EXECUTIVE COMPENSATION

Compensation Committees

and Share Buybacks

Share repurchase arrangements (buybacks) are
expected to top $600 billion in 2015, up from an
estimated $550 billion in 2014. In fact, at the
current rate of growth, share buybacks will soon
represent a return of capital twice the size of
aggregate dividend payments. Critics (including
Blackrock CEO Lawrence Fink) argue that this
large return of capital is evidence of short-sighted
management eating the seed corn rather than
investing within the business. In contrast,
companies (and many activists) view their
arrangements as rational, tax-effective decisions
in reaction to a lack of attractive internal investment
alternatives. Regardless of the reasoning, given
the magnitude of buybacks, we believe it is
worthwhile for compensation committees to review
closely the relationship between buybacks and
incentives and carefully consider the role of
unintended consequences within the executive
performance management process.

Share repurchases use cash (capital) to reduce
the number of shares outstanding. This reduces
the aggregate value of the company (market
capitalization) in rough terms by the amount of
the repurchase, net of any indirect increase in
share price. By reducing the shares outstanding,
earnings per share increase. By reducing the
capital employed, return measures also increase
(ROE, ROA, ROIC, etc.). If the share repurchase
is reflected in the setting of goals, this may not be
an issue. If the buyback is determined after annual
goals are set, the repurchase has the potential to
distort performance compared to goals.

The excess capital used to repurchase shares
may be the result of performance, but the act of
repurchasing shares does not create value.
Short-term investors surely benefit from any
bounce in share price, and proxy advisers

may embrace the impact on total return to
shareholders (again, calculated on a per-share
basis), but it is a return of capital, not the

creation of real operating value. For this reason,
compensation committees are advised to

consider whether the performance management
process—in terms of defining individual executive
success and in terms of determining incentive
payout—is accurately discerning between intended
performance (e.g., increased aggregate earnings)
and unintended results (increase in EPS attributable
to a decrease in shares outstanding).

In reviewing individual and corporate performance
measurement and payout arrangements,
compensation committees are advised to look

at both cause and effect with respect to buybacks.
Does the performance measurement process
create an incentive for the company to repurchase
shares rather than invest in the business at an
acceptable rate of return? Do incentive payout
formulae distort performance in the event of a
repurchase? If the intent of the incentive is to
reward performance, is an adjustment for the
impact of share repurchases warranted? These
are all questions that are best raised during the
plan design and goal-setting discussions rather
than waiting until year-end to address.

Compensation committees should also be mindful
of the bias that may be created toward inadvertently
rewarding the return of capital through buybacks
compared to the return of capital through dividends
or the investment of capital in the business.
Directors and critics generally agree incentives
should not create any bias—the use of capital
should be based on expected returns, strategic
plans, and opportunities, not maximizing
compensation. Unfortunately, many plans have
the unintended impact of rewarding the buyback.
Some programs, such as EPS-based annual cash
plans, may do this directly. Other programs, such
as CEO scorecards that are based on simple,
as-reported financial results, may achieve the
same unintended bias in a more indirect manner.

Companies with both large buyback programs and
EPS-based incentive arrangements are at risk, as
are their compensation committee members, of
adverse scrutiny when proxy disclosures indicate
that the impact of a buyback has a greater influence
on CEO incentive payout than actual changes in
performance. As a result, a growing number of
companies now disclose in their CD&As their policy
toward adjusting incentive payout calculations for
the impact of share repurchases. As buybacks
continue to increase in size and frequency,
statements to shareholders clarifying this
communication will become increasingly important.
It may only be a matter of time before incentive
payments resulting from buybacks result in
derivative litigation.

We find there is nothing wrong with earnings-based
measures or per-share-based measures, just as
there are many good reasons to execute a share
repurchase. However, we caution compensation
committees to take into consideration and control
any unintended bias resulting from this increasingly
popular capital program.
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