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About this guidebook . F >

As organizations acknowledge the need to transition to a net zero business model,
investors expect board members not only to drive the adoption of a credible climate Table of contents
transition strategy, but also to provide clear evidence that its execution has been

X z : . . o« Executive summary........ceeeceeceeeeeeseee s 4
embedded effectively across all key management processes, including enterprise risk -
management, strategic planning, innovation, capital investment and human capital. Business, investor and regulatory context.............. S i
One critical lever is for mana_gement to be h_eld accountablg .for _the _delivery of ’Fh_e Efeséftzsgté%erﬁgggsrx;%C"mateObJeCtNeSWIth ________ 12
strategy and, where appropriate, the capturing of opportunities in climate transition. Market insights: Climate metrics in executive ,_@ g
Willis Towers Watson, partnering with the Climate Governance |nitiative’ haS _ ©INCENTIVE PIANS.....covceeeeceeere et e 23 _x
developed this guidebook to explore how to drive the climate strategy by INAUStrY AEEP-AIVES......c.coeeeeeeeeee et 29
meaningfully embedding it within executive compensation frameworks. Our Work is = Endnotes.........ooooooo 32
informed by findings of surveys and interviews with investors and board members N
from organizations across the globe. ' o

(O) This guidebook is set up as an interactive PDF. Each of the sections may be accessed by clicking on the Ilnks below
For example, to jump to our views on “effective executive compensation design,” simply C|ICk on the banner at the bottom of the page

Deep dives on select industries can be accessed at the end of “Market insights” section. Slmply click on the industry on page 29, and this W=|Il-‘f",3-
take you to industry-specific observations on how the industry relates to climate change at a high level, where companies within the industry -

are in terms of incorporating climate into their executive incentive frameworks, common challenges, as well as leading-company exa'n_l'bles. ' l
; IR 5 Sl - &
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The World Economic Forum Principles for Effective Climate Governance

In 2019, the World Economic
Forum unveiled the Principles for
Effective Climate Governance
for non-executive board
directors.

These principles set out how
well-governed boards should
incorporate a climate lens into
all relevant aspects of their
oversight functions. Of the eight
principles, Principle 6 focuses on
incentivization.! Within this area,
executive compensation is
identified as one of the key
mechanisms that drive the right
behaviors and enable the
company to deliver on its climate
transition strategy.
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Climate Governance on
Corporate Boards

Guiding principles and questions

The board should ensure that executive incentives are aligned to promote the
long-term prosperity of the company. The board may want to consider including
climate-related targets and indicators in their executive incentive schemes, where
appropriate. In markets where it is commonplace to extend variable incentives to
non-executive directors, a similar approach can be considered.

Market insights: Climate metrics in

executive incentive plans
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Executive summary

Through interviews with board members around

expertise in executive compensation design, we
document our observations on the best practices

in how executive compensation can be a powerful**

tool in driving climate transition and climate
risk mitigation.

The merits of linking executive'compensation

and climate objectives are well established:
Emissions reduction and renewable energy
adoption are increasingly prevalent metrics in
executive incentive plans, especially in Europe and
in high-emitting industries such as oil and gas.

There remains much for the business community
to learn about the implications of a transition to
net zero. Setting consistent and reliable goals and
milestones will be challenging. But companies
must resist the tendency toward inaction, as
climate is:widely considered the single-most
significant.risk to the planet, businesses and the
stability of the global financial system.

Business, investor and
regulatory context
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the world, review of public disclosures from more _
than 800 companies and Willis Towers Watson's .

Continuously monitor and evolve
measurement of climate goals

Consider company-specific climate
transition strategy and metrics

Measure short-, medium- and

long-term progress towards net zero

Select metrics and goals that are
science-based, clear, ambitious,
transparent and consistent

Tell the story of how executive
compensation drives climate
transition with robust disclosures

Market insights: Climate metrics in
executive incentive plans

© 2021 Willis Towers Watson. All rights reserved. Proprietary and Confidential. For Willis Towers Watson and Willis Towers Watson client use only.

Add climate metrics to incentive

plans as a “check-the-box” exercise

Blindly follow market practices and
what “leading companies” do

Set annual goals with no tie-in to the
overall net zero vision

Use judgment-based or ambiguous
climate metrics or goals

Manage annual reports, executive
compensation disclosures and
ESG/climate reporting in silos

Industry deep-dives
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The stark reality Drawing on the findings of more than 14,000 scientific studies, the Sixth Assessment report? from the
& Intergovernmental Panel on Climate Change (IPCC) warned that unless the world sees a drastic reduction
and bUSII'IeSS in greenhouse gas (GHG) emissions well beyond the targets already adopted worldwide, average global

n . temperature are expected to surpass the 1.5°C threshold within the next 20 years, causing extreme and
|mperat|\’e to act irreversible damage to people and the planet.

The IPCC report has sharply raised the pressure on nations to make far more ambitious commitments on
climate transition in advance of the UN Climate Change meeting held in November 2021, COP26.

As signatories (now over 190) of the Paris Agreement lay out plans to achieve net zero by 2050 or earlier,
attention has also turned to the private sector. As of March 2021, more than one-fifth of the world’s
largest companies had committed to a net-zero target® — a figure that is expected to rise.

Left unchecked, climate change poses the single-greatest risk to global systemic financial stability.
Climate risk affects different companies in different ways: Heavy emitters (businesses that either
produce or consume large amount of fossil fuels) face the challenge of completely reshaping their
business models; and companies with physical assets in areas prone to extreme weather events must
identify strategies to mitigate risk and increase resilience. But there are also aspects of climate risk that
are systemic and from which no company is immune. In particular, there are different levels of risk
associated with different types of transition — from the relatively smooth to the very disorderly transition
which will result from inadequate action in the near term.

Climate transition and the new economy, however, also present opportunities for many businesses to
innovate and offer zero-carbon alternatives to conventional high-carbon products, thus potentially
displacing incumbents with disruptive business models. Consumers are increasingly deciding where they
buy, and employees are deciding where they work based on companies’ commitments to climate transition.
Forward-thinking businesses see these pressure points as opportunities to gain a competitive edge.
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Regulatory actions and net zero plans by geography
While actions vary by region, the direction of travel is clear

North America Western Europe and the United Kingdom

In June 2021, Canada enacted the Canadian The EU has committed to net zero by 2050, with some
Net-Zero Emissions Accountability Act, which member states setting earlier targets. The European
lays out a clear path to net zero by 2050.4 —— Al liament reached a provisional agreement on the Climate

The U.S. president released an executive order to Law Regulation in April 2021.7 In the same month, the U.K. set
set an interim carbon reduction goal by 2030.5 an ambitious carbon reduction goal® and continues to be a

Some states have enacted net zero plans by global leader in climate transition.

2050. The House and Senate each passed major
Middle East and Africa

legislation on clean energy innovation between
2020 and 2021, pending reconciliation. Progress varies. While a number of countries in

the region have not ratified the Paris Agreement,
some (e.g., Nigeria, Morocco and South Africa)
have taken bold actions toward net zero through
o— a carbon tax and significant renewable energy
investments,® and Saudi Arabia has pledged to

Latin America and the Caribbean reach net zero by 2060.

All countries have rectified the Paris 4 .

Agreement, and most have submitted @ Asia Pacific
their Nationally Determined Progress varies given the mix of developed and

Contributions (NDC), their post-2020 developing economies. Most countries have
climate action plans. Some countries in submitted plans toward net zero by 2050 (China,
the region, such as Chile, were among Singapore and Australia in the second half of the
the first countries to submit NDCs.6 century). Some countries have also instituted a
carbon tax and invested in renewable energy.

Business, investor and Best practices in driving climate Market insights: Climate metrics in Industry deep-dives A\ ( 7 )
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TCFD’s recommendations encourage companies to disclose how metrics
and targets are tied to remuneration

The Task Force on Climate-related Financial TCFD'’s core elements of recommended climate-related
Disclosures (TCFD) set out a foundational financial disclosures
framework for corporate disclosure consisting of
governance, stra_tegy, risk management, and Governance Strategy Risk management -
targets and metrics.
Disclose the Disclose the Disclose how the Disclose the metrics
In particular, TCFD calls on organizations to organization’s actual and potential organization and targets used to
disclose the metrics they use to assess governance impacts of climate- identifies, assesses, | assess and manage
climate-related risks and opportunities, as well arf’ﬂ:”g C_"rl:‘ate'd re'atef ri?'t‘_‘s and a|r_1d ”[[‘a”a?etsd . re:e}[’:(;‘trg:(rgif&
. . . related risks an opportunities on climate-related risKs rela
as their performa_nce against Sucfh metrics. opportunities thpeporganization’s opportunities where
Recommended disclosures also include scope 1 businesses, strategy, S0l e Eien i
(direct), 2 (purchased energy) and 3 (suppliers and financial planning material
and customers) GHG emissions, as well as how where such
climate risk is embedded in the organization’s information is material
enterprise risk management process.
Well-measured and disclosed climate metrics
and targets are critical to driving climate
transition with incentivization and remuneration.
Broader adoption of TCFD’s recommendations
will support this cause.
reguiatory context objectives with executive compensation Sxecutive moentve pians o neusiny deep-dives A8
plans
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Investors’ perspectives

The investor community sees climate transition as an investment risk and an
opportunity. Institutional investors want to ensure that the companies they
invest in have viable business models in a low-carbon economy, so that their
long-term investments create sustainable value and greater risk-adjusted
investment returns.

Institutional investors are also attracted by the apparent “sustainability
premium” on ESG assets. Global ESG assets exceed $40 trillion in 2020
and are expected to rise above $50 trillion in 2021."

Some investors believe that because ESG and climate commitments
ultimately drive long-term value creation, conventional financial and total
shareholder return measures might be sufficient to drive the desired
attention from management. They believe that there might not be a need
for an alignment to incentives.

However, most institutional investors consider incentive compensation

to be a powerful tool in accelerating an organization’s climate transition.
By elevating the importance of the topic in the board room and by

holding executives accountable for the company’s long-term climate
transition targets, investors are pushing to see disclosure of meaningful
climate-related targets and how they are incorporated into incentive plans.

Business, investor and
regulatory context
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Market insights: Climate metrics in

We strongly question the notion that ‘climate
strategy is baked into our remuneration plan’ if we
do not see disclosure of meaningful targets.”

If disclosures are not forthcoming, or if targets are

not meaningful enough, then investors will be on it, and
may vote against Executive Pay resolutions, or even
re-election of Remuneration Committee members.”

If you have a 2030 or 2050 plan [on emissions
reduction] and it’s meaningful for the company, then
why shouldn’t the plan be broken down into shorter-
term targets and anchored into the incentive
remuneration plans? Your CEO won’t be here in 2050,
but they can certainly shape the roadmap to get there.”

Industry deep-dives /ﬁ\ ( 9 )
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Investors’ expectations on climate metrics

There is strong consensus among investors that companies should select climate metrics
that are material to their businesses and that they should be measurable, transparent, and
appropriately stretched when linked to executive incentives.

For greenhouse gas (GHG) targets to be meaningful in the context of the global climate
crisis, savvy investors look for them to be set not according to a percentage reduction

over prior years, but in alignment with the roadmap set by the 2015 Paris Agreement.
There are various bodies that certify such approaches, including, most prominently, the
Science-Based Targets Initiative (SBTi) which offers specific guidance on types, or scopes,
of emissions, depending on the industry and the size of the company.

Beyond GHG emissions, investors also look for evidence of performance metrics tied to
significant commercial or industrial milestones as contained in companies’ climate
transition strategies. These might include percentage of energy from renewable sources or
shifting product mix from carbon-intensive to low-carbon or carbon-free alternatives.
There is no one-size-fits-all approach, so each company should identify indicators that
reflect the specific circumstances of its sector, geography and business model.

Investors also expect companies to demonstrate the appropriateness and extent of
climate metrics through market-leading disclosure. They are cautious not to applaud
companies just because they have included a climate metric and are skeptical when
disclosure detail is lacking. As with the adoption of any non-financial metric, disclosures
should explain how the board and management evaluate the merits of climate metrics
versus diluting the impact of financial and operational metrics, striking a balance between
short-term financial returns and enabling strategic transformation aimed at delivering
long-term sustainable value creation.

Business, investor and
regulatory context

Best practices in driving climate
objectives with executive compensation

Market insights: Climate metrics in
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“If a climate metric is used as an underpin, it must
be sufficiently stretched to have any impacton a
company’s climate transition plan. Should a bonus
pay out at all if you are not achieving your net zero
strategy?”

“What is long-term in the executive compensation
world is short-term in the climate world. Companies
should break down their transition strategy into
milestones that are aligned with a typical period of
a long-term incentive plan.”

“Executive compensation cannot be detached from
recruitment and having the right leadership team in
place. It is important to have the culture and
leadership team to deliver the climate strategy.”

Industry deep-dives
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“We worry many focus on this area as tokenism
rather than real change. We hope to make
real change.”

“It is the board and the CEO that guide the
direction. What has become apparent now is that
climate needs to be embedded into strategy.”

£

“Most metrics for climate change are yet to be
established other than waste/water/emissions.
Time is required to ensure that whatever metrics

are considered tie to the success of the business.”

Business, investor and Best practices in driving climate
regulatory context objectives with executive compensation

willistowerswatson.com

Climate as an organizational priority

In feedback from 89 board members across 14 countries and multiple industries,
we found that a substantial and growing number of global board members think
climate change is a significant element of their companies’ overall ESG and
strategic priorities.

Many organizations have begun to integrate climate change into their business
strategies, but most acknowledge that they are still on a steep learning curve, with
management only now developing the skills needed to formulate the right climate
strategies. Climate disclosures, especially those relating to how executive pay is
linked to an organization’s climate transition agenda, remain in their infancy. This is
an area where investors are urging greater transparency.

Board members expect climate priorities and commitments to be cascaded to the
broader employee population so that they become engrained in organizational culture,
and they specifically look to incentives to help drive that cultural change. Although
accountability starts from the top, our research indicates that some directors hold the
people function responsible for driving change and ensuring that the entire organization
is aligned to new priorities and commitments.

Market insights: Climate metrics in Industry deep-dives /ﬁ\ ( 1 )
executive incentive plans
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A funnel approach®” to effective climate governance

Climate transition

Governance of
climate issues

‘ Management of
climate issues

Climate
disclosure

:6': Climate
+ W~ metrics in

incentives
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Best practices in driving climate
objectives with executive compensation

Governance of climate issues: Boards are constantly challenged by the need
to prioritize which climate topics are most important, where they should be
addressed (i.e., which committee, or the full board), how often to address them
and how to provide effective oversight. The range and depth of topics covered
by the board should align with areas that pose the most significant risks and
opportunities.

Management of climate issues: The funnel begins with the whole range of
climate issues that the company is addressing; this will always be much broader
than what can be summarized for the board. However, the board may direct
management to expand, contract or reprioritize the range and depth of climate
issues it is handling.

Climate disclosure: The next, narrower subset of climate matters is what the
company discloses to investors and the public. It is important for management
and the board to be in synch about what gets disclosed and how it gets
communicated. The board should review and discuss the programs and
achievements summarized in public statements.

Climate factors in executive incentives: These climate metrics must be
consistently measured and tested by management, reviewed and vetted by the
board, and shown to be material to the business. They must also be of value to
investors and stakeholders. They play a critical role in driving cultural change
and individual choices that will deliver the climate and corporate strategy.

Market insights: Climate metrics in Industry deep-dives /ﬁ‘ ( 13 )
executive incentive plans
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repeatedly validated through work with countless
organizations and decades of research. This is an
important framework when determining how
climate metrics can be effectively incorporated
into executive incentive plans.

Guiding principles for effective
executive compensation governance
These four Principles and Elements of Effective
Executive Compensation Design'™ have been

Business, investor and Best practices in driving climate Market insights: Climate metrics in Industry deep-dives A\ ( 14 )
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Step-by-step guide to driving net zero ambitions through executive pay

Align climate priorities

with business strategy

Climate goals tied to

Evolve and learn over

. Incorporate clear organizational i

e = = = % Climate priorities into the fabric =~ =~ = > Ui et e
Review effectiveness and adjust of the company’s enterprise risk Articulate a clear net zero vision
design, metric(s) and goal(s) and opportunities framework by 2050 (or earlier) and set
over time short-, medium- and long-term

milestones toward the vision
* The board’s governance role is to challenge I
management each step of the way and ensure
| engagement of all key stakeholder groups +

Tell the story with Select the right

disclosures metrics

Fit-for-purpose
Design and metrics selection incentive design

P - Considering company’s net zero

ShOUId be_ d'SCIO.Sed clearly, : vision/milestones and incentive
aligned with business strategy Reference market practice and ; : .
: , : design, determine the right
and other climate and ESG the company’s own climate ; )
: .. . . . climate metrics
disclosures objectives to finalize the incentive
design mechanism and formula
Business, investor and Best practices in driving climate Market insights: Climate metrics in Industry deep-dives /ﬁ\ ( 15 )
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Design spectrum® to incorporate climate metrics into executive compensation

Lower
impact to
organization,
easier to
implement

Greater
impact to
organization,
more
disruptive

Business, investor and
regulatory context
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Underpin

Individual
performance
rating modifier

Company
performance
modifier

Weighted
metric in STI

Weighted metric
inLTI

Incentive
funding formula

Standalone
incentive plan

Best practices in driving climate
objectives with executive compensation

Include threshold or basic level of climate
performance required for some or all of the payout
under other metrics to occur — STl or LTI

Include a climate modifier under the individual
elements of the STl or LTI to modify the payout
up/down by a certain percentage

Include a climate modifier to overall STl or LTI
formula that modifies the payout up/down by a
certain percentage for all participants

Include a quantitative climate metric (e.g., carbon
emissions) into the STI payout formula

Include a quantitative climate metric (e.g., carbon
emissions) into the LTI payout formula

Incentive pool derived from financial measure
adjusted for carbon charge (e.g., carbon cost added
to cost of capital in economic profit calculation)

Introduce a separate climate incentive plan (e.g.,
hyper-long term aligned with sustainability strategy,
or plan with timeless emissions goals)

executive incentive plans

Market insights: Climate metrics in

Appropriate when a company is
first introducing climate metrics

Can be tailored to an individual’s
role and improve line-of-sight

A low-risk approach to introducing
a standalone, quantitative climate
metric

Provides a direct measure that
reinforces importance of climate

Easily communicated

Appropriate for metrics that need
longer time horizons to produce
measurable results like Climate

Directly links climate objectives
with financial performance for the
entire organization

Encourages participants to take a
longer-term view of performance

Industry deep-dives

Threshold climate performance may
not be meaningful or material

Individual performance
assessment tends to be more
qualitative and judgment-based

Impact of payout modifier tends to
be moderate, and may not highlight
the importance of climate

Focus only on annual performance
and progress

Without frequent interim
milestones, participants may lose
sight of the path to the long-term
goals

Complex formula may be difficult
to communicate to participants
and investors

May be perceived by some as too
“dilutive” of financial performance

Aaced
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Principles to consider when selecting the right climate metrics

= Select metrics that are material to the business; those that contribute to long-term value creation and risk mitigation, and are
central to the climate strategy

= They must also be material to the individual participants in order to be effective in incentivizing behavior/action

= Use metrics that can be reliably measured, quantified and scaled; potentially also allowing for independent audit
of performance achievement

= This also allows for comparison across peers and industries, and to track meaningful progress over time.

= Take a broader view of climate performance beyond simply capturing carbon emissions, aligning to company’s
net zero strategy, such as tying into industrial or commercial milestones

= Where possible, metrics should be defined using standard or widely adopted methodologies (e.g., definitions validated by third
parties for greater comparability)

= Climate metrics that are captured in ratings and indices published by reputable organizations are a good starting point

= Important to provide clarity, transparency and consistency
= Seek independent verification for measurement

= Increasing convergence around core set of Scopes 1, 2 and 3 indicators, as mandatory reporting gains support (e.g., IFRS
Foundation mandating sustainability reporting) and leading actors collaborate to develop a common set of metrics

Business, investor and Best practices in driving climate Market insights: Climate metrics in Industry deep-dives A\ < 17 )
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Measuring carbon emissions

Emissions reduction is by far the most common climate executive incentive metric,
but operationalization can be very complex. For example, the Greenhouse Gas
Protocol®™ classifies a company’s GHG emissions under three scopes, with increasing
levels of difficulty in terms of measurement.

Scope 1: Direct emissions from owned or controlled sources
Scope 2: Indirect emissions from generation of purchased energy

Scope 3: All indirect emissions, including company suppliers (upstream),
customers and use of sold products (downstream)

As companies set net zero targets, all three scopes should be considered. This
includes reducing indirect emissions by influencing or switching supply chain partners
and changing the product mix to enable customers to reduce their own emissions.
Focusing on all three scopes can yield a competitive advantage over rival products
with a lower emissions profile.

On their path toward net zero, some companies also track emissions avoided through
product and service enhancements that enable their customers to shrink their GHG
footprint. Other tools include carbon offsets, a reduction in emissions achieved
through a separate activity, such as forestation, that compensate for their own
emissions. However, progressive companies set separate targets for direct and
indirect emissions reductions (scopes 1, 2, 3) that exclude carbon offsets.

Best practices in driving climate Market insights: Climate metrics in
objectives with executive compensation executive incentive plans
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Carbon emissions as an incentive metric

The most common way of measuring carbon emissions is in tons of carbon dioxide equivalent (tCO2e).
This metric accounts for all kinds of GHGs through scopes 1 (direct), 2 (purchased energy), 3 (suppliers
and customers) emissions, standardized to account for non-CO, greenhouse gases. These non-CO,
GHGs, such as methane, nitrous oxide and other industrial gases, account for one-fifth of total carbon
emissions (although this varies enormously by industry).16

Carbon emissions goals can be set by scope or at an overall level and may be measured as a percentage
reduction or an absolute reduction but in all cases require a reference time period (e.g., reductions
relative to the 2012 level). As more companies disclose their carbon emissions goals, benchmarking
progress against industry peers may also become possible. However, in absence of a narrative that
explains how a given reduction goal fits into a company’s pathway to net zero, we expect such a goal to
scrutinized and challenged by investors and stakeholders.

While this is a very new area of activity, lessons are already emerging from companies that have set
explicit climate goals in executive incentive plans. These include:

= Set emissions-reduction goals over a longer time horizon (three, five, seven and 10 years) in line with
the company’s position to deliver on its net zero target. Investors strongly prefer that companies set
firm targets for 2050, rather than an “ambition” or “vision”.

= Do not be deterred from setting meaningful targets in incentive plans (even before you can set

accurate projections of emissions-reductions). Target setting accuracy should evolve over time; until
then you can use alternatives such as the average of multi-year annual performance or allow for board
discretion. In other words, uncertainty of achievement should not be the reason for not setting
meaningful targets.
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Market-leading examples: lllustrating one size does not fit all

- 18
Unilever” Xcel energy

Example of climate and broader environmental targets within a Example of a clear and quantifiable emissions reduction metric with a
scorecard, with a material weight in the LTIP material weight in the LTIP

Unilever committed to net zero emissions in its own operations Xcel Energy is a traditional and renewable energy provider in the U.S.
by 2030 and from all products from sourcing to point of sale by that aims to reduce carbon emissions by 80% (from a 2005

2039 (among other goals). baseline) in the next 10 years. It is the first U.S. utility to commit to

: : 100% carbon-free electricity by 2050.
The company has a detailed scorecard weighted 25% of the

LTIP called the Sustainability Progress Index, which the For several years, the company has had a metric weighted 30% of
committee uses to assess the company’s progress against the performance shares based on reduction in carbon dioxide emissions
Unilever Sustainability Living Plan (USLP). This captures targets below 2005 levels associated with electric service.
such as: 2019-2021 performance is measured at the end of a three-year
Reduction of carbon dioxide emissions from energy from performance period as follows (straight-line interpolation in
factories per ton of production vs 2008 baseline (%) between): Threshold Target Maximum
Purchasing of crude palm oil from physically certified | |
sustainability sources (%
y ! 43% 47% 51%
Achievement of Leader/A ratings (number) — relating to reduction reduction reduction or above
DJSI, CDP Climate, CDP Water, CDP Forests, GlobeScan | | |
rating providers.
Payout 30% 100% 200%
Source: Company public disclosures on executive incentive design.
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Acknowledging the downsides

While most companies and investors support incorporating climate metrics in incentive

plans, some argue that climate metrics impact many stakeholder groups differently and that
companies risk oversimplifying their climate agendas by boiling it down to one or two executive
incentive metrics.

There are also concerns about data quality and rigor in goal setting, especially when measuring
more indirect climate data over which companies do not have complete control. Without rigor in
climate goals, companies may risk being perceived as “greenwashing”.

Achievement of long-term climate goals often requires tradeoffs in short-term gains as
businesses invest in transformation and innovation. Some worry that by emphasizing a purely
longer-term view of executive compensation that focuses on climate transition they may
underplay near-term rewards, which places them at the risk of losing (or failing to attract) the
best executive talent.

In lieu of incorporating climate goals in incentive plans, some have proposed mechanisms such
as share ownership guidelines, “career shares” (longer-term or post-retirement vesting of equity
compensation), or post-retirement lock-up period to establish a stronger link between long-term
organizational value and executives’ wealth beyond their tenure at an organization, recognizing
that success of climate transition and how it translates into company value has a very long tail.

Importantly, these two approaches are not mutually exclusive. Given the climate emergency, our
view is that if deployed effectively, they can be complementary in supporting and accelerating
climate transition. Besides, well-designed incentive plans should align with a company’s short,
medium and long-term business priorities; and when those goals are achieved then the incentive
plans and metrics should be updated.

11

Some investors lack understanding of
how remuneration structures work.
Incorporating climate metrics in
something already misunderstood and
complex can be counterproductive.”

Shouldn’t executives have climate
targets as part of their core job
descriptions? Why do they need to be
paid more to achieve them?”
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Anticipated challenges and looking ahead

As organizations learn more about the impact of climate change
on their businesses and make strategic decisions about how to
drive change, there will be more philosophical debates about

how climate goals should be linked to executive remuneration,
directly through incentive design or indirectly through longer-term
wealth creation.

Some challenges are ubiquitous, such as climate knowledge
ramp-up as well as measuring and tracking meaningful data on
businesses’ climate impact.

The IPCC’s Sixth Assessment Report has uncovered more
evidence that we need greater commitment for change to avoid an
existential crisis. This may prompt a ramp-up in the pace at which
highly emitting businesses phase out productive assets. Some
businesses have even begun to acquire and decommission
polluting assets as a way to compensate for their own emissions.™

Business, investor and
regulatory context

Best practices in driving climate
objectives with executive compensation
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Market insights: Climate metrics in
executive incentive plans

As climate change risks are incorporated into enterprise risk
management frameworks, there will be more interest in quantifying
these risks (along with the entire portfolio of ESG risks). Financial
performance and climate transition will become more interlinked for
many businesses, resulting in new ways of designing creative
incentive schemes that drive positive climate outcomes.

We may also begin to see more creative executive remuneration
designs, such as:

1. Cash or equity instruments linked to carbon accounting

2. Tokenized compensation vehicles that allow for incentive
systems measured across companies

Climate metrics have already begun to extend beyond executives, in
particular where wholesale business model transformation requires
the active involvement of all staff. Linking remuneration for the
broader employee population to the achievement of organizational
climate goals highlights the common vision and purpose of the
company, driving cultural transformation across the whole of the
business and combating climate change for a better tomorrow.
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Views from boardrooms around the globe

Boards acknowledge that climate metrics and performance systems are not ."‘i-
perfect as both they and management are still learning. That said, most S7
recognize the importance of taking the first step, even if that means climate
metrics and goals will continue to evolve over time, especially for industries
where climate transition poses an existential challenge.

Scope 1 (direct operational) carbon emissions are the most dominant climate
metric. However, in the next three years, the market expects greater strategic
emphasis on measuring climate-related innovation and business
transformation to support organizations’ climate transitions and net zero
plans. This will likely involve stronger focus and reduction targets for Scope 3 .
(suppliers, customers and sold products) emissions as well. Metrics need to remain flexible. It will be a

. . oy . ) o . ‘crooked road to perfection’. Put something
As the timeframe for climate transition extends well beyond executives’ time in in that is as meaningful as possible but

office, boards favor meaningful interim milestones in incentive plans to provide acknowledge it will be imperfect. Don’t wait.
more certainty and stability even during executive team transitions. They No one understands it fully. Make a calculated

consider a combination of short- and long-term climate goals essential. F guess. It will likely not be right or enough but
. that’s ok; it can evolve. ”

While third-party ratings and rating agencies’ scorecards may appeal to some
companies as a good way to measure ESG performance for executive '
incentives, investors caution that ESG ratings are too broad and not generally §i
focused on the specifics of the company’s climate transition roadmap. f -

» o :: !: 1 ]0d B : _-J... ]’ | =
e | | jl H - :
AR Ly Y
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Market insights from company disclosures

Use of climate metrics in executive incentive plans by companies in S&P
500 and major indices in Europe

All plans STl plans LTI plans

19% @ @

of companies incorporate climate and
broader environmental measures in their
incentive plans.

US. (n = 317) U.S. (n = 317) U.S. (nh = 317)
i | 2% |2
Europei (n=177) Europe:e (n=177) Eu:rope (n=177)
2% 3%

19% 16% 6%

= US is based on companies in the S&P 500; Europe is based on companies in the following indices: FTSE 100 (UK), IBEX 35 (Spain), BEL 20 (Belgium), DAX 30 (Germany),
AEX 25 (Netherlands), CAC 40 (France), SMI 20 (Switzerland), ISEQ 20 (Ireland) and MIB 40 (ltaly)

= Including the following industries: Fast Moving Consumer Goods, Financials, Health Care, Information Technology, Oil & Gas, Retail, Transportation, Utilities

= All analyses are based on FYE between June 2020 — May 2021 (except where latest proxies have not yet been published)

n = number of companies
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Market insights from company disclosures

Climate metrics are most often incorporated into executive incentive plans
of high-carbon emitting industries such as energy and utilities

All companies (percentage)
Fast moving consumer goods (n = 46) 4

Financials (n = 130) IIEB
Health care (n = 87) “

Information technology (n = 93) m'll

A considerable number of
organizations incorporate climate

metrics into both their short- and

long-term incentive plans.

Of andl gas 1= 22)

Retail (n = 41) mzl

Transportation (n = 22) H

utitties (n = 51) | 14 [Te

M STl only STland LTI M LTl only

22

1%

11%

7%

7%

92%

14%

5%

65%

Prevalence for each category includes all companies in the US and Europe groups which include an environmental metric within either the STl or LTI plan, measured as

a percentage of the applicable industry group.

Source: U.S. data based on companies in the S&P 500. For Europe and the U.K., companies from the following indices were referenced: FTSE 100 (UK), IBEX 35 (Spain), BEL 20 (Belgium), DAX 30 (Germany),

AEX 25 (Netherlands), CAC 40 (France), SMI 20 (Switzerland), ISEQ 20 (Ireland) and MIB 40 (Italy). All analyses are based on FYE between June 2020 — May 2021, subject to availability of disclosure.
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Market insights from company disclosures

Use of climate metrics in executive incentive plans is much more prevalent
in Europe for most industries

United States Europe
Fast moving consumer goods (n = 19) m

Financials (n = 65) E

Health care (n = 24)

Information technology (n = 74) I3 Information technology (n = 19) m

oil and gas (n = 1¢) [ EGTNET] oil and gas (n = 5) [ NG
Retail (n = 15) E

Transportation (n = 15) O Transportation (n = 7) m

utilities (n = 28) [ RN utilities (n = 23) [ GG

Fast moving consumer goods (n = 27) m
Financials (n = 65) I2

Health care (n = 63) I3

Retail (n = 26) [

n = number of companies

Source: U.S. data based on companies in the S&P 500. For Europe and the U.K., companies from the following indices were referenced: FTSE 100 (UK), IBEX 35 (Spain), BEL 20 (Belgium), DAX 30 (Germany),
AEX 25 (Netherlands), CAC 40 (France), SMI 20 (Switzerland), ISEQ 20 (Ireland) and MIB 40 (Italy). All analyses are based on FYE between June 2020 — May 2021, subject to availability of disclosure.
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Market insights from company disclosures

Carbon emissions is by far the most widely used climate metric in executive
incentive plans

All companies

Climate Environmental Environmental Waste Other Not defined

Carbon (CO,) Energy
incidents sustainability

emissions change

United
States o 35%
2% 19%
Carbon (CO,) Energy Climate Environmental Environmental Waste Other Not defined
emissions change incidents sustainability
Europe
2%
Carbon (CO,) Energy Climate Environmental Environmental Waste Other Not defined
emissions change incidents sustainability

Source: U.S. data based on companies in the S&P 500. For Europe and the U.K., companies from the following indices were referenced: FTSE 100 (UK), IBEX 35 (Spain), BEL 20 (Belgium), DAX 30 (Germany),
AEX 25 (Netherlands), CAC 40 (France), SMI 20 (Switzerland), ISEQ 20 (Ireland) and MIB 40 (Italy). All analyses are based on FYE between June 2020 — May 2021, subject to availability of disclosure.
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The impact by industry varies notably, but all have a marked role to play

Click on the plus sign to see additional information.

a

Retail and fast-moving % m .

consumer goods ¥
.
QOil and
Utilities & a @ o= _&_ ®
E Financial é
_ll services ¥ ‘

Transportationl@ ‘
CIC]

’ Pharmaceuticals
" and life sciences ¥

Relative contribution to global GHG emissions

‘ Technology #
: - - >
Degree of change to the business model required to make the transition to net zero
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Market insights from company disclosures

Industry deep dive: driving action against climate change through incentives

Click on the industry of interest below for a summary of the industry as it relates to climate change more broadly and for observations
about where the industry is in terms of driving action against climate change through executive compensation.

Fast-moving Retail
consumer goods |1| |
@l Financial services w # Technology ‘
\p
Oil and gas w @ Transportation
| [
Pharmaceuticals and ﬁ Utiliti
" Life sciences o tilities

Note: Percentages show prevalence of US S&P 500 and top 350 European companies (FTSE 100 (UK), IBEX 35 (Spain), BEL 20 (Belgium), DAX 30 (Germany), AEX 25 (Netherlands),
CAC 40 (France), SMI 20 (Switzerland), ISEQ 20 (Ireland) and MIB 40 (ltaly)) within that industry, that include an environmental metric within either the STI or LTI plan, measured as a percentage
of the applicable industry group. All analyses are based on FYE between June 2020 - May 2021, subject to availability of disclosure.
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Industry overview — as it relates to executive compensation
Fast-moving consumer goods

The fast-moving consumer goods (FMCG) sector and climate change are deeply intertwined — the
sector is a major cause of GHG emissions but is also heavily impacted by it. 26% of global GHG
emissions come from food production, with food waste and deforestation also major contributors to
GHG emissions. Climate change in the form of hurricanes, flooding and fires etc. presents an
inherent risk to FMCG companies as it effects disrupt supply chains, reducing raw material supply
and increasing prices.

g Drivers of action

As with the retail industry, consumer demand is a significant driver of action against climate change
for FMCG companies. For example, due to rising consumer demand, companies such as KFC,
Subway and Burger King are incorporating alternative, plant-based meats into their menus. Danone,
Starbucks and Budweiser, among others, are reducing their plastic use, and some major brands have
committed to science-based targets and One-Plant Business for Biodiversity (OP2B) initiatives to
work toward Paris-agreement goals.

Investor demand is also a strong driver. In 2020, an investor coalition representing $11.4 trillion in
combined assets (over 90 investors) signed a letter to six of the largest companies in the fast-food
sector to enact meaningful policies and targets to reduce the carbon footprints of their meat and dairy
supply chains and to urge companies to publish quantitative, time-bound targets and commit to
publicly disclose their progress. A further indicator of investor sentiment and appetite for climate-
focused FMCG companies is that Oatly and Beyond were among the most valuable FMCG initial
public offerings in recent years, with other plant-based food IPOs expected this year or next.

Regulatory drivers are also at play with many countries having or adopting legislation to regulate
single-use plastic products such as plastic bags and straws. The European Union and U.K. are
leading the way with additional measures to reduce waste. In February 2020, top producers of plastic
waste, including Coca-Cola, Pepsi, Nestle, Crystal Geyser, Mars, Danone, Mondelez International
and P&G, were sued by the Earth Island Institute, a California environmental group. The ongoing suit
seeks to hold these companies accountable for their plastic pollution and demands they stop
advertising products as “recyclable” when they are, in fact, largely not recycled.

& Challenges for the industry in tackling climate change

Supply chains play a vital role in climate change given the significant amount of resources used for
consumer goods production. As with the retail industry, this presents a challenge for FMCG
companies to address climate change, given the indirect impact of their emissions from suppliers.
There is no formal requirement to reduce emissions for FMCG supply chains, and so far we see the
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world’s largest meat, fish and dairy producers failing to match sustainability commitments of the high-
street brands they supply. In fact, more than 70% of meat and livestock companies do not have
emissions targets, and the agriculture, food and forest products sector scored the lowest for coverage
and quality of climate-risk disclosure across non-financial services sectors. Having said that, some
major FMCG companies are taking responsibility for their supply chains by helping suppliers enhance
energy efficiency, adopting soil and water management practices and prioritizing zero-deforestation.

Further, there is a challenge for the sector known as the “consumer dilemma” — this describes the
extent to which a consumer is willing to pay more for environmental packaging and/or prioritize
instantaneous shipping. There are thought to be broadly two types of consumers:

1. Survivalists, who are more income-restrained and therefore more likely to
opt for cheaper goods even when the production of such goods is not environmentally-friendly

2. Selectionists, who have more disposable income and therefore can be more brand-loyal and
allow purchasing decisions to be based more on values around sustainability, while tolerating the
higher costs

Most consumer goods companies will not want to sacrifice one customer type over the other, so there
would need to be some shift in certain aspects of their portfolios to maintain market share while
offering some environmentally produced and packaged products.

3

Many companies in the sector have joined the Science Based Targets Initiative and are setting their
emissions reduction targets under one of three categories: 2°C, well-below 2°C and 1.5°C.

What are companies measuring and reporting?

In addition to GHG emissions reduction targets, other metrics being measured and reported include:

= Energy and water consumption and efficiency

= Plastic usage (including single-use plastic usage)
= Waste management: recycling and reusing

= Energy sources used to power plants

= Investment in and efficiency of smart technology to optimize production, source to production (how
locally are materials sourced)

= Sustainable farming and responsible sourcing
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I ' l Aligning climate goals and targets with executive compensation

As in retail, there is seemingly a disconnect between the climate change strategy, actions and
initiatives being taken or committed to at the company level and how it is being embedded within and
driven by executive compensation. Currently, a minority of FMCG companies (11%) have an
environmental-related goal in their executive compensation frameworks, typically in short-term rather
than long-term incentive plans. Where these do exist, disclosure is generally weak and often
describes an assessment of progress against key environmental or sustainability initiatives as
opposed to tangible, quantifiable goals.

Metrics in short-term incentive plans include:

= Sustainability or recyclability initiatives
= Management of environmental risks
= Sustainability programs such as Together Towards ZERO and Sustainable Economy

Examples of metrics in long-term incentive plans include:

= Reduction of GHG emissions (Co2e)
= Carbon reduction
= Water efficiency

Interestingly, a U.S. FMCG company, one of the world’s largest suppliers of fresh produce, adjusted
its incentive plans for hurricanes in FY 2021 due to the financial impact extreme weather had on the
company.

& Challenges aligning climate goals and executive compensation

Metric selection and target setting is seen as a challenge. Companies are finding that choosing a
metric or determining which metrics to use in a scorecard that sufficiently represents and measures
all of what the company is doing to combat climate change is difficult. They are also finding balancing
having metric(s) that are meaningful enough to drive desired behaviors and turn the dial with the
company and shareholders’ concern about the inclusion of a climate-related metric in the incentive
plan diluting existing financial metrics challenging.
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Y Leading company example — Unilever

= Metric name and description: “Sustainability Progress Index”, a scorecard that a committee uses
to assess the company’s progress against the Unilever Sustainability Living Plan (USLP). The
scorecard captures targets such as:

m Reduction of carbon dioxide emissions from energy from factories per tonne of production vs
2008 baseline (%)

m Purchasing of crude palm oil from physically certified sustainability sources (%)

m Achieve /eader/A ratings (number) — relating to DJSI, CDP Climate, CDP Water, CDP
Forests, GlobeScan rating providers.

= Weight in vehicle: 25% of long-term incentive plan
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E l I Industry overview — as it relates to executive compensation

Financial services

The impact of climate change on the financial sector is stark, as is the sector’s ability to steward the
transition to a net zero and climate-resilient future. Consider the following data points:

m $6.9 trillion a year is required up to 2030 to meet climate and development objectives (Organisation
for Economic Co-operation and Development (OECD) climate financing futures). In 2019, the
World Bank estimated that capital required would be $90 trillion over 15 years.

m There is approximately $300 billion of estimated maximum credit losses on outstanding debt
resulting from a carbon tax.

= Along with the more than 230% increase in the number of catastrophes caused by natural hazards
from 1980 to 2019, economic losses (adjusted for inflation) increased by approximately 150%, from
$60 billion in 1980 to $150 billion in 2019, with a peak of $350 billion in 2018 with major
implications for reinsurance.

= As interest and uptake of climate-conscious investing has soared in recent years, investment
banks and asset managers are increasingly making sustainable and ethical investment the new
standard. There were $760 billion in assets under management in ESG mutual funds and ETFs in
2018, up 68% from $453 billion in 2013

While there is a clear threat of climate change for the industry, there are opportunities too. For
example, the World Bank says that transitioning to a green economy can provide opportunities to
recoup the vast investment required, estimating that a $1 investment could yield $4 in benefits.
Further, according to a report from CDP, the financial sector could see potential revenue of

$1.2 trillion (more than any other industry) from:

= The introduction of new sustainable products, services and related jobs
= Shifting consumer preference

= Increased capital availability as financial institutions increasingly favor
low-emissions producers

m Regulatory, governance and investor drivers

Regulation and governance is the strongest driver of action against climate change for the industry.
New regulations across the globe will require greater climate risk disclosure and management, stress-
testing, scenario analysis and stewardship; standards are evolving and should serve to both make
compliance more stringent and reduce the amount of “greenwashing”.
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Focus by region

= The U.K. and New Zealand lead the way in terms of mandatory climate reporting and regulation,
although other countries are following suit (particularly across Europe), with the G7 calling for
mandatory climate risk disclosures. Further, financial supervisors have set expectations for
regulated firms to integrate climate-related metrics into executive compensation frameworks
(for example, the Prudential Regulation Authority’s “Dear CEQO” letter).

= Association of Southeast Asian Nation (ASEAN) countries are beginning to regulate on climate,
with 70% of ASEAN countries having issued or revised sustainable banking regulations.

= While climate-related activity (regulation, governance, measurement and disclosure) in North
America has been more limited to date, under the Biden administration, there are significant moves
underway to integrate climate risk into the financial architecture of the United States. This is on the
back of years of pressure from investors and corporate stakeholders pressing the U.S. Securities
and Exchange Commission (SEC) to mandate greater climate disclosure.

@The industry response

In response, the financial sector commitments to net zero now stand at over $70 ftrillion and are
increasing in the lead up to CoP26 in Glasgow (coordinated by the Glasgow Finance Alliance for Net
Zero (GFANZ). With the acceleration toward a net zero economy, there is already increasing focus on
how financial services organizations are also aligning portfolios and making commitments in the short
term. This is undergoing a similar pattern observed in the corporate world, where there has been
initial activist pressure to exclude certain companies, rather than trying to steward companies through
the transition required (i.e., by choosing to continue to underwrite or invest but under conditions that
those companies will agree to decarbonize or transition in line with the science). Stewardship is
particularly important in aiding high polluters to make the transition.

Some financial institutions want to be neutral on climate and be steered by policy and markets, while
others are seeing it as their fiduciary duty. We expect boards to see more liability cases on this topic
in the next few years.

il
Q What are companies measuring and reporting?

Financial institutions are using a number of reporting frameworks related to climate and sustainability.
Further to an announcement by G7 finance ministers in early 2021 regarding mandatory climate
disclosure, many financial institutions are reporting in line with the Task Force on Climate-Related
Financial Disclosures (TCFD) framework of governance, strategy, risk management and targets and
metrics.
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Since 2019, much activity has focused on:

= Scenario analysis to inform risks and opportunities driven in part by U.K. Finance and the
Prudential Regulatory Authority’s 2021 Biennial Exploratory Scenario

= Establishing financial risk metrics related to climate change
= Initiatives around net zero and Paris alignment (1.50)

In addition, many banks are increasingly committing to net zero targets and portfolio carbon
accounting frameworks.

Climate-related data and metrics are still evolving. With increasing focus on net zero, financial
institutions are typically using or considering using carbon-related metrics, including financed as well
as operational emissions. Nonetheless, we expect other approaches to emerge as a side
conversation on strategy and the best metrics for financial institutions to develop, such as measures
relating to value at risk or portfolio alignment.

E [

0 l B

I ' l Aligning climate goals and targets with executive compensation

Globally, the prevalence of ‘E’ metrics in incentive plans across the industry (when reviewing main
indices across U.S., Continental Europe and the U.K.) is 11% but this masks the regional differences.
Only 2% of U.S. companies have incorporated environmental metrics within their incentive plans,
while 20% have across Europe and the U.K. have done so, which reflects the varying degree of
investor and regulatory pressure in those markets.

Metrics seems to focus on progress against green and sustainability funding and financing
commitments of the company as well as carbon emissions and footprint-reduction targets, with
metrics in both annual bonuses and LTIs.

Climate-related data and metrics are still evolving; with increasing focus on net zero, financial
institutions are typically using or considering using carbon-related metrics, including “financed” as well
as “operational” emissions. Nonetheless, we expect other approaches to emerge as the side
conversation on strategy and best metrics for financial institutions develops, such as measures
relating to value at risk or portfolio alignment. It is important for the executive compensation metric to
align with and support the individual company’s key performance indicators and climate strategy
rather than to follow a market norm.

& Challenges aligning climate goals and executive compensation

Metrics and target selection is a challenge, given that use of climate-related metrics at the company
level are still nascent among financial institutions. While carbon metrics are commonly being used,
there is increasing recognition they do not necessarily capture a firm’s financial risks, or necessarily
the effectiveness of its actions in driving outcomes in the real economy. An area of debate is whether
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the transition to net zero will require a shift to only financial metrics or whether carbon metrics will still
have a role. Intensities are often used in this area as implied temperature ratings (ITRs) as
recommended by the TCFD in its recent portfolio alignment guidance.

The methodologies for these are also nascent and yield different results based on their coverage
and approach, but we expect to see this applied to asset levels and portfolios as part

of the mix.

Another challenge related to target setting and the ability to track progress is the availability of
reliable, complete data sets and transparent analytics or models to interpret them.

Additionally, companies must take care to ensure incentive design is aligned with removing perverse
incentives from the point of view of climate resilience; for example, still encouraging and profiting from
the financing of new fossil fuel exploration and infrastructure verses attaining climate targets, risk
reduction or stewardship.

Y Leading company example — Standard Chartered

= Metric name and description: “Purpose and people” — a strategic metric within the bonus
scorecard. One of the three targets is: “Exceeded our 2020 target in financing services for
renewable energy projects and on track to the sustainability aspiration target of $35 billion; all
other sustainability measures also at or above target.

= Weight in vehicle: one of three targets within this metric weighted at 10% in annual bonus
plan

= Metric name and description: “Sustainable finance” (1. Develop and implement a framework to
align our financial services with net zero emissions by 2050, and deliver 2023 targets consistent
with that plan; 2. Provide $35 billion (cumulative) worth of project financing services, M&A
advisory, debt structuring, transaction banking and lending services for renewable energy that
align to our verified green and sustainable product framework; 3. Only provide financial services
to clients that are less than 80% dependent on earnings from thermal coal (based on % EBITDA
at group level)).

= Metric name and description: “Responsible company” (1. Reduction in property emissions of
10% annually, 2. Reduction of flight emissions of 25%, 3. Offset 95% of all residual emissions
from our operations).

= Weight in vehicle: the two metrics above constitute 15% of the long-term incentive plant
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Industry overview — as it relates to executive compensation
Oil and gas

Climate change is thought to adversely affect oil and gas (O&G) more than any other global industry,
and COVID-19 has put more pressure on the industry, resulting in the permanent closure of some
drilling sites. Energy demand forecasts that take climate-related policy changes into account indicate
that oil income could fall by more than 50%.

While the industry is accustomed to managing complex operational and political risks, including safety
and environment, the burning of fossil fuels and link to carbon production is seen as a major cause of
climate risk and global warming. Various stakeholders are increasingly demanding that O&G
companies articulate their plans for reducing carbon emissions of both their operations and their
products for some time. The imperative and continued pressure for the industry to act is undeniable.

&,
: Regulatory, governance and investor drivers

From a regulatory and governance perspective, O&G companies regularly encounter legal
challenges. Here are a just two examples:

= Earlier this year, activist investors required that two board directors step down for perceived
insufficient action.

= A Dutch civil court mandated that a company cut its CO2 emissions by 45% by 2030 compared to
2019 levels.

Additionally, O&G companies may face stricter standards in terms of financing and insurance
coverage as financial institutions and insurers increase their demands on the industry. For example,
The World Bank will no longer finance post-2019 upstream oil and gas projects; U.S. and European
banks such as Goldman Sachs, JP Morgan, HSBC, Deutsche Bank, among others have already or
have committed to end financing of Arctic oil and gas projects. And Swiss Re will gradually cut
support in underwriting and asset management to the world’s 10% most carbon-intensive oil and gas
producers by 2023.

Investors are also driving the need for a fundamental shift in O&G companies’ business models as
they increase demands for climate-related transparency, actions to manage climate risk exposures,
divestiture from fossil fuels and portfolio changes in favor of outperforming ethical funds. Groups such
as the Climate Action 100+, Transition Pathway Initiative (TPI) and the Global Investor Coalition on
Climate Change (GIC), representing more than $50 trillion in assets under management advocate for
companies to reveal long-term plans for tackling climate change.

Copyright © 2021 Willis Towers Watson. All rights reserved.
willistowerswatson.com





Oil and gas Page 2 of 4

Additionally:

m $31 trillion (one-third of total assets under management globally) is held in green investments, up
34% from 2016, and as of September 2019, about $11 trillion in assets under management were
divested from fossil fuels, up from just $52 billion in 2014.

m Approximately $2.6 trillion was invested in renewables from 2010 to 2019, with the majority flowing
into solar and wind. Institutional investors (representing $6.8 trillion in assets) are expected to
nearly double allocations to renewables to 7.1% over the next five years.

(3 The industry response

In response, major O&G companies are using capital raised from production to fund new clean
energy investments and initiatives and see climate-change action as an opportunity to present a more
positive brand with a less carbon-intensive portfolio. They are optimizing operations and minimizing
waste, investing in carbon capture and storage and decarbonization technology, and diversifying
investment beyond traditional renewables such as hydrogen. However, smaller companies are still
focusing on production and extraction at a commodity price, typically with limited resources to focus
on sustainability.

A key challenge for the industry is the pace of change that is being targeted for decarbonization and
the degree of change of strategy and infrastructure required to do so, combined with the need to
continue to be profitable and deliver shareholder value.

il
Q What are companies measuring and reporting?

Companies are more likely to have material business discussions and narrative in annual reports that
focuses on Scope 1 and 2 emissions, whereas actions to address Scope 3 emissions is less
advanced (consistent with other industries). O&G companies are mainly measuring:

= Carbon emissions (likely to be measured over the long term and tracking against net zero emission
targets that most major market players have committed to)

= Recordable environmental events: reportable events reductions (likely to be measured over the
short term)

= Water waste and efficiency

The supermajors provide a leading indicator of shareholder sentiment and market direction.

They have responded to shareholder and activist scrutiny in recent years with increased transparency
regarding climate goals and timing. In terms of aligning climate targets with executive compensation,
environmental and safety-related metrics have been in incentive plans for some time, but there is
now more emphasis on them, more detail in metrics target disclosures and more of a specific link

to climate.
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With regards to climate-specific metrics, a reduction in net carbon emissions is commonly the primary
goal, along with strategic change metrics (e.g. energy transition or reweighting of portfolios).
Reportable environmental events and waste and water efficiency are also commonly seen. Across
the industry, metrics can be fairly subjective, expressed in terms of “improvement in...” although we
expect targets to become increasingly quantifiable and externally verifiable.

N
B l a
I E l Aligning climate goals and targets with executive compensation

Traditionally, environment-related metrics have been more prevalent in short-term incentives, but we
are now seeing more in long-term incentives and more metrics with more meaningful weightings.
Compared to other industries, it is accepted practice to have a relatively large proportion of incentive
performance measurement based on non-financial metrics, such as safety, production and reserve
management. Therefore, including climate goals is not viewed as distracting from the financial focus.
Having said this, the focus on financials and sustainable margin energy production remains the
largest portion of incentives.

European majors (BP, Shell, Eni and Total Energies) are leading the way in terms of climate goals
within executive incentives, with greater emphasis on climate metrics within their incentive plans —
each having introduced climate metrics to their long-term incentive programs over the past two years.
We expect North American O&G companies to follow suit and expand the use of climate metrics in
their compensation programs, including long-term incentive plans (LTIPs), over the next one to three
years.

Example targets include:

= In short-term incentive programs, greenhouse gas and emission reductions, energy transition,
Scope 1 and 2 emissions intensity, carbon neutrality strategy and renewable growth

= In long-term incentive programs, Scope 1 and 2 decarbonization versus three-year targets; energy
transition — electricity from renewables; circular economy — bio-fuels projects; greenhouse gas and
emissions reduction (Scopes 1, 2 and 3) objectives for each for 2021, 2022 and 2023 — absolute
and relative to 2015 emissions.

& Challenges aligning climate goals and executive compensation

As companies come under pressure to decarbonize and invest in changes to their operating models,
they could see slimmer profit margins. This may cause challenges in terms of executive
compensation design and achieving the appropriate balance of pay versus long-term climate goals
versus immediate short-term economic and shareholder value (particularly for smaller companies), as
well as retaining and motivating key talent to achieve short-, mid- and long-term strategies.
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There has been some debate in the industry around the using restricted stock units (RSUs) rather
than performance-based long-term incentive plans to mitigate the focus on volatile commodity prices
that are largely out of management’s control. Where RSU’s are implemented, there is some pressure
in European markets to have an underpin as a minimum level of performance before the RSU’s vest.
Given the importance of climate change to the industry and investors as well as a minimum financial
return, it may be expected in the future that a climate-related goal would be part of the framework of
the plan as an additional gateway metric.

@ Leading company example — Royal Dutch Shell

= Metric name and description: Upstream and Integrated Gas GHG intensity (Tonnes of CO2
equivalent/tonne of hydrocarbon production available for sale)

m Weight in vehicle: 4% of annual bonus scorecard

= Metric name: Refining GHG intensity (Tonnes of CO2 equivalent per Solomon’s Utilised
Equivalent Distillation Capacity (UEDC))

= Weight in vehicle: 4% of annual bonus scorecard

= Metric name and description: Chemicals GHG intensity (Tonnes of CO2 equivalent/tonne of
petrochemicals production)

m Weight in vehicle: 2% of annual bonus scorecard

= Metric name and description: Energy Transition Measures — 1. NCF Reduction Target
(measured against 2016 base year — 79 grams of CO2 equivalent per megajoule), 2. Growing
power business, 3. Advanced biofuels technology, 4. Systems to capture and absorb

m Weight in vehicle: 10% of long-term incentive plan
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d" Industry overview — as it relates to executive compensation
Pharmaceuticals and life sciences

The pharmaceuticals and life sciences industry accounts for approximately 4.5% of worldwide
greenhouse gas (GHG) emissions and similar percentages of toxic air pollutants, putting it amongst
some of the most carbon-intensive service sectors in the industrialized world. The race to cut carbon
emissions and reach net-zero by 2030 is on, but to get anywhere near that goal in under 10 years,
healthcare needs a sustainability overhaul, including clinical trials. Pharmaceuticals produce GHGs
throughout their life cycles by means of manufacturing, procurement, transportation, packaging,
disposal through incineration and the use of drugs themselves. Metered-dose inhalers (MDls) and
inhaled anesthetics are particularly carbon heavy, accounting for 4% and 2% of the U.K. National
Health Service’s (NHS) overall carbon footprint, respectively.

Conversely, climate-sensitive events and trends harm health directly, but also indirectly by altering
interdependent pathways that act as environmental, social and economic determinants of health.
Wildfires and floods cause initial spikes in physical and mental health needs, followed by lasting ill
health that, over time, accounts for the bulk of consequent healthcare costs and productivity losses.

The industry is being driven to act against climate change risks by their own commitments to make a
positive impact on human welfare, coupled with mounting regulatory pressures from government and
international agencies. However, the “competing” ESG focus on patients and societal wellbeing
means that climate is not necessarily the industry’s greatest focus of the broader ESG banner.

@Q Regional and global progress

Three factors could move the industry forward in terms of GHG emissions:

= The UK’s NHS was the first national healthcare system to make a net zero commitment, pledging
in 2020 to achieve net zero emissions from all sources by 2045.

= As the U.S. rejoins the Paris Climate Agreement under President Biden, there is a renewed
focus on companies to operate in a cleaner, greener way. With nearly one third of global energy
demand and CO2 emissions coming from manufacturing, the pharma industry is a clear starting
area of focus

= In the context of global net-zero initiatives, many industry leaders have made their intentions clear
by launching comprehensive sustainability plans to reduce their climate footprints and emissions.
For example, in 2020, AstraZeneca announced a $1 billion programs to eliminate emissions by
2025 and become net neutral across the entire value chain by 2030.
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ﬁ Actions pharma companies can take
There are some key actions pharma companies are considering to help materially turn the dial:

= The adoption of green chemistry — this refers to the design, development and manufacture of
chemical products using efficient processes that reduce the amount of resources required,
minimize waste and eliminate the use or generation of hazardous substances

= Developing ways to produce products more efficiently and in a more sustainable way, such as
implementing green IT practices to lower costs, improve sustainability, and reduce energy
consumption in data centers, clean rooms and laboratories.

= Improving focus on product quality and open association with healthcare professionals and
patients. Companies need to adopt ethical standards, combined with a patient-oriented business
model, while leveraging digital technology.

Given how emission-intensive the industry is, decarbonization will be a significant challenge. The
healthcare industry will be potentially exposed to physical risks from varying natural disasters or
extreme weather events, and it could face increasing transition risks due to market and regulatory
dynamics, including carbon taxes and carbon pricing.

il
Q What are companies measuring and reporting?

Large pharmaceutical companies that have control over their entire value chains are targeting making
(or exploring how to make) their manufacturing operations carbon neutral, as well as their supply
chains, logistics and commercial sales force activities. There is also a focus on waste and water
management — emissions from chemicals and antibiotics, which can enter the environment through
improper disposal practices (i.e., in sinks, toilets, and household garbage) and natural human
excretion. Wastewater treatment systems are not capable of completely removing pharmaceutical
residues from entering water supplies and spreading to other environmental features such as soil and
surface waters.

Smaller biotech companies have similar focuses from a sustainability perspective, but only with
regards to the aspect of the value chain over which they have control. For example, many smaller
companies (i.e., those with less than £1 billion in market capitalization) focus only on pre-commercial
operations and research and development (and less on manufacturing or distribution), which also
generally means their activities are less carbon intensive.
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v
Examples of actions large industry players are taking

Roche: Given that most of the energy Roche uses is generated by burning fossil fuels, steps it takes
to improve energy efficiency and reduce consumption would also reduce GHG emissions. The
company seek a 15% reduction in GHG emissions, measured in tons per employee, by 2025 from
2015 levels. This will be driven by a decrease in energy consumption and a corresponding reduction
in the use of fossil fuels.

Pfizer has committed to a science-based target to become carbon neutral by 2030; this includes
45% absolute emissions reduction across direct emissions, 100% renewable energy procurement for
indirect emissions from electricity purchased and additional targets across all other indirect
emissions.

Novartis aims to become carbon neutral across its supply chain by 2030, replacing a previous goal
targeting a carbon reduction of 50% from a 2016 baseline; further it is aiming for carbon neutrality
within its own operations by 2025.

Johnson & Johnson supports initiatives to address pharmaceuticals in the environment and
pharmaceuticals and personal care products. It pledged to source 100% of its electricity needs from
renewable sources by 2025 and achieve carbon neutrality in its operations by 2030, while working
with its suppliers to reduce upstream value chain emissions.

AstraZeneca has committed to meeting the Paris Agreement’s most ambitious emissions reduction
targets. It also measures business initiatives against the 17 sustainable development goals from the
UN’s wide-ranging 2030 agenda.

"la

I ! I Aligning climate goals and targets and executive compensation

The industry’s relatively lagging progress in embedding climate-related goals in executive
compensation frameworks is somewhat reflective of the industry’s focus on patient and societal
welfare, the social factors under the broader ESG banner. Many companies measure performance
against ‘S’ (social) factors in the executive compensation plan already, while only 7% include ‘E’
(environmental) metrics currently. We expect practices to change relatively quickly over the next few
years, with more of the midsize to large industry players embedding climate goals within executive
compensation as they articulate and commit to climate KPIs at the company level.

In line with other industries, European companies generally seem to be ahead of U.S. counterparts,
which is perhaps unsurprising given the greater pressure to see ESG targets in executive
compensation from European investors compared to those in the U.S.
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& Challenges aligning climate goals and executive compensation

By virtue of the industry being scientifically minded and operating in the healthcare sphere, culturally,
the industry has an inherent emphasis on doing the right thing. Further, from a commercial
perspective, the switch to green energy and operations is manageable given that the industry is
generally high-margin and has high investment budgets to maintain innovation.

In lieu of any obvious cultural or commercial barriers, the main hurdles for the industry seem to
include developing KPIs and incentive measures, as well as balancing climate goals with the focus on
patient and societal wellbeing. The industry’s focus on the social factors has been heightened by the
COVID-19 pandemic, as an industry at the forefront of the response to the pandemic.

Y Leading company example — AstraZeneca

= Metric name and description: CO2 Emissions (Delivery of Ambition Zero Carbon commitments) —
reduction of Scope 1 and Scope 2 greenhouse gas (GHG) emissions by 2025. The threshold target
is 60% reduction and the maximum is 68% reduction.

m Weight in vehicle: 10% of long-term incentive plan (Performance Share Plan)
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Industry overview — as it relates to executive compensation

! Retail

The retail industry by nature has a distinct focus on brand and the need to appeal to the consumer.
Consumer demand for green products is the most compelling driver for companies in the industry to
articulate and execute their climate strategies. That is not to say there aren’t additional drivers, but
the consumer voice is particularly prominent. This means that, at the company level, many retail
companies are publishing their sustainability reports, often with a focus on the sustainability of their
supply chains, managing waste, promoting energy efficiency and reducing emissions.

The textile industry globally generates around 10% of all greenhouse gas GHG emissions and 20% of
global wastewater. Brands can improve their material mix (e.g. greater use of recycled fiber), move
toward sustainable transport, improve packaging (with recycled materials), decarbonize their retail
operations, improve waste and water management and reduce overproduction and overconsumption.

The food and grocery segment alone accounts for 26% of global GHG emissions; and 24% of the
segment’s emissions come from food that is lost in supply chains or wasted. 78% of U.K. retailers and
supermarkets have already or will soon commit a science-based emissions reduction target;
continental European companies are also heading in this direction. Carrefour is one example.
Additionally, all U.K. major grocery retailers have voluntarily signed up to an industry-led “Meat in a
Net Zero World” initiative, with the goal of improving productivity, tackling deforestation, cutting
emissions and reducing the £3 billion of meat wasted in the U.K. every year.

Notwithstanding the continued consumer and government pressure for brands to be more transparent
about their impact, there is a perceived lag in the retail industry’s measures to combat climate
compared to other industries. This is thought to be due to the immediate strategic focus being on
mere survival through the pandemic and on the shift in business models from traditional high street to
e-commerce and delivering seamless omnichannel experiences for consumers. Retail, particularly
food retail, is a low-margin business area, with less discretionary cash to spend on sustainability and
climate-related initiatives.

. Climate challenges and responses

A challenge for retailers in acting against climate change is the prominence and impact of indirect
factors such as supplier (upstream) and consumer behavior and decision making (downstream) on
operations. Carbon emissions from indirect factors such as these, categorized as ‘Scope 3’
emissions, have notoriously been the greatest but are also the hardest for a company, or specifically
an executive of a company, to directly and quickly impact.

As part of their commitments, major retailers that are leading the way in this space are working with
their supply chains to ensure climate and sustainability goals are met. For example, Tesco requires
suppliers to follow their agricultural standards, such as having soil and water management plans in

place to ensure products are grown with minimal environmental impact. Tesco works with key
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suppliers to measure their GHG emissions from agriculture and establish a baseline from which future
reductions can be monitored. The company also provided 800 farms with individual assessments
from an expert consulting firm to identify emissions hotspots.

g

Many companies in the sector have not yet established final scientific targets, but they are measuring
and tracking the following when they are within the company’s control:

What are companies measuring and reporting?

= Emissions and plastic usage

= Energy and water consumption

= Waste management

= Renewables, recycling and reusing

A minority are measuring and tracking their suppliers at present.

. 1

0 l B

I ' I Aligning climate goals and targets with executive compensation

The slight lag in action of the industry at the company level subsequently translates to a lag and
disconnect with retail companies not having yet embedded climate within executive remuneration. Of

the U.K.’s top retailers in the FTSE 350, around half have implemented at least one ESG metric into
their incentive arrangements.

However, we are seeing more metrics in executive incentive plans that focus on social factors (for
example, employee wages, employee engagement, safety, rights and interaction with consumers),
which is unsurprising given the high proportion of National Living and minimum wage employees and,
in some cases, use of overseas factory workers. COVID-19 has elevated investors' focus on social
factors that can have a significant impact on companies' resilience through such a crisis. As of yet,
there are fewer examples of environment-related metrics.

Having said that, we know companies are considering introducing bonus metrics next year around
recycling and reusing (metrics the company has more control over) and, in the last U.K. annual
general meeting (AGM) season, there has been an emerging trend of companies including the ability
to add environmental metrics into remuneration policies. We expect by 2023 AGMs to see more
metrics relating to carbon emissions in long-term incentive plans, once companies have developed
and articulated their scientific targets and the paths for achieving them.

With regards to practice of retailers in other regions, companies are typically at early stages of
considering embedding climate within their executive compensation framework. It’s likely that
vertically integrated retailers are further ahead with this thinking, given their greater control over
manufacturing and production.
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& Challenges aligning climate goals and executive compensation

The COVID-19 pandemic has had a significant impact, shifting retail companies’ attention to more
immediate survival and business strategy needs, including developing robust digital capabilities.
There is also the challenge of the impact on emissions of long, complex supply chains across the
industry, which executives participating in incentive plans are less able to influence, at least in the
short term.

The attention on ESG in executive compensation has largely been focused on the ‘S’ — the social
dimension, rather than environmental factors.

Focus by region

1. In the U.K,, retail is not a leading sector when it comes to emerging trends such as ESG and
climate in executive compensation plans, but the passion and ambition is evident. We expect to
see a growing prevalence of climate, environmental and/or sustainability factors in executive
incentive plans in coming years.

2. In North America, retail companies tend to be very financial growth-orientated and, as such, use
metrics that incentivize and pay for financial growth and market share. Diluting the focus on
traditional financial metrics by introducing climate-related metrics is understood to be a challenge.

T Leading company example — Kingfisher

= Metric name and description: Climate Change: Deliver annual carbon reductions in line with
current Kingfisher Group 2025 target which is to reduce own scope 1 and 2 carbon emissions by
22% by 2025 from a 2016 baseline

= Weight in vehicle: 2% in annual bonus plan

= Metric name and description: Planet: 99.5%-100% responsibly sourced wood and paper by end
of 2020 for all Goods for Resale (GFR) & catalogue paper

m Weight in vehicle: 2% in annual bonus plan

= Metric name and description: Greener, Healthier Homes: 50% of Group sales to come from
products that help create a more sustainable home

= Weight in vehicle: 2% in annual bonus plan
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Industry overview — as it relates to executive compensation
Technology

The technology sector is seen as being part of the solution in mitigating the effects of climate change.
In fact, the U.K. government’s independent advisors, the Committee on Climate Change (CCC), has
identified technology as key to making the U.K.’s net zero emissions target feasible and cost-
effective. According to a report from the International Telecommunications Union, a United Nations
body, digital technology could help reduce the world’s carbon emissions by about 17%.

On March 19, 2021 (Digital Day), 25 technology companies signed a pledge, known as the European
Green Digital Coalition, to collaborate and invest in, innovate and develop green digital solutions that
will help reduce carbon dioxide emissions and digitally transform key economic sectors. Signatories,
which included Microsoft, Ericsson and Vodafone, also committed to becoming carbon-neutral
themselves by no later than 2040.

European nations also signed a pledge to support what they called “clean digital technologies.”
Among other things, countries vowed to build 5G and 6G networks and provide support for blockchain
technology, quantum computing and artificial intelligence, which are all thought to be influential in
curbing global emissions. Examples of ways the industry can mitigate climate change and help
protect the environment include:

= Artificial intelligence has the potential to make electric transmission grids more efficient.
= Blockchain technology could allow people to track carbon emissions from corporations.

= Satellites can continue to monitor environmental changes and activities such as illegal logging,
mining and waste dumping.

Conversely, the sector is thought to be responsible for 2% to 3% of global greenhouse gas emissions.
It was found that data centers that mine for Bitcoin used up to 0.3% of the world’s electricity alone in
2019, which is equal to that of Belgium. It is therefore critical for the sector to understand its own
emissions, develop quantifiable metrics to track their impact on the environment and act (for example,
switch to cleaner energy and recycle) — as well as working with suppliers and manufacturers to do
the same.

In response, most large technology companies have made climate commitments and articulated how
they plan to meet them. This includes the likes of Facebook, Apple, Amazon, Netflix, Alphabet
(Google), Microsoft and Salesforce.
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What are companies measuring and reporting?

Carbon emissions is the main target for technology companies, often accompanied by goals around
investment in carbon removal strategies and the use of renewable energy in operations.

Examples of commitments include:

Facebook: achieved net zero emissions in its global operations and plans to reach net zero
emissions for the value chain in 2030.

Apple: set a goal to become carbon neutral across its entire footprint by 2030, reducing emissions
by 75% compared to 2015 and investing in carbon-removal solutions for remaining emissions.

Amazon: set a goal to be net-zero carbon by 2040, driven in part by the path it is on to power
operations with 100% renewable energy by 2025 — five years ahead of the original target of 2030.
In 2020, Amazon became the world’s largest corporate purchaser of renewable energy, reaching
65% renewable energy across the business.

Netflix: has a three-step plan called Net Zero + Nature. To help reach its goal, Netflix will achieve
net zero greenhouse gas emissions by the end of 2022 and every year thereafter.

m Step 1: Reduce Scope 1 and 2 emissions by 45% by 2030, based on the science-based Targets
Initiative Guidance.

m Step 2: Retain existing carbon storage — by the end of 2021, for emissions they can'’t avoid
internally, including Scope 3 emissions, Netflix will fully neutralize them by investing in projects
that prevent carbon from entering the atmosphere.

m Step 3: Remove carbon from the atmosphere — by year-end 2022, they will incorporate
investment in the regeneration of critical natural ecosystems to achieve net zero.

Microsoft: has a strategy for a sustainable future focuses on climate, ecosystems, water and
waste. On climate, this includes a commitment to becoming carbon negative across operations and
the supply chain by 2030, shifting to 100% renewable energy by 2025, and launching a climate
innovation fund to invest $1 billion over the next four years in new technologies and innovative
sustainability solutions.

Alphabet (Google): First major company to be carbon neutral since 2007. Plans to be the first
major company to achieve 24/7 carbon-free energy by 2030. It eliminated all legacy carbon
emissions since Google’s founding in 1998 through the procurement of high-quality carbon offsets.

Salesforce: Achieved net-zero greenhouse gas emissions in 2017. The company expects 100%
renewable energy for global operations but has not specified a date.

Qualcomm: 2025 GHG reduction goal to reduce absolute Scope 1 (mainly natural gas) and Scope
2 (electricity) GHG emissions from global operations by 30%, compared to 2014.
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I ! l Aligning climate goals and targets with executive compensation

There is a distinct disconnect between the clear climate strategies many technology companies have
articulated and how these are being driven through metrics in executive compensation plans.

It is reasonably common for companies operating across the broader technology, media and
telecommunications (TMT) sectors to have a metric in their short-term incentives (STI) or long-term
incentives (LTI) (but predominantly the former) that focuses on broader ESG factors such as
diversity and talent; however, very few have embedded climate-related targets so far. Although there
are some exceptions (examples of the tech giants below), these are not yet climate-specific nor are
they assessed with quantifiable targets.

= Apple has an ESG modifier based on the six “Apple Values”, which includes one that is
environment-related.

= Microsoft announced that as of July 2021 it includes progress on sustainability goals as a factor in
determining pay for the senior leadership team (e.g., this is a discretionary assessment under the
culture and organizational leadership factor for the CEO, which has a 33.3% weighting).

= Alphabet has committed to creating a bonus program for senior executives that is partly based on
their performance in supporting ESG goals, which will start in 2022. Shareholders requested the
compensation committee prepare a report assessing the feasibility of integrating sustainability
metrics into performance measures or vesting conditions that may apply to senior executives under
the company’s compensation plans or arrangements. Sustainability is defined as how
environmental and social considerations and related financial impacts are integrated into long-term
corporate strategy.

Other examples of where climate is reflected within executive compensation in the broader TMT
category are Vivendi (a European median company) and Vodafone (a U.K. technology and
telecommunications company), both with a form of emissions-reduction target within a broader
strategic ESG scorecard.

& Challenges aligning climate goals and executive compensation

The lack of examples of technology companies that have or are embedding climate goals within their
executive compensation frameworks is likely down to the type of incentive-plan design that is typical
in the industry — especially among the large U.S. companies with prominent founding shareholders.

The incentive design of technology companies is characteristically simple. For example,

it is fairly common for these types of companies not to operate annual bonus plans, but where they
exist, they often focus on revenue; and long-term incentive (LTI) plans are typically value focused —
so they are either tied explicitly to share-price-based metrics or restricted stock is used as the LTI
vehicle.
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Y Leading company example — Vodafone

= Metric name and description: ESG Performance — Greenhouse gas reduction (50% reduction from
FY17 baseline by 2025)

m Weight in vehicle: 10% (one out of three ESG goals) of the long-term incentive plan
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Industry overview — as it relates to executive compensation
m = lransportation

The global transport sector is exposed and vulnerable to the impacts of extreme weather events and
climate change. Greenhouse gas emissions (GHG) from this sector primarily involve fossil fuel
energy. Approximately 95% of the world's transportation energy comes from petroleum-based fuels,
largely gasoline and diesel.

Transportation activities (aviation, rail, shipping, heavy and light trucking) are responsible for about
17% of global GHG emissions. The sector is directly linked with energy sector. An increase in
infrastructure of clean energy would lead to a corresponding increase in alternative fuels for the
transportation sector.

Public health impacts from transportation emissions have continued to rise despite progress on
reducing emissions per vehicle-kilometer-traveled (VKT). Air pollution emitted from transportation
contributes to smog and poor air quality, which has negative impacts on the health and welfare of
citizens. Pollutants that contribute to poor air quality include particulate matter (PM), nitrogen oxides
(NOx), and volatile organic compounds (VOCs).

International trade-related freight movement is responsible for about 30% of overall transport-related
CO2 emissions from fuel combustion. Freight accounts for more than 7% of global GHG emissions.

An increase in external pressure from regulators, customers and shareholders for immediate review
and action on climate risks is driving rapid changes within the sector.

The industry is focused on:

= Replacing fossil power with sustainable energy: low-carbon alternative fuels such as bio-based
fuels, hydrogen or synthetic fuels made of carbon dioxide are likely routes for decarbonization

= Adopting new fuel technologies: companies are or will be partnering with government to fund the
efforts and reduce the risk. For example, the U.K. government plans to slash transport emissions
by decarbonizing aviation, trucks and rail; significant investment is required in areas such as
charging infrastructure for electric vehicles

There are of course nuances between how climate change impacts the different types of
transportation companies.

Aviation

= Extreme heat is likely to result in payload restrictions, flight cancellations, and service disruptions at
affected airports.

= CO2 emissions levels by 2050 will be highest in the U.S (440.4), followed by APAC (418.1) and
China (371.6).”
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= Sustainable aviation fuels (SAFs) and carbon offsets: Compared with fossil kerosene, SAF could
lead a reduction in carbon emissions of 70% to almost 100%.

Roadways

= Higher temperatures can cause pavement to soften and expand, hampering the infrastructure.

= Extreme heat waves or snow fall can limit construction activities, resulting in increased
maintenance and construction costs.

= Heavy rains might result in flooding, which could disrupt traffic, delay construction activities, and
weaken or wash out the soil and culverts that support roads, tunnels and bridges.

Marine

= Increasing temperature could reduce the amount of sea ice in many important shipping lanes,
extending the shipping season.

= With international trade expected to increase in the coming years, emissions from ships and boats
may increase by as much as 250% by 2050.

= Changing water levels disrupt transport on inland waterways as well.
Railways

= High temperatures causes rail tracks to expand and buckle. More frequent and severe heat waves
may require track repairs or speed restrictions to avoid derailments.

. Climate challenges and responses

Since transportation companies and assets tend to be in highly vulnerable locations, companies are
experiencing a loss of insurance coverage. They are therefore leveraging their insurance policies to
account for the physical risks climate change poses to their supply chains, locations and ability to
deliver services without delays.

Heavy transport is still reliant on oil, with the International Energy Agency estimating that oil demand
in aviation will increase more than 50% by 2040 and by 25% in trucking. Turnover in vehicle stock is
relatively slow, with automobiles serving useful lives of up to 20 years or more, making changing the
technology within short time spans difficult.

Transition to a hydrogen-based transportation system will require concurrent availability of
appropriate fuel sources, fuel cells or internal combustion engines that can be fueled by hydrogen
and related infrastructure at a cost and performance level that is competitive with the existing
petroleum-based system.

Additionally, the development of infrastructure to support new technologies for climate change
strategies is capital heavy and requires time to be integrated in the current market. Many new
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technologies are expensive or untested at scale, which means public sector investments in research
and development will be needed to spur private sector innovation.

il
Q What are companies measuring and reporting?

Transportation companies are talking primarily about GHG reductions. Many are setting ambitious
GHG emission-reduction targets and goals for net-zero emissions by 2050. Action plans vary
by sector:

= Automotive companies are adopting alternative fuel vehicles powered by batteries, hydrogen fuel
cells or biofuels.

= Air cargo companies are using sustainable aviation fuel and investing in more efficient aircraft.

= Maritime operators are switching to low-sulfur fuels, installing scrubbers and using shore-to-ship
power.

= Rail organizations are leveraging automation for optimal efficiency, and trialling hydrogen fuel cell
technology in trains.

In general, companies are focused on emissions reductions as the headline goal they are articulating,
measuring and reporting. Transportation companies typically do not have control over the
manufacturing side of things, which are responsible for the technological advancements that will
enable meaningful change in tackling climate change and therefore, to date we have seen less
measuring and reporting of strategic change metrics in the industry.

Companies are also committing to the Business Ambition Pledge for 1.5°C, moving toward renewable
sources of energy and improving supply chain infrastructure. They are also disclosing their GHG and
smog ratings, climate disclosure scores and ESG ratings to showcase their climate-change initiatives
as well as reviewing ratings of suppliers or associated parties to induce sustainability in supply
chains.

Companies are making transformational strategies in their business models. For example, many auto
companies are seeking to move from traditional vehicle production to offering “sustainable
transportation solutions”. Individual company examples include:

= Etihad airways reports savings of 17,000 tons of CO, due to flight plan improvements (0.16% of
its emissions).

= Singapore Airlines modified the Trent 900 engines on their A380 aircraft, saving 26,326 tons of
CO; (equivalent to 0.24% of the airline’s annual emissions).

= Delta airlines plans to replace 10% of its fossil fuel-based jet fuel with sustainable aviation fuel
by 2030.
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I ' l Aligning climate goals and targets with executive compensation

Overall the industry lags others, with only around 5% of companies globally having embedded climate

goals within executive compensation. Progress varies by region, with the U.S. behind Europe and the
U.K. It also varies by subsector to some extent:

= Airlines, especially European companies, are recognizing pressure from the investor community to
embed climate strategy within their executive compensation frameworks. We are seeing this
reflected in incentive plans with quantifiable metrics such as emissions per passenger.

= Some shipping and logistics companies are starting to consider including carbon emissions goals
in incentive plans; one of the global leaders in the industry has committed to investors to include
such a metric in its long-term incentive plan with a 10% weighting. However, this is not necessarily
representative of the whole subsector.

= U.S. shipping and delivery companies have clearly-defined climate goals, though such goals have
not yet been reflected in executive compensation frameworks, at least, not yet formally. There are
examples of broad ESG objectives within individual performance metrics, which may qualitatively
assess progress against climate goals, but such measures fall short of the emerging expectation of
European investors to see clear, quantifiable climate targets.

= Some railway companies in Asia Pacific have introduced climate metrics in their long-term
incentive plans but with weightings that arguably cannot meaningfully drive change. However, for
some, we understand that this is intentional and are in place as a test for them to track the quality,
appropriateness and impact of the metric, while the company climate strategy is developed over
the course of the next few years.

& Challenges aligning climate goals and executive compensation

For many, the main challenge is target setting in lieu of a fully developed climate strategy at the
company level. U.S. transportation companies (similarly other sectors) are financially and growth
focused; this, combined with less pressure from U.S. investors to see climate targets embedded in
executive compensation frameworks, contributes to their lag behind European transport companies.

@ Leading company example — Wizz Air

= Metric name and description: Achieving carbon emissions of 45.1g/RpK during F2026, a 36%
reduction over the F21 position of 77.3g/RpK

= ESG criteria to be met over the five-year period are 5% based on achieving carbon emissions of
45.1g/RpK during F2026, a 36% reduction over the F21 position of 77.3g/RpK
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= Weight in vehicle: 5% of the annual bonus pl
= Metric name and description: CO2 emissions reduction and gender diversity

m Weight in vehicle: 10% of long-term incentive plan
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Industry overview — as it relates to executive compensation
6 Utilities
As climate change drives severe weather events, which adversely impact utility network operations
and safety, utilities are focused on developing networks that can better withstand extreme and volatile
weather patterns. Though they have historically contributed to climate change, most utilities have
committed to certain greenhouse gas (GHG) emissions-reduction goals — with some making

decarbonization and a clean energy future a key strategic pillar. Electric utilities are shifting away
from “dirty” generation (e.g. coal) to “clean” generation alternatives (e.g. solar, wind, hydro, etc.)

With utilities’ incorporation of non-financial metrics in incentive plans in support of better alignment
with customers and ratepayers, the industry is generally ahead of most others in terms of
incorporating social metrics in incentive plans (e.g., customer satisfaction and safety) — and now
climate-related metrics are increasingly prevalent. Many are now considering adding environment
objectives to executive incentive plans — which would support not only companies’ pursuit of climate
goals but also approval of customer rates.

(3

Generally speaking, companies are measuring and reporting on carbon intensity, number of
environmental incidents, energy usage and GHG emission reductions.

2] 1
O l B
I ' I Aligning climate goals and targets with executive compensation

What are companies measuring and reporting?

Globally, around 65% of utilities companies have environmental metrics in their executive incentive
plans. This figure is broadly the same when we look separately at U.S. practices and European plus
U.K. practices. At present, there are more examples of such metrics in the short-term incentive (STI).
However, in recent years, there has been an increase in prevalence of environmental metrics in long-
term incentive plans (LTI), driven in part by long-term carbon-neutral and carbon reduction goals.
Such metrics usually appear in LTI plans as a weighted measure.

Example metrics and weightings in STI plans include:
= Long-term emission goals related to nitrogen oxide, sulfur dioxide and mercury (7.5%)

= Environmental stewardship around utility carbon dioxide emission rate outcomes (10%)

Example metrics and weightings in LTI plans include:
= Clean energy transition — renewable generation and energy storage additions (10%)

= Non-emitting generation capacity (8%)
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= Clean energy and electrification work plan milestones and tasks and growth in renewable portfolio
(MW (AC)) (10%)

= Environmental impact measured by a GHG emissions reduction goal (3%), carbon emissions
reductions (30%) and net megawatt change and GHG qualitative metrics (10%)

Going forward, we expect to see:

= Increases in the materiality and disclosure of STl and LTI climate measures

= Revisiting and refining climate-related metrics to ensure executives have clear line of sight

= No commonality of measurement across utilities; instead, we expect to see tailored metrics aligned
with each company’s climate commitments

& Challenges aligning climate goals and executive compensation
Challenges for the sector include:

= Balancing financial viability with GHG emission commitments

= Building resilient networks absent of industry-wide guidelines

= Developing cost-effective green energy alternatives.

Y Leading company example — Portland General Electric

= Metric name and description: “Clean Energy” — Average megawatts of forecast energy from
carbon-free resources, Oregon Renewable Portfolios Standard-qualifying resources, and low-
carbon emitting (i.e. 2 95% carbon-free) systems of resources added to the company’s energy
supply portfolio during the performance period.

m Weight in vehicle: 33% of the long-term incentive plan
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