
Healthy long-term incentives 
in a COVID-19 environment

Keeping your long-term incentives robust in a pandemic

Reward professionals – so often on the wrong side of 
global challenges – need to face some serious issues 
in the next few months as the annual reward cycle 
continues despite much of the world standing still. 

We have already seen positive, responsible action along 
the lines of executives forgoing increases, and looking 
at the viability of existing share plan allocations in the 
current environment. 

Nevertheless, it is important that remuneration 
committees are apprised of the risks, and act with 
extreme care and responsibility when making decisions 
about pay (particularly executive pay) at this time.  
The status of employee remuneration at all levels, and the 
impact of the pandemic on pay levels of lower earners, 
 is a key contextual consideration.

Below, we discuss some of the issues that our clients 
have already started confronting, and provide starting 
points for some practical solutions that can be 
considered.

What are the issues?
Making of awards:
• An uncertain environment means that setting 

performance targets is challenging or impossible, 
specifically when trying to set forward-looking 
performance targets for a three-year period for 
performance shares. 

• Setting targets is challenging at the best of times, 
but in the current environment we still do not know 
what the full impact of COVID-19 will be on business. 
Business operations will need to stabilise or normalise 
to a new level from which it is appropriate to set 
growth targets.

• A suppressed or low share price environment will lead 
to unexpected leverage in awards. This is exacerbated 
within option-type awards, but with enough of a share 
price dip, even full-share awards can give rise to the 
risk of unexpected windfalls due to the large number  
of awards being made relative to the usual quantity. 
With this comes excessive dilution or cost (where plans 
are cash-settled, or shares are market-purchased).

Our world has changed profoundly 
in the past weeks, and while no one 
should be thinking about their pay, 
ultimately everyone is. Financial strain 
is real, and feeding into the anxiety 
employees worldwide are experiencing. 
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Vesting, exercise and settlement  
of awards
In the case of options or share appreciation rights, the 
impact of suppressed markets may mean that awards  
are underwater purely as a result of unfortunate timing. 
This effect is exacerbated where exercise periods are 
shorter than the norm. On the other hand, in certain 
environments such as consumer goods or medical 
equipment, there will be a sudden, but short-term rise 
in earnings, which may result in the option being heavily 
in the money, due to factors outside of management’s 
control.

Similarly, full shares that vest in this period could vest 
at a relatively low (or excessively high) value, due to 
circumstances beyond the control of executives and 
other participants. In the first instance, this may mean 
that total reward levels drastically decline. This could 
result in misalignment relative to the initial strategic 
purpose of the award (namely, the alignment of 
shareholder and management’s interests).

What do we do in the short term?
Make awards, with mitigating measures
An alternative, which could be explored where delay 
is unfeasible, is the use of relative performance 
conditions that do not require the ‘crystal-ball gazing’ 
that the setting of targets for absolute performance 
conditions requires. While it is quite unusual to have 
single performance condition plans in the South African 
market, in the US, relative TSR (total shareholder return) 
plans (with relative TSR being the only performance 
condition) were quite common in the past. The views of 
shareholders and proxy advisors would need to be taken 
into account with this type of approach.

Another unusual possibility that could be explored is 
the making of awards for which performance conditions 
will be set at a later date. If considered, the accounting 
implications of this should be carefully assessed.

If awards are made, certain risk mitigation measures 
should be put in place. This will probably only be possible 
where a company has an appropriate approved plan 
in place, which does not rely on the setting of forward-
looking performance conditions. These could include  
one or a combination of the following:

• Suppressing awards by reducing the award quantum 
to counter the abnormal decline in share price, or 
using the same number of awards as for the previous 
allocation; 

• Limiting upside to protect against unintended 
windfalls by capping vesting value to a fixed 
percentage of total guaranteed pay (TGP) or other 
fixed number, to minimise the impact of a share price 
‘run’ (or share price normalisation);

Making awards
For the allocation cycles coming up, we suggest that 
one of two approaches be followed. Either delay making 
awards, or make awards with certain mitigating factors 
in place. 

Delay making awards
The purpose of long-term incentives is to support the 
achievement of business strategy. As a consequence 
of COVID-19, many businesses will find themselves 
redefining their business strategy to ensure that they can 
recover quickly, or remain viable, beyond the pandemic. 
This, combined with economic uncertainty, means that 
the setting of realistic threshold, target and stretch 
targets could become even more challenging than usual. 

Companies that do not wish to take the risk of setting 
goals that could become meaningless (resulting in too 
rich payouts, due to the stretch targets being met too 
easily, or vice versa), may wish to consider delaying the 
making of awards to a set future date, in the hopes of 
business returning to a more stable state by then. 

However, the risk of creating dissent among the 
participant base is real, and could negatively impact 
employee morale, particularly among employees below 
executive level or where trust is eroded due to historical 
reasons. This is exacerbated where underlying problems 
exist (or long-term incentives have not been vesting due 
to pre-COVID-19 performance). 
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• Using an extended VWAP for the share price, such 
as a 120-day VWAP (volume-weighted average price) 
to reflect a more ‘business-as-usual’ share price.  
This would have to be considered in the context  
of recent market activity for that particular share. 

Ultimately, the route taken would depend on the cost 
assessments of the allocations, and stress testing of 
potential scenarios. A comprehensive dynamic model 
should be formulated before any decision on allocation 
levels is taken. 

Vesting, exercise and settlement of awards 
Unsatisfactory vesting in the usual course of events 
would lead to all-too-familiar retention risks. In the current 
environment, this may be less likely, as to a large extent, 
the economic and other pressures being faced is very 
much universal. However, retention risks still exist, as 
suppressed lock-in values may mean that competitors 
are tempted to poach from your talent pool. 

In addition, the risk of disgruntled employees, who do not 
necessarily agree with their employer’s assessment that 
they should be ‘grateful to have a job’ and are financially 
and mentally strained by measures taken to curb the 
pandemic, is very real. Accordingly, below we suggest 
some options to consider when awards are coming up for 
vesting during this period.

The treatment upon vesting of awards will depend 
on what type of instrument is used. For option-type 
instruments (including share appreciation rights) vesting 
in the current environment, it may be appropriate to 
reconsider exercise periods where the existing period 
could lead to shares being underwater due to the unusual 
circumstances. This would be particularly relevant where 
the current exercise period is unusually short (e.g. less 
than a year post-vesting). 

However, it should be noted that this will be an 
amendment to the terms of the award, and appropriate 
advice should be sought in this regard. This decision 
should not be taken lightly, and it should be considered 
whether awards would have vested ‘but for’ the 
circumstances brought about by the pandemic.

On the opposite end of the spectrum, some industries 
will experience a surge in earnings, which will result in 
options or share appreciation rights that vest during the 
period being available to be exercised at unsustainable 
highs. This situation should be carefully considered, 
and the appropriateness of a uniform, voluntary 
post-vesting trading lock or hold towards a minimum 
shareholding target could form part of a solution that 
ensures management remains invested and translates 
the earnings into sustainable value creation for all 
stakeholders.

It is important to note that where remuneration committee 
discretion is applied, this should be within the boundaries 
of discretion afforded within the applicable incentive 
rules. It is important that such discretion be applied fairly, 
and within the boundaries of the approved plan rules 
and legal requirements. However, discretion can be used 
where the blind application of rules can lead to outcomes 
that are misaligned with the intention of the awards, in 
particular the misalignment of executive and shareholder 
interests. 

Vesting at a low share price 
For full share awards vesting at a low value, we would 
advise against deferral of vesting or settlement to result 
in vesting at a higher price. However, knowing that 
most long-term incentive participants cash out their 
vested awards immediately, this could be a compelling 
stimulus for the changing of executive behaviour, which 
shareholders have long been looking for: holding shares 
for a longer duration, and remaining invested in parallel 
with shareholders. 

In addition, vesting at a lower share price could indeed 
have its benefits, as a lower share price would mean a 
lower tax obligation on vesting. If executives agree to 
hold on to those shares through the turbulence, they 
can partake in the upswing with shareholders, allowing 
previously lost value to be recouped, and potentially 
taxed as capital gains rather than as income. 

There is also the question of what to do when targets 
management was on track to meet are impacted as a 
consequences of COVID-19 (and vice versa), which needs 
to be explored. Share plan rules in many instances make 
provision for the adjustment of performance conditions in 
such circumstances, and this avenue could be explored.
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How can we make our policies 
more robust and better 
designed?
Companies should be wary of making wholesale changes 
to remuneration policy or strategy at this time, as this may 
be perceived by shareholders as taking advantage of the 
situation to the benefit of executives, while shareholders 
continue to suffer a loss of value.

The inclusion of ‘force majeure’ clauses in long-term 
incentive plan rules could also be considered as part 
of the solution. However, this needs to be evaluated 
carefully in conjunction with the ultimate strategy of the 
long-term incentive, i.e. aligning participants’  
and shareholders’ interests.

How we can help you
• Prepare allocation models that are dynamic, and can 

show you how the pay opportunities based on your  
long-term incentive (LTI) design differ as external 
circumstances change. 

• Consider tweaks to your incentive design, your 
performance condition mix and target-setting 
approach. 

• Revisit your plan rules, ensuring sufficient,  
adequately-phrased remuneration committee 
discretion is triggered in appropriate circumstances.

• Develop viable proposals for the upcoming  
LTI allocations, and vesting.

About PwC Reward
The PwC Reward practice consists of 18 dynamic 
professionals, predominantly made up of admitted 
attorneys, chartered accountants and reward 
professionals with deep strategic remuneration advisory 
experience across all industries. 

Our team is agile and diverse, allowing us to deliver 
bespoke remuneration solutions to boards, which are 
founded on strong governance principles and speak 
directly to the strategy of the business. We leverage 
on our established relationships, wide presence within 
the South African market, and on our global network 
to ensure that we are internationally relevant, but 
South Africa focused.

We believe that for inclusive growth to be achieved in 
South Africa, remuneration structures should reward 
meaningful innovation and growth delivered by executive 
teams, while being rooted in fairness for all employees.
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