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Board compensation committees today are required to take a much more active role in 
managing executive pay. If you are a compensation committee member, you have seen the 
trend .rsthand. At every meeting, you are being called on to be more of a partner in the 
development and implementation of executive compensation programs.  is means that 
you play a key role in leveraging the compensation programs to communicate business pri-
orities, reinforce strategic actions, and reward results that re/ect competitive advantage.
 is job has become more challenging in light of ongoing business forces, such as glo-

balization, rapid industry change, and falling barriers to entry in your markets. Globaliza-
tion has increased the number of competitors competing not only for your business but 
also for your talent. Change has accelerated in scope and scale as data and the ability to 
process them lead to frequent disruptive technologies. Industry convergence has led former 
collaborators—Apple and Google, for example—to become .erce competitors. Barriers to 
entry have fallen as companies that are /ush with capital buy sophisticated technology to 
leap competitive hurdles.  ese forces in/uence a company’s strategic choices, key success 
factors, and goals. 

Adding to the challenge, the compensation committee also now has increased 
accountability for complying with a multitude of regulatory requirements and expanding 
governance expectations.  e increased expectations stem from an ever-more-diverse set 
of constituencies entering the executive compensation debate—many with distinct agen-
das.  e constituencies include proxy advisory .rms, institutional investors, large pension 
funds, activist investors, union groups, legislators, and the public. 
 ese constituencies are emboldened and empowered by today’s level of transparency 

and disclosure and the “say-on-pay” vote.  ey are using the wealth of available information 
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to scrutinize every compensation decision and hold compensation committee members’ 
feet to the .re, lobbying companies to rethink what they see as questionable compensation 
designs.  ey or the government even may bring litigation over the issues. 
 e proxy disclosure statement’s compensation discussion and analysis (CD&A) 

opens a big window on internal decision making.  e proxy compensation tables do the 
same.  e board’s complete “story line” for executive pay is now in the proxy disclosure 
statement—and it must be aligned with company performance and strategic priorities in a 
rational and defensible way, clearly explaining how the pay program will contribute to cor-
porate success. All these forces make your job as a compensation committee member big-
ger, more complex, more visible, and more crucial. 

For better or worse, the executive compensation program has become one litmus test 
for good governance, placing the compensation committee in the spotlight. Recent expe-
rience shows that committees will be well served to partner with management to ensure 
that the executive pay program drives strategic execution and, in turn, supports the com-
pany in achieving competitive advantage. To do this, three related compensation commit-
tee responsibilities deserve utmost attention:

1. Maintaining the pay program’s foundations. For this task, focus on establishing a 
sound pay philosophy and testing the pay program design to be sure that it sup-
ports the philosophy.

2. Aligning the pay program with strategy. Ensure that the pay program re/ects the 
company’s business situation, model, and strategy in compensation design. Also 
spend concerted e0ort reviewing and approving measures that gauge perfor-
mance, as well as goals for increasing shareholder value and executing and sus-
taining strategy. 

3. Establishing the processes and structures for pay program execution. Con.rm that the 
right processes are in place to run the program. Also clarify decision rights and 
accountabilities, stand ready to correct program breakdowns, and continually 
update yourself on trends, legislation, regulatory actions, and other issues.

Maintaining the Pay Program’s Foundations

Traditionally, the compensation committee has been responsible for oversight of the com-
pensation and bene.ts programs for all senior executives and directors of a company. As 
a committee member, you have authority to establish and interpret the terms of the com-
pany’s executive salary and incentive plans, bene.ts and perquisites programs and policies, 
and other key terms of employment such as contracts and severance policies. You also have 
the responsibility to ensure regulatory compliance.

Most critical in setting up and maintaining the integrity of a compensation program 
are two accountabilities: (1) establishing a pay philosophy that becomes the underpinning 
for the executive compensation program and (2) periodically testing the program’s e0ec-
tiveness in linking pay to performance and attracting and retaining top talent.  ese two 
steps can help you to both design the compensation program and keep the program rele-
vant in serving the interests of all stakeholders (Table 26.1).
 e advantage of an objective framework is that it can minimize a lot of the awkward-

ness that arises when people’s emotional reactions to compensation get ahead of the facts. 
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When sensitive issues raise hackles, you can use the philosophy and related guiding prin-
ciples to bring the discussion back to reasonable common ground. As a member of the 
compensation committee, you can then focus on the real issues: does the program operate 
as designed, delivering results expected for the company, the executives, and shareholders? 

Establishing the Pay Philosophy 

 e pay philosophy should express the company’s beliefs about compensation. It also 
should explain how rewards would support the vision, mission, business strategy, and .nan-
cial priorities of the company. To develop the philosophy, .rst de.ne guiding principles for 
establishing compensation programs, including how prominent compensation should be 
in driving executive actions and decisions, where the emphasis in the pay program should 
be placed, the types of metrics to consider, and how goals will be set. 
 e guiding principles, in turn, can serve as a yardstick for later evaluation.  ey also 

can provide a framework for plan administration and future design. Avoid principles that 
amount to lofty statements that do not provide adequate direction. Instead, pay attention 
to design elements crucial to the company’s e0orts to drive strategy and the company’s tal-
ent needs (Table 26.2). Beware a pay philosophy that sounds all the right notes but ulti-
mately rings hollow. Shareholders want more than promises in the CD&A disclosure in 
the proxy.  ey want proof that the program advances company priorities and drives results. 

As a part of the development of pay philosophy, be sure to ask senior managers to help 
you to understand how the company’s philosophy, program design, and pay levels evolved. 
An historical pay audit, breaking out pay components, can show what factors in/uenced 
changes in pay over time and how the design has evolved to attract, motivate, and retain 
key executives. Figure 26.1 shows an actual example of one company over a 10-year period. 
Note how pay mix and stock-ownership practices held steady, but performance measures 
and standards changed. 

Compensation philosophies cannot stay .xed forever.  ey need periodic tweak-
ing—and even overhauls—to drive strategy and .nancial results. Changes in the market  

Accountabilities Issues to Probe

Establish a sound pay 

philosophy that becomes the 

framework for the program 

and the basis for the CD&A 

disclosure

Does the philosophy reflect the company’s business characteristics 

and talent needs?

Does it address the key principles of compensation?

Does it support the company’s unique positioning in its market?

How does it help to attract and retain talent versus the competition?

Build and continually test 

the design to ensure that the 

design is aligned with the 

philosophy

Does the design support the philosophy and business and talent 

needs?

How is the program supporting the desired pay/performance 

relationship?

Does the program support attraction and help with retention?

Table 26.1 Key Accountabilities of the Compensation Committee
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Table 26.2 Illustrative Design Principles in an Executive Pay Philosophy 

Principle Definition

Pay prominence The visibility and impact of pay relative to other programs that influence 

behavior. Prominence is influenced by pay variability, executives’ influence over 

performance results, and the explicitness of communication about the pay/

performance relationship.

Emphasis The role of pay in influencing behavior, i.e., the primary goal of pay (attraction, 

motivation, or retention). Typically each component of the compensation 

program has its own focus.

Comparative 

framework

The companies used for pay and performance comparison. This involves 

establishing a peer group of industries or organizations to compare pay 

practices and performance.

Pay positioning Targeting pay levels relative to companies in the comparative framework  

for different levels of performance (e.g., fiftieth percentile vs. the fortieth or 

sixtieth percentile.

Pay mix Addresses the proportion of fixed and variable compensation components, 

e.g., what percentage of pay will be delivered in salary vs. incentives? What 

percentage will be based on annual vs.  long-term results? What is the optimal 

equity proportion?

Business unit 

differentiation

The extent to which designs and pay levels might vary based on differences in 

business unit characteristics.

External/internal 

balance

The relative influence placed on external market competitiveness in 

determining pay levels vs. internal factors, such as the strategic importance of 

jobs to the company.

Performance 

measurement

The measures, standards, and time frames for evaluating performance. Some 

companies also define the process and criteria for CEO evaluation, and the 

desired nature and scope of communication.

Stock ownership Expected guidelines for holding company stock.

(e.g., customer preferences and competitor actions) may require a new strategy and new 
business imperatives and demand di0erent talent. To keep up to date, you should review 
the philosophy each year and expect to make adjustments every few years as strategy 
evolves. Always consider your company’s unique business and talent requirements and how 
they should in/uence program design. 

In one consumer durables company, the global .nancial crisis forced executives to face 
the equivalent of a turnaround situation.  e company sought to aggressively restructure 
to operate pro.tably in a world with tougher legacy markets, growth in China and other 
emerging markets, and the imperative to operate with a leaner product line.  is required 
repairing the balance sheet, .nancing new-product development, and working better as 
a team globally. To match these strategic imperatives, the compensation committee pur-
sued a philosophy to emphasize pay for team play, higher quality, and developing global 
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products that also responded to local tastes.  e metrics for executives included global 
pro.t and cash /ow but also cost, market share, and quality performance. Even at the busi-
ness-unit level, executives earned incentive pay for meeting global team objectives.

Table 26.3 illustrates the characteristics that committees should consider in devel-
oping a pay philosophy or assessing the .t of an existing philosophy to the company. Too 
often compensation programs mirror popular designs or practices of competitors. Such 
programs may not contribute to better performance; in fact, they can motivate behaviors 
that hurt results. 

Compensation

Philosophy

Element

Plan Year

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

Pay Mix Incentives represent a signi�cant portion (50% or more) of the total pay opportunity for

top executives; actual mix #uctuates from year to year with performance; total pay

opportunity cannot exceed utility industry median if incentive targets are not hit.

Performance

Measures and

Standards

Focus primarily on measurable results.

Balance of company, team, and individual performance measures

Generally, goals set to require maintenance of or improvement over prior year’s results

Base Salary: Individual performance rating based

on role contributions (salary increase matrix

anchored by competitive merit budget increase)

AIP: Both operational and �nancial measures AIP: Increased emphasis on

EBIT and EPS, to better align

measures with the measures

used in other competitive

industries and further enhance

the linkage between executive

and shareholder interests

AIP: Cash #ow for

top two executives;

return to operational

measures for all

others because their

primary focus is

excellent operation of

the utility

LTI: ROE relative to RRA companies through 1998;

relative ROE and TRS starting in 1999, to enhance

the linkage between executive and shareholder

interests

LTI: Absolute TRS (stock

options); relative TRS (2003

long-term cash incentive)

LTI: relative TRS vs.

S&P utilities

Ownership LTI programs intended to build ownership over time and historically have done so

Figure 26.1 Evolution of compensation philosophy principles.

Key business imperatives Current performance and prospects for future performance

Strategy and anticipated shifts in strategy

Business stage and growth 

Business unit autonomy

Market factors Total return to shareholders (TRS) allocation strategy 

(share price appreciation vs. dividend)

Level of stock volatility

Influence of macroeconomic factors

Sector cyclicality

Table 26.3 Business and Talent Needs In�uence Pay Philosophy
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Among the business issues that can in/uence program design are the business cycle 
and industry cyclicality and volatility. A company’s stage in the business cycle, for example, 
can in/uence the degree of leverage suitable for the program. A startup company would be 
more likely to rely on a highly leveraged option program to provide the most signi.cant 
portion of compensation; in contrast, a mature company would tend to rely on a perfor-
mance-vested restricted stock program to align with key business priorities and reinforce 
sustained shareholder value creation.  e cyclicality or volatility of the business sector can 
suggest the need for indexing or other mechanisms to control for factors beyond the in/u-
ence of executives. One company in the highly volatile semiconductor industry indexed its 
earning goals to the rate of growth of the overall semiconductor market.
 e company’s emphasis on stock-price appreciation and dividends will help to deter-

mine the focus for equity vehicles, that is, stock-price appreciation alone or the inclusion 
of dividends too. Talent requirements can dictate the type of vehicle as well as vesting pro-
visions: if retention is critical, you may want to go with full-value shares that vest over an 
extended period. Alternatively, you could structure the awards to vest with performance, for 
example, vesting when executives hit revenue or earnings targets. 

Once crafted, the pay philosophy becomes your blueprint for designing the compensa-
tion program. Consider the case of a mature average-performing business whose margins 
had been eroding while battling for ever-declining market share. Executives decided to 
pursue a strategy aimed at more sharply di0erentiating their products through innovation 
and new supporting services. As a .rst step, the board approved more entrepreneurial com-
pensation vehicles, raising the proportion of variable pay and building in higher leverage. 
 e board also approved prescriptive metrics aligned with the new strategy, which encour-
aged new growth through di0erentiated products. Finally, they broadened the comparative 
framework to gauge performance against both industry competitors of similar maturity 
and companies with comparable growth trajectories.  e goal was to drive executive behav-
iors associated with the desired strategic shift.

Table 26.3 Business and Talent Needs In�uence Pay Philosophy (continued)

Organizational characteristics Ability to develop financial goals

Ability to develop peer groups

Planning time horizon

Role of equity and incentives generally in employee value proposition

Employee impact on stock price

Resource sharing and employee mobility

Talent needs and 

characteristics

Risk of turnover

Diversification preferences 

Need to attract or retain talent

Employee risk and reward profile

Level of employee motivation

Desire to change behaviors

26_Berger_ch26.indd   294 13/03/15   5:18 pm



 T H E  C O M P E N S A T I O N  C O M M I T T E E  A N D  E X E C U T I V E  P A Y  295

In another case, a company in turnaround needed executives to change behavior to 
improve customer responsiveness without undermining executive team unity.  e board 
approved a modi.ed pay program to focus on earnings growth, phasing in more aggressive 
goals over time. It also introduced non.nancial metrics to hit hard on improved customer 
service.  e company had annual plan rewards for target and stretch performance but also 
increased the proportion of long-term equity with extended vesting in anticipation of a 
multiyear turnaround. 

In many cases, the pay philosophy also must foster business-unit success because, in 
businesses organized around business units, this is where the battle for competitive advan-
tage is won or lost. However, you cannot ignore the importance of understanding interre-
lationships between businesses. Assume, for example, that you are the director of a highly 
decentralized company that requires strong coordination among its units. In the annual 
plan, you could stress business-unit results, using separate peer groups as performance 
benchmarks for each business unit. In the long-term incentive, you could reward people 
based 100 percent on corporate measures to encourage teamwork and collaboration. 

Test the Compensation Program

Testing the program requires qualitative and quantitative analysis of whether the pay pro-
gram re/ects the philosophy and meets objectives. If retention is the goal, you might assess 
turnover statistics or study executive commitment. If you want to bring in new talent, 
check the caliber of executive the organization has attracted. Gauge qualitative success by 
interviewing key executives and evaluating behavior and results. Gauge quantitative suc-
cess by analyzing programs retrospectively and prospectively for pay/performance correla-
tion, value sharing, and peer alignment. Here are three key tests:

1. Is executive pay well correlated with company performance and shareholder returns? 
Evaluate how much pay varies with di0erent performance scenarios. Pay and 
company performance should correlate strongly.1 Test for the correlation by com-
paring the relationship between changes in total cash compensation (TCC)2 and 
company .nancial results such as earnings and cash /ows over time. Or compare 
gains in long-term incentives (LTIs) and total direct compensation (TDC)3 over 
time with changes in total return to shareholders (TRS). 

2. Are pay and performance well aligned given company and peer performance? When 
performance has exceeded the median, has pay exceeded the median as well? 
Alignment between relative pay and relative performance is the goal. In addi-
tion, determine whether the relative positioning of pay levels for the CEO and 
the other top .ve executives corresponds to the relative performance positioning 
in the company’s peer group. 

Historical tests on actual cumulative pay and performance can identify the 
degree of alignment in the pay programs compared with peers. Total compen-
sation should be the sum of actual cumulative compensation earned during the 
period using “paper gains” for equity vehicles. If pay and performance are out of 
alignment, investigate further to .nd the cause, and consider solutions. 

Your investigation should include a calculation of realizable or realized pay, 
which provides an additional way to value pay outcomes. Realizable pay is the 
value of compensation an executive could potentially earn over a speci.c time 
period, taking into account actual performance to date. Realized pay is the amount 
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actually earned and reported on the executive’s W-2 Form. Although these met-
rics have their drawbacks, because you cannot easily compare them among com-
panies, shareholders are increasingly looking for this additional information and 
how the tally links to performance. 

3. Are executives paid a reasonable percentage of both company and shareholder gains? 
Assess whether there is a “fair sharing of the pie.” Executives should get an appro-
priate amount of the value they create. You can view sharing from three per-
spectives: (a) the percentage of total value created (i.e., earnings and shareholder 
return) that will be allocated to the top .ve executives, (b) changes to that per-
centage given time and circumstances, and (c) the value-sharing percentage at 
your company compared with others. 
 e “right” value sharing is a matter of .guring out the appropriate split 

between executives and shareholders.  e split depends on the company’s business 
circumstances, talent needs, and performance and rewards strategy. Figure 26.2 
presents a sampling of factors to consider.

Business Needs/Market Characteristics

Stage of Maturity

Cyclicality of Business

High-Sharing Rates

Stage of Maturity

Recent/Current Down Cycle

Low-Sharing Rates

Low Stage

Recent/Current Up Cycle

Supply of Talent
Talent Needs

Scarce Pool Large Pool

Turnover Signi�cant Insigni�cant

Pay Positioning Relative to Market

Performance/Rewards Strategy

Above Median (Special Talent Needs) Median or Below

Pay Program Leverage Signi�cant Pay at Risk Little Pay at Risk

Figure 26.2 Types of factors that could influence value-sharing rates.

With this framework as a guide, you can gauge whether your sharing rates 
should fall closer to the higher or lower end of the competitive range. If your rates 
are high compared with competitors, you may have several problems: poor goal 
setting, a mix of total pay biased to salary rather than variable incentives, inap-
propriate leverage in incentive plans, the use of equity vehicles that vary less with 
performance, unjusti.ed pay positioning versus the market, or incentive plans 
relying on the wrong performance measures.

Aligning the Pay Program with Strategy

If pay is to contribute to driving strategy and competitive advantage, you should aim to 
leverage the program in three ways: to communicate priorities and reinforce strategy exe-
cution, to help attract and retain the top talent needed to create and execute the strat-
egy, and to reward executives for developing skills and capabilities needed for executing 
the strategy.  ese three tasks often will follow naturally from the board’s discussion of 
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strategy and the measures of success that emerge from the .nancial and long-range plan-
ning processes.

If the strategy is to gain advantage through operational excellence, for example, you 
can structure the pay program to reward executives not just for pro.ts but also for driv-
ing up a key operational metric such as quality.  is added measure clearly communicates 
your strategic priorities. As a way to attract and retain executives, you can pay at the high 
end of the market for talent with the critical skills needed to execute the strategy. On top 
of that, you can compensate development-minded high-potential leaders who drive the 
operational excellence strategy with adequately di0erentiated pay, meaningful awards to 
recognize special achievements, promotions accompanied by meaningful pay increases, and 
retention awards to avoid losing the most capable people. 
 e compensation program should be carefully tailored to meet the company’s stra-

tegic goals. Beware of simply following compensation “best practices” as a means to please 
proxy advisors and institutional shareholders. An o0-the-shelf approach creates the risk of 
sending signals that .t neither your philosophy nor your strategy.  is outcome is unlikely 
to happen if the board remains immersed in company strategy and resists pressure to con-
form to general rules that might create unintended consequences. 
 e process of aligning compensation with philosophy, value creation, and the compa-

ny’s strategy can proceed in four steps: identifying key drivers of value, operational success, 
and strategy; selecting metrics that have the greatest impact on each of these; setting goals 
for the chosen metrics; and linking the goals to incentives. 

Identifying the Key Drivers of Value, Operational Success, and Strategy

Although the ultimate goal of any company is to generate total shareholder returns (TSR), 
TSR provides little guidance in creating value, achieving operational excellence, and exe-
cuting strategy. For this task, management should identify the key .nancial, strategic, and 
operational factors that contribute to TSR, starting with the highest-level drivers and 
working all the way down to the most speci.c. Again, this should be a normal outgrowth of 
.nancial planning and board strategy sessions, supplemented by discussions with analysts. 
 e top-tier measures normally include .nancial measures addressing pro.tabil-

ity, cash /ow, and returns. Under these are key supporting .nancial measures (e.g., sales 
growth, margins, working capital utilization) and non.nancial measures addressing strate-
gic and operational success. 

As part of its oversight duties and to ensure clarity and completeness of the drivers, the 
compensation committee will want to monitor management’s work on measures. A use-
ful tool for management to perform its due diligence analysis is a value tree. Figure 26.3 is 
an example of a value tree for an insurer.  e tree re/ects the company’s business model. It 
“unbundles” the key drivers of TSR, focusing .rst on the .nancial metrics that are the key 
determinants of economic value and then driving ever more deeply to the key operational 
and strategic factors needed for .nancial success.

Beyond the typical .nancial measures, you should look to see that the drivers of TSR 
cover all core aspects of the business that will have a signi.cant impact on operational 
excellence and successful strategy execution.  ese drivers normally fall into one of four 
categories: customer value/cost tradeo0s—including total customer experience and price 
relative to competitors; internal operations and processes—including productivity, process 
quality, and timeliness; technical and human capabilities—including work systems, tech-
nology, and supplier relationships; and the ability to sustain performance—including mea-
sures of such things as innovation, /exibility, and adaptability. It is important to note that 
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shareholders cast a skeptical eye on non.nancial measures.  erefore, it remains impera-
tive to create quantitative measures that cannot be criticized as soft.  e best measures are 
objective and evaluate factors with signi.cant impact on .nancial outcomes.

Premiums per Member

Medical Costs per Member
Underwriting

 per Member

Administrative

Costs per Member

Membership

Growth

(By Segment)

Pro�tability/Returns

Acquisition Costs per Member

Claim Processing Costs per Member

Underwriting Processing Costs per Member

Customer Service Costs per Member

Marketing Costs per Member

Brand Awareness/Reputation

Member Satisfaction

Provider Network Breadth/Quality

Marketing/Sales E!ectiveness

Pricing Competitiveness

Geographic Reach

Product Attractiveness/Innovation

New

Member

Retained

Member

Figure 26.3 Value tree for an insurer. 

Select Metrics That Have the Greatest Impact 

With the drivers clari.ed, management and the compensation committee will need to iso-
late the handful of drivers with the most leverage to improve performance. To ensure that 
the most critical operational and strategic drivers are chosen, take care to focus on those 
that matter most to customers and help the company outcompete competitors. If the met-
rics do neither, they are not worth the investment in measuring or tracking. If you have 
doubt about the handful of operational and strategic metrics chosen, you can use a simple 
test to verify that you have made the right selection (Figure 26.4). 

Figure 26.4 How to prioritize the choice of operational and strategic measures.

Value Driver

High priority to customer?

Yes No

Don’t focus on

Below Top Tier

Yes No

Don’t focus on

Worth investment

to improve?

Current performance

versus competitors?

Top Tier

Sustain or back

o! slightly

Invest to improve
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Regarding the metrics chosen, several points are worth highlighting. One is the neces-
sity of choosing the right metrics, especially when the appropriate ones are non.nancial 
indicators that gauge progress toward hitting softer goals, such as customer satisfaction. 
Another is choosing the right level at which to measure—company-wide, business unit, 
team, or individual—to avoid distortions of the kind su0ered by the company that de-
motivated high-performing executives. A third is choosing the right time frame—do you 
measure quarterly, annually, or longer? 

Setting Goals for Chosen Metrics

With an accurate set of value drivers and high-leverage metrics, you can set goals. To start, 
does the company have the systems in place for timely measurement of each chosen met-
ric? If not, this is an issue that needs tackling. Next, by what means should you choose 
the goals? What is the right standard, or benchmark, for comparison? Should it be a per-
centage above previous performance, against a budget, against a .xed standard, or against 
peer performance? In a race for competitive advantage, the right goal is probably one that 
ensures that you beat competitors. 

Plan to set goals for three to .ve metrics that position the company on the right tra-
jectory but also o0er realistic targets. Consider combining a top-down and bottom-up 
approach. From the top down, ask, what must the company achieve to deliver acceptable 
returns to shareholders, taking into account performance versus peers and market expecta-
tions? From the bottom up, ask, what can the company do with its current (and future) busi-
ness model, given the available improvement opportunities? Figure 26.5 o0ers an example. 
A fact-based analysis will yield achievable goals that contribute to competitive advantage. 

Top Down

11%

Earnings

Growth

Bottom Up

10.5%

Earnings

Growth

“Will Do”

Consensus

Figure 26.5 An example of reconciling top-down and bottom-up goals.

Link Measured Goals to Incentives to Drive Strategy

Measurement and goal setting are the heart of making an incentive plan that drives and 
sustains competitive advantage. Although long-term performance awards may depend 
on top-level measures such as TSR, annual incentive awards should depend on measures 
derived from value drivers. Plan to choose three to .ve metrics derived from the highest-
leverage drivers to link directly to incentives. As for the amount of incentive, executives who 
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deliver on stretch goals—or even superstretch goals—should earn two to four times their 
target award. Executives who deliver on relatively certain goals should earn less, from 0.5 to 
1.5 times target. Table 26.4 o0ers guidance. Presumably, executives will hit the superstretch 
goals only once or twice every decade but target goals six or seven years out of ten.

Degree of 

Difficulty of Goal

Anticipated 

Frequency of 

Occurrence

Payout as 

Multiple of 

Target Desired Effect

Superstretch 

achievement

1–2 out of 10 2.0x–4.0x Drive and reward extraordinary 

performance

Stretch 

achievement

3–5 out of 10 1.5x–2.0x Provide significant payout for superb 

performance

Target 6–7 out of 10 1x Provide somewhat consistent payouts with 

moderate upside

Reliable 7–8 out of 10 0.5x–1x Reliable compensation with limited upside

Near certainty 9 out of 10 0.25x–0.5x Provide reliable but rigid compensation

Table 26.4 Appropriate Payouts at Each Performance Level

How tough should the goals be? If the goals are harder than at peer companies, then 
the pay targets and upside potential should be greater. If performance targets correspond 
to the 65th percentile, for example, so should pay targets. If not, the structure of the pay 
program could frustrate those who have worked hard to excel and do not get rewards com-
mensurate with their performance.

Payouts should re/ect the volatility of results. Evaluate historical volatility, and if the 
year-to-year volatility is great, make the range from threshold to maximum broad—70 to 
130 percent of target, for example, instead of 90 to 110 percent.

Be careful not to set goals and measures that back.re as an incentive mechanism. For 
example, one company wanted to encourage teamwork among divisions, so it measured 
everything at the corporate level. One division performed so poorly that it dragged down 
everyone else, and nobody earned a full incentive payout. Executives in the better-perform-
ing units felt shortchanged.  e lesson is that you have to make sure that well-intended 
measures do not act as a disincentive to performance.
 e value of the compensation plan as an incentive system varies with the company 

and situation. When should the compensation plan play the biggest role in driving strat-
egy? In three cases: when strategy execution is suboptimal, when management initiates a 
major strategy shift, and when the CEO or senior leaders change. You and management 
can work together to ensure that compensation is right for the business and aids in lasting 
company success.

Establishing Processes and Structures for Pay Program Execution

In ful.lling your role on the compensation committee, you will want to lay the best ground-
work possible, stay on top of issues, and remain capable of carrying on a robust discussion 
with other directors and managers.  is requires taking responsibility for a number of 
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factors. Here we highlight four: clarifying expectations and accountabilities, managing an 
annual calendar of events to aid planning and decision making, correcting program break-
downs, and studying executive pay practices and trends that in/uence future action. 

Set Expectations and Accountabilities

Today’s executive compensation climate can complicate the relationship between the com-
mittee and management. Previously amicable relationships can fray when the committee 
tackles issues management once considered its own or when members feel that manage-
ment is holding back information. To avoid con/icts, nurture a committee-management 
relationship that fosters conversation and transparency. 

From the outset, both parties need to agree on what decisions must be made and how 
the decision-making process will work. One good idea is to have a candid conversation 
about expectations when a new committee chair comes on board. Another good time for 
a conversation is after the committee’s annual self-assessment, which normally spurs dis-
cussion about areas for improvement. Management may choose to have individual con-
versations with directors .rst and then aggregate themes for full committee discussion. 
Alternatively, a third party might facilitate this process. In any case, plan to discuss how 
management and the committee can best work together to ful.ll the committee’s charter. 
Focus on questions such as those listed in Table 26.5. 

Issues for Discussion

Committee charter What elements of their charter do the compensation committee 

members consider most important?

Is the charter still appropriate?

Does it require modification?

How well has the committee adhered to its charter?

Specifically, what has it done well?

Where does it need to improve?

What are the reasons for any shortfalls?

Working relationship with 

management

How can management best help the committee fulfill its charter?

To what extent has management been doing this already?

What is working well?

What areas could be improved?

How can the committee help management deliver to the committee’s 

expectations?

Briefings and skill building Do the committee members feel they are getting the right information 

in a timely manner in order to fulfill their fiduciary obligations?

Decision making How do the committee members want to be involved in the making of 

critical decisions?

Table 26.5 Setting Expectations about the Compensation Committee Charter
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Periodic discussions can lead to greater clarity on decision rights.  e relevant rights 
include accountability for speci.c actions and decisions related to compensation, bene.ts, 
and perquisites. Clarifying these rights guarantees that policies and practices are in place 
to ensure the development of management talent, e0ective corporate governance, and the 
establishment of competitive and e0ective management compensation. Table 26.6 outlines 
typical decision rights, showing governance items (e.g., director compensation, CEO com-
pensation, etc.), speci.c actions (e.g., initiate, develop, review, approve), and each party’s 
accountability.  e decision rights also should specify how often various reviews take place. 

One decision right that has gained prominence is choosing the compensation con-
sultant and “owning” the consulting relationship. Compensation consultants were once 
hired by and reported to management, but that practice has changed. Compensation com-
mittees now hire an independent consultant to support the board, typically with manage-
ment assisting in screening and credentialing. In some cases, a single consultant serves both 
management and the committee. In others, particularly when a second opinion is sought 
or when the compensation program has come under scrutiny, separate consultants work 
for each party. 

When you work with a consultant, establish rules of engagement or protocols that 
the consultant will follow in providing independent advice and counsel. Set expectations 
for operating procedures, and create an e0ective relationship that complies with corpo-
rate governance standards. Your protocols should stipulate reporting relationships and the 
responsibility for selecting an advisor, including the authority to retain, terminate, and 
approve fees. 

As part of the rules of engagement, clarify the consultant’s access to the committee 
and management. Although the committee may have hired the consultant, the work will 
require access to and collaboration with management. Be sure to identify with whom the 
consultant can engage and the purpose of the relationship. Also arrange for periodic assess-
ment of and feedback on the consultant’s e0ectiveness. A discussion of decision rights con-
ducted in this way helps to start the conversation about critical governance items, ensures 
that people are comfortable with the protocols, and establishes parameters for discussion 
and decision making. 

Establish a Calendar 

Structuring meetings appropriately, including executive sessions, will ensure that com-
mittee members’ time is well used and that critical topics are covered. Expect to follow a 
routine annual process detailed in an annual committee calendar (Figure 26.6). Consider 
setting aside one meeting to examine trends and how they a0ect the company’s business 
and talent needs. Assess at the same time how well the compensation program is meet-
ing business needs. Obtain from management full information about the impact of execu-
tive pay decisions and a periodic report card on how the program is working.  e timing of 
the meeting hinges on the company’s .scal year—Figure 26.6 shows the meeting in July–
August. In any case, schedule the meeting when you are not facing signi.cant decisions 
about payouts, plan changes, or proxy disclosure. 

Depending on the topic, the right support, including the consultant, human resources, 
and legal should be available at the meeting. Schedule executive sessions either at each 
meeting or separately for longer sessions.  is allows committee members to “ask the con-
sultant” or legal advisor about issues without management present. Make sure that the 
agenda for each meeting outlines expected outcomes. Clarify what items are up for dis-
cussion and which require decisions. Important design issues should come before the 
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Ensure policies and practices are in place to ensure development of management talent, effective corporate governance, and competitive management 

compensation.

Decision Roles

Governance Item Description Management

Compensation 

Committee Corporate Board Frequency

Director Compensation The compensation benefits 

and perquisites provided to 

directors (policy)

Initiate, develop Review, recommend Review, approve Annually

CEO Qualifications The skills and experience 

required of the CEO

Initiate, develop Review, approve Review, approve Annually (review) as needed 

(recommend, approve 

qualifications)

CEO Compensation 

and Performance 

Evaluation

The compensation, benefits, 

and perquisites provided to the 

CEO; performance standards 

and evaluation process

Provide input and 

tools

Initiate, develop, 

recommend

Review, approve Annually

CEO Succession 

Planning 

Succession process under 

various scenarios

Develop Initiate, review, recommend Review, approve Annually (review process) as 

needed (develop process)

Officer Compensation The compensation, benefits, 

and perquisites

As to compensation:  

initiate, develop as 

to . . . etc.

As to compensation, etc.: 

review, recommend

Review, approve Annually

Table 26.6 Principal Duties and Responsibilities 
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committee at least two times. A clear chart or agenda can keep the meeting on track. 
Remember to provide the right amount of information well in advance of the meeting.
 e role of the committee chair in preparing for meetings varies. In some cases, the 

chair manages the process, taking accountability for much of the prework and even deci-
sions. In other cases, the chair takes a less active role, asking for a brie.ng of issues in 
advance but deferring discussion and decisions to the whole committee.  e optimal model 
depends on the composition of the committee and people’s expertise.  e better informed 
and more knowledgeable the members, the more con.dent people feel thinking through 
the issues, and ultimately, the stronger the compensation program becomes as a driver of 
company competitive advantage. 

Are There Any Breakdowns in the Design or Execution? 

Pay programs frequently break down in driving strategy either because the metrics under-
lying them are not tracking the right results or the goals simply are not tough enough. 
Breakdowns also may come from inappropriate vehicles, leverage, or pay mix.  e biggest 
concern is that measures over time drift from their original connection to the drivers of 
TRS. In turn, they fail to represent high priorities in company strategy, and they cease to 
be appropriate targets to motivate improvement toward delivering competitive advantage. 

You need to stay alert to this drift. To do so, check again for key links between strategy, 
measures, goals, and performance. You can ask some speci.c questions to help you decide 
if you are using the right measures, if some of your program components have become out-
dated, whether goals have enough stretch, and whether you have the right mix of variable 
pay, short- to long-term pay, and di0erent long-term incentive vehicles.

Do the Measures Drive TSR? Check to be sure that the .nancial, strategic, and opera-
tional measures reinforce the short- and intermediate-term results that contribute to TSR 

Jan./Feb.

Area of Focus:

Year End and New

Year

• Bonus payouts for

  previous FY

Area of Focus:

People

• Executive team

  performance

• Shareholder

  meeting

Area of Focus:

Updates

• Mid year bonus

goal status

• Stock ownership

  update

• Executive

  compensation

  trends

• Potential plan

  changes

Area of Focus:

Prep for Next

Year

• Company bonus

  measure for new

  FY
• Executive

  compensation

  review
• Plan changes

• Proxy disclosure

• Company bonus

  measure and

  milestones for new

  FY
• Individual

  measures and

  milestones for new

  FY

• Compensation

  changes
• Annual grant
• Performance share

  certi�cation
• Shareholder topics

May July/Aug.

Illustrative

Nov./Dec.

Figure 26.6 Annual committee calendar.
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performance. You should look at both absolute TSR performance and relative performance 
in your industry. If needed, incorporate additional measures into annual incentives to create 
“line of sight” and aid people’s understanding of the plan and the goals. Additional mea-
sures can foster collaboration at operational levels. 

Do Measures Represent High Priorities? Ensure that the measures you choose have the 
greatest impact on TSR. Sensitivity analyses (i.e., percentage change in economic value, 
pro.ts, returns associated with a 1 percent change in the measure) plus the review of key 
analyst metrics and business strategies can point to better drivers. Seek measures that gauge 
progress in improving success with customers and, most important, against competitors. 

Are the Goals Appropriate? When it comes to goal setting, make sure that goals reconcile 
top-down and bottom-up perspectives. A top-down perspective re/ects the company’s 
obligations to shareholders—what a company should do to justify its continued indepen-
dence and management’s continued stewardship. A bottom-up view identi.es what the 
company is capable of doing based on the current business model. Reconciliation of the 
two, given today’s volatile environment, is one of the board’s most di1cult responsibilities. 
 e challenge is to provide a balanced approach to goals that are achievable and yet have 
stretch. 

Are Thresholds and Maximums Realistic? Set and approve thresholds and maximums by 
taking into account the company’s planning processes, the likely e0ects of macroeconomic 
and other external factors, and the toughness of the goals themselves. Also consider the 
proportion of incremental value created for the company being shared, performance ver-
sus historical results, and peer performance. Some leeway in the performance range will 
ensure that executives are neither de-motivated when they perform only moderately well 
nor rewarded for unsatisfactory results. 

With today’s detailed disclosure of performance goals in the CD&A, goal setting has 
become ever more visible. You should aim to approve measures that truly drive perfor-
mance and goals that represent tough hurdles. In so doing, shareholders will have the proof 
that the program furthers their interests. 

Keep Current on Executive Pay Issues 

In recent years, the regulatory and governance environment has evolved continuously, 
requiring compensation committees to spend considerable time staying up to date. Even 
former CEOs may not have the familiarity with current regulations, proxy advisor guide-
lines, and institutional investor requirements and their implications for compensation 
design and reporting. You should expect to learn about new trends in compensation while 
operating and assessing the current program. It is helpful to have members who collectively 
have the following skills: 

• A desire to keep current on trends and issues a0ecting executive compensation 

• An ability to learn quickly and understand the implications of governance rules 
and regulations 

• Strong .nancial and strategic acumen 

• Deep industry knowledge

• Human resources expertise—a former human resources executive who has strong 
business background is an asset
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Companies can help to some extent with the education of directors, but directors’ col-
leges and similar curricula are also useful. Annual o0site meetings that cover trends and 
issues o0er a good opportunity for committee members to get up to speed without the 
weight of decision making.  e board secretary or human resources sta0 should circulate 
relevant articles and press brie.ngs.  ey also should ensure that various advisors keep the 
committee informed of changes in executive compensation practices with implications for 
the company. 

Committee members also should ask management to brief them each year on where 
the company stands in the eyes of constituencies, such as ISS and Glass-Lewis, major 
institutional shareholders, unions, and regulators. For this and other information, commit-
tee members should consider scheduling one-on-one meetings with people from human 
resources, legal, and .nance, a0ording time to probe issues outside the formal meeting 
atmosphere. 

Summary 

Making decisions about executive pay can seem daunting. Management and outside advi-
sors play an important role in ensuring that all committee members are well equipped for 
the task. Yet committee members have an equal responsibility to build their own knowl-
edge and prepare themselves for the decisions at hand.  e best committee members create 
a strong relationship with management.  ey ensure that the pay program rests on a solid 
philosophical foundation. And they focus analyses and discussion on how well the mea-
sures, goals, and rewards address value creation, the company’s strategy and talent needs, 
and alignment of pay with performance. 

Committee members also have a responsibility to take corrective action when aspects 
of the program break down. At the same time, they need to constantly reinforce good 
relations through ongoing communication, clear expectations, and unambiguous decision 
rights. With all these responsibilities handled, compensation committees will have done 
their job in ensuring that compensation is right for the business, exhibits e0ective gover-
nance, yields sound pay/performance relationships, and aids in the company’s ability to 
produce and reproduce competitive advantage.

Notes

1. A correlation is a number between –1 and +1 that indicates the strength of a relationship 
between two variables. A +1 correlation indicates a perfect correlation (ideal for pay pro-
grams), and a –1 indicates a perfect inverse correlation.

2. Total cash compensation (TCC): base salary + annual incentives.
3. Total direct compensation (TDC): base salary + annual incentives + gain on long-term 

incentives.
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