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Background

Executive compensation programs at major U.S. companies are 
crucial for economic success — for both the companies considered 
and the U.S. economy at large. The pay packages are composed 
of cash and stock incentives directly linked to the companies’ 
financial performance and stock prices. Nevertheless, the topic is 
complex and controversial. The criticisms of executive pay focus 
on the magnitude of the pay packages and the purported lack of 
pay-for-performance alignment, both allegedly enabled by poor 
corporate governance practices via compliant or allied boards. 
These criticisms are unfounded and must be refuted with facts 
and experience.  Nevertheless, this contentious environment has 
raised awareness on the part of compensation committees to ensure 
executive compensation programs are designed, administered, and 
governed appropriately.   

Our experience and research demonstrate that there is extensive 
consistency between executive pay, company performance, and the 
shareholder investment experience at most companies. We also find 
that compensation committees set executive pay levels at major 
companies very carefully, targeting the median of their market 
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using carefully-selected and highly-scrutinized peer groups that 
reflect the true labor market for their executive talent.  Similarly, 
committees prudently determine incentive plan design provisions 
and performance expectations to support shareholder interests.

Our book discusses many aspects of executive compensation — 
contemporary and emerging program design, administration, and 
governance of programs — based on our extensive research and 
experience. 

The Partners, Principals, and Consultants of Pay Governance have 
written this book to lend insight to this ongoing discussion on 
corporate executive compensation. This book is intended to help 
boards and management balance the tension, motivating executive 
teams to create shareholder value in the current, complex economic 
and regulatory environment.
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Chapter 1

The Compensation Committee: 
What’s in a Name?

John D. England & Peter England

To qualify for the performance-based compensation exception 
under Internal Revenue Code Section § 162(m), compensation 
payments must meet several requirements, including that 
a corporation’s “Compensation Committee” must set 
performance goals. The Internal Revenue Code (“Code”) defines 
“Compensation Committee” as the committee of independent 
directors with the authority to (i) establish and administer the 
applicable performance goals and (ii) certify that they are met.

Since the name for the subset of independent Board members 
with responsibility for executive compensation doesn’t matter for 
deductibility, we wondered: does the Compensation Committee 
name imply anything about duties and responsibilities? Are 
any corporate governance implications regarding the Board’s 
oversight of broader human resources issues beyond executive 
compensation?
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To shed some light on these questions, Pay Governance accessed 
every committee charter with responsibility over executive 
compensation for an S&P 100 company as of June 30, 2016. 
On the assumption that committee charters accurately capture 
duties and responsibilities, we can see what else is included in the 
Compensation Committee’s remit and whether the committee’s 
name is a hint into what those responsibilities include.

FINDINGS

A.  Names of “Compensation Committees”

• There are 27 different names used for Board Committees 
with responsibilities over executive compensation.

• The most common committee name is “Compensation 
Committee,” with 47 companies in the S&P 100 using this 
name.  Of course, this suggests that most companies use 
another name for their Board Committee with responsibility 
over executive compensation.
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B. Charter Duties and Responsibilities

• Of course, all S&P 100 companies have duties and 
responsibilities over executive compensation, generally 
described as “…to discharge the responsibilities of 
the Board of Directors relating to compensation of the 
Company’s executives and to produce an annual report on 
executive compensation for inclusion in the Company’s 
proxy statement.”1

• For 17 of the S&P 100, executive compensation 
responsibilities are where duties begin and end.

• For the 83 S&P 100 companies with Board committees 
having broader responsibilities, duties also include: 

1 “Corporate Governance: Purpose and Organization.” IBM Web site. Summer 2013. https://
www.ibm.com/investor/governance/executive-compensation-and-management-resources.
html. 
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C. Does the committee name imply anything?

• Generally, there are duty and responsibility implications 
for whether an S&P 100 Board Committee responsible 
for executive compensation is called “Compensation 
Committee” or some broader name.

• For committees named simply Compensation Committee, 
the average number of additional responsibilities is 1.4; 
when director compensation is carved out, the average 
number of additional responsibilities falls to 1.0.

 ◦ It should be noted that 3 Compensation Committees 
could be considered “misnamed”: they each have ≥5 
duties beyond executive compensation.

• For committees with names other than “Compensation 
Committee,” the average number of additional 
responsibilities rise to 2.9; when director compensation 
is carved out, the average responsibilities falls to 2.5.  
However, some outliers exist: 
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 ◦ There are 2 Committees responsible solely for 
executive compensation.

 ◦ There are 7 Committees with only 1 other 
responsibility, generally over benefits or director 
compensation.

 ◦ There are 2 Committees with 9 additional 
responsibilities.

IMPLICATIONS FOR CORPORATE GOVERNANCE

Given Say on Pay and the external press, advisory firm, and 
regulatory focus on executive compensation, there’s no question 
that Board committees responsible for executive compensation 
are a focused and hard-working group. Compensation Committee 
chairs are very much in the eyes of the public and shareholders; 
studies have shown that Compensation Committee chairs are more 
likely to receive “against” votes for Board re-election than any 
other member simply because of their role.
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Using the S&P 100 as a view into Compensation Committee duties 
and responsibilities, though, it is clear that Boards have different 
views on their Committees’ oversight roles beyond executive 
compensation.

Take director compensation: 43 of 100 companies lodge director 
compensation responsibilities with the Compensation Committee. 
From experience, we know that this duty is more commonly lodged 
with a Board Nominating or Governance Committee.

Succession planning is another responsibility that can be found 
elsewhere. While 43 of 100 companies charge the Compensation 
Committee with oversight on succession planning, the Board 
Nominating and Governance Committee — or sometimes the entire 
Board — reserves this responsibility for them.

Benefit and retirement plans oversight responsibility can sometimes 
be found in finance committees of the Board.

If it is not listed as a duty and responsibility in the Compensation 
Committee charter, what Board Committee has oversight over 
diversity and inclusion, EEO, talent development, recruitment 
and retention, and human resources planning? Based on a random 
selection of 25 S&P 100 charters for all Board committees, the 
answer appears to be none.

While it is possible that some committee charters don’t fully 
capture all issues presented to the Compensation Committee, stock 
exchange rules require that duties and responsibilities must be 
included and disclosed: if, say, diversity and inclusion is not listed 
as a Compensation Committee responsibility, it likely isn’t an issue 
the Board of directors has any oversight over.
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IMPLICATIONS FOR CHIEF PEOPLE OFFICERS

So, whose responsibility is it to be sure the Board of Directors 
has oversight responsibility over critical issues through one of 
its committees?  That responsibility is clearly lodged with the 
nominating and governance committee that approves committee 
charters on behalf of the Board.  But just as the Chief Financial 
Officer would be expected to work with the General Counsel to 
ensure that duties and responsibilities of the Audit, Finance, and 
Risk Committees are complete, the Chief People Officer needs to 
take responsibility for ensuring that important human resources 
programs and initiatives have Board-level review and sponsorship.

How is that best done?

• With your CEO and the General Counsel, discuss key 
areas of human resources that aren’t currently included in 
the Compensation Committee charter and the reasons why 
Board-level oversight should be important to shareholders.  
Consider the charter responsibilities of peers and best-
practices companies..

• With internal support, meet with the lead independent 
director — or the chair of the nominating and governance 
committee — to discuss charter expansion.

• With the Compensation Committee chair, discuss charter 
expansion and when the topic would be formally addressed.

In addition to expanding the charter, another best practice 
for keeping the entire Board of Directors updated on Human 
Resources issues is to give an annual presentation on all Human 
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Resources programs reviewed by the Compensation Committee: 
not only should the Board take comfort regarding the state of 
various critical programs, but if something ever does go wrong 
publicly, it’s the entire Board that can be impacted by external 
responses.

CONCLUSION

Regardless of how the Board committee responsible for 
compensation is named, each company and committee should 
take a comprehensive look at its committee charter to determine 
whether appropriate Board responsibility exists on important 
Human Resources programs.  What’s right for one company is 
not necessarily right for another.  However, with employee costs 
being among the largest expenses incurred annually — and with 
the reputational risk issues around people programs — it may 
make sense for most companies to consider whether compensation 
programs for executives are all that the Compensation Committee 
should consider in its charter.
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Chapter 2

The SEC’s Mandated CEO 
Pay Ratio in the Context 

of Income Inequality:                      
Perspectives for Compensation 

Committees

Ira T. Kay & Blaine Martin

INTRODUCTION

At a recent Compensation Committee meeting, a director 
remarked, “As we discuss our CEO’s target compensation for next 
year, we need to remember that there is an ongoing debate about 
income inequality.” Income inequality and executive compensation 
are two of the most controversial issues in modern American 
economic and political discourse. The forthcoming mandated 
disclosure of the CEO pay ratio will link these two issues directly 
in the Boardroom.
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Many critics blame the rise in inequality over the past 20 years 
on the rise in public company CEO compensation. These critics 
use the “300:1” large-company CEO versus average worker pay 
ratio as both the primary symptom and definition of inequality.1  
Inequality is more precisely defined in economics as the 
percentage of total national income earned by the top percentages 
of households or taxpayers (e.g., top 1% or 0.1%). Using this 
definition, it is well documented that U.S. income inequality — 
historically among the highest in developed countries — has 
continued to increase significantly over the past 20 years. CEO pay 
has also risen over this period. 

CEO pay at the largest companies in the U.S. over the past 
30 years has grown much faster than the average wage — 
approximately 10.8% versus 4.2% in nominal dollars.2,3 This is 
the mechanical explanation for the current differential between 
CEO and average worker pay — the well-known 300:1 ratio. 
However, widening gap was not an “overnight event”; it was the 
result of different long-term labor market factors4 which yielded 
consistently high single-digit or low double-digit pay increases for 
top managers over several decades, combined with lower wage 
growth for workers with less valued skills in the market. But is 
this economic reality the result of failed corporate governance? We 
explicitly explore this issue below.
1 Melanie Trottman. “Top CEOs Make 373 Times the Average U.S. Worker.” The Wall Street 
Journal. May 13, 2015.  http://blogs.wsj.com/economics/2015/05/13/top-ceos-now-make-373-
times-the-average-rank-and-file-worker. 

2  CEO pay compound annual growth calculated based on: Lawrence Mishel and Alyssa Davis. 
“CEO Pay Has Grown 90 Times Faster than Typical Worker Pay Since 1978.” Economic Policy 
Institute. July 1, 2015. http://www.epi.org/publication/ceo-pay-has-grown-90-times-faster-
than-typical-worker-pay-since-1978/. 

3 Average wage growth calculated based on:  Social Security Administration. “Average Wage 
Index (AWI).” https://www.ssa.gov/oact/cola/awidevelop.html.

4 Ira Kay, et al. Executive Pay At A Turning Point. Pay Governance. 2012. Page 15.
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How much of the increase in inequality has been 
caused by CEO pay, and is this a failure of corporate 
governance? This chapter will provide some insights for 
directors and others into the answers to these questions in the 
context of the SEC’s mandated disclosure of the ratio of CEO to 
median employee pay.

BACKGROUND

Informed commentary on inequality, including the Conference 
Board’s recent paper, “Tackling Economic Inequality, Boosting 
Opportunity: A Blueprint for Business,”5 cites globalization 
and technological advancement (e.g., office and manufacturing 
automation) as 2 driving forces of the recent increase in income 
inequality in the U.S. While both phenomena have made material 
goods more affordable for U.S. consumers, they have also resulted 
in wage growth that lags behind productivity for those workers not 
participating in high-skill, technology-oriented labor markets or 
global commerce. 

Many commentators cite “excessive” executive pay as one of the 
primary causes of income inequality.6 Such excessive executive 
pay, they argue, has been created or at least enabled by low/
declining marginal tax rates in concert with poor corporate 
governance practices (e.g., cronyism between the Board and the 
CEO).7 Directors may be inclined to focus on the governance of 
5 The Committee for Economic Development Conference Board. “Tackling Economic 
Inequality, Boosting Opportunity: A Blueprint for Business.” April 2016. https://www.ced.org/
pdf/CED-Inequality-Report.pdf. 

6 Thomas Piketty. “Capital In The Twenty-First Century.” 2014. Cambridge, England: The 
Belknap Press of Harvard University Press. Page 302.

7 Emmanuel Saez and Thomas Piketty. “Why the 1% Should Pay Tax at 80%.” The Guardian. 
October 24, 2013. https://www.theguardian.com/commentisfree/2013/oct/24/1percent-pay-
tax-rate-80percent.
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their own company’s executive compensation programs and ignore 
the public debate on inequality — some of which is flawed — for 
valid reasons. However, public discourse can and does enter the 
Boardroom when directors consider the media implications of 
executive compensation decisions. 

Most importantly and directly, the SEC’s mandate that public 
companies disclose the ratio of CEO pay to median employee pay 
in 2018 proxies will bring the discussion of income inequality 
further into the Compensation Committee. Supporters of the pay 
ratio believe that this disclosure will reduce excessive CEO pay 
at many companies allegedly caused by weak governance.8 Their 
theory is that this reduction will lower the 300:1 large-company 
pay ratio, thereby reducing inequality; this theory was the genesis 
of the Dodd-Frank CEO pay ratio.9 Furthermore, income inequality 
and the CEO to average worker wage ratio have been cited in at 
least 1 shareholder proposal requesting supplemental reporting on 
the ratio and an explanation for whether broad-based layoffs or pay 
cuts warrant changes to executive pay. 

Therefore, it is critical that Compensation Committee members 
maintain a perspective and philosophy from which to govern 
executive compensation in a world where income inequality is 
a major public policy issue. This viewpoint addresses several 
key questions and criticisms regarding the economics, corporate 
governance, and structure of executive compensation as they relate 
to the broader issue of income inequality.

8 Joe Pinsker. “When Workers Know Exactly How Much More Money CEOs Make, Will 
Anything Change?” The Atlantic. August 6, 2015. http://www.theatlantic.com/business/
archive/2015/08/will-the-pay-gap-between-ceos-and-workers-ever-get-smaller/400601. 

9 Sarah Anderson. “This is Why Your CEO Makes More Than 300 Times Your Pay.” Fortune. 
August 7, 2015. http://fortune.com/2015/08/07/ceo-pay-ratio-sec-income-inequality.  
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Question 1: Is the recent increase in U.S. income 
inequality primarily caused by the increasing number of 
public company executives in the top 0.1% of earners?

No, not primarily. Corporate executives clearly have some of the 
highest paying jobs in the U.S. economy (along with lawyers, 
finance professionals, entertainers, and athletes), and growth in 
executive pay levels of corporate executives at publicly-traded 
companies explains some of the increase in income inequality. 
Nevertheless, a definitive study on high-income taxpayers’ 
occupations demonstrates that the compensation of public 
company executives is not the primary cause of the increase in 
inequality.

CORPORATE EXECUTIVES ARE A SHRINKING 
MINORITY OF 0.1% INCOME EARNERS

Many critics argue that the increase in income inequality has been 
caused by the large increase in executive pay. Thomas Piketty, the 
author of the recent seminal and controversial book on income 
inequality, states, “The final and perhaps most important point in 
need of clarification is that the increase in very high incomes and 
very high salaries primarily reflects the advent of ‘supermanagers,’ 
that is, top executives of large firms who have managed to obtain 
extremely high, historically unprecedented compensation packages 
for their labor.”10

A prominent study by economist Jon Bakija — on the individuals 
composing the top 1% and 0.1% by occupation up until 2005 — 
provides valuable insight into the role that corporate executive 

10 Thomas Piketty. “Capital In The Twenty-First Century.” 2014. Cambridge, England: The 
Belknap Press of Harvard University Press. Page 302. 
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pay plays in the top 0.1% of total incomes.11 The study finds that 
public company executives comprise an important minority of 
the share of the top 0.1% — 20% in 2005. However, the relative 
share of public company executives in the top 0.1% declined from 
28% in 1993 (see Table 1 below). This decline in the share of 
public company executives in the top 0.1% co-occurred with the 
share of private company executives and finance professionals 
increasing as a portion of the 0.1% over the same time period — 
21% and 18%, respectively, in 2005. Many critics erroneously 
conflate the increase in income for private company executives 
and finance professionals with public company executives. The 
growing financial sector is a valid public policy question, but it is 
an issue beyond the scope of this paper and should not be part of 
the corporate governance debate that resulted in the CEO pay ratio 
mandate.12

11 Jon Bakija, et al. “Jobs and Income Growth of Top Earners and the Causes of Changing 
Income Inequality: Evidence from U.S. Tax Return Data.” April 2012. http://web.williams.edu/
Economics/wp/BakijaColeHeimJobsIncomeGrowthTopEarners.pdf.

2005 is the most recent year of the data; there is a high likelihood that this trend has 
continued or possibly increased (e.g., given that hedge fund managers [private companies] 
make multiples of public company CEO pay). Bakija provides data on both the 1% and 
0.1%, with the most detail on the latter. Results for the top 0.1% are directionally consistent 
with other top percentiles. Bakija’s research mostly combines public, private, and finance 
companies to draw his conclusions about the significant growth in inequality. However, 
his primary approach is not useful in isolating the potential impact of weak corporate 
governance on excessive public company executive pay. Findings presented in this Viewpoint 
are based on our interpretation of Bakija’s data. 

12Dean Starkman and Samantha Masunaga. “CEO Pay-ratio Rule Likely to Heat Up Debate On 
Income Inequality.” Los Angeles Times. August 5, 2015. http://www.latimes.com/business/la-
fi-ceo-pay-gap-20150805-story.html.
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Question 2: Is the recent increase in U.S. income 
inequality primarily caused by the increase in the 
aggregate pay levels of public company executives in 
the top 1% and 0.1%?

No. The data in Table 1 shows that it is not the increasing 
number of executives in the top 0.1% that is the primary cause of 
increasing income inequality for the top 0.1%. Next, we explore 
whether the increases in the aggregate pay levels of the highest-
paid public company executives are a primary cause of increasing 
income inequality. 

PUBLIC COMPANY EXECUTIVES’ PAY GROWTH IS 
BELOW PRIVATE COMPANY EXECUTIVES’ GROWTH

The same data set from Bakija referenced above shows trends for 
the incomes of various professional groups representing the 0.1% 
of income earners — see Table 2. Specifically, the 7.8% 12-year 
annualized increase in aggregate taxable income for the public 
company executives (1993-2005), while higher than the 6.2% 
growth in total gross income, was much lower than the 11.4% 
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annualized increase in incomes for private company executives, the 
12.6% for finance professionals, and the 10.8% for all in the 0.1% 
income bracket excluding public company executives.  

Some critics doubt the competitiveness of the corporate executive 
labor market based simply on absolute aggregate compensation 
levels or the historical increase in pay for public company 
executives. However, the fact that public company executive 
income growth lags the income growth of other groups in the 0.1% 
income distribution suggests that the growth in public company 
executive pay, and the governance context in which it is set, is not 
out of line with other high-income earners.13

Question 3: Is CEO pay aligned with their employer’s 
performance?

Yes. An important consideration in the inequality/CEO pay debate 
is whether the pay of executives is aligned with the performance 
of the company that he or she manages. This is arguably the 
key factor under the control of the Compensation Committee. 

13 Steven N. Kaplan and Joshua Rauh. “It’s the Market: The Broad-Based Rise in the Return 
to Top Talent.” Journal of Economic Perspectives. Summer 2013.  https://www.aeaweb.org/
articles?id=10.1257/jep.27.3.35. 
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The reality is that most companies are doing an excellent job of 
ensuring such alignment.  

Our firm’s compensation consulting experience and research show 
that executive pay is highly aligned with company performance. 
Further, market data on public company pay philosophies indicate 
that most public companies today target executive pay opportunity 
at the median of a peer group of similarly-sized companies 
and rely almost exclusively on actual company performance to 
determine the amount of pay ultimately realized or realizable. Pay 
Governance has conducted many 3-year studies of CEO realizable 
pay-for-performance (P4P) for numerous industries and all S&P 
500 CEOs, plus a 10-year period study. These studies confirm that 
strong P4P alignment is operating in U.S. public companies.14    

Question 4: Have corporate governance failures caused 
excessive executive compensation levels at public 
companies, thus exacerbating the inequality issue?

Generally, no. Many critics, when pressed for a mechanism by 
which corporate executive compensation is set inappropriately, cite 
flawed corporate governance as the driving force behind executive 
compensation growth. These criticisms have 2 aspects: too much 
focus on creating shareholder value (rather than adding other 
stakeholders)15 and specific policy flaws in the governance process 
that weaken Board oversight on executive pay. We present several 
perspectives on the U.S. corporate governance climate that refute 
these claims. In fact, governance has improved substantially over 

14 Lane T. Ringlee, et al. “CEO Realizable Pay and Performance: A 10-Year Analysis.” Pay 
Governance. November 21, 2013. http://paygovernance.com/ceo-realizable-pay-and-
performance-a-10-year-analysis-3. 

15 Lynn A. Stout. “The Shareholder Value Myth.” Harvard Law School Forum on Corporate 
Governance and Financial Regulation. June 26, 2012. https://corpgov.law.harvard.
edu/2012/06/26/the-shareholder-value-myth. 
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the past 20 years — the same period during which executive pay 
increased. Further, shareholders appear highly satisfied with the 
U.S. executive pay model, which is heavily linked to the creation 
of shareholder value. 

HAS U.S. CORPORATE GOVERNANCE IMPROVED     
SUBSTANTIALLY OVER THE PAST 20 YEARS?

Yes. Using numerous standardized and researched metrics, 
U.S. corporate governance has improved and public companies 
have addressed many prior criticisms.16 These improvements 
in governance best practices17 include a significant increase in 
shareholder outreach, an increase in the percentage of independent 
directors, annual elections for directors, more separate chairs 
and near universal prevalence of lead directors, independent 
Board nominating committees, the elimination of “poison 
pills,” enhanced proxy disclosure, and proxy access, among 
others.18 Specifically, in executive compensation governance, 
there have also been many changes/improvements responding to 
shareholders, proxy advisors, and political pressures: Say on Pay 
(SOP) votes, the elimination of single trigger stock acceleration 
and excise tax gross-ups at a change in control,19 reduced 
pensions, the introduction of anti-hedging and anti-pledging 
policies, increases in performance vesting for stock grants, the 
16 Bengt Holmstrom and Steven N. Kaplan. “The State of U.S. Corporate Governance: What’s 
Right and What’s Wrong?” European Corporate Governance Institute. September 2003. 
http://leeds-faculty.colorado.edu/bhagat/CorporateGovernance-RightWrong.pdf. 

17 Paul A. Gompers, et al. “Corporate Governance and Equity Prices.” National Bureau of 
Economic Research. February 2003. https://ideas.repec.org/p/nbr/nberwo/8449.html. 

18 Mark D. Gerstein, et al. “The Resilient Rights Plan: Recent Poison Pill Developments and 
Trends. Latham & Watkins. July 2014. https://www.lw.com/thoughtLeadership/2014-poison-
pill-developments-and-trends. 

19 “Change-in-Control Equity Acceleration Triggers.” Equilar. March 19, 2014. http://www.
equilar.com/reports/8-change-in-control-equity-acceleration-triggers.html. 
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introduction of clawbacks, etc. While the benefit of some of these 
factors are disputed, taken in total, U.S. corporate governance has 
improved significantly while executive pay has increased.20 These 
improvements are a direct rebuttal to the “weak governance of 
CEO pay” explanation of inequality. 

PRIVATE COMPANIES WITH DIRECT OWNER 
REPRESENTATION HAVE SIMILAR EXECUTIVE PAY 
GROWTH

Some critics argue that poor governance by public company 
Boards and Compensation Committees has caused the excessive 
growth in public company executive compensation. However, 
as illustrated in Table 2, the 11.4% income growth for private 
company executives in aggregate — relative to 7.8% for public 
company executives — refutes the arguments criticizing public 
company governance. Private company executive compensation 
is set either by individual private company shareholders or a 
Committee of private equity managers who hold a direct stake 
in the financial success of the companies. Said another way, 
there is no separation between the shareholders (principals) 
and the Committee setting pay for the executives. Even in this 
supposedly superior governance environment, the aggregate 
income for highly-paid private company executives grew faster 
than that for public company executives. This suggests that private 
equity owners, just like public company shareholders and the 
Boards that represent them, believe that using large amounts of 
performance-based equity grants is the best way to align executive 
management’s personal interests with the financial interests of the 
owners of the company.

20 Steven A. Bank, et al. “Executive Pay: What Worked?” Journal of Corporation Law, 
Forthcoming. August 17, 2016. http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2812349. 
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Collectively, these are strong arguments that the CEO pay 
ratio for a particular company will be indicative of market-
driven industry, size, and performance factors rather than a 
failure of corporate governance. 21 

Question 5: Are shareholders dissatisfied                   
with the U.S. executive pay model?

No. Corporate shareholders certainly appear to agree with the 
current executive compensation structure. As a group, they have 
provided an advisory vote in favor of executive compensation 
programs at most companies. Specifically, there have only been 
290 failed SOP votes among 13,758 for Russell 3000 companies 
—  a failure rate of just 2.1% — over the past 6 years.22 This is a 
stunning statistical indicator of shareholder support. Even ISS, the 
influential proxy advisor to institutional investors, recommends a 
“for” vote for nearly 90% of companies. These statistics indicate 
that shareholders are highly supportive of the current P4P model 
for U.S. public companies overall. This support appears to include 
the broad emphasis on incentives for shareholder value creation 
that most U.S. companies utilize. CEO pay ratios need to be 
viewed in the context of this broad shareholder support.

21 Ira Kay, et al. “CEO Pay-For-Performance: Highly Aligned When Properly Measured Using 
Realizable Pay.” Pay Governance. August 1, 2016. http://paygovernance.com/wp-content/
uploads/2016/08/Viewpoint-Pay-for-Performance-Alignment-8_2_2016.pdf. 

CEO pay at most companies is set at the median of carefully-selected peer groups.

22 ISS Voting Analytics. 2016 YTD results as of June 24, 2016. 
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CONSIDERATIONS FOR COMPENSATION COMMITTEES              
IN EVALUATING THEIR CEO PAY RATIO

The conclusion of our research is that relatively high executive 
compensation at public companies, allegedly enabled by compliant 
Boards, is not the primary explanation for rising income inequality 
in the U.S. 

Compensation Committees must continue to govern executive 
compensation levels and designs in order to motivate the 
executive team in maximizing shareholder value amidst broader 
public debate on income inequality and executive compensation. 
Committees cannot and should not directly address the criticism 
regarding the “300:1” large-company CEO to average employee 
pay ratio. Instead, Committees should maintain focus on best-
practice executive compensation governance, and consider whether 
additional information or analysis on internal pay equity may be 
helpful, as they evaluate their own CEO pay ratio.

1. Ensure that competitive executive compensation opportunity 
levels are monitored annually against the median of an 
appropriately-sized peer group. This will provide a robust 
context for the CEO pay ratio.
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2. Ensure that the executive compensation program design 
provides appropriate P4P linkage, which should include setting 
challenging performance goals and providing the majority of 
compensation in long-term equity.

3. Apply best-practice compensation policies, including 
robust stock ownership guidelines, clawback provisions, and 
prohibitions on hedging and pledging company shares, to 
further link executive income and wealth to the performance of 
the company.

4. Maintain strong corporate governance practices, which 
should include nominating directors using an independent 
Nominating Committee, using independent compensation 
consultants and legal counsel, and holding executive sessions 
at each Compensation Committee meeting. 

5. Ensure that all employees are competitively and 
appropriately paid relative to the profitability, fairness,          
and economics of the company.

6. Consider whether the Compensation Committee should 
review supplemental analyses related to the CEO pay ratio and 
broad-based pay practices (e.g., the comparison of executive 
versus broad-based pay increases, review of the number of 
employees covered under benefit programs, and the review of 
pay ratio and median employee data to peers).

7. Consider how the Company will address and explain the 
CEO to median employee pay ratio disclosure in the 2018 
proxy. Since supporters of the CEO pay ratio believe that this 
disclosure will reduce “excessive” CEO pay caused by weak 
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governance, companies may need to be explicit in responding 
to this theory. The data and analysis presented here could help 
in this regard. 
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Chapter 3

Gender Pay Equity In Focus

Jon Weinstein & Ashley Meischeid

Equal Pay Day (April 12, 2016) produced an extraordinary volume 
of discourse and disclosure on a topic that is vitally important and 
surfacing more frequently at the Compensation Committee level. 
As activist shareholders, political parties, and the media bring 
heightened attention to pay equity in the private sector, companies 
are increasingly disclosing their own demographic compensation 
statistics or chartering studies to ascertain where they stand. 
Further, Board Compensation Committees are showing significant 
interest in the issue as Committee agendas have begun to include 
pay equity as a subject for discussion. 

Thus far, a range of prominent companies — most of whom are 
in the technology space — have made headlines by voluntarily 
disclosing their pay equity statistics to the public. Specifically, 
Amazon, Apple, Facebook, GoDaddy, Intel, Microsoft, and Redfin 
have all disclosed gender pay equity statistics showing what 
women in their companies earn as a percentage of men’s salaries, 
with the data ratios ranging from $0.997 to $1.003. These figures 
compare favorably to a recent study conducted by Glassdoor that 
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found an “unadjusted” U.S. gender wage gap of $0.759 and an 
“adjusted” wage gap (normalized for differences in education, age, 
experience, industry, job title, and other factors) of $0.946.

On the governmental front, the U.S. Office of Federal Contract 
Compliance Programs and Equal Employment Opportunity 
Commission have issued new requirements on pay transparency/
disclosure, and former U.K. Prime Minister David Cameron had 
proposed rules that would require companies with ≥250 employees 
to disclose their pay equity data.

While much work and continued progress is still needed, the 
dialogue on pay equity and focus of major employers on this 
issue demonstrate a positive trend. We expect to see continued 
amplification of this critical issue moving forward. . 
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Chapter 4

Resisting Homogenization of the 
Executive Pay Program – Update 
Motivating the executive team while 
satisfying shareholders and achieving 

successful Say on Pay votes

Ira T. Kay & John R. Sinkular

In today’s environment, with annual Say on Pay (SOP) votes, 
intense external scrutiny, and the need to strongly align pay-for-
performance (P4P), it is increasingly important for companies 
to be confident in their executive pay program. The foundation 
of a sound executive pay program is built on the company’s 
business strategy and talent needs, which must be achieved to 
create shareholder value. Most companies desire to reflect their 
unique culture, operating model, and other characteristics in 
their rewards program. However, this is often in direct conflict 
with pressure from proxy advisors and shareholders to apply 
“one size fits all” to key design provisions of the executive pay 
program. The homogenization of executive pay practices can be 
counter-productive to companies by damaging the alignment to 
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a company’s strategy, executive motivation and talent needs, and 
diminishing the pay-performance linkage. 

A few years ago, a seeming tidal wave of homogenization was 
coming, as reflected in many incentive design practices: the move 
away from stock options, the significantly increased use of relative 
TSR as a metric, and the use of “vanilla” designs perceived as 
“typical/safe.” However, more companies recently have been 
resisting the pressure for homogenization, as demonstrated by the 
greater use of appropriately-creative incentive plans, the plateauing 
of relative TSR plans prevalence, and other pay practices. It is very 
encouraging that the overwhelming majority of shareholders have 
strongly supported officer pay practices via SOP votes. Since our 
comprehensive assessment of the trend toward homogenization,1  
it is refreshing to see increased examples —including those listed 
below — of companies preserving their unique identity through 
their executive pay practices (“trumping” homogenization). 

PAY ADMINISTRATION AND GOVERNANCE

1. Administering salaries and target incentive award 
opportunities to a market-based range, not a de-facto cap at 
median, in order to motivate top talent to drive performance — 
As such, pay opportunities are typically targeted at the market 
median, but there is flexibility to target pay above or below 
the median based on particular circumstances (e.g., new hires, 
promotions, etc). This approach would need to be managed 
very carefully for the CEO and other NEOs. 

1 “Homogenization of Executive Pay Plans: The Unintended Consequences of Say on Pay 
Votes.” Pay Governance. June 2013 http://paygovernance.com/?p=1101. Viewpoint.
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2. Customizing the performance benchmarking approach to fit 
a company’s key measures of success, relevant peers, and time 
periods — In a dynamic business environment, it is imperative 
to consider various perspectives in developing a holistic view 
of the company’s financial, TSR, and operational success, 
with comparisons made to direct peers and other relevant 
comparator groups (P4P peer group, ISS comparator group, 
etc). While the starting point is often to consider 1- and 3-year 
periods, many companies find that it is insightful to consider 
a longer-term perspective (e.g., 5 years, 10 years, or relevant 
milestones such as CEO’s tenure, a substantive transaction, 
etc).

3. Understanding the proxy advisory firms’ perspectives, 
but focusing on the shareholders and avoiding action solely 
because of ISS’ view — The views of the proxy advisors 
continue to evolve and reflect a “broad brush,” not a nuanced 
perspective of the company’s business and talent needs. There 
are techniques available for balancing this tension by choosing 
the appropriate strategic alternative but also satisfying the 
proxy advisors and the shareholders they influence — see 7b 
below.

4. Requesting additional shares on a more frequent basis (e.g., 
every 2 years), even though the request may not be within ISS’ 
guidelines for recommending “for” — In these situations, it 
is critical for the company to clearly articulate its recent and 
future grant strategy, demonstrate its reasonable run-rate of 
equity, and appropriate safeguards to ensure the cost of the 
expected coverage period is reasonable. In some situations, 
it may be appropriate to contact key shareholders directly to 
(i) ensure they have context for the proposed share reserve 
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increase and (ii) address any broader questions regarding 
executive pay.

INCENTIVE PLAN DESIGN

5. Using customized annual incentive plan designs that 
strongly align to the strategy and reflect key measures of 
success, such as: 

a. Assessing performance solely at the company level 
for all participants (i.e., “one company”) ranging to a 
mix of several assessment levels (i.e., including business 
portfolio, operating unit, and/or individual metrics), 
which may vary by position level.

b. Having a target goal that is lower than last year’s 
actual performance and target goal when appropriately 
reflective of the expected challenges for the upcoming 
year — While this area is becoming controversial, 
a strong business case (e.g., macro headwinds, etc), 
careful analysis, and disclosure can mitigate this 
problem.

c. Using “adjusted” or non-GAAP performance 
measures, along with the appropriate level of disclosure 
to ensure transparency — While many companies have 
been using non-GAAP measures for several years, there 
is heightened scrutiny by proxy advisory firms and the 
media. As such, this area is also becoming controversial, 
but careful analysis and disclosure can also mitigate 
this problem and allow for the continued use of such 
measures.
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6. Designing regular long-term incentive plans to reflect the 
company’s business realities, which in some situations, may 
welcome “going against the herd”, such as:

a. Based upon a strong business case, using 1-year goals 
that are aggregated or independently assessed over the 
performance period, which is typically 3 years — This 
can be effectively designed in conjunction with a relative 
TSR modifier (see 7b).

b. Implementing  other creative approaches, such as 
using solely full-value shares (e.g., for situations when 
options are negatively viewed by executives and key 
shareholders) and limiting the role of performance-
contingent awards to senior executives (e.g., varying the 
grant mix: when as senior officers’ long-term incentives 
are primarily provided in performance shares and at 
lower participation levels, the grant mix has a small or 
nonexistent weighting on performance shares; instead, 
RSUs are used). 

7. Reevaluating the role, if any, of relative TSR as an explicit 
incentive plan measure, such as:

a. Recognizing that relative TSR is not a required 
incentive measure, rather that it is critical to assess TSR 
and financial performance relative to peers over various 
time periods — The prevalence of using relative TSR 
appears to be plateauing.

b. Recasting how relative TSR is used by companies 
with relative TSR as a metric by reducing its weighting 
(if used as a separate measure) or applying it as a 
modifier.
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8. Granting special equity-based awards in select situations 
— Such awards may be particularly important to consider in 
times of succession planning or a significant change (e.g., shift 
in strategy, business mix, or transaction). While some “grand 
slam” grants have raised concerns, the use of special grants 
within a range of base salary or the regular long-term incentive 
grant (e.g., 0.5x to 2x) may have a role, particularly when used 
below the proxy-named officers and structured as performance-
based grants. 

9. Using equity strategically to recognize and reward key 
talent, which allows for awards over-and-above the regular 
annual long-term incentive grants to executives, or for those 
employees that do not regularly participate in grants, to 
receive high-impact awards — This is extremely effective and 
relatively easy to implement, particularly below the NEO level.

HOW CAN THE COMPENSATION COMMITTEE AND 
MANAGEMENT WORK TOGETHER TO ADDRESS THE 
CHALLENGE FOR HOMOGENIZATION?

1. Having a clear and compelling pay program design, goal 
setting rationale, and analysis of multi-year outcomes are 
critical to resisting the pressure for homogenization. 

2. In this regard, as with all substantive executive pay 
decisions, it is critical to begin and end with the company’s 
business strategy and talent needs. 

3. As such, management has an integral role to (i) clearly 
articulate the key elements of the business strategy and talent 
needs and (ii) “connect the dots” to the pay program design, 
particularly the selection of performance measures, goal 
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setting, and financial results.

4. Since the long-term stock incentives are typically the largest 
component of the annual pay opportunity, additional multi-year 
disclosure may be warranted. In this regard, it is important to 
discuss the selection of award types, grant mix, metrics, and 
performance/vesting periods as well as their connection to 
helping the company attract, motivate, and retain the talent to 
deliver on the company’s ultimate goal of creating long-term 
shareholder value. 

5. In partnership, the compensation committee and 
management need to ensure the proxy CD&A clearly captures 
the compelling P4P facts (as outlined in the above points). 

There will always be external pressures, including some areas that 
have compelling reasons to conform. Nevertheless, companies 
should ensure that the pay program best achieves its business 
and talent needs to create shareholder value — and thus satisfy 
shareholders — while being mindful of external views regarding 
the “best” and “typical” market practices.
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Chapter 5

Ensuring the Executive Pay 
Program is on a Strong 

Foundation

John R. Sinkular & Joshua Bright

In the current environment of Say on Pay votes and intense media 
scrutiny, it can be difficult to stay centered on the foundation of 
the executive pay program. While it is important to be aware of 
external views and commentary on “best practices,” companies 
must ensure that their executive pay program is built on a rock-
solid foundation. In terms of the building blocks of the pay 
program, most companies apply a “market median” compensation 
philosophy; however, there are a wider range of practices for 
the peer group, performance metrics, and assessing pay-for-
performance (P4P) alignment. We review key considerations in 
each of these 3 areas below. As always, it is vital that companies 
start and finish with their business strategy, talent motivation, and 
needs when designing and administering their pay program.
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PEER GROUP COMPOSITION AND APPLICATION

As with any benchmarking process, it is important to consider peer 
group information as an input and not the final answer. There is 
no “one size fits all” approach to peer group selection. Instead, a 
principles-based approach should be used based on consideration 
of relevant screening criteria. In developing their own peer 
group(s), companies select peers that are similar in business type, 
size, talent and investor market, and other relevant factors. The 
peer group should have a sufficient number of companies, and the 
company’s size should be reasonable relative to the median and 
distribution.

There are often companies that may not meet all the primary 
screening criteria initially established but could still be reasonably 
considered as peers. In this instance, the rationale for using 
peers outside of the primary screening criteria should be clearly 
articulated and disclosed. 

We have seen several examples of primary peer groups that may 
lead to incomplete or inappropriate conclusions:

1. Peer group that is “too small” — Relying on a comparator 
group of less than 10 companies can be challenging, 
particularly if the company desires to be precise in its use of 
external pay data.

2. Biased peer group — Using a peer group with too many 
companies that are significantly larger or smaller, without 
balancing the distribution, would create a biased comparison. 
While percentile rank is a common statistic, it is also important 
to consider the company’s size as a percent of the median. For 
example, even though a company may be at the 55th percentile 
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(in terms of revenue size), its actual revenues could be greater 
than +20% of the absolute median.

3. Precision in considering the peer data — Expecting that 
the company’s pay levels or practices will always be exactly 
equal to the peer median or typical practice is unrealistic. A 
competitive range should be established around the actual 
targeted data point to alleviate the focus of targeting a single 
value or amount. Market data should be one of several inputs 
with pay actions centered on the company’s strategy, talent 
needs, and internal factors (individuals’ experience, internal 
equity, etc). 

4. Everybody does it this way (living in a vacuum) — 
While a company’s peer group is the most relevant external 
benchmarking perspective, the use of a larger secondary data 
set can be helpful in confirming key findings and ensuring 
awareness of a broader perspective. 

5. Outsourcing to proxy advisory firms — Companies need to 
be aware of the peers analyzed by ISS and other advisory firms 
(if relevant to the company’s shareholder base). However, a 
company’s peer group should be self-selected to align with its 
business, talent markets, and other factors deemed relevant 
to the company. There is often an overlap in the company’s 
peer group and the companies used by proxy advisory firms; 
however, there can be significant differences in conclusions 
due to the specific companies analyzed and the analytical 
approaches.
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PERFORMANCE MEASURE SELECTION                     
AND GOAL SETTING

The heart of the executive pay program is incentive compensation 
— particularly the performance measures and goals — which are 
intended to directly connect employees to the company’s business 
strategy. Given this importance, specificity and clarity in selecting 
incentive plan performance measures is essential. While there are 
many important measures for a company to monitor, typically 
companies find that the best design — that maximizes motivation 
and line of sight to drive results — limits the number of measures 
to three or less in each plan. In selecting performance measures, 
companies consider the following perspectives:
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After the performance measures are approved, the specific 
performance goals (i.e., threshold, target, and maximum) can be 
set. Since the performance goals specify the “what” for earning 
“how much,” it is critical for the company to be diligent in 
applying a consistent process that considers several inputs. In 
helping to finalize the incentive goals, companies often find it 
helpful to consider the following:

1. Budget / forecast for the measurement period — In order 
to provide management accountability, companies often target 
goals at (or within a range of) the Board-approved budget. As 
a result, the incentive goals should be reasonable with external 
guidance issued by the company.

2. Recent performance and payouts — For both the company 
and peers, it is insightful to understand how the proposed 
goals compare to recent results along with emerging industry 
and business conditions. Also, it is informative to review a 
multi-year history of the company’s incentive payouts and 
CEO/officer pay relative to performance to ensure that the 
company’s intended P4P alignment is being achieved.

3. Probability  of achievement — Based on qualitative and 
quantitative assessments of difficulty, the company can have 
greater comfort in finalizing the performance goals. Many 
companies strive to set target goals that are “challenging but 
achievable,” with attainable goals at threshold and difficult 
goals at maximum.

4. Analysts’ estimates — Understanding current projections, 
particularly if available prior to updated company guidance, 
can be helpful for both the company and the peer group in 
approving performance goals.   
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5. Costs and other considerations — It is also important to 
understand total potential costs, under a range of performance 
outcomes, as well as other factors that may be relevant to the 
company.  

Collectively, based on the various perspectives that the company 
finds relevant, the result at the start of the performance period is 
reasonable confidence in the potential achievement of the goals 
while recognizing that there is still uncertainty (with higher 
probability of achievement below target and lower probability 
above target).

ENSURING APPROPRIATE OUTCOMES – ASSESSING 
PAY AND PERFORMANCE ALIGNMENT

It is a necessity to analyze pay from multiple perspectives. In order 
to provide a competitive pay package, companies need to review 
pay opportunities — the setting of salary and target incentive 
award opportunities, as well as the range of potential payouts 
— to ensure the desired alignment with the business strategy. 
As required by the SEC, pay for the “top five” officers must be 
presented in the Summary Compensation Table, which is a mix of 
actual pay and grant date values. In order to appropriately analyze 
pay and performance, which requires the assessment of values and 
outcomes of incentive awards relative to results, other perspectives 
are needed — specifically, Realizable Pay and Realized (Actual) 
Pay. These perspectives are often analyzed over 3 to 5 years 
(an even longer period, such as 10 years or the executive’s 
tenure, can also be examined). These P4P perspectives provide 
the Compensation Committee and management an assessment 
of multi-year P4P correlations, which can help inform future 
decisions regarding Pay Opportunities, incentive mix, performance 
metrics, and support pay disclosures in the proxy CD&A.
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CLOSING

There are varying external views of “market” and “best” practices, 
which makes it critical to remain vigilant in the design and 
administration of the executive pay program. This is particularly 
true regarding the foundational elements. In this article, we 
focused on 3 such “building blocks” and recognized that a holistic 
perspective needs to be applied, which includes other important 
elements and governance practices. In this regard, companies need 
to continue designing pay programs — which are clearly disclosed 
in the annual proxy filing — that best align to their business 
strategy and talent needs to create shareholder value.
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Chapter 6

Continue Paying Executives      
for Performance

Ira T. Kay, Steve Pakela, & Lane T. Ringlee

INTRODUCTION — IS THERE PAY FOR 
PERFORMANCE?

The most important aspect of the pay-for-performance debate 
is whether the pay of top executives — especially the CEO — 
is aligned with the performance of the company. We believe 
the answer to this question is a clear yes. Nevertheless, both sides 
of the equation — performance and pay — are controversial and 
debated. What is the ideal way to measure performance? What is 
the proper way to measure CEO pay? 

MEASURING PERFORMANCE USING TOTAL 
SHAREHOLDER RETURNS (TSR)

The increasing usage of vast stock-based incentives — options, 
restricted stock, and performance shares — over the past 30 years 
has created a direct linkage to stock price appreciation. These stock 
programs have been embraced by executives, board members, and 
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virtually all shareholders. As we demonstrate below, this dramatic 
shift in the amount and structure of executive pay has helped 
motivate excellent performance at thousands of U.S. companies. 
However, one important and somewhat controversial outcome 
of this shift is that TSR relative to a peer group or index (RTSR) 
has recently become the most common long-term incentive 
performance metric for performance shares. While some directors 
praise RSTR as an incentive metric, much of the rising prevalence 
was driven by say-on-pay (SOP) votes and the influence of proxy 
advisor firms advocating for the use of TSR in long-term incentive 
plans. Prior to this development, stock options were the primary 
metric used to align executive pay with shareholder performance. 

While stock incentives are universal and uncontroversial in the 
corporate sector, commentators from varying backgrounds have 
criticized all TSR-focused executive pay programs, and other 
incentive-based pay programs, for various reasons.

There are three key aspects to the criticisms of the current 
shareholder-focused executive compensation regime:

1. Some argue that shareholder value is an inadequate and 
inappropriate goal. Their key points are that TSR does not 
serve society well and that a broad stakeholder/sustainability 
model is superior and required. We note that many companies 
are incorporating some important stakeholder goals — 
environmentalism, diversity, safety, and customer/employee 
satisfaction — into their incentive plan in addition to financial 
and stock price performance goals. (This complex issue is 
discussed in a later chapter.)

2. There are others who believe that incentives might be 
counterproductive.
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3. Yet another camp argues that there are superior metrics to 
TSR, such as return on capital, that are more likely to create 
long-term shareholder value.

In 2016, the Harvard Business review published an article, 
“Stop Paying Executives for Performance,” studying the 
“counterproductive” criticism (#2). This article presents arguments 
and analysis supporting the idea that incentives do not motivate 
executives to improve corporate performance; in fact, they argue 
that incentives might damage performance. The article uses the 
psychological and sociological literature to demonstrate that 
intrinsic factors — self-motivation, interest in the subject, desire 
to learn and be creative, etc. — are more important and effective 
in creating better-performing companies than extrinsic factors — 
money, bonuses, and stock incentives.

The “counterproductive” argument and the stakeholder model 
(as a replacement to the shareholder model) explicitly attempt 
to contradict the demonstrated success of the shareholder value-
driven corporate executive pay model. This shareholder model 
has motivated top executives to create trillions of dollars of 
shareholder value over the past three or four decades. While 
this model has been of significant benefit to the executives in 
leadership positions, it has also benefited millions of employees, 
shareholders, and the macro-economy. This chapter presents logic 
and data to rebut these criticisms and explore the advantages of the 
current corporate incentive structure. While not a perfect structure, 
it is extremely effective overall.

Some other informed critics, including the Investor Responsibility 
Research Center, believe that TSR is a flawed metric and that 
return on capital is a superior performance metric. This is a 
legitimate, corporate-finance-focused debate that needs to be 
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pursued. Certainly, hundreds of companies have included various 
return and other metrics as executive incentive plan metrics, but 
the intention is always to increase shareholder value.

Nevertheless, our response to these various criticisms is that 
eliminating or reducing the weight of stock and cash incentives in 
executive pay programs would damage the successful corporate 
model. While the model has imperfections, the extraordinary 
support from shareholders on SOP votes over the past six years 
indicates that owners of public companies are highly satisfied and 
the alternatives suggested by critics would be rejected.

PAY OPPORTUNITY OR REALIZABLE PAY?

The other side of the pay-for-performance model is the definition 
of “CEO pay.” Most researchers, media outlets, and commentators 
use a version of pay opportunity — usually taken from the 
Summary Compensation Table of the proxy — to evaluate the 
statistical linkage of CEO pay and performance. We believe that 
using realizable pay, a relatively recent development, is the optimal 
pay value for evaluating pay-for-performance linkage. Almost all 
other methods have their utility, but they are flawed in evaluating 
pay for performance.

The number of methods for defining “CEO pay” when analyzing 
executive compensation continues to grow. From total pay 
suggested by the Summary Compensation Table to the definitions 
used by Glass Lewis or Institutional Shareholder Services (ISS) 
in their proxy review reports, there is no universal standard for 
measuring pay, especially in comparison to performance. The SEC 
will soon be adding to this list yet again with their “compensation 
actually paid” concept for the upcoming pay-for-performance 
tabular disclosure requirement. As proposed, this new approach 
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differs even from all current SEC regulations around pay 
disclosure. Varying definitions have helped confuse the debate of 
whether pay is consistent with performance. To add clarity, Pay 
Governance uses two primary definitions of pay in its assessments: 
(i) target pay opportunity in assessing competitiveness and (ii) 
realizable pay for assessing pay and performance alignment. 

We have studied realizable pay in relation to company 
performance hundreds of times for our clients’ peer groups as well 
as more broadly in our various research studies. We consistently 
find that, using realizable pay, higher-paid CEOs are associated 
with higher-performing companies and lower-paid CEOs are 
associated with lower-performing companies. In other words, our 
research shows that executive pay programs are well designed 
and working as intended to improve alignment among company 
performance, the shareholder experience, and management 
rewards. This research is a rebuttal to the criticism that the pay of 
most CEOs does not correlate with their company’s performance. 
We have several chapters in our book that discuss this research.

DO STOCK AND CASH INCENTIVES CAUSE SUPERIOR 
CORPORATE PERFORMANCE?

While we and most shareholders, directors, and executives 
believe that the incentive model is motivational and thus causal, 
it is very difficult to prove direct causality from executive 
incentives. However, proving causality is nearly impossible for 
most strategic corporate policy changes: do mergers, advertising, 
pricing strategies, organizational changes, external hires, 
geographic diversification, etc., cause superior financial and 
stock performance? The business case for these policy changes, 
and thousands more, is always that the change will cause higher 
profits and increased stock price. In the case of this discussion 
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on executive incentives, do the large cash and stock incentives 
cause the superior performance of many U.S. corporations? There 
certainly are numerous indications that the strong U.S. executive 
incentive model has contributed to corporate and economic success 
and is endorsed by shareholders, boards, and regulatory bodies. 
The model indisputably has created alignment between realizable 
pay and performance. We summarize several of these and other 
factors below.

HISTORICAL EVOLUTION OF THE NECESSITY OF THE 
PAY-FOR-PERFORMANCE MODEL

There has been a “natural experiment” comparing the low-
incentive pay culture of the 1950s with the high-incentive pay 
culture of the 1990s and beyond. 

• The 1950s were a period of great corporate and 
economic success for many reasons, but its modest 
corporate incentives were not part of its success. Some 
argue that we need to return to the 1950s pay model if 
we want similar levels of economic success. However, it 
is generally acknowledged that corporate governance in the 
1950s — and continuing for several decades — was very 
different and arguably weaker than the current governance 
environment that began in the 1990s. For example, boards 
were dominated by insiders and were thus generally not 
considered “independent.” These pieces of the puzzle do 
not fit together to explain the broad economic prosperity of 
the 1950s, and thus we need to look elsewhere for solutions 
and explanations.

• Since the modern era of global competition, trade, and 
technology (at least since the 1970s), the situation has 
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changed dramatically. Initially, the modest incentives of the 
1950s were extended into the 1970s and 1980s; for this and 
other reasons, corporate performance was weak (especially 
compared to that of Japan and Germany). Consequently, 
substantial shareholder value was either destroyed or sub-
optimized. Many now believe that the weak-incentive model 
contributed to this loss of value.

• The high-incentive model created a dramatic shift in the 
market for corporate control in the form of the first highly 
controversial — but highly successful — hostile takeover 
phase (leveraged buyouts, etc.). These takeovers released 
that value for private holders at the expense of public 
shareholders. 

• External pressure also caused public company boards 
to react dramatically with a revolution in executive 
incentives at public companies to ”internalize” the 
market for corporate control and transform the unrealized, 
underlying corporate value for their existing shareholders.

• The revolution included substantial increases in 
executive stock-related wealth, stock options, and other 
stock incentives.1  The belief of the boards was that these 
new, increased incentives would increase alignment with 
shareholders and motivate the executives to create higher 
levels of shareholder value.

1 There is substantial and important academic literature on this arguing that until the late 
1980s, executives were paid like bureaucrats and they performed like bureaucrats. After that, 
the incentives changes and so did the performance.

Brian J. Hall and Jeffrey B. Liebman. “Are CEOs Really Paid Like Bureaucrats?” The Quarterly 
Journal of Economics. Autumn 1998. http://www.hks.harvard.edu/jeffreyliebman/hall_
liebman_qje.pdf,  

Michael C. Jensen and William M. Meckling. ‘‘CEO Incentives—It’s Not How Much You Pay, But 
How.’’ Harvard Business Review. Summer 1990.
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• Contemporaneous with the increase in stock incentives, 
corporate governance — e.g., independent directors, 
reduction in poison pills, and SOP votes — has changed 
dramatically and arguably improved since around 2000. 
It was expected that these enhancements would reduce 
executive pay. 

• Executive pay and the stock incentives grew 
substantially in magnitude and became more directly 
linked to the performance of the company.

• Shareholders  and GDP growth have benefited from 
that new incentive model ever since with great success 
as demonstrated by a long bull market. The research 
summarized in this book brings this perspective on 
contemporary executive compensation governance to light. 

STRONG SUPPORT BY BOARD MEMBERS AND 
EXECUTIVES FOR ALIGNMENT OF PAY AND 
SHAREHOLDER INVESTMENT PERFORMANCE

Our experience with hundreds of board members and executives 
demonstrates their desire for pay packages to be aligned with 
shareholder interests. Most believe that the incentives are 
highly motivating and essential for competition and operations. 
Shareholders are best served by having executive interests directly 
correlated with theirs through rewards that significantly vary with 
corporate performance. 

The strength of the performance-based pay model is illustrated 
even when company executive pay programs are designed “from 
scratch.” Even in new-hire or IPO situations where the pay 
design is effectively a “clean sheet of paper,” alignment between 
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executive and company objectives are codified through structured 
packages with large equity components; cash or fixed reward 
components are relatively minor in comparison. Further, in pre-
IPO situations where company performance is difficult to measure, 
the primary (exclusive) reward vehicle is equity-based to ensure 
complete alignment with venture firm investments. These are 
not failures of corporate governance or motivation but are in fact 
endorsements of the overall model.

REALIZABLE PAY SHOWS STRONG PAY-FOR-         
PERFORMANCE ALIGNMENT

Statistical studies of CEO realizable pay and performance 
empirically confirm the strong alignment of pay and shareholder 
returns, thus affirming this philosophy. Our most recent research 
on S&P 500 CEOs confirms this finding and offers another 
validation of the efficacy of the U.S. executive pay model. Our 
results show that the highest-paid CEOs work at the highest-
performing companies. This method can be used to evaluate the 
“after-the-fact” correlation of pay for performance effective for 
an individual company versus its peers as well as for the full S&P 
500. Most boards, shareholders, and executives agree that this type 
of alignment is more than sufficient to demonstrate a company’s 
pay-for-performance success.

Using TSR as the performance measure, the following table 
shows that realizable pay for the CEOs leading higher-performing 
companies — with a median TSR of 30% — is nearly 80% higher 
than for CEOs leading lower-performing companies — with a 
median TSR of 16% (column “A”). In addition, the CEOs at 
higher-performing companies have realizable pay that is 143% 
of their originally-intended target opportunity while delivering 
nearly double the returns to shareholders of the lower — but 
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still strong — performers (column “E”). Specifically, the typical 
CEO at a high-performing company has an aggregate of $47.2M 
in realizable compensation from pay awarded from 2012-2014 
compared to $26.2M for lower-performing counterparts (column 
“C”). These results have been confirmed in numerous prior studies, 
including one covering a 10-year period. In sum, the executive 
pay model provides a clear and successful incentive to create 
alignment with shareholder value.

INSTITUTIONAL INVESTORS SUPPORT/REQUIRE 
PERFORMANCE-BASED PAY

Institutional investors, which own over 80% of the S&P 500, 
demonstrate strong support for the linkage of executive incentives 
to shareholder value creation. Compensation committees have 
responded to the direct appeals from institutional investors 
for greater consistency of CEO and executive rewards with 
shareholder investment performance. In particular, major 
institutions have defined and communicated the parameters 
by which they evaluate the effectiveness of executive reward 
programs to promote clarity of their philosophies. As a starting 
point, institutional investors are keenly interested in superior 
company performance and its relationship to executive salaries. 
Fidelity Investments states in its proxy voting guidelines that 
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it has a primary interest in seeing “the alignment of executive 
compensation and company performance relative to peers.”2 The 
introduction of pay analytics such as realizable and realized pay 
have provided tools to assess pay outcomes vis-à-vis performance. 

Furthermore, pay programs that have a heavy emphasis on 
compensation being contingent upon multi-year performance 
objectives are the preferred model of institutional investors. In 
their proxy voting guidelines, Fidelity states that it uses specific 
criteria to evaluate the effectiveness of a company’s program, 
including “the structure of the compensation program … 
factors such as whether incentive plan metrics are appropriate, 
rigorous and transparent; whether the long-term element of the 
compensation program is evaluated over at least a three-year 
period; the sensitivity of pay to below median performance.”3 In 
fact, most institutional shareholders and the proxy advisors they 
use as reference for proxy voting decisions caution companies 
on the excessive use of non-performance-based compensation 
and compensation decisions that are not directly linked to pre-
established performance outcomes (i.e., discretionary bonuses).

Another major institutional investor, BlackRock, is explicit in 
its guidance to compensation committees and companies: “We 
support incentive plans that foster the sustainable achievement of 
results. Although we believe that companies should identify those 
performance measures most directly tied to shareholder value 
creation, we also believe that emphasis should be on those factors 
within management’s control to create economic value over the 
long-term, which should ultimately lead to sustained shareholder 
returns over the long-term.”4 

2,3 Paraphrased from Fidelity Investments, Fidelity Group of Mutual Funds and Corporate 
Governance, 2015, www.fidelity.com                                                                                             

 4 BlackRock, Inc., Proxy Voting Guidelines for U.S. Securities, 2015. www.blackrock.com 



64

Continue Paying Executives for Performance

In summary, institutional investor support for performance-based 
compensation is universal. There is no doubt that if the majority 
of shareholders wanted a different pay model, the model would 
change. This substantial shareholder support is demonstrated in the 
SOP voting process implemented via Dodd-Frank.

SAY ON PAY: OVERWHELMING SUPPORT BY 
SHAREHOLDERS FOR THE PAY-FOR-PERFORMANCE 
MODEL

Since the introduction of SOP advisory votes in 2010, shareholders 
have universally ratified the structure of the U.S. pay model; in 
2016, over 97% of companies have received shareholder votes 
approving their pay programs with an average favorable vote of 
nearly 93%. The experience since 2010 leads us to three major 
conclusions: (i) the vast majority of companies have highly-aligned 
CEO pay and company performance; (ii) dialogue initiated by 
companies with shareholders on executive pay topics has increased 
significantly during this timeframe (see Equilar’s “Compensation 
and Governance Outlook 2016”);5 and (iii) companies have 
redesigned executive pay programs to correct perceived or actual 
misalignment with shareholder interests through greater emphasis 
on performance-based pay and, in particular, relative performance 
metrics.

ISS AND THE SEC SUPPORT AND ENCOURAGE PAY 
FOR PERFORMANCE

ISS, the largest proxy advisory firm, and the SEC are two of the 
most important and powerful regulatory and quasi-regulatory 
bodies in the current regulatory world of executive compensation. 

5 Equilar, Inc., Compensation & Governance Outlook 2016, December 10, 2015. www.equilar.
com
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Both were explicitly created to represent shareholders in requiring 
companies (issuers) to demonstrate to shareholders that the boards and 
managements align the companies with the interests of all shareholders, 
especially including pay-for-performance consistency. Over the past 
6+ years, both institutions clearly support and encourage companies to 
demonstrate to shareholders that there is in fact pay-for-performance 
correlation at the company.

The SOP votes were an explicit attempt by Congress, the SEC, and 
ISS to create enhanced pay for performance. ISS has been explicitly 
empowered by the SEC via SEC staff letters: these letters may 
provide a safe harbor for potential investment advisor conflicts of 
interest by voting proxies based on the recommendations of a proxy 
advisor. In addition, the SEC, has published preliminary rules for new 
disclosure on pay for performance in response to another Dodd-Frank 
requirement.

These pressures from the SEC and ISS have contributed to the 
already-extant, organic pay-for-performance culture at the majority 
of companies. ISS has found reasonable alignment at nearly 90% of 
the thousands of companies that were carefully evaluated over the 
past 6 years. Many of the plan-design and pay-level changes that 
companies have implemented, since the onset of the shareholder votes 
on executive pay, have arguably focused on increasing the correlation 
of compensation and performance and consequently supporting the 
growth of shareholder investments. Some of these changes have been 
directly linked to generating greater support from the proxy advisory 
firms. Their support is contingent upon company programs meeting the 
constraints imposed by the quantitative pay-for-performance models 
and qualitative design reviews, both of which place a significant 
premium on strong pay for performance. As the Wall Street Journal 
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observed, “Over the years, companies have learned to avoid certain 
lightning rods. They include asking shareholders to approve executive 
pay contracts that aren’t tied to performance…”6

HAVE CORPORATE GOVERNANCE FAILURES CAUSED 
EXCESSIVE EXECUTIVE COMPENSATION LEVELS 
AT PUBLIC COMPANIES, THUS EXACERBATING THE 
INEQUALITY ISSUE?

Many critics, when pressed for a mechanism by which corporate 
executive compensation is set inappropriately, cite flawed 
corporate governance as the driving force behind executive 
compensation growth. This criticism addresses specific policy 
flaws in the governance process that weaken board oversight on 
executive pay. In a later chapter, we present several perspectives on 
the U.S. corporate governance climate that refute these claims. In 
fact, governance has improved substantially over the past 20 years 
— the same period during which executive pay increased. 

CONCLUSION

The case for executive pay-for-performance alignment is strong:

• Companies have a high proportion of variable pay for 
executives because shareholders request and expect it, and 
companies want to link priorities to pay and motivate/retain 
top talent;

• Shareholders have ratified the U.S. pay model;

6 Emily Chasan. “The Big Number.” The Wall Street Journal. Summer 2015. http://www.wsj.
com/articles/the-big-number-1431993336. 
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• The SEC is requiring a comparison of CEO pay and 
performance in proxy disclosure;

• Influential shareholder advisory firms (ISS) use pay-for-
performance models to evaluate companies for SOP votes 
and endorse the models at the vast majority of companies; 
and

• Corporate governance has improved significantly over the 
past 30 years, concurrent with the implementation of the 
modern pay-for-performance model.

The corporate executive pay-for-performance model has created 
enormous value for shareholders and many others. It has vastly 
improved over the decades, but the core model has been robust. It 
must be studied, improved, and continued.
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Chapter 7

Myths and Realities:           
Assessing the True Relationship 
Between Executive Pay, Share 

Buybacks, and Managerial           
Short-Termism

Ira T. Kay, Chris Brindisi, & Blaine Martin

INTRODUCTION

The past year, share buybacks as an example of “corporate short-
termism” have seen extensive criticism of within the business 
press, academic literature, and political community. The critics 
of share buybacks claim that corporate managers, motivated 
by flawed executive incentive plans (stock options, bonus 
plans based on EPS, etc) and supported by complacent boards, 
behave myopically and undertake value-destroying buybacks to 
mechanically increase their own reward. In turn, the cash used for 
share buybacks directly cannibalizes long-term value-enhancing 
strategies such as capital investment, research and development, 
and employment growth, thereby damaging long-term stock price 
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performance and the value of US markets.1 So the criticism goes.

Pay Governance has conducted unique research using a sample 
of S&P 500 companies over the 2008-2014 period that brings 
additional perspective to this debate. 

Much of the public discourse on share buybacks focuses on 
the hypothetical impact that share buybacks have on CapEx 
investment, research and development expenditure, employment 
trends, and the resulting potential impact on long-term economic 
growth. While such macroeconomic considerations are appropriate 
in any discussion of political economies, they are beyond the scope 
of this Viewpoint. Thus, our analysis focuses on capital allocation 
decisions made by S&P 500 companies in the context of their 
fiduciary duty to shareholders. 

THE RELATIONSHIP BETWEEN SHARE BUYBACKS, 
TSR,   CAPEX GROWTH, AND REVENUE GROWTH

We start with the facts about buybacks and related strategic 
financial issues, using change in CSO as our measure of share 
buyback activity.

1 “Is Short-Term Behavior Jeopardizing the Future Prosperity of 
Business?” The Conference Board. http://www.wlrk.com/docs/
IsShortTermBehaviorJeopardizingTheFutureProsperityOfBusiness_CEOStrategicImplications.
pdf
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Share buybacks have indeed increased over the past few years, and 
our data show the typical S&P 500 company reducing its CSO by 
>4% over the past 5 years. However, there is substantial variation 
in the buyback practices within the S&P 500, with our sample 
split between companies with a 12.8% median reduction in shares 
outstanding and companies with an increase of 4.9% in shares 
outstanding (see Table 1). This large variation in buybacks among 
companies allows us to explore the relationship between buybacks 
and other financial conditions and outcomes.

We find that companies engaging in larger buybacks have a median 
TSR over the 5-year period that is much like that of companies 
engaging in less aggressive share buyback strategies (17.7% 
annualized TSR vs 17.4%). We did observe that companies with 
larger share buybacks had lower CapEx, employee, EPS, and 
revenue growth over the 5-year period; however, causation was 
not clear from this analysis. That is, we could not statistically 
determine whether (i) larger share buybacks caused lower CapEx, 
employee, EPS, and revenue growth or (ii) larger share buybacks 
were a reaction to lower growth prospects.

Thus, there are 2 alternative explanations/theories for these 
findings:

• Managerial Myopia: Large buyback companies have 
allocated capital to repurchases rather than investment in 
the ongoing business, resulting in lower long-term growth.

• Efficient Capital Allocation: Company growth 
opportunities (demonstrated by higher revenue growth of 
9.4% vs 5.2%) have created the opportunity for greater 
investment and thus smaller buybacks. Specifically, those 
companies with lower revenue growth opportunities may 
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determine that the return to shareholders of using cash 
flow for share buybacks is greater than the present value of 
investments in capital expenditures, hiring, etc.

One of these alternative theories, or some combination of each 
for specific companies, explains the driver of share buybacks 
hinging on the causal relationship between company growth 
and capital strategies; however, this is beyond the scope of this 
paper. Nevertheless, our findings suggest that the strategic value 
of share buybacks deserves a case-by-case assessment and the 
broad classification of share buybacks as “harmful” to individual 
companies or economic growth may be a misleading or inaccurate 
generalization. Below, we summarize 4 key research findings that 
illustrate the need to consider individual company situations when 
calculating the strategic value of share buybacks. 

1. LONG-TERM TSR IS THE SAME REGARDLESS 
OF BUYBACK STRATEGY: The key criticism of share 
buybacks is that they sacrifice long-term corporate performance 
for short-term gains in share price. Based on this critique, long-
term TSR is predicted to be lower for companies conducting 
significant share buybacks than for those companies buying 
back fewer or no shares. Our first finding casts doubt on this 
claim.

Table 1 shows that the large buyback companies have a median 
TSR over the 5-year period similar to that of companies 
engaging in less aggressive share buyback strategies (17.7% 
annualized TSR vs 17.4%). This finding of nearly identical 
5-year TSR suggests that shareholders value both buyback 
and capital investment strategies similarly, rebutting the claim 
that share buybacks are inherently destructive to long-term 
shareholder value.                                 
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2. CAPEX GROWTH AND BUYBACKS ARE 
STRONGLY RELATED TO OVERALL REVENUE 
GROWTH OPPORTUNITIES: We note that those 
companies with larger share buybacks do have lower CapEx 
growth over the 5-year period; however, causation is not 
clear from this analysis. Our second key finding is that the 
companies with large CapEx growth also have very high 
revenue growth. While we cannot confirm the causation — 
whether share buybacks caused lower CapEx growth and 
revenue growth, or whether lower revenue growth caused 
lower Capex growth and larger share buybacks — this 
relationship raises the possibility that share buyback capital 
strategies are a response to weak revenue growth opportunities. 

THE RELATIONSHIP BETWEEN SHORT-TERM TSR   

AND LONG-TERM PERFORMANCE

We also investigated whether companies with strong short-term 
performance had stronger or weaker long-term performance as 
measured by TSR and CapEx growth. The myopia explanation 
predicts that companies with higher short-term TSR would have lower 
subsequent longer term TSR and lower CapEx growth as management 
makes short-term decisions (e.g., reducing CapEx growth) in order to 
increase the stock price.
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3. HIGHER SHORT-TERM TSR IS ASSOCIATED WITH 
HIGHER LONG-TERM TSR: Our third key finding (Table 
2) shows that companies with stronger short-term TSR (2008-
2009) have higher subsequent long-term TSR (2010-2014) and 
higher CapEx growth (short-term: 18.1% vs 17%; long-term: 
10% vs 8.5%). These dual findings suggest that companies are 
not sacrificing long-term returns or long-term investment for 
short-term gains; they may also suggest that companies that 
perform well in the short-term are also more likely to perform 
well and invest in the longer-term. This finding also casts doubt 
on the myopia criticism.

THE RELATIONSHIP BETWEEN EXECUTIVE 

COMPENSATION DESIGN AND SHARE BUYBACKS

Much of the debate surrounding share buybacks (i) criticizes 
executive incentive programs that encourage short-term focus 
on annual earnings results and (ii) suggests that this myopia 
has resulted in share buybacks that damage long-term company 
performance due to an inefficient allocation of capital. We 
examined the relationship between executive compensation design 
and share buybacks by reviewing 2 frequently-criticized incentive 
design attributes: the use of EPS as a metric in annual bonus plans 
and the use of stock options in long-term incentive plans. Table 3 
below presents the results of our findings.
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4. EXECUTIVE PAY STRUCTURE INFLUENTIAL 
ON STRATEGY: Our fourth key finding suggests that 
executive compensation design is associated with — and may 
be impactful on — share buyback decisions. Both the use of 
EPS as an annual incentive metric and the granting of stock 
options are correlated with larger share buybacks. This latter 
finding is consistent with certain academic research,2 but is this 
inherently a bad outcome? Perhaps most importantly, stock 
option granting was also correlated with higher shareholder 
returns (18.2% vs 16.1) during the 5-year period reviewed.  

The findings of our research indicate that companies may 
be choosing between capital allocation strategies — share 
buybacks or investment in growth — based on market revenue 
growth prospects and that executive compensation designs may 
impact these capital allocation strategies. The findings above 
suggest that it is critical for companies to tailor their long-term 
incentive vehicles and metrics to their overall business strategies, 
incorporating current and future revenue growth and investment 
outlook. More specifically, incentives must appropriately 
encourage not only strong operating performance (e.g., organic 
growth, acquisitions, cost management, etc), but also the most 
efficient allocation of capital for the company. 

The statistical findings above suggest that stock options are 
in fact associated with higher levels of share buybacks, but 
the shareholders of those companies are not suffering for that 
decision and may, in fact, be benefiting. We found that companies 
that grant stock options had TSR that was 2.1% higher per year 
than companies that do not grant stock options, and some of the 
impact on TSR may have been from share buybacks. Again, these 

2 Christine Jolls. “Stock Repurchases and Incentive Compensation.”The National Bureau of 
Economic Research. http://www.nber.org/papers/w6467. 



75

Balancing the Tension

findings do not present an absolute case for or against the use of 
stock options. Rather, they illustrate that such decisions should be 
aligned with a Company’s individual strategy. 

CONCLUSION

The findings summarized in this viewpoint illustrate great diversity 
in share buyback activity. If corporate capital allocation strategies 
were more homogeneous (e.g., universal share buybacks or 
universal capital investment growth), the findings of our analysis 
would perhaps be very concerning for macroeconomic growth 
and public company stability. However, the results of our study 
show that individual company decisions are not homogeneous 
and that shareholder returns for companies employing both 
investment and share buyback strategies are similar. 

As companies consider the implications of the ongoing public 
debate on share buybacks, it is important for corporate executives, 
Boards, and Compensation Committees to remain focused not only 
on the efficient allocation of capital — they must also consider the 
company’s financial and operational circumstances when creating 
compensation programs that incentivize the optimal allocation of 
capital.
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Chapter 8

S&P 500 CEO Compensation 
Increase Trends                           

Pay is up low- to mid-single digits 
annually in recent years, and pay 

increases expected to be similar in 
coming years

Aubrey Bout, Brian Wilby, & Perla Cruz

SUMMARY

CEO pay continues to be a widely-debated topic in the media, 
within the government, and in the boardroom among investors and 
proxy advisors. As the U.S. was in the heart of the financial crisis 
of 2008-2009, CEO total direct compensation (TDC: base salary 
+ actual bonus paid + value of long-term incentives) dropped for 
2 consecutive years. As the U.S. stock market rebounded and the 
economy began to regrow, CEO pay also rebounded. Large pay 
increases occurred in 2010, primarily in the form of larger LTI 
grants. Since then, year-over-year (YOY) increases were moderate 
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— in the 2% to 6% range — from 2011-2015.

We expect that 2016 CEO TDC will likely be flat or up in the low 
single digits — similar to recent years — based on past pay trends, 
current earnings growth projections, current global economic 
headwinds, and the relatively slow-growth U.S. economy. 
Executives in industries with favorable economic conditions will 
more likely see bigger pay increases than those where a slow-down 
is occurring. 

OVERALL TREND IN CEO PAY AND LTI VEHICLES                                                                                        

CEO pay rebounded 31% in 2010 after 2 consecutive years of 
decreases: -9% and -13% during the financial crisis of 2008 and 
2009, respectively.1  Since then, YOY pay increases have been 
moderate – in the 2% to 6% range.   

It is not surprising that CEO pay increases have stalled more 
recently, given that S&P 500 earnings per share growth has been 
anemic in recent years: in 2015, CEO pay increased 2%, while 
cumulative S&P 500 earnings per share growth was -0.3%. The 
low or negative growth in earnings has translated into lower actual 
bonuses, in part offset by slightly higher salaries and LTI grant 
values.

Over the last 6 years, LTI vehicle usage has shifted away from 
stock options, mostly in favor of performance-based plans that 
pay based on performance versus goal. From 2009 to 2015, the 
prevalence of performance shares increased from 50% to 86%, 
stock options decreased from 70% to 56%, and restricted stock 
increased from 46% to 59% (see Figure 2).

1 Dan Marcec, et al. “2016 CEO Pay Trends: An Equilar Publication.” Equilar. June 2016. 
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TREND IN CEO PAY VERSUS S&P 500 INDEX 
PERFORMANCE

Strong operating performance and TSR have supported CEO pay 
increases; over the last 6 years, they have trailed TSR performance 
by approximately 5% based on the CAGR. Figure 3 demonstrates 
that CEO pay increased in every year that TSR increased. The 
increases were not always proportional. In each of the last 5 years 
(2011-2015), annual pay increases were ≤6% while the S&P 500 
total return ranged from 1% in 2015 to 32% in 2013.

There is clear positive correlation between share price performance 
and CEO pay. In a positive stock price environment, Compensation 
Committees are often more supportive of CEO pay increases, 
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which are typically delivered in the form of larger LTI grants. CEO 
base salaries sometimes only increase periodically (eg, on less than 
an annual basis) and typically only make up a small portion of the 
executive pay package. Annual actual bonuses, though not as large 
as the LTI portion, can have a meaningful impact on whether YOY 
pay increases. When a company is having a good year, exceeding 
budget goals and investor analyst expectations, the CEO bonus 
often pays above target and increases YOY. Share price will also 
often increase as company performance is strong. That said, there 
will be some years where a CEO’s bonus pays above target as the 
company exceeded its budgeted goals, while the share price went 
down due to stock market volatility/correction and sector rotation. 
The opposite can also happen, where goals are not met, resulting in 
lower bonuses while the stock market goes up. 
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CEO PAY PROJECTIONS

1. We expect that overall 2016 CEO TDC will be flat or up in 
the low single digits for many executives in most industries, as 
profits will likely increase slightly from 2015.

a. Our research suggests that CEO pay increases are 
decelerating (noted in Figure 1)

b. Aggregate S&P 500 company YOY earnings for 2016 
are forecasted to be flat or up in the low single digits2 

c. S&P 500 earnings are forecasted to be up in 2017; if 
achieved, this may influence higher actual pay levels, 
though media, government, and proxy advisor scrutiny 
will continue to exert negative pressure on executive 
pay.

2. In certain industries such as healthcare, executives may 
experience continued faster growth in total compensation in 
2016 while executives in slow-growth industries might see a 
contraction or flat executive pay.

3. We expect general industry executive target pay TDC levels 
to be flat or up in the low single digits in 2016 and 2017 due 
to the potential for a low global GDP growth and an uncertain 
U.S. political environment. The exception would be for 
executives who outperform their peers and exceed company 
goals — those CEOs might see larger pay increases than the 
norm.

2 Capital IQ: analyst estimates for S&P 500 earnings performance.
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The above pay projections do not account for any potential market 
setbacks — ie, the nervousness about geopolitical uncertainty, 
dramatic changes in the economic environment, unexpected 
changes in the U.S. Federal Reserve’s policies on interest rates, or 
significant drops in the overall stock market. 

METHODOLOGY

The CEO pay analysis consists of S&P 500 companies with CEOs in 
their role for at least three years. Pay data includes base salaries and 
bonuses paid for each year as well as the reported grant date fair value 
of long-term incentive awards. Our analysis of consistent incumbent 
CEOs was designed to highlight true changes in CEO compensation, 
as opposed to pay changes driven by the newly-hired or internally-
promoted CEOs, who typically experience ramped-up pay over a 2 to 3 
year period.

NOTE ON REALIZABLE PAY

It is important to note that our methodology used YOY CEO pay 
and was based on the accounting value of LTI as reported in proxy 
summary compensation tables. These amounts are more akin to 
pay opportunity and are quite different from realizable pay, which 
includes the in-the-money value of stock options, ending period 
value of restricted stock, and estimated value of performance 
shares. Pay Governance’s past research has shown there is a very 
strong correlation between realizable pay and TSR performance. 
While we have shown a positive correlation between CEO annual 
pay increases and TSR performance, we are confident that the 
correlation is not as high as between realizable pay and TSR 
increases.
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Chapter 9

How Companies Address         
Pay-for-Performance 
Alignment in Times                                             

of Declining Performance

Jeffrey W. Joyce, Brian Lane, & Perla Cruz

INTRODUCTION

Ensuring alignment between pay and performance is challenging 
enough when a business is performing well. But what about 
during an industry or economic downturn, a waning company 
performance record, a shift in strategic business focus, or a period 
of investment when performance expectations are not as high 
as before? Today, institutional investors and proxy advisors are 
hyper-focused on P4P alignment and, by extension, the rigor of 
performance goals. Any indication of declining incentive goals 
YOY can bring heightened scrutiny, negative commentary, and the 
likelihood of an “against” SOP vote recommendation from proxy 
advisors. What alternatives exist for a company facing the prospect 
of performance expected to be lower than the prior year? What 
should be considered in setting incentive plan goals, and what can 
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be expected from shareholder watchdogs who closely examine 
performance goals and alignment with shareholders?

A recent study by ISS of over 2,000 companies indicated that 
31% of short-term incentive goals and 22% of long-term incentive 
goals were lowered from FY2014 to FY2015. As these findings 
highlight, many companies find themselves in the position of how 
best to address performance goals that are decreasing YOY while 
ensuring that shareholder interests are not neglected. 

For many of these companies, the lowering of performance goals 
might be due to explainable events (e.g., a divestiture that reduces 
the size and scope of operations) or other factors outside of the 
control of the company (e.g., an economic or industry downturn). 
In these instances, a full and clear discussion of these factors, and 
the associated implications on executive incentive compensation 
plans in public filings, will go a long way toward gaining the 
understanding of shareholders and proxy advisors.

But what about instances that are not due to changes in business 
structure or factors outside of management’s control that have 
lowered performance expectations? What alternatives exist that can 
help ensure management isn’t rewarded for previous failure or for 
simply “getting back to where it was before?” What measures can 
be taken to help better align incentive programs with shareholder 
interests in these instances? 

Below, we outline several approaches that companies have used 
when performance expectations are lower than prior year actual or 
target performance:
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1. Increase Performance As A Percent Of Target 
Required To Earn Target Payout

In order to earn the target bonus, the required performance 
must be something above what is budgeted (e.g., 105% of goal, 
110% of goal, etc). For example, assume a company uses net 
income for its annual incentive plan performance metric, which 
is based on its budget that considers analyst expectations and is 
communicated externally to the street as the Company’s guidance. 
In this example, let’s assume the Company and analysts expect net 
income to be around $100 million for the year, and this is lower 
than the prior year. Under this scenario, the annual incentive plan 
“target” performance that would earn the target payout would be 
set at something above $100 million or targeted at a net income at 
least commensurate to the prior year actual. Judgment would be 
needed in establishing the level of target performance that would 
result in target payouts for the annual incentive plan (and payouts 
for performance above this level); however, management must 
exceed internal/external expectations to earn a target payout for 
the year. In doing so, management effectively takes a haircut to its 
potential payout for achieving budgeted results, which are lower 
than the prior year; thus, management takes a smaller share of the 
profits with a larger portion going to shareholders in recognition 
of the down year (e.g., achieving budgeted net income of $100M 
results in a payout at 90% of target rather than 100% of target). 

A graphic illustration depicting this approach versus a traditional 
approach (i.e., a standard year where performance is not expected 
to be lower than the prior year) is presented below:



85

Balancing the Tension

As shown in the above charts, under this “modified” approach, 
greater levels of performance relative to the “traditional” approach 
are required in the payout zone to achieve the same level of 
payout (e.g., 105% of target performance results in 100% of target 
award versus a traditional curve that requires 100% of target 
performance to earn 100% of target award). Thus, this approach 
attempts to recognize that performance expectations are lower than 
prior years by requiring a greater level of performance under the 
circumstances to achieve target payout levels that would otherwise 
be considered typical.
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2. Set Target Performance At Budget But Increase 
Threshold And Maximum Performance Goals

Here, target performance is set at budget — even though it 
represents lower performance relative to the prior year — but 
threshold and maximum performance levels are raised to recognize 
lower performance expectations for the year. This approach 
can also incorporate a lower payout for “target” performance as 
discussed above; we present modification only of threshold and 
maximum performance goals in this example for simplicity.

Under this approach, greater levels of performance relative to the 
“traditional” curve are required to earn threshold and maximum 
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bonus payouts (e.g., 90% of target performance is required to 
achieve a threshold payout versus a “traditional” curve that 
requires 80% of target performance to earn a threshold award, and 
150% of target performance is required to achieve a maximum 
payout versus a “traditional” curve that requires 120% of target 
performance to achieve a maximum payout). Thus, this approach 
attempts to recognize that performance expectations are lower than 
in prior years by requiring a greater level of performance to earn a 
threshold and maximum award.

3. Shift In Performance Focus

Another method some companies employ is to shift the 
performance focus within the incentive programs. This could be 
achieved by (i) changing the relative importance of performance 
metrics via adjustments to their weighting and/or (ii) introducing 
new metrics that are more aligned with — and reflective of — the 
current environment and strategic expectations. Such an approach 
might be more apt in situations where a strategic business shift 
drives lower goals — e.g., during a period of investment that is 
meant to produce long-term value in exchange for a period of 
slower short-term growth — than in situations where company- or 
industry-specific circumstances are resulting in lower performance.

For example, a company might consider increasing the weighting 
of forward-looking strategic milestone-based measures and 
decreasing the weighting on backward-looking financials: this 
would encourage and provide an incentive to focus more on 
initiatives that are aligned with long-term strategic performance 
and returns but that cannot be measured directly over the short-
term through annual financial results. Alternatively, a company 
emerging from a period of high growth into more mature, 
sustainable levels of performance might consider a shift from 
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growth measures — which would show lower performance 
expectations — to a profit or margin measure intended to refocus 
management on sustainability and operational excellence when 
growth expectations may have flattened.       

We note that particular care must be taken to ensure that 
alignment with shareholders is maintained when considering such 
alternatives. The importance of disclosing the context and specific 
rationale for making such a change increases, as the adoption of 
strategic milestone/non-financial incentive goals can come with its 
own set of scrutiny from proxy advisors — especially during times 
of lowered financial expectations.

4. Do Nothing / Use Discretion

Target performance is set at the budgeted lower performance 
expectation, and performance and payout curves around target are 
set as they normally would be (i.e., no adjustment in recognition 
of lower performance expectations for the year). For many 
companies, the understanding is that the Committee may exercise 
its discretion to adjust awards based on its evaluation of company 
performance at year-end.  This approach may make the most 
sense for businesses that regularly experience minor volatility in 
performance results from year to year, or where performance is not 
significantly off from the prior year, and so no significant deviation 
from “business as usual” is deemed necessary.

IN PRACTICE

Pay Governance reviewed a sample of 32 companies that had 
lowered their target performance goals in incentive plans YOY to 

1 Consideration needs to be given to qualifying awards for IRC § 162(m) tax deductibility.
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understand how lower performance expectations and goals were 
addressed in the incentive plan design, the level of disclosure 
regarding the circumstances impacting performance and incentive 
programs, and ISS’s associated reaction.

As can be seen above, nearly half of the companies reviewed 
lowered performance goals for which target payout is earned but 
made no other changes to the incentive plan or any indication that 
Committee discretion would be used for adjustments. Separately, 
an equal number of companies (25%) either (i) raised threshold and 
maximum performance levels or (ii) shifted performance focus by 
introducing a new metric to offset lower performance expectations 
for other financial measures used in the plan; this was likely due 
to a strategic shift in their business. Fewer companies decreased 
the weighting on financial metrics or indicated that Committee 
discretion would be used to make adjustments following the end of 
the performance year.
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Interestingly, the magnitude of change in performance goals does 
not appear to have a significant impact on the type of approach 
used by companies to address lower performance expectations. 
As seen below, the data indicate that companies’ methods for 
addressing lower performance in their incentive plans are varied 
regardless of the degree to which performance goals differ from 
the prior year, indicating that situational factors — as opposed to 
the magnitude of decrease in performance goals — play a more 
influential role in determining how companies choose to address 
this issue in their plans.

DISCLOSURE OF RATIONALE AND ISS REACTION

To understand company disclosure of and ISS’s reaction to the 
lowering of performance goals, we reviewed CD&A disclosure 
and ISS reports for each of the 32 companies in our sample. Within 
the ISS reports we looked for ISS’s overall vote recommendation 
for SOP, specific commentary from ISS on the lowering of 
performance goals, and the level of concern provided within the 
5 evaluation components ISS summarizes: Non-Performance-
Based Pay Elements, Peer Group Benchmarking, Severance/CIC 
Arrangements, Comp Committee Communication/Responsiveness, 
and P4P Evaluation.

Overall, our findings indicate:

• Exactly half of the companies reviewed provided some 
specific explanation to their shareholders in the proxy 
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statement CD&A of their rationale for lowering goals 
from the previous year. Such disclosures ranged from 
brief statements about industry-specific conditions (e.g., 
lower commodity prices) to detailed explanations of a new 
strategic direction and discussions of broader economic 
conditions. 

• Companies that discussed the rationale for lowering 
goals received a greater proportion of “against” SOP 
vote recommendations from ISS than companies that 
did not provide any discussion of the rationale (47% vs 
33%); however, this group also had a higher proportion of 
“Medium” or “High” concerns on ISS’s P4P test — ISS’s 
main determinant for its SOP vote recommendations. This 
likely explains the need for disclosing the circumstances 
surrounding lower performance goals to help ISS and 
institutional investors understand the management’s 
rationale. 

• Interestingly, we find that 40% of the companies that 
lowered performance goals received an “against” vote 
recommendation from ISS, which was significantly higher 
than ISS’s overall “against” rate of 12% for the Russell 
3000. These companies were also more likely to receive 
a “Medium” or “High” concern from ISS for its P4P test 
(53%) than among the broader Russell 3000 companies 
(~25%). This underscores the importance of providing clear 
disclosure surrounding the lowering of performance goals 
to help mitigate these concerns.
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These findings show that while there may be other factors at play, 
some level of increased scrutiny and likelihood of an “against” 
vote recommendation can be expected from ISS when a company 
decreases goals YOY. This highlights the importance of greater 
transparency and communication to shareholders, who understand 
the complexities of the business and circumstances affecting the 
Company and its pay programs perhaps even beyond what is 
provided in the company’s CD&A disclosure. 
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Chapter 10

Analysis of Recent Annual 
Incentive Financial Goals 

John R. Sinkular & Julia Kennedy

In order to understand the financial performance measures, target 
goals, performance ranges, and payouts of an annual incentive 
plan, we analyzed the proxy-disclosed practices of approximately 
100 manufacturing and materials companies.  We assessed year-
over-year (YOY) trends in particular, including the change in 
target goals relative to actual results and the spread of threshold to 
maximum goals.  While the 5 years we examined had a generally 
upward-trending stock market, individual companies’ performance 
and business situations varied over the period. 

FINANCIAL PERFORMANCE MEASURES ANALYZED

The analysis reflects the practices of 98 companies that disclosed at 
least 2 consecutive years of using the same financial performance 
measure in the annual incentive program and most or all of 
the performance-award goal range and results.  The analyzed 
companies have median annual revenues of $3.8 billion and 
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median market capitalization of $4.4 billion.  These companies 
yielded 170 financial measures over a 2 to 6-year period, with 
approximately 80% of companies having data covering at least 4 
years of goals and results. 

The most common type of financial measures used are earnings 
measures (e.g., EBITDA, Operating Income) and net-income-
based measures (e.g., EPS and net income), followed by cash flow.  

While it is beyond the scope for this analysis, we note that long-
term incentive plans often have different measures than annual 
incentive plans — this reflects a holistic approach to drive 
shareholder value without undue complexity and overlap.  For 
example, “return” and total shareholder return measures typically
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have higher prevalence in long-term incentive plans than in annual 
incentive plans.

The heaviest weightings in annual incentive plans are typically 
assigned to earnings and net-income-based measures, which 
reflect their relative importance to the company.  Companies strive 
to infrequently change the weightings of measures, resulting in 
limited differences over time in the observed average measure 
weightings.weightings of the measures.

PERFORMANCE GOALS

The typical practice is to set a range of performance goals with 
varying degrees of difficulty.  

• The target goal is often set based on the Board-approved 
budget.  

• For most of the companies, the target goal was higher in the 
examined period than in the prior year actual (prevalence: 
68%). This is not always the case, as 74% of companies 
set a lower target goal in at least 1 year, reflecting business 
conditions, performance expectations, divestitures, and 
other factors.
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• The threshold goal is typically lower than the prior year 
actual result (prevalence: 68%)..

• The maximum goal is typically higher than the prior year 
actual result (prevalence: 87%).

Performance ranges vary widely among companies and measure 
types: such goal ranges may meaningfully change YOY.  
Generally, higher absolute dollar-denominated target goals result 
in narrower ranges (i.e., the threshold as a percent of target is 
higher and the maximum goal as a percent of target is lower) than 
lower absolute target dollar-denominated goals. Among the 3 most 
prevalent measures:

• Earnings and net-income-based goals have an average 
performance range of ±20% of target;

• Cash flow goals are wider with an average performance 
range of ±33% of target;

• Individual company practices vary widely — particularly as 
the types of measures used include both dollar-denominated 
and percentage/growth-denominated measures — with 
most companies (prevalence: 67%) using asymmetrical 
performance ranges in 2015 (e.g., threshold at 90% 
and maximum at 120% of target, threshold at 90% and 
maximum of 105% of target);

• Most companies (over 60%) changed the threshold and 
maximum goals, as a percent of target at some point during 
the examined period; and
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• Approximately 40% of companies had fixed performance 
ranges as a percent of target for at least 3 consecutive years. 

The 2015 average performance ranges are somewhat different from 
the five-year average, illustrating changes that companies may 
apply year-to-year.

Most years’ goals are higher than those of the previous year. 
However, during the examined period, 73% of companies 
disclosed at least 1 year when the target goal was set lower than 
the prior year’s (in such situations, it is important to consider 
providing additional proxy disclosure as to the rationale for the 
change in goals). Below is the median YOY change in financial 
goals over the examined period.  
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In the most recent year, goals were typically higher than the prior 
year, with a higher YOY increase for metrics with relatively 
smaller absolute dollar-denominated amounts (e.g., net income/
EPS).  

AWARD PAYOUT RANGES

Typical practice is to set the target goal to equate to a payout of 
100% of the target award opportunity for the measure. The award 
payout ranges — spanning from the starting point for paying 
incentives (“threshold”) to the upper limit (“maximum”) — exhibit 
some variability across companies, particularly for threshold 
payouts.  The variation in practices reflects differing company 
situations, goal setting philosophies, and other factors.

• Achieving the maximum goal typically yields a payout of 
200% of target. However:

 ◦ Maximum awards vary from 135% to 300% of target;
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 ◦ Twelve percent of companies have a lower maximum 
(generally between 150% and 199%); a

 ◦ Fifteen percent of companies have a payout higher 
than 200% of target (all award payouts are capped in 
all but 1 company, with the highest maximum at 300% 
of target).

• There is more variance in the threshold payout as a percent 
of target, with most companies paying between 25% and 
50% of target (mode of 50%); threshold levels vary from 
0% to 80% of target.

PAY-PERFORMANCE RELATIONSHIPS

The resulting average slope, which is the percent increase in the 
payout for each 1% increase in performance, typically results in 
higher incremental payouts for above target performance (i.e., 
from target to maximum) than below target performance (i.e., from 
threshold to target).  Slopes vary widely among measure types 
and companies, reflecting individual facts and circumstances.  The 
table below shows the 2015 average slopes, which are similar to 
the 2011-2015 averages (not shown).
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INCENTIVE PAYOUTS

We analyzed the disclosed formula-based “payouts,” as a percent 
of target, earned for each financial measure; actual company 
payouts may be different, reflecting additional measures and 
considerations applied to determine final payouts.  Incentive 
payouts, by design, are structured to be commensurate with 
financial results relative to target; as such, there is a distribution 
of payouts.  Average payouts were at or above target, with the 
prevalence of the financial measures earning above target awards 
(for that measure) at approximately 50% or higher, reflecting solid 
financial performance.  The table below summarizes our findings 
for all analyzed financial measures.

The disclosed formula-based “payouts,” as a percent of target, 
varied widely for the most prevalent financial metrics analyzed, 
with particularly broader YOY variances for net-income-based and 
cash flow measures.
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Among the 51 companies that used multiple financial performance 
measures and disclosed the formula-based “payouts” for each 
measure, the average difference in payouts, as a percent of target, 
was 48% for 2015 (median: 30%).  The range of differences in the 
formula-based “payouts” between financial measures ranged from 
0% (no difference) to 200% of target.  During the period analyzed, 
it was relatively common (prevalence: 63%) to have at least 2 
years in which the payouts were substantially different (e.g., one 
measure below target or no payout and the other measure at target 
or higher).   However, such situations may require additional 
proxy disclosure to ensure clarity regarding the goal-setting 
process and the alignment of pay and performance.

METHODOLOGY 

The 98 companies analyzed had at least 2 years of consistent 
financial performance measures and disclosed most/all of the 
performance goal ranges and formula-calculated payout for the 
measure. Over 300 companies were considered for the analysis, 
but many companies had to be excluded due to changing 
performance measures or limited proxy disclosure regarding goals, 
ranges, or results.  

Pay Governance consultants located in our Cleveland, Detroit, and 
Pittsburgh offices provided assistance with data gathering.



102

Is A “Target Range” Right For Your incentive Plan?

Chapter 11

Is a “Target Range” Right for    
your Incentive Plan?

Lane T. Ringlee, Chris Brindisi, & Peter Ringlee

INTRODUCTION

As shareholders of U.S. public companies demand more 
accountability for performance, Boards are under increased 
pressure to continue to strengthen the P4P linkage of their 
incentive compensation plans. In a 2013 survey of Compensation 
Committee members co-sponsored by the NYSE, Conference 
Board, and Pay Governance,1 the top 3 “challenges” that 
Committees stated they were facing involved incentive pay and 
performance goal setting. Specific challenges noted in the survey 
included:

1. Determining appropriate incentive pay levels (62%);

1 NYSE Governance Services. “Executive Compensation: A 2013 Opinion Survey of 
Compensation Committee Members.” Pay Governance. 2013. http://paygovernance.com/wp-
content/uploads/2013/11/Exec-Comp-White-Paper-B-110413-final.pdf. 
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2. Balancing P4P with retention (57%); and

3. Ensuring the rigorous nature of incentive plans (57%).

Although the survey is a few years old, our experience tells us 
this remains a hot issue in Boardrooms today. Setting annual 
and long-term performance targets continues to be challenging, 
particularly given uncertainties in the market related to interest 
rates, commodity prices, foreign exchange, and the many other 
underlying assumptions involved in setting a business plan and 
incentive goals.

The challenge for Boards in setting goals is underscored by the 
difficulty management experiences in establishing performance 
expectations for shareholders and the research analyst community. 
In their research on management earnings forecasts at companies 
covered by the First Call Company Issued Guidelines database, 
Ciconte, Kirk, and Tucker document the increased prevalence 
of earnings range estimates with upper and lower bounds and 
the decreased use of earnings point forecasts.2  Point forecasts 
are synonymous with discrete performance targets for incentive 
compensation. But as Ciconte et al demonstrate, the use of point 
forecasts has decreased to 11.3% of cases in 2010 while prevalence 
of range forecasts has increased to 87.5%; in 1996, the use of point 
forecasts occurred in 30.0% of cases in contrast to range forecasts 
used by 38.2% of companies. 

Given all these unknowns and the clear trend toward using ranges 
for financial performance guidance to shareholders, it is not 
surprising we find companies looking for alternative approaches 
to traditional performance goal setting. A number of companies 

2 William Ciconte III, et al. “Does the midpoint of range earnings forecasts represent 
managers’ expectations?” Review of Accounting Studies. November 24, 2013. http://link.
springer.com/article/10.1007/s11142-013-9259-2. 
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have opted to establish a “target range” in their incentive plans to 
acknowledge the imperfections in setting a single fixed target. This 
is consistent with the practice of providing range guidance to the 
financial community.

WHAT IS A “TARGET RANGE”? 

A “target range” establishes a reasonable range around the 
business plan to pay or fund incentive compensation at the target 
award level rather than establishing a single, fixed performance 
target. It is, in essence, a compromise by which both shareholders 
and management give up some gains around a reasonable set 
of outcomes and acknowledge the imperfection in establishing 
performance expectations to shareholders, analysts, and 
employees.

For example, a company could establish a range around a target net 
income goal of ±3%, which implies that the slope of the incentive 
payout line is flat between 97% and 103% of the target goal. 
This results in the same payout (100% of target) for all outcomes 
across that segment of the curve (see “Target Range” bracket in 
graph below).  Net income performance below the lower boundary 
of the target range results in declining award payouts to the 
threshold level of performance, while performance above the upper 
boundary of the range results in incrementally higher awards up to 
the maximum payout. The overall performance range (upper and 
lower performance boundaries at which maximum and threshold 
incentive awards are paid) will likely vary depending upon the 
confidence/uncertainty level associated with the performance 
metric. The use of the “target range” increases the pay/performance 
slope beyond the lower and upper range boundaries if no 
adjustments are made to the threshold and maximum performance 
levels.
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MARKET PRACTICES

Although target ranges are not yet widely used in the market, 
we are finding more companies discussing the benefits of this 
approach every year. Practices vary by company, but generally 
reflect a range of 1% to 5% from the lower to upper boundary in 
the range. 

Companies disclosing a “target range” in their 2016 proxy 
statement include those in the financial, media, and consumer 
products industries. A few specific examples are presented in the 
table below:



106

Is A “Target Range” Right For Your incentive Plan?

SETTING THE “TARGET RANGE”

In most cases, the “target range” in incentive plans is relatively 
narrow, reflecting the intention to provide a reasonable range 
for achievement (0.5% to 2.0%) without replacing the full 
performance range (80% to 120%). Items to consider when 
establishing the width of a “target range” should include:

1. Is it consistent with the guidance you are providing to 
shareholders for similar performance metrics?

2. What is the appropriate width of the boundaries (number 
of standard deviations) to achieve a 45%-65% probability of 
achievement?

3. Is the range still acceptable on an absolute dollar basis? 
Depending on the metric, a ±5% spread may be too wide or too 
narrow.

The “target range” is typically employed to give management and 
the Compensation Committee a reasonable margin for error when 
setting targets without significantly increasing the probability of 
hitting or missing the targets. 

CONSIDERATIONS

The “target range” can provide some relief in the painstaking 
process of establishing incentive plan targets; however, there are 
considerations that should be understood prior to adopting this 
approach:
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CONCLUSION

The “target range” concept can be a useful feature to increase 
flexibility in the plan design, recognize the volatility of potential 
results, and understand the numerous assumptions involved in 
creating the business plan while maintaining compliance with IRC 
§162(m) deductibility.
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Chapter 12

Alternatives to Quantitative 
Metrics in Performance Share 

Plans: Use of Strategic Objectives

Lane T. Ringlee, Marizu Madu, Peter Ringlee,                              
& Maggie Choi

Companies have migrated a significant portion of equity 
compensation to performance-based long-term incentive (LTI) 
awards—typically performance shares or stock units (PSUs)—
from stock options.1  Over 80% of companies in the S&P 500 now 
have such plans; these also now comprise the majority weighting 
among LTI vehicles. This trend has been driven in, large part, by 
the desire of Compensation Committees to place at least one-half 
equity compensation in the form of “performance-based” pay as 
defined by the proxy advisory firms. With increasing pressure, 
committees have further focused these performance share plans to 
ensure clear and convincing alignment with TSR, largely due to 
the P4P evaluation methodologies employed by the proxy advisors 

1 Pay Governance’s analysis of S&P 500 companies with the same incumbent CEO from 
2009-2013 found the prevalence of PSUs to be 76% in 2013, an increase from 53% prevalence 
in 2009.
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and the diminution of stock options in the long-term incentive 
portfolio. In addition, the use of relative TSR as a PSU metric has 
provided another benefit to Compensation Committees: delivering 
a multi-year performance goal without the need for an annual 
target-setting exercise or justification of performance targets and 
ranges to the external world. We have referred to this trend relative 
TSR in PSU plan reliance in prior Pay Governance Viewpoints as a 
leading cause of the “homogenization” of pay programs.

The use of multi-year relative TSR and financial goals, as a large 
part of this transition, has come to dominate the performance 
scorecards for PSU plans and has resulted in a strict focus on 
“shareholder outcomes.” While these relative PSU plans provide 
the transparency and objectivity that appeal to the proxy advisory 
firms, they remain far from perfect. Common criticisms of plans 
that have exclusive or majority use of TSR and some financial 
measures include: 

• Lack of impact: Management has little influence over 
stock price, especially measured against other companies’ 
performance, due to the impact of exogenous factors.

• Non-strategic: TSR and financial metrics measure 
outcomes rather than strategy. While these measures reflect 
quantity of performance, they do not necessarily reflect 
the underlying strategic initiatives that management must 
accomplish in order to drive improved enterprise value or 
the quality of management execution.

• Retrospective: Market and financial measures, in 
particular, will reflect value added or subtracted but won’t 
reflect the course that management must take to redirect or 
reorient the business model to drive shareholder value. 
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• Non-situational: An incentive scorecard needs to reflect 
the unique characteristics and life cycle of a company; 
TSR and many financial measures do not, although actual 
targets can be adjusted to reflect the financial situation. For 
a company engineering a strategic repositioning, creating 
a new venture through seed investments, or ensuring 
focus on critical non-financial capabilities, typical TSR or 
financial scorecards fall short of motivating and rewarding 
executives to achieve these critical milestones.

Pay Governance has often discussed the framework for executive 
compensation in our Viewpoints: executive rewards need to 
balance the tension between motivating and retaining top talent in 
a SOP world. This challenge reflects the conflict that companies 
face in developing scorecards for performance that balance the 
emphasis on achieving shareholder value-enhancing objectives 
with reflecting an environment that measures P4P using TSR over 
a defined measurement period.

BALANCING THE FOCUS: SHAREHOLDER OUTCOME 
AND STRATEGY EXECUTION

In our research of performance share plans, we have found 
that companies attempt to balance this tension between the 
“shareholder outcome” focus and the need to motivate and reward 
executives for “strategy execution.” One way companies have 
attempted to achieve this balance is through the combined use 
of financial and non-financial (or non-quantitative) goals in PSU 
plans. At this point, we view this as a potentially emerging practice 
that may represent a design applicable in specific instances. In our 
2016 review of S&P 500 companies, we found that just under 10% 
of PSU plans include non-financial or non-quantitative goals that 
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can be classified as “strategic business objectives” or “SBOs”; 
these objectives cover areas such as customer service, market 
share, safety, reliability, transformational initiatives, and strategic 
milestones. While the majority of companies set strategic goals that 
can be objectively measured, some continue to employ a subjective 
assessment of strategic achievements or performance.

While financial or TSR metrics still comprise the majority of a 
scorecard for these companies’ PSU plans, a significant percentage 
of the award opportunity is dependent upon achieving SBOs. More 
than 50% of companies place ≥25% weight on SBOs, with an 
average weighting of 35%.

In terms of award calculation, SBOs are used much the same 
as financial metrics. The majority of companies (82%) add the 
weighted score of the strategic objectives to the weighted scores 
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of other financial or market-based goals (an “additive” approach) 
instead of using a multiplicative or modifier approach. This 
additive method allows companies to segregate the performance 
assessment of SBOs and their impact on the overall award as 
opposed to blending SBO performance with all other results. In 
determining P4P leverage, the payout curve — threshold award 
and maximum award — for SBOs generally reflects the same 
structure as for the other financial or market-based measures on the 
scorecard. However, the performance levels for financial and non-
financial goals are individually tailored to the measure.

As noted earlier, there are external influences on committees 
driving the adoption of 3-year measurement periods for PSU plans. 
In our research, we find that most companies with PSUs do have 
3-year performance cycles (80%). For plans that include SBOs, a 
similar trend is observed: most companies have applied the 3-year 
period to all measures, including the SBOs (76%).

WHY INCLUDE SBOs IN PSUs?

We are not advocating this approach for all PSU plans; however, 
we believe there are situations where the inclusion of SBOs in an 
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LTI plan can be particularly valuable and beneficial:

• Reward for key initiatives/milestones: In many instances, 
the use of SBOs reflects a company’s need to achieve 
crucial milestone goals or implement enhanced capabilities, 
such as technology-related improvements.

• Reflect leading performance indicators: Where 
companies have identified key performance drivers that will 
drive future financial performance and shareholder returns, 
such drivers should be communicated to management and 
included in incentive plans in the form of SBOs.

• Quality of performance: To complement TSR and 
financial performance goals, companies have used the 
SBO component to reflect the quality of organizational 
performance in key competency areas (eg, implementing 
the strategic plan, organizational culture, diversity, and 
others) that are not directly reflected in TSR or financial 
metrics.

Design Issues

IRC § 162(m) Deductibility

IRC § 162(m) limits the deduction for compensation above $1 
million to qualified performance-based pay. Generally, this requires 
the compensation to be based on a formula or objective criteria. 
Companies can qualify compensation aligned to SBOs in PSU 
plans through several methods:

• Pre-Established Objective Goals: If the SBOs represent 
objective metrics included in the goals in the shareholder-
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approved stock plan, set in advance, and approved by the 
Compensation Committee, these will generally result in 
qualified compensation for purposes of deductibility. To 
be considered an objective goal, the SBO must meet the 
“third party test”: a third party must be able to reasonably 
determine if the SBO was met or not met after receiving all 
necessary facts.  

• Threshold performance criteria: Requiring an objective, 
measurable threshold level of performance to be achieved 
before SBO performance is subjectively measured and 
used to determine a payout will allow for the deductibility 
of compensation in excess of the IRC § 162(m) limit. This 
“plan within a plan” approach is similar to the design used 
to qualify time-vested RSUs for deductibility: establish 
a threshold level of performance using a shareholder-
approved goal in the stock plan. This structure allows the 
committee to apply discretion and subjective judgement in 
considering performance relative to the SBOs while still 
complying with IRC § 162(m).  

As noted previously, 74% of companies in our 2016 review 
used pre-established objective goals to measure SBOs in their 
PSU plans, partially to qualify compensation for IRC § 162(m) 
deductibility. Companies should seek counsel from their legal, 
accounting, and tax advisors to identify the structure that best 
meets their compensation philosophy while complying with IRC § 
162(m).

 Proxy Advisor Views

A concern for companies making changes to incentive programs 
relates to the views of the proxy advisory firms and ISS in 
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particular. The initial consideration for companies is to ensure that 
payouts from PSU plans do not conflict with the notion of P4P in 
the proxy advisor quantitative test. Additionally, from a qualitative 
review standpoint, effective goal disclosure is an important 
factor to avoid external criticism unless a company is able to 
limit disclosure under the exception provided for confidential 
information or information that could cause competitive harm. The 
use of strategic goals in PSU plans does not automatically trigger 
additional scrutiny or criticism from ISS.

 A CASE STUDY

A large energy company uses a combination of relative TSR, 
operational performance indicators, and progress toward 
implementing its strategic plan as its “inside plan.” The SBOs 
include organizational areas such as balance sheet strength, 
relationships with key stakeholders, and key organizational 
initiatives (ie, organizational culture, progress in diversity 
initiatives, adherence to governance principles, and organization 
reputation). The outside plan has multiple IRC § 162(m) thresholds 
for financial and TSR performance before the inside plan 
performance is assessed and awards are determined.

This case example illustrates the efficacy of including SBOs in a 
PSU plan:

• Focusing executives on long-term strategic decisions that 
will ultimately increase shareholder value 

• Providing the committee flexibility, via the outside plan 
feature, to evaluate performance on the SBOs 

• Including key areas reflecting the “quality” of performance 
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and progress toward important company milestones and 
initiatives.

EMERGING PRACTICE

In our research, we find that no more than 10% of large companies 
with PSUs currently include SBO goals and objectives. This is 
not surprising, given the unique circumstances or needs that may 
drive an organization to adopt these alternative performance areas, 
in addition to the preference of many committees to use a “safe 
harbor” approach that will receive favorable views from the proxy 
advisory firms. 

CONCLUSION

The challenge of structuring a PSU performance scorecard that 
reflects the priorities of the organization persists for Compensation 
Committees. All too often, the exclusive use of relative TSR 
or financial metrics becomes the default selection without any 
consideration for the need to motivate and reward executives for 
achieving critical strategic initiatives, organizational capabilities, 
or non-financial performance areas crucial for future success. 
Consideration of SBO use in the performance scorecard for a PSU 
plan should be evaluated against these needs.
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Chapter 13

Effectively Administering Your 
Relative TSR Program – Learnings 

and Best Practices

Steve Pakela, Brian Scheiring, & Brian Lane

INTRODUCTION

Relative TSR is a performance metric most often used in LTI 
performance plans. Its use as a metric has nearly doubled over 
the past 5 years and is now used by approximately 50% of 
companies spanning all sizes and industries. While the appeal of 
this metric for shareholders and directors alike is its alignment 
with shareholder value creation and the absence of having to 
establish long-term performance goals, there are other nuances 
and considerations that can make the administration of these 
plans much more complex than other types of arrangements. Over 
the years, our experience in designing and assisting companies 
with administering relative TSR plans has led to a series of best 
practices that are the focus of this chapter. These practices are less 
about contemporary design issues, and more about ensuring the 
appropriate provisions and methodologies are in place to enhance 
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the governance of relative TSR plans from the time of grant to the 
calculation of payouts. They include:

• Understanding the implications of award valuation on the 
number of shares granted;

• Understanding the nuances of the TSR definition;

• Selecting a method for calculating relative TSR 
performance;

• Recognizing peer group changes that occur during the 
performance period; and

• Enhancing plan governance.

UNDERSTANDING THE IMPLICATIONS OF AWARD 
VALUATION ON THE NUMBER OF SHARES GRANTED

Given the use of a market condition (stock price) to measure 
performance in relative TSR plans, companies are required to 
use a Monte Carlo valuation methodology to determine the grant 
date fair value for accounting and proxy disclosure purposes. 
This approach is different than the approach used for accounting 
and disclosure purposes for restricted stock or performance plans 
based on an internal financial metric. For those types of awards, 
the fair value represents the stock price on the grant date. The 
Monte Carlo valuation approach used to value relative TSR plans 
typically results in a fair value that is 10% to 20% or more higher 
than the stock price on the date of grant depending on the design. 
When determining how many relative TSR shares or units to 
grant a participant, compensation committees typically choose to 
divide an intended value by either the Monte Carlo accounting fair 
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value per share or the grant date stock price; this is consistent with 
the approach used to determine share grants for restricted stock 
or performance awards using an internal financial metric. The 
following table illustrates the implications of the 2 approaches:

Using the Monte Carlo accounting fair value approach will 
almost always result in fewer shares at grant given the valuations’ 
associated premium. However, this approach provides consistency 
between the intended value to be delivered at grant and that 
disclosed in the summary compensation table of the proxy 
statement, which is often desired by compensation committees. 
However, some companies believe that a performance metric, 
whether TSR or an internal financial metric, should have no 
bearing on the number of shares granted. These companies will 
often use the grant date stock price to determine the number 
of shares to grant. This approach will create a difference in the 
intended grant value and the value for accounting and disclosure 
purposes. In our experience, approximately 60% of companies use 
the Monte Carlo accounting fair value approach, and 40% use the 
grant date stock price approach. Neither approach is inherently 
“right” or “wrong,” but committees should be mindful of the 
relative advantages and disadvantages of each approach in making 
their decision when calculating share grants for their relative TSR 
awards. 
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UNDERSTANDING THE NUANCES OF THE TSR 
DEFINITION 

Developing a well-written relative TSR plan grant agreement is 
critical to ensuring strong plan governance. Relative TSR plans 
have unique design provisions that are easy to overlook; even 
the most comprehensive grant agreements should be reviewed 
annually to ensure they appropriately reflect the intentions of 
the plan. Ultimately, a well-drafted grant agreement mitigates 
the potential for stressful conversations arising from differing 
interpretations of plan provisions at the time of payout. Among the 
many important considerations for an award agreement, we outline 
a few key areas companies should define clearly:

• Clarify the start and end date measurement period and 
definition of stock price used to calculate TSR — The 
grant agreement should clearly define the performance 
period (including the start and end date), whether a multi-
day average will be employed based on calendar days or 
trading days, and whether TSR should be calculated using 
stock price close or an average of high/low. If a multi-
day average is used, companies should clearly define the 
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treatment of dividends during the averaging period.

• Treatment of stock splits — Stock splits may occur among 
some peer companies during the performance period. The 
grant agreement needs to provide guidance on the treatment 
of stock splits. Typically, this guidance provides for the 
stock price at the beginning of the performance period to 
be appropriately adjusted to reflect the split. Stock splits 
usually garner far less attention than an acquisition or 
bankruptcy. Companies need to be vigilant in looking for 
stock splits among peer companies over the course of the 
performance period.

• Treatment of annual and special dividends — The 
treatment of dividends is generally defined either by 
reinvesting the dividends when they are announced/
paid or by treating the dividend as a cash payment to 
be added to the final price. Specifying the dividend 
treatment is especially important in industries with 
higher dividend yields (eg, REITs, banks, utilities, etc), 
which can have a larger impact on relative performance 
results and payout. Special one-time dividends or other 
distributions to shareholders (eg, for divested businesses) 
should be considered when defining dividend treatment. 
The treatment of annual and special one-time dividends 
within the TSR calculation should be consistent among the 
company and its peers.

METHODOLOGY FOR CALCULATING TSR 
PERFORMANCE

The grant agreement should specify whether TSR performance will 
be calculated using either the “ranking” or “percentile” methodology. 
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With the “ranking” methodology, the payout schedule is dependent on 
the company’s rank among peers (eg, a rank of fourth among 13 peers 
results in a predetermined payout). With the “percentile” methodology, 
the payout schedule is dependent on the company’s TSR versus 
calculated percentiles of the peers (eg, 30th percentile TSR results in 
a threshold payment). We believe both methodologies are reasonable; 
however, the use of the “percentile” methodology would be more 
accurate for peer groups containing fewer companies. 

CHANGES TO THE PEER GROUP DURING THE 
PERFORMANCE PERIOD

It will be nearly inevitable that a change will occur to at least 
one peer company during the performance period, which is 
typically 3 years in length. These changes typically take the form 
of a bankruptcy, merger and acquisition activity, a spin-off or 
divestiture, or a peer company delisted from a major exchange. 
Grant agreements need to address the treatment of these events 
in order to provide guidance when they occur. While many 
companies will include a provision that provides the Compensation 
Committee with the discretion to handle these events as it deems 
appropriate, there are a series of best practices that are usually 
followed:

• Bankruptcy. Most companies view a bankruptcy as 
an event that falls within management responsibility. 
Therefore, bankrupt companies are usually moved to the 
bottom of the peer group under the “ranking” methodology 
or given a -100% performance under the “percentile” 
methodology. Under both methodologies, the company 
remains in the peer group and is counted for performance 
purposes.
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• Merger or Acquisition. In most instances, acquired or 
merged peer companies are removed from the peer group 
and TSR calculation. If a peer company acquires another 
company that significantly alters its business focus, it too 
would generally be removed. However, the acquisition 
of small businesses is often a routine event for many 
companies. In these instances, the peer typically remains 
in the peer group whencalculating TSR.  A discretionary 
provision is helpful in making these judgements. 

• Spin-off or Divestiture.  These types of transactions have 
become fairly common. In the event that a spin-off or 
divestiture materially changes the focus of the business, the 
company should be removed from the peer group and TSR 
calculation. However, if the remaining business is viewed 
as viable, and continues to be in alignment from a business 
focus, then the grant agreement needs to specify how to 
treat the conversion of stock and any special cash payment 
made to shareholders. In these instances, any stock 
provided in the new company could be assumed as sold as 
of the conversion date and treated like a dividend. 

• Delisted from Major Stock Exchange.  In most cases, 
peer companies who are delisted or traded on pink sheets 
are treated similarly to a company who enters bankruptcy. 
In this instance, the company is moved to the bottom of the 
peer group under the “ranking” methodology or given a 
-100% performance under the “percentile” methodology. 

ENHANCEMENTS TO PLAN GOVERNANCE

Accurately administering a relative TSR plan can be a challenging 
exercise given the complexities associated with applying the terms 
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of the award. Even the most comprehensive grant agreement 
often requires interpretation and discretion that can impact award 
payouts.  Given these complexities, we believe companies benefit 
from having an external advisor assist with the administration 
of outstanding plans, including the valuation of the grants for 
accounting and disclosure purposes.  Many of the events identified 
above can meaningfully impact the award payout. To the extent 
that an event is not clearly addressed in the grant agreement, the 
external advisor can serve as the arbiter, independently facilitating 
a discussion of the issue with management and the Compensation 
Committee as well as providing market context in terms of how 
other companies might address the situation. The external advisor 
can also serve to calculate interim and final performance on 
outstanding plans. The benefits of these activities allow for:

• Independent interpretation of the plan provisions to be 
applied consistently throughout the performance period;

• Calculation of interim performance results, which can serve 
to keep the compensation committee informed (typically on 
a quarterly basis) and be shared with plan participants as a 
communication tool to increase the incentive value of the 
plans and enhance line-of-sight; and

• Calculation of final performance results, which can build 
payout credibility through the accurate and consistent 
application of plan provisions.
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CONCLUSION

As relative TSR plans have increased in prevalence in recent years, 
companies have been presented with several challenges that are 
unique to their design. Arguably, while relative TSR plans alleviate 
the challenges of having to establish long-term performance goals, 
the administration of these plans can be more challenging than 
performance plans based on internal financial goals. Companies 
would benefit from reviewing their grant agreements to ensure they 
properly address the definition of TSR, the specific methodology 
used to calculate performance, and the addressing of changes 
that may occur to the peer group during the performance period.  
Proper administration and governance can enhance the credibility 
of these plans among participants and shareholders.
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Chapter 14

 Alternatives for Granting Equity 
Shares in a Low Stock Price 

Environment

Steve Pakela, Brian Scheiring, Mike Grasso,          
& Bryce Gerboc

INTRODUCTION

Compensation Committees face the challenge of balancing the 
tension in motivating their executives to create shareholder 
value in the current SOP and economic environment. When a 
significant pullback in stock price occurs (e.g., ≥50%) and an 
uncertain financial outlook exists, compensation decisions can 
become exceptionally challenging. The table below illustrates a 
significantly low stock price’s effect on the number of granted 
shares. For companies whose stock price is down 50%, the number 
of shares required to deliver equivalent value will be double that 
granted last year. For those companies whose share price is down 
67% or 75%, share grants will need to be 3 or 4 times greater than 
the shares granted last year, respectively. This can pose many 
problems, ranging from creating potential windfalls when share 
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prices recover to previous levels to exceeding maximum share 
grant levels contained in a shareholder-approved equity incentive 
plan.

A question of what to do presents itself.  This chapter will provide 
different perspectives on how to consider this issue.

A common response to this situation is, “Why do anything?” 
The notion of reducing the grant’s dollar value, or granting fewer 
shares than what math would suggest when share prices are lower, 
is often met with resistance: “We don’t typically grant more shares 
or dollar value when our stock price is higher.” This may be the 
case at some companies, but we tested this notion among a sample 
of companies to determine the correlation of grant values to 
significant increases or decreases in share price.

Using the manufacturing sector as an example, we examined 
200 manufacturing companies over the period of 2008-2011 to 
understand how the downturn in 2008-2009 and the subsequent 
recovery in 2010-2011 impacted CEO LTI awards. The chart below 
illustrates that companies that experienced a significant decrease in 
stock price (usually in 2008-2009) tended to decrease the CEO’s 
LTI grant dollar value the following year. Further, companies who 
experienced a significant recovery in their stock price (usually in 
2010-2011) tended to increase the CEO’s LTI grant dollar value 
the following year. At least at some companies, it’s clear that 
Compensation Committees were willing to adjust the value of 
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LTI awards based on stock price performance and, presumably, 
financial performance during the last economic downturn.

There are a few other factors that Compensation Committees 
should consider when addressing this issue:

• Balancing the Committee’s responsibility of attracting, 
retaining, and motivating executives, yet representing 
shareholder interests at a time when significant value has 
been lost;

• Understanding the future value of awards granted at the 
low stock price to protect against unusual or inappropriate 
windfalls when the price recovers;

• Understanding plan design limitations that could create 
problems in the future (i.e., exceeding maximum award 
limits, exceeding burn rate standards, depleting share 
reserves too quickly); and



129

Balancing the Tension

• Understanding the perspectives of proxy advisors and their 
recommendations to investors.

For those Committees who believe that appropriate action is 
warranted, there are several ways to adjust either the LTI dollar 
value or the number of shares to be granted during this unusual 
period.

Balancing The Compensation Committee’s Responsibility 
of Attracting, Retaining, and Motivating Executives Yet 

Representing Shareholder Interests at a Time When 
Significant Value Has Been Lost

Chances are high that shareholders are not happy when the value 
of their investment has significantly decreased. Some may have 
sold their position as the stock price declined but others — such 
as index funds, sector funds, or long-term investors — are likely 
positioned at a significant loss. With the power to vote against a 
variety of shareholder proposals (e.g., SOP, equity compensation 
plan share requests, director re-election, etc), Compensation 
Committees should be sensitive to investor concerns as well as 
the optics and perceptions of granting executives 2, 3, or even 4 
times the number of shares granted in the previous year to deliver 
equivalent value.

Understanding the Future Value of Awards Granted 
at the Low Stock Price to Protect Against Unusual or 

Inappropriate Windfalls When the Stock Price Recovers

That said, Committees also need to ensure they employ the best 
available talent and that incentive plans support the objectives of 
attraction and retention, and are motivational for the executive 
team to develop future strategies and achieve company goals. 
Retention will always be an issue, but Committees should take 
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the extra step to understand the depth and quality of succession 
candidates (“ready now”), the unique skill sets or qualifications 
particular to the business, and the availability of replacement 
talent. 

Companies should model the value of the larger share grants based 
on the share price of the previous year as well as its potential 3 to 
5 years in the future. In general, grants made at such a low share 
price have the potential to hold significant value for returning the 
stock price to the previous year’s level (see table on the next page). 
Plan design can also make a difference. Stock options are highly 
leveraged and, in this instance, should yield significant value. 
However, performance plans that have the potential to pay out 
double the shares for maximum level performance and be valued 
at a potentially higher stock price at the end of the performance 
period may end up being as highly leveraged as a stock option. 
Modeling out the potential value of these awards — granted at 
double or more the previous year’s share grant — at target and 
maximum payout levels may result in value that could be deemed 
as “too much” or as a “windfall” by investors.

Understanding Limitations in Plan Design That Could 
Create Problems in the Future (i.e., Exceeding Maximum 

Award Limits, Depleting Share Reserves Too Quickly, 
Exceeding Burn Rate Standards)

Compensation Committees need to be aware of potential pitfalls 
when making share grants in a low stock price environment. A 
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grant made at 2 or 3 times the previous year’s shares that has the 
potential to double shares based on maximum performance may 
very well exceed the maximum share limit of a company’s equity 
compensation plan. The maximum share limit may be buried in an 
equity plan that has not been reviewed in 3 or 4 years, and grant 
agreements may not be flexible enough to provide the Committee 
the ability to pay all, or part of, an award in stock or cash. Also, 
the significant increase in the number of shares for all plan 
participants has the potential to consume 2 or even 3 years’ worth 
of share reserve requiring companies to seek a replenishment from 
shareholders much sooner than anticipated. Further, the accelerated 
timing of the share request may come at a time when the stock 
price is still low, potentially resulting in a more contentious 
shareholder proposal. The larger share grants also have the 
potential to significantly increase the percentage of shares granted 
to employees relative to total shares outstanding, also known as the 
“burn rate.” Some investors maintain specific burn rate levels that 
influence their SOP voting. Proxy advisors consider a company’s 
average burn rate when issuing voting recommendations on equity 
plan proposals.

Understanding the Perspectives of Proxy Advisors and 
Their Recommendations to Investors

While both ISS and Glass Lewis consider the facts and 
circumstances at each company when making their SOP vote 
recommendations, we have seen instances where an “against” 
vote recommendation is based on the greatly increased number of 
shares granted due to a low stock price. Given the confidentiality 
of their reports, we are unable to provide named examples. ISS has 
cited this situation as a “P4P disconnect” outside of its quantitative 
tests. As always, companies should be aware of the potential 
implications of each proxy advisor and give particular attention to 



132

Alternatives for Granting Equity Shares in a Low Stock Price Environment 

the disclosure of these awards in the proxy statement CD&A. 

Alternatives for Granting Equity Shares in                               
a Low Stock Price Environment

Some Compensation Committees may have a strong rationale 
for maintaining LTI grant dollar values at the previous year’s 
levels based on their facts and circumstances. In these instances, 
dividing the desired LTI value by the current stock price or the 
average stock price over a short period (i.e., 30 days) will yield 
the appropriate number of shares to grant. However, for those 
who believe the significant increase in share grants could cause 
angst with shareholders, or that such grants may not be in the best 
interest of the company based on the issues mentioned above, we 
have identified several alternatives for addressing this issue:

• Adjust LTI Dollar Value — Some companies grant 
lower or higher LTI value when financial or stock price 
performance is weak or strong. In the current low stock 
price environment, a company could consider targeting a 
lower LTI value such as the 25th percentile or discounting 
the targeted value (i.e., median) by 20% to 30%. Our 
review of company practices in early 2009 suggests a 30% 
to 40% reduction in LTI dollar value was common for 
companies whose stock price had decreased by ≥50%.

• Adjusting the Stock Price Used to Calculate Share 
Grants — There are many ways to adjust the stock price 
used to calculate share grants. Companies could consider 
a long-term average stock price (i.e., 180 days) or a stock 
price that falls below the previous year’s grant price but 
above the current stock price. For example, if the previous 
year’s grant price was $30, and the current stock price is 
$10 (Decrease: 67%), determining grants based on $15, 
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$20, or even $25 would result in more shares granted than 
the previous year but not as many as if the current low 
stock price of $10 were used. 

• Limit the Increase in Shares Granted by a Certain 
Percentage — The number of shares granted could be 
limited to a percentage increase over the previous year 
regardless of how low the stock price has fallen. Share 
grants could be modeled to limit the increase to 25%, 50%, 
or 75% — instead of 200% or 300% — if the current stock 
price were used to determine the grants. 

• Grant the Same Number of Shares as the Previous Year 
— This approach is similar to the fixed grant approach used 
by many companies a decade or more ago. We have seen 
this approach used in the current environment and note that 
it results in a steep reduction in LTI dollar value.

CONCLUSION

Careful consideration of the facts and circumstances identified 
above should add clarity to the issue of determining an appropriate 
dollar value or number of shares to grant in a low stock price 
environment. The above alternatives will result in a lower LTI 
dollar value delivered to executives and will result in more shares 
granted than the previous year unless granting at the previous 
year’s level were selected. It will be critical to understand the 
potential gain of the proposed share grants and whether such grants 
are acceptable within the construct of incentive award documents. 
Understanding the balance between motivating and retaining 
the management team and the perception of shares granted by 
shareholders should guide Compensation Committees to the 
appropriate solution specific to their company. 
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Chapter 15

 Strengthening Executive Pay and 
Performance Alignment by Using 

an IRC §162(m) “Umbrella” Plan 
Design for Performance Shares

Ira T. Kay, John R. Sinkular, & Brian Lane

INTRODUCTION—A POTENTIAL SOLUTION TO THE 
CHALLENGES OF DETERMINING PERFORMANCE 
SHARE PAYOUTS SOLELY USING 3-YEAR OPERATING 
METRICS 

Performance-based LTI awards — typically PSUs — are a 
large component of annual LTI awards for executives at most 
companies.1  Compensation Committees continue to wrestle with 

1 Pay Governance’s analysis of S&P 500 companies with the same incumbent CEO from 
2009- 2013 found the prevalence of PSUs to be 76% in 2013, an increase from 53% in 2009.
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the various design considerations associated with PSUs. The 
challenge is balancing the tension of motivating the executive team 
to maximize long-term shareholder value in a SOP/proxy advisor 
environment. Providing the committee with the flexibility to 
carefully exercise “upward” discretion (as well as providing more 
formalized downward discretion), when appropriate on formulaic 
PSU payouts, could be a useful tool in this balancing act and help 
ensure alignment between shareholder and executive outcomes. 
This committee judgment is most supportable and appropriate 
when adjusted performance (i) is a better representation of the 
long-term shareholder experience than measured performance and 
(ii) can help motivate, and appropriately reward, executives to 
achieve superior strategic operating performance in such situations. 

The desire to align pay with performance over a multi-year 
period has resulted in most (80%) committees adopting PSU 
plans with 3-year performance cycles as a portion of the regular 
LTI award opportunity.  In many cases, 3 years is long enough to 
contain significant uncertainty. This uncertainty could damage the 
motivational value, shareholder alignment, and efficacy of any 
incentive program. Potential uncertainty comes in many forms, 
including unforeseen macroeconomic headwinds, rapid strategic 
investments, divestitures and acquisitions during the performance 
cycle, volatility in foreign exchange and commodity prices, 
competitive disruptions, etc. As a result, multi-year PSU goals 
set at the start of the performance measurement period are more 
susceptible to being considered, in hindsight, “too difficult” or “too 
easy.” These challenges in long-term goal setting have deterred 
some committees from adopting PSU plans with operating goals 
measured over the full 3 years; many companies have explored 
alternative designs, such as annual goals or adopting relative-TSR-
based performance standards. 
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USING AN IRC §162(M) UMBRELLA DESIGN FOR 
PERFORMANCE SHARE PLANS

Addressing the difficulty of accurately forecasting 3-year operating 
results — and offering appropriate rewards — would allow 
committees to use long-term PSU plans more effectively. Since 
the explicit objective is to select long-term metrics and goals that 
would motivate management to improve multi-year operating 
performance above what it otherwise could have been, an IRC 
§162(m) umbrella design may help companies better achieve 
this objective. This structure allows the committee to apply 
judgment in considering dynamic business conditions, including 
the company’s response to situations not known at the start of the 
3-year period. Examples include: macroeconomic headwinds, 
strategic repositioning, quality of results, and absolute and relative 
TSR. Management would be rewarded for performance that is 
strongly aligned with longer-term shareholder value creation. 
Further, applying judgment empowers the committee to ensure 
payouts are commensurate with true value creation. Since the stock 
price influences the ultimate value of the payouts, there is a self-
correcting mechanism to an extent that helps align payouts with 
shareholder experience. We note that an IRC §162(m) umbrella 
design is not intended to reward sub-par operating performance 
without extenuating circumstances, nor is it intended to ensure an 
award is always paid out. 

For companies incorporating committee judgment in considering 
adjustments to formulaic performance results, there are 2 
approaches: 

1. Defined Adjustments, which are determined at the beginning 
of the cycle, allow the committee to adjust results for specific 
defined items (e.g., acquisitions, divestitures, currency, non-
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recurring one-time events, etc). Many companies incorporate 
this flexibility for “known unknowns” in their plan designs 
as the goals are being set. This is very common and does not 
require an umbrella design.

2. “After the Fact” Discretion, which is determined at the end 
of the cycle, provides the committee flexibility in determining 
actual payouts based on consideration of other results (e.g., 
total shareholder return, strategic achievements, etc) that may 
not specifically have a preset goal or weighting as of the grant 
date. There are not as many companies incorporating this 
flexibility to consider “unknown unknowns”; depending upon 
the structure, this may require an umbrella structure and could 
result in variable accounting treatment.

Companies should work with their legal, accounting, and tax 
advisors to determine the appropriate approach and language 
to achieve their objectives while complying with IRC §162(m), 
managing the accounting implications, and observing other 
applicable rules.

Providing full flexibility for “after the fact” discretion would 
likely require a structural change to most PSU designs in order to 
include an “umbrella” plan that allows both upward and downward 
payout adjustments. Adjustments to payouts, if any (upward or 
downward), would be made after considering actual performance 
relative to the original operating goals and other compelling 
performance factors (e.g., TSR, other financial measures, 
significant increase/decrease in input costs, etc). In this regard, 
committees and management would likely want to identify guiding 
principles or a framework for the consideration of the type and 
magnitude of potential adjustments at the start of the performance 
period. While there are challenges associated with this approach, 
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it is valid for committees to discuss this structure — particularly 
in situations where alternatives may be (i) adopting annual 
performance measurements within long-term PSU designs (which 
~20% of companies use) or (ii) transitioning to a relative TSR 
metric. 

This umbrella approach is an emerging trend in the structure of 
PSU designs. It can help balance the desire to include long-term 
operating goals in uncertain/volatile times and allow discretion in 
considering the shareholder experience (i.e., TSR performance) 
and strategic factors. If properly designed, it preserves a corporate 
tax deduction and favorable disclosure. This umbrella (or “plan 
within a plan”) structure is common in annual incentive plans. 

MECHANICS OF AN UMBRELLA DESIGN FOR PSUs

An umbrella design for PSUs can be created using a 3-step 
process:

1. An outer/umbrella plan has a threshold financial metric 
(e.g., EBITDA) selected from the menu approved by 
shareholders through approval of the plan. Performance at 
or above threshold funds the maximum pool for PSUs. This 
goal is typically viewed as potentially attainable under normal 
operating circumstances, but still substantially uncertain at 
grant.

2. A separate formulaic incentive usually with a different 
metric (e.g., EPS), yields an initial payout multiplier that 
is equal to or below the maximum allowed in the umbrella 
plan. This formula is based on a company’s PSU performance 
metric(s) typically specified at the start of the performance 
cycle. 
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3. The final step allows for discretion by the committee 
to carefully consider “unknown unknowns” such as other 
long-term factors (e.g., quality of results, TSR, strategic 
accomplishments, and overall reasonableness) in determining 
the final payout multiplier — subject to not exceeding the 
originally-funded umbrella maximum (e.g., 200% of target).  

The illustration below highlights these three steps:

The ability to apply discretion — while providing flexibility to the 
committee to determine ultimate payouts — is yet another factor of 
ambiguity with implications for both executives and shareholders. 
Establishing pre-determined principles and guidelines around how 
and when to exercise discretion can help the committee’s decision 
process, reduce ambiguity, and preserve executive motivation. For 
example, establishing a list of “unknown unknowns” types that 
would trigger consideration of discretion, such as:
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• Misaligned formulaic payouts with TSR performance;

• Unforeseen macro headwinds;

• Rapid strategic investments;

• Significant M&A or divestiture activity;

• Volatile commodity or foreign exchange prices; and

• Unpredictable competitive disruptions.

Committees would have the flexibility to consider the use of 
positive or negative discretion based upon the company’s unique 
circumstances.

A CASE STUDY

Client A had a PSU plan based on GAAP EPS and made numerous 
highly successful acquisitions. The stock doubled, despite 
temporary reductions to GAAP EPS, resulting in below-threshold 
measured performance. The committee anticipated this and 
implemented an umbrella plan using EBITDA as the threshold 
funding metric. Achieving the EBITDA threshold “funded” 
the maximum payout while allowing the flexibility to consider 
adjusted EPS, quality of earnings, TSR, and other factors to ensure 
actual payouts were strongly aligned with long-term shareholder 
experience and broader company performance.

This case example illustrates the efficacy of an umbrella design in:

• Helping management focus on making long-term strategic 
decisions that ultimately increase shareholder value;
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• Providing the committee flexibility, via the umbrella 
feature, to ensure this focus despite how these decisions 
mechanically reduced the original operating performance 
(GAAP EPS) multiplier; and

• Allowing the committee to apply its judgment in 
determining the appropriate multi-year pay outcomes 
guided by specific, formulaic goals and results while 
simultaneously incorporating the flexibility to also consider 
other factors — within a set of guidelines or framework — 
to ensure strong alignment of actual P4P outcomes.

EMERGING PRACTICE

We estimate that no more than 10% of large companies with PSUs 
currently employ an umbrella approach. Such an approach is 
particularly useful for companies anticipating an increased level 
of uncertainty over the next few years — a new product launch, 
increased international expansion, acute industry cyclicality, or 
an expected increase in M&A activity, for example. Interestingly, 
it is more common for companies to employ 1-year performance 
periods for their PSUs than this umbrella approach. The latter helps 
preserve the strategic nature of PSUs and strengthens long-term 
alignment with shareholders. This umbrella structure needs to be 
(i) carefully implemented, including the understanding of potential 
variable accounting implications, and (ii) disclosed in order to 
ensure clarity by the committee/executives and avoid negative 
reactions from shareholders and proxy advisors. 

CONCLUSION

Committees will continue to be challenged with setting difficult 
yet motivational goals over the long term to ensure alignment 
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between executive and shareholder outcomes. The umbrella 
structure presents a potential structural solution that can be highly 
motivational in many situations but should be carefully evaluated. 
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Chapter 16

Considering Performance      
Stock Options

Jack Marsteller, John R. Ellerman, & Chris Brindisi

BACKGROUND

The rise in both the prevalence and prominence of long-term 
performance plans has been one of the most significant trends 
in executive compensation over the past 15 years. At the time of 
the dot-com market collapse (March 2000 to October 2002) and 
the demise of several prominent U.S. companies (e.g., the Enron 
scandal revealed in October 2001), long-term performance plans 
were only used by a relatively small portion of large U.S. public 
companies. Today, more than 80% of S&P 500 companies use a 
variety of LTI performance plans, including performance shares, 
performance units, performance-vested restricted stock and/
or units, and long-term cash-based incentives.1  More striking 

1 CEO Pay Trends 2016: Aligning Pay and Performance to Create Shareholder Value. Equilar. 
June 15, 2016. http://marketing.equilar.com/2016-ceo-pay-report. 
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than the growth in prevalence of long-term performance plans 
is the increased prominence of performance plans in the mix of 
LTIs provided by companies. Long-term performance plans now 
represent approximately 52% of CEO total LTI compensation 
opportunities.1

The increased prevalence and prominence of long-term 
performance plans have come primarily at the expense of stock 
options. Corporate America began using stock options in executive 
pay packages in the 1950s, with use peaking during the late 1990s 
tech boom and bull market for stocks. Today, even though stock 
options are granted to 54% of S&P 500 CEOs, they typically 
represent only 18% of CEO total LTI award value.1

In our judgment, stock options have declined in popularity for 3 
major reasons:

1. In the early 2000s, several large companies — including 
Enron and WorldCom — collapsed due to fraudulent business 
practices linked to the extensive use of stock options. As a 
result, stock options were given a “black eye” by the business 
press and frequently cited as motivating unhealthy — if not 
unethical — practices to pump up short-term results at the 
expense of long-term sustainable gains in shareholder value.

2. In 2006, the accounting profession mandated a major change 
to the accounting treatment of stock options. For the first time, 
accountants required a direct charge to earnings for the grant 
of stock options, eliminating the comparatively advantageous 
accounting treatment afforded options for more than half a 
century.
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3. In 2010, the SOP shareholder advisory vote on executive 
compensation — included by Congress as part of the Dodd-
Frank Financial Reform Act — greatly enhanced the influence 
of proxy advisory firms. Some proxy advisors have taken the 
position that a typical stock option (i.e., with a strike price 
equal to the company share price at grant and exercise rights 
vesting over time) is not performance-based compensation. 
Instead, proxy advisors advocate long-term performance 
plans that vest or pay out based upon achievement of nominal 
or relative performance measures. A sufficient number of 
institutional investors have supported this view, causing many 
companies to feel pressured to grant >50% of LTIs in the form 
of such performance-vested awards.

THE CHALLENGE OF SETTING LONG-TERM GOALS

One appealing feature of stock options is that they do not require 
the company to set performance goals. However, the initial P4P 
paradigm that emerged to replace stock options tied vesting and 
payouts to the achievement of long-term goals for company 
operating results. Such long-term performance plans are essentially 
an extension of annual incentive plans by rewarding executives for 
achievement of targeted operating results over several years. 

Setting rigorous but fair long-term goals for ≥3 years has proven 
difficult, if not impossible, for many companies for a variety 
of reasons (e.g., results tied to commodity pricing trends, new 
technological or product breakthroughs, new government rules and 
regulations, and the underlying health of the economy). 

As a result, payouts from long-term performance plans are often 
perceived to be substantially attributable to long-term goals that 
were set too high or too low. 
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THE CHALLENGES OF RELATIVE TSR

To avoid the problems associated with setting long-term goals, 
many companies have returned to stock price as the preferred 
measure of company performance but with a twist: the change 
in company value, measured as change in stock price plus 
dividends (TSR), is compared on a relative basis to the TSR of 
“peer companies.” The relative TSR concept is that management’s 
performance in running the company is reflected in any premium 
or deficit in TSR versus its peers. Despite this intuitively attractive 
P4P paradigm, measurement problems for relative TSR plans 
abound, such as:

• Some companies do not have a logical peer group of 
companies that compete in the same industry segments and 
experience the same economic conditions which facilitate 
or limit growth and profitability opportunities;

• Relative TSR performance can be attributable to peer 
company performance as well as plan sponsor company 
performance; and

• Share prices often move for reasons that are not directly 
connected to performance. For example, economists 
estimate that at any point in time, >50% of a share’s price 
is determined by factors beyond company performance. 
Some of these factors are common to all stocks, such as 
the discount rate for capitalizing future earnings, but other 
factors may be specific to an industry subset or a particular 
company, such as M&A expectations. 
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PERFORMANCE STOCK OPTIONS (PSOs)

Companies that have struggled with these P4P paradigms may 
be overlooking an alternative that could better fit their situation: 
PSOs. A PSO is an option that vests on achievement of operating 
goals, share price goals, or a combination of both. The case for 
performance options can be summarized as follows:

Performance options use the familiar stock option vehicle 
to reduce the challenge of setting long-term performance 
goals, and the risk of setting unfair goals, while delivering 
payouts that are completely aligned with shareholders. 

How do PSOs reduce the challenge of setting long-term goals? 
PSOs require an increase in share price to generate realizable 
gains on exercise, and so the risk of vesting and paying out large 
gains for achieving “easy” goals is greatly diminished. In contrast, 
rigorous goals are considered essential to PSU awards due to the 
large gains that are immediately realized upon vesting. 

This critical difference is illustrated below by comparing the 
potential realizable values of PSUs and PSOs. The illustrations 
assume that the awards are made at $10 fair market value, that 3 
PSOs with a 7-year term have the same grant value as 1 PSU, and 
that both PSUs and PSOs vest at target. The illustrations show that:

• For low share price growth rates (4.7% or less), PSUs 
provide more realizable value after year 3 than do PSOs 
after year 7.

• At a 15% share price growth rate, PSOs provide similar 
realizable value as PSUs after year 3 but offer far greater 
upside opportunity in subsequent years if high share price 
growth continues.
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The illustrations also indicate that for share price growth rates 
between 4.7% and 15%, PSOs require 4 to 7 years to provide a 
similar realizable value as PSUs after year 3. 

Arguably, PSOs are more “shareholder friendly” than PSUs in 
several respects:

• PSOs provide gains to executives in proportion to gains 
realized by shareholders (i.e., a significantly lower 
realizable value at low share price increases, and a 
significantly higher realizable value at higher share price 
increases). In contrast, a company issuing PSUs could 
achieve its operating goals — or rank high on relative TSR 
— but still have a very low TSR for shareholders while 
paying out target or greater gains to executives.

• The performance orientation of PSOs is generally longer 
than that of a typical 3-year PSU due to the time required 
to generate gains and the 7 or 10 year term for exercising 
them. 

• Because vesting of PSOs is no guarantee of significant 
gains, shareholder concerns over vesting goals should be 
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diminished, and companies can set goals with less “stretch” 
than what is expected for PSUs.  

An analogy to setting less “stretch” in goals can be found in 
RSU awards that generally vest over time but also require that 
a specified level of performance be achieved as a precondition 
to the time vesting. This design is used to qualify the RSUs for 
a company tax deduction under IRC § 162(m). Shareholders, 
shareholder advisors, and the IRS have viewed many such 
plans as “performance based” and qualified for a tax deduction 
so long as there is a significant risk associated with achieving 
the performance criteria for vesting. Tax qualification isn’t 
generally an issue for stock options with an exercise price 
set at grant date fair market value: the IRS presumes they 
are performance based. However, this recognition from 
shareholders and their advisors is important to shareholder 
relations and SOP voting. 

PERFORMANCE OPTIONS VERSUS PERFORMANCE 
SHARES

Considerations in selecting PSOs or PSUs are highlighted in the 
table below.
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WHEN SHOULD PERFORMANCE OPTIONS BE 
CONSIDERED?

Performance options are more likely to be a good fit in the 
presence of one or more of the following:

• High degree of difficulty in setting long-term financial 
goals;

• Ability to set long-term financial goals but not necessarily 
the timing of achievement;

• Poorly-fitting or nonexistent peer group or index for 
comparing relative results;

• Competitive pressure to grant stock options but it needs 
performance vesting to secure strong shareholder support;

• Desire to motivate and reward “transformational” changes 
in the company through a special, one-time grant; or

• Desire to provide uncapped upside gains proportional to 
increases in company market capitalization.
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PSOs that are properly understood and designed may provide 
the best fit for many companies. They should be considered 
whenever companies evaluate long-term performance plan design 
alternatives. 
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Chapter 17

Board of Directors 
Compensation:  Past, Present,  

and Future

Diane Lerner

INTRODUCTION

There has been a massive shift in how outside Board Directors 
have been paid over the past 20 years. This has largely been fueled 
by changes in corporate governance practices over time. Overall, 
the shift has been away from paying Directors like executives and 
towards paying outside experts for their time and contributions 
during their term of service.

HISTORICAL CONTEXT

Twenty years ago, the Director pay model at a large corporation 
often had the following features:

• Directors were commonly eligible for certain benefits 
programs and pensions;
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• Vesting schedules for equity awards were 3 or 4 years long, 
similar to those for executives;

• Equity awards were in the form of stock option grants (also 
used for executives), and Director awards were expressed 
as a number of shares rather than a grant value;

• Many companies did not differentiate pay for Committee 
service; and

• Lead Director roles and Director stock ownership 
guidelines were absent.

Although some changes were caused by market conditions, we 
believe most of the changes to Board pay over the past 2 decades 
were driven by the following 6 governance-oriented drivers:

1. 1996 NACD Blue Ribbon Commission Report on 
Director Professionalism — This was a very influential 
report covering recommended roles and responsibilities of the 
Board. It included strong recommendations to pay Directors 
via cash and equity and to dismantle Director pension and 
benefits programs because they created too much alignment 
with the existing senior management team. It was also an 
early proponent of having an independent Director in charge 
of certain Board activities, eventually leading to the rise in 
prevalence of Lead Director roles.

Within a few years of its publication, most major companies 
had eliminated/frozen Director pensions and significantly 

reduced Director benefits, putting more emphasis into 
equity-based compensation.
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2.  Sarbanes Oxley (SOX) — SOX, effective in 2002, came 
out on the heels of the Enron scandal and multiple stock 
option “back-dating” scandals.  It reframed the Board’s 
responsibilities and included an expanded role for its Audit 
Committee.  

SOX influenced several changes.  It led to an understanding 
that the Director role would be more time consuming 

and subject to more scrutiny, which led to higher Director 
pay to recognize expanded time requirements. It caused 

more differentiation in pay by Committee, with premiums 
paid to the Audit Committee members and Chairs, who 

had expanded duties under SOX. Following SOX, and the 
various scandals that led to it, the majority of companies 
shifted from using stock options to using full value shares 

for Director equity grants.

3. Elimination of Staggered Board Elections — In the past, 
the majority of companies had staggered Board elections: 60% 
as of 2002, according to one study.  A typical staggered term 
structure had 3-year terms for each Director, with about one-
third of Directors up for election annually. There were several 
reasons for the popularity of staggered terms, including a desire 
to increase stability and have a form of takeover defense in 
place. Shareholders and governance organizations engaged 
in a multi-year campaign for annual elections, which allowed 
shareholders to vote on the full slate of Directors every year. 
The vast majority of companies now have annual elections for 
the full Board: less than one-third of the S&P 500 companies 
still have staggered Boards today.1

1 Re-Jin Guo, et al. “Director Notes: Activism and the Move Towards Annual Director 
Elections.” The Conference Board. December 2011. https://www.conference-board.org/
retrievefile.cfm?filename=TCB-DN-V3N24-11.pdf&type=subsite. 
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A 1-year Board term led to a compressing of Director equity 
vesting schedules so that vesting is completed by the end 
of the Board term. When Directors had 3-year terms, equity 
vesting of 3 years (or longer) was more common, matching 

equity vesting schedules used for executives.

4. Recent Focus on Board Replenishment — Especially 
in the past 5 years, there has been increasing shareholder 
and governance organization focus on Board replenishment 
with the idea that more frequent Director changeovers could 
promote enhanced diversity, add new ideas and specialties, and 
potentially benefit Director independence.  

This is another factor leading to shorter vesting schedules 
for equity awards, eliminating any economic obstacles 
to Director retirement. It has also led to the heightened 

importance of ensuring that competitive packages assist in 
recruiting highly-qualified candidates.

5. Separation of CEO and Board Chair — Over the past 
20 years, corporate governance organizations and some 
shareholder activists have pushed for the separation of the 
Chair and the CEO roles. In the past, most U.S. companies had 
CEOs in both roles; this is different from typical practice in 
other countries such as the U.K., where the roles are separate. 
There has been a significant uptick in separate Chairs recently 
(44% of the S&P 500, up from 21% in 2001).2  While many 
companies have not separated the 2 functions, there has been a 
rise in the independent Lead Director role to ensure that certain 
Board activities are handled by an outside Board member 
rather than the CEO in those cases.    

2 Charles A. Tribbett, III. “Splitting the CEO and Chairman Roles - Yes Or No?” Russell 
Reynolds Associates, Directors and Boards. December 1, 2012. http://www.russellreynolds.
com/newsroom/splitting-the-ceo-and-chairman-roles-yes-or-no. 
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Lead Directors and Non-Executive Chairs have become 
much more common, and companies have developed 

additional retainers to compensate for these roles.

6. Dodd-Frank Regulation — One of the early regulations 
implemented under Dodd-Frank was to have an advisory SOP 
vote by shareholders so they could voice their support (or lack 
thereof) of executive compensation programs. The first votes 
took place in 2011.

Managing the SOP process has added to the responsibilities 
of the Compensation Committee Chair position; in recent 

years, Compensation Committee Chair retainers have 
moved closer to Audit Committee Chair retainers.

HOW THESE GOVERNANCE SHIFTS TRANSLATED TO 
THE BOARD PAY MODEL

The governance shifts described above have led to major changes 
in the size and design of director pay:
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To illustrate the type and extent of the changes between 1995 and 
2015, 2 specific company examples are provided in the Appendix.

CURRENT BOARD PAY STATUS

The most common pay elements at S&P 500 companies currently 
are:

• Cash retainers for Board service;

• Annual equity grants for Board service;

• Committee Chair retainers; and

• Lead Director or Non-Executive Chair Retainers.

Within the S&P 500, some companies pay non-Chair Committee 
members a retainer; a minority still pay meeting fees. Director 
stock ownership guidelines are common, as are voluntary deferred 
compensation programs to defer into cash or stock. Perquisites are 
relatively limited but still in use. 

The following table presents 2015 prevalence statistics and median 
pay amounts for S&P 500 companies:3

3 S&P 500 director compensation data provided using Kenexa.
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Director pay levels tend to be very closely clustered together, 
unlike the wider distribution of executive pay. For example, the 
25th percentile of total compensation for the S&P 500 sample 
is $230,000, and the 75th percentile is $295,000 compared to 
a median of $260,000. This means the vast majority of S&P 
500 companies pay Directors within $35,000 of the median (a 
relatively narrow range of ±15%). Because Director pay data is so 
tightly clustered, it is useful to consider dollar variance values from 
the median — not just percentile ranking — when considering pay 
competitiveness.

CURRENT DESIGN CONSIDERATIONS

Although much of Board pay is very homogenous across 
companies, there are some design questions which arise and should 
be addressed when reviewing the design of a company’s Board pay 
package.
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How should non-Chair Committee service be 
recognized?

When meeting fees were common, they provided a way for 
Directors to recognize Committee member service. While almost 
all companies pay a retainer to the Committee Chair, some do 
not have Committee member retainers. In the absence of either 
Committee member retainers or meeting fees, a Director serving on 
multiple Committees receives the same pay as a Director serving 
on a single Committee. Some Boards prefer a non-differentiated 
package (e.g., if the Board has an “open door” policy and Directors 
routinely attend Committee meetings even though they are not 
members). However, for some companies, paying all Directors the 
same amount despite different Committee involvement is seen as 
unfair. It is important to determine whether Committee time should 
be differentiated and by how much.

How to handle a Committee with an unusually high 
number of meetings in a given year

This is another area which is complicated by the elimination 
of meeting fees. What do you do if, due to some unforeseen 
circumstance such as an acquisition or crisis, a Committee has 
an unusual high number of meetings in a given year? When 
the number of meetings rises above 20 for the year, the regular 
Director package may be insufficient for the vastly-expanded time 
demands. One way to handle this situation is to create a special 
retainer, but these can be difficult to explain. Further, it can be hard 
to establish a clear standard for when the company will or will 
not pay a special retainer. A potentially simple approach would be 
to establish a Committee retainer, which covers up to a specific 
number of meetings (perhaps 10) in a given calendar year. If there 
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are more meetings than that, the company begins to pay a per-
meeting fee. It is better to decide in advance how best to deal with 
a high volume of Committee meetings rather than trying to design 
a stop-gap in the middle of a challenging Committee year.

How to offer deferred compensation

Many companies, especially those in the S&P 500, allow Directors 
to defer cash retainers; many also grant deferred stock units, which 
Directors receive after they leave the Board. While both practices 
are competitive and can be an attractive part of the package to 
Directors, it is important for company management to consider 
how many deferral choices can be reasonably administered. Should 
Directors get the entire deferred amount in a lump sum the year 
they leave the Board? Can Directors elect to take deferred balances 
in installments over 5 or 10 years? More choice is attractive for 
Directors, but it is important to consider how much the company 
can affordably administer. This issue is particularly true for small- 
and mid-cap companies with leaner in-house resources.

Another item related to deferred compensation is mandatory 
equity deferral programs, where equity awards are automatically 
deferred until Directors leave the Board. This type of design 
can be very beneficial, and it eliminates potential concerns over 
Director insiders selling stock to cover tax costs while on the 
Board. However, there can be very large differences in age and 
wealth across a group of Directors: large mandatory deferrals 
may be attractive for some and less attractive to others. It is 
important to make sure all Directors understand the economics 
and ramifications of mandatory deferrals and agree on the design 
before implementation, since it is almost impossible to change the 
deferrals once they are in place.
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RECENT EMERGING ISSUES

A recent litigation decision has further reinforced the importance 
of having a clear process for making Director pay decisions — 
including having specific Director equity grant limits— in place to 
reduce exposure to lawsuits on Director pay. This topic garnered 
much attention after a recent Delaware Chancery Court ruling 
(Calma vs Templeton): the Court refused to apply the business 
judgment rule to dismiss claims against Directors who received 
large restricted stock awards.

• The Court decision was driven by the fact that Directors 
approve their own compensation, that there were only 
generic individual equity award limits in place in the equity 
plan (i.e., the limit applied to all plan participants and was 
not specific to Directors), and that the limit was seen as not 
“meaningful.”

• Following this decision, companies started reviewing their 
Director equity plans, and many have filed meaningful 
equity limits for shareholder approval. These limits are best 
set as a dollar amount. In addition, as a result of this ruling 
and the desire to reduce exposure to litigation, certain other 
practices are being considered on a company-by-company 
basis:

 ◦ Having a standalone Director Equity Plan rather than 
combining it with the Executive Plan;

 ◦ Considering cash (or total) compensation limits, even 
though the focus of the lawsuit was on equity awards;
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 ◦ Ensuring that an appropriate and robust process is in 
place for determining Director pay competitiveness; 
and

 ◦ Providing expanded disclosure of the pay-setting 
process in the annual proxy.

• Across the S&P 500, we have seen a significant uptick in 
the submission of Director equity limits for shareholder 
approval since 2013, with limits generally in the $500,000 
to $1 million range.

PREDICTIONS FOR THE FUTURE

While always difficult to predict, we offer these thoughts on areas 
which may see more attention in the next 10 years:

• Perquisites — While many of the larger Director perquisite 
programs have been eliminated, certain programs are still 
used by some companies, including product discounts, 
charitable contribution matches, and spousal travel 
reimbursement for certain Board events. Given the current 
environment, it is likely that there will be continued 
pressure to reduce Director perquisites. 

• Executive Chair Pay For Former CEOs — As part of 
the succession planning process at some companies, the 
retiring CEO becomes Executive Chair for a few years. 
Compensation packages for these Executive Chairs range 
widely and in some cases can be as much or more than 
the new CEO’s. While continuity and smooth succession 
are important, we believe shareholder activists and proxy 
advisors may start paying more attention to the size of 
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Executive Chair packages for former CEOs, particularly if 
such legacy pay levels continue for ≥1 year after retirement 
and do not correspond well to the level of effort exhibited 
by the incumbent.

• Lead Director Pay — When the Lead Director role began, 
it often was unpaid. As the role has evolved, compensation 
is now commonly just above the level of retainer provided 
for the Audit Committee Chair. As this role takes on more 
prominence and demands more time, we expect Lead 
Director pay will exceed Committee Chair pay by a more 
significant margin. 

• Relationship of Pay Premiums for Non-Executive 
Chairs versus Lead Directors — Non-executive chair pay 
continues to be substantially higher than Lead Director pay: 
based on the S&P 500 data shown earlier, a Non-Executive 
Chair is paid about $100,000 more for the role. This pay 
gap between the 2 roles may be based on valid differences 
in role and responsibilities. However, it is not always clear 
to outside stakeholders what the exact roles are. As most 
large companies have 1 of these 2 roles in place, we expect 
more discussion in the future on what the premium should 
be for each of the 2 roles. As noted above, we believe Lead 
Director pay will increase, closing some of this gap.

CONCLUSION

Director pay is very important in recruiting and retaining 
highly qualified Directors. It is also symbolically important as 
a representation of the company’s attitudes towards corporate 
governance. We anticipate further changes over the next 2 decades 
as corporate governance continues to evolve.   
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Appendix: Illustrative Changes in Director Pay: 1995 versus 
2015

1. Fortune 200 Consumer Products Company

2. Major Financial Services Organization
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Chapter 18

  Where Women Are On Board; 
Perspectives from Gender 
Diverse U.S. Boardrooms

Diane Lerner & Christine O. Skizas

INTRODUCTION

Greater diversity in the Boardrooms of U.S. publicly traded 
companies is increasing in interest and momentum. We believe this 
is due to a combination of international developments, workplace 
trends, and investor sentiment.

Greater diversity in the Boardrooms of U.S. publicly traded 
companies is increasing in interest and momentum. We believe this 
is due to a combination of international developments, workplace 
trends, and investor sentiment.

While the overall statistics for U.S. companies are regularly 
reported, relatively little has been written about those U.S. 
public company Boards that have moved farther down the path 
of gender diversity. For the purpose of our review, we define 
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“gender-diverse” with a standard typical in countries that have 
enacted legislation: ≥30% female representation. Assuming more 
companies will want to reach a ≥30% level of gender diversity over 
the next decade, we chose to study companies that have already 
achieved this level. We wanted to identify any specific similarities 
that can be found at these companies and learn more, through 
selected interviews, about the paths to a gender-diverse Board.

A SNAPSHOT ON THE INTERNATIONAL TRENDS

Many countries have enacted legislation to increase the percentage 
of female Board members. In 2003, Norway was the first to do 
so, requiring 40% female Board members by 2008; they achieved 
that goal. Other countries have followed suit in passing legislation 
mandating gender diversity on public company Boards, including 
Belgium, Finland, France, India, Italy, the Netherlands, Spain, and 
Belgium. Earlier this year, Germany passed a law requiring 30% of 
Board seats to be filled by women by 2016. In most countries, the 
“target” or “quota” was set somewhere between 30% and 40%.

“GENDER DIVERSE” BOARDS IN THE S&P 500

For this study we define “gender diverse” as having 30% or more 
female outside (non-officer) directors. If we use the S&P 500 
as our sample, 27 of the S&P 500 companies (5.4%) are gender 
diverse. We originally identified these companies using 2013 proxy 
information, and then updated our diversity calculations for these 
same companies using the most currently reported information.

Of those with gender-diverse Boards, the range for numbers of 
Directors is 3 to 7 female Directors, with a median of 4. In terms of 
percentages, these Boards have a range of 33% to 64% female and 
a median of 38%.
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Gender-diverse Boards span a wide range of sectors, with financial 
services having the highest representation:

Within the “Other” group, there are some unexpected sectors 
represented, including Aerospace/Defense and Mining.

While we did not see any pattern in terms of sector or geographic 
location, we did find that companies with gender-diverse Boards 
have a higher prevalence of female CEOs. Although most 
companies (20) have male CEOs, 7 of the 27 companies (26%) 
have female CEOs1 versus 4.6% overall for the S&P 500. Upon 
further review of those 7 companies, Board gender diversity 
generally increased after the female CEO was appointed. This 
change suggests that the appointment of a female CEO had a 
positive change on future Board diversity. It is also possible that a 
positive experience with a female CEO —and the willingness to/
interest in hiring a female CEO — is indicative of a Board that is 
more focused on gender diversity.

1 One of the female CEOs has recently transitioned to Chair, but her company’s data is still 
used in our analysis
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THEMES FROM GENDER DIVERSE-BOARDROOMS

We conducted interviews with members of gender-diverse Boards 
to better understand the path to greater Board member diversity 
as well as the impact it has had on the company and its Board. 
We spoke with a number of Directors, including Cathy Halligan, 
Chairman of the Compensation Committee of ULTA Beauty 
(44% female); Fred Hubbell, Lead Director of VOYA Financial 
(43% female); Ann Korologos, both Lead Director of Harman 
International (33% female) and Chairman of the Compensation 
Policy Committee of Host Hotels and Resorts (38% female); and 
Liz Tallett, Lead Director of Principal Financial (33% female). 
Here are some of the key themes from those interviews:

1. These companies had Board gender diversity as a top 
near-term priority. Given typical corporate demographics, 
frequently a male CEO or male leadership team first determines 
that having more women on the Board is critically important. 
Gender-diverse companies proactively executed a priority that 
the Board should reflect the constituents the Board represents 
— the customer, employee, and shareholder base.

2. There are necessary steps in the path to successful Board 
diversity.

a. Gender-diverse Boards value a broad range of 
experience beyond CEO experience. A criterion for 
many traditional Director searches is CEO experience. 
Given that only about 5% of U.S. public companies have 
a female CEO, a Board will most likely be primarily 
male if it wants primarily current and retired CEOs. 
Gender-diverse Boards involve CEO experience but also 
value expertise in specific areas including finance, law, 
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customer segmentation, technology, and human capital 
experience.

b. Presenting very diverse slates to the Board is 
important in finding qualified candidates. Many of 
the Boards represented in our interviews used external 
recruiters. In communicating with their recruiters, they 
insisted on seeing many qualified female candidates on 
the slate — not just a choice of 1. Once a truly diverse 
slate is presented, these Boards did not find it difficult to 
find qualified candidates.

“Some organizations may want to “tick the box”…we 
made it clear we wanted half of the candidates on the 
slate to be women.” 

“A good recruiter will provide critical support to the 
candidate spec, making sure that the desired candidate 
is a good fit for the board, including filling talent/
experience gaps and addressing diversity…if female 
candidates are not presented, rethink your choice of 
recruiter.” 

c. Success on female diversity breeds success.  If the 
first female Board member is well qualified and a good 
fit with the Board, this better enables increasing gender 
diversity. Our interviewees indicated their female Board 
members were selected based on qualifications, were 
“the best qualified candidates,” and were not selected to 
meet any diversity targets.

d. Boards must be willing to give first-timers a 
chance. Previous Board experience is a common 
criterion for both men and women, making it difficult 
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to win a first Board assignment. Given the paucity of 
female Board members in the U.S., companies will 
likely need to give female candidates their first Board 
position if they want to achieve gender diversity.

3. Gender diversity on the Board has proven to be valuable.

a. There is a customer imperative for gender 
diversity. Women make the decisions for many 
household purchases, including financial investment 
decisions; this may be why financial services had the 
largest number of gender-diverse Boards in the S&P 500. 
While not every consumer necessarily looks at Board 
composition in making decisions, a Board should be 
able to understand and represent the customer in order to 
provide effective leadership and counsel. 

“We looked where the money was…two-thirds of our 
customers and employees are women and we wanted the 
Board to reflect the customer and employee base.” 

b. Having gender diversity improves the quality of 
Boardroom dialogue and decision making. There 
was consensus that diversity improved conversation, 
professionalism, and effectiveness. 

“Women are good at asking questions and can be 
inclusive — both of which lead to more thoughtful, 
quality conversations.” 

“Women are more about engagement than process.  
While process is necessary, engagement is the real goal.” 
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4. Legislation is not the solution to enhancing Board gender 
diversity.

a. Voluntary change or shareholder pressure to 
enact change would be more effective in the U.S. 
than specific, “one size fits all” legislation towards 
increasing gender diversity at the Board level. 
U.S. business has generally been opposed to change 
through legislation, and Board diversity is no different. 
Our interviewees told us that the better path was for 
companies to voluntarily diversify their Boards, or 
for shareholders to put pressure on them to do so. 
Pay Governance’s research indicates that shareholder 
proposals related to Board gender diversity policies 
have been gaining ground — receiving 30% shareholder 
support on average — suggesting that shareholder 
pressure on this topic will continue to increase.

“It is very legitimate for shareholders to think about 
whether performance is benefitted by more gender 
diversity and communicate to companies if they want to 
see changes made.”

b. Ultimately, shareholders decide where to put their 
money and their votes. Research has shown that gender 
diversity is related to company performance, which 
may drive shareholders to push for more diversity.2,3  
There have been a number of quantitative studies on the 

2 Research Institute: Gender diversity and corporate performance.” Credit Suisse. July 13, 
2012. https://publications.credit-suisse.com/tasks/render/file/index.cfm?fileid=88EC32A9-
83E8-EB92-9D5A40FF69E66808. 

3 Lois Joy, et al. “The Bottom Line: Corporate Performance And Women’s Representation 
on Boards.” Catalyst. October 15, 2007. http://www.catalyst.org/knowledge/bottom-line-
corporate-performance-and-womens-representation-boards. 
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relationship between gender diversity and its financial 
imperatives.

In a research article written by Corrine Post and Kris Byron 
in late 2014, they “found that female Board representation 
is positively related to profitability and market performance 
in countries with stringent shareholder protections,” 
including the U.S.4

A recent Thomson Reuters study shows companies with 
greater Board gender diversity have lower volatility in 
stock price—and have similar or better gains in stock price 
across more than 4,000 companies traded globally.5

CONCLUSION

Board gender diversity is likely to increase, given international 
trends and shareholder interest. As companies look to fill Director 
vacancies, we expect an increasing number of qualified female 
candidates and a resulting increase in the percentage of female 
Directors on public company Boards. However, our interviews 
suggest that gender diversity does not happen on its own: it 
requires a reconsideration of experience requirements and the 
recruiting process.

4 Corrine Post and Kris Byron. “Women on Boards and Firm Financial Performance: A Meta-
analysis.” Academy of Management Journal. November 5, 2014. https://www.researchgate.
net/publication/268146570_Women_on_boards_and_firm_financial_performance_A_meta-
analysis. 

5 André Chanavat and Katharine Ramsden. “Climbing to the Top: Tracking Gender Diversity 
on Corporate Boards.” Thomson Reuters. October 2014. http://thomsonreuters.com/
content/dam/openweb/documents/pdf/corporate/corporate-responsibility/tracking-gender-
diversity-on-corporate-boards.pdf. 
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Chapter 19

An Emerging Best Practice: 
Disclosing Prospective 

Executive Compensation 
in the Proxy Compensation                   

Discussion & Analysis (CD&A)

John R. Ellerman & Lane T. Ringlee

BACKGROUND

In recent years, the SEC has developed extensive rules and 
regulations regarding the reporting of executive compensation in 
the company annual proxy. Such reporting includes the narrative 
discussion of CD&A executive compensation policies and 
practices as they pertain to the CEO and NEOs. Additionally, the 
SEC requires that companies provide numerous prescribed tables 
and schedules reporting the historical elements of executive pay 
for the most recently completed fiscal year as well as the past 2 
fiscal years.  



174

An Emerging Best Practice: Disclosing Prospective Executive Compensation in the Proxy 
Compensation Discussion & Analysis (CD&A)

The thrust of the SEC’s current mandated reporting of executive 
compensation to shareholders is a “lookback” at executive 
compensation earned. Current SEC rules require that companies 
to report on the executive compensation that was most recently 
earned and paid for the fiscal year just completed. For a typical 
public company that has a fiscal year of January 1 through 
December 31, the proxy is normally submitted to shareholders in 
April or May of the ensuing calendar year. Compensation reported 
for the preceding fiscal year in the proxy may be based upon 
decisions executed by the Compensation Committee as early as 16 
months prior to the proxy reporting to shareholders.

Some companies have concluded that the prescribed proxy tables 
and schedules do not allow for proper alignment between the 
executive compensation reported and the company’s most recent 
financial performance to shareholders. As a result, these companies 
are expanding their proxy disclosures in the CD&A to report on 
(i) Compensation Committee actions and (ii) changes to executive 
compensation programs executed in the first quarter following the 
close of the reported fiscal year. Provided that the Compensation 
Committee completes such decision-making and takes actions 
during the fiscal quarter leading up to the release of the proxy, the 
company is allowed to include such information in the text of the 
CD&A as well as within supplemental tables and charts.

AN EMERGING BEST PRACTICE

Over the course of the past 4 to 5 years, several “one-time” best 
practices in CD&A disclosure have emerged as current common 
practice, including the CD&A executive summaries discussing 
compensation philosophy, pay design, governance practices, and 
CEO pay versus performance; the use of realized or realizable 
pay; and the expanded disclosure of individual pay decisions. 
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During the past 2 years, we have noted that several companies 
disclosed actions and adjustments in their CD&A’s compensation 
that have been taken by Compensation Committees in the months 
immediately following the close of the last fiscal year for which 
the CD&A generally applies. This practice is expressly permitted 
in the proxy disclosure rules that state that disclosures must 
cover the applicable fiscal year and may include any significant 
Compensation Committee decisions made in the new fiscal year up 
until the time the proxy is filed.

Why would a company want to go through the trouble of making 
this additional disclosure? One reason is that some companies 
believe there is a misalignment between the compensation reported 
in the proxy compensation tables and the company’s most recent 
performance. For example, the SCT reports a look back on 
executive pay for the past fiscal year (which includes the actual 
cash incentive or bonus award determined in the first quarter of 
the new fiscal year) in concert with the fair value of equity awards 
(which are typically granted in the first quarter of the applicable 
fiscal year). This reporting of total compensation results in 2 P4P 
elements being reported together when the determination of such 
awards typically occur 12 months apart. Many companies believe 
that the reporting of long-term equity compensation based on the 
year of the grant is confusing and presents problems in terms of the 
timing of performance considerations underlying such grants.

Another primary reason for additional disclosure is that 
Compensation Committees want to show shareholders that their 
committees have executed actions that reflect the disappointing 
company performance and returns to shareholders during the past 
year. Many companies with fiscal years ending on December 
31 will regularly make adjustments to base salaries as well as 
make grants of new long-term equity awards to executives in 
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the January or February immediately following the completion 
of the fiscal year. During the past 2 years, many companies have 
experienced ≥50% share price declines (e.g., companies in the 
oil and gas sector). As a result, such Compensation Committees 
have elected to freeze NEO base salaries in the following year 
in recognition of the preceding year’s disappointing company 
performance. Additionally, many companies made substantial 
reductions in the grant date fair values of 2016 equity grants to 
account for disappointing 2015 shareholder returns. It has been 
our observation that, in many cases, the present value of NEO 
equity grants awarded during early 2016 were reduced by ≥50% 
in recognition of disappointing company performance. Unless the 
company makes special note of the most recent and timely actions 
by the Compensation Committee in the proxy CD&A, there is no 
way shareholders will be aware of the Compensation Committee’s 
deliberations and decisive actions before the required disclosure 
in 2017. These decisive actions may also include outcomes from 
shareholder engagement efforts prior to the “proxy season” and the 
impact upon compensation decisions for the coming fiscal year. 
Furthermore, proxy advisory firms may take such disclosure and 
engagement efforts into consideration in the qualitative evaluation 
of executive pay and performance. Prospective compensation 
levels are not permitted for disclosure in the mandated proxy 
compensation tables and schedules.

SOME EXAMPLES OF SUCH ADDITIONAL 
DISCLOSURES

Here are several examples of prospective compensation disclosures 
we have found in recent corporate CD&As:

• What to Expect: Changes to Our Program — The company 
states that the following actions have been taken with 
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respect to its executive compensation program to ensure 
that it remains aligned with strategic objectives, regulatory 
developments, compensation best practices, and the 
interest of shareholders: (i) a change to the weighting of 
performance criteria used for bonus determination, (ii) 
a new performance scorecard reflecting the company’s 
new priorities in the execution of company strategy, (iii) 
amendments to the LTI plans including the grant of 7-year 
stock options as opposed to 5-year options, and (iv) the 
Compensation Committee’s commitment to reviewing its 
change in control agreements and LTI grant documents in 
the coming year.

• Compensation Actions to Recognize Lower Commodity 
Price Environment — Given the current, lower oil and 
gas environment and the company’s disciplined approach, 
the committee approved the following compensation 
actions for next year: (i) freezing of base salaries for most 
senior executives, including NEOs; (ii) freezing of annual 
incentive targets at current levels; and (iii) reducing grant 
date values of LTI awards compared to prior year grant date 
values. In addition, the company made substantive changes 
to its peer group on a prospective basis.

• Actions Related to Next Year’s Executive Compensation 
— In consideration of recommendations from its outside 
advisors, the committee executed certain actions pertaining 
to next year’s compensation, including a change to the 
company’s peer group, revisions to the annual incentive 
program design and performance criteria, and changes 
to the forms and mix of LTI compensation including the 
performance criteria underlying PSU grants.
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• Complete Equity Redesign — Based on an extensive 
redesign effort and shareholder engagement effort, 
the committee implemented a new equity program 
with significant reductions in grant date value and 
communicated the results of the shareholder engagement 
effort in a letter to shareholders.

• Alternative Summary Compensation Tables — Many 
financial services companies have developed alternative 
SCTs so their committees can report decisions regarding 
executive compensation in alignment with the time 
periods and performance considerations that drove such 
decisions. For example, the alternative SCT may report the 
annual bonuses and fair value of long-term equity granted 
determined in the first quarter of 2017 as 2016 fiscal year 
compensation because the committee considered 2016 
performance in the determination of such awards. These 
alternative SCTs are reported in the CD&A text.

FINAL THOUGHTS

Our consulting firm has always advised its clients to be thorough 
and accurate in its proxy disclosures of executive compensation. 
This latest development and trend— the reporting of prospective 
compensation and decisions underlying changes to the executive 
compensation program — is consistent with our advice and is a 
practice which we believe many companies should consider going 
forward. However, we should caution our clients that once an 
enhanced disclosure is added to the CD&A, it is likely to be an 
expected disclosure in future years.
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Chapter 20

Over the Long-Term,      
Companies with Problematic 

Pay Practices Generally Perform 
Worse than Companies that 

Avoid Problematic Pay Practices

Christine O. Skizas, Brian Johnson,                             
& Andrew Winkler

Since advisory Say on Pay (“SOP”) votes became effective in 
2011, ISS and Glass Lewis have exerted significant influence 
over the vote outcomes for these proposals. These advisors use 
quantitative tests to assess CEO Pay for Performance (“P4P”) 
alignment and supplement those quantitative assessments with 
a qualitative review of pay practices/program design. In these 
qualitative reviews, some specific design features have increasingly 
been called out as “problematic”; however, their impact on actual 
pay earned and their alignment with shareholder value have not 
been tested. We set out to assess the relationship of certain of these 
“problematic” practices with growth in shareholder value.
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We observe slightly stronger 3-year TSR results for companies 
that avoid the “problematic” practices than for those that employ 
them, but annual TSR results are mixed.

1. Excise Tax Gross-Ups

Excise tax gross-ups have largely been phased out over the past 
several years, as proxy advisory firms and most investors consider 
them to be a poor practice. ISS considers the inclusion of an 
excise tax gross-up provision in any new or amended employment 
agreement or policy to be an egregious pay practice, which, on 
its own and regardless of other program features, will lead to ISS 
recommending “against” on a company’s SOP proposal. 

The vast majority of companies have committed to exclude excise 
tax gross-up from future employment arrangements. However, 
some companies maintain legacy excise tax gross-up provisions 
for their NEOs. While not expressly prohibited under ISS’ current 
policy (though frequently mentioned in their reports), the existence 
of any excise tax gross-up provisions is an irritant. Shareholders 
generally expect executives to be responsible for their own tax 
obligations. However, our research indicates that there is no 
meaningful difference in TSR results between those companies that 
maintain legacy gross-ups and those that do not; in fact, companies 
with excise tax gross-ups in place have higher 3-year TSR than 
those that do not, as detailed in the table below:
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2. Lowering Goals Year-over-Year with No Decrease in 
Target Pay Level Opportunity

Recently, ISS has begun publishing pointed concerns in its SOP 
vote recommendation reports when a company has lowered 
its annual incentive goals from those of the prior year without 
a corresponding decrease to the NEO target incentive award 
opportunity levels. ISS asserts that a decrease in the NEO’s target 
incentive award opportunity should be applied given the reduction 
in goal(s) year-over-year: an executive should not be able to earn 
the same level of pay for achieving a lower level of performance. 

Cyclical companies regularly struggle with goal setting, and 
economic downturns affect all companies’ goal-setting approach. 
In the face of these headwinds, it is common for annual incentive 
goals to be flat or lowered, with the targets still extremely difficult 
to achieve given the associated challenges companies face. Our 
research indicates that companies that lowered FY15 annual 
incentive goals compared to the FY14 annual incentive goals 
(without reducing NEO pay opportunity) actually outperformed the 
balance of Fortune 100 companies on 1-year (FY15) TSR the year 
in which goals were lowered, but these companies underperformed 
over a 3-year period.
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than Companies that Avoid Problematic Pay Practices

3. Providing Target Payout for Median Relative TSR 
Performance

Relative TSR became a panacea once we entered the SOP era. 
ISS and Glass Lewis use it to assess P4P alignment, and many 
companies incorporate a relative TSR measure into LTI programs. 
Approximately half of Fortune 100 companies utilize relative TSR 
as a performance measure in the LTI programs, which represents 
a significant increase in the use of the metric since SOP became 
effective in 2011. Despite their role in making relative TSR more 
prominent, ISS and Glass Lewis have recently criticized relative 
TSR designs that provide for a target award at median levels of 
TSR performance. ISS believes target awards should require 
outperformance of peers — not just median performance — 
even in cases where median performance yields median pay. In 
their view, above-median targets create stronger P4P alignment 
because executives are not rewarded for simply matching peer 
performance. However, our analysis shows little difference in TSR 
for companies using above-median TSR target goals (15% of those 
reviewed) and those with the more prevalent median performance/
median pay design for the 1-year period. 

While problematic pay practices do not appear to be a strong 
indicator of shareholder value creation, our analysis suggests 
that companies that utilize certain problematic practices may 
underperform over a multi-year period. What is unclear is 
what other features these companies utilize in their executive 
compensation programs that may also influence overall 
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performance. What is clear, we suggest, are tenets on which 
companies should focus in the ever-evolving SOP world:

1. There are few absolutes that can be applied broadly across 
all organizations;

2. The soundness of a company’s compensation programs 
can be evaluated through many company-specific and relative 
analyses, including the payout/performance history and 
percentage of value created shared with management; and

3. Companies (i) are responsible for articulating to investors 
the rationale behind their executive compensation program 
design features and the resulting alignment with shareholder 
value and (ii) should be prepared to change if the results differ 
from the theory.
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Chapter 21

Compensation Considerations for 
Company Spin-off Transactions

Aubrey Bout, Chris Carstens, Brian Lane,             
& Julia Kennedy

The past 5 years have seen a significant number of companies 
spinning off one or more businesses into separate, free-standing 
companies. S&P’s Capital IQ reports a total of 86 full or partial 
spin-offs that began trading on a major U.S. exchange from mid-
2011 through mid-2016 — an average of 17 per year.1 

In addition to necessitating a variety of organizational, strategic, 
and operational actions, the decision to spin off a business triggers 
a number of executive compensation planning activities for the 
parent company (“RemainCo”) Board and/or the new spin-off 
(“SpinCo”) company Board, as summarized in the table below.

1 Statistics include corporate divestiture transactions that closed between August 2011 and 
July 2016 in which the spin-off company became a publicly traded entity on a major United 
States exchange. 
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As sole shareholder of the to-be-spun entity, RemainCo and 
its Board are responsible for establishing many of the initial 
reward programs and policies for SpinCo. As such, these initial 
programs and policies will typically reflect the compensation 
philosophy in effect at RemainCo, but these are often established 
with the understanding that SpinCo’s Board and Compensation 
Committee will have the opportunity to adopt changes and/or a 
shift in philosophy post-spin as a standalone entity. Directors of 
RemainCo often become Compensation Committee members of 
SpinCo, so RemainCo’s Compensation Committee should allow 
these directors to become educated and informed about the initial 
thinking behind — and design of — SpinCo’s arrangements as a 
courtesy. RemainCo’s Board will also have to consider the size of 
SpinCo versus RemainCo and the appropriate differences in pay 
programs and levels.
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Below, we provide an overview of the key issues and associated 
considerations.

1. Establishing the initial compensation program for SpinCo’s 
senior management — One of the first tasks facing RemainCo’s 
management and Board is establishing the initial compensation 
program for the new senior management team at SpinCo. Offer 
letters will be needed for executives who are selected for SpinCo’s 
top executive tier. 

The process of establishing the new program often involves (i) 
identifying a new peer group customized to reflect SpinCo’s 
business mix and talent competitors and (ii) re-benchmarking jobs 
that currently exist in the business unit to be spun off but now will 
have greater scope and complexity. In many instances, benchmark 
positions will transition from subsidiary or division-level to 
fully autonomous standalone positions. Typically, RemainCo’s 
management and Board will determine salary, target bonus, and 
LTI annual grant levels for purposes of the offer letters but will 
leave other design decisions — such as incentive plan metrics 
or LTI vehicles — to SpinCo’s new Board. After the spin-off is 
completed, SpinCo’s Board will need to finalize the program and 
may choose to modify it starting with the next compensation cycle.

Note that as a result of the spin-off, RemainCo will become a 
smaller and potentially more focused company, so it may make 
sense to reevaluate RemainCo’s peer group and pay program as 
well, including incentive design and metrics. 

2. Establishing initial benefit plans for SpinCo (e.g., retirement, 
H&W, severance, and change-in-control plans) — The offer 
letters will also need to discuss the retirement, health and welfare, 
severance, and change-in-control plans that will be effective as of 
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the spin-off date. Typically, the initial plans are largely “cloned” 
from RemainCo plans, although plans are sometimes modified 
to address specific business issues (e.g., enhancing the severance 
protection if joining SpinCo is viewed as risky, especially if 
SpinCo is an attractive takeover candidate). After the spin-off is 
completed, one of the tasks facing SpinCo’s Board is to review 
these plans, and customize them if needed, to reflect SpinCo’s 
business and specific competitive practices.

3. Determining whether to make special transaction-related 
awards — Many spin-offs include “Founders’” grants of SpinCo 
stock and/or stock options to SpinCo’s senior management team 
both to provide support for team retention during an initial post-
spin period and to help establish ownership of SpinCo stock 
by the new team. The special grants are typically determined 
by RemainCo’s Board, and are included in the offer letters for 
SpinCo’s senior management.

Some companies also provide “success” or “completion” award 
opportunities — either in cash or stock — to staff who will play 
a key role in executing the spin-off; in doing so, they may be 
required to take on additional responsibilities beyond those core 
to their role. Participants may include staff who will transition to 
SpinCo and/or staff who will stay with RemainCo. These awards 
are typically designed to support retention by vesting after the 
spin-off is completed and to incentivize excellence in execution 
of the spin-off (e.g., by linking payouts to achievement of cost or 
timing goals). 

4. Establishing the initial compensation program for SpinCo’s 
outside Directors — In order to recruit outside directors for 
SpinCo’s Board, the RemainCo Board also will need to establish 
the initial program for compensating SpinCo directors. Similar to 
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the management compensation program, the process often involves 
setting Board pay that reflects the external competitive market 
for SpinCo based on the identified peer group and benchmarking 
analyses. After the spin-off, SpinCo’s Board will need to ratify the 
program and may choose to modify it.

5. Determining treatment of in-progress incentive awards and 
unvested equity — The spin-off is likely to have implications 
for the short-term incentive plan in the spin year — not only for 
executives who will be going with SpinCo, but also potentially for 
those staying with RemainCo. RemainCo’s management and Board 
will need to consider whether to make adjustments — depending 
on the timing and overall impact of the spin-off — to performance 
metrics and goals. 

RemainCo’s management and Board will also need to decide 
how to treat executives’ unvested equity awards. Shareholders 
typically end up with shares in both RemainCo and SpinCo; this 
is sometimes called the “distributed” method. However, the more 
common approach for executives is to convert all of their unvested 
RemainCo equity to shares in either post-spin RemainCo or in 
SpinCo (this is known as the “concentrated” method) depending 
on which entity will be employing them after the spin-off. Using 
the concentrated method for executives reflects a view that 
shareholders desire alignment of executives’ interests with the 
performance of the company they are leading.

Special attention needs to be paid to the treatment of unvested LTIs 
that have performance goals. Corresponding decisions will also 
be needed regarding (i) the treatment of unvested Director awards 
and (ii) the timing of converting unvested equity with the auditor’s 
input. The approach to each of these issues is often driven by the 
specific details of the situation. In the event that RemainCo LTI 
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awards are prorated to the date of the spin-off, stub awards may 
need to be provided to SpinCo employees in order to address the 
lost value associated with the proration. 

6. Preparing SpinCo plan documents — As noted above, plan 
documents are typically approved by RemainCo’s Board prior to 
the spin-off using a “clone” of existing RemainCo documents. 
However, the size and structure of the share reserve in an equity 
plan and the plan provisions deserve careful analysis. Establishing 
and approving equity plan documents pre-spin is a somewhat 
streamlined process (e.g., no review and commentary from ISS 
as well as no need for broad shareholder approval). Nonetheless, 
many Boards will still approach the preparation of equity plan 
documents as they would in normal circumstances, particularly 
given the likelihood that SpinCo shareholders will have an 
opportunity to vote on the plan — or a plan amendment — within 
the first few years (e.g., to replenish share reserve and/or preserve 
ongoing tax deductibility).

7. Preparing initial disclosure of SpinCo’s compensation 
program — The public filings for the spin-off transaction, 
prepared by RemainCo’s management and approved by its Board, 
will need to include a CD&A section and the same compensation 
tables required for proxy statements. Although SpinCo will not 
have a SOP vote until its first annual meeting, investors will look 
to the pre-spin filing for information about SpinCo’s planned 
compensation program components and the rationale behind them.  

Clearly, executive compensation planning is a critical activity 
as a company begins to prepare for a spin-off transaction. 
Compensation planning continues to be prominent both as the 
details of the transaction are finalized as well as into the post-
spin period when SpinCo’s management team and Board ratify or 
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modify the plans developed by the former parent company. 

An important first step is to work through a list of the key 
compensation issues and considerations related to the spin-off. 
Importantly, while “norms” have been developed for some of the 
key decision points, there is no “cookbook”: many decisions need 
to reflect the specific business context surrounding the transaction.
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Chapter 22

Does Your Pay Program Balance 
Pay Energy™ and Pay Risk?

Eric Marquardt, Chris Brindisi, Joshua Bright,      
& Mike Grasso

Incentive plans have the potential to drive executives towards 
achieving superior results for their companies and investors. At the 
same time, real and perceived risks in these programs can either 
blunt the potential drive of management or encourage excessive 
risk taking. A key goal in well-designed executive incentive 
programs is to motivate executives to take the actions necessary 
to achieve strong results for shareholders while mitigating the 
motivation to take excessive risks. 

To date, the annual report that Compensation Committees provide 
in the CD&A on the presence of material risk in pay programs 
has been based largely on overall qualitative assessments done 
by the Company or their independent advisor. The most common 
risk assessment approach has been to look at each of the major 
incentive design elements in isolation — such as the presence or 
lack of a “cap” on annual incentives — and then judge the overall 
risk based on the types and number of potential risk-creating 
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elements observed in the entire pay program. This qualitative 
approach is a self-assessment, and rarely does it look at relative 
risk compared to peer companies or a comparator group.     

Pay Governance has recently developed a quantitative 
measurement tool, tested with the Fortune 100, that will generate 
an overall score for both Pay Energy™ (the first measurement tool 
that identifies the degree to which any company’s pay program 
creates “drive, discipline and speed”) and Pay Risk (in this context, 
risk refers to financial risk). This can then be used as an additional 
diagnostic tool to evaluate the potential of a new or existing pay 
design to achieve an efficient balance of Pay Energy™ and risk 
management. 

ASSESSING PAY ENERGY™ AND PAY RISK 

Pay Energy™ looks at the 4 major components of an executive 
pay program: base salary, annual and long-term incentives, and 
other compensation. Each component is weighted and within these 
4 major components almost 50 separate design elements — each 
with up to 7 possible scoring outcomes — are processed to arrive 
at an overall indexed score that can range from 0 to 200 with a 
typical score being 100.   

Pay Governance recently took the majority of the Pay Energy™ 
model’s pay program design elements and revised the scoring 
methodology for each element based on the potential to motivate 
financial risk. This new tool, Pay Risk, creates an overall indexed 
score — generally ranging from 0 to 100 — for use in relative 
comparisons to a specified peer set. 
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Below are examples of the major factors influencing both the Pay 
Energy™ and Pay Risk scores. Both example companies, Peer A 
and Peer B, have relatively high-energy pay programs. Granting 
75% of long-term incentive plan (LTIP) value in stock options — 
and no restricted stock — boosts Pay Energy™. Relatively narrow 
performance focus (≤3 performance measures in the combined 
short- and LTIs) also boosts Pay Energy™. 

However, there are key design differences that make Peer B a more 
moderate-risk program overall. 

The specific risk-mitigating factors for Peer B relative to Peer A 
include: 

1. Multiple incentive plan performance metrics — Peer 
B uses 3 different incentive plan performance measures — 
EVA™, ROIC, and relative TSR — that capture a variety of 
results: profitability, capital efficiency, and relative returns to 
investors in this case. Peer A’s incentive plans, both annual and 
longer term, focus solely on earnings growth. This singular 
performance focus often is riskier, as it allows for any and all 
ways to grow earnings.
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2. Caps on payouts — Peer B uses both an absolute cap of 
200% of target in the performance share plan and a mandatory 
deferral into stock of 25% of the total payout from the 
uncapped AIP. Peer A’s AIP is uncapped without a mandatory 
deferral. 

3. Risk Mitigating Policies — Peer B has  established 
clawback and anti-hedging policies and requires its executives 
to retain 50% of the realized gains from options and PSUs in 
stock. Peer A does not have an anti-hedging or clawback policy 
and has stock ownership guidelines only for its CEO. 

Below is a graphic comparison of the Pay Energy™ and Pay Risk 
scores of an actual cross-section of 85 companies in 3 overlapping 
industry segments. The companies in the sample are all in 
businesses that share key operating or financial characteristics with 
Peer A from the earlier table. 
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In the summary results, Peer B has a Pay Energy™ score strongly 
influenced by the heavy performance orientation of its pay 
program. The predominance of performance-based incentives 
in Peer B’s total pay helps create high energy to achieve results 
among the pay program’s participants. At the same time, the 
performance-leveraged programs could have the potential to be 
riskier for the company and its investors. In this particular case, 
however, Peer B’s use of primarily return- and value-enhancing 
performance metrics with required YOY improvement help 
mitigate any undue risk associated with the higher level of energy. 

In Pay Governance’s earlier research1 on Pay Energy™, we found 
strong positive correlations between the level of Pay Energy™ 
and total returns to investors.1 Pay Risk adds an additional 
dimension to help companies determine if energy is achieved with 
an appropriate level of risk for their business and culture. In the 
above graphic, the center shaded area represents a “balanced” risk 
and energy level (i.e., energy and risk scores that are in comparable 
segments of the distribution of results around the norm).

USING THE PAY ENERGY™ AND PAY RISK 
MEASUREMENT TOOLS

The desired level of drive, discipline, speed, and risk tolerance 
should take a company’s business, culture, and pay philosophy into 
account. In some businesses where there is a limited tolerance for 
risk — either by necessity in industries such as financial services 
and consumer foods — these other business considerations should 
be prominent in pay program design and the associated tolerance 
for Pay Risk. 

1 England, John D. and Joyce, Jeffrey W., Does Your Executive Pay Plan Create Drive, 
Discipline and Speed, Viewpoints, December, 2014. http://paygovernance.com/does-your-
executive-pay-plan-create-drive-discipline-and-speed/.
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Pay Energy™ and Pay Risk are 2 diagnostic tools that should 
be considered in assessing the effectiveness of executive pay 
programs. Both can be important ingredients in creating and 
maintaining pay programs that deliver results for shareholders 
while also properly motivating and influencing executive behavior. 
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Chapter 23

 Recent OSHA Ruling May                   
Impact Ability to Use Safety as 

An Incentive Metric

John R. Ellerman, Brian Scheiring, & Keith Jesson

SAFETY AS AN INCENTIVE METRIC

Some companies in the oil and gas, energy, utility, and 
manufacturing industry sectors have included safety compliance 
and/or improvement as a performance metric in their incentive 
compensation plans. Safety as a performance criteria appears 
frequently in incentive compensation plans for both executives and 
broad-based employee groups. However, regulators have raised a 
potential problem with the use of safety as a performance metric.

BACKGROUND

In the spring of this year, the Department of Labor’s OSHA 
released a final rule regarding its regulation on “Recording and 
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Reporting Occupational Injuries and Illnesses.”1 This final rule 
requires employers in most industry sectors with >10 employees 
to keep records of occupational injuries and illnesses at their 
establishments and to annually report such data to OSHA. The 
final rule amends OSHA’s recordkeeping regulations to add 
requirements for the electronic submission of injury and illness 
data for certain employers with >250 employees. In addition, the 
OSHA regulation requires employers to inform employees of 
their right to report work-related injuries and illnesses, ensure that 
procedures for reporting such incidents are reasonable, and not 
deter or discourage employees from reporting. The new OSHA rule 
becomes effective on January 1, 2017.

THE INCENTIVE COMPENSATION ISSUE

Embedded in the OSHA rule is a provision that raises the issue 
of incentive compensation plans that may discourage employees 
from reporting injuries and illnesses as a potential violation of the 
new regulation.  OSHA expresses concern that employees who 
participate in incentive compensation plans that contain some 
form of safety metric may be reluctant to report the occurrence of 
an injury or illness incident because he or she may be potentially 
diminishing or forfeiting a monetary award pursuant to the 
incentive compensation plan. The new regulation explicitly states:

The specific rules and details of implementation of any given 
incentive program must be considered to determine whether it 
could give rise to a violation of paragraph (b)(1)(iv) of the final 
rule.  It is a violation of paragraph (b)(1)(iv) for an employer to 
take adverse action against an employee for reporting a work-
related injury or illness, whether or such adverse action was 

1 https://www.osha.gov/pls/oshaweb/owastand.display_standard_group?p_part_
number=1904&p_toc_level=1
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part of an incentive program. Therefore, it is a violation for an 
employer to use an incentive program to take adverse action, 
including denying a benefit, because an employee reports 
a work-related injury or illness, such as disqualifying the 
employee for a monetary bonus or any other action that would 
discourage or deter a reasonable employee from reporting the 
work-related injury or illness.2 

It has been our experience — as consultants in the design of 
incentive compensation plans for many companies in the oil and 
gas, energy, utility, and manufacturing industry sectors — to use 
a safety metric as part of annual incentive compensation plan 
performance criteria. The safety metric, typically expressed as 
the total recordable incident rate performance against a stated 
benchmark, or annual improvement therein, is frequently used 
as performance criteria in management annual incentive plans 
as well as many broad-based incentive compensation plans. 
In our consulting work with several companies in establishing 
performance measurement criteria for the 2017 plan year, we have 
learned that some companies have effectively removed their safety 
goals from next year’s incentive compensation plans.  However, 
based upon advice rendered by their outside legal advisors, we also 
know that several companies have retained safety criteria as an 
integral part of their 2017 incentive plan designs.

YOU SHOULD SEEK ADVICE OF LEGAL COUNSEL

Because there is no legal precedent or case history regarding 
the new OSHA rule and its interpretation, Pay Governance 
recommends that you seek a formal legal opinion if one or more of 
your incentive compensation plans contain a safety metric for plan 
years 2017 and beyond.

2 Federal Register, Vol. 81, No. 92, Section 1904.35(b)(1)(iv). https://www.osha.gov/FedReg_
osha_pdf/FED20160512.pdf. 
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Manufacturing Sector

Executive Compensation in 
the Manufacturing Sector:               
“An Analysis of Trends and 

Practices”

Steve Pakela, Brian Scheiring, Mike Grasso,          
& Bryce Gerboc

INTRODUCTION

A Pay Governance study of executive compensation programs 
at 205 publicly-traded manufacturing companies reveals that 
companies in this sector are employing not only contemporary 
program designs but also leading edge solutions for ensuring P4P 
alignment. Following the post-recessionary era, where increases in 
pay opportunity and outcomes were commensurate with economic 
recovery, median annual incentives were below target for the first 
time in 5 years and LTI grant values were flat. In early 2016, for 
those companies whose stock price decreased significantly (e.g., 
>50%), we observed companies employing a variety of techniques 
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to mitigate the significant increase in the number of shares 
granted.1

Annual incentive design focus on profitability metrics. While 
no single performance metric represents a majority practice, 
income statement metrics are more common than capital-based 
metrics such as Returns on Invested Capital, Net Assets, or Capital 
Employed. The most common profitability metrics are Operating 
Income, EBITDA, EBIT, Net Income, and various forms of Cash 
Flow. Some manufacturers also include citizenship metrics, such 
as Safety and Environmental Compliance, which illustrate the 
company’s philosophy of maintaining a safe workforce and being 
stewards of the environment. Individual performance or company 
“strategic objective” goals, which include operational metrics, are 
used by nearly 50% of companies. Companies should be mindful 
not to use individual or strategic goals to “override” poor financial 
performance. Two-thirds of the companies in our study use 
between 2 and 4 performance metrics.

Our study suggests that incentive goals at the target performance 
level typically reflect the company’s business plan for the 
upcoming year, that threshold goals most commonly reflect 80% 
of the target goal, and that maximum goals most commonly 
reflect 120% of the target goal. With the downturn in financial 
performance impacting many companies over the past year, we 
have seen a widening of performance ranges (i.e., 70% to 130% or 
60% to 140%) to address uncertainties in goal setting.

LTIs continue to trend toward greater use of performance 
plans. The use of performance-based LTI vehicles (performance 
share plans, cash plans, or performance-vesting restricted stock) 
increased in prevalence from 64% in 2010 to 78% in 2015. The 
1 Steve Pakela, et al. “Alternatives for Granting Equity Shares in a Low Stock Price 
Environment. Pay Governance. January 2016. http://paygovernance.com/alternatives-for-
granting-equity-shares-in-a-low-stock-price-environment/. 
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prevalence of companies granting stock options has declined 
from 71% in 2010 to 59% in 2015. More importantly, the target 
value delivered through performance-based LTIs has increased 
dramatically — from 39% of total LTI value in 2010 to 50% in 
2015 — as many manufacturers strive to address shareholder 
expectations in granting a majority of the equity value to 
performance-based LTI vehicles. The shift toward a higher 
allocation to performance-based vehicles has come at the expense 
of both time vesting restricted stock and stock options, now both 
representing approximately 25% of the total LTI value. 

Long-term performance plan designs focus heavily on capital 
return and TSR metrics with more rigorous performance 
standards. Our study found that manufacturing companies 
typically rely on capital-based performance metrics (defined 
above) or TSR in performance-based LTI plans. TSR is now 
used by nearly 50% of companies, which is up from one-third of 
companies 5 years ago. Capital return metrics are used by 43% 
of companies. Profitability metrics (defined above) and EPS are 
used in 28% and 24% of performance-based plans, respectively. 
We have observed manufacturing companies increasing the 
number of performance metrics to ≥2, as they allocate more value 
to performance awards in general. Performance goals based on 
financial metrics are typically based on internal goals rather than 
relative comparisons to peer groups or indexes. When relative 
comparisons are used primarily in relative TSR plans, custom peer 
groups are most commonly used; however, indexes have gained in 
popularity. 

When focusing specifically on relative TSR plans — which are 
now used by nearly 50% of manufacturing companies — we 
continue to observe shifts toward more rigorous performance 
standards. Threshold, target, and maximum performance goals set 
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at the 25th, 50th, and 75th percentiles, respectively, continue to be 
the most common performance goals used among those companies 
that use relative TSR in their LTI plan. In recent years, however, 
many companies have increased the performance requirements 
above these traditional levels — oftentimes in reaction to 
substandard SOP support. The majority of companies (56%) 
now have ≥1 goal — either threshold, target, or maximum — set 
above the traditional 25th, 50th, or 75th percentiles, respectively. 
However, these companies typically have more leveraged payout 
opportunities (average of 40% to 200% of target) versus those with 
traditional goals (average of 35% to 180% of target).

The governance of relative TSR plans has improved as companies 
have learned from administering the plan design. This has been 
accomplished through a better understanding of design features 
and provisions, review and improvement of grant agreements, and 
appointment of a third party to calculate final performance and 
payout outcomes.  

CIC protection remains highly prevalent in manufacturing 
companies; however, shareholders continue to pressure 
companies to adopt “best practices” for CIC arrangements. 
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Approximately 90% of companies continue to provide CIC 
protection to executives; however, we have observed a clear 
decline in the generosity of CIC benefits. Five years ago, 59% 
of companies provided the CEO with a severance multiple equal 
to 3 times base salary and annual incentives. For the first time, 
companies are split between providing CEOs with a severance 
multiple of 3 times (46%) or less than 3 times (45%). Excise 
tax gross-ups have largely been eliminated, with only 16% of 
companies providing a gross-up to current CEOs (down from 
40% in 2011). Approximately 60% of companies now require 
both a CIC and termination of employment (double trigger) to 
accelerate the vesting of unvested equity awards upon a CIC, while 
approximately 40% continue to require only a CIC (single trigger). 
This represents a dramatic shift from just 5 years ago when the 
majority maintained a single trigger provision.

CEO stock ownership guidelines are a nearly-universal 
practice and reflect increasingly higher levels of ownership. 
Approximately 90% of companies currently have a formal stock 
ownership policy. The majority of companies require their CEO to 
hold 5 times their annual base salary (40%); however, we observed 
an increase in the number of manufacturing companies requiring 
their CEO to hold 6 times their base salary or higher, a level 
which has grown from 12% to 26% over the past 5 years. Many 
companies specify a period of time, most commonly 5 years, in 
which to accumulate the ownership required under the guideline. 
Some companies require executives to retain a percentage of shares 
upon vesting or exercise (i.e., 50% to 100%) until the guideline is 
achieved. Relatively few companies have a retention requirement 
after the guideline has been met — a projected trend that has not 
materialized. 
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Perquisites have been rationalized and are no longer a 
significant component of the compensation package. The 
rationalization of perquisites has leveled off, as most companies 
have settled into a basic portfolio of perquisites which often 
includes the personal use of aircraft (among larger companies), 
a company car/auto allowance, financial and tax preparation 
services, and/or an annual physical for executives. 

Clawback, anti-hedging, and pledging policies are a majority 
practice. We found that 85% of companies disclosed some form 
of clawback policy to recoup or recover compensation due to 
a financial restatement or other event. Similarly, anti-hedging 
policies were disclosed by 83% of companies. Pledging policies 
are now in place at 73% of manufacturing companies, up from 
approximately 50% in 2011.
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Utility Sector

Trends and Practices in              
the U.S. Utility Industry 

James Dickinson & Jessica Morris

Each year, Pay Governance conducts comprehensive research 
tracking current compensation practices and trends among the 25 
largest investor-owned utilities in the U.S. (top 25 utilities). These 
analyses focus on CEO pay as an indicator of broader executive 
compensation trends. Data for the analyses are collected from 
public filings (e.g., proxy statements, 10-Ks). The 25 utilities 
included in our 2016 study have average revenues of $11.6 billion 
and market capitalization of $21.0 billion. To provide a perspective 
on how executive compensation programs within the utility 
industry have evolved over time, we highlight key areas of change 
over the last 5 years. 

BASE SALARY

Since 2010, base salaries for CEOs of the top 25 utilities have 
increased by approximately 3% each year. It is still typical practice 
within this group to provide annual salary increases. On a constant 
incumbent basis, 91% of the top 25 utilities provided their CEOs 
with a salary increase in 2015. In the broader market, companies 
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often provide CEOs with more significant — but less frequent — 
pay increases. Within the top 25 utilities, it is common for CEOs 
with longer tenure to receive more modest salary increases (e.g., 
1% to 2%), while CEOs that are newer to the role receive more 
substantial increases (e.g., 3% to 5% or more). As a result, only 
a 9% gap separates the 25th and 75th percentiles of CEO salaries 
among the top 25 utilities — by contrast, the gap was 31% in 2010.

ANNUAL INCENTIVE PLAN (AIP) DESIGN

The typical top 25 utility uses a balanced approach when 
assessing annual incentive performance that includes financial 
and operational metrics. EPS is by far the most common financial 
performance metric. Common operational goals include metrics 
related to safety, customer service, and reliability. Using a broad 
range of metrics reflects the fact that, as regulated entities, 
utilities have multiple stakeholders (e.g., shareholders, customers, 
regulators). The average weighting of AIP goals is approximately 
75% financial and 25% operational. Many of the top 25 utilities 
also maintain the ability to modify results based on individual 
performance — either with a weighted metric under their annual 
incentive scorecard or with an individual performance modifier 
that increases/decreases results determined by the scorecard. 

The top 25 utilities anticipated stronger performance when 
establishing annual incentive goals in 2015, with approximately 
90% increasing their financial goals relative to 2014 targets. 
Despite these higher standards, the average CEO AIP payout was 
136% of target in 2015. The average CEO bonus payout for the top 
25 utility CEOs has been above 100% of target over each of the 
last 5 years. However, given the diversity of metrics, it is rare to 
see payouts at the extremes – maximum or zero bonus payouts are 
uncommon.
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LONG-TERM INCENTIVE PLAN (LTI) DESIGN 

The use of multi-year performance plans is nearly universal among 
the top 25 utilities, while time-based restricted shares/units are 
also a majority practice. The stock options have significantly 
decreased in prevalence over the past 5 years and are now granted 
by only 16% of the top 25 utilities. As detailed in the chart below, 
the prevalence of options is down from 44% in 2010. The use of 
options has decreased within the top 25 utility group due to the 
industry’s relatively low stock price volatility and relatively high 
dividend yield (each of these factors decreases the value of an 
option). As a result, a relatively large number of options (e.g., 8) 
is needed to deliver the same value as 1 restricted or performance 
share. In addition, since options rarely have dividend equivalents, 
a meaningful portion of the value delivered to shareholders is not 
received by option holders. 

Top 25 Utility Long-Term Incentive Plan Prevalence 
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Relative TSR is by far the most common long-term performance 
metric and is used by each of the top 25 utilities that granted 
awards in 2015. While the prevalence of TSR has remained stable 
over the last 5 years, the use of a second (or third) metric along 
with TSR has increased. Approximately 83% of the top 25 utilities 
now use an additional metric in combination with TSR — an 
increase from 50% in 2010. Where multiple metrics are used, the 
average weighting of relative TSR is 55%. Finally, we note that 
EPS is the most common financial performance metric. 

Consistent with proxy advisor demands, most of the top 25 utilities 
now deliver 60% or more of their total LTI opportunity through 
a performance plan. For the utilities with the most common LTI 
combination — performance plan and restricted stock — the 
average mix is 65% performance plan and 35% restricted stock.

ISS VOTE RESULTS 

Many of the top 25 utilities have compensation programs with 
features favored by ISS — AIPs are largely formulaic and place 
a significant emphasis on financial metrics, and the majority 
of LTIs are delivered through performance-based share grants 
that use a combination of relative TSR and financial/operational 
metrics over a multi-year performance period. Has this translated 
into favorable SOP vote recommendations from ISS and support 
from shareholders? Considering the relatively small sample size 
of the top 25 utility group, ISS “against” recommendation rate 
for utilities was similar to the broad Russell 3000 index in 2016. 
Average shareholder SOP support for the top 25 utilities was 
similar to, but slightly below, the Russell 3000. Additional details 
are provided in the tables below.
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 (1) 24 companies are represented in the sample since one of the top 25 utilities has triennial 
SOP voting

POTENTIAL DEVELOPMENTS

Given the degree of regulation within the industry, we do not 
anticipate that most utilities will make significant program changes 
in the near term. That said, looking forward, potential executive 
compensation developments could include:

• Reduction in the prevalence and/or weighting of EPS as an 
AIP metric, given recent discourse on the effect of share 
buybacks on EPS-driven incentive plans;

• Shift towards customer and operating metrics under the 
AIP if demanded by utility commissions for incentive rate 
recovery; and

• Increased prevalence of capping payouts on relative TSR 
plan payouts when absolute TSR is negative (e.g., capping 
payouts at 100% of target if TSR over the performance 
period is negative) due to pressure from proxy advisors and 
certain investors.
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REIT Sector

Executive Compensation 
in the REIT Sector:                                

REITs are Catching Up

Christine O. Skizas, Jeffrey W. Joyce, & Linda Pappas

Currently there are 27 REITs that are constituents of the S&P 
500. These REITs have a combined total market capitalization of 
over $600 billion and increasingly global platforms. According to 
NAREIT, U.S. REITs represent over $1 trillion in equity market 
capitalization and nearly $2 trillion in real estate assets.

We reviewed the public filings of 20 of the largest publicly-traded 
REITs in the U.S. to examine the changes REITs have made to 
their executive compensation programs since 2010. We focused 
on design elements that have become typical areas of focus in Say 
on Pay (“SOP”) vote deliberations in addition to shareholder value 
creation. We present these findings for consideration as companies 
— across industries — plan for the 2017 compensation cycle. 

COMPENSATION PHILOSOPHY/GOVERNANCE

REITs have continued to evolve, in many cases from their 
individual founder-oriented culture to more mature public 
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companies. Today, less than half of REITs have individual 
employment agreements in place with the CEO. This is a marked 
shift from historical practice when employment agreements for 
REIT CEOs were extremely prevalent, and the current trend 
is consistent with emerging best practices. Nearly 90% of the 
REITs we reviewed have enacted policies to prohibit pledging 
and hedging, provide for a clawback of annual and/or long-
term incentives in the event of a financial misstatement and 
related misconduct, and conduct a formal annual review of risk 
in compensation programs. However, perquisites remain more 
prevalent among REITs than we typically observe for companies 
of similar size, including nearly half of the 20 largest REITs 
providing for CEO car allowances. Only 1 of the REITs we 
reviewed continues to provide for excise tax gross-ups, which is 
also consistent with broader industry emerging best practice.

ANNUAL INCENTIVE DESIGN

In 2010, 53% of the 20 largest REITs we reviewed utilized annual 
incentive programs that were fully discretionary. In other words, 
the size of the bonus awarded was based on an entirely subjective 
review of performance. In 2015, only 2 of the REITs we reviewed 
continued to employ an annual incentive program with awards 
being determined entirely by the Compensation Committee’s 
subjective/discretionary review of company performance. 
Companies that use a significant amount of discretion in their 
incentive programs typically receive criticism from shareholder 
advisory groups and institutional investors if pay and performance 
do not appear aligned — in some cases, even if they are.

The nature of objective performance measurement has also 
evolved. In 2010, for those REITs disclosing formal measures 
and related weightings, FFO accounted for nearly half of the 
total award opportunity. In 2015, an increasing number of REITs 
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utilized a balanced scorecard approach to the annual incentive. 
On average, companies used 3 to 4 measures to determine annual 
incentive awards.  

Despite the shift away from fully discretionary incentive programs, 
REITs have maintained a greater weighting on qualitative/
subjective factors than we observe in other industries. Our 
experience suggests REITs differ in this manner for a number of 
reasons:

1. IRC §162(m) deductions are less important for most REITs 
due to their tax status;

2. Some REITs’ financial performance may have less annual 
volatility with the long-term nature of leases for certain asset 
classes, so the Committee looks to other intangible goals on 
which management can focus to drive value; and

3. The desired strategic emphasis may change year to year 
(e.g., development vs leasing vs investments/divestitures). 
Rather than modify the program every year to reflect these 
changes in focus, the Committee identifies criteria at the 
outset of the performance cycle it will assess for determining 
performance and payouts but it utilizes its judgment in 
assessing actual performance at the end of the year.

LONG-TERM INCENTIVE DESIGN

In 2015, nearly 85% of the REITs we reviewed delivered a portion 
of executive LTI awards through a performance-based plan, 
typically accounting for approximately two-thirds of the CEO’s 
targeted award value for the year. Only one-third of companies 
utilized such plans in 2010 to deliver approximately one-third of 
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the targeted award value on average. 

Consistent with broader industry, where relative TSR is the 
most prevalent performance measure, most REITs (85%) with a 
performance-based LTI program use relative TSR as a measure 
of performance; this is up from 73% in 2010. However, only 2 of 
those REITs use relative TSR as the only measure of long-term 
performance for incentive purposes. Most REITs use a portfolio 
of LTI vehicles and measures, which allows these companies 
to provide a competitive compensation opportunity while also 
aligning executive pay with the long-term and cyclical nature of 
real estate. Relative TSR can be a poor metric for many REITs, 
particularly for smaller REITs for which a comparison to larger 
financial or general industry indices or peer groups is irrelevant 
and for which a relevant number of peer/comparator companies is 
unavailable. This is a critical consideration, as asset class impacts 
investors’ capital decisions and can result in TSR swings across 
property sectors. If there is an insufficient number of relevantly-
sized peers within a REIT’s asset class, relative TSR may not be 
a plausible alternative. This challenge is not unique to the REIT 
industry but is arguably more pronounced than in general industry.

REITs that desire a performance-based LTI program but lack a 
logical comparison for relative TSR — and/or do not believe that 
relative TSR is a good measure — have implemented programs 
that align executive compensation with drivers of long-term 
shareholder value. Among this group of REITs, other measures 
used in the LTI program include absolute TSR, economic profit, 
company-wide operational and strategic objectives, and net debt. 

As ISS and Glass Lewis further discourage LTI programs to 
emphasize relative TSR and provide for payouts for at or below 
50th percentile relative TSR performance, we believe more 
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companies will likely undertake a more tailored approach to LTI 
design.

DOES IT MATTER?

Our consulting experience suggests that many publicly-traded 
REITs, not just the largest, are diverting from the executive 
compensation philosophies of their origins. Greater institutional 
ownership and emphasis on P4P alignment are influencing all 
companies and their Boards. While all but 1 of the 20 largest 
REITs received majority shareholder support in the 2016 SOP 
Votes, these REITs continue to lag the general industry in level of 
SOP support. Based on our experience, we believe this is likely 
associated with legacy practices related to the application of 
discretion in award determination and the potential for lesser direct 
alignment of pay and objective performance measures.
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If a company’s executive pay and shareholder return are aligned, 
additional scrutiny of program mechanics — absent “problematic” 
practices — can typically be avoided. All companies are best 
served by having programs that are objective, limit discretion, and 
utilize shareholder value creation as the ultimate determiner of 
executive compensation.
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Banking Sector

Executive Compensation 
in the Banking Sector:                 

“Balancing Risk and Rewards”

Lane T. Ringlee, Chris Brindisi, & Maggie Choi

INTRODUCTION

A 2016 Pay Governance study of executive compensation 
programs at 30 large, publicly-traded regional and commercial 
banks reveals that institutions in this sector are employing not only 
contemporary program designs but also innovative solutions for 
ensuring an appropriate balance between risk and rewards. The 
current, post-crisis era has resulted in shifts from discretionary to 
formulaic incentive plans that appear to be settling somewhere in 
the middle of the continuum between discretionary pool allocation 
to pure, financially-driven and formulaic outcomes. The emphasis 
on risk considerations continues to drive many aspects of design, 
while recently-proposed regulations could push the balance even 
further toward mitigating risk. The key findings of this study are 
discussed in more detail below.
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Annual incentive designs continue to evolve as banks strive 
to strike the right balance between formulas and discretion. 
Earnings-based and ROE metrics remain the most popular financial 
metrics employed in annual incentive designs.

After many years of focusing on balance sheet improvements, we 
have observed banks transitioning away from explicitly using loan-
quality metrics in the plan (eg, non-performance asset reduction) 
to using loan quality as an element in a more comprehensive “risk 
scorecard.”

Following years of pushback from proxy advisors, just under 
half of the banks in our study continued to use individual and 
discretionary measures. 

Formerly reserved for LTI plans, 26% of banks reported using 
relative performance as a component of the annual incentive 
plan. The most commonly used relative metrics included ROE, 
ROA, and Growth in Pre-Tax Income. This approach was nearly 
nonexistent in annual plans just 3 years ago. Many banks cite the 
challenging goal-setting environment and the enhanced linkage of 
pay and performance as a reason for adopting relative performance 
metrics in the annual plan.

LTIs continue trending toward greater use of performance 
plans. The use of performance-based LTI vehicles (performance 
share/cash plans or performance-vesting restricted stock) increased 
as a percentage of the CEO’s long-term compensation — from 
56% in 2014 to 62% in 2015. The mix attributed to stock options is 
at an all-time low of 9% for CEOs in 2015. 
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Long-term performance plan designs focus heavily on ROE 
or ROA and relative TSR. Our study found that banks typically 
rely on return-based performance metrics (57% ROE, 17% ROA) 
or relative TSR (39%) in performance-based LTI plans. The 
majority of banks use >1 metric (61%), with 2 metrics being the 
most popular approach (48%). Compared to the broader general 
industry, the use of relative performance metrics was more 
prevalent (74%). When relative comparisons are used, custom 
peer groups reflecting banks of similar size and focus are used 
more often than a broader index. However, if Federal regulators 
proceed with finalizing proposed rules, this will be a critical area of 
incentive redesign (see “Interagency Guidance” below).
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Despite the guidance from regulators to limit the upside of 
incentive plans to <150% of target, banks have not aggressively 
moved to these levels in their LTI plans. The most common long-
term performance plan maximum used by banks was 1 and 1.5 
times target in our study, with 70% of the sample employing this 
maximum. Only 20% currently cap LTI payouts at >150% of 
maximum.

Compensation Committees continue to make risk management 
a priority. Rather than employing a fixed allocation to risk-based 
metrics, a growing number of banks have begun employing a 
Committee-determined subjective adjustment factor based on 
performance against a risk-related scorecard. Metrics in the 
risk scorecard include measures of credit quality, capital levels, 
compliance and audit-related results, and customer satisfaction 
metrics. 

The scorecard is employed as an adjustment to performance results 
determined by the financial and operational performance factors 
set forth in the plan. Adjustments are based on the Compensation 
Committee’s evaluation against results within the pre-established 
risk scorecard. The upside based on risk-outcomes is generally 
limited, as performance against the pre-established risk standards 
generally starts at 100% and is adjusted downward from there. 

Recent interagency guidance is likely to impact plan designs in 
2017. In April 2016, 6 Federal Regulators — FRB, OCC, FDIC, 
FHFA, NCUA, and SEC — released guidelines containing strict 
rules governing compensation at banks with greater than $50 
billion in assets (Level 1 and Level 2 Banks).1
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The strictest rules cover the CEO, SEOs, and SRTs. SRTs are 
covered persons who meet specified criteria — those whose 
incentive pay comprises more than one-third of total compensation, 
or who have the ability to engage in autonomous risk taking and 
thus potentially expose the institution’s balance sheet. A summary 
of the most consequential guidelines is provided below.

As a result, we expect that large banks looking to mitigate risk 
and ensure they have time to get aligned with the legislative 
developments will continue to adopt increased deferrals and 
enhanced clawbacks.
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CAGR: Compound Annual Growth Rate

CapEx: Capital Expenditures

CD&A: Compensation Discussion & Analysis

CEO: Chief Executive Officer

CIC: Change in Control

CPO: Chief People Officer

CSO: common share outstanding

EBITDA: Earnings before Interest, Taxes, Depreciation and 
Amortization

EEO: Equal Employment Opportunity

EPS: Earnings Per Share

FAQ: Frequently asked Questions

FFO: Funds from Operations

GAAP: Generally Accepted Accounting Principals

GDP: Gross Domestic Product

HBR: Harvard Business Review

IPO: Initial Public Offering

IRC: Internal Revenue Code (“Code”)

IRRC: Investor Responsibility Research Center
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ISS: Institutional Shareholder Services

LTI: Long-Term Incentive

M&A: Mergers and Acquisitions

NAREIT: National Association of Real Estate Investment Trusts

NEO: Named Executive Officers

NYSE: New York Stock Exchange

OSHA: Department of Labor’s Occupational Safety and Health 
Administration

P4P: Pay-for-performance

PG: Pay Governance

PSO: Performance Stock Options

PSU: Performance Shares or Stock Units

REIT: Real Estate Investment Trust

ROA: Return on Assets

ROE: Return on Equity

RSU: Restricted Stock Unit

RTSR: Relative Total Shareholder Return

S&P: Standard and Poor’s

SBO: Strategic Business Objectives

SCT: Summary Compensation Table
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SEC: Securities and Exchange Commission

SOP: Say on Pay

SOX: Sarbanes Oxley

SRT: Significant Risk Takers

TSR: Total Shareholder Return

U.S.: United States




