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Relative Performance Is Important, But Should It Be an Incentive Metric?
– JOHN R. SINKULAR, PHIL JOHNSON, AND JULIA KENNEDY

Summary
KEY FINDINGS
Relative benchmarking is near-universal as companies
assess historical pay-for-performance (P4P) alignment, but
should relative performance be an explicit incentive plan
measure? Most companies provide the majority of their

o
o

long-term incentive (LTI) award opportunity to senior
executives in equity-based awards, which has an underlying
value directly aligned to stock price fluctuations. If

o

companies decide this is insufficient, should they consider
using Relative Total Shareholder Return (TSR) as an
incentive metric? If so, should it be structured as a separate
component or as a modifier? Before we address these
questions, some historical context:

o

Nearly 60% of industrial companies use relative
performance metrics in their LTI plans, most
often in the form of Relative TSR.
Relative performance is an output of many
factors, which can mitigate the incentive impact
and may result in spurious outcomes.
Some companies with Relative TSR metrics are
reconsidering its role and, as a result, reducing
its weighting or applying it as a performance
modifier.
If companies determine that Relative TSR
should be an incentive plan metric, such
companies should consider its use as a
separate component versus a performance
modifier.

Performance measure selection is one of the Compensation
Committee’s most important responsibilities. Performance
metrics communicate to shareholders the specific measures
critical to executing the business strategy and also determine
the largest part of executive pay: incentive plan payouts. In
order to optimize the executive pay program to achieve
evolving business and talent needs while also considering
external factors, companies must have the right incentive plan
performance metrics.
PARTNERS
Due to external pressures including Dodd-Frank and the
increasing role of proxy advisory firms, relative performance
metrics are becoming increasingly prevalent. In particular,
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Relative TSR, which is currently used by nearly 60% of
industrial companies. There are a few companies (around 10%
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prevalence) that use relative financial performance metrics. The
use of relative measures appears to have reached a crossroads.
Some companies using Relative TSR are reevaluating its

weighting and structure. Those without Relative TSR, while
focused on increasing long-term shareholder value, continue
to monitor relative performance but have stopped short of
implementing it as an explicit metric.
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Relative TSR’s optics may appear appetizing when a company feels pressure from proxy advisory firms, is striving to
recover from a failed Say-on-Pay (SOP) vote, or cannot consistently set reasonable multi-year absolute goals. However,
the–use
of relative
metrics is no panacea.
Governance experience
and academic
research1 have found that Relative
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TSR use is not causal to improved company performance. Further, Relative TSR is an output — comparing a company’s
TSR to a peer set — without a specific connection to the financial and operational measures in the company’s business
plan. This minimizes the incentive impact, resulting in a game of chance with reversion to the mean (i.e., consistent use
of the same comparator group will inevitably result in periods of underperformance and outperformance due to TSR
fluctuations in the comparator group).

Typical LTI Structure
The typical LTI award opportunity already has strong ties to stock price performance due to the following:
• A clear majority of the LTI award opportunity is in stock or stock units. As a result, CEOs of large companies often
have >70% of their annual target pay opportunity tied to stock price performance. Assuming a target pay
opportunity of $10 million (illustration assumes salary $1 million, AI target $1.5 million and LTI target $7.5

•

million), even without Relative TSR, the realized LTI can vary widely based on stock price fluctuations, such as
near $4 million (if the stock price halved) or $15 million (if the stock price doubled). These illustrative ranges
assume full-value shares and target performance; the actual range of realized LTI can be even more extreme with
the leverage of stock options and range of potential payouts for performance shares.
Most of the LTI award opportunity is subject to specific financial performance measures (aligned to the strategy

•

intended to drive long-term shareholder value) or only has value if the stock price appreciates (i.e., stock
options).
Officers are subject to minimum stock ownership requirements, which require a meaningful level of company
stock holdings.

Questions to Answer in Considering the Use of Relative Performance Metrics
In reviewing the structure and role of relative performance measures, if any, companies should evaluate their response to
the five questions below.
1.

Are relative performance measures needed?

Yes
Unable to set absolute performance goals that are reasonable
over time
Poor record of aligning incentive payouts with performance
(“failed” SOP vote)
Concern about the alignment of incentive payouts based on
financial results to stock price performance

•
•
•

1

•
•
•

No
Confident in the ability to set absolute
goals that are reasonable over time
Strong record of incentive payouts
aligning to performance
Committee/management do not believe
in using relative metrics

Hassan Enayati. ”Total Shareholder Return Misses Mark on Performance.” Workspan. July 2016.
https://www.ilr.cornell.edu/sites/ilr.cornell.edu/files/fielduploads/node_workspan/file/RRW%20-%20JULY2016.pdf.
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2.

If relative performance will be used as an incentive measure, should it be TSR or financial?
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Financial
Advantages

•
•

•
•

Disadvantages

•
•
•

Rewards stock price (and dividend)
outperformance
TSR data are directly comparable
(assuming a peer set with similar
correlations) and readily available after the
market close each day
Performance schedule of percentile (or
ranks) is relatively easy to set
Some shareholders and proxy advisory
firms may view this positively, particularly
if the peer set is similar to their comparator
group and payouts only occur for abovemedian results

•

Reflects the market’s view of
management’s execution on a relative basis
May not be viewed as an incentive by
participants
May result in more payout volatility from
cycle to cycle

•

•
•
•

•

•

3.

Rewards performance that reflects
management’s execution
May result in less volatility in payouts
from cycle to cycle
Performance schedule of percentile (or
ranks) is relatively easy to set
Some shareholders and proxy advisory
firms may view this positively,
particularly if the peer set is similar to the
comparator group and payouts only occur
for above-median results

Difficult to have financial results for all
comparators in a timely manner due to
different filing dates/fiscal years
May be challenging to appropriately
define the comparative metric (change
over the period versus absolute results,
safeguards for mergers and acquisitions,
adjustments, etc.)
If non-GAAP measures are used, it may be
difficult to have comparable financial
data

Is TSR needed as an incentive metric if the company already grants stock options?

Stock options can be thought of as reflecting an Absolute TSR metric (although option recipients do not receive
dividends), since any value realization requires the stock price to appreciate from the grant date price. However, while
Board members, management, and many shareholders consider stock options to be performance based, Institutional
Shareholder Services (ISS) does not view stock options as performance-based compensation.
Relative TSR

Advantages

•
•

Disadvantages

•
•
•
•

Stock Options

Incorporates relative performance in
determining shares earned
Viewed as performance-based by ISS

•
•

Shares can be earned even if recent TSR
is negative (if they outperform peers)
Few shares, if any, may be earned even if
TSR is highly positive (below most peers)
Line-of-sight may be difficult for
participants
Grant date cost is often higher than
target

•
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•
•

No value realizable unless stock price rises
Executives have the flexibility to decide
when to realize gains, subject to the option's
vesting period and term
Not viewed by ISS as performance-based
(however, many shareholders disagree)
Could result in value realized for grants
from many years ago even if recent TSR is
negative
May use more shares
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As illustrated below, the potential realizable value of Relative TSR performance shares and stock options can vary
dramatically. The “problematic” pay-for-performance outcome zone highlights the importance of confirming that
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Relative
TSR should
be a measure and,
if so,
having appropriate
Realizable Value of Stock Options vs. Performance Shares
(assumes 20% Black-Scholes Ratio)
Relative TSR PSUs
Stock Options (Absolute Stock Price Growth)
Perf. Level Payout Level -50% -25%
0%
25%
50% 100%
>P75

200%

P63

150%

P50

100%

P25

50%

<P25

0%

Problematic
P4P
Outcome

Options ≈ PSUs
Options > PSUs
Options < PSUs

4. If Relative TSR is used, what are the tradeoffs of using it as an independent component as opposed to using
Relative TSR as a performance outcome modifier?
Separately Weighted Component

Overview

•
•

Impact of TSR

•
•
•

Modifier to Financial-Calculated Awards

Relative TSR results are
independently assessed from other
measures
Currently the most prevalent
approach with nearly 85% prevalence
of those companies using Relative
TSR
Wider range of potential payouts,
including no payout
Impact is limited to the weighting
assigned to Relative TSR
Payout for Relative TSR can result in
no award, up to 150% or 200% of the
target opportunity
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•
•
•
•
•
•

Relative TSR results can modify the award
calculated based on financial or other measures
(e.g., within ±25%)
Can be used to apply a multi-year perspective to
one-year financial goals
Not currently a majority practice
Narrower range of potential payouts (solely due
to Relative TSR metric)
Impact of TSR performance applies to the entire
award but only occurs if the underlying award is
funded by the financial metrics
The amount of the TSR impact is limited to the
specified range (e.g., ±25%) but is not reduced to
zero solely because of Relative TSR performance
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Illustration of Relative TSR as a Separate Component and a Modifier
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5.

If Relative TSR is used, are the likely accounting implications understood at the date of grant ?

One of the key disadvantages of Relative TSR is the fair value (accounting) valuation’s complexity and the resulting
disconnect of actual payouts, if any, to the recognized expense. When used as a separate component, the total expense of
the Relative TSR is fixed at the date of grant (similar to stock options). However, when used as a modifier, the expense per
share is fixed at the date of grant with the total expense based on the number of shares earned for financial performance.
Separately Weighted Component

Accounting

•

Expense*

•
•

Modifier to Financial-Calculated Awards

Final expense is fixed at the fair value as
of the grant date multiplied by the target
shares for the TSR component (adjusted
for forfeitures)
Fair value is often significantly higher
than the grant date stock price
No adjustment to the expense for actual
TSR performance

•

•
•

Final expense equals the actual number of
shares earned for financial results
multiplied by the fair value per share (fixed
on the grant date)
Fair value per share is often somewhat
higher than the grant date stock price
No adjustment to the expense for actual
TSR performance

Note: Companies must work with their accounting team to determine specific accounting treatment.

Below are illustrations of Relative TSR, both as an independent metric and a modifier. In each example, the target award
opportunity is $100,000 with a $100 stock price at the date of grant. As an independent metric, Relative TSR is illustrated
as providing 50% of the award opportunity. The Relative TSR grant date fair value is illustrated as being higher than the
grant date stock price, which is consistent with the common outcome.
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Illustration A - Relative TSR payout earned at above target levels

For Illustrative
Purposes
Only
– JOHN

Final
Accounting
Expense
Example:
Above Target
Performance
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Metric
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Target Shares Granted:
Grant Date Fair Value:
Payout Result:
Final Expense
Calculations:
Total Final Expense

Financial
Relative TSR
Component
Component
500
500
$100
$120
120%
110%
Overall: 115%
500 * $100 * 120%
500 * $120
= $60,000
= $60,000
$120,000

Target Shares Granted:
Grant Date Fair Value:
Payout Result:
Final Expense
Calculations:
Total Final Expense

Full Award
1,000
$110
120% (Financial) multiplied
by 1.25x (TSR) = 150%
1,000 * $110.00 * 120%
= $132,000
$132,000

Illustration B – Relative TSR payout earned at below target levels

For Illustrative
Purposes Only

Final
Accounting
Expense
Example:
Below Target
Performance

6.

Relative TSR as an Independent Metric

Target Shares Granted:
Grant Date Fair Value:
Payout Result:
Final Expense
Calculations:
Total Final Expense

Financial
Relative TSR
Component
Component
500
500
$100
$120
80%
90%
Overall: 85%
500 * $100 * 80%
500 * $120
= $40,000
= $60,000
$100,000

Relative TSR as a Modifier

Target Shares Granted:
Grant Date Fair Value:
Payout Result:
Final Expense
Calculations:
Total Final Expense

Full Award
1,000
$110
80% (Financial) multiplied by
0.9x (TSR) = 72%
1,000 * $110.00 * 80%
= $88,000
$88,000

When Relative TSR is used, are proxy disclosure implications clear?

The Summary Compensation Table (SCT) will often show the grant date fair value of Relative-TSR-based awards using
the Monte Carlo simulation value determined as of the date of grant. This accounting cost can vary widely from the
targeted award opportunity on the date of grant. As companies approach the grant date, it is important to understand the
likely grant date fair value relative to the stock price so the Committee and management have directional understanding
of the potential differences relative to the grant values. In addition, enhanced proxy CD&A disclosure should be
considered, particularly if the grant date fair value is significantly higher than the target award opportunity.

Closing
Peer performance will remain an important perspective for companies to consider as they review P4P alignment as one of
many inputs in developing incentive plan goals. It has been our experience that most companies adopting relative
performance goals within their incentive plan designs have used Relative TSR within their long-term performance plans.
However, we are finding that many companies that are now adopting relative performance metrics, especially Relative
TSR, are implementing it as a performance modifier in their long-term plans in lieu of using relative TSR as a freestanding metric. As a performance modifier, Relative TSR can overcome many of the shortcomings of it being used as an
independent metric.
General questions about this Viewpoint can be directed to John Sinkular (john.sinkular@paygovernance.com), Julia Kennedy at
(julia.kennedy@paygovernance.com), or Phil Johnson (phil.johnson@paygovernance.com).
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