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COMPENSATION MATTERS

F
or the last few decades, the fo-
cus of executive compensation 
has been to align pay with per-
formance. Nearly every company 

includes “pay for performance” as a core 
principle of the executive compensation 
design, and compensation committees 
consider managing the pay for perfor-
mance relationship as one of their pri-
mary governance responsibilities.

But what exactly does “pay for per-
formance” mean? For most companies, 
pay for performance has traditionally 
meant the following: identify key busi-
ness metrics; set challenging but attain-
able performance objectives; and deliver 
pay for achieving those objectives. 

In concept, this is a perfectly rational 
approach to executive pay. If the select-
ed performance metrics align with the 
drivers of long-term value creation, 
then ultimately management’s pay will 
align with the interests of sharehold-
ers. Deliver a large portion of the pay 
in stock to further align the interests of 
executives with shareholders, and every-
body wins. What could be wrong with 
that?

By itself, nothing is wrong, except that 
more and more often public company 

shareholders are telling boards, “Pay 
for performance is not good enough. 
We want pay for results!” From a share-
holder’s perspective, good goal setting 
and performance measurement do not 
matter if they are losing money. They 
don’t see the value in delivering millions 
of dollars of pay to top executives for 
achieving business objectives that do 
not result in share price performance.   

Investors are responding to this dis-
satisfaction. In the most obvious cases, 
when pay and shareholder performance 
become extremely disconnected, share-
holders express their dissatisfaction 
through a negative “say on pay” vote. In 
a recent study of say on pay results, we 
found that companies performing in the 
bottom quartile of shareholder returns 
were four times more likely to fail say on 
pay than their better performing peers. 

But we are also seeing other evidence 
of shareholder focus on executive pay: 
scrutiny of incentive plan goal setting 
is rising, activist investors are taking 
more interest in executive pay, and, of 
course, total shareholder return has be-
come the most frequently used metric 
for long-term incentives. This is not just 
a reaction to the policies of proxy ad-
visors — shareholders have expressed a 
strong preference for pay programs that 
more directly align rewards for execu-
tives with share price performance.

The challenge is that over any specific 
period of time, the stock price can be-
come significantly disconnected from 
business performance. Even in a grow-
ing, successful company, share prices can 
fall dramatically as shareholder expecta-
tions for the future change. And execu-
tives do not want to be held accountable 
for results that they cannot fully control. 

When compensation is tied directly to 
shareholder results, management can 
deliver strong performance and receive 
pay below expectations.

Managing this balance has become a 
new priority for executive pay. In an era 
of increasing shareholder power and in-
fluence, compensation committees need 
to demonstrate alignment between ex-
ecutive pay and shareholder returns, 
while continuing to create incentives 
to reward and motivate executives for 
delivering performance results within 
their control.

Achieving this balance will differ for 
each situation; the right approach for 
a turnaround company in a struggling 
industry will be significantly differ-
ent than a high-performing company 
with multiple strategic opportunities. 
Demonstrating alignment could include 
five levers: 

• Linking a portion of pay directly to 
shareholder returns.

• Shifting pay mix to increase empha-
sis on stock.

• Re-introducing or increasing the 
role of stock options.

• Increasing the time period for  
equity vesting.

• Setting more rigorous performance 
goals, including evaluating the correla-
tion with stock price and benchmarking 
versus peers.

The key in all circumstances is to ex-
plicitly evaluate the relative sensitivity 
of pay to share price performance and 
to intentionally manage the balance 
between management impact and 
shareholder results.                             ■
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