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The Center On Executive Compensation believes that executive compensation programs,
especially incentive programs, should be evaluated an approved by an independent and
engaged Compensation Committee. The Compensation Committee isin the best position
to assess and establish the appropriate relationship among the elements of compensation,
set performance goals and approve potential incentive payouts that will drive
performance consistent with business strategy while not exposing the company to
excessive risk.

Correspondingly, the Center believes that the management of the executive compensation
function by corporations should be conducted in accordance with a set of clearly defined
principles. The Center encourages companies to incorporate these principlesin the
development, administration and communication of their executive compensation
arrangements. The Center further believes that executive compensation principles should
be periodically updated to reflect the most contemporary thinking on the subject. The
following expands on the Center’ s principles, explaining how they work in practice. It
demonstrates that the development and administration of executive compensation
arrangementsis not a simple, one-size-fits-all approach, but rather a highly customized
one designed to promote the best interests of the shareholders and other corporate
stakeholders.

1. Aligned: Executive Compensation Arrangements Should Be Aligned With
the Best I nterests of a Company’s Shareholdersand Other Stakeholders

Executive Compensation arrangements should enable the company to execute its
overall business strategy in the best interests of the shareholders and other stakehol ders.
Failureto align pay arrangements to the business conditions in which the company is
operating can lead to a decline in financial performance, employee morale and damage to
the company’ simage and reputation. Alignment is best achieved by linking pay to
results, requiring executives to have an appropriate ownership stake in the company,
facilitating the leadership talent necessary to execute the strategy and ensuring that
overall, pay arrangements support the strategy.

Link to Results. Compensation committees should insist that executive compensation
arrangements pay executives for achieving positive results. These results should be
measured by the sustained long-term value that management creates for shareholders.
Value creation is based in part on the company’ s financial and operating performance
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relative to a carefully chosen peer group, the executive' s achievement of his or her
specific short-term objectives, and the performance of the company’s share price.
Results-based compensation that provides a balanced focus on short-term and long-term
results helps ensure that executive pay will be directionally consistent with company
financial performance and shareholder value.

Several elements help ensure that a company’ s executive compensation arrangements
will be structured to pay for results:

e Company Understands and Identifies Results-Based Incentive Measures That
Drive Shareholder Value. To pay for results, companies and their
Compensation Committees must have a solid grasp of which measures will
create value for the company and its shareholders. Typically, these measures
are directly related to the company’ s business strategy and thus should be
customized for each company. Vaue may be driven by profits, revenue,
market share, new product development, or cash flow, just to name afew, or a
combination of measures. The particular measures used may change over
time as the company’ s business strategy and global economic environment
changes.

o Stringent Results-Based Measures Drive Executive Pay. Once identified,
results-based measures must be incorporated into executive compensation
arrangements, thus driving the pay realized by executives at the end of the
performance period. Measures applicable to annual incentives should be
specific to short-term operating strategy. Thus, they are often different from
those linked to long-term incentives, which are targeted to developing and
executing business strategy over athree-to-five-year period. Under both types
of incentives, the measures must be stringent enough to ensure close
alignment with outcomes. Using a carefully selected mix of incentive
compensation vehicles tied to these measures helps to ensure that the
compensation realized by executives will not be greater than is warranted by
company results and to guard against encouraging the pursuit of short-term
gains at therisk of jeopardizing longer-term value creation.
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e Incentive Programs Carry Risk of No Payout. Results-based pay means that
executives have the risk of receiving no payout from short- and long-term
incentivesiif the threshold level of performanceis not achieved. This
reinforces the higher standard to which executives are held. Certain
companies and their Compensation Committees have been criticized for
paying in spite of poor results, helping fuel cynicism around executive
compensation. To reinforce results-based pay, Compensation Committees
should ensure that executives have an actual risk of receiving no payment
from short- and long-term incentives.

» Significant Portion of Executive Pay Tied to Results. Senior executives have
the broadest management authority in the company. Therefore, a substantial
part of their compensation-typically 50 percent or more—should betied to
company resultsin order to provide an incentive for executives to achieve
company objectives. Most large companies currently follow this model
because it reinforces the pay for results philosophy.

o Actua Results and Realized Executive Pay Directionally Correct. Pay for
results means that if results go up, executive compensation should go up, and
if resultsfall, so should executive compensation. Although directionally
inconsistent results may occur due to unforeseen events even under carefully
structured plans, Compensation Committees should carefully evaluate whether
compensation arrangements are truly designed to be directionally correct.

» Compensation |s Proportionate to Results. Compensation arrangements
should not only be structured to be directionally correct, but the amount of
compensation must not be substantially larger than the results achieved. As
with directionally correct pay, proportionate pay requires Compensation
Committees to carefully evaluate and limit compensation arrangements that
will pay significantly more or less than company results and circumstances
warrant.

In sum, pay for results is the cornerstone of sound executive compensation
arrangements and is therefore the cornerstone of the Center’s principle on alignment. By
truly linking pay and results, companies will be able to demonstrate that executive
compensation is more closely aligned with company and shareholder interests.

Ensure Appropriate Incentive Balance. The financial industry crisis and the resulting
federal bailout legislation have put the focus on the impact that imbalanced incentives
can have on encouraging executive behavior that may significantly reduce the value of
the firm (the “excessive risk” issue). Although compensation in the financial services
industry had some unique characteristics compared to other industries because of the
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greater weight placed on annual incentives, the bailout is agood illustration of why
balanced incentives are important in a successful executive compensation program.

e Ensure Appropriate Mix of Compensation. Executive compensation
programs typically incorporate five e ements of compensation: salary, annual
incentives, long-term incentives, benefits and perquisites. In its judgment,
the Compensation Committee should ensure that the compensation program
is properly balanced among the first three elements. A compensation
program that is over-weighted in salary will tend to encourage executives to
maintain the status quo, rather than seek to innovate, potentially limiting
shareholder value. A program that puts too much emphasis on annual
incentives, which often focus on financial measures, may encourage
executives to seek short-term gains while risking the firm’s long-term
stability. Typicaly, long-term incentives, earned over athree-to five-year
time frame make up 50 percent or more of the executive compensation plan
and reward sustained performance. As the Compensation Committee
conductsits annual reviews, balance among elements of the program helps
limit the potential for the incentive program to encourage excessive risk.

e Cap Payouts From Incentive Programs. Incentive programs should
encourage the executive team to take risks that are aimed at enhancing the
firm’s competitive advantage and expanding sustainable shareholder value,
and should include arange of payouts corresponding to varying levels of
performance, as set by the compensation committee. Incentive programs
typically have tiers of awards based on the executive' s performance:

e athreshold amount, below which no incentive compensation is received,

e atarget amount, which provides an award for achieving the main
objectives, and

e astretch amount for exceptional performance.

If the stretch goal, particularly in annual incentives, provides for increasing
amounts of compensation without bounds, and if the incremental increasein
the incentive payment is substantial relative to performance, executives may
be encouraged to maximize short-term earnings opportunities at the expense
of long-term company success (i.e., “swing for the fences’). By putting an
upper bound on total compensation under annual incentive programs, the
Compensation Committee, in applying its judgment, ensures that
compensation is appropriately aligned with strategy, and reduces the potential
of encouraging excessive risk-taking.

e Adopt Proper Performance Criteria and Weighting. Depending on how
performance criteria are structured and the company’ s competitive
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circumstances, performance criteria used in incentive plans can encourage
executives to take greater risks than may be warranted by the circumstances.
For example, annual incentives that are weighted too heavily toward revenue
or growth measures alone may encourage executives to achieve these results
without sufficient attention to profit or return measures. In general, annual
incentive performance criteria should include a balance of performance (e.g.,
revenue or net income) and quality of performance (e.g., return on equity or
net assets). Long-term incentive performance criteria should balance returns
to shareholders and achieving sustainable financia performance.

e Balance the Benefits Between Shareholders and Executives. Pay that is
aligned to results ensures that a disproportionate share of profitsis not being
given to executives at the expense of shareholders.

Adopt a Strong Clawback Provision and/or Other Mitigating Measures. The essence of
pay for performance is that executives earn performance-based awards when the
company performswell. However, whereit is later determined that initial results were
incorrect, the Compensation Committee should recoup amounts paid to executive
officers that were based on inaccurate or misstated measures of performance. The
clawback policy should be adopted by the Board of Directors and incorporated in all
executive agreements and incentive plans. However, the Board should have limited
discretion over implementing the provisions to ensure enforcement does not have
unintended consequences. Board discretion may also include the ability to adjust
downward annual incentive payout amounts that are above the target level if the Board
or Compensation Committee determines that executives took excessive risk in achieving
the results. Thiswould allow the Board to adjust incentive payouts based on how
performance results were achieved.

Require Appropriate Ownership Sake. Itislogical to assume that executives act
more consistent with shareholder interests when they themselves are long-term company
shareholders. Thus, Boards should require senior executives to obtain and hold a
significant amount of company stock as stock-based compensation is received or vests,
but not so much that it encourages them to manage the company overly conservatively.

o Executive Stock Ownership Creates Alignment of Interests With Company
Shareholders. Stock ownership requirements put executives in the shoes of
long-term sharehol ders, ensuring that when the company stock performs well,
the shareholders and executives both gain in asimilar manner. This alignment
acts as an ongoing incentive for executives to manage the company prudently
but provides downside consequences to executives in proportion to the impact
on shareholdersin the event of performance shortfalls.
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o Appropriate Portion of Compensation Should Be Delivered Through Stock-
Based Vehicle(s) and/or Linked to Company Stock Performance. A
significant portion of executive compensation should be provided in stock,
stock options, or performance-oriented vehicles linked to stock performance.
Different types of equity have different purposes and thus should be carefully
structured and explained to shareholders. Stock options provide adirect link
between executive incentives and returns to shareholders. Restricted stock
servesto retain skilled executives and thereby ensure the capability to realize
performance objectives. Performance-vested restricted stock or performance
equity arrangements (such as performance shares) are designed to reward
executives for company financial and/or operating results, while providing a
link to company stock performance and often providing a retention element.

e Stock Ownership and/or Retention Guidelines Apply to Option Exercises, Stock
Vesting and/or Payouts of Stock Compensation. Companies should require
executives to be long-term shareholders by adopting stock ownership guidelines
and/or retention requirements. Stock ownership guidelines, expressed as a
multiple of salary or an outright number of shares, require executives to become
and remain long-term shareholders. For example, CEOs typically are required
to hold five times their salariesin stock. Used separately or together with
retention guidelines (see below), these approaches can effectively align the
interests of executives and shareholders.

e Require Executives to Hold a Substantial Percentage of Equity Received for a
Long Period of Time. Another and increasingly complementary approach to
encouraging senior executives to think and act like shareholders through share
ownership is the use of share ownership guidelines and retention requirements.
Retention requirements require executives to retain a significant percentage of
the stock received through the exercising of stock options or the vesting of
restricted stock either for a certain period of time, until ownership guidelines are
met, or both. An emerging best practice isto require executivesto hold a
substantial net percentage of equity received for along period of timeto ensure
that stock ownership builds over a career. If the Board determinesitisin the
shareholders' best interest, the retention requirement could be extended until
retirement or even for a period of time after retirement. However, in those
situations, at a minimum, the executive should have an opportunity to obtain
Board approval to sell shares or to implement a phased-diversification plan
aimed at atargeted retirement date. Stock retention policies should be designed
to minimize unintended consequences such as overly conservative or aggressive
executive decision making.

When appropriately tailored to the company, stock ownership guidelines and
retention requirements are effective tools that help align executives and shareholders
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interests and incentivize executives to manage the company in a manner consistent with
the creation of shareholder value.

Enable Necessary Talent. Executive compensation arrangements must be structured
to attract, retain and develop the desired executive talent. The arrangements should make
it possible to recruit talented new executives and reward high performers, especially the
senior leadership team, for delivering superior company results. Achieving this principle
requires a careful mix of pay programs designed to assist the development and retention
of successor candidates for key leadership positions.

o Executive Compensation Sufficient to Attract and Retain Executive Team.
Attraction and retention of high-level talent involves a mix of recruiting top-
tier executives (often senior executives) from outside the company and
development of internal executive talent. 1n some cases, attraction of top
talent may mean fashioning a pay package designed to recruit a CEO or other
executives from outside the company. Initially, such a pay package may be
overly weighted to components necessary to attract the executive to the
company, but over arelatively short period of time, the emphasis should move
increasingly toward results achieved and retention.

o Pay for Results and Pay for Retention Are Properly Balanced. For an existing
executive team, pay arrangements must achieve balance between pay-for-
results and retention incentives. Arrangements weighted too heavily toward
retention are less likely to drive the results sought by shareholders. On the
other hand, arrangements that are solely results-based can cause talented
executives to seek employment elsewhere if company or industry performance
isdown for a period of time because of factors beyond the executive's control.
Including retention-based compensation, such as restricted stock that vests
over along period of time, as a portion of a pay arrangement is effective at
encouraging talented executives to remain at the company and stay focused on
achieving results.

o Executive Compensation Program Supports Internal Development and
Retention of Current and Future L eaders. A company’s executive
compensation program should promote devel opment of junior executives with
future senior leadership potential, as well as provide incentives for retaining
the company's senior leaders. The integration of talent management—the
practice of identifying and devel oping talented executives—with
compensation plans designed to reward top performers can increase financial
results and shareholder value. It helps create a pool of potential leaders who
have substantial knowledge of the company, its operations, and its culture.
Sound development practices usually reduce the need to hire senior leaders
from outside the organization. This saves the company substantial time,
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money and effort in recruiting and produces candidates who are more quickly
able to impact results because they aready know the company and the
industry.

o Appropriate Severance Arrangements. At times there may be aneed to
separate executives from the company due to the need to eliminate or
restructure job responsibilities, address performance issues or facilitate an
orderly change in leadership. Boards should structure severance arrangements
such that the interests of the company are protected and the departing
executiveistreated fairly and proportionately to his or her time of service,
contributions to the company, compensation history and the circumstances
surrounding the separation. Severance is also an important el ement of the
compensation arrangements provided to newly hired executives to recruit
them to come to the company and should be fair and reasonable in view of the
total compensation package provided to the new executive.

Executive compensation arrangements should aspire to retain proven senior leaders,
attract outside leaders when necessary, and support the development of new leadership
talent. The application of talent management which generates a bench of successor
candidates within the company can be a useful approach in moderating increasesin
executive pay which are often exacerbated by the need to recruit external candidates for
key executive positions.

Support the Business Srategy. Aligned executive compensation programs and
arrangements are those that reinforce the company’ s business strategy. As Compensation
Committees and Boards of Directors undertake their reviews of executive compensation,
elements of pay that do not support the business strategy should be eliminated or brought
into conformance with that strategy. The pay elements that deserve the greatest attention
include perquisites, executive retirement plan formulas, and severance and change-in-
control arrangements.

In sum, executive compensation that is designed to pay-for-results and link
executives pay with returns to shareholders will reinforce the company’ s execution of its
business strategy in the shareholders' best interests.

2. Fully Compliant: Executive Compensation Arrangements Should Be
Structured and Executed in Full Compliance With Applicable Laws And
Regulations and a Culture of Compliance Should Be Adopted to Guide a
Company’s Pay Policies and Practices.

A fundamental difference between companies with the best compensation practices
and those that are more at risk of generating adverse media, shareholder and regulatory
attention is the adoption of a compliance orientation throughout the organization.
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Regulators scrutinize executive compensation when a company’ s practices move beyond
poor optics towards inadequate compliance efforts or outright noncompliance with the
law. Sound compensation practices are most effective when the company adopts a
culture of compliance that is reinforced by best disclosure practices and internal
enforcement.

o Adopt a Culture of Compliance. There are noticeable distinctions between
companies that adopt a culture of compliance and those assuming that because
of their superior operational or financial performance compliance will occur.
Companies adopting a compliance orientation regularly and objectively
review how their governance practices stack up against legal requirements and
best practices. They question the assumptions on which their programs are
based and regularly make adjustments to ensure that compliance is achieved
infact. By contrast, companies making an assumption of compliance rely on
internal and external perceptions, but may fail to take a closer look at how
their compensation practices—and the effects of those practices—measure up
to legal requirements and recognized best compliance practices. Such
companies may try to manipulate performance programs or financial resultsto
achieve a certain pay level.

o Present Financial and Operating Results Clearly and Accurately and Adjust
Pay If Financial Results Are Restated Due Misconduct or Fraud. A corollary
of a compliance-based approach is that company financial and operating
results are presented clearly and accurately. In addition to meeting the
requirements of myriad securities laws and accounting rules, this approach
hel ps ensure that compensation programs are truly paying for results. To
reinforce this approach further, companies should adopt formal “clawback”
policies, which provide for recoupment of incentive compensation when
financia results are restated due to inaccurate or fraudulent accounting or
financial reporting or where the performance metrics upon which the
incentives were based turn out to be below the level originally determined.

In sum, a compliance orientation goes beyond merely following the rules. It means
adopting a culture of compliance so that executive compensation plans, filings, and
disclosures comply fully with the laws and regulations.

3. I ndependently I nformed and Approved: Executive Compensation
Arrangements Should Be Approved by the Board of Directors Independent
and Active Compensation Committee That |s Guided by High Corporate
Governance Standards Implemented Through a Well-Defined Charter and
Informed by Independent Advisors.
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The Compensation Committee of the Board of Directorsis responsible for approval
and oversight of the company’ s executive compensation programs. Thus, Compensation
Committees must follow the highest governance standards to ensure that compensation
arrangements are developed and administered in the best interests of the company and its
shareholders. Thisisasignificant priority for institutional investors, who will take action
to protect their ownership interestsin acompany if they perceive that it is following poor
governance or compensation practices.

Employ Sound Cor porate Governance Practices. Sound governance practices
include standards that support the development of sound compensation practices. These
governance practices include the following attributes.

e Independent and Active Board Compensation Committee. A company’s
Compensation Committee must be comprised of Board members independent
of the company in appearance as well as under applicable requirements.
Independence guards against the actual and perceived influence of senior
executives or other interested partiesin the pay setting process. It should be
noted that independence does not suggest there be an adversarial relationship
between the Board and management on issues of pay. Rather, independence
means that the Compensation Committee should be actively involved in al
key decisions, and should have sufficient time for thorough evaluation,
discussions, decisions, and implementation. Committee members should
receive orientation training upon joining the Committee, thus enabling them to
contribute from the start, and companies should consider regular updates on
trends and changing practices. The chair of the Committee should be
knowledgeabl e about executive compensation through prior professional
experience, service on other Compensation Committees, or tailored training.
Knowledge of the discipline and the process empowers the committee
members to ask pertinent questions on the basis for pay, evaluate the
alignment of the programs with the company’s strategy, and ensure that
executive pay is appropriately linked to results.

e Company Has a Well-Defined Charter and Follows Good Governance Process
Throughout the Y ear. The Compensation Committee should adopt a charter
identifying its authority and responsibilities during the year and diligently
follow it to ensure pay programs are implemented and administered in a
consistent and appropriate manner. Committee meetings should have clear
agendas and briefing materials should be provided in advance thus enabling
members to be prepared to discuss the issues at hand. Approval of pay
packages should include a full explanation of their impact on the company and
the affected executives. The Compensation Committee should always retain
responsibility for establishing CEO pay and/or recommending it to the full
Board of Directors. The Compensation Committee should periodically engage

10
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in director education initiatives that provide an update on current and
emerging trends in executive compensation.

o Contracts Do Not Overly Bind Future Actions of the Compensation
Committee. Executive contracts have both positive and negative elements,
and have been regularly used when recruiting a senior executive from outside
the company. They have alternatively been criticized as avehicle for
providing “pay for failure” and praised for clearly defining all terms and
elements of compensation. If contracts are used, they should have a defined
term (generally two to three years), and should carefully define circumstances
and payments in the event of termination.

Use Independent Compensation Advisors. The Compensation Committee should
have the opportunity to retain independent advisors, such as compensation consultants,
attorneys, and other professionals without company interference. Independent advisors
are those whose firms do not provide other services to the company that may cause an
actual or perceived conflict of interest with the executive compensation advice provided
to the Committee. The Compensation Committee should have the chance to meet with
these advisors outside the presence of management at each meeting. This approach
reinforces the principle that executive compensation is the responsibility of the Board,
not management, while recognizing that management also plays an important role in the
process.

Conduct Periodic, Independent Competitive Compensation Reviews. Because
approaches to executive compensation can change rapidly, Compensation Committees
should make a periodic review of the company’ s executive compensation practices a
regular part of the compensation development process. This helps identify potential
weak points in compensation practices or programs and ensures that where appropriate,
the company has adopted the latest best practices. The review should be conducted by an
independent advisor not affiliated with the company. It is atop-to-bottom assessment of
the committee' s charter and annual processes and the company’ s pay programs to
determine if they reflect best practices and are competitive with similarly situated
companies. All pay elements should be reviewed independently and collectively,
including long-term incentives, retirement plans, deferred compensation and perquisites.
The review should confirm the appropriateness of the peer group, the overall
compensation philosophy, the relationship between risk and incentive awards, and
whether disclosure practices are consistent with the philosophy as well as regulatory
requirements. Executive contracts should be evaluated to ensure consistency with
market practice, and be clearly and understandably disclosed.

Evaluate Committee Regularly. The Board should require the Compensation
Committee to conduct periodic self-evaluations and consider soliciting input from other
Board members. This helps ensure the committee is acting consistent with the latest

11
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developments in good governance and is carrying out its responsibilities in a manner
consistent with the committee’ s charter.

In sum, by following good governance, the Compensation Committee reinforces its
role as the entity responsible for setting executive compensation. Adopting a best
practice approach will go along way to ensuring that compensation will be formulated in
the best interests of the company and the shareholders.

4, Appropriately Customized: Executive Compensation Arrangements Should
Be Appropriately Customized to and Aligned With the Company’s Culture
and Values, Business Strategy, I ndustry, and Competitive and Financial
Conditions.

Pay for results is best achieved through pay arrangements customized to the nature of
the company and its competitive position. Thus, the Compensation Committee should
ensure that the plans include measures and amounts that are consistent with the results the
company seeks to achieve and other developments inside the company.

Utilize Well-Defined, Relevant and Rigorous Results-Based Metrics. Customized
executive compensation arrangements are those that are specific to the company, its
industry and competitive positions. A core component of such arrangements is rigorous
results-based metrics, informed by the competitive market, that are sufficiently stringent
to ensure close alignment with actual outcomes.

o Company Has an Accurate Understanding of the Competitive Market. A
company must have a true understanding of the competitive market for the
type of executiveit islooking to hire or retain. While some of this
understanding can come from compensation surveys, the “market for talent” is
much more complex than a series of numbersin a survey. Compensation
levels vary based upon each executive's skills and abilities, the norms and
practices of both the company and the industry, and the current and potential
performance of the executive. When setting compensation levels, companies
must take these factors into consideration based on arealistic assessment of
the company’ s needs and the expectations of the market.

» Incentive Programs Consistent With Company Culture and Values. Perhaps
most importantly, executive compensation should fit the company’s culture
and values. Some companies have fewer managerial layers and take an
egalitarian approach to compensation; executive compensation packages
should reflect that culture. Similarly, companies that place a high premium on
customer service or quality of goods produced should find ways of integrating
those valuesinto their executive compensation systems. Where companies
have codes of ethics or values statements, the Compensation Committee

12
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should incorporate the essence of those statements into its review of executive
compensation plan design as well.

o Consistent With the Company’s Industry, Strategy and Financial Condition.
Executive compensation plans should be structured to reflect the conditions
and culture of the industry in which the company operates. This approach
promotes shareholder alignment and company-specific performance. A
company in financial distress will pay differently than a company with
sustained growth and success. Companies with long product life cycles will
take a longer-term approach to compensation as compared to industries which
move and change very quickly. Executive compensation programs and
payouts should also be philosophically and directionally consistent with the
company’s strategies related to the broader employee population.
Compensation committees should factor into their compensation review
process the notion that perception is reality when dealing with employees, and
seek to maintain a shared risk/shared reward approach wherever possible.
Thus, the committees should be aware of significant actions affecting the
general employee population such as pay cuts, layoffs or offshoring. Where
significant changes to benefits plans are involved, the company should
consider making similar changes in the anal ogous programs for senior
executives.

Ensure Pay Peer Group Is Appropriate for the Company. In most cases, a
competitive compensation plan requires that the Compensation Committee establish pay
levels by benchmarking pay against an appropriate group of companies. This peer group
typically includes similarly situated companies in terms of industry, size, geography
and/or performance. Companies that are either among the largest in their industry or
operating in multiple industries will, by definition, have more complicated peer groups.
The pay peer group should closely correlate with the company's performance peer group.

Confirm Compensation Levels Are Proportionately Appropriate Relative to
Competitors. Once the company has afull sense of the competitive market, identified
rigorous metrics and has an appropriate peer group, it will want to compare its executive
compensation program to that of its peers. This enables the Compensation Committee to
determine the competitiveness of each element and whether the entirety of the executive
compensation program is appropriate. Alternatively, if thisanalysisis conducted during
the creation of the program, it allows the company to properly position the program to
achieve its overall competitive objectives. These comparisons are generally done at the
target performance level, but also at various estimated performance levels above and
below target, enabling the Compensation Committee and company to better understand
how the performance elements of the program will compare relative to the peer group
benchmark.

13
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In sum, executive compensation design has been widely criticized as following a
cookie-cutter methodology. The solution to the one-size-fits-all approach is the creation
of an executive compensation plan that reflects the company’ s performance goals and
that is aligned with the company’ s business strategy, culture, and values.

5. Transparent and Accountable: The Compensation Committee Should Ensure
That the Company’s Executive Compensation Program Is Disclosed in a
Clear and Understandable Manner and Ensure That the Company Is
Accessible to Explain the Program to Shareholdersand Other Stakeholders.

Clear, complete and understandabl e disclosure of executive compensation is essential
to enable investors to evaluate whether pay is directly linked to company results and thus
designed to maximize overall shareholder value. Good disclosure is based on the
Compensation Committee’'s full understanding of the amount to be paid in all scenarios,
and it explains both the “what” and the “why” of the pay program. It isthe bedrock
principle on which director accountability to shareholdersis based.

Provide Clear, Concise, Customized Disclosure. Successful disclosure is customized
the company and is designed to communicate the information required to obtain atrue
understanding of the company’ s executive compensation arrangements in as concise a
matter as possible.

o Committee Understands Executive Compensation at Various Performance
Levelsand in Special Situations. The starting point for good disclosureis
ensuring that the Compensation Committee has a clear picture of the programs
it has approved and the levels of risk associated with the various incentives
under alternative performance scenarios (i.e., atally sheet approach to pay-
for-performance relationships). It isimperative that the Compensation
Committee understand the compensation that senior executive pay
arrangements will produce in various performance and separation scenarios
and ensure that those payments are consistent with the company’ s pay
philosophy and the committee' sintent. The use of tally sheets can greatly aid
in this evaluation. Where necessary, the committee should adjust pay
arrangements to prevent substantial payouts where a senior executive has
failed to produce expected results. This deserves special mention in light of
ongoing examples where executives have received substantial pay and either
the company’ s results were poor or the large payments were due to separation
or change-in-control agreements.

o Full Disclosure of the Amounts and Rationale for All Payments or Grants.
Each company’s Compensation Discussion and Analysis (CD&A) should
explain the company’ s compensation philosophy and how each element of
executive compensation fits that philosophy. The CD&A requires companies

14
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to explain why they pay senior executives the way they do. It also givesthem
a unique opportunity to explain how company results drive incentives.

Be Accessible. Clear disclosure also means that the company takes steps to make the
executives and/or directors who are knowledgeabl e about the company’ s executive
compensation program available to shareholders, stakeholders and the media. The
company can choose one or more of many mechanisms, such as through written
responses to submitted questions, el ectronic forums, meetings, media interviews or even
inthe CD&A. Theimportant point is that those with direct knowledge provide responses
to serious inquiries about the company’ s program. Periodically the Compensation
Committee should solicit the input from the company’ s largest shareholders to determine
the extent to which compensation programs are understood and to provide additional
explanation of the compensation philosophy and practices.

Clear disclosure that is carefully tailored to communicate the essential elements of the
company’ s philosophy, the plan elements, and the results is both required and good
business. By providing pertinent information to and maintaining communication with the
largest shareholders and other stakeholders, disclosure is afundamental part of the
system of checks and balances over executive compensation and corporate governance.

6. Fair and Reasonable: Executive Compensation Arrangements Should Be
Fair to the Company’s Shareholders and Executives When Viewed as a
Whole, and Reasonable Given the Context in Which the Arrangements Are
Structured and Compensation I's Earned.

In the final analysis, executive compensation arrangements as a whole should be
objectively fair and reasonable first to the company, and second to internal and external
stakeholders. Thisshould be afinal “litmustest” that involves reviewing executive
compensation arrangements from multiple angles after they are structured each year. It
ensures not only that the arrangements will have the intended effect in terms of
recruitment and retention, but that they avoid flashpoints and are defensible to
stakeholders and the public. By asking “does this make sense,” this principle seeksto
avoid the myopiathat can result in atechnically well-designed program whose hidden
rough spots could also embarrass the company or its executives.
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e Amount and Form of Executive Compensation Makes Sense Holistically.
When looked at inits entirety, a“fair and reasonable” compensation
arrangement should be appropriately structured to provide total pay inline
with its—

e results,
e company’s peers,
e competitive position, and

e dtrategic objectives.

Compensation committee members should periodically step back, look at the
executive compensation program in total, and consider everything else
occurring at the company. In thisfinal review, the committee members
should use their judgment to determine whether the executive compensation
program and resulting payments holistically make sense. This step will ensure
that the company’ s executive compensation will pass most people’ s sense of
fairness and reasonabl eness.

» Sound Corporate Governance Practices Ensure Careful Review of All
Elements of Pay. Asacorollary to the point that total compensation must
make sense holistically, Compensation Committees should take a step back
and ensure that the company has put in place sound governance practices that
ensure a careful review of all elements of pay. The committees should
likewise determine if estimated future payments are reasonable, and confirm
that they fit the company’ s compensation philosophy. Not only does this act
as a check on existing programs, but hel ps ensure that future arrangements
will be reviewed with an appropriate rigor.

» Arrangement Has Appropriate Sensitivity to Key Stakeholders. Executive
compensation arrangements should demonstrate appropriate sensitivity to the
most important outside and inside interests, such as employees, shareholders,
the general public, unions, retirees, regulators, and executives. “Appropriate
sensitivity” means the Compensation Committee has considered the
perspective of these interests in developing the pay arrangement and has
sought to minimize flashpoints while accomplishing the company’s
compensation objectives. For example, lavish perquisites or large severance
payments often generate significant negative reactions among the genera
public. Whileitisnot possible to satisfy all stakeholders with every
compensation program, Compensation Committees and companies should
seek to address the most serious concerns that could lead to criticism. Itis
essential to have clear communication of the underlying rationale for each

16


cingold
PIP Fair Reasonable


Putting Principles into Practice
Fair and Reasonable

element of the program. Thisgivesall interested parties a better
understanding of what was done and why.

o Special Situations May Require Custom Solutions. The Center believes that
these executive compensation principles lead companies to develop sound
executive compensation programs that help drive strong performance. There
are, however, anumber of specia business situations that may necessitate
custom solutions for at least a period of time. These situations include going
into or emerging from bankruptcy, managing a turnaround, or running a
businessin an industry that isin financial distress. In these specia situations,
the company might philosophically adhere to the principles, but practical
concerns may dictate atailored solution that fits the unique circumstance of
the situation, a solution which may, for a period of time, fit some but not all of
the principles. Thisisone of the many reasons why the committee should use
its "fair and reasonable” holistic lens to determine what is best for the
company and its shareholders.

In sum, the previous five principles provide the basis for a sound executive
compensation program. The final principle suggests that afinal holistic look is
appropriate to evaluate whether the programs and amounts are fair and reasonable
overall. Thisapproach reinforces that in addition to meeting the company’ s philosophy
and achieving its business objectives, pay should make sense to the stakeholders
involved. While thisinvolves acomplex balancing act and ultimately requires a
judgment call, incorporating such areview into acompany’ s decision processes helps to
identify and eliminate red flags early and reinforces a proactive pay-for-results approach.

17


cingold
PIP Fair Reasonable


