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2022

Boards and the C-suite are being called upon to do far more and to be accountable for far
mor e than ever before. Directorstoday are expected to field issuesthat weren’t
traditionally their concern, both external (think social justice concernsor climate change)
and internal (like broad-based talent retention). Management teams are likewise
challenged with new work models, supply chains gone awry, inflation, and a host of other
Issues outside those of the normal business oper ating environment.

With that complex, fluctuating context in mind, Pear| Meyer offersitsannual “Top Five”
list for the board. Thisyear, it takesthe form of recommended conver sations and actions
that can provide beneficial guidance and structurefor the management team and
strengthen the board itself.

1.

Explore New ldeas in Executive Compensation Structures: The cor e responsibility of
designing compensation plansthat attract, retain, and motivate theright CEO and
his’her executive team requires new levels of creativity and flexibility—more
customization to each organization’s unique circumstances than ever before.
Mitigate Risk and Create Resilience in Goal-Setting: The effects of COVID over thelast
two year s and recent concer ns about rising inflation and supply chain deterioration
have highlighted some possible areas for improvement when it comesto incentive
plan goal-setting. How can compensation committees create plansthat are more
resilient to external unknowns, while still driving long-term perfor mance?

Evolve the ESG Conversation: The exploration of the merits of environmental, social,
and gover nance concer ns has matured. The conver sation now is about how best to
move the needle on the ESG pointsthat matter most to an organization. That may
take place through incentive plans, or perhapsthrough other equally important
actions.

Bring Back Servant Leadership: The nature of the workforceisin significant
transition; it isincreasingly contractual and everything isup for renegotiation.
Organizations are seeing the need for leadersthat can foster a sense of inclusion and
flexibility in order to maintain a cohesive wor kforce that can grow the enterprise.
Maximize Board Effectiveness: Finally, the board itself must lead with the sametraits
it seekstoinstill in the organization. How can an evolving board make the most of its
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diver se composition and skills?

Exploring New Ideas in Executive Compensation
Structures

The typical executive compensation model for public companies has been relatively
stagnant for the past decade, and it seemslike everyoneisfollowing the herd. The question
iswhether thetimeisright for some companiesto consider different and unique pay
modelsthat refute conventional wisdom and embrace differentiation asway to either
achieve competitive advantage or improvethe return on investment from executive
compensation.

Achieving Competitive Advantage

In someindustries, thereisincreased competition from private equity-owned businesses
that have very different pay modelsthan their publicly traded competitors. The typical
private equity pay model hasrelatively low cash compensation and relatively high long-
term equity-based compensation, the latter of which is often provided via a one-time equity
grant exclusively in stock options. Thissimple and high risk/high reward pay structure
servesto align executive and shareholder interests while minimizing the annual pay
negotiation process (e.g., annual grant values, performance metrics, goal-setting, etc.).

Perhaps public companies could emulate some of these structural differencesin their pay
models. For example, some companies could be better off with up-front equity grantsas
opposed to annual equity grants. Thistactic seems best aligned with “turnaround”
situations, and may also be appropriate for businessesthat are stagnant or in decline.

It’slikely that some companies are more suited to using stock optionsthan PSUs. The use
of stock optionsonly rewardsfor actual shareholder value creation and avoidsthe
complexity of annually selecting metrics and setting multi-year performance goals; the
latter of which can be very difficult for companiesin industriesthat areregularly
impacted by external factorsor that have a significant merger and acquisition component
to their business strategy.

Improving Return on Investment

Weall generally agreethat pay for performanceisthe best way to maximize thereturn on
iInvestment of executive compensation. Nonetheless, ther e are some common pay elements
that may not live up to this standard. For example, merit salary increases. Base salary isa
relatively small component of executive pay, it isnot performance-based, it often hasa
cascading impact on other pay elements (bonus, equity grant values, severance, etc.), and
the material differentiation of increasesis elusive. Perhaps companies should not offer
merit salary increases to executives and instead manage pay dir ectly against market.

Another potential anomaly is executive severance. Often the poster-child for paying for
poor performance, lar ge severance packages that were agreed to when attracting the
executive can often seem excessive when later exiting the executive. If the premise of
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severance isto bridge an employment gap, per haps companies should limit severanceto a
multiple of salary and include mitigation. It may also be reasonable to have severance
benefits decline over time once theinitial risk and uncertainty of changing jobs has past
and the executive has accumulated enough wealth to bridge their own employment gap.

Challenging Norms

We've all heard the expression “if it’snot broken, don’t fix it.” But just because something
isn’t broken doesn’t mean it’s functioning at its optimal level. The point hereisto
occasionally go beyond your comfort zone, even if only mentally, to challenge the status
guo and either reaffirm your conviction with current practice or boldly select the path less
chosen.

Mitigating Risk and Creating Resilience in Goal-Setting

In the days of yore, the profit and growth goalsin an incentive plan were simply based on
the company’s oper ating plan and long-range forecast. In morerecent years, with
increased focus on pay for performance, many companies enhanced the goal-setting
process to incor por ate additional analytics and data, and have allowed more time for
consideration, to ensure that thoughtful, shareholder-aligned goals wer e being set.
Analytics might include peer and industry performance history and for ecasts, aswell as
shareholder expectations modeling. And the compensation committee was given timeto
consider theseinputswell in advance of the February committee meeting.

But even the most thoughtful and forwar d-looking companies have discover ed, thanksto
the events of the past few years, that good fundamentals cannot always produce bullet-
proof performance goals and ranges. Things are vastly more complicated, executive
performance expands far beyond profit and growth as ESG is emerging as a compensable
factor, and the Great Resignation continues, raising the stakesfor errorsor missesin the
incentive plans each year.

So how can companies balance the often competing objectives of achieving good pay-for -
performance alignment, retaining and motivating people, and addressing a broader

scor ecard of performance? The answer, alas, involves moretime and effort. Theright
combination of tactics will be different for each company, but here are somethingsto
consider.

Good blocking and tackling means get the core profit and growth forecastsas“right” as
possible. Make sure budget and planning per spectives arereinforced with areview of
industry and peer performance analysis, shareholder expectations, and consider ation of
company-specific context. Also make sure the committee is engaged on goal-setting early
and often.

Control for highly volatile inputs. Generally we want to hold management accountable for
resultsthey control and over which they have influence. I nsulating short-term incentive
plans from things like interest rate swings, price shocks from supply chain disruptions,
exchange rates, etc. can create stronger alignment. Goals can be set conditionally, with
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formulaic adjustments occurring when key variables move outside of a planning collar.
While adding complexity, controlling incentive metricsfor these inputs can lead to less
volatility in incentive plan outcomes. Be car eful, however, that controlling for these inputs
doesn’t incent bad decision-making or absolve management from managing the entire
business during challenging times. Such adjustments may be limited to the short-term
plan, with the long-term plan remaining “all in” on performance and external events.

Relative total shareholder return (rTSR) isan easy choice sinceit isthe common bottom
line for publicly traded companies. Other measures have traditionally been tougher to use
dueto different balance sheet legacies among peers, timeliness of infor mation, and
different operating context. But the increased uncertainty of planning makes now a good
timeto reconsider that balance of the pros and cons.

Go with wider performance ranges? While this may be obvious, the impact of the new
uncertainty might be overlooked where a company hasjust mechanically applied plus or
minus 10 percent or 20 percent ranges. It may betimefor arecalibration reflecting actual
historical and expected variances. Your operating income range may need to be plusor
minus 30 percent or more.

I ncrease the use of time-based equity. Following every economic disruption we have seen
the mix of long-term incentive vehiclestip back toward the use of time-based equity. After
a couple of years, thetrend rever ses and performance-based equity prevalence increases.
But thistime, despite | SS objections, it may be worth keeping things simple if multi-year
financial goals provetoo difficult to set.

Finally, accept that discretion and judgement and qualitative perfor mance evaluation is
hereto stay. Frankly, it’s always been difficult to reduce executive perfor mance evaluation
to a formulaic assessment of profit, growth, and total shareholder return. But to do
gualitative perfor mance evaluation right, companies should adhereto afew key principles:
be prepared, consistent, fair, modest, and act with integrity.

Evolving the ESG Conversation

The exploration of the merits of environmental, social, and gover nance concerns has
matured. The conversation now is not whether these issues are vitally important, but about
how best to move the needle on the ESG pointsthat matter most to an organization. The
pressureison from investorsto make greater progressin a shorter period of time,
especially in the areas of diversity, equity and inclusion (DE&1) and climate change, and as
aresult, a general expectation has arisen that executive incentive plans should have ESG
performance measures. That may be one effective way to achieve results, but perhaps
other, equally important actions make more sense in some cases.

We expect that in responseto broader stakeholder views, many companieswill integrate
ESG metricsinto their incentive plans even though they are not coreto the business
strategy. No doubt those metrics may beimportant in other ways and for other reasons,
but fundamentally sound incentive plans should only reflect those metricsthat are part of
or directly and materially supporting the business strategy. Nevertheless, our
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conver sations with boards over the last couple of yearsindicate we will begin to seea
substantial increase in the number of companiesthat have an ESG measurein their short-
term incentive plans. Whilethey are currently very rarein long-term plans, we may also
see an increasing number of companiesinclude ESG thereaswell. And this may turn out
to be a more thoughtfully planned approach, given the complexity and long-range nature
of most ESG issues.

We also know that including one or more ESG metricsin incentive plansis often viewed as
an effective way to signal how important these issues areto the organization. Thereisno
disputing the signaling power, but that should not be the goal. In order to make significant
progress beyond noting an issue’s basic importance, the board must establish a baseline,
explorewhat is possible over what timeframe, and ensure that the executives charged with
making this progress have clear line of sight to a successful outcome.

Thisisthenext logical step in the compensation committee’s discussions about ESG:
integrating the desire to make progress against ESG factorswith the very specific

conver sation about goals and metrics. Talking about ESG within the context of annual and
long-ter m goal-setting isthe best way to ensure you don’t end up with competing
priorities, ineffective incentive plans, or unintended consequences.

Asan example, let’slook at a short-term incentive plan, where ESG metricsare currently
most common. Many companies use a mix of financial and non-financial metricsin their
annual plans (e.g., 80% weight on financial performance and 20% weight on non-financial
performance). Replacing a non-financial metric with an ESG metricisrelatively easy for
companiesthat already include non-financial metricsin their annual incentive plan. But
incor porating an ESG metric isfar more difficult for companies with annual incentive
plansthat only measur e financial performance. These companies must consider the degree
to which ESG or other non-financial priorities should “dilute” financial priorities. Thisis
whereit getsdifficult very quickly, although many times these companies may already be
considering ESG in their compensation deliber ations outside the annual plan. For example
it may influence salary decisions or long-term incentive grant values, but companies may
not be adequately explaining this processto shareholders. This could be a missed
opportunity to help connect the dots and explain what is being donein serviceto ESG and
why, aswell aswhat isnot being done and why.

Ultimately, investors expect progress. Making it clear how the organization is pursuing its
ESG goals and how it will be held accountable isa must. Whether this plays out within
incentive plans or through otherwise stated company objectives that have baselines, goals,
and timeframes outside of compensation—such asin standar ds-based cor por ate social
responsibility reports—istheright determination for the moment.

Bringing Back Servant Leadership

While ESG is a front-and-center conver sation—and not likely to abate at any point
soon—it isinfluencing more than just business operations and outcomes. We ar e also
seeing a different kind of leader ship conversation in thisESG era: real, down-to-earth
conver sations between leader s and their people, with genuine expressions of concern for
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safety, health, and well-being. L eader ship teams ar e shedding their former selvesin
pursuit of a greater purpose, often known as “ servant leader ship,” with adesireto serve
and be of serviceto others. These highly effective leaders are engaging in waysthat restore
a sense of personal safety, provide employees with greater control and work/life balance,
and cultivate a work environment that feels more individually significant and impor tant.

This goes beyond simply creating a pleasant work climate. Not only does thistype of
leader ship help combat some of the increasingly urgent engagement and retention issues
many companies are facing, it frankly helpsdrive better outcomes. Company leaders and
their boards often seethat helping individuals find greater belonging and inclusion,
flexibility, mental health, and physical wellbeing can lead to their full potential being
realized. Thisleadership from a place of compassion naturally leadsto improvementsin
collective organizational performance.

We know that moving from highly analytical, data-driven, and/or “command and control”
leader ship into a “ softer” arenaisa major culture shift for many organizations, but
definitions can help. What, exactly, does a servant culturelook like? It isnot an individual
style of leading; it isthe art of teaming to liberate people to do what isrequired of them in
the most effective and humane way possible. It beginswith a heavy dose of empathy,
putting others’ needs above one sown, and requires a show of humility. And it seeksto
actively build trusting relationships and foster active listening.

Hereare 10 actionsthat can help your management team and board work toward a
meaningful servant culture:

1. Deeply Listen: Practice the discipline of hearing, acknowledging, validating, and
being open to others views asaway to build trust.

2. Be Empathetic: Stand in someone else’ s shoes, take in their unique circumstances,
and put their needs above your own.

3. Foster Belonging and Inclusion: Help people feel a sense of shared identity, while
recognizing their individuality.

4. Provide Healing: Care about the well-being of others and take stepsto help them
over come challenges.

5. Show Humility: Be self-awar e, know your limitations, admit mistakes, learn, and be
open to change.

6. Communicate with Inspiration: Engage in authentic communication that reaches
people at a personal level.

7. BeVisionary: Focus on the bigger picture, giving othershope for the future.

8. Build Community: Help people participate in something bigger than themselves, in
the organization and the community.

9. Take Accountability: Take personal responsibility for yourself, for others, and the
organization at large.

10. Commit to the Growth of Others. Help each person in the or ganization

grow—personally and professionally.
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The beauty of servant leadership isthat asit takesroot, it createslift and builds
momentum, allowing moreto achieve their full potential.

Maximizing Board Effectiveness

The lessons of the past two year s suggest that having a top-notch board is moreimportant
than ever. We see many boar ds developing stronger partnershipswith the CEO, while
retaining their independence and over sight responsibilities. Most high performing CEOs
are proactively seeking thiskind of relationship with their boards, asthey realize the
benefit of the additional experience and per spective the board can provide during these
challenging times.

L ooking ahead, it islikely that companieswill continueto face layers of crises—social,
economic, environmental, and geopolitical. The most resilient companies will have CEOs
and boards who have forged a partnership to weather the stormsand pull their companies
through, perhaps even better than before. There arefive areas we see as key to such
collabor ation:

1. Being Proactive: Stepping up asa partner to the CEO and management team asthey
navigate very difficult and ambiguous waters

2. Encouraging Agility and the Ability to Pivot: Helping prioritize a company’s most
urgent challenges

3. Checking in Personally: Ensuring the CEO and management team ar e personally
doing okay, along with providing advice and counsel asthey adjust their leader ship
stylesto meet the current needs of the organization

4. Building Talent for the Future: Developing a diver se bench of leader ship-ready talent
and emphasizing the need to cultivate leaders for the long haul

5. Spotlighting DE&| and ESG: Asking theright questions and requesting data to
provideinsightsinto current goals, metrics, and measurement

Asboards have been asked to step up and lead in new and different ways, the day-to-day
work of directorshas evolved and broadened beyond the traditional focus on profitable
growth. For example, the most effective boardstoday ar e also meeting an urgent concern
by focusing on the alignment of the wor kforce and its needs with the strategic needs of the
current and future organization. While the full board has moreto do, thereiscertainly
added importance and a broadened role specific to the compensation committee. Many are
broadening their chartersto include arobust focus on CEO and senior leader succession
and development, with an eye toward developing leader s who can build winning and
resilient cultures. And of cour se, the most proactive boards are looking inward with an eye
toimproving their own leader ship capabilities. Threeimportant shifts are happening
amongst boardsthat are evolving to better meet the needs of their organizations:

1. Recognizing the Importance of Culture: L ooking mor e deeply at organizational culture,
thelevel of organizational health, and how the culture will need to evolveto drive
future growth

2. Role Modeling Diversity and Inclusion: Working to build board diversity and inclusion
that translatesinto added value to the organization
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3. Engaging in Deeper, More Meaningful Board Assessment: Below-the-surface evaluation
of the board’s performance and a frank outlining of its current and futuretalent and
experience needs

In Conclusion

It seemstrue morenow than ever: the only differentiating trait of an organization in the

long run isits people and the quality of its leadership. Eventually, all of the fundamental

issues—and opportunities—associated with people and leader ship will come through the
compensation committee. We have seen some shining examples, particularly over the last
couple of challenging years, wheretogether boards and management teams are bringing

together arespect for the power of corporate culture and a desire to more actively foster

leader ship with a strategic and well aligned compensation philosophy. Not coincidentally,
these same companies ar e reaping the benefitsin financial performance.
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