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One of the most challenging compensation-related itemsthat boar ds and management
teamswork through isthe goal-setting process for the annual cash incentive plan. In most
industries, companies have commercial productsor servicesthat generate financial results
which can be measured and used asthe basisfor incentive funding purposes, arethe
primary valuedriversfor the company, and are the way its performanceis gauged
externally. It isquite different in the biotechnology sector wherethe key valuedriversare
often non-financial and geared toward making scientific or technical progresstoward
commer cial products at some point in thefuture. Thisisentirely the case for
precommer cial companies, but holdstruefor larger commercial organizations as well.

Whether atherapy isviable depends on high standards around safety and efficacy, which
are arguably outside of management’s control. These factors suggest that management
execution plays an important rolein driving toward successin biotech, but ultimately the
scientific results will determine whether a company is successful and able to achieveits
mission.

Therein lies one of the fundamental questionsin developing incentive goalsin biotech:
Should they be based on management execution (i.e., inputs) or the actual scientific results
(i.e., outputs)?

The Basics in Biotech Incentive Design

Short-term cash incentive programsin precommer cial biotechnology or life science
companiestend to follow a similar structure. There are a number of key scientific,
oper ational, financial, and organizational goalsthat are weighted according to their
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relative importance to the company in a given year. Typically, scientific goalsrepresent a
large majority of the overall weighting, followed by financial (e.g., raising fundson
favorable terms) or operational depending on the company’s needs, and then
organizational. The methodsto evaluate whether a company partially achieved, achieved,
or overachieved relative to those metrics can differ by company, ranging from pure
discretion to actual definitions of what constitutes achievement along the spectrum. The
compensation committee and management team evaluate theresults at the end of the year
based on scoring each metric and applying the attributed weighting. Those individual
scores arethen added up to arrive at an overall cor porate score.

The Challenge with Setting Goals

One of the key philosophical decisionsthat underlies the goal-setting process is whether
the goalswill be set up to be based on execution of a particular set of tasks, or the results of
thetopic at hand. Below isan examplethat illustratesthe point:

Goal Theme Execution-Based Results-Based
Progress Asset ABC Fully enroll ABC study by June 30 Positive data read-out from ABC study

You could envision that the incentive funding results could be quite different based on an
execution-based goal versus a results-based goal.

The Case for Execution-Based Goals

M anagement teams will typically prefer to have execution-based goals because they have
greater influence and control over meeting the objectives and ear ning the associated bonus
dollars. From an incentive theory per spective thisisthe preferred design method because
the goalswill drive behaviorsand provide motivation. Results-based goals cannot do so to
the same extent since the individual or team ultimately does not have complete control

over the outcomes. The execution-based method is also beneficial from an employee
retention standpoint because even if a drug or technology wer e to fail in achieving the
desired safety, efficacy, or technological result, if the execution of that testing or process
was done well then incentives could still be ear ned.

The Case for Results-Based Goals

Results-based goals may not have the same line of sight as execution-based goals, but they
are generally moretightly linked to stakeholder goals. In thisinstance it would be
stockholders, in the form of increased stock prices should the results of a study be positive,
or patients, where positive results bring patients closer to having a therapy or medicine for
their disease.

A Hybrid Model for Consideration
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One possible conclusion isthat there should be some hybrid design that effectively drives
execution on the goals, and also rewar dsindividuals and teamsfor positive clinical and
technological outcomes. An approach that we believe achievesthisisto create goals that
provide the participantsthe ability to earn up to 100% of their bonus based on the
execution-based outcomes of the respective goals, and only in the event that the outcomes
are also positive would the participant be ableto earn an above-target bonus. This
balances the needs of the organization (motivation and retention), with the needs of
stakeholder s (incentivizing results).

Testing the Overall Rigor of the Plan

Below isan illustration of incentive funding ranges under different execution- and results-
based outcomes. It could be used as a guide to back-test the draft incentive plan goalsto
understand if the funding outcomes are roughly in line with these rules of thumb. If the
results under certain scenarios would indicate that the funding istoo generous (above the
range) or too punitive (below therange), the goals or weightings could be adjusted

accordingly.
Scientific/Technical Results
Poor Mixed Superior
Execution Superior 75-100% 90-110% 110 -150%
Mixed 25-50% 50-75% 75-100%
Poor 0% 25-50% 50-75%

It isimportant to note that not all goal categories, or goalsthemselves, lend to execution-
and results-based goals. Some goals may only be structured as execution-based goals, and
others may only be meaningful when they areresults-based.

Conclusion

Aligning pay and performanceis central to most compensation philosophies and of upmost
importance to investors. Goal selection iscritical to building a foundation for this
alignment. Compensation committees should strive to avoid paying high or relatively high
bonuses based on the scorecard at a time where the stock pricefalls dueto investor views
on cor por ate performance. Results-based goals can build this downside protection into
plans providing balance to a set of execution-based goals.
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