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Overview

Compensation arrangements are generally not the driver of activist campaigns,
but poor (or poorly perceived) pay practices heighten a company’s risk of activist
activity and provide activists with additional weapons for use in their campaigns.
Activists target companies that exhibit weak corporate governance structures and
pay for performance misalignment. Companies should regularly evaluate their
executive compensation program to assess and identify their vulnerabilities. Being
prepared by having a response plan in place in the event of activist activity is a
best practice.
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Activists, for the most part, are focused on value creation through strategic and
financial initiatives, but they use executive compensation as a point of discussion
to show how their perspective differs from management’s and to highlight con-
cerns and disconnects between company performance and incentives. For exam-
ple, if return on capital is not a metric used in a company’s incentive plans and the
company has completed several low-return acquisitions, an activist may use this to
support an argument that management’s strategy is weak and that the company’s
executive compensation structure fails to address that weakness. When executive
compensation is easily tied to poor financial results as a rhetorical matter, it pro-
vides activists with another compelling reason to sway other shareholders as to
why a shift in leadership or strategy is advisable.

Effectively telling your company’s executive compensation story in your proxy
statement can act as a key defensive measure against potential activist campaigns.
Not only can it mitigate the occurrence of an activist campaign, but it can also
provide a key opportunity to show other shareholders how the company is already
on the right track. This positive impact can be enhanced through proactive share-
holder engagement using the proxy disclosure as a tool for dialogue and influence.

Undertake a Defensive Review

Prior to engaging with sharcholders (either directly or through the proxy), it is
essential to review the company’s executive compensation program. Such a review
may also serve useful in the event the company finds itself in need of a response
plan for an activist attack focused on poor executive compensation practices. A
comprehensive review should include the following:

e Market understanding and monitoring. Track peer group companies
for activist activity; monitor calls into the company from shareholders or
others regarding executive compensation; follow media reports and third-
party governance ratings of the company.

e Executive compensation design. Undertake a regular review of exec-
utive compensation programs from an activist perspective, in particular
confirming continued alignment with the company’s strategic vision;
assess how the company’s programs compare to those of its peers; con-
sider using outside advisors to identify executive compensation program
weaknesses; understand any underperformance of the company and how
it is impacting executive compensation.
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Focus on the “"Why"

A compensation discussion and analysis (CD&A) is most effective when it
moves beyond mere compliance and instead is used to tell the story in a read-
er-friendly manner of why the company’s executive compensation design supports
and enhances the business goals of the company. The now-emerged (and arguably
best-practice) use of CD&A executive summaries can be helpful, as can graphic
presentations—but try to do more. Shareholders, proxy advisors, and proxy com-
mentators often say that companies are getting very good at telling us the “what,”
but they still do not provide the “why.” Almost every company tells the reader
about, for example, the 200% maximum bonus opportunity (the “what”), but few
explain the reason 200% base salary was the right maximum bonus opportunity to
motivate the executive team to achieve desired results (the “why”). Similarly, do
not just list the performance metrics of a bonus program, but instead explain the
rationale for selecting those performance metrics. Describe changes from metrics
used in prior years, and connect that change to the company’s changing business
strategies. Or, if metrics have stayed the same, explain why they are still the right
goals.

When writing the CD&A, use the tools of any good narrative:

e specificity,
e simplicity,
e active voice, and

e clarity.

Review the CD&A annually, and consider whether it remains fresh and describes
the current executive compensation program. Avoid the “cut-and-paste” approach
so that stale information does not get transterred from year to year without thor-
ough review. Reduce duplication. Effective narrative can preemptively address
shareholders’ largest concerns, including claims of pay-for-performance discon-
nect, by doing the work for the reader—show the reader how the company’s
executive compensation program drove its specific performance objectives.
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Address Hot-Button Issues

When preparing proxy compensation disclosure, be sure to discuss topics that
shareholders are interested in, such as rotating committee chairs, whistleblower
and ethics hotline, and structuring pay to prevent mistakes instead of paying
bonuses when someone fixes a mistake. In addition, highlight mitigating factors
in the company’s executive compensation program, including clawbacks, holding
requirements, prohibitions on hedging or pledging, and sharcholder-approved
limits. Finally, address performance problems or missteps head on. Meaningful,
effective disclosure enables readers to assess the company’s pay practices, the
rigor of performance goals, comparability with peers, and alignment of pay
and performance.

Current hot-button issues include the following:

e Unaddressed negative say-on-pay results
e DPerformance and pay misalignment

e Use of the same performance measures throughout executive compensa-
tion plans (including both long- and short-term plans)

e Use of non-objective “soft” performance criteria

e Insufficient performance-based long-term awards

e Evergreen executive contracts

e DPerks and other executive-only benefit plans and policies
o  Gross-ups

e Awards of special grants outside the ordinary executive compensation
program structure

e Board of director compensation
e Board of director diversity concerns
e Low director election support
e Outsized compensation as compared to peers
Throughout the year, many institutional investors discuss what pay practices

they expect to see at their portfolio companies. Keep in mind these as well as the
above issues of interest.
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Consider Culture Perceptions

When preparing disclosure, consider how it can communicate to sharcholders a
sense of the company’s culture. For example, the active engagement of employees
and directors is an indicator of a healthy culture and a signal of better organiza-
tional performance. Boards should be engaged and proactive and should regularly
measure and monitor company-specific values and behaviors. This is particularly
important in a year when a company might be facing brand-damaging press due
to perceived or actual unethical or illegal behaviors, such as sexual harassment
scandals. To the extent the board is actively engaged in monitoring the culture of
the company, its activities should be described in the proxy. If board members are
not already discussing culture as a key area of company-wide risk, consider raising
it with them.

Culture red flags to keep in mind include the following;:

e Focus on performance with little regard to how results are achieved

e High performers allowed to operate outside established policies, and
rewards for conduct inconsistent with stated values or code of conduct

e Excessive focus on consensus or collegiality and a discouragement of shar-
ing of “bad” news

e Promotions or recognition tied to relationships rather than skills
and performance

Know Your Shareholders

Crafting the right disclosure is only the start of effectively telling your exec-
utive compensation story. Shareholders can voice their support for, or concerns
with, a company’s executive compensation program through a non-binding advi-
sory vote on executive compensation, commonly referred to as “say-on-pay.” But
a significant shortcoming of say-on-pay is that it does not allow shareholders to
provide specific input on executive compensation program design and pay prac-
tices. It also does not provide a forum for the company to get to know its key
shareholders and build rapport. Having an open dialogue with key shareholders
regarding executive compensation in place prior to the onset of an activist cam-
paign can be essential in containing an activist message that a company’s executive
compensation program does not support value creation.

459



PLI CURRENT: THE JOURNAL OF PLI PRESS Vol. 2, No. 3 (Summer 2018)

Companies need to proactively engage sharcholders to get their specific feed-
back and reactions to the company’s executive compensation program and to
confirm sharecholders understand the program’s design. This is true whether the
shareholders vote “for” or “against” say-on-pay, but is heightened when there has
been negative shareholder response to say-on-pay. When engaging with share-
holders, explain the company’s executive compensation decisions and philosophy
and address performance problems head on. Make directors available (but ensure
they are properly prepared first). Ask for feedback, and give any feedback received
thoughtful consideration. Be sure to engage with sharcholders outside the proxy
season. This provides time for an ongoing dialogue with shareholders and for the
company to implement changes based on feedback.

When undertaking shareholder engagement, make sure other sharecholders
know about it. According to a 2017 survey by Shearman & Sterling,' 74% of
the top 100 companies? made sharcholder engagement disclosures in their 2017
proxy statements.? Of these companies, 93% disclosed that they engaged on exec-
utive compensation matters.* This was the most prevalent shareholder engage-
ment issue specifically discussed in disclosure. Also increasing in prevalence is
disclosure regarding the actions companies have taken in response to prior share-
holder engagement. In the context of executive compensation programs, after
engaging with shareholders, make sure that the following year’s disclosure makes
the impact of feedback clear.

In planning for shareholder engagement, keep in mind the evolving role of
historically passive institutional investors. Expect to see increased “activism” from
passive institutions. These institutions are not looking for board seats or express
control over management, but they are being vocal about their investment pri-
orities. In his 2017 letter to directors, President and CEQO of State Street Global
Advisors Ronald O’Hanley made clear a willingness to use proxy voting power to
effect change.® Similar messages have been made by Vanguard in its 2017 annual
report® and by Blackrock,” among others. These institutions want to see compa-
nies with a long-term strategic plan and sensitivity to specified environmental,
social, and governance issues. Use the CD&A to address the linkage between
these areas of shareholder focus and the company’s executive compensation pro-
gram so that this information is available for shareholders and can be used in
shareholder engagement.
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When engaging with shareholders, be aware of potential violations of
Regulation Fair Disclosure (Regulation FD).®2 Meetings with individual share-
holders could lead to sharing information that has not been disclosed to others
in the market. This concern can be mitigated by using the CD&A as a script in
shareholder discussions, which is more effective when the CD&A is written with
shareholder engagement in mind.

Educate Your Directors

Shareholders are increasingly asking to talk to directors about executive com-
pensation, and companies are being responsive. Corporate governance leaders
are also promoting the significance of director engagement with sharecholders.
According to the Shearman Compensation Survey, 35% of the top 100 companies
that made shareholder engagement disclosures in their 2017 proxy statements
reported that board members engaged with shareholders.’

To facilitate and prepare for shareholder engagement, companies should focus
on director education. Role-play with directors—make sure they can answer the
tough questions about the company’s executive compensation program. Update
directors regularly on changes to plans or developments that could impact how
they react to sharecholder questions. Conduct director self-evaluations to identify
board member training needs. Consider and promote among directors outside
director training programs and the engagement of third-party facilitators for eval-
uation exercises.

It is also essential to educate directors on the disclosure implications of exec-
utive compensation decisions, ideally before they are made. Boards must work
with management to ensure pay practices are designed to promote strategic goals
and are defensible and supportable in light of company performance and good
governance standards. Without that foundation, it is difficult to craft an effective
CD&A or shareholder engagement talking points.

Control Your Own Story

To help prevent an activist attack and to be well positioned in the event of an
attack, companies need to be proactive and bring together thoughtful executive
compensation design and disclosure. Be keenly focused on shareholder percep-
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tion, and make sure shareholders know what, why, and how your executive com-
pensation program supports the strategic objectives of the company by clearly and
engagingly telling them about it in your disclosure.

Gillian Emmett Moldowan is counsel in the Compensation,
Governance & ERISA practice at Shearman & Sterling LLP, where
she advises on compensation and benefit arrangements, including
equity-based incentives, deferred compensation and employment,
retention and severance arrangements, with emphasis on disclosure
and issues arising in mergers and acquisitions transactions and
securities offerings. A version of this article has been published in
the course handbook for PLI's program Understanding the Securities
Laws 2018, for which Ms Moldowan was a faculty member.
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