision that is expected of corpo-

rate America.

Institutional Shareholder Services (“ISS”) published a report
in March 2016 arguing that CEO compensation is impacted
by companies’ board structures. More specifically, ISS argues
that CEOs of companies with boards chaired by an “insider”
have higher compensation than CEOs of companies with

boards chaired by an “outsider.”

Given ISS’s orientation toward one-size-fits-all corporate
governance scorecards—and the fine print found on the last
page of the report (warning readers that the information may
not be accurate and that anyone who relies on the informa-

tion does so at his or her own risk), we decided to dig into the
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report’s findings before accepting its conclusion. We think

that our caution was warranted.

Generally, the report does not provide much transparency
into its underlying data, which makes it difficult to analyze. Our
requests for the backup information received no response.
Nonetheless, we were able to use the data included in the

report to rerun some of the calculations.

The report separates S&P 500 companies into four board cat-
egories—those chaired by: (i) an individual deemed by ISS to
be an “insider,” (ii) the CEO of the company, (i) an individual
deemed by ISS to be an “affiliated outsider,” and (iv) an indi-

vidual deemed by ISS to be an “independent outsider.”

The report then concludes that:

* The average total compensation of CEOs in the insider and
combined role categories is higher than the average total
compensation of CEOs in the affiliated outsider and inde-

pendent outsider categories, and



* Therefore, board structure has a significant impact on
CEO pay.

Although the ISS report does not identify the companies
it assigned to each of these categories, ISS does provide
the identity of four companies in the “insider” category, and
describes the compensation of these CEOs as being high

outliers.

Removing these so-called outliers from the “insider” category
reduces the average total compensation for the “insider” cat-
egory from $15.6 million to $11.8 million. In short, when the out-
liers are removed from the “insider” category, the resulting
“insider” category’s average annual compensation is reduced
by almost 25 percent and is almost equal to the average

annual compensation of the “affiliated outsider” category.

We reviewed the proxies of the so-called “outliers” and dis-
covered a few facts relevant to the conclusions drawn that

were not mentioned by ISS:

* One outlier’s stock price increased 1600 percent over the
five-year period ended December 31, 2014.

* Another outlier's revenues almost doubled since its CEO
took leadership and 98 percent of the CEO’s 2014 compen-
sation was put at risk with stringent performance based
measures.

¢ A third outlier decreased its then-CEO’s compensation
three years in a row, and ultimately split the CEO posi-
tion into two roles in response to shareholder feedback

obtained in outreach efforts.

We believe that our findings demonstrate the danger in try-
ing to adopt a one-size-fits-all approach to corporate gover-
nance and compensation practices. Public company boards
and compensation committees use many types of information
when making compensation decisions (feedback received
through direct shareholder outreach efforts, performance
measures, long-term strategies, etc.). Any report that attempts
to identify a single reason for compensation variances among
public company CEOs will, in our view, inevitably fail to

account for valid variances.

The first two of the so-called outliers described above,

for example, adhered to I1SS’s top corporate governance

Jones Day Governance Perspectives

compensation policy—creating a meaningful link between
pay and performance—by providing a large portion of their
executives’ compensation packages in the form of perfor-
mance-based/at-risk awards. The compensation packages
of those CEOs have proven to create an effective incentive
to maximize the value of their respective companies, as evi-
denced by the companies’ strong performances. Yet the
strong performances, which resulted in high compensation,

are not taken into account in ISS’s analysis.

The report also fails to acknowledge that a company’s rev-
enue has a more statistically significant impact on CEO pay
than does the category applicable to the company’s chair.
In addition to testing the impact of the identity of the board

chair on CEO pay, the report also analyzed the impact of:

* Three-year “indexed” total shareholder return of the com-
pany versus the S&P 500,

¢ Company revenues (averaged over the three-year period),

* The CEO’s tenure, and

* Whether there was a change in CEO during the course of

the three years.

According to the report, in order to be statistically significant,
the t-statistic of a variable must be greater than 2 or less
than -2. Of the five variables tested, only two of the variables
had t-statistics that were statistically significant: the chair
code at -2.53 and the company revenue code at 5.36—more
than two-and-a-half times greater. Any student of statistics
would not “bury the lede” by focusing on a variable of lesser

significance.

The authors of the ISS report nonetheless jump to the conclu-
sion that “insiders” are not the best monitors of shareholder
interests in the boardroom. This conclusion is unsupported as
well as unfair, particularly given that, under stock exchange
rules, CEO pay is set solely by independent directors and
may not be set by “insiders.” In fact, CEO chairs cannot even
serve on compensation committees. In our experience, com-
pensation committees work hard to ensure an appropriate
level of pay and linkage to performance. To blindly follow ISS’s
conclusion would require shareholders to oust from the board
the very leaders who have made many of these companies
attractive investments in the first place and who have carefully

applied the very principles that ISS espouses.



Lawyer Contacts

For further information, please contact your principal Firm
representative or one of the lawyers listed below. General
email messages may be sent using our “Contact Us” form,

which can be found at www.jonesday.com/contactus/.

Robin C. Melman, an associate in the New York Office, assisted

in the preparation of this Governance Perspectives.

GOVERNANCE TEAM LEADERS

Lizanne Thomas Lyle G. Ganske Robert A. Profusek
Atlanta Cleveland New York

+1.404.581.8411 +1.216.586.7264 +1.212.326.3800
lthomas@jonesday.com Iganske@jonesday.com raprofusek@jonesday.com

EMPLOYEE BENEFITS & EXECUTIVE COMPENSATION PRACTICE LEADER

Daniel C. Hagen

New York
+1.212.326.3904
dchagen@jonesday.com

JONES DAY GLOBAL LOCATIONS

ALKHOBAR COLUMBUS IRVINE MUNICH SHANGHAI
AMSTERDAM DALLAS JEDDAH NEW YORK SILICON VALLEY
ATLANTA DETROIT LONDON PARIS SINGAPORE
BEIJING DUBAI LOS ANGELES PERTH SYDNEY
BRISBANE DUSSELDORF MADRID PITTSBURGH TAIPEI

BOSTON FRANKFURT MEXICO CITY RIYADH TOKYO
BRUSSELS HONG KONG MIAMI SAN DIEGO WASHINGTON
CHICAGO HOUSTON MILAN SAN FRANCISCO

CLEVELAND INDIA MOSCOW SAO PAULO

Jones Day publications should not be construed as legal advice on any specific facts or circumstances. The contents are intended for general infor-
mation purposes only and may not be quoted or referred to in any other publication or proceeding without the prior written consent of the Firm, to be
given or withheld at our discretion. To request reprint permission for any of our publications, please use our “Contact Us” form, which can be found
on our website at www.jonesday.com. The mailing of this publication is not intended to create, and receipt of it does not constitute, an attorney-client
relationship. The views set forth herein are the personal views of the authors and do not necessarily reflect those of the Firm.


mailto:lthomas@jonesday.com
mailto:lganske@jonesday.com
mailto:raprofusek@jonesday.com
mailto:dchagen@jonesday.com
http://www.jonesday.com/contactus/

