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Customizing Incentive Goals and Payouts to Specific 
Business Needs 

 

Imperatives for Building and Maintaining Great Management Teams that 
Will Drive Long-Term Success 

 
By David N. Swinford 

 
Compensation Committees have been preoccupied in recent years with major upheavals in the 
pay environment, from the financial meltdown to the advent of Say on Pay and the accompanying 
influence of proxy advisory firms’ follow-the-dots program standards. With the likelihood of a more 
stable economy and reduced regulatory activity in 2014, however, Directors have the opportunity 
to address two critical – but often neglected – imperatives for building and maintaining great 
management teams that will drive long-term success. 

 
Measure and Reward Performance that Drives Business Plan Achievement  
Earnings per share (EPS) has long been arguably the most common performance measure in 
annual incentive plans, yet EPS says little about what drives earnings at a particular company. In 
reality, nearly every business has an overlooked aspect of performance that is vital to its overall 
ability to be more competitive or more highly valued. 
 
Companies can engage those hidden drivers by doing an analysis to identify and then to put 
incentive weight on the performance measures that are shown to have the greatest impact on 
long-term value creation. Less commonly used metrics, such as earnings growth, cash 
management, product differentiation, new product lines, market extensions, or diversification, are 
well suited to use in annual plans because incremental improvement can be targeted and 
rewarded. 
 
Next, give management a concrete incentive to refocus their efforts on these newly identified 
metrics – don’t simply talk about how important they are. We had a client that used net income as 
its key annual measure and was criticized by analysts for lagging cash flows. Repeatedly 
discussing the issue with management had little effect. Within two years of adding a heavily 
weighted cash flow incentive, however, the company’s stock rating had been raised and its 
price/earnings ratio was transformed from industry laggard to leader. One caveat: when 
assessing performance beyond EPS, be sure to include a balanced set of measures; a focus on 
revenue growth at the cost of earnings, for example, can be a ticket to bankruptcy. 

 
Time Performance Expectations and Reward Payouts to Your Actual Business Cycle 
Despite the steady decline of defined benefit retirement plans over the past two decades, few 
companies have opted to deviate from the standard competitive pay program norms of annual 
cash incentives, three-year-long time-based or performance-based equity awards, and/or ten-
year stock option grants with three-year vesting. That has left two major long-term retention 
incentives remaining in the corporate arsenal: the potential for career growth and intrinsic, non-
financial rewards. 
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An additional issue in the timing of incentive designs is that both the business cycle and the 
payoff for key investors in many industries are longer than the standard three-year performance 
period. Companies in those industries often address their executive retention needs by granting 
progressively larger three-year “long-term” opportunities, which keeps some of executives’ money 
on the table. 
 
A more effective approach is to consider if your particular business or investment cycle warrants 
setting a longer performance period, or lengthier vesting, than standard industry practice for a 
portion of equity grants. (Relative total shareholder return often makes sense in these instances.) 
Setting these longer-term goals can be difficult, but necessary. Committees will be stuck with 
short-term behaviors and short-term thinking as long as they reward only short-term performance. 
Stock ownership guidelines can discourage “short-termism,” but only temporarily unless the value 
of the executive’s equity holdings is a significant multiple of current compensation. 
 
In sum, determining an effective executive compensation strategy was a major challenge long 
before Say on Pay increased pressure on Committees to adopt “safe” practices. But it has 
become more critical than ever that Committees keep in mind the overriding need to tailor plan 
designs to their companies’ specific needs. 
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