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Abstract

Using detailed information from the largest proxy advisor in the U.S., Institutional Shareholder
Services (ISS), we examine whether its assessments are able to identify a firm’s poor compensation
practices as measured by subsequent performance and whether those assessments are
compromised during the busy proxy season. While prior research provides consistent evidence of
an association between shareholder voting outcomes and proxy advisors’ Say-on-Pay
recommendations, the evidence is mixed over whether their recommendations are informative
about the quality of firms’ compensation practices. We find that ISS “Against” recommendations
and negative assessments are associated with worse future accounting performance, consistent
with ISS being able to detect low quality compensation packages. However, workload
compression has an effect, as we find that the relation between assessments and future performance
only occurs for firms with non-December fiscal year-end. This is consistent with resource
constraints during the busy proxy season influencing ISS’s ability to identify poor compensation
practices.
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1. Introduction

Proxy advisors issue recommendations to institutional investors on how to vote on the
nomination of board members and other corporate governance issues, such as executive
compensation contracting. Research shows that proxy advisors’ recommendations have a
significant influence on Say-on-Pay voting outcomes (e.g., Ertimur, Ferri and Oesch (2013),
Malenko and Shen (2016)) and, consequently, on firm’s governance choices (see Copland, Larcker
and Tayan (2018) for a review).! As a result of their increasing influence on corporate governance
practices, these advisors have come under scrutiny recently and have been the subject of Securities
and Exchange Commission (SEC) reforms.? The demand for proxy advisory services is increasing
due to greater institutional ownership, the volume and the complexity of shareholder proposals
voted upon, and the greater reliance of institutional investors on proxy advisors to inform them on
how to vote on shareholder proposals as a result of the 2003 SEC rule requiring them to disclose
their proxy voting policies (see Gramm and Solon (2018), Malenko and Malenko (2019)).? Thus
proxy advisors are regarded as powerful. Yet, whether their recommendations are informative is
an open question, particularly during the busy proxy season when they have to issue
recommendations for a large number of firms in a short period of time.

The most influential proxy advisor with the largest market share in the U.S. is Institutional

Shareholder Services (ISS) (Choi, Fisch and Kahan, 2009; Alexander, Chen, Seppi and Spatt,

! Say-on-Pay is a non-binding advisory vote required with the adoption of the Dodd-Frank Wall Street Reform and
Consumer Protection Act, passed in 2010.

2 In July 2020, the SEC issued final amended rule 34-87457, which requires, among other things, proxy advisors to
disclose conflicts of interest, to provide recommendation materials to companies before or at the same time as
recommendation are provided to their clients, and to allow clients access to companies’ responses to their
recommendations. The final rules excluded the proposed provision that companies be allowed to review and comment
on recommendations prior to publication. On November 17, 2021, the SEC voted to propose ammendments to the
July 2020 rules eliminating the need for proxy advisors to make their recommendations available to companies.

3 In 2003, the SEC required that mutual funds disclose their proxy voting policies or that they rely on the voting
policies developed by an independent party, such as proxy advisors, to fulfill their fiduciary duties.
(https://www.sec.gov/rules/final/33-8188.htm).



2010). As a consequence of their influence, management and shareholder activists lobby ISS to
endorse their respective positions. As mentioned by Delaware’s Vice-Chancellor Leo Strine:

[PJowerful CEOs come on bended knee to Rockville, Maryland, where ISS resides,

to persuade the managers of ISS of the merits of their views about issues like

proposed mergers, executive compensation, and poison pills. They do so because

the CEOs recognize that some institutional investors will simply follow ISS’s advice

rather than do any thinking of their own.

ISS’s dominant position in the advisory industry and thus the lack of competitive pressure
and market discipline can impact the quality of their services. Moreover, ISS could exploit its
influential position by issuing negative recommendations so that companies feel compelled to buy
its consulting services (Knutson (2018), Hayne and Vance (2019)). Compounding the potential
conflicts of interest are concerns that proxy advisors have limited accountability. Proxy advisors
do not own equity in the companies in which they provide voting advice, nor do they have any
fiduciary duty to the shareholders of those companies.

While some argue that proxy advisors’ compensation assessments and voting
recommendations are not useful as they induce firms to adopt compensation contracts that reduce
shareholder value (Larcker, McCall, and Ormazabal (2015)), research documents strong
associations between their negative recommendations and voting outcomes (for example, Ertimur,
Ferri and Oesch (2013), Malenko and Shen (2016)). Therefore it is important to understand if ISS
recommendations are informative and when those recommendations may be less effective.

It is possible that ISS’ effectiveness at identifying lower quality compensation practices is
influenced by resource constraints. The vast majority of firms have a December fiscal year end
and thus their annual meetings are compressed in the short period of five weeks between the last

week of April and the end of May, also known as the proxy season (approximately 60% of our

sample firms have annual meetings during this period). Hayne and Vance (2019) highlights



operational constraints faced by proxy advisory firms during the busy season. As ISS hires
temporary, and potentially less experienced analysts, lower quality assessments can be expected
given the complexity of compensation packages (Doyle, 2018; Albuquerque, Carter, Guo and
Lynch, 2022).* Thus, we examine whether the quality of assessments for December fiscal year-
end (FYE) firms (the majority of ISS’s coverage) differs from non-December FYE firms.

To study the cross-sectional quality of ISS assessments, we require a measure that validates
ex-post their recommendation. A challenge in our research design is defining poor compensation
practices. Compensation contracts are multifaceted, complex (level of pay, form of pay,
performance measures used, and horizon over which to determine pay), and often idiosyncratic to
particular strategic choices of organizations or to CEO abilities, making it difficult for the
researcher to define an objective benchmark for compensation quality.> And, ISS
recommendations evaluate aspects of compensation practices that are not directly reflected in the
level of pay or the components of the compensation contract (e.g. communication practices of
compensation committees or policies related to CEO succession and change in control). For these
reasons, we take a different approach. Assuming that firm performance is influenced by the quality
of its compensation practices (for example, high pay-performance sensitivity encourages the CEO
to take actions that improve future performance), we expect that firms with low quality

compensation practices exhibit lower industry-adjusted performance. We choose industry-

4 Research also documents that workload compression affects financial statement evaluation (see, for example, Gunny
and Hermis, 2020).

5 For example, researchers estimate “excess” compensation as the positive residual value from regressions of
compensation as a function of economic and market characteristics for large samples of firms. In our context, using
this measure would be challenging for at least two reasons. First, pay level is just one component of compensation
quality taken into consideration by ISS. Second, what appears to be “excess” compensation might reflect appropriate
compensation for more talented executives or outstanding levels of non-financial goal achievement that are not
captured by regression models due to measurement error (omitted variables). Despite these limitations, in additional
analyses in Section 5.1, we examine whether ISS “Against” recommendations and higher levels of concerns are
associated with proxies for poor pay practices to help triangulate our findings.



adjusted accounting performance as our main measure to avoid confounding problems that stock
returns raise. Investors might react to the issuance of an unfavorable recommendation (see
Brochet, Ferri and Miller, 2020) rather than to the underlying compensation quality. In addition,
total shareholder return is the metric that ISS uses to evaluate firms. As a result, ISS unfavorable
recommendations are endogenously related to firms’ stock market performance.

Using ISS Say-on-Pay (SOP) recommendations, we examine the association between the
compensation assessments and future accounting performance. Under the assumption that
accounting performance is influenced by the quality of the compensation practices, an association
between ISS negative assessments and future lower accounting performance suggests that ISS
evaluations identify low quality compensation practices. In particular, if ISS “Against”
recommendation are informative of low quality compensation practices, we expect this negative
association to be significant when ISS is less busy.

Our sample includes data on ISS assessments for firms in the Russell 3000 from 2010 to
2016 fiscal year. Using future industry-adjusted accounting performance as a proxy for the
consequence of low-quality packages, we examine whether the informativeness of ISS
recommendations differs in their busy season. We find that ISS assessments identifying low
quality compensation practices are associated with lower future industry-adjusted accounting
performance, but only for the subsample of non-December FYE firms, consistent with resource
constraints during the December FYE proxy season influencing the quality of their
recommendations. To further confirm that recommendations for non-December firms may be more
informative to shareholders, we examine cumulative abnormal returns over the 13-day window

prior to the annual meeting, when ISS Say-on-Pay voting recommendations become available to



investors.® Although examining stock returns comes with challenges, we find that non-December
FYE firms receiving an “Against” recommendation exhibit negative returns, suggesting that the
market perceives ISS assessments to be informative of low quality compensation packages in the
non-busy season. We do not find a similar result for the December FYE firms receiving an
“Against” recommendation. While interpretating stock returns as an independent signal of the
informativeness of ISS recommendations is difficult due to the necessary assumptions about both
the quality of the signal and the prior beliefs of the shareholders, these results help corroborate our
finding that ISS recommendations in the busy season may be less informative.

Although the literature documents a strong association between ISS recommendations and
SOP voting outcomes, there is not a one-for-one correspondence between the recommendation and
the passage of the SOP ballot item.” We exploit this discordance to evaluate whether shareholders
and ISS disagree more when the value of ISS recommendations is compromised by their busyness
during the proxy season. We use two proxies for shareholders’ assessments — SOP voting outcomes
and large mutual fund companies’ SOP votes. We find that shareholders follow ISS “Against”
recommendations and fail SOP votes in greater proportion during the non-busy season than during
the busy season. The proportion of ISS Against recommendations that failed SOP votes during the
non-busy season is 22%, which compares to 15% during the busy season. We also find that ISS
unfavorable assessments are consistently associated with poor performance, independent of the
SOP vote outcome, outside of the busy proxy season. That is, during the non-busy season, even

when shareholders pass SOP, a negative recommendation by ISS is associated with lower levels

6 ISS’s policy is to make recommendations available to shareholders between 30 and 13 days before the annual
meeting. We use the 13-day window prior to guarantee that information is available to investors. Shareholders can
incorporate this information any time up to the meeting date. In robustness tests, we use the 30-day window before
the annual meeting.

7 Many investors use proxy advisors’ recommendation as one of the inputs into their own evaluation of the firm’s
compensation practices (Hayne and Vance, 2019).



of performance that are indistinguishable from cases where the SOP vote did not pass. As before,
this result comes through only for the non-December fiscal year-end firms. When examining large
investor voting positions, we continue to find that firms for which ISS issues an “Against”
recommendation, and the largest three fund companies (BlackRock, Vanguard and State Street
Global Advisors) also vote against their SOP packages, exhibit poor performance but only during
the non-busy season. This result confirms the ability of ISS to identify poor pay packages during
the non-busy season.

In additional analyses, we validate two important assumptions in our research. We first
document that proxies for low quality compensation are associated with lower future abnormal
ROA. Second, we show that these proxies are associated with negative ISS assessments. In
addition, we subject our results to a variety of robustness tests, including entropy balanced
matching between firms with “Against” and “For” recommendations and placebo tests randomly
assigning “Against” recommendations to our firm/year observations. We continue to find that ISS
“Against” recommendations are associated with lower future abnormal ROA using the entropy
balanced matching, but not (as expected) when using the placebo tests. Finally, we perform
additional analyses to assuage concerns that our results may be driven by ISS basing “Against”
recommendations simply on poor performance.

Collectively, our study contributes new evidence to the literature and informs the debate
over the concerns about the activities of proxy advisors. Our findings that ISS recommendations
can identify poor compensation practices only for firms with “non-busy season” fiscal year-ends

suggests that ISS assessments are of higher quality when the firm can devote more resources to



their analyses.® Our study is also the first to document that the quality of ISS assessments are
compromised during the busy season. Therefore, our study also contributes to the literature

examining how busyness can influence the quality of services provided.

2. Background and Research Questions

Proxy advisors sell services to investors including analyses of firms’ corporate governance,
voting guidelines, and recommendations on how to vote on ballot items at annual meetings. The
rise of investor activism, the recognition of corporate governance as a major corporate risk, and
the 2003 SEC rule requiring mutual investors to disclose their proxy voting policies, has led to an
increase in the demand for proxy advisor’s services (Barr and Burton, 2007). In essence, proxy
advisors act as information intermediaries, synthesizing information from public sources for
investors (Ertimur et al. 2013). However, their motives for recommendations have come under
scrutiny (e.g., Rose, 2010 and Li, 2018).° As ISS has no fiduciary duties towards the firms they
analyze, their recommendations may not be in the best interest of those firms (Belinfanti, 2009).

Further compounding concerns about ISS assessments is the opacity of the processes and
methods used to derive recommendations. Iliev and Lowry (2015) provide evidence that ISS
appears to issue blanket recommendations for some types of proxy ballot questions, namely
compensation and governance policies. In contrast, Choi, Fisch, and Kahan (2009) and Ertimur,
et al. (2013) argue that policy guidance issued by most proxy advisors do not appear to follow a

“one-size fits all” recommendation approach. Their detailed processes, however, remain largely

8 In a subsequent working paper, Calluzo and Kedia (2021) show that ISS compressed workload results in about 17.6%
fewer negative recommendations. These authors mention that during the proxy season there are on average 333
proposals up for vote each day, which is about 12 times greater than those votes during the non-busy season (about
27 proposals).

® For example, in 2013, the US Securities and Exchange Commission fined ISS $300,000 for breach of confidentiality
with respect to clients’ proxy voting information: https://www.sec.gov/news/press-release/2013-2013-92htm.
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undisclosed, making it difficult to understand the details behind the recommendations.'?

Despite the opacity of ISS processes, empirical research provides evidence of an
association between proxy advisor recommendations and voting outcomes related to a variety of
proxy items such as director elections and incentive plans (for example, Cai, Garner and Walking
(2009) and Morgan, Poulsen, and Wolf (2006)), and SOP votes (for example, Ertimur et al. (2013)
and Malenko and Shen (2016))

Given their significant influence on shareholder voting, it is important to understand
whether ISS can identify poor compensation practices and the conditions affecting that
identification. However, several factors undermine the ability to draw causal inferences. First, a
lack of a counterfactual measure of “optimal” compensation makes it difficult to benchmark the
“correct” assessment. Second, there is the issue of potential correlated omitted variables. Factors
that influence ISS recommendations may also influence firm performance. Because these factors
are unobservable to the researcher, they challenge the ability to attribute causality to the ISS
recommendation. As a result, researchers have taken different approaches.

Larcker, McCall, and Orzamabal (2015) study 2,008 firms (from the Russell 3000) holding
SOP votes in 2011 and examine compensation changes in response to proxy advisor policy
recommendations. They find that there is a negative stock market reaction to these compensation
changes following “Against” recommendations, which the authors interpret as evidence proxy
advisor recommendations lead firms to make suboptimal changes that destroy firm value.

Larcker, McCall, and Ormazabal (2013) examine proxy advisor recommendations on 264

19 Ertimur et al. (2013) examine reports supporting ISS recommendations on shareholders Say-on-Pay votes that
occurred in 1,275 firms (from the S&P 500) between January and November 2011, and find that firms with similar
compensation attributes (for example, lacking a clawback policy) received both “for” and “against” recommendations.
While this evidence is consistent with firm-level assessments to identify poor compensation practices, it also denotes
the lack of process transperancy. These authors also examine Glass Lewis reports for the same firms. As we do not
have access to Glass Lewis reports, we limit our discussion of their results to ISS reports to align with our sample.
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stock option repricing programs between 2004 and 2009. They find lower stock price reactions to
the option repricing program announcement and lower subsequent operating performance for firms
whose repricing program more closely align to proxy advisor guidelines.!! They conclude that
proxy advisor recommendations on stock option repricing don’t increase value for firms.

Ertimur et al. (2013) find negative market reactions to unexpected “Against” ISS
recommendations. However, for a subsample of firms announcing compensation plans changes
motivated by SOP votes, the market reaction is not significant. They interpret this, together with
other findings in their study, as evidence that the primary role of proxy advisors is to synthesize
information for investors and not to identify and promote superior compensation practices.

Outside of the realm of executive compensation, there is also mixed evidence on whether
proxy advisors identify suboptimal practices. Alexander, et al. (2010) examine recommendations
in corporate proxy contests. They find that a voting recommendation in favor of a dissident board
team yields positive announcement returns, which they attribute to a “certification” effect — that
is, the recommendation conveys information about the value the dissident team will bring to the
firm. Daines, Gow and Larcker (2010) examine whether corporate governance ratings are
associated with subsequent indicators of poor governance. They find no relation between ISS
Corporate Governance Quality ratings (CGQ) and future restatements, future class action lawsuits,
future ROA or future credit ratings. The authors infer that ratings contain “a large amount of
measurement error’” and “boards of directors should not implement governance changes solely for

» 12

the purpose of increasing their ranking”.

Adding to the question of the quality of proxy advisor recommendations is the concern that

1SS guidelines favor plans in which the program extend vesting periods, exclude officers and directors, exchanges
equivalent value, or does not include options that have recently been in-the-money or that were recently granted.
12 See Daines, et al. (2010), pages 460-461.



constrained resources may impact their assessments. Hayne and Vance (2019) use qualitative data
collected via structured interviews of stakeholders involved in the relation between firms and
proxy advisors. They report that proxy advisors are subject to intense workloads during the busy
season, whereby analysts work 12 to 16 hours per day (including the weekends) analyzing complex
proxy statements and process between 1 and 12 reports per day. Interviewed board members
expressed concerns about the lack of expertise of proxy advisors’ temporary or seasonal workers
hired during the busy season, the fact that proxy advisors have little time to process thousands of
proxy statements, and the potential negative impact that such constraints might have on the quality
of their analyses. ISS has approximately 1,200 employees and covers more than 20,000 companies
and 40,000 meetings worldwide, but the size of the staff dedicated to analyzing the large amount
of data is not disclosed.'? Doyle (2018) mentions that “(T)o handle its proxy season workload, ISS
hires temporary employees and outsources work to employees in Manila. Given the large number
of companies that the proxy advisors opine on each year, the inexperience of their staffs, and the
complexity of executive pay practices, it’s inevitable that proxy reports will have some errors.”
Based on the findings in Hayes and Vance (2019) and research documenting workload
compression effect on evaluations by auditors (Lopez and Peters, 2012) and SEC staff (Gunny and
Hermis, 2020), it is possible that resource constraints affect the quality of ISS assessments.

In sum, empirical evidence indicates that proxy advisor recommendations have significant
influence on shareholder voting and may be a catalyst for change in firms’ governance practices.
However, research also suggests that their recommendations may not identify poor governance
practices, thus influencing firms to make changes that may be simply window-dressing or worse,

value-destroying. Given the continued reliance on proxy advisors’ recommendations (Rose and

13 See https://www.issgovernance.com/about/about-iss/
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Sharfman, 2015) and concerns about the opacity of their evaluations (Hayne and Vance 2019), we
revisit the quality of ISS recommendations. In particular, we examine whether ISS
recommendations identify firms with suboptimal CEO pay packages and whether the quality of
these assessments differs in the “busy season” (i.e., corresponding to the release of proxy
statements by firms that have a December FYE) from other times during the year. To the extent
that ISS is able to devote more resources and time to non-December FYE firms, we expect the

quality of their assessments and recommendations to be higher for those firms.

3. Data
3.1. Sample Characteristics

We obtained detailed compensation assessment information from ISS for companies in the
Russell 3000 index for the fiscal years 2010 to 2016. ISS back- and forward-fills information about
firms that exit or enter the sample included in the Russell 3000, leading to more than 3,000 unique
firms. We exclude: (1) firm/years for which we had no ISS assessment information; (2) firms that
changed their fiscal year end during our sample period; (3) firm/years in which the annual
shareholders’ meeting was later than 8 months after the end of the fiscal year; (4) firms that issued
an 8-k to disclose significant changes in CEO compensation between the annual shareholders’
meeting and the end of the fiscal year. After dropping observations for which we are lacking
control variables, our final sample includes 2,695 unique firms and 12,397 firm/year observations.
As reported in Table 1, our sample spans the typical industries. Approximately 79% of our
observations have December fiscal year-ends.

ISS provides an overall recommendation with respect to the SOP vote. The
recommendation can be “For” or “Against” a firm’s compensation package as reported in the

Compensation Discussion and Analysis (CD&A) section of the proxy statement. We construct an
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indicator variable (ISSA4Against) equal to one if ISS recommends to vote against the SOP proposal,
and zero otherwise.!'* ISS assessments also include “Levels of Concern”, which are risks associated
with specific characteristics of executive compensation and with related governance practices of
the compensation committee for each covered firm in each year. These five characteristics include:
(1) pay for performance components of executive compensation contracts (corresponding to the
variable P4PConcern in our study), (2) non-performance pay characteristics (NPPConcern), (3)
the composition of the compensation peer group selected by the compensation committee
(PeerGroupConcern), (4) the definition of severance and change-in-control provisions
(SevCICConcern), and (5) the communication practices of the compensation committee
(CCCommConcern). All of our variables are defined in Appendix A.

ISS expresses its level of concern with respect to each of these practices using a three-point
scale (low, medium, or high). Our variables are coded such that low concerns correspond to a value
of one, medium concerns to a value of two, and high concerns to a value of three. Appendix B
provides evidence of the internal consistencies of ISS assessments. The levels of concerns are

positively related to “Against” recommendations.

3.2. Descriptive Statistics

Table 2 Panel A reports the descriptive statistics for all our variables of interest. ISS SOP
recommendations against pay packages (variable ISSAgainst) are a relatively infrequent event. In
our sample, an average of 11.2% of firm-year observations receive an “Against” recommendation.
Despite the paucity of “Against” recommendations, at least 50% of firm year observations rank

“low” (value of one) on each of the Levels of Concerns. Most SOP votes pass, with failures

4 We exclude from our sample all cases in which the ISS recommendation relative to Say-on-Pay was to abstain from
the vote (i.e. “abstain”, “do not vote”, or “withhold”).
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occurring in less than 2% of our observations. Large Top 3 institutional investors vote against pay
packages in almost 8% of observations.

Table 2 Panel B reports changes in ISS recommendations. The proportion of off-diagonal
observations in ISS overall recommendations (i.e., ISS assessments changing from “Against” to
“For” or from “For” to “Against”) is larger during the busy season compared to the non-busy
season. This is surprising as we would expect that when ISS is the busiest they would default to
not change their recommendations.

Table 3 reports the pairwise Pearson correlations. A few noteworthy correlations to point
out are that ISS “Against” recommendations are negatively correlated with future abnormal ROA,

proxies for firm size, and growth opportunities.

4. Empirical Analyses
4.1 ISS Assessments and Firm Performance

Defining an “optimal” compensation practice for a firm is inherently difficult. Therefore,
we rely on the notion that less-than-optimal practices should be associated with worse
performance, acknowledging that our tests reflect this joint hypothesis.!> We examine the
association between ISS assessments and future industry-adjusted accounting performance (we
define as return on assets) to avoid the challenge of inferring the quality of ISS assessments from
investor reactions. Accounting performance reflects the quality of compensation practices
uncontaminated by how investors may view ISS recommendations. Further, it does not have the
self-fulfilling feedback concern of stock returns; future accounting performance will reflect the

compensation package subject to the assessment and be unaffected by any announcement

15 Section 5.1 describes the tests we performed to validate our assumptions.
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implications of unfavorable assessments. In particular, it is unlikely that a negative assessment
would cause poor future accounting performance. Importantly, for our research design, we exclude
firm-year observations that make changes to their compensation policies following an “Against”
recommendation. In these instances, the negative assessment will not be associated with lower
future performance because the firm took remediating actions. Thus, if ISS research can identify
sub-optimal compensation practices that are associated with poor performance, we should
document a negative association between ISS unfavorable compensation assessments and future
abnormal ROA.

ISS evaluations are predominantly based on the content of the Compensation Discussion
and Analysis (CD&A) section of the proxy statement, which reports information about
compensation of the CEO, CFO, and the three highest paid executives of the firm for the fiscal
year just completed (7). Shareholders SOP advisory votes are related to those same pay packages.
Although information included in the proxy statement relates to the fiscal year just ended, it is
expected that the board of directors will also communicate any material changes to the structure
of executive compensation for the upcoming fiscal year (¢+7). Absent disclosure of any material
changes, shareholders will interpret the CD&A not only as an ex-post description of past pay
practices, but also as an ex-ante declaration of pay practices that the board intends to apply in the
upcoming fiscal year. Therefore, the SOP vote provides shareholders with an opportunity to not
only affirm or protest pay received by executives in the prior fiscal year, but also affirm or protest
planned changes, or lack thereof, regarding compensation practices for the upcoming year.
Appendix C provides a timeline that reflects the flow of information. For a December fiscal year-
end firm, the proxy statement for the 2015 fiscal year will be filed two to four months after the

fiscal year-end, in our example March 2016. The annual shareholder meeting, during which
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shareholders will provide the non-binding Say-on-Pay vote, will typically occur two to three
months after the proxy filing date, June 2016 in our example.

Our research design comprises two main sets of tests. First, we examine whether ISS
assessments identify suboptimal compensation policies. That is, we explore the predictive ability
of these assessments with respect to subsequent firm abnormal ROA. We take into consideration
the moderating effect of workload compression by evaluating the association between ISS
assessments and future abnormal ROA using subsamples constructed based on the month of fiscal
year-end of each firm. Second, we examine the implications of discordance between ISS
recommendations and shareholder positions. We explore whether firms with an “Against” ISS
recommendation have significantly lower abnormal ROA compared to firms that do not (i.e., for
which ISS issued a “For” recommendation) regardless of whether: (1) the overall SOP vote passes
or fails or (2) large mutual funds vote for or against the pay package. This allows us to validate
whether ISS assessments are able to identify suboptimal compensation policies when ISS and
shareholders disagree inside or outside of the busy proxy season.

If ISS can identify sub-optimal compensation plans, then high levels of concern, and
“Against” recommendations should be associated with lower future performance. As discussed
earlier, this is a joint test of the assumption that low quality compensation practices are associated
with poor future accounting performance. We measure firm performance using industry-adjusted
accounting performance (4bnROA) and estimate the following model:

AbnROA; 1 = a + X ;PjISSAssessment;, + Y., YmControls;, + Y, 6, FixedEffects + € (1)

We estimate the relation between performance and two categories of ISS assessments: the
SOP recommendation (I/SSAgainst) and Levels of Concern (P4PConcern, NPPConcern,

PeerGroupConcern, SevCICConcern, and CCCommConcern). Due to collinearity among these
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assessments (see Appendix B), we evaluate the categories separately. If ISS unfavorable
assessments identify low quality compensation practices, we expect to find negative correlations
between those assessments and 4bnROA.

We control for firms’ economic and governance characteristics that are associated with the
quality of compensation practices in prior literature (e.g., Core and Guay 1999, Core et al. 1999).
We include proxies for firm size: LogMktVal, the natural logarithm of the firm’s market
capitalization at the end of the fiscal year, and LogSales, the natural logarithm of net sales reported
for the fiscal year. MTB measures the market-to-book ratio, capturing the investment opportunities
of the firm. We include lagged values of industry adjusted ROA (4bnROA) to control for prior
accounting performance and the standard deviation of ROA (SDAbnROA) over the prior three
years to control for its variability. CEO characteristics include Dual/CEQ, an indicator variable
equal to one if the CEO is also the Chairman of the board, and zero otherwise, CEOTenure, which
measures the tenure (in years) of the CEO at the particular firm, and NewCEQ, an indicator variable
that is equal to one if the CEO is in her first year at the firm, and zero otherwise. Board
characteristics include the number of directors on the board (BoardSize), the percentage of non-
executive board members that sit on three or more other boards (BusyNEDirectors), the percentage
of directors that are employees of the company (/nsideDirPct), and the percentage of male
directors (GenderRatio). We also include InsiderPct, the percentage of outstanding shares held by
insiders to the organization and BlockholdersPct, the percentage of outstanding shares held by
institutional investors holding at least 5% of the shares. All variables are defined in Appendix A.
In all our tests we include year and industry fixed effects.

We estimate Eq. (1) on the pooled sample and on two subsamples: December FYE firms

and non-December FYE firms. When we estimate Eq. (1) for the subsample of non-December
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FYE firms, we include controls for the fiscal year-end month to allow for performance differences
that may be correlated with fiscal year-end months.'® We expect to find a stronger relation between
ISS unfavorable assessments and industry-adjusted accounting performance for the non-December
FYE firms if workload compression impairs ISS’s ability to evaluate pay practices.

It is possible that firms alter their compensation practices after the release of the proxy
statement and the ISS assessments in response to concerns identified. If the changes are ones that
would receive more favorable assessments from ISS, this would bias against finding our predicted
relation; in these instances, it could lead to negative assessments being associated with higher
future performance. Alternatively, boards could introduce changes that ISS would consider to be
suboptimal. Since we do not have access to ISS evaluations of these changes, we exclude from our
sample observations corresponding to firms filing a Form 8-K after their annual shareholders
meeting that included a change impacting the compensation of the CEO.!”

Table 4 reports results from estimating Eq (1) using OLS with standard errors clustered by
firm and including year and industry fixed effects. In Columns (1-2), we report results from the
pooled sample. We find no evidence that ISS evaluations are significantly associated with lower
industry-adjusted accounting performance (4bnROA).We then test whether ISS evaluations are
better at identifying poor pay packages during the “off” season. In Columns (3-4) of Table 4, we
examine the relation between ISS assessments and future industry-adjusted accounting
performance for firms with December FYE. Consistent with workload compression affecting the
quality of the assessments, similar to the pooled sample, we find no significant relation between

ISS “Against” recommendations and future performance. Curiously, we find a positive relation

16 Non-December fiscal year-ends might be correlated with particular industries.
17 The number of observations in our sample is already net of these observations. Including them weakens some of
our results but does not materially alter our inferences.
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between pay for performance concerns and future performance.

In Columns (5-6), we examine only firms with non-December FYE and include fiscal year-
end month fixed effects, in addition to the year and industry fixed effects. For these firm-year
cases, we expect that ISS assessments will be less affected by resource constraints. Consistent with
that, we find that future performance is negatively associated with ISS “Against” SOP
recommendations (Column 5). Examining the Levels of Concerns (Column 6), we find that four
of the five have negative relations with future performance, though not significant at conventional
levels. The lack of significance may reflect that ISS’ overall recommendation is an aggregation of
the Levels of Concern and that no one concern identifies an overall low quality pay practice.
Comparisons (untabulated) between coefficients estimated for each of the two samples indicate
that the coefficients on ISSRecAgainst are statistically different between the December and non-
December FYEs.

In untabulated analyses, we explore whether the quality of ISS assessments is higher for
firms with December fiscal year-end that file early (up through March) rather than later (in April).
This test allows us to consider the “ego depletion” hypothesis (see Hurley, 2015 for a summary as
it pertains to auditing research) whereby analysts are less accurate as they become overworked and
tired of doing the same task. We find no significant difference in quality of assessments between
the early and the later filers inconsistent with this hypothesis. Instead, our results suggest that the
poorer quality of ISS assessments for the December FYE firms is more likely due to lower average
ability of the analyst pool in the busy season.

Together, these results suggest that ISS evaluations of compensation practices are
informative about future firm performance, mostly for firms in the non-busy season (non-

December FYE). When ISS is busier, the quality of their assessments seems to degrade, as ISS
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evaluations are not significantly associated with lower future performance. Recall that our analyses
include several control variables that have been shown to be associated with poor compensation
practices. Therefore, the interpretation of ISS assessments is incremental to economic and
governance characteristics that predict the quality of compensation practices.

4.2. Market Reactions to ISS Recommendations

In additional analyses, we further examine the market reaction to the ISS assessments as a
means of assessing the quality of ISS recommendations. Unfortunately, we do not have the exact
date on which ISS releases its recommendations. Per ISS policy, their recommendations are
available to investors at least 13 days prior to the meeting. Therefore, we approximate the release
of that information to shareholders by examining cumulative abnormal returns in the 13 days prior
to the annual meeting. We estimate daily abnormal returns following the Carhart four factor model
(see Carhart, 1997), estimated over a rolling window of #-360 to #-60 days before the annual
meeting (day 7).

Table 5 reports tests of differences in abnormal returns. For the pooled sample, we find
that the market reaction to firm-years with “Against” recommendations is not significantly
different from zero. For the December FYE sample, we find, surprisingly, a positive market
reaction (0.003) to firm-years with “Against” recommendations though not different from zero. In
contrast, in the subsample of non-December FYE firms, we find that the market reaction to
“Against” recommendations is negative as expected (-0.008), and significantly different from
zero (p<0.10 one-tailed). And, we find that market reaction to “Against” recommendation for non-
December FYE firms is significantly lower than that of December FYE firms (p < 0.05).

Although the results for the non-December FYE suggest that shareholders perceive ISS

assessments as informative of low quality compensation packages, we are cautions to draw definite
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conclusions from these returns tests. First, while negative abnormal returns capture investors’
reactions to ISS Against recommendations, it is difficult to interpret those reactions in a way that
allows us to validate the appropriateness of the assessment itself (that is, validate that ISS identifies
low quality compensation plans). The challenge is that investors may be responding to the ensuing
effects of a negative ISS assessment (e.g., changes to compensation plans), without necessarily
providing an independent signal of whether the assessment is appropriate.'® Also, due to data
limitations, our announcement period is only an approximation of when the signal is received by
investors.!® Although we examine an alternative window and continue to find similarly contrasting
or insignificant results, the inability to precisely define when investors receive the information
weakens the power of these tests.
4.3. Examining Voting Discordance

Research provides evidence that investors perform independent research on proxy ballot
items and reach different opinions from ISS. Iliev and Lowry (2015) find that mutual funds for
which the benefits of independent assessments outweigh the costs appear to be “actively voting”,
thus not necessarily following ISS recommendations.?’ More recently, Iliev, et al. (2019) provide
more direct evidence of investor research by examining the extent to which mutual funds access
proxy statements. This suggests that shareholders may independently assess compensation
packages and reach a different opinion from ISS. To further examine whether ISS assessments are
informative about poor performance practices, we examine the discordance between ISS

recommendations and shareholder positions.

13 Brochet et al. (2020) examine abnormal stock returns between the proxy statement filing and annual meeting and
find that investors anticipate the impact of shareholder activism on firm’s actions in contentious shareholder meetings.
19 We obtain qualitatively similar results when using the 30-day window before the annual meeting.

20 Specifically, examining mutual fund voting on proxy ballot items from 2006-2010, Iliev and Lowry (2015)
document that only 25% of the funds in their sample appear to rely on ISS recommendations.
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If ISS recommendations identify sub-optimal compensation policies, then “Against”
recommendations should predict poor future performance, regardless of whether shareholders are
supportive. We use two proxies to capture shareholders’ position on compensation packages: SOP
voting outcomes and mutual fund votes cast. Mutual fund votes are reported in mandatory N-PX
filings. We focus on the voting positions on firms in our sample made by the three largest fund
institutions (Big Three) following Bebchuk and Hirst (2019): BlackRock, Vanguard, and State
Street Global Advisors. 2!

4.3.1. 1ISS/Shareholders Agreement/Disagreement

We leverage variation in the agreement between ISS and shareholder positions taken on
compensation policies by partitioning our sample into four categories: (1) ISS and shareholders
both support (“For/For”), (2) ISS and shareholders are both against (““Against/Against”), (3) ISS
supports but shareholders are against (“Against/For”), and (4) ISS is against but shareholders
support (“For/Against”). We consider shareholders to be “For” if the SOP passes, as defined by
the required threshold, and against otherwise. Panel A of Table 6 summarizes the distribution of
cases of disagreement between ISS recommendations and shareholder SOP voting. It is interesting
to note that the proportion of shareholders that follow ISS “Against” recommendations and vote
to fail SOP is greater during the non-busy season (22%=55/252)) than during the busy season
(15%=164/1,117)), which is consistent with ISS being perceived as more informative during the
non-busy season.

We estimate the following model to examine the relation between accounting performance

21 Votes are cast at the fund level and there are multiple funds within each institution. Because we are not able to
determine the weight of each vote on the final outcome (i.e., we lack the number of shares held by each individual
fund in each firm), we only consider cases where there is consensus at the institution level on the SOP vote. That is,
we code an institution as voting for (against) SOP in a particular firm/year if all of its mutual funds vote for (against).
We calculate the standard deviation of SOP voting (for or against) across funds and years at the Big Three institutions
and find that the variation in the voting position of the individual funds within each institution is economically small
suggesting there isn’t a significant discrepancy of voting across funds within the same institution.
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and agreement/disagreement between shareholders and ISS:

AbnROA; 141 = a + B1AA;¢ + BoFA; ¢ + B3AF; ¢ + Y viControls;, + X, 6, FixedEffects + ¢, (2)
We allow the relation between ISS “Against” recommendations and future performance to depend
on whether shareholders pass the SOP vote or not. In the estimation of Eq. (2), the base case
(included in the intercept) corresponds to firm/year observations where both the SOP vote passes,
and ISS recommends “For” the compensation package (FF). We drop the rare cases (10
observations) for which ISS recommends “For” but the SOP vote fails. If ISS “Against”
recommendations reflect compensation practices that lead to poor future accounting performance,
we expect the coefficient associated with F4 not to be statistically different from the coefficient
associated with A4.

Panel B of Table 6 reports our estimation results. We do not find any statistical difference
between the cases included in our test for the pooled sample (column 1) as well as in the subsample
of firms with fiscal year-ends in December. In contrast, for the subsample of firms with non-
December fiscal year ends, we find that ROA is significantly lower when both ISS and
shareholders assess the compensation package negatively (i.e., ISS recommends “Against” and the
SOP vote does not pass) compared to when shareholders and ISS agree in favor of the
compensation plan (FF case, included in the intercept). Interestingly, ROA is also lower than the
base case when the SOP vote passes despite an “Against” recommendation by ISS (1= -0.009,
p<0.10,0one-tailed) and the associated coefficient is not statistically different from the one
estimated for the case in which shareholders and ISS both agree against the SOP proposal. That
1s, outside the busy proxy season, when ISS recommends against a compensation package, future

performance is lower, regardless of how shareholders vote on the pay package.
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In sum, our results suggest that ISS “Against” recommendations identify low quality
compensation practices that are associated with worse future ROA, even in the presence of a
favorable shareholder vote. However, these recommendations are only informative during the non-
busy season when assessments are less affected by workload compression.

4.3.1. 1ISS/Large Mutual Fund Agreement/Disagreement

Our last set of tests incorporates cases of voting disagreements between ISS
recommendations and any (or at least two) of the Big Three mutual fund companies (BlackRock,
Vanguard and State Street Advisory Services). Table 7, Panel A reports the distribution of these
cases for the Big Three. For mutual fund positions, we define support when all fund companies
vote in favor of the pay package and opposition when any one firm, or when two of the three firms,
votes against (see Table 7, Panel A).?2 We find that the proportion of times the Big Three vote in
agreement with ISS (either voting against or in favor) is similar during the non-busy
(58%=139/239) and busy seasons (57%=599/1,047).

Table 7, Panel B, reports our multivariate estimations. We find no evidence of predictive
ability when both ISS and the Big Three agree “Against” the SOP proposal (variable A4), unless
we restrict the sample to non-December fiscal year-end firms. Curiously, when we examine
December FYE firms (Columns 2 and 5), we find a positive relation between oppositive to the pay
package (ISS recommends “Against” and any one or two of three Big Three vote against the pay
package). However, when we examine non-December FYE firms, we continue to find lower future
performance in cases when ISS issues “Against” recommendations and any one (Column 3) or at
least two of the Big Three (Column 6) vote against the SOP proposal. When the Big Three (or at

least two of them) are in favor but ISS recommends “Against” (variable F'4) performance is not

22 By defining “Against” this way, we allow strong support to be captured in the “For” cases and include disagreement
within the Big Three funds companies in the “Against” case.
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distinguishable from the base case (i.e., FF, in which both ISS and the Big Three support the SOP
proposal).?® Note that the coefficient on AF in Column 6 is excluded; there are no firm-year
observations for which two of the funds vote against while ISS recommends for (see Panel A).
Taken together, these findings corroborate our earlier conclusions about the usefulness of
ISS recommendations during the non-busy season. That we find similar results during the busy
proxy season suggests that institutional investors may either face the same workload compression
issues if they are performing independent research (Iliev, et al 2019) or they outsource voting

decisions to ISS recommendation.

5. Additional Analyses

5.1 Assessing our assumptions

Our inferences hinge on the joint assumption that ISS assessments identify low quality
compensation packages and that those packages are associated with lower future performance. To
help assuage concerns that these assumptions are unrealistic, we attempt to measure individual
aspects of low-quality compensation and examine their correlation with ISS assessments and
future abnormal ROA. We consider three proxies for low quality compensation: excess
compensation (ExcessPay) defined following Core, Guay and Larcker (2008)?*, the proportion of
total pay that is unrelated to firm performance (NonPerformancePay), measured as the sum of
salary and other pay (Execucomp variables SALARY and OTHCOMP) scaled by total

compensation (Execucomp variable TDCI1), and the natural logarithm of perquisites

23 When we restrict the sample to those firms for which ISS continues to issue the same recommendation in the
following year, the coefficient is negative and statistically significant (p-value<0.01) as expected. This constitutes the
sample where we would expect to find the strongest results as these firms continued not to adopt ISS suggested changes
and thus are expected to suffer from higher agency costs.

24 Excess pay is the residual of log pay from an expected CEO log compensation model that controls for economic
determinants such as CEO tenure, firm size, book-to-market of assets, concurrent and lagged stock returns, concurrent
and lagged accounting returns, whether the firm belongs to the S&P500, and year and industry controls.

24



(LogOtherComp), defined as the natural logarithm of Execucomp variable OTHCOMP following
Bennett, Garvey, Milbourn and Wang (2019). CEO consumption of perquisites represents a classic
example of agency conflicts associated with the misuse of firm resources (Grossman and Hart,
1983; Jensen and Meckling, 1976).

To examine whether low quality compensation is associated with negative ISS
assessments, we create a composite score capturing low quality compensation using the three
proxies. We compute the cumulative distribution function (cdf) for each of the three proxies for
low quality pay and create the compositive variable (CDF Bad Pay) as the sum of the three cdfs.
Firms that are low (high) quality across all dimensions will have larger (smaller) values for CDF
Bad Pay.

In Table 8 Panel A, we find evidence in support of our assumption. Lower quality
compensation is significantly related to ISS “Against” recommendation for both the December
FYE and non-December FYE samples. In Table 8 Panel B, we report the estimation of an OLS
regression of future abnormal ROA on our proxy for low quality compensation and find that low
quality compensation is associated with lower future performance. We are cautious to place too
much emphasis on what are essentially correlations. However, we believe the results help establish
some support for our key research design choices.?

5.2 Entropy balancing and placebo tests

To address concerns about endogeneity or omitted variables, we test the robustness of our
results using entropy balancing. This approach uses a reweighting scheme to adjust the covariate
balance between treatment and control samples (see Hainmueller and Xu 2013). Our treatment

firms are those that receive an ‘“Against” recommendation, while firms receiving a “For”

25 In untabulated analyses, we drop firm-year observations with CEO turnover events and get similar results to those
presented in Table 8.
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recommendation make up our control sample. We reweight the distribution of the control sample
so that the first moment (mean) and the second moment (variance) of the distribution of each
covariate (i.e., all governance and economic characteristics included in Eq. (1)) is equal across the
two samples. We then estimate Eq. (1) on the full sample generated with this procedure. As
documented in Table 9, Panel A, we find lower performance for firms receiving “Against”
recommendations in the pooled sample (column 1), but this effect is driven by the non-December
FYE; there is no statistical evidence of an effect in the December FYE subsample.

Next, we perform a series of placebo tests, whereby we randomly assign firm/year
observations to values of the indicator variable ISSA4Against. We estimate Eq. (1) using this random
assignment 1,000 times and report the average value of the estimated coefficient on ISSAgainst in
Table 9, Panel B. We perform the routine on the pooled sample and on the subsamples of firms
with December and non-December fiscal year-ends. To explore the possibility that poor firm
performance drives the ISS unfavorable recommendations, we repeat the estimation on a
subsample of firms in the bottom half of lagged AbnROA in each year of our sample period. In all
cases, the estimated coefficient is not statistically different from zero, confirming that our main
findings are not due to chance.

5.3 Performance Determining ISS Assessments

One concern of our analyses is that the ISS assessments may be a function of current firm
performance which is correlated with future performance. We address this concern in several ways.
First, in our main tests, we control for lagged performance. If ISS recommendations are driven by
how the firm has performed and not how it will perform, this variable should predict ISS
assessments and we should not have significant explanatory power from our variable of interest.

We find an association between ISS assessments and future performance that is incremental to the
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predictive ability of past performance, suggesting that prior performance is not solely determining
these assessments. Second, we repeat the estimation of Eq. (1) on the subsample of firms with
lagged performance ranking in the lowest half of each year (results untabulated). If ISS “Against”
recommendations are determined by poor accounting performance, our main findings should not
hold in this subsample. Inconsistent with that explanation, we find that ISS “Against”
recommendations are associated with lower accounting performance in the pooled sample and in
subsample of non-December fiscal year-end firms. Finally, our tests examining December FYE
separate from non-December FYE also address this concern. If ISS “Against” recommendations
are mechanically driven by past poor performance that persists rather than by ISS” ability to inform
shareholders about suboptimal packages, we should find the relation between an “Against”
recommendation and future performance to be similar between firms with December FYE and

non-December FYE. As mentioned above, we do not find such a result.

6. Conclusion

Proxy advisors have come under increased scrutiny. The opacity of their methodology and
the potential for conflicts of interest with the firms for which they provide recommendations to
institutional investors, amplified by their influence on voting outcomes, call into question whether
their recommendations are informative about the quality of executive compensation practices.
Although academic research suggests that their recommendations may not improve firms’
compensation policies and that they merely synthesize information for investors, their services are
still in high demand. The lack of congruence between market forces that continue to support proxy
advisory services and academic evidence suggesting their services may not add value leads us to
revisit the question of whether ISS recommendations identify firms with suboptimal CEO pay

packages. Moreover, the vast majority of firms have a December fiscal year end and thus their
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annual meetings are compressed in the short period of April to May, also known as the busy proxy
season, leading to concerns regarding the quality of ISS recommendations during that time due to
resource constraints.

Using data obtained from ISS from 2010 to 2016 for Russell 3000 companies, we find that
ISS “Against” recommendations are associated with future industry-adjusted accounting
performance, but only for non-December fiscal year-end firms. This suggests that when ISS is less
busy and able to devote better resources to analyzing firms’ compensation packages, their
recommendations are of higher quality and they are better able to identify poorer compensation
packages. Collectively, these results provide the first evidence, to our knowledge, that ISS
activities may be value-added to shareholders to the extent that they are exposed to low levels of
workload compression. This evidence sheds new light on why proxy advisors remain widely used
by institutional investors but also highlights why these assessments should be viewed with caution.

Our study is not without some limitations. First, we infer the quality of ISS assessments of
compensation practices by exploring their association with accounting performance, requiring the
joint assumption that poor future performance results from low quality compensation practices.
Although it is still possible that an omitted variable explains both low quality compensation
practices and future poor industry-adjusted accounting performance across firms with different
fiscal year-ends, our results are robust to a battery of robustness tests including placebo tests,
matching firms on economic and governance characteristics using entropy balancing, and
considerations of the influence of observed performance on the determination of the
recommendation. Second, while we provide evidence that ISS Agaisnt assessments are predictive

of future industry-adjusted accounting performance, our results do not establish whether ISS
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performs a key intermediary role in the capital markets that cannot be conveniently substituted by
investors’ capabilities to process the same information.

Despite these limitations, we believe our work contributes to the literature by providing
novel evidence that ISS evaluations can identify sub-optimal compensation practices and by

identifying conditions where ISS effectiveness is greater (i.e. in the non-busy season).
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Appendix A

Variable Definitions

Variable Definition

AbnROA Industry-adjusted return on assets.

BigThreeAgainst Indicator variable equal to 1 if any of the three largest mutual funds
(BlackRock, Vanguard, and State Street Global Advisors) votes against the
SOP proposal, and 0 if a// of them vote in support of SOP. The variable is
defined only if a/l three funds invest in the firm/year. The variable is
undefined if only a subset of the funds underneath each institution votes in
support, while other funds within the same institution vote against.

BlockholdersPct Percentage of outstanding shares held by blockholders. Blockholders are
defined as investors who hold at least 5% of outstanding shares.

BoardSize Number of directors.

BusyNEDirectors Percentage of non-executive directors that sit on three or more boards.

CARI3 Sum of daily abnormal returns (calculated per Carhart (1997) four-factor
model) from #-13 to #-1 (day ¢ corresponds to the annual shareholders’
meeting date).

CCCommConcern Ordinal variable representing the ISS level of concern relative to
compensation committee communication policies and practices, and
assuming a value of 1 if the concern is low, a value of 2 if the concern is
medium, and a value of 3 if the concern is high.

CEOTenure CEO tenure measured in years.

DualCEO Indicator variable equal to 1 if the CEO is also the Chairman of the Board,
and zero otherwise.

GenderRatio Percentage of male directors.

InsideDirPct Percentage of directors that are also employees of the company.

InsidersPct Percentage of shareholders that are insiders of the company.

ISSAgainst Indicator variable equal to 1 if ISS recommends against management's Say-
on-Pay proposal, and zero if ISS recommends in favor of the Say-on-Pay
proposal. Observations for which ISS recommended to withhold or abstain
were dropped from the sample.

LogMktval Natural logarithm of the market value of the firm.

LogSales Natural logarithm of the sales revenue of the firm.

MTB Market-to-book ratio of equity.

NewCEQO Indicator variable equal to 1 if the CEQ is in his first year, and 0 otherwise.
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NPPConcern

Ordinal variable representing the ISS level of concern relative to non-
performance pay aspects of executive compensation, and equal to 1 if the
concern is low, equal to 2 if the concern is medium, and equal to 3 if the
concern is high.

P4PConcern

Ordinal variable representing the ISS level of concern relative to pay-for-
performance aspects of executive compensation, and equal to 1 if the
concern is low, equal to 2 if the concern is medium, and equal to 3 if the
concern is high.

Pass

Indicator variable equal to 1 if Say-on-Pay vote is favorable, and zero
otherwise. A Say-on-Pay vote passes when the votes in favor are greater
than the required percentage of base, as set by the firm.

PeerGroupConcern

Ordinal variable representing the ISS level of concern relative to the choice
of peer groups for executive compensation purposes, and equal to of 1 if
the concern is low, equal to 2 if the concern is medium, and equal to 3 if
the concern is high.

SDAbnROA

Standard deviation of the industry-adjusted return on assets calculated over
the prior 3 years.

SevCICConcern

Ordinal variable representing the ISS level of concern relative to severance
and change in control provisions, and equal to 1 if the concern is low, equal
to 2 if the concern is medium, and equal to 3 if the concern is high.
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Appendix B
Internal Consistency between ISS Assessments

Given the small correlation between ISS assessments (see Table 3), we test whether ISS
assessments are internally consistent. To evaluate the association between ISS SOP
recommendations and Levels of Concern pertaining to characteristics of compensation packages,
we estimate the following model:

ISSAgainst;, = a + Y jConcerns;, + ¥ YmControls;, + ¥, 6, FixedEf fects + ¢ (B-1)

We estimate Eq. (B-1) using a linear probability model. We include control variables and fixed
effects in line with our main tests:

Any FYE | Dec FYE | Non-Dec FYE
DV = ISSAgainst
P4PConcern 0.319%** | 0.327%** 0.292%**
(46.92) (43.53) (18.32)
NPPConcern 0.093%** | 0.096*** 0.088%**
(5.74) (5.42) (2.29)
PeerGroupConcern 0.029%*** | (0.021** 0.057%**
(3.36) (2.22) (2.85)
SevCICConcern 0.111%%* | 0.110%** 0.112%**
(13.20) (11.72) (5.96)
CCCommConcern 0.057*** | 0.057%** 0.062%**
(7.21) (6.45) (3.40)
Controls YES YES YES
Year FE YES YES YES
Industry FE YES YES YES
FYE Month FE NO NO YES
Clustering by Firm YES YES YES
N 5,471 4,221 1,250
Adj-R? 0.528 0.539 0.488

Notes: This table reports the results of the estimation of Eq. (B-1). Coefficients are estimated
using OLS with heteroskedasticity robust standard errors clustered by firm. The value of the t-
statistic is reported in parenthesis underneath each coefficient. Statistical significance is reported
as follows: * p<0.10; ** p<0.05; *** p<0.01.
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Appendix C
Timeline of proxy filing and ISS recommendations
for a representative firm with a December fiscal year-end

RTA

[ |

12/31/2015 March 2016 June 2016 12/31/2016
® @ @ *—
End of FY Proxy Annual End of FY
2015 Statement Shareholder 2016
filed Meeting
FY 2015 (SOP)
1 FY 2015

In this example a firm has a fiscal year ending on December 31 of 2015. The proxy statement and
related ISS assessments will likely be issued around March 2016. The proxy statement will include
descriptions of the compensation paid to executives in fiscal year 2015, and any material changes
(or lack thereof) to compensation practices determining the pay of executives in fiscal year 2016.
Proxy statement, ISS assessments, recommendations, and SOP vote are all dated 2016 and we
posit that they are predictive of accounting performance of fiscal year 2016. In our regressions we
indicate the ISS assessments issued in March of 2016 as ISSAssessment; 2016 to indicate that the
information included in the proxy statement (describing the compensation paid in fiscal year 2015)
becomes available to investors and to ISS in 2016.
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Table 1: Sample Composition by Industry

Pooled Sample - Any FYE December FYE Non-December FYE

Global Industry Classification Nr. Nr. Nr.
(GIC) Nr. Firms Obs. % Sample | Nr. Firms Obs. % Sample | Nr. Firms Obs. % Sample
10 Energy 153 683 0.06 144 650 0.07 9 33 0.01
15 Materials 140 705 0.06 113 574 0.06 27 131 0.05
20 Industrial 386 1,987 0.16 296 1,515 0.16 90 472 0.18
25 Consumer Discretionary 361 1,612 0.13 216 955 0.10 145 657 0.25
30 Consumer Staples 99 461 0.04 52 240 0.02 47 221 0.08
35 Healthcare 343 1,480 0.12 296 1,262 0.13 47 218 0.08
40 Financials 465 2,068 0.17 436 1,969 0.20 29 99 0.04
45 Information Technology 444 1,914 0.15 279 1,153 0.12 165 761 0.29
50 Telecom Services 88 332 0.03 79 302 0.03 9 30 0.01
55 Utilities 74 396 0.03 67 362 0.04 7 34 0.01
60 Real Estate 142 759 0.06 140 750 0.08 2 9 0.00

Total 2,695 12,397 1.00 2,118 9,732 1.00 577 2,665 1.00

Notes: This table reports the composition of our sample using the MSCI Global Industry Classification Standard (GICS). We limit the granularity
of our classification to the first two digits of the industry code.
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Table 2:

Descriptive Statistics

Panel A: Descriptive statistics on ISS assessments, firm characteristics and voting outcomes

Variable N Mean Std. Dev. p25 p50 p75

AbnROA 12,397 0.108 0.259 -0.005 0.048 0.127
ISSAgainst 12,397 0.112 0.315 0.000 0.000 0.000
P4PConcern 7,512 1.386 0.650 1.000 1.000 2.000
NPPConcern 7,536 1.077 0.296 1.000 1.000 1.000
PeerGroupConcern 7,542 1.143 0.370 1.000 1.000 1.000
SevCICConcern 7,534 1.498 0.551 1.000 1.000 2.000
CCCommConcern 7,445 1.364 0.515 1.000 1.000 2.000
Pass 12,334 0.982 0.133 1.000 1.000 1.000
AnyTop3 Against 11,219 0.079 0.270 0.000 0.000 0.000
LogMktval 12,397 7.610 1.665 6.402 7.495 8.645
MTB 12,397 1.396 1.784 0.476 0.926 1.676
LogSales 12,397 7.041 1.841 5.888 6.983 8.213
SDROA 12,397 0.034 0.093 0.006 0.014 0.031

DualCEO 12,397 0.435 0.496 0.000 0.000 1.000
InsideDirPCT 12,397 0.152 0.075 0.100 0.125 0.182
BusyNEDirectors 12,397 0.059 0.088 0.000 0.000 0.111

CEO Tenure 12,397 5.697 5.668 1.700 3.900 7.900
NewCEO 12,397 0.170 0.375 0.000 0.000 0.000
GenderRatio 12,397 0.871 0.105 0.800 0.875 1.000
BoardSize 12,397 9.155 2.358 7.000 9.000 11.000
InsidersPCT 12,397 0.094 0.148 0.017 0.039 0.098
BlockHoldersPCT 12,397 0.105 0.157 0.018 0.042 0.116
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Panel B: Changes in ISS assessments from the prior year

Any FYE Dec FYE Non-Dec FYE
ISS Recommend. | Against (t) For (t) Against (t)  For (1) Against (t)  For (t)
Against (t-1) 313 588 246 482 67 106
For (t-1) 600 7316 487 5666 113 1650
Oftf-Diagonal Obs. 13.5% 14.1% 11.3%

Notes: Panel A reports descriptive statistics for the variables of interest in our study. The descriptive
statistics were calculated for each variable on the entire range of observations. In our statistical analyses we
winsorize all continuous variables at the 1 and 99™ percentiles. Panel B provides information on the
stationarity of the ISS assessments within our sample by reporting the counts of observations that fall into
each cell, comparing year ¢ to year ¢—1.



Table 3: Correlation Matrix

(M
2
3)
“)
)
(6)
(7
®)
)
(10)
an
(12)
(13)
(14)
(15)
(16)
an

AbnROA
1ISSAgainst

Pass

AnyTop3 _Against
LogMktval

MTB

LogSales

SDROA
DualCEO
InsideDirPCT
BusyNEDirectors
CEQO Tenure
NewCEQO
GenderRatio
BoardSize
InsidersPCT
BlockHoldersPCT

Q)
1.000
-0.025%**
-0.014
-0.021**
0.138%**
0.095%**
0.114%**
-0.228***
0.001
-0.002
0.019%*
0.013
0.001
-0.028***
-0.032%**
-0.021**
-0.029%***

2

1.000
-0.376%**
0.659%**
-0.040***
-0.029%***
-0.037***
0.040%**
0.044%**
0.076%**
0.024%**
0.040%**
0.005
0.065%**
-0.043***
0.080%**
0.072%**

3

1.000
-0.429%**
0.017*
0.017*
0.005
0.010
-0.040***
-0.029%***
0.001
-0.045%**
0.027%**
-0.036%**
0.035%**
0.022%*
0.020%*

“

1.000
-0.064***
-0.007
-0.067***
0.051%**
0.041%**
0.095%**
0.020%*
0.044%**
0.006
0.088%**
-0.064***
0.120%**
0.104***

&)

1.000
0.130%**
0.786%**
-0.161***
0.132%**
-0.253***
0.267%**
-0.061***
0.015%*
-0.312%%*
0.466%**
-0.254 %%
-0.262%**

Q)

1.000
-0.167*%*
0.323%**
-0.033***
0.092%**
0.022%*
0.021%*
0.003
0.009
-0.169%**
0.051%**
0.045%**

O]

1.000
-0.254 %+
0.144%**
-0.253***
0.249%**
-0.090***
0.050%**
-0.305%**
0.446%**
-0.200%**
-0.205%**

¢

1.000
-0.036%**
0.081%**
0.023%*
-0.038***
0.033%**
0.083%**
-0.145%**
0.052%**
0.052%**

(€))

1.000
0.023%*
0.021%*
0.207%**
-0.086***
-0.047***
0.020%*
0.036%**
0.016*




(10) a1 (12) (13) (14) (15) (16)
(10)  InsideDirPCT 1.000
(11)  BusyNEDirectors — -0.144%** 1.000

(12) CEO Tenure 0.165%** -0.096*** 1.000

(13) NewCEO -0.026%** 0.024%** -0.410%** 1.000

(14) GenderRatio 0.249%** -0.107 *** 0.076%** -0.021** 1.000

(15) BoardSize -0.392%** 0.133%** -0.083*** 0.037%** -0.291 *** 1.000

(16) InsidersPCT 0.355%** -0.060*** 0.154%** -0.015* 0.151%** -0.148*** 1.000

(17) _ BlockHoldersPCT _ (.324%%** -0.064*** 0.139%** -0.014 0.142%** -0.16]1*** 0.904*** 1.000

Notes: This table reports the pairwise Pearson correlation coefficients with respect to all our variables of interest. *** ** and * indicate statistical
significance at the 1%, 5%, and 10% level, respectively.
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Table 4: ISS Assessments and Future Accounting Performance

DV = A4bnROA;; Any Fiscal Year-End | December Fiscal Year-End | Non-December Fiscal
Year-End
@) 2 A) “) 3) ©)
ISSAgainst; -0.004 -0.000 -0.0271***
(-1.02) (-0.01) (-2.62)
P4PConcerni; 0.003 0.005* -0.004
(1.21) (1.68) (-0.92)
NPPConcerni; -0.003 -0.004 -0.001
(-0.58) (-0.70) (-0.10)
PeerGroupConcerni; -0.006 -0.005 -0.012
(-1.34) (-0.92) (-1.33)
SevCICConcern; 0.002 0.001 0.004
(0.69) (0.45) (0.96)
CCCommConcern;; -0.004 -0.004 -0.002
(-1.37) (-1.12) (-0.28)
LagAbnROA 0.571%*%*  0.606*** 0.553%** 0.602%** 0.603*** 0.575%**
(29.52) (25.34) (25.25) (22.34) (24.37) (16.08)
LogMktval -0.018***  -0.019*** | -0.019%** -0.021*** -0.006** -0.003
(-6.32) (-5.78) (-5.54) (-5.45) (-2.04) (-0.63)
MTB 0.035%**  (.038*** 0.034%** 0.037%** 0.033%#%* 0.037%**
(11.11) (11.21) (8.62) (9.38) (8.64) (7.00)
LogSales 0.032%**  (.029*** 0.035%** 0.0327%** 0.013%#%* 0.009**
(11.39) 9.27) (10.63) (8.99) (4.25) (2.34)
SDAbnROA -0.255% %% LQ.283%*** | -(.247*** -0.278*** | -0.234%%* (. 259%**
(-5.40) (-4.76) (-4.94) (-4.36) (-4.39) (-3.22)
DualCEO -0.002 -0.002 -0.002 -0.002 -0.004 -0.004
(-0.83) (-0.83) (-0.76) (-0.82) (-1.23) (-0.92)
InsideDirPCT 0.007 0.022 -0.007 0.016 0.040* 0.064**
(0.37) (1.27) (-0.31) (0.79) (1.65) (2.22)
BusyNEDirectors -0.078*#*  -0.051*** | -0.103%** -0.073%** 0.025 0.040
(-5.10) (-2.97) (-5.56) (-3.53) (1.29) (1.49)
CEO Tenure 0.000* 0.000 0.000 0.000 0.007** 0.000
(1.85) (1.02) (1.25) (0.68) (2.07) (0.83)
NewCEO 0.007* 0.004 0.005 0.002 0.011%** 0.009
(1.93) (1.05) (1.17) (0.43) (1.98) (1.41)
GenderRatio 0.003 0.004 -0.007 0.003 0.008 -0.017
(0.22) (0.35) (-0.47) (0.23) (0.54) (-0.96)
BoardSize -0.002%*** -0.001 -0.002%** -0.001 -0.000 0.001
(-3.33) (-1.11) (-3.18) (-0.94) (-0.09) (0.39)
InsidersPCT 0.012 0.010 0.024 0.018 -0.021 -0.025
(0.81) (0.64) (1.36) (0.95) (-1.18) (-1.02)
BlockHoldersPCT -0.008 -0.010 -0.010 -0.013 0.023 0.028
(-0.60) (-0.66) (-0.68) (-0.72) (1.53) (1.47)
Year FE YES YES YES YES YES YES
Industry FE YES YES YES YES YES YES
FYE Month FE NO NO NO NO YES YES
Clustering by Firm YES YES YES YES YES YES
N 12,397 7,386 9,732 5,745 2,665 1,641
Adj. R? 0.729 0.750 0.720 0.742 0.785 0.796




Notes: This table reports the results of our multivariate tests analyzing the relation between ISS assessments
issued in year ¢ (about compensation paid in year (z-1)) and firm accounting performance in year t. We
estimate Eq. (1) three times: first on the pooled sample (col (1)-(2)), then splitting the sample between
December fiscal year-end firms (Columns (3) — (4)) and non-December fiscal year-end firms (Columns (5)
—(6)). Columns (1), (3), and (5) relate to the specification of ISSA4ssessment corresponding to the ISS SOP
recommendations. Columns (2), (4), and (6) refer to the specification of Eq. (1) where ISSAssessment is
substituted by each ISS level of concern. All estimations are performed using OLS with standard errors
clustered by firm and include industry and year fixed effects. In the specifications related to firms with fiscal
year-end not in December, we also include fiscal year month fixed effects. All variables are defined in
Appendix A. All continuous variables are winsorized at the 1 and 99" percentiles. The value of the ¢-statistic
is reported in parenthesis underneath each coefficient. ***, ** and * indicate statistical significance at the
1%, 5%, and 10% level, respectively.
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Table 5: ISS Assessments and Announcement Returns

Comparison of average market reaction to ISS’s “Against” recommendations:

Any FYE Difference Between
CARI3 Y Dec FYE Non-Dec FYE NerDee and Dee FYE
(1) (2) (3) 4)
ISS Against 0.001 0.003 -0.008# L0.011+*
-statistics (0.52) (1.36) (-1.47) (-2.02)
Nr. Obs. 1,378 1,123 255 1,378

Notes: This table reports the results of univariate tests analyzing the market reaction to ISS against
recommendations. We measure market reaction by the cumulative abnormal returns, calculated per Carhart
(1997) four-factor model, for the 13 days prior to the annual meeting date. Column (1) reports values for all firm-
years. Column (2) reports values for firm-years with December fiscal-year ends. Column (3) reports values for
firm-years with non-December fiscal-year ends. Column (4) reports the results of univariate tests of differences
in means. Statistical significance of the differences in means is indicated as follows: * p<0.10; ** p<(.05; ***
p<0.01, # p<0.10 one-tailed.
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Table 6: Predictive Ability of ISS and SOP Vote Agreement vs. Disagreement with
respect to Industry-Adjusted ROA

Panel A: Correspondence between ISS SOP Overall Recommendations and SOP Vote Outcomes

Any FYE Dec FYE Non-Dec FYE
ISS recommendations and Say- SOP Vote Qutcome SOP Vote Qutcome SOP Vote Outcome
on-Pay vote outcome Fail | Pass Total | Fail | Pass Total | Fail | Pass Total
ISS For 4 10,961 | 10,965 4 8,566 | 8,570 0 2,395 2,395
recommendation Against 219 1,150 1,369 | 164 953 | 1,117 55 197 252
Total 223 | 12,111 | 12,334 | 168 9,519 | 9,687 | 55| 2,592 2,647

Panel B: Multivariate analyses

DV = AbnROA;, Any Fiscal Year-End ~ December FYE Non-Dec FYE
@) @) A
AA; 0.006 0.022 -0.036%**
(0.54) (1.49) (-2.64)
FA; -0.006 -0.003 -0.016#
(-1.19) (-0.54) (-1.60)
Controls YES YES YES
Year FE YES YES YES
Industry FE YES YES YES
FYE Month FE NO NO YES
Clustering by Firm YES YES YES
Wald test: Ho: “AA # FA” p>0.10 p>0.10 p>0.10
N 12,330 9,683 2,647
Adj. R’ 0.729 0.720 0.785

Notes: This table reports the results of tests analyzing the relation between ISS/SOP voting disagreement
and accounting performance in the subsequent year. Panel A reports the composition of the combinations
of ISS recommendations “for” and “against” with the outcomes of the Say-on-Pay votes for the all the firm-
years included in our sample. A Say-on-Pay vote passes (“Pass”) when the votes in favor are greater than
the required percentage of base, as set by the firm. Panel B reports the estimations of Eq. (2). Column (1)
relates to the pooled sample, Column (2) to the firms with December fiscal year, and Column (3) to the
firms with non-December fiscal year-end. Agreement and disagreement are defined as follows. When the
SOP vote passes and ISS recommends “for”, we say that ISS and shareholders agree on the favorable
outcome (indicator variable FF equal to 1 in this case, and 0 otherwise); when the SOP vote passes and ISS
recommends “against”, we say that ISS and shareholders disagree on the SOP outcome (indicator variable
FA equal to 1 in this case, and 0 otherwise); when the SOP vote fails and ISS recommends “against”, we
say that ISS and shareholders agree on the unfavorable outcome (indicator variable 44 equal to 1 in this
case, and 0 otherwise); cases in which ISS recommends “for” and the SOP vote fails are extremely rare,
and dropped from our sample. We estimate Eq. (2) using OLS regressions with standard errors clustered
by firm and including industry and year fixed effects. FF'is the base case included in the intercept. All other
variables are defined in Appendix A. All continuous variables are winsorized at the 1 and 99" percentiles.
The t-statistic are reported in parentheses below each coefficient. ***, ** * and # indicate statistical
significance at the 1%, 5%, 10% level two-tailed, and p<0.10 one-tailed, respectively.
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Table 7: Predictive Ability of Agreement vs. Disagreement between ISS and the Big
Three Fund Companies with respect to Industry-Adjusted ROA

Panel A: ISS Recommendations and Big Three Mutual Funds’ Say-On-Pay Vote Outcomes

Any FYE Dec FYE Non-Dec FYE
ISS Against 1SS Against ISS Against

No Yes Total No Yes Total No Yes Total
Any of the No | 9,782 548 10,330 | 7,594 448 8,042 | 2,188 100 | 2,288

Big Three Yes | 151 738 889 122 599 721 29 139 168
vote against Total | 9,933 | 1,286 | 11,219 | 7,716 | 1,047 | 8,763 | 2,217 239 2,456
Two of the No | 9,782 548 10,330 | 7,594 448 8,042 | 2,188 100 | 2,288

Big Three Yes 7 359 366 7 292 299 0 67 67
vote against Total | 9,789 907 10,696 | 7,601 740 8,341 | 2,188 167 2,355

Panel B: Predictive ability of agreement vs. disagreement between ISS and the Big Three Fund Companies

Any Big Three At Least Two of the
Big Three
Non- Non-
DV = 4bnR0OA Any December December Any December December
FYE FYE FYE FYE FYE FYE
1) (2) 3) (4) (%) (6)
AA 0.005 0.011* -0.020%** 0.011 0.022%* -0.030%**
(0.90) (1.68) (-2.95) (1.51) (2.40) (-2.93)
FA -0.004 -0.002 -0.011 -0.004 -0.002 -0.011
(-0.72) (-0.32) (-1.49) (-0.74) (-0.35) (-1.46)
AF 0.013 0.019 -0.016 -0.019 -0.021
(0.98) (1.18) (-1.26) (-1.25) (-1.32)
Controls YES YES YES YES YES YES
Year FE YES YES YES YES YES YES
Industry FE YES YES YES YES YES YES
FYE Month FE NO NO YES NO NO YES
Clustering by Firm YES YES YES YES YES YES
Wald Test: Ho:
“AA=FA” p>0.10 p>0.10 p>0.10 p<0.10%* p<0.05** p>0.10
Wald Test: Ho:
“FA=AF” p>0.10 p>0.10 p>0.10 p>0.10 p>0.10 p>0.10
Wald Test: Ho:
“AA=AF” p>0.10 p>0.10 p>0.10 p<0.10* p<0.05**
N 11,215 8,759 2,456 10,693 8,338 2,355
Adj-R’ 0.746 0.738 0.797 0.750 0.741 0.801

Notes: Panel A reports the composition of the combinations between ISS recommendations “for” and
“against” and the SOP votes for the Big Three (BlackRock, Vanguard, and State Street). Panel B reports
the estimations of Eq. (2) restricting the sample to firm/years in which the Big Three mutual funds cast a
vote with respect to SOP. In columns (1), (2), and (3) a sharecholder vote “Against” corresponds to cases in
which any of the Big Three votes against the SOP. In columns (4), (5), and (6) we require that at least two

46



of the Big Three vote against the SOP to consider the shareholders to be “Against.” Columns (1) and (4)
reflect this restricted sample without distinction between fiscal year-end months, Columns (2) and (5) relate
to the subsample of December fiscal year-end firms, and Columns (3) and (6) relate to the non-December
fiscal year subsample. FF is defined as one when all Big Three fund companies vote in favor of the SOP
proposal and ISS recommends “for”, and zero otherwise. This category is included in the intercept. A4 is
defined as one when any (or at least two) mutual fund votes against the SOP proposal and ISS recommends
“against”, and zero otherwise. FA4 is defined as one when all Big Three vote in favor of the SOP proposal
but ISS recommends “against”, and zero otherwise. AF is defined as one when any (or at least two) mutual
fund votes against the SOP proposal and ISS recommends “for”, and zero otherwise. We estimate the
coefficients using OLS regressions with standard errors clustered by firm and include industry and year
fixed effects. In Columns 3 and 6 we further control for fiscal year-end month fixed effects. All other
variables are defined as indicated in Appendix A. All continuous variables are winsorized at the 1 and 99™
percentiles. The value of the #-statistic is reported in parenthesis underneath each coefficient. ***, ** and
* indicate statistical significance at the 1%, 5%, and 10% level, respectively.
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Table 8: Relation between ISS Compensation Assessments, Low Quality Compensation, and Future Performance

Panel A: Coefficients from OLS regressions of ISS Assessments and a Proxy of Low-Quality Compensation

(@) @ A3)
Any December | Non-December
FYE FYE FYE
ISSAgainst; | ISSAgainst, ISSAgainst,
CDF Bad Pay, 0.089*** 0.086%** 0.096***
(7.55) (6.14) (4.64)
Intercept -0.031%* -0.023 -0.054
(-1.88) (-1.19) (-1.91)
Clustering by Firm YES YES YES
N 8,425 6,454 1,971
Adj-R’ 0.015 0.014 0.021

Panel B: Proxy for Low-Quality Compensation and Future Performance

DV = AbnROA+;

CDF Bad Pay () -0.061***
(-5.30)

Intercept 0.222%%%*
(11.61)

Clustering by Firm YES

N 8,425

Adj-R’ 0.012

Notes: Panel A reports the coefficients from separate OLS estimations of each ISS Against recommendations in year ¢ as a function of a composite
proxy for low quality compensation for year ¢t (CDF Bad Pay). The variable CDF Bad Pay is the sum of the cumulative distribution functions of
three different proxies for low quality pay: ExcessPay, LogPerquisites and NonPerformancePay. ExcessPay, defined as in Core, Guay, and Larcker
(2008), is the residual pay from an expected CEO log compensation model that controls for economic determinants such as CEO tenure, firm size,
book-to-market of assets, concurrent and lagged stock returns, concurrent and lagged accounting returns, whether the firm belongs to the S&P500,
and year and industry controls. LogPerquisites is defined as the natural logarithm of other compensation. NonPerformancePay is defined as the
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proportion of total pay that is not related to firm performance (the sum of salary and other pay scaled by the value of the TDCI field in Execucomp).
Panel B reports the OLS estimation of the relation between the composite proxy for low quality compensation and future industry-adjusted
accounting performance. All continuous variables are winsorized at the 1°' and 99™ percentile. The value of the #-statistic is reported in parenthesis
underneath each coefficient. Statistical significance is reported as follows: * p<0.10; ** p<0.05; *** p<0.01.
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Table 9: Robustness Tests

Panel A: Entropy Balancing tests
Any December Non-December
DV = AbnROA FYE FYE FYE
@) @) (€)
ISSAgainst -0.006 -0.001 -0.022%%**
(-1.35) (0.27) (-3.22)
Controls YES YES YES
Year FE YES YES YES
Industry FE YES YES YES
FYE Month FE NO NO YES
N 12,397 9,732 2,665
R? 0.689 0.684 0.763
Panel B: Placebo tests
Full sample
Variable N Mean Std. Err. Std. Dev. [95% Conf. Interval]

ISSAgainst 1,000 0.0000662 0.0000709 0.0022427 -0.000073 0.0002054
t-stat 0.9335

Sample restricted to Dec FYE

Variable N Mean Std. Err. Std. Dev. [95% Conf. Interval]
ISSAgainst 1,000 -0.0000425  0.0000858  0.0027125  -0.0002109  0.0001258
t-stat -0.496

Sample restricted to Non-Dec FYE
Variable N Mean Std. Err. Std. Dev. [95% Conf. Interval]
ISSAgainst 1,000 0.0000565  0.0000931  0.0029449  -0.0001262  0.0002393
t-stat 0.607
Sample restricted to poorly performing firms in prior year

Variable N Mean Std. Err. Std. Dev. [95% Conf. Interval]
ISSAgainst 1,000 0.0002506  0.0001969  0.0062274  -0.0001358  0.0006371
t-stat 1.273

Notes: This table summarizes our robustness tests. Panel A reports the results of the estimation of Eq. (1)
on a sample constructed by matching firms on economic and governance characteristics using entropy
balancing, by which the control sample (i.e., firms with a “For” ISS Recommendation) is reweighted to
force the mean and variance of each matching variable to be the same as in the treatment sample (i.e., firms
with “Against” recommendations). The value of the #-statistic is reported in parenthesis underneath each
coefficient. Panel B reports the results of our placebo tests, whereby we randomly assign the value of the
variable ISSAgainst and estimate Eq. (1) 1,000 times. We report the characteristics of the average coefficient
estimated for each of the following samples: pooled sample, sample of firms with December FYE, sample
of firms with non-December FYE, sample restricted to firms for which AbnROA is below the median in
year (t-1). All continuous variables are winsorized at the 1*' and 99™ percentiles. Statistical significance is
reported as follows: * p<0.10; ** p<0.05; *** p<0.01.

50



