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The2020
Compensation
Committee Agenda:
Five Pressng | ssuesin
Focus

With the arrival of another roaring ‘20s, it’stime for boardsto look ahead and prepare for
the significant changes coming in cor porate governance. Thisis particularly truefor the
compensation committee, whose role is expanding, while the focus on executive and
director pay isincreasing. We have identified five growing topics of focusthat warrant the
compensation committee’s attention thisyear.

1. What exactly should directorsbe doing in response to the compensation committee’s
expanding charter and responsibility?

2. What best practices should be considered in the use of “adjusted” performance
metricsfor incentive programs?

3. Should the compensation committee consider moving beyond disclosureto inclusion

of ESG metricsin an incentive plan?

Isit time, again, to consider EVA?

How do we balance the pressure to be more transparent on compensation matters

with therisks of sharing too much information?

o ks

1. Expanded Responsibility for the Compensation
Committee

Therole of the compensation committee has continued to expand to incor porate
responsibility for a broader range of human capital issuesincluding succession planning,
leader ship development, corporate culture, and diversity and inclusion. In general, weare
seeing an increasing level of focus by the board on people mattersthat reach beyond the C-
suite.

This startswith leader ship selection and talent development programs but has of necessity
evolved to risk management—dealing with investor and public confidence issues such as
MeT oo incidents, poor customer service, and retention issues. Most importantly, it hasled
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to how to develop and maintain a culture that does not encour age those thingsto occur.

External pressuresto make morerapid progress on societal issues such as diversity and
pay gap come back to the board aswell. (And where better to send those challenges than
the compensation committee?) While ther e has been much conver sation about these topics,
what exactly should directorsbe doing in response to the expanding charter and
responsibility?

Succession Planning

While boar ds have typically reviewed top level succession candidates once per year, today
many companies ar e r eviewing management development programs deeper in the
organization to make surethereisarobust pipeline. Specific roles and responsibilities
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include:

Committee Roles and Responsibilities

Asks of Management:

Ensure the firm has short-term and long-term
plans in addition to an emergency succession
plan for the CEO

Succession charts with emergency
successors, number of ready now, ready soon,
ready in two or more years

Identification of key skills and competencies
needed today and needed in the future

Monitor the overall health of the leadership and
talent pipeline by looking at not just the CEO,
but also roles two to three levels removed from
CEO

Key positions beyond the CEO

Succession charts that measure number of
potential successors, readiness, and active
development toward targeted role

Confirm that talent pipelines are being actively
developed

Developmental assignments for individuals in
the talent pipeline

Annual assessments of each succession
candidate

Turnover rates among succession candidates

Diversity and Inclusion

While many boards have a once-a-year presentation on diversity statistics, boardsare
increasing their oversight of the strategies employed to make progress on diversity issues.

Committee Roles and Responsibilities

Asks of Management:

Understand current diversity environment in a
more in-depth manner

Diversity activity (% female, % URM):

= New hires by organizational level

= Promotions by organizational level

= Turnover by organizational level

= Turnover among identified succession
candidates

Diversity description of key populations:

= Designated high potential population

= | eadership succession candidates

= Line versus staff positions

= Paygap

Ensure programs are in place to drive change

= Goals for each of the above metrics

= Regular pay equity studies

= Regular engagement surveys

= Recruiting programs to attract diverse
candidates at all levels of the organization

Monitor program effectiveness

= Share engagement survey results
= Share pay equity study results
= Share progress towards diversity goals

Provide strategic input to diversity
communications to build positive employment
brand identity

= Both internal communications and external
communications regarding diversity, pay

equity, pay gap

Expanding therole of the board and the compensation committeein broader talent
management issues has been trending upward for several yearsand continuesto gain
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attention astalent issues surface and potentially become the barriersto success for
organizations. Continuing to recognize the human capital strategy linkage to overall
success and being proactive in surfacing, discussing, and recommending action will
enhance board effectivenessin delivering shareholder value.

2. Best Practices in the Use of Adjusted Performance
Metrics

Thevast majority of US publicly-traded companies measure and publicly communicate
financial resultsusing “adjusted” metricsin addition to the required GAAP metrics. As
theterm implies, adjusted performanceis based on adjustmentsto GAAP financial results.
For example, one such common metric is adjusted earnings per share.

Therationale for using adjusted metricsisto provide investorswith a clearer picture of
true operating performance without the distortions of one-time events such as acquisitions,
divestitures, changesin accounting rules, restructurings, and legal settlements, which can
result in significant year-over-year volatility in published resultsthat may not bereflective
of core operating performance.

Consistent with the approach used for financial performance disclosur es, most companies
also use adjusted metrics asthe basis for incentive compensation payouts. In addition to
maintaining alignment with how companies communicate resultsto investors, the rationale
for using adjusted performance for incentive compensation isto motivate and reward
management for delivering operating results within their control and influence.

The use of “adjusted” financial performance metrics has come under criticism from the
public and scrutiny from the SEC. Critics point out that “one-time” losesits veracity when
adjustments are made every year. They also note that the types of adjustments vary across
companies, making relative performance comparisons difficult if not impossible.

Given thiscriticism that adjustmentsto financial metricslack consistency across
companies, what factors should compensation committees consider in allowing for
adjustmentsto performance metrics for incentive compensation pur poses?

We suggest that compensation committees consider the following “rules of theroad”:

= Materiality: Consider a threshold dollar amount over which adjustmentswould be
considered.

= Consistency: Review against historical adjustment decisionsto avoid the slippery
slope of new adjustments every year.

= Accountability: Evaluate the degree to which theitem or event istruly outside of
management’s control and not a result of core operating performance.

» Disclosure: Ensure any adjustment will withstand the bright light test of public
scrutiny. Isthe proposed adjustment also reported externally to investors? If not,
does approving this adjustment create additional proxy disclosure burden?
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While private companies may not have the same disclosur e concerns, the other criteriafor
considering GAAP adjustments (materiality, consistency, and accountability) arejust as
relevant asfor private company incentive plansasthey arefor public companies.

We also recommend that committees adopt a regular cadence of reviewing potential
adjustmentson a quarterly basisto avoid any unanticipated year-end surprises. In
addition, committees should ask to see competitive practices asto how peer companies
treat adjustmentsfor incentive compensation purposes.

3. Isit Time for ESG to Factor in Compensation?

In 2020, addressing sustainability is not optional. Stockholders (and employees and
customers) are demanding that boards be clear about companies’ positions on
environmental, social, and gover nance (ESG) issues and more importantly, what they are
doing to effect change. What does that mean in the context of executive compensation?

ESG issues, given their depth and breadth in scope, are fundamentally issues that touch all
board committees. However, compensation committees are on the hook to determineif and
how senior management teams should be held accountable—through their incentive
plans—for achieving goals that create shareholder value while driving safe oper ations,
turning a profit, and thriving responsibly.

These are not easy discussionsto have or decisionsto make. If we step back from the
plethora of issues, and approach ESG more holistically, we seethat it goes far beyond
tactical challenges, quantifiable metrics, and checklists. The questionsto tackle are
complex. For example, how does an organization prioritize social issues versusits carbon
footprint or how do you decide if an issueisimportant enough to measure, isit also
important enough to pay for? The point is, deciding what goes into an incentive plan will
be theresult of debate and compromise and balancing the many competing priorities that
are uniqueto your businessand its stakeholders.

The following steps offer a basic starting point to help compensation committees begin
discussions and develop a processto identify, measure, and potentially pay for driving
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ESG performance.

Step 1: = Set the context — why is this discussion important?
Initial = |dentify the ESG issues that are important enough to the organization to be
Review measured
= Decide if any ESG goals should be formally included in the incentive plans; if
none are appropriate, document rationale

Step 2: = Determine if the appropriate systems are in place to measure ESG goal(s);
Establish create assessment system, if necessary
Baselines = |dentify historical performance (industry standards or competitive data)
= Establish baselines for future comparisons

Step 3: = Review prior year performance
Establish = Establish goals (annual or multi-year)
Goals

Step 4: = Prepare internal communication plan

oo -0 = What are the key messages? (What are the goals? Why are they important?
How do we achieve them?)

= To whom do we need to communicate (investors, plan participants, employees,
other key stakeholders)

= How are messages delivered? (sustainability report, corporate website,
leadership, CD&A, etc.)

= When will they be delivered and with what frequency?

= After year end, measure results (consider periodic updates during year)
= Consider results in pay decisions
= Go back to step 3

Ultimately, how a company addressesits ESG issues, including its decisions about how
ESG performance measures formally or informally play arolein incentive plan payout
opportunities, will be unique. Yet all companies can expect that soon enough, investor s will
want to know what your company has decided to do and why.

4. EVA as an Incentive Metric?

For 2020, I SS (I nstitutional Shareholders Services) has fully incor porated Economic Value
Added (EVA) into its assessment of executive compensation. A sate of four EVA-based
measur es replaces the GAAP measuresin the secondary Financial Performance Analysis
(FPA) portion of the pay-for-performance (PFP) test.

Thehard truth isthat EVA is somewhat more complicated, and much less prevalent, in
incentive plansthan GAAP measures. M oreover, the four EVA-based metrics used by ISS
may seem even further derivative and removed. Yet, it isimportant that your company
under stand these EVA measures, have an idea how it will comparein your FPA test, and
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have a practical and clearly communicated position regarding the use of EVA.
ISS EVA Measures

While the measures may be unfamiliar, thereislogic and rationale to the use of the four
EVA-based measures. First, EVA by itself isuseful in that it captures growth, profitability,
and risk-adjusted capital returnsin away no single GAAP measur e can do. In order to
allow for comparisons acr oss companies of different size, EVA can be scaled, and that is
what the four | SS measures do. They are size-adjusted, based on sales or invested capital.
Two of the measur es gauge economic profitability: “EVA margin” istheratio of EVA to
revenue, while“EVA spread” isthe difference between ROIC and the cost of capital, both
over agiven period of time. The other two measures are both related to “EVA
momentum,” which seeksto capturethe changein EVA from the prior to current period,
scaled by both revenue and capital.

Understanding How Y our Company Will Compare

Aswith the GAAP measures, | SSwill determine your company’s quartile performance vis-
a-vis each of the four EVA measures. Your company should begin modeling the EVA
measur es against peers, similar to the way it modelsrelative TSR and the legacy GAAP
measur es. However, |SSEVA isnot a simple calculation. I n fact, it is subject to fifteen
standar dized adjustments, from capitalization of R& D and advertising expensesto
smoothing of taxes. Early rever se engineering modeling is getting reasonably close, and
only a handful of the fifteen adjustments appear significant. Nevertheless, as 2020
progresses and mor e company reports are reviewed, modeling should improve markedly.

IsEVA Right for Y our Company?

EVA hasbeen around since at least the 1980s, enjoying a bit of a golden age in the 1990s as
hundreds of publicly traded companiestried it on for size asa planning tool and/or in their
incentive compensation plans. Today fewer than ten percent of US public companies use
EVA (or more generically, economic profit) in their incentive plans. All of the traditional
reasons for considering EVA, and for dismissing EVA, remain unchanged since I SS
adopted itsusage. In other words, companies should place no weight on | SS when
considering EVA, or any other performance measure for incentive compensation. It is
important to note that companies can include all performance dimensions of EVA in their
incentive plans through a combination of measuresrelated to growth, profitability, and
capital efficiency, along with thoughtful plan design, weighting, and goal-setting. EVA is
not necessary. However, the performance dimensions of EVA—profit, growth, capital
efficiency—ought to be represented and properly balanced in your incentive framework
and reflect your company’s specific economic context.

5. Strategic Transparency in Communicating Pay Issues

Compensation committees ar e recognizing that investors and proxy advisorsare not the
only stakeholder swho need to have comfort and confidence that compensation programs
are designed to beresponsible, competitive, and aligned with long-term value creation.
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However, asthe landscape of stakeholdersinterested in executive compensation is
growing, it should be noted that they are not created equal—some carry morerisk and
require focused attention and/or messages. For example, investors and proxy advisory
firmswant companiesto demonstrate robust shareholder engagement efforts and board
responsiveness following a low say-on-pay result. On the other hand, high-performing
employees are likely to be focused on career growth and pay equity policies. While certain
consumer constituencies may be focused on environmental sustainability efforts.
Companiesthat can clearly communicate their compensation philosophies and positionson
various pay-related issues will find themselvesin a better position overall with their
various constituencies.

Because expectations about infor mation vary acr oss audience segments and some issues
will be moreimportant for some than others, the board and senior management should
have a shared vision of their organization’s strategic transparency goals. Thefirst step in
ensuring that your organization is addressing the issues thoughtfully and strategically isto
create a pay topic inventory list, cross-referenced with your list of stakeholdersand
prioritized according to audience.

Sample Matrix: Stakeholders and Prioritized Pay Topics

Media & The

Investors Proxy Advisors Executives Employees Public

Red = High Priority Yellow = Medium Priority Green = Low Priority

After this exercise, you can begin to develop the message platform for building a “ strategic
transparency roadmap” with specific messages, timing, and materials. In some instances,
messages will overlap which isa good thing, as continuity iscritical to building credibility
and ongoing trust. However, not all messages are one size, even if they are centered around
the same topic. For example, your executives and employees are probably all interested in
competitive pay practices. It’s probably a high priority to make sure that your
employees—r egar dless of level—under stand how the company sets pay levels and makes
compensation decisions on an ongoing basis. So, your company may decideto be
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transpar ent about which and how peer companies ar e analyzed when benchmarking pay
levels. However, executives may want mor e details around equity and shareholder value
creation than employeeswho are only eligible for cash incentives.

1. Define
messages for
each issue

2. Plot optimal 3. Develop

timing ‘ materials

= Define regular
milestones for
communication
(e.g., quarterly,
annually)

= Find the overlaps = Public disclosures

= Weigh the risks of
sharing information
with some versus
others

= Investor
calls/presentations

= _eadership &

= |dentify special or TR MEEE S

circumstantial
touchpoints

= Tailor messages for
each stakeholder
group based on
priority and risk

Thereisno doubt that thetopic of pay transparency and what it meanswill continueto be
in the spotlight, especially as we head into the 2020 presidential election. With a clear and
shared vision of what your organization wantsto say about compensation to whom and
when, companies will have a much better chance of mitigating any unintended
consequences of staying silent on the pay issuesthat have become part of today’s global
conver sations.

Key Takeaways

Trends are by definition a general direction. Assuch, they warrant our careful attention
and companies of all sizesand owner ship structures should take note.

When it comesto the expansion of the compensation committee’ s responsibilities, it’s
doubtful that any company can determine “it’snot right for us.” Taking a closer look and
becoming more actively involved in broad human capital issues such as succession
planning, leader ship development, and diversity and inclusion are becoming a key

under pinning to the execution of your business strategy.

Getting performance measurement “right” continuesto be a key priority for the
committee—asillustrated by the fact that three of our top five topics are variations on this
theme. When thoughtfully applied, “adjusted” GAAP metrics can strengthen the link
between management per for mance and pay, but we advise companiesto conduct regular
reviews and develop a set of rulesto guide any adjustmentsto ensure they are even-handed
and defensible.

Similarly, companies should pay close attention to the growing call for ESG

measur es—this movement cannot be overlooked. Focusfirst on under standing your
company’s baseline position, deter mine what matters most to your business and your
constituencies, and establish broad goals. For some companies, it will be a natural next
step to include one or mor e of those goals in executive incentive plans, while for othersa
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strong communication plan may be theright approach.

Third, we believe that most companies, after evaluating the re-emergence of EVA, will
agreethat its performance dimensions—pr ofit, growth, and capital efficiency—ought to be
captured in someway in the incentive plan framework, though EVA itself may not be
necessary other than asa sanity check vis-a-vis proxy advisor pay-for-performance
assessments. And of course, any and all measures should reflect your unique market,
operating environment, and strategy.

Lastly, thereisan ever-increasing expectation on the part of all stakeholdersfor greater
levels of communication and transparency about compensation and human capital
management. We believe it isimportant to create a communications approach based on
“strategic transparency” that targetstheright audiences with the right messages.
Thoughtful and consistent messaging not only prevents problems but can also improve
culture and positively differentiate your organization.
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