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While retention grants can be highly
effective under the right circumstances,
directors would do well to approach such
awards with a healthy dose of skepticism.

Thanks to these psychological
quirks, executives are, all
things equal, unlikely to leave
their current posts.
Even where retention concerns
are warranted, it’s critical to
understand why an executive may
be considering an exit. Only by
inferring the executive’s departure
rationale — what are the actual
retention risk factors? — can you
determine whether a retention grant
is appropriate. There is, of course,
the perpetual fear that a superstar
COO will be poached by a competitor dangling a fatter paycheck and
a weightier mandate. However, our
data suggest that such corporate
marauding is responsible for only
a fraction of executive evacuations.
Directors should consider a number
of other possible catalysts for departure, outside of this classic poaching
scenario, which may pose just as
serious a threat.
Retention risk factors generally
fall into two broad categories: push
and pull factors. Aptly named, push
factors describe conditions at the
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executive’s current post that may be
nudging him/her toward the door:
a new CEO, dire straits (financial
or reputational) or a lack of further
career development opportunities,
to name just a few. Conversely,
pull factors are the siren songs
of more attractive circumstances:
a more impressive title, different
or more meaningful work or
perhaps retirement.
Plainly, many of these conditions
can’t be solved with economic
incentives. Money can’t buy
everything. If executives are fundamentally unhappy with their current
role — if they’d rather be a CEO,
or teaching Russian literature, or
sipping Limoncello on the Amalfi
Coast — a retention grant is not
the answer. While there is likely a
price that would convince even the
most apathetic C-suiter to stay on
a couple more years, such golden
handcuffs can only ensure presence, not passion.
One surprise is that retention
pay can actually be harmful if the
source of the employee’s dissatisfaction isn’t compensation related.
Behavioral economic research has
shown that, in some cases, extrinsic
motivation (e.g., higher pay) actually
crowds out intrinsic motivation to
work. The extra pay implies that the
work is a negative that needs to be
compensated for, and people tend
to internalize that message. In other
words, retention grants can backfire,
underlining the imperative for directors to fully understand the root
cause of any retention risk.
©AdobeStock.com/Alliance

and energy scaling the corporate
ladder but likely also feel invested
in the company they lead.
❙ Endowment effect. We overvalue
things that already belong to us. You
can observe this in the seemingly
delusional asking prices of houses:
Sellers almost always believe their
home is worth more than market
price. This same “glow of ownership” subtly shades our estimation
of the job we already have.

While retention grants can be
highly effective under the right
circumstances, directors would do
well to approach such awards with
a healthy dose of skepticism. Even
in cases where there is true risk
of executive departure, a grant of
money alone isn’t necessarily the
answer. Before committing cash
or equity, directors should rigorously investigate:
1 | The validity of the perceived
flight risk and
2 | Whether it’s an issue that
money can solve.
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Directors should
ascertain a top
executive’s flight
risk and whether
money can keep
that leader.

resources plus

The retention grant

is an oft-reached-for tool in most corporate
directors’ utility belts, and for good reason.
As the name suggests, such awards are
designed to induce the recipient to remain
with his/her current company. To achieve
this end, they are generally structured as
special cash or equity grants above and
beyond the executive’s standard long-term
incentive package, often with longer vesting
periods and strict forfeiture provisions if
the person quits.

For more information, books and
education related to this topic, log
on to worldatwork.org and use
any or all of these keywords:
❙❙ Executive compensation
❙❙ Compensation
❙❙ Retention grants.
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Upon digging into available market data, we found that the risk of
an executive jumping ship in the way that many retention grants
are designed to protect against is actually quite small.

Directors are likely to find retention
awards especially useful during times
of transition or transformation, such
as mergers or turnarounds, because
they can help mitigate heightened
executive flight risk and ensure
a strong, stable executive team
throughout this critical period. And
indeed, roughly 40% of acquired
companies implement some form of
retention award, according to the
2014 Tower Watson’s “Global M&A
Retention Survey.” The prevalence is
about the same among the lowestperforming companies in the S&P 500
(i.e., companies likely experiencing
a strategic turnaround), according to
our research, noting that actual prevalence is likely higher due to awards
that include a deliberate retention
focus not necessarily being identified as such in public disclosures.

Figure 1
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(Lowest performers were defined as
companies in the S&P 500 with negative total shareholder return during
both of the two recent calendar years.
Retention awards were defined as any
grant made in the past two years that
explicitly included retention as part of
its rationale.)
Retention grants are also frequently
made to high-achieving superstar
executives, both to keep them happy
and engaged at their current organization as well as to stave off poaching
by competitors.
The rationale behind these types
of awards is that the loss of a high
performer from a top post can shake
investor confidence, and worse,
deal a serious blow to a company’s
execution of its strategy and ability
to perform. With so much at stake,
it’s no wonder that many directors
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view retention grants as cheap insurance. The frequently multimillion
dollar price tags of such awards pale
in comparison to the loss of value
(let alone the hassle and expense)
of an unwanted departure from the
upper echelon. This line of reasoning
can make granting a retention award
feel like the safest option, but directors should proceed with caution.
Conventional wisdom holds that the
risk of unwanted executive departure
is substantial and that a retention
grant is always the correct response.
But both assumptions should be
treated with skepticism.
First and foremost, the idea that
executives are universally high-level
flight risks bears further scrutiny.
Upon digging into available market
data, we found that the risk of an
executive jumping ship in the way
that many retention grants are
designed to protect against is actually quite small. From 2013 through
2015, executive attrition rates among
the top 50 S&P 500 companies and
bottom 50 S&P MidCap companies
(as ranked by market capitalization) were only about 10% and 12%,
respectively, we found. Furthermore,
instances of executive poaching were
relatively rare, even among this small
subset of departures: a mere 1% of
S&P 500 executives were poached
away each year. (Departures were
coded as a poaching if the executive
began working in a similar capacity
at a different company within six
months after leaving.) The proportion
was somewhat higher among executives in the S&P MidCap, at about
3% of the total sample, suggesting

that executives at relatively smaller
or less brand name companies may,
unsurprisingly, feel they have more to
aspire to in their careers and be less
sewn up. Admittedly, the differential
between these groups was small —
ultimately the odds of any executive
decamping are modest. Moreover,
even when such desertions do occur,
our data suggest it is unlikely that the
fugitive officer was tempted away by
a conspiring competitor.
Given those findings, the question
is: How often are retention grants a
smart investment? We think they are
considerably overprescribed. Flight
risk is small enough that retention
pay is often unnecessary. Even in
cases where retention risk is significant, it is often not of the type that
can be allayed with mere cash or
stock awards. Next, we offer a rough
schema for directors seeking to
gauge which type of retention risk

they are facing. For starters, directors should consider a few concepts
borrowed from the field of behavioral
economics, which help explain why
retention risk among executives is
much smaller than conventional
wisdom holds. We then go on to
examine, in broad categories, the
universe of potential retention risk
factors, and the differential responsiveness of each to retentive pay.
The conventional narrative is
that executives are high-level flight
risks due to their rare and widely
sought-after combination of talent
and experience. This account would
probably be more accurate if executives were perfectly rational and
switched jobs whenever the expected
utility of doing so outweighed the
expected utility of staying put. But
executives, like all humans, are
plagued by irrationality and bias.
And, a number of these cognitive
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biases actually make executives less
likely to quit their jobs:
❙ Status quo bias. In human behavior
as in physics, inertia is a powerful
force. While not a revelation,
the potency of this bias is often
underestimated. Overwhelmingly,
people don’t like change and avoid
it when they can.
❙ Sunk cost fallacy. As humans, we
all become attached to anything
we’ve invested significant amounts
of money, time or energy in. From
a rational perspective, such investment is irretrievable (or sunk),
and so should not be included
in calculations of utility going
forward. However, few of us think
this way in practice, which is why
people have a hard time giving up
a position they’ve sacrificed a lot
to achieve. This effect may be even
stronger for executives because they
have not only devoted untold time
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