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Market-Based Framework for Adjustments

Introduc tIon

oal setting for incentive plans is generally a difficult  
proposition. The ability to set meaningful goals is further 
challenged in today’s highly uncertain macro-economic, 
political, and regulatory environment where business plans 

are subject to a host of unforeseeable or unpredictable external factors. 
This can be further complicated in highly cyclical industries or in  
industries with significant exposure to highly variable raw material 
costs or output prices (e.g., those subject to significant fluctuations in 
commodity prices). In many situations, it would be desirable to have 
the flexibility to adjust plan targets automatically on an “after-the-fact” 
basis if the actual operating environment deviated significantly from  
the company’s original budgeting and planning assumptions. This  
article lays out an approach for automatically adjusting plan targets 
in a prescribed manner and illustrates the approach with a case study 
based on one of our clients.

The Preferred Outcome

Ideally, a company would be able to adjust plan targets on an “after-the-

fact” basis through an approach that met the following objectives:

•  Provided sufficient structure to the adjustment process to safeguard the 

compensation committee and management from the potential criticism 

of a broad range of stakeholders and provided sufficient transparency 

to employees—issues which are typically associated with employing 

“blanket” discretion.

G WhAT’s The BIg IdeA?

consider a market-based framework for  
making “after-the-fact” incentive plan  
adjustments when there is significant  
uncertainty in the goal-setting process.

•  Eliminates “blanket” discretion and  
its attendant issues

•  Provides transparency and fairness  
to all constituents

•  Yields a range of payouts that is less 
volatile and better reflects management’s 
performance.

this approach is most effective in certain 
cyclical industries and/or those industries  
in which a limited number of uncontrollable, 
yet identifiable factors may drive financial  
results (particularly when such factors 
are not readily or cost-effectively hedged). 
Effective deployment of such an approach 
requires the availability of high-quality  
and timely market/industry data to help 
quantify the degree to which the company’s 
performance lagged or outpaced the  
market/competitors.
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•  resulted in both upward and downward adjustments to plan results (depending on whether the external  

factors worked to the company’s advantage or disadvantage).

•  did not encourage management to seek forgiveness for everything that had a negative impact on results  

and recognized that management should be expected to respond, on a timely basis, to changes in the  

operating environment.

Some companies achieve this end through the use of relative performance measurement. But, as we know,  

identifying a meaningful peer group with sufficiently comparable companies can be a challenge in and of itself. 

As an alternative, we discuss below a market-based framework for making “after-the-fact” incentive plan adjustments 

to better reflect a company’s ability to respond to challenges and opportunities in the operating environment that 

arise over the course of the performance measurement period.

The Market-Based Framework for Incentive Plan Adjustments

In its simplest form, the market-based framework for adjustments works as follows:

step 1
Management and the Board agree upon a budget and/or long-range plan for the  
company based on assumptions about industry-wide growth.

step 2
the company establishes a framework for adjustment based on the degree to which any  
planning assumptions about the operating environment are or are not borne out.

step 3
At the conclusion of the performance measurement period, the company reviews  
independent, third-party data to understand the degree to which the actual operating  
environment differed from the original planning assumptions.

step 4 Incentive plan targets and resulting payouts are adjusted accordingly.

three principles underlie this framework for making “after-the-fact” incentive plan adjustments. First, there must  

be clarity about the key planning assumptions. there must be an explicit understanding of the key planning  

assumptions made by management in developing the long-range plan. Further, there must be sufficient scenario 

testing to understand the sensitivity of company results to those underlying assumptions.

Second, the framework used must result in a defined set of adjustments. to the extent that the operating  

environment differs materially from the key planning assumptions, incentive plan targets and results will be adjusted 

in a formulaic manner. the formulaic framework must be developed with consideration for and understanding of 

the sensitivity of results to the key assumptions as described in the first step. critical to this step is the availability 

of high-quality and timely, third-party data that provides a basis for evaluating the actual operating environment 

relative to the assumed operating environment.



Finally, there must be an explicit acknowledgement as to when (if at all) the compensation committee will make 

discretionary adjustments (e.g., such as in the event of an unplanned acquisition/divestiture, changes in account-

ing rules, and other non-recurring events). this approach should generally avoid the need to make discretionary 

adjustments that fall outside the prescribed parameters. that said, the compensation committee should lay forth 

explicit guidelines as to when it will (or will not) consider discretionary adjustments that aren’t already addressed 

through the market-based framework. 

Illustration

In year 2, market growth far exceeds expectations and helps to drive above-target company growth. As a result, 

payouts are reduced to reflect that company performance benefited from a ‘hot’ market.

In year 4, the company meets the target goal, but because market growth was weaker than expected, the payouts 

are increased to reflect that the company delivered target performance despite some ‘headwinds’ in the market.
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Figure 1. Target growth vs. Actual  

Company and Market growth

Figure 2. Plan Payout

note: For illustrative purposes we’ve assumed a fixed target growth rate; in reality, the target growth rate will likely 

vary significantly from year to year.

We demonstrate how the market-based framework for incentive plan adjustments would work in practice through  

a case study of one of our clients.
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Key Business Context

Our study company designs and manufactures tailored 

semi-conductor products and solutions for high value-add 

applications. Customer intimacy is critical to this business 

model and leads to a higher cost structure than some of the 

company’s competitors that provide more generic semi-

conductor products and solutions. The semi-conductor 

industry is highly cyclical and is characterized by the need for 

constant innovation as many products have only a very short 

life cycle.

The Challenge

The cyclical and unpredictable nature of the semi-conductor 

industry creates challenges with fixed, budget-based annual 

goals for revenue growth and/or profitability. When markets 

are unexpectedly robust, achieving the original goals may not 

warrant as large of a payout; when markets are unexpectedly 

weak, achieving the original goals may warrant a larger payout.

Further, the high level of fixed costs associated with the 

business make profitability and margin performance highly 

sensitive to revenue performance (compounding the potential 

effect of volatility in top-line performance).

The Objective

To address this challenge, the company sought to develop 

a mechanism for modifying annual incentive targets and 

resulting plan payouts based on an “after-the-fact” assessment 

of the actual market conditions during the year. A market-

based adjustment of this sort would allow the company to 

better reflect the degree to which actual results were driven by 

a particularly robust or weak operating environment and so 

would relieve some of the uncertainty in establishing fixed, 

budget-based goals for the annual incentive plan.

The Solution

At the beginning of each year, the company would establish 

bottom-line profitability targets to serve as a baseline for 

awarding annual incentive plan payouts. However, at the 

end of the year those targets and resulting payouts could be 

adjusted to reflect the market conditions in which the results 

were achieved. 

This “after-the-fact” assessment of market conditions would 

be based on the actual growth of the semi-conductor industry 

relative to industry expectations in place at the time the 

budget and goals were established at the beginning of the year. 

If the market proved to be stronger than initial expectations, 

then awards for a given level of profit achievement would be 

reduced. If the market was weaker, then awards for a given 

level of profit achievement would be increased. Any such 

adjustment would be calibrated to dampen the volatility of 

incentive plan payouts, both upwards and downwards, but 

not to totally insulate participants from absolute profit results. 

For this particular company we determined to use an equal 

weighting of the absolute profit results and the profit results 

implied by the assumed market growth rate.

It is important to note that this adjustment process is not 

intended to represent a measure of relative outperformance 

or underperformance, but rather is a recognition that 

management’s response to any given market environment is, 

in it of itself, an element of performance that can be measured. 

The underlying profitability targets are still primary, but the 

relationship between target  achievement and payout is 

adjusted based on the observed market conditions.

Rather than using a specific peer group, the assessment of 

market conditions would be determined using third-party data 

that measures the growth of the semi-conductor industry as a 

whole. In this sense, it is not important that the broad market 

be reflective of the exact mix of the company’s current product 

line. In fact, using a broader point of reference should help to 

reinforce or encourage prudent decision-making as to which 

product lines to enter and/or exit over time. 

Case study 
semi-Conductor Company



Figure 3. Illustrative Adjustment schedule  

Plan Payout as Percentage of Target

Actual Profit
vs. Budgeted

Target

Market revenue Growth

-10% to -5.1% -5% to -0.1%
Expected: 

0% to +4% +4.1% to +9% +9.1% to +14%

170% 200% 200% 200% 200% 200%

160% 200% 200% 200% 200% 167%

150% 200% 200% 200% 200% 133%

140% 200% 200% 200% 167% 100%

130% 200% 200% 200% 133% 67%

120% 200% 200% 167% 100% 33%

110% 200% 200% 133% 67% 0%

100% 200% 167% 100% 33% 0%

90% 200% 133% 67% 0% 0%

80% 167% 100% 33% 0% 0%

70% 133% 67% 0% 0% 0%

60% 100% 33% 0% 0% 0%

50% 67% 0% 0% 0% 0%

40% 33% 0% 0% 0% 0%

30% 0% 0% 0% 0% 0%

Schedule calibrated based on: (i) a 50% weighting of projected profitability at the midpoint of each revenue growth 
range and (ii) a 50% weighting of the initial budgeted profitability goal.
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That said, because there is no precise gauge for a market  

that is directly correlated to the company, the adjustment 

schedule would be based on a limited number of discrete 

ranges for which actual industry growth varied from the 

original expectations. As previously mentioned, the schedule  

is also calibrated so as to dampen the volatility of incentive 

plan payouts, both upwards and downwards, but not to 

totally insulate participants from absolute profit results.  

An illustrative example is provided below.

Critical to this process is the availability of reliable and timely 

data from an independent source – not only must the data be 

recognizable and respected by participants, the compensation 

committee and shareholders alike, but the data itself must 

be made available shortly after the year-end so as to allow 

for incentive plan payouts to be made within two and a half 

months of the fiscal year end. 
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In Summary

the above approach can be used to improve goal-setting processes in highly cyclical or uncertain markets without 

the need for significant “after-the-fact” discretion that tends to decrease line of sight for participants. Key advantages 

include that that approach allows companies to:

•  link budget-driven targets  to the relevant market context and to inform actual performance results with actual 

market conditions—relieves some pressure to ‘get it right’ with up-front goal setting

• Eliminate the need for “blanket” discretion by incorporating a market-based framework for plan adjustments

• Avoid the need to establish a specific performance peer group by using industry-level data

the primary disadvantage is that this approach requires the availability of high-quality and timely market/industry 

data to help quantify the degree to which the company’s performance lagged or outpaced comparators. 

this framework is most effectively employed in cyclical industries and/or those industries in which a limited number 

of uncontrollable, yet identifiable factors may drive financial results (particularly when such factors are not readily 

or cost-effectively hedged). Further still, this framework is most applicable for companies within the above-stated 

industries that have a more singular business focus and are in a more mature stage of their life-cycle. companies 

with highly diversified business lines may find the process of applying this framework for each business overly bur-

densome and companies that are in transition may find that the framework lacks the broader discretion needed to 

reflect and consider both strategic and financial objectives. Also, this framework requires a sufficiently sophisticated 

planning/finance function that is able model the range of planning scenarios needed to calibrate the adjustments. 
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