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Many positive trends have emerged in executive compensation since the financial crisis. Tangible actions are 
being taken by boards to improve the structure of pay programs in ways that advance business strategy and 
improve stakeholder engagement.

Overall, compensation committees are moving the needle in a positive direction. They are beginning to develop 
an agenda outside the traditional purview and elevate their discussion beyond compliance. At the same time, they 
are broadening their scope and looking at a wider variety of organizational issues that are influenced or affected by 
compensation design, beyond the core decisions about salaries and incentive plans. Below we identify some specific 
areas where compensation committees can add considerable value, either through initial or increased focus.

Directional Opportunities

SAY-ON-PAY IS JUST THE STARTING POINT.  In 2014, only 60 companies in the Russell 3000 failed their say-on-pay 
vote—a fairly consistent pass/fail rate compared with the prior three years. Some might interpret these results as 
a sign that say-on-pay has not had much impact on executive compensation and related governance practices. 
Not so.  Over the past four years, say-on-pay has provided the impetus for improved communications between 
companies and shareholders. In the best instances, outreach that might begin as an explanation of pay levels 
and results has led to more fulsome discussions of the company’s business strategy and how pay programs 
support those priorities. Further, many companies have found that engaging in direct communication with their 
shareholders allows them to part ways with market-prevalent practice and still retain strong shareholder support.

SAY-ON-PAY GOES BEYOND CHECKING THE BOXES. Say-on-pay provides an example of an influencing element 
that consumes significant mindshare yet has little direct link to business priorities. It can be all too easy for 
boards to rush to execute checklists in service of regulations and best practices, when in fact these efforts rarely 
advance the company’s strategic direction. Most public companies have long since addressed “red flag” issues, 
such as tax gross-ups and post-retirement perquisites. However, we note that many of the practices now viewed 
as “egregious” were at one time commonly accepted. The standards of “reasonableness” evolve over time, and 
companies need to stay abreast of market expectations. Conformity is insufficient as a compensation strategy; 
nor is it always necessary. But companies do need to understand market practices and perceptions, and make 
conscious, informed decisions regarding which to follow and which to eschew. Ultimately, focusing on a specific 
business strategy above rote compliance allows companies to chart their own course. 

USE COMPENSATION TO DRIVE OUTCOMES. Proper compensation design—with clear alignment between the 
program and business goals—can become an effective tool to drive company performance. Committees have 
increasingly robust data and analytics available to help develop targeted compensation plans that incent the right 
behaviors and drive positive business outcomes.

●● Select performance metrics that truly drive value creation. There are a number of analytic tools (value 
trees, regression analyses, etc.) that can provide quantitative validity to management/board insights. 
Incentive measures should balance several perspectives and considerations:

 ȪShort-term versus long-term results. Both the measures themselves and the goal-setting process should 
take into account the inevitable trade-offs between maximizing short-term performance relative to 
investing in long-term growth opportunities.  
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 ȪLeading versus lagging indicators. Many of the most common incentive measures are tied to financial 
statement results. These measures are largely lagging indicators, i.e., the results of actions and 
decisions. While sometimes more challenging to define and track, appropriate leading indicators 
in the incentive plan can focus an organization on activities that will improve the quality and 
sustainability of the ultimate financial results.
 ȪOrganization-wide versus line-of-sight. While shareholders may prefer incentives that are tied to 
overall organizational results, committees and management teams need to consider the motivational 
aspects of the measures selected. Incentive plans are most effective as management tools when they 
are tied to actions, decisions, and results that are within the control of participants.  

●● Calibrate chosen metrics to meet long-term goals. The default most companies adopt is to set 
target incentive opportunities equal to budget. That budget then becomes the center of the incentive 
opportunity range, with threshold and maximum points set equidistant from the budget. Once 
established, the incentive range and payout leverage often remain static over several years. This 
approach likely serves many companies reasonably well. It certainly simplifies annual goal-setting and 
communications. However, we think companies need to periodically review the goal-setting process 
and the resulting payout curves to ensure that they accurately reflect the long-term expectations of 
stakeholders. Again, there are quantitative analyses that can add depth to a discussion of the degree of 
difficulty embedded in the current goal-setting process; they can also assess the extent to which internal 
budgets are aligned with market expectations for future growth.

●● Test results annually. A year-end review of actual incentive plan results can help to refine future 
incentive-plan design. Plans are structured at the beginning of the year on the basis of the company’s best 
estimation of the right measures and the degree of performance required to create shareholder value. 
These estimations take into consideration not only the company’s historical performance but also the 
performance of industry peers and the market as a whole. It is important to look at actual results to assess 
the degree to which those estimations were borne out and to determine what adjustments, if any, should 
be made in the future to continue to refine the pay-for-performance alignment.

Contextual Opportunities

THE ROLE OF LEADERSHIP STRATEGY AND CULTURE. As the renowned Peter Drucker once noted, “Culture eats strategy 
for breakfast.” Business history is littered with examples of seemingly valuable business strategies (from mergers 
and acquisitions to external CEO hires) that fell short of their potential due to the impact of leadership and/or 
culture. Yet boards have historically been loath to delve into the realm of organizational culture, viewing issues of 
people management to be the purview of the leadership team.

As companies and their boards come under increasing pressure to deliver results, we see those old lines of 
demarcation blurring. In fact, some compensation committees have formally signaled the expansion of their 
purview by changing their names and charters to include succession, talent development, performance management, 
etc. Without stepping on executives’ toes over day-to-day people management issues, the compensation committee 
can, and should, play an oversight role defining the interplay between leadership and culture, business strategy, and 
compensation design. Key questions committees should consider include the following: 

●● What characteristics define our organization? For example, are we an R&D company, or are we 
entrepreneurial? Are those characteristics consistent with our business strategy? 

●● Does our management team reflect our business and leadership strategies? Are our criteria for hiring, 
recognition, and promotion linked to the drivers of success? 



 National Association of Corporate Directors

●● Are our compensation plans consistent with our leadership style? For example, is the leverage in our pay 
opportunity consistent with our views on risk-taking? Is the weighting between company and individual 
metrics consistent with our decision-making?

THE COMMUNICATION IMPERATIVE. A key objective of an incentive plan is to signal to participants the priorities of 
the company. The effectiveness of that objective depends on the clarity and consistency of the communications 
message. In fact, willingness to share performance results with participants should be one of the considerations 
in measure selection.

For public companies, plan design must be disclosed to shareholders as well. As committees have begun 
to put more time and attention into increased and improved shareholder communication, it is important to 
coordinate the messages between the two constituencies. Furthermore, public companies need to consider other 
consumers of the public disclosure (e.g., competitors, customers, media, regulators, etc.). Careful consideration 
of what is communicated, and to whom, is a growing element of overall compensation design, and one that can 
have a major impact on the success of a pay program and the broader business strategy it serves.

Putting the Pieces Together

Business strategy defines the company goals, while leadership strategy shapes how those goals will be achieved. 
A successful compensation strategy must consider both. External factors, such as market prevalence and 
accepted standards of best practices, can provide important context for strategy-based design but shouldn’t drive 
compensation decisions.

Most executives and board members can articulate the unique attributes of their company’s business 
strategy and culture. That differentiation is the key to creating long-term value. In the same way, a company’s 
compensation strategy should reflect and support those unique aspects of the company’s strategy and culture. 
Too many companies design their compensation plans based on the safety of competitive practice. But following 
the pack seldom results in competitive advantage. Committees are realizing that a differentiated compensation 
strategy, linked to the company’s distinct business and leadership strategies, can become a driving force that will 
benefit shareholders through both superior value creation and corporate sustainability over the long term.

Business strategy defines a company’s goals; leadership defines how the goals 
will be achieved. A successful compensation strategy needs to reflect both.
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