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ISS Makes Equity Burn Rate Changes for 2022 and
Beyond

The new burn rate methodology could increase or decrease existing burn rate calculations
depending on a company’s index and industry, which may impact shareholder support for an
equity share plan proposal. We explain how companies can prepare.

Proxy advisory firm Institutional Shareholder Services (ISS) released new burn rate thresholds and a
methodology change that goes into effect for the 2023 proxy season. ISS is adopting a “Value-Adjusted Burn
Rate” (VABR)! approach to measuring the amount of shareholder wealth being granted in the form of equity
compensation over an annual and three-year basis. This is similar to how ISS calculates its proprietary
“Shareholder Value Transfer” dilution cost model.

For 2022 annual shareholder meetings, the VABR will be displayed for informational purposes only and will not
affect ISS’ Equity Plan Scorecard (EPSC) evaluation or scoring. However, itis expected to replace the existing
burn rate factor beginning with meetings on or after Feb. 1, 2023.

Current Policy Application

ISS currently calculates burn rate benchmarks for specific industry groupings in three index categories: S&P 500,
Russell 3000 (excluding S&P 500) and Non—Russell 3000. For each index, these benchmarks generally reflect
each GICS industry group's three-year mean burn rate plus one standard deviation (with a floor for the benchmark
of 2.00%).

Scoring under the EPSC for the heavily weighted “burn rate factor” is scaled according to the company's three-
year average annual burn rate relative to its applicable index and industry benchmark. A company can receive
maximum EPSC points for this factor when the company's three-year average adjusted burn rate is at or below
50% of the benchmark. A three-year average adjusted burn rate that is above the benchmark may resultin
negative points. Historically, negative scoring under the burn rate factor can be so high that it becomes nearly
impossible to pass the EPSC, even if adopting all of ISS’ recommended practices in the plan features and grant
practice pillars of the EPSC.

"Inan FAQ, ISS sets out the VABR formula as follows: Annual Value-Adjusted Burn Rate = ((# of options * option’s dollar value using a Black-

Scholes model) + (# of full-value awards * stock price)) / (Weighted average common shares * stock price).
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https://www.issgovernance.com/file/policy/latest/americas/US-Equity-Compensation-Plans-FAQ.pdf

The burn rate benchmarks applicable for meetings on or after Feb. 1, 2022 are shown below, with a comparison
of the prior year's benchmarks. As noted, the minimum burn rate benchmark for each index and industry group is
2.00%.

We recommend that companies evaluate annual equity usage by utilizing a few different burn rate methodologies
as part of the annual benchmarking process. Specifically, it is important to evaluate burn rate against
methodologies from ISS and Glass Lewis (another prominent proxy advisor), as well as use a simple unadijusted
run rate calculation (accounting for all awards granted on a one-for-one basis as a percentage of common shares
outstanding). Depending on a company’s investor base, any one of these calculations could be an important
factor when seeking shareholder approval for an equity compensation plan.

Figure 1l
S&P 500 Benchmarks

10 Energy 2.00% 2.00% 0.00%
15 Materials 2.00% 2.00% 0.00%
20 Industrials 2.00% 2.00% 0.00%
25 Consumer Discretionary 2.41% 2.51% 0.10%
30 Consumer Staples 2.00% 2.00% 0.00%
35 Health Care 2.22% 2.90% 0.68%
40 Financials 2.21% 2.24% 0.03%
45 Information Technology 3.87% 3.87% 0.00%
50 Communication Services 3.42% 3.46% 0.04%
55 Utilities 2.00% 2.00% 0.00%
60 Real Estate 2.00% 2.00% 0.00%
Source: ISS

Figure 1 shows limited year-over-year movemernt in the S&P 500 benchmarks. The exception was a material
increase in the GICS 35 Health benchmark of +0.68% (from 2.22% in 2021 to 2.90% in 2022).
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Figure 2
Russell 3000 Index (excluding S&P 500) Benchmarks

1010 Energy 3.24% 3.89% 0.65%

1510 Materials 2.87% 3.64% 0.77%

2010 Capital Goods 2.83% 3.24% 0.41%
Commercial &

2020 Professional Services 3.57% 3.76% 0.19%

2030 Transportation 2.63% 2.59% -0.04%
Automobiles &

2510 Components 2.84% 3.30% 0.46%
Consumer Durables &

2520 Apparel 3.36% 5.36% 2.00%

2530 Consumer Services 3.64% 3.70% 0.06%

2550 Retailing 6.00% 5.34% -0.66%

3010 Food & Retailing Staples 3.78% 5.78% 2.00%
Food, Beverage &

3020 Tobacco 3.25% 2.66% -0.59%
Household & Personal

3030 Goods 5.05% 4.63% -0.42%
Health Care Equipment

3510 & Services 5.69% 6.18% 0.49%
Pharmaceuticals &

3520 Biotechnology 7.91% 7.65% -0.26%

4010 Banks 2.00% 2.00% 0.00%

4020 Diversified Financials 7.05% 7.06% 0.01%

4030 Insurance 2.86% 3.18% 0.32%

4510 Software & Services 9.24% 8.66% -0.58%
Technology Hardware &

4520 Equipment 6.57% 6.32% -0.25%
Semiconductor

4530 Equipment 6.23% 5.91% -0.32%
Telecommunication

5010 Services 5.84% 5.50% -0.34%

5020 Media & Entertainment 6.62% 7.85% 1.23%

5510 Utilities 2.00% 2.64% 0.64%

6010 Real Estate 2.15% 2.24% 0.09%

Source: ISS
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In Figure 2, 14 of the 24 GICS groupings saw meaningful benchmark increases year-over-year, with some
industries receiving the maximum 2.00% year-over-year increase (GICS 2520 Consumer Durables & Apparel and
GICS 3010 Food & Retailing Staples). Nine of the categories saw meaningful decreases in thresholds, with only
GICS 4010 Banks maintaining a flat threshold year-over-year.

Figure 3
Non-Russell 3000 Index (excluding S&P 500) Benchmarks

1010 Energy 5.67% 6.32% 0.65%

1510 Materials 5.68% 5.59% -0.09%

2010 Capital Goods 7.82% 7.15% -0.67%
Commercial &

2020 Professional Services 7.42% 9.15% 1.73%

2030 Transportation 6.31% 4.31% -2.00%
Automobiles &

2510 Components 4.91% 6.91% 2.00%
Consumer Durables &

2520 Apparel 6.34% 8.34% 2.00%

2530 Consumer Services 6.27% 4.62% -1.65%

2550 Retailing 8.45% 10.45% 2.00%

3010, 3020, 3030 Consumer Staples 8.91% 7.92% -0.99%
Health Care Equipment

3510 & Services 9.91% 9.36% -0.55%
Pharmaceuticals &

3520 Biotechnology 9.46% 9.08% -0.38%

4010, 4020, 4030 Financials 5.11% 4.22% -0.89%

4510 Software & Services 10.45% 10.22% -0.23%
Technology Hardware &

4520 Equipment 6.41% 7.26% 0.85%
Semiconductor

4530 Equipment 6.30% 6.00% -0.30%

5010, 5020 Telecom & Media 6.27% 7.88% 1.61%

5510 Utilities 2.03% 3.21% 1.18%

6010 Real Estate 3.07% 3.81% 0.74%

Source: ISS

Among the Non-Russell 3000 companies in Figure 3, nine of the 19 GICS groupings saw meaningful increases,
with three companies getting the 2.00% maximum increase (GICS 2510 Automobiles & Components, GICS 2520
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Consumer Durables & Apparel and GICS 2550 Retailing). However, unlike the other two index categories, 10 of
the 19 groupings saw meaningful declines in the thresholds.

Next Steps

We recommend that companies review their Form 10-K stock plan footnote disclosures and proxy proposal
disclosures to ensure they maximize their ISS burn rate profiles with adequate granting information. This is
especially important when equity compensation is granted in lieu of earned annual bonus or when there has been
substantial M&A activity.

If you have questions about the new ISS burn rate thresholds or go-forward policy changes and would like to
speak with one of our experts, please write to humancapital @aon.com.
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About Human Capital Solutions

Aon's human capital business provides leaders with a powerful mix of data, analytics and advice to help them
make better workforce decisions. Our team, spanning 2,000 colleagues in more than 30 countries, includes the
firm's rewards, talent assessment, and performance & analytics practices. To learn more, visit
humancapital.aon.com.

About Aon

Aon plc (NYSE:AON) is a leading global professional services firm providing a broad range of risk, retirement and
health solutions. Our 50,000 colleagues in 120 countries empower results for clients by using proprietary data and
analytics to deliver insights that reduce volatility and improve performance. For further information, please visit
aon.com.

This article provides generalinformation for reference purposes only. Readers should not use thisarticle as areplacement for legal,
tax, accountingor consulting advice thatis specificto the facts and circumstances of their business. We encourage readers to consult
with appropriate advisors before actingon any ofthe information contained in this article.

The contents ofthis article may not be reused, reprinted orredistributed without the expressed written consent of Radford. To use
informationinthis article, please write to ourteam.

© 2021 Aon plc. All rightsreserved
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