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Theoil and gasindustry is navigating a sustained wave of consolidation, and the effectsare
increasingly visible in compensation committee meetings. M erger s and acquisitions,
bankruptcies, and privatizations over thelast several years have materially reduced the
number of viable public comparators. For many companies, peer groups that once
included a dozen or mor e companies now contain only a handful—in some cases, five or
fewer viable public peers.

Traditional advice focuses on expanding peer groupsinto other industries. However,
companies should focus on the harder (but more relevant) challenge: How to maintain an
effective relative performance incentive plan framework with the most relevant
comparators, even when the peer group becomes smaller. To be clear, that does not
suggest retroactively changing the peer group for outstanding awar ds, which would raise
obvious gover nance concer ns.

The challengeis forward-looking: What should the oil and gas performance peer group
look like for the next cycle of long-term incentives?

Why Shrinking Peer Groups Are Especially Challenging in
Oil and Gas

Relative total shareholder return (TSR) isawidely used performance metric because it
reflects how the market values execution amid macr oeconomic for ces. But the framework
behaves differently when the peer group contracts, particularly in a commodity-driven
industry like oil and gas. Three dynamics matter most.

1. High Sector Correlation

Oil and gas equities tend to move together in response to changesin commodity
prices. When the peer univer se shrinks, performance clusters moretightly, and even
small differencesin TSR can drive disproportionately large ranking movements.
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2. Divergent Business Models

Even among upstream companies, no two portfolioslook alike. Differencesin
commodity mix and basin exposurefor E& Ps, or rig counts and service mix for
oilfield services, can materially affect TSR. With fewer peersto absorb these
variations, relative per formance comparisons become noisier and lessintuitive.

3. Ranking Instability in Small Groups

Per centile-based TSR designsrely on having enough companiesto generate a stable
distribution. With only five or six peers, each company represents a large portion of
theranking curve. I n a six-company peer group, each ranking position effectively
representsroughly 20% of thedistribution. Small TSR movements can therefore
trigger outsized payout swings. A two-point TSR shift can easily move a company
from a median outcometo the lower end of the distribution, or vice versa.
Committeesrightly question whether such resultsreflect meaningful differencesin
performance.

Two Sensible Paths Forward

In practice, companies confronted with a shrinking peer group usually gravitate toward
one of two approaches. Both can work; they simply reflect different priorities and
philosophies about performance measurement. The following graphs demonstrate

theor etical examples of these two different approaches.

Approach 1: Keep an Industry-Pure Peer Group and Modernize the Design (Company A)

TSR Distribution in a Small Peer Group—Range Around the Average
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Company A determinesthat staying with its direct competitors produces the most
meaningful performance comparisons. It retainsthe six surviving peers but shifts away
from aranking-based design to avoid volatility.

Instead, Company A adopts a weighted-aver age outper formance model, which compares
the company’s TSR to the average TSR of the peer group rather than its ordinal position.
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This structure produces a more stable and intuitive payout curve. Key featuresinclude:

m Target payout at the peer average, which better reflectstruerelative performancein
a small sample.

= A linear slope; for example, +5% payout for each +1% differencein TSR,
eliminating the cliff effectsinherent in small ranking groups.

= A reduced maximum payout in negative TSR periods, such aslowering the cap from
200% to 175%, acknowledging the shareholder experience.

This approach preservestheintegrity of an industry-pure peer set while ensuring the
incentive design behaves reasonably in a reduced-peer environment.

Approach 2: Expand the Peer Group and Preserve the Traditional Framework (Company B)
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Company B takes a different path. Its committee values the familiarity and exter nal
under standing of aranking or percentile-based TSR plan. To support that design, it selects
abroad oil and gas sector index that includes companies outside of its peer universe but
with sufficiently similar economic or correlation profiles.

The goal isto expand the peer group to alarge sample size, enough to support a stable
percentile distribution without fundamentally changing the TSR construct.

However, thisapproach carries a notablerisk. Expanding the peer group solely to achieve
critical mass can introduce unintended consequences. It happens frequently when
companiesimport peersfrom different sub-industries or broader market indexes such as
the S& P 500 simply to fill out the peer group. Because these companies often move for
reasons unrelated to commodity cycles, they often anchor the extreme ends of the TSR
distribution. Depending on where the oil and gascycleis, at the beginning or end of the
measur ement period, these non-correlated peers may consistently show up as either the
highest performersor thelowest performers. Theresult isa peer group that islarger, but
not necessarily more meaningful, and one that can introduce distortionsthat are harder
for acommitteeto justify.

Company B can mitigate these risks through correlation testing and disciplined peer
screening, but it can also introduce structural safeguardswithin the plan design itself. For
example, the committee may designate a small subset of true competitors, perhapstwo key



Pearl Meyer

peers, and incor por ate performance guardrails tied specifically to them. If Company B
outperformsthose cor e competitors, the plan could provide a minimum payout of 75% of
tar get, regardless of wherethe broader peer distribution falls. Conversely, if Company B
under perfor ms those same competitors, the maximum payout could be capped at 150% of
target.

Thistype of overlay preservesthe statistical benefits of alarger peer group while ensuring
that performancerelative to the company’s most relevant competitor s ultimately anchors
the outcome. In a consolidating industry, that balance between breadth and competitive
accountability can becritical.

Deciding the Best Approach

Shrinking peer groupsarenot areason to abandon relative performance metrics. They
require a more deliber ate approach to defining compar ability and designing the incentive
structure. As consolidation reshapes the sector, companies will increasingly face the choice
between maintaining an industry-pure peer group and updating the TSR methodology, or
expanding thoughtfully into adjacent areasto preserve a moretraditional structure.

Whether a company aligns more naturally with Company A or Company B, the objective
remainsthe same: to establish a performance framework that fairly reflectstherealities of
a cyclical industry and provides meaningful long-term alignment between executives and
shareholders.

Consolidation hasreduced the number of peers, but not the need for disciplined design. In
a shrinking sector, a performance plan’s credibility does not depend on the size of the peer
group, but whether its structure produces outcomes that board members can defend.
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