
70  NACD Directorship  September/October 2013   

 Director Advisory

Don’t Put Equity Grants on Autopilot
By Aalap H. Shah
Imagine if businesses operated in a world 
where directors, in concert with execu-
tives, were free to emphasize certain 
compensation elements over others to 
better reflect the company’s unique busi-
ness strategy and objectives. Where “best 
practices” was defined as what’s best for 
the company and its shareholders, not 
just what’s prevalent.

Unfortunately, that description fits 
too little of executive compensation de-
cision making today. Instead, compa-
nies feel intense pressure to standardize 
programs, regardless of size, industry, or 
business cycle. In particular, the use of 
annual long-term incentive (LTI) equi-
ty awards is assumed to best align share-
holder and executive interests. In the 
face of an already significant level of ex-
ecutive ownership, however, continued 
annual grants may offer a diminishing 
link to shareholder value.

Peer pressure: Your kids face it, and so 
do you. Companies began shifting from 
annual cash compensation to more long-
term equity awards in the mid-1990s to 
encourage executives to think more as 
“owners.” Simultaneously, many compa-
nies shifted their focus from sustaining 
long-term performance and aligning with 
business strategy to conforming to market 
practices or proxy advisory formulas. The 
resulting pay programs often used shares 
inefficiently and failed to either drive per-
formance or create shareholder value. 

Illusion of alignment: Don’t take your 
eyes off the ball. Developing a compen-
sation program that productively drives 
shareholder value can feel like trying to 
find the colored ball under the moving 
shells: the company thinks it is tracking 

the ball (value creation), but when the 
chosen shell (annual LTI grants) is lifted, 
the link to value is missing. For instance, 
in a study of the largest 200 companies 
within the Fortune 500 (Top 200), com-
panies with less than 50 percent of their 
annual CEO compensation tied to LTI 
delivered better three-year total share-
holder return performance (23 percent 
vs. 17 percent), undermining the notion 
that greater levels of equity lead to perfor-
mance. Yet many companies continue, as 
if by default, to annually deliver the bulk 
of executive pay in equity awards.

Furthermore, our Top 200 study also 
found that median annual LTI awards to 
CEOs were just 5 percent of their exist-
ing equity holdings, thus compromising 
the performance linkage ascribed to an-
nual grants. This should lead companies 
to question whether those shares might 
be more effectively used for employees 
with less accumulated value. 

Disproportionate holdings of accumu-
lated vested equity also may motivate exec-
utives to act more conservatively to protect 
their existing wealth; conversely, a manag-
er with less equity wealth might “swing for 
the fences” to maximize his or her upside, 
potentially creating greater risk to investors. 
Ideally, a tailored LTI strategy balances the 
company’s needs with the executive’s de-
sire to be appropriately compensated.

Equity overkill: Kicking the equity 
habit. A key to more efficient equity use 
is determining whether existing hold-
ings put continued grants into question, 
considering: 

■■ The proportion of an executive’s to-
tal holdings already in company stock 
(i.e., wealth portfolio diversification) 

■■ Dilution and share usage
■■ The value of total equity holdings 

and annual grants relative to the execu-
tive’s total pay

■■ Whether executives are selling or 
being pressured by investment advisors 
to sell shares, which can undermine eq-
uity’s long-term value

Approaches to dealing with an over-
reliance on equity include:

■■ Viewing pay more holistically in 
terms of both annual compensation and 
aggregate wealth tied to the company

■■ Having frank conversations with se-
nior executives about diversification

■■ Making periodic awards to exec-
utives who fall short of share-owner-
ship requirements, or encouraging ex-
ecutives to sell once requirements are 
achieved 

■■ Implementing a limit on total equi-
ty holdings to balance threshold owner-
ship or holding requirements

■■ Replacing all or part of equity pro-
grams with a long-term cash program 

■■ Communicating changes clearly 
and prominently in the proxy statement

Cookie cutter: Leave it in the kitchen. 
Equity will always be a key option for 
companies looking to drive their perfor-
mance priorities, but programs and prac-
tices require regular review. Recognizing 
the evolving needs of the organization 
helps ensure effective and efficient out-
comes for all parties, including execu-
tives and shareholders.
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