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Introduction

Digital transfor mation represents many potential positive outcomes for an organization’s
efficiency and bottom line. However, it also brings some challenges for corporate culture
and the workforce. A good leader hasto manageit all. And of course, boards must have a
clear understanding of the operational and competitive landscapes and be in active dialog
with management—asking the leading questions that can uncover unforeseen risks and
opportunities, and developing a well-rounded team with the right CEO as captain.

Today’sreality isthat all companies are facing pressureto incor porate a digital
framework into their businessto a greater or lesser degree. Think about the traditional
bell curve. At one end arethose who have seen digitization coming and are actively and
strategically enacting change, bookended by a similarly sized group that isclinging to their
analog world. In the large middle ground are those who are awar e but struggling, or
putting off theinevitable.

The organizations most well positioned to succeed are not simply externally focused (e.g.,
“How can we change incentive metricsto incor porate the impact of digital investments and
evolving customer expectations?”), nor arethey solely looking internally (e.g., “How does
digital transformation affect our workfor ce engagement?”). The big winnersarelikely to
be companiesthat take a holistic approach to digital—driving an evolving business
strategy with strong incentives and combining the efficiencies and productivity gains from
available technology with a concern for digital impacts on the workfor ce and corpor ate
culture. It must all be woven together skillfully by great leaders.

Maintaining an Even Keel: Balancing New Strategic
Initiatives While Keeping the Lights On
Digital transformation objectives may bring therealization that short-term profitswill be

impacted because of the required investment. In other words, a transformation agenda
may present a kind of “catch-22" where change is necessary for future success (possibly
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even survival), but putting plans and budgetsin place to ensure the transformation
happenswill likely result in lower profitsfor atime.

This near-term difficulty for both boards and management isjuxtaposed with the
expectation that they are appropriately building for the future. It isnot a simpletask. For
example, a small company may have a significant value-add service or product ideathat a
behemoth like Amazon simply can’t offer. Yet because it isn’t market-dominating, the
small business can’t afford the kind of investment necessary for quick transformation. The
practical limitations on digital investment can impact lar ge companies too—investorsin
matur e public companies have expectationsregar ding annual financial performance, and
can react negatively to decreasesin profitability without acceptable justification.

Together, the board and management must find a way to balance needed current income
with long-term goal-setting and metricsthat will ultimately justify a reinvestment of profit
that generates bigger returnsat alater time. And of course, there are cautionary talesto
inaction; recall Eastman Kodak’s unwillingnessto lower short-term guidanceto the Street
In order to enact a strategic pivot.

One way to manage this conundrum may liein the balanced value drivers concept. By
integrating digital transformation objectivesinto the valuedriver analysisand the
corresponding executive compensation design, boards and management teams can easily
and clearly point to the digital transfor mation strategy they are enacting, how it fitswithin
the larger business strategy, and how the executive compensation plan isaligned in the
long term.

Not only does this approach provide a clear roadmap, the simple visual nature of a value
driver tree can also anchor strong and compelling conver sations with stakeholders, which
will be key to investing now for payoff in the future.

We’'re All in the Same Boat: The Digital Culture

Digitization isn't just something that happensto our customers, clients, suppliers, and
partners—it happensto “us’ too. Directors can remind their organizations not to lose sight
of how digitization can affect the wor kfor ce as a whole, often in fairly dramatic fashion.
The latest wor k-from-home, wor k-from-anywher e shift isa glaring example.

Thereare other significant cultural changesthat can take place. For example, an “always
on” expectation arising from tools like Zoom and Slack can have positive short-term
influence on productivity and goal-setting, but over thelong term may negatively affect
employee engagement and lead to burnout or even retention issues. Management dynamics
may change when previously “ high-touch” activities such as perfor mance reviews become
automated through HRI'S systems. Compensation can also be impacted by these changesin
myriad ways: questions about geographic differentialsin base pay and the need for
recruiting and retention bonuses to maintain staffing levels and leader ship teams are two
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current issues.

While there may be no avoiding difficult change, awar eness and empathetic leader ship
may help many organizations manage the inevitable bumps.

Who's at the Helm? Board Leadership and Management
Team Development

The ultimate success of a strategically planned digital transformation may come down to
one simple factor: Do we have therequisite skillset to deliver on the digital strategy?

Having a strategic plan champion on the board can be a huge indicator of success. Absent
that one strong voice, a well coordinated board that is dedicated to the ongoing
development of the management team’sleader ship can help drive and support major
business changes.

Boardsthat arefocused on developing leader s of the future are looking for the same skills
and attributesthat a digital initiative requires: a continuously lear ning mindset, innovative
thinking, resiliency, courage, and an opennessto diversity of thinking. Further, directors
who are coordinated in helping maximize the effectiveness of the leader ship team are also
concer ned with maintaining institutional knowledge through a deep talent pipeline and
avoiding churn and turnover where possible. They are cognizant of how executive
compensation and rewar ds programs can support the building of great management

teams, and how specific, strategic goal-setting can set up achievement of short-term
milestones on the way to long-term business success.

Conclusion

Asany director or senior leader involved in a significant business evolution or turnaround
will attest, the early stages of transfor mational change require constant dialogue amongst
and between the board and management. Frequently asking (mor e often than just
guarterly) “What have we changed to reinforce this shift and what kind of progress arewe
making?” iskey.

Given the usual expectations of a board, there may be a tendency to pull back and focus
only on the big picture. While a holistic view of how the transformation istaking shape
and itsimpact on the business are important, this may be a time when more micro versus
macr o attention iswarranted. Directors shouldn’t necessarily look for immediate tangible
results, but take a milestones approach and focus on the steps being taken. Encourage
management to frequently communicate these milestones both internally acr oss business
unitsthat may be working more closely together than istypical and with external
stakeholders, particularly investors and their advisors.

Finally, use the compensation plan design as a change agent. Annual reviews should scan
for any confusing and/or conflicting signalsasto prioritiesand for any unintended
consequences taking shape. Assess where progressis being made, wher e additional
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emphasisis needed to achieve the long-term vision, and set goals and tar gets accor dingly.

Case Study: Distributor’s Response to Competitive Pressure

A world-leading medical supply distributor, while not new to the digital world, is feeling pressure from
its board to accelerate digital fransformation. The company's competitive landscape has shifted with
Amazon’s entry into the market, highlighting a need to create significant efficiencies in numerous
aspects of operations and delivery.

The compensation committee, the board’s strategy team, and management have come together with
an executive incentive plan to push the pace of digital transformation while also reinforcing the
board's perception that although the company is moving in the right direction, the pace is simply too
slow to withstand the urgent competition.

Historically, the company has rewarded business unit achievements with incentive programs
designed to manage distinct team-based performance. As a starting point, new goals have been set
around restructured management business objectives that encourage collaboration across business
units on a number of company-wide digital projects. In subsequent years, the plan design calls for a
portion of the next year's long-term performance cycle to further push specific digital goals, followed
by an annual incentive plan cadence that will reward for milestone achievement.

This is a strong example of a board using compensation to reinforce strategic priorities. While no
longer a novel concept in driving business strategies, it is clearly a tool to use to enact today’s push
for digital transformation.
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Case Study: Large Retailer’s Response to a Situational Crisis

Background: A large brick-and-mortar retailer has historically used a single measure (EBITDA) for
the annual bonus plan. Like many retailers, it is facing increasing competition from online shopping
and the pandemic has further exacerbated the issue.

The company is focusing efforts on the following areas for the business in the coming years:
continued store expansion, digital growth, customer satisfaction, and DE&I. Management is
proposing meaningful investments in technology over the next few years to increase its online
retailing operations and direct customer engagement through digital applications.

Challenges: Increased investment in the business will negatively impact EBITDA over the near term
and midterm and developing a new technological platform will take several years to complete. A sole
focus on EBITDA will not necessarily reward executives in achieving these new key strategic
milestones along the way.

While there is market precedent for measuring financial and nonfinancial performance, there is a
“risk” of paying bonuses that are not necessarily aligned with financial or TSR performance in the
near term. The company has a robust direct shareholder engagement history, but is also mindful of
other external perspectives from proxy advisory firms.

Resulting Executive Compensation Plan: Based on the significant change in company strategy,
the board and management worked together to arrive at an incentive plan design that encourages
progress against newly established milestones and clearly signals to all stakeholders the importance
of the transformation.
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2020 Plan Design 2021 Plan Design

Metrics and Weights
EBITDA 100% 60%
PQp-FlnanC|alfStrateg|c 0% 40%
nitiatives
Performance Curve
EBITDA 90% | 100% | 110% 80% | 100% | 110%
Non-Financial/Strategic
Initiatives
e  Store Completion 75% | 100% | 125%
° Digital Sales Growth n/a 15% | 20% | 25%
. Customer Satisfaction Qualitative
¢ f rogress Toward DE& Qualitative

nitiatives
Payout Curve
EBITDA 50% | 100% | 200% 50% | 100% | 200%
Non-Financial/Strategic
Initiatives
. Store Completion
° Digital Sales Growth n/a 50% | 100% | 200%
° Customer Satisfaction
. Progress Toward DE&I

Initiatives
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