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Topics Covered Introduction

This briefing summarizes directors’ views on the In‘an environment where investors, public and
following topics: private, big and small, are placing mounting

pressure and expectations on Canadian companies,

® General boardroom priorities

corporate directors are on the frontlines. Topics
Executive compensation topics including such as sustainability and social issues are slowly

use of discretion and one-time awards making their way into the boardroom, and to some

Pay-for-performance (P4P) alignment extent into incentive plans, while IT risk mitigation
and director compensation and cybersecurity remain top-of-mind across

Prevailing governance trends such as industries as companies adapt to digital forces.

ESG issues, shareholder engagement, This survey draws out prevailing topics and
and board diversity analyzes the results to understand how industry,

company size, and even director tenure, are driving

perspectives and practices.

Methodology

In 2016, Hugessen Consulting undertook our first Director Opinion Survey, gathering insights into many top-of-mind
issues for directors going into year-end. This year, we invited Canadian directors of public and private for-profit
companies to participate in our 2018 survey refresh, where we asked for thoughts on a range of topics, from
boardroom priorities to executive compensation and performance issues, to governance trends. This refresh captures
current sentiments, changing opinions over time, and thoughts on a few new topics. The 97 survey respondents

represented a broad range of industries, geographies, director experience, and company size.
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Boardroom Priorities

We began by asking directors to rate boardroom priorities for the upcoming year. Unsurprisingly, corporate strategic
planning was the highest priority, followed by talent management and succession planning. While these results
largely echo the sentiments of directors in 2016, there was a notable upward shift in focus on risk management and
cybersecurity. In 2016, directors ranked risk management and cybersecurity as the lowest priority (but requiring the
largest increase in attention], while this year it is ranked as the third-highest priority. This shift is likely a result of
the multiple high-profile cyberattacks in recent years and a general increase in awareness of data privacy issues.
Diving deeper into the respondent demographics, we note that talent management and succession planning and
executive compensation were ranked as a much higher priority by public issuers and large-cap companies.

Top Boardroom Priorities

Board diversity

Engagement by directors with shareholders _-

Regulatory compliance __I

Environmental, Social, and Governance (ESG) considerations __I

Capital structure optimization _—-

Risk management / information technology & cyber security _—- _

Executive compensation / performance assessment _—- 1 indicates an issue of

Talent management / succession planning _—_I minimal importance

—— [
1 2 3 4

5

Average Rating

Executive Compensation & Performance-related Topics

Compensation Challenges

In our experience, we find that setting appropriate performance targets is one of the most challenging tasks for
directors; a view seconded by directors themselves, who indicated it was the most difficult element of executive
compensation. On the flip side, very few directors indicated that managing proxy advisor influence or say-on-pay
pressures were a challenge, other than those in the mining space (36% of mining directors indicated that these
topics were very challenging, versus 19% overall).

Executive Compensation Challenges

Proxy advisor influence and/or say-on-pay pressures
(for publicly-traded issuers)

Equity usage issues [e.g. equity reserve requests, dilution

concerns, real equity use at private companies) -

Making annual adjustments to executive pay levels --I o ]

lincluding development/refreshment of the peer group) Tindicates an issue of
minimal difficulty

Setting appropriate annual performance targets and 5 indicates a very
assessing performance challenging issue
1 2 3

Average Rating
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One-Time Awards

One-time awards can sometimes draw the ire of shareholders, depending on the purpose of the award and the
accompanying disclosure. In the past, we've seen institutional shareholders, such as CPPIB And Ontario Teachers,
publicly denounce the liberal use of certain one-time awards. This year, 57% of directors reported that their board
issued one-time awards outside of their regular incentive framework to executive officers, a notable increase from
39% in 2016. The majority of those awards were performance or transaction-based, consistent with 2016 results.
We note that there has been a significant increase in retention-based awards, from 13% of those who granted
one-time awards in 2016 to 31% in 2018. We typically advise that retention awards be used very selectively; for
example, they may be used to retain key talent through a truly transitional period at the company. Also, we
recommend providing fulsome disclosure on the award rationale in the proxy circular.

Environmental, Social and Governance Issues

Another rising focus among investors and directors alike are Environmental, Social and Governance (ESG) issues.
These encompass several topics including environmental sustainability, diversity, and human rights. We found that
93% of mining company directors are considering the use of ESG metrics (excluding safety metrics), which is
significantly higher than any other industry. However, most directors (60%) are not considering ESG metrics at this
time, which speaks to the challenges associated with incorporating these types of metrics into incentive plans
(what takes priority, how to measure, etc.]. When asked about boardroom priorities more broadly, 48% of large-cap
directors stated that ESG was very important, compared to 29% of small cap directors. As with most governance
changes, large-cap companies will likely lead the charge on ESG metric adoption.

Boards Considering the Use of ESG Metrics by Industry
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Pay-for-Performance

Directors reported that they are generally satisfied with the link between their company’s pay and performance
(defined as long-term shareholder value growth], with 58% indicating a very close alignment, an increase from 45% in
2016. Only 6% of directors reported strong dissatisfaction with the linkage between pay and performance. Interestingly,
we observed that 73% of financial services directors and large-cap directors believe their companies have very close
pay-for-performance alignment, compared to only 47% of small-cap directors and 29% of mining directors.

Effectiveness of Methods to Improve Pay-for-Performance Alignment
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Governance Topics

Diversity

Initiatives to increase board and management diversity, such as the 30% Club, have been receiving growing support,
and there has been a movement in the shareholder community to implement voting guidelines based on a company’s
diversity practices. We asked directors if they thought that the time their board allocated to both board and
management diversity was appropriate, and in each case approximately half agreed. Of those that indicated time
allocation was off-balance, director responses leaned toward the position that too much time was spent on board
diversity (26%) vs. too little (21%), but attention to management diversity could be increased (32%] vs. decreased
(21%). Directors of large-cap companies, in particular, said that management diversity requires increased attention.

Appropriate Time Allocation to Management Diversity by Company Size
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Income Inequality

Given the increasing social focus on income inequality and its impact on a company’s “social license to operate,”
we asked directors if income inequality had been discussed at the board level. We found that 46% of directors had
discussed the topic with their board, but 68% of those discussions did not lead to any relevant implications. Where
the board did take action, the discussion often led to a greater focus on setting executive pay levels. This emerging
trend is an interesting consideration when going into year-end pay decisions, given the ever-heightening scrutiny of
executive pay and pay ratios.

Shareholder Engagement

Proactive shareholder engagement has become the norm for many public issuers, with 43% of directors indicating
that their board actively communicates with the governance departments of their institutional shareholders on
executive compensation, performance, and governance issues, compared to only 22% in 2016.

Board Communication with Institutional Shareholders
on Compensation & Governance [Public Issuers]

Does your board actively participate in
) . ) ) B Yes, communication on a proactive basis
direct communication with the governance
B Yes, communication on a reactive basis

departments of your institutional No communication, but we are planning

shareholders on executive compensation, toin the coming year

performance, or governance issues? ®  No communication, we have no plans to begin
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Additional Findings

Director Compensation

Current Director Compensation

1%

Do you believe your company Not appropriately set - too high

appropriately compensates directors Not appropriately set - too low
on your board, given the level of work
. . M Appropriately set
and experience required? B Appropriately

Discretion

Use of Discretion in Annual Bonus Awards

m Yes, within the discretionary range built
into the annual bonus framework

B Yes, outside of the discretionary range built

Has your board exercised any form of into the annual bonus framework

®  Yes, and we do not have a discretionary range

discretion in determining annual bonus
built into the annual bonus framework

amounts for executives in the past year? : :
Yes, our annual incentive framework

is completely discretionary

m  No, we kept the formulaic result

Areas of Concern

Top Governance Concerns (Public Issuers]

e -
1 indicates an issue

Proxy advisors' (ISS and Glass Lewis) I
opinion / pay for performance tests ---I of minimal concern
New regulatory burdens (e.g. disclosure) ---I 5_indvif¢ate?
significant concern
2

1 3 4 5
Average Rating

Mining Industry

We observe that mining companies are facing a different set of boardroom priorities than other industries,
particularly when it comes to shareholder engagement. The following findings reveal that directors of mining

companies set themselves apart from directors in other industries:

® Ranked director engagement with shareholders as a m Ranked activist investors as a higher level of
higher level of importance as a boardroom priority concern

B Indicated an increased level of difficulty in managing m However, only 39% proactively engage with
proxy advisor and say-on-pay pressures shareholders (vs. 91% at financial services)
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Director Tenure

This year, we asked directors how long they had served on their boards. We found that directors that had served on
their board for less than 2 years faced a different set of challenges than their longer-tenured counterparts. Overall,
the newer directors ranked compensation challenges as more difficult, particularly in terms of annual pay
adjustments and equity usage. This highlights the importance of director onboarding and ongoing director

education, to ensure directors feel equipped to tackle their responsibilities.

We also noted a difference in the perspectives of newer and longer-tenured directors:

Directors that have served Directors that have served Directors that have served
for less than 2 years between 2 and 10 years for 10+ years

Indicated that they believe their
company has very close
pay-for-performance alignment

Believe that board diversity requires
increased attention

Think that director compensation is
too low, given the level of time and
experience required

Conclusion

As companies head into year-end, now is a critical time to reflect on the past year and prioritize for the year to
come. Investor pressures amid relatively stable markets (apart from the past two months) and have encouraged
many boards to focus their attention on topics that have received less airtime in the past, such as diversity and
sustainability. All this, while navigating the ongoing challenge of linking pay to a constantly evolving definition of
performance. Directors are aware of these challenges and are stepping up to engage on new issues and
embrace a changing marketplace.

For those with questions or who are interested in more in-depth and customized analysis, please contact
John Skinner—jskinnerf@dhugessen.com or Emily Parsons—eparsons(dhugessen.com.

Hugessen Consulting is an independent consulting firm dedicated to meeting the executive compensation consulting requirements of
boards and their compensation committees. With offices in Toronto, Calgary and Montreal, the firm’s mission is to be the leading provider
of advice on executive compensation, performance measurement and assessment, and related governance to the compensation

committees of companies in Canada, the U.S., and the U.K
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