PAYING FOR
‘THE RIGHT’
PERFORMANCE
A CORPORATE BOARD MEMBER/COMPENSATION ADVISORY PARTNERS STUDY

WHAT MAKES A COMPANY SUCCESSFUL?
Stock price growth? Meeting the business plan? Beating external expectations? Long-term
stability? Companies must consider success across multiple fronts, and boards of directors
play a role in defining success by working with management to set the strategic plan and
by overseeing how the company progresses toward the achievement of the plan.
Incentive plans are foundational to motivating the senior management team to achieve
the goals of a company’s strategic plan. Determining how to best measure and reward
performance against these goals is key to designing effective incentive compensation
programs that ensure proper alignment of pay outcomes with various degrees of success against the plan.
To determine how board members measure performance and incorporate it in their
company’s incentive compensation plans, Corporate Board Member and Compensation
Advisory Partners partnered to survey more than 250 public company directors. In this
report, we present our findings and share our perspective on these key issues.

KEY FINDINGS
When establishing financial objectives, profitability is the highest priority in the near
term, while top-line growth takes precedence over the long term
93 percent of directors surveyed believe that TSR has a place in long-term
performance plans
Directors are evenly divided on whether or not D&I metrics should be incorporated
into incentive plans.
When setting target performance goals, 76 percent of directors surveyed view the
company’s internal budget/strategic plan as the most important consideration
35 percent of directors surveyed believe that companies should exclude the impact
of share buybacks
64 percent believe that one-time special retention awards are important to attract
and retain talent
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SURVEY METHODOLOGY
Corporate Board Member, in partnership with Compensation Advisory Partners, conducted a survey on
executive compensation from November 2018 to January 2019. A total of 258 U.S.-based directors of
publicly traded companies completed the voluntary and anonymous online survey.

RESPONDENT DEMOGRAPHICS
Title/Role:

Tenure:

Outside director				50%

Less than two years				

Committee chair				33%

Three to five years				

Board chair					7%

Six to ten years					

Lead director					6%

More than ten years				

Executive director				5%

*Percentages may not add up due to rounding.

8%
28%
24%
40%

*Respondents were asked to select all that apply.

Committee Seats:
Market Capitalization:

Compensation					69%

22%
$300 million to $1.99 billion			
31%
$2 billion to $9.99 billion			
32%
$10 billion+					15%

Audit						57%

*Percentages may not add up due to rounding.

Innovation					3%

Less than $300 million				

Sector:
Industrials					20%

Nom/Gov					53%
Risk						13%
Ethics						3%

* Respondents were asked to select all that apply.

Financials					19%

How long have you been a director at a publicly
traded corporation in general:

Healthcare					14%

Less than two years				

Energy						10%

Three to five years				

9%
Real estate/REIT				8%
Consumer Discretionary			
8%
Materials					5%
Consumer Staples				4%
Utilities						3%
Telecommunications				1%

Six to ten years					

Information Technology			

More than ten years				
*Percentages may not add up due to rounding.

*Percentages may not add up due to rounding.
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4%
14%
21%
61%

PERFORMANCE METRIC SELECTION
INCENTIVE PLANS ARE VITAL TO DRIVING
specific behaviors, and selecting the right performance metrics to drive company strategy and
support culture is a key decision point and an
ongoing exercise in developing and maintaining
an effective executive compensation program.
Among board members surveyed in the study,
improving profitability is the highest priority in
the near-term, while over longer time horizons,
top-line growth takes the number one spot.

Which of the following financial objectives is your
top priority for the near and long terms?
Capital Returns

Cash Flow

According to Melissa Burek, partner at Compensation Advisory Partners (CAP), these findings
bear out in the metrics that companies use, in
practice, in their annual and long-term incentive
plans.

Mike Bonner, consultant at Compensation Advisory Partners, says that the reason companies use
TSR is that it explicitly links long-term incentive
plan payouts to shareholder returns and serves
as a credible way to measure multi-year performance without relying on a company’s ability to
set reasonable multi-year financial goals.
While most surveyed directors agree that TSR
should be a long-term performance metric, the
role that TSR should play in these plans is widely debated. The debate centers around the idea
that TSR is an outcome measure rather than one
that drives certain behaviors. In part, for this rea-

NEAR
TERM

37%

Top-line Growth
Capital Returns

28%

Improved
Profitability

30%
LONG
TERM

Cash Flow

10%
32%

Top-line Growth

Most prevalent annual and long-term metrics

ANNUAL FINANCIAL METRICS
Operating Income 45%
Revenue 43%
Cash Flow 34%
EPS 33%
Return Measures 14%

LONG-TERM FINANCIAL METRICS
Total Shareholder Return 58%
Return Measures 53%
EPS 29%
Revenue 23%
Cash Flow 18%
1
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23%

29%

“Our CAP 100 Company Research Report shows
that operating income is the most common annual incentive metric, followed by revenue, cash
flow and EPS, reflecting directors’ top near-term
priorities,” she says. “In long-term performance
plans, the most common financial measures are
return measures, EPS and revenue, consistent
with directors’ views for the longer-term.”
Total shareholder return (TSR), usually measured
on a relative basis, is also a common metric in
long-term performance plans. Among directors
surveyed, 93 percent believe that TSR has a
place in long-term performance plans. In practice, this is also reflected in the CAP 100 Company Research Report, which finds that 58 percent
of companies use TSR.

Improved
Profitability

11%

Source: CAP 100 Company Research
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PERFORMANCE METRIC SELECTION

son, few directors (2 percent) believe that TSR
should be the sole metric in a long-term performance plan. Most directors surveyed believe that
it should be weighted between 25 percent and
75 percent.
In CAP’s experience, companies typically try to
strike a balance by pairing relative TSR with a financial metric. “We’ve found that among companies that use TSR in their long-term performance
plans, 89 percent use it in conjunction with another metric, typically a return measure or EPS,”
says Burek. “Among these companies, 33 percent use relative TSR as an award modifier. The
remainder use TSR as a weighted component in
their plan. For these companies, it is most common to weight the TSR component 50 percent.”

What role should total shareholder return play
in a long-term performance plan?

2%
Be the sole measure

8%
Be a weighted measure at 75–99%

28%
Be a weighted measure at 50–74%

23%
Be a weighted measure at 25–49%

6%
EXPERT FORECAST: We see investors placing
a greater emphasis on capital returns in many
sectors, though in some, like consumer discretionary and consumer staples, growth continues
to be a primary focus. The increased attention
on capital returns may cause more companies
to adopt or more heavily weight return metrics,
particularly in long-term performance plans. We
expect that companies will concurrently continue discussions on the role that TSR should play
in these same plans. However, as long as longterm performance plans comprise at least 50
percent of the total long-term incentive opportunity at many companies, it is likely that many
companies will continue to use relative TSR.

Be a weighted measure at 10–24%

11%
Be a multiplier/modifier

15%
It’s a factor, but long-term incentive is
set qualitatively, not by formula

7%
Not used at all

We see investors focusing more on capital returns in many sectors.
“
This increased attention may cause more companies to adopt or
place more emphasis on return metrics, particularly in long-term
performance plans.
—Mike Bonner, Consultant, Compensation Advisory Partners
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NON-FINANCIAL METRICS:
SPOTLIGHT ON DIVERSITY AND INCLUSION
IN RECENT YEARS, THERE HAS BEEN A SLIGHT
increase in the number of companies incorporating
non-financial metrics into their incentive plans. In
most cases, companies weight non-financial metrics as a small portion of the total incentive (e.g., 10
percent) or use a basket of non-financial measures
as a modifier to the final payout. Relevant non-financial measures vary by industry. For instance,
pharmaceutical companies commonly use pipeline
and R&D metrics, banks often use customer service
metrics and manufacturing companies use health
and safety measures.
The role that diversity and inclusion should play in
incentive plans has recently moved to the forefront
of the discussion around non-financial metrics. The
key question is a philosophical one: Should executives be rewarded for promoting a culture of diversity and inclusion or should it be an expectation
of responsibly running a company? Directors surveyed are evenly divided.
CAP Partner Melissa Burek says that, in practice,
companies are less divided; fewer than 10 percent
of them currently use formal diversity-related measures in their incentive plans. This does not suggest,
however, that directors and executives are not considering a company’s practices around diversity and
inclusion when making compensation decisions for
top executives. Companies can incorporate diversity considerations into individual or “strategic” performance assessments. After all, employees with
diverse backgrounds can provide diversity of thinking to an organization, contributing to innovation
and financial success. Similarly, leaders with diverse

Should diversity and inclusion metrics be
incorporated into the incentive plans for the
CEO and executive management team?

No
48%

Yes
52%

backgrounds can provide perspectives that may be
more reflective of the needs of customers, employees and stakeholders.

EXPERT FORECAST: There is no question that in
today’s environment shareholders expect companies to make progress on diversity and inclusion initiatives. The real question for companies is
“how”? One way is to use diversity and inclusion
metrics in incentive plans, which may help formalize objectives and hold executives accountable for
achieving them. To that end, we may see an uptick
in the use of such metrics in the near-term. However, we believe that over the long-term, building a
diverse and inclusive workplace should be standard
practice for a well-run company rather than an objective for which companies reward executives.

If a company doesn’t make progress on diversity goals
“
aligned between management and the board, management
should be changed.

—Werner Geissler, Compensation Committee Chair, Philip Morris International
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GOAL SETTING
ONE OF THE KEY CHALLENGES THAT compensation committees face is setting appropriate
incentive plan performance goals. Target goals
should be both rigorous and achievable, while
maximum goals should require true “stretch” or
top-tier performance. Companies typically set
performance goals where executives have a 70-75
percent chance of achieving target performance
and a 15 percent chance of achieving maximum
performance.
Seventy-six percent of the directors surveyed view
the company’s internal budget/strategic plan as
the most important consideration in setting target
performance goals. To a much lesser extent (5 to
10 percent), directors also consider prior-year performance, peer performance levels, guidance to
shareholders/analysts and analyst expectations.

EXPERT FORECAST: The incentive plan goal-setting process should be a joint effort between management, the compensation committee and external advisors. Compensation committees will need to
continue to spend a good deal of time working with
senior finance leadership to review and evaluate the
rigor of incentive plan goals. We find that companies are beginning to establish more robust processes around goal-setting. We believe these processes should include conducting sensitivity analyses
around results and payouts, assessing sharing ratios (i.e., the portion of value created that is shared
through compensation programs) and reviewing
historical volatility of performance metrics.

Mike Bonner says in his experience, company practice aligns with this philosophy. Most companies
use the internal financial plan as the primary basis
for setting incentive plan goals. Prior-year performance indirectly influences incentive plan goals to
the extent that it informs the business plan.

Rank the following in order of their importance (where 1 is the most important) for setting performance
goals for the CEO and management team:
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1

2

3

4

5

Internal budget/strategic plan

76%

13%

5%

2%

<1%

Guidance to shareholders/analysts

4%

15%

25%

38%

18%

Analyst expectations

3%

5%

12%

30%

54%

Peer performance levels

8%

32%

30%

16%

13%

Prior year performance

10%

35%

28%

14%

15%
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MEASURING RESULTS: GAAP VS. ADJUSTED
THE GOAL OF PERFORMANCE measurement
is to hold executives accountable for performance results that impact shareholders while
not penalizing or rewarding them for items that
are outside of their control. Companies need to
determine whether GAAP results or adjusted results best thread the needle between these objectives. Nine out of ten directors surveyed believe board members should focus on adjusted
results either in combination with GAAP results
or on their own.
When adjusting results, companies must consider the type of “appropriate” adjustments. The
directors surveyed overwhelmingly find changes in accounting rules and tax law to be acceptable adjustments.
Less than one-third of directors surveyed
viewed items such as currency fluctuations and
restructuring costs as acceptable adjustments.
Yet, in practice, companies commonly adjust financial results for these items in incentive plans.
In CAP’s 100 Company research, 47 percent of
companies adjust revenue for currency fluctuations (relevant for global companies), and 53
percent of companies that use profit metrics adjust for restructuring.
In the conversation around performance adjustments, the treatment of share buybacks has
garnered a great deal of attention as of late.
For companies that use EPS as a performance
metric, shareholders have become increasingly interested in how share buybacks impact incentive payouts. There are four common ways
that companies treat share buybacks for performance plan purposes, detailed in the chart on
the next page.
Slightly more than a third (35 percent) of directors surveyed believe that companies should exclude the impact of share buybacks. In CAP’s
field experience, however, most companies consider buybacks in the budgeting (and therefore
goal-setting) process and do not adjust for actual buybacks at the end of the performance
period, unless they are substantially higher or
lower than planned.
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When assessing a company’s financial
performance, on which of the following should
board members focus?
GAAP and
adjusted

50%

3%

9%
39%

Other
GAAP
reported financial numbers

Adjusted/core financial performance,
excluding one-time items
*Percentages may not add up to 100 due to rounding.

Which of the following items do you find acceptable
to adjust for when assessing financial performance
for incentive plan purposes?

Changes in accounting rules 81%
Changes in tax law 74%
Gains/losses on sales of business 46%
Technology breach/cybersecurity 37%
Litigation gains/losses 31%
Asset impairments 30%
Currency fluctuations 27%
Mark-to-market hedging 13%
Compensation costs 7%
Restructuring costs 6%
*Respondents were asked to select all that apply.
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MEASURING RESULTS: GAAP VS. ADJUSTED

EXPERT FORECAST: Compensation committees are responsible for questioning the
appropriateness and fairness of adjustments
at the beginning and end of the performance
period to ensure that executives’ incentive
payouts correlate with value delivered to
shareholders. Certain items, such as changes in accounting rules and tax law, will likely
continue to be widely accepted adjustments.
Others will need to be re-evaluated annually, as they relate to the company. There are
also items, such as technology/cybersecurity breaches and share buybacks, that we
believe will draw an increasing amount of
attention from shareholders and the media.
Compensation committees need to carefully evaluate the merits of adjusting for these
types of items. Further, companies should
not adjust results for a pre-determined laundry list of items each year, but, rather, reassess the rationale behind each adjustment on
an annual basis.

How should a company deal with share buybacks
in financial performance assessments?
Exclude impact of share
buybacks on performance

35%

13%

Exclude impact of share
buybacks on performance to
the extent they fall outside
a range or corridor around
planned buybacks

26%

Exclude impact
of share
buybacks on
performance to
the extent they
differed from
planned share
buybacks

26%
Include
impact
of share
buybacks on
performance

Companies should not adjust results for a pre-determined laundry
“
list of items each year, but, rather, reassess the rationale behind each
adjustment on an annual basis.

—Melissa Burek, Partner, Compensation Advisory Partners
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SPECIAL AWARDS
IN ADDITION TO FOCUSING ON appropriately rewarding executives for results, compensation committees cannot lose sight of retention of key talent
and future succession needs. The prevailing view
is that core compensation programs, if designed
properly, should provide executives with sufficient
wealth accumulation over time, which, in turn, supports executive retention. In that light, many directors believe that one-time special retention awards
have a valid purpose and place in compensation
programs, with 64 percent of them saying these
awards are important.

What are your views on one-time special
retention awards to executives?

36%

Yet, Burek says that, in practice, such awards are
not common. “Companies tend to limit the use of
one-time special retention awards to certain unique
circumstances, such as company transactions,
company transformation, or following a period of
executive turnover,” she says. “Many boards also
feel these awards are instrumental in succession
planning, so companies tend to use them very selectively in these cases and tie their vesting to periods of three or more years.”
In our survey, 85 percent of directors believe that
these awards should—at least in part—be tied to
the achievement of performance criteria. Doing so
makes them more palatable to external stakeholders, such as proxy advisory firms and institutional
investors.

EXPERT FORECAST: Compensation committees
are keenly aware of the optics of special one-time
awards, as they often trigger negative commentary from proxy advisory firms. However, their use
is a business decision, and compensation committees must evaluate the merits of these awards on
a case-by-case basis and determine whether there
is a compelling need for them after considering the
potential implications. We, therefore, expect that
companies will continue to use these awards selectively and that vesting will become increasingly
performance based, with larger awards subject to
vesting beyond three years.
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Important to attract
and retain talent

64%

Not necessary; core
program should
address any concerns

If part of the program, how should one-time
special retention awards be designed?
Combination of Timeand Performance-Based

64%
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21%

15%

Performance-Based

Time-Based

TAX REFORM AND ITS IMPACT ON EXECUTIVE
COMPENSATION DESIGN
THE PASSING OF THE TAX CUTS and Jobs Act at
the end of 2017 created waves in executive compensation, when it amended section 162(m) of the
internal revenue code to eliminate the deduction
for performance-based compensation, effectively
limiting the deductibility of senior executive compensation to $1 million per year.

In response to new tax laws, which of the following
changes has your company considered making to
your executive compensation plans?

38%
Greater use of time-vested restricted stock units

For years, companies have designed compensation
programs to be tax efficient by taking advantage
of this deduction. Some speculated that the elimination of the tax benefit would cause companies to
dramatically change pay practices.

23%
Greater use of discretion in long-term performance plan

17%

Greater use of non-financial goals and discretion in
short-term plans

Slightly more than half (53 percent) of directors
surveyed say their companies have considered
greater use of time-vested restricted stock awards
in the wake of tax reform, while 32 percent say their
companies considered the use of discretion in the
long-term performance plan. To a lesser extent, directors considered other changes, such as increasing the use of non-financial goals and discretion in
short-term plans, decreasing the use of stock options and increasing base salaries.

14%
Lesser use of stock options

8%

Increasing base salaries
*Respondents were asked to select all that apply.

EXPERT FORECAST: We see boards discussing the use of non-financial measures, discretion and timebased equity awards, as they relate to tax reform. However, thus far, we have only seen changes in executive compensation programs on the margins.
While companies will undoubtedly have more flexibility in this post-tax reform world, they should continue to operate using principles of good governance. For instance, companies that choose to incorporate
non-financial measures or increase the use of discretion will need to be prepared to include robust disclosure around the qualitative or discretionary evaluation process. Similarly, if we see an increase in the use
of time-based restricted stock, it will likely remain a small portion of the total incentive mix, considering,
among other factors, the preferences of institutional shareholders and proxy advisory firms.

A LOOK AHEAD
The current, high-visibility, say-on-pay environment
requires companies to continually demonstrate the
inextricable link between executive pay and company performance. Definitions of success will continue to evolve both internally, within companies and
externally, among investors and other stakeholders.

CONTRIBUTORS:
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Melissa Burek,
Compensation Advisory Partners

We believe compensation committees are wellequipped to respond to these evolving expectations
and will continue to meet the challenge of maintaining responsible pay programs with a strong performance orientation.

Mike Bonner,
Compensation Advisory Partners
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Melanie Nolen,
Corporate Board Member

Corporate Board Member, a division of Chief
Executive Group, has been the market leader
in board education for 20 years. The quarterly
publication provides public company board
members, CEOs, general counsel and corporate
secretaries decision-making tools to address the
wide range of corporate governance, risk oversight
and shareholder engagement issues facing their
boards. Corporate Board Member further extends
its thought leadership through online resources,
webinars, timely research, conferences and peerdriven roundtables. The company maintains the
most comprehensive database of directors and
officers of publicly traded companies
listed with NYSE, NYSE Amex and Nasdaq. Learn
more at BoardMember.com
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Compensation Advisory Partners (CAP)
is a leading independent consulting firm
specializing in executive and director
compensation and related corporate
governance matters. Our consultants have
served as independent advisors to boards
and senior management at many leading
companies in the areas of compensation
strategy and program design, promoting sound
corporate governance principles.

