
Understanding 
levers can 

prevent poorly 
designed 
incentive 

programs.

By David Bixby and Wes Hart, Pearl Meyer & Partners

Balancing risk and reward is a delicate operation that lies 
at the heart of executive compensation program design 

and allows organizations to align pay with their business 
situation. Overly aggressive incentive compensation programs 
can encourage excessively aggressive management decisions 
that are detrimental to the organization. Putting too little 
pay at risk, or not providing enough performance leverage, 
can lead to a pay-for-pulse culture in which incentive 
compensation becomes an entitlement. At either extreme, 
retaining the talent needed to drive an organization’s long-
term success becomes far more difficult. Compounding the 
difficulty of this balancing exercise is increasing external 
pressure on companies to conform to a pre-approved list 
of incentive pay practices driven by peer group prevalence 
and proxy adviser guidelines.
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Getting the balance right requires 
an understanding of the design levers 
available and a willingness to apply 
those levers in a manner that makes 
sense for a company’s unique situation.

Defining Risk
Business risks come in a variety of 
forms, including strategic, financial, 
operational, compliance-related and 
reputational. Compensation risk, or 
the risk that compensation program 
design will encourage excessive risk 
taking that may lead to problems 
in any of these areas, has become 
an area of significant concern for 
compensation committees since the 
2008 financial crisis. There are some 
helpful best practices governance 
controls that can be put in place to 
mitigate these concerns; these are 
discussed later. However, the focus 
of this article is on how to use levers 
to fine-tune the balance between:
 ❙ Pay at risk — risk on the part of 
the employee that an incentive 
award may or may not be earned

 ❙ Retention risk — risk on the 
part of the organization that key 
talent might walk out the door

 ❙ Performance risk — the risk for 
the company (and shareholders) 
that the potential reward earned 
may not be appropriate in light 
of the performance achieved.
By using available plan levers to 

ensure that these considerations are 
properly balanced, most organiza-
tions should find that in the process 
they have also addressed concerns 
of excessive compensation-related 

risk taking that may be detrimental 
to the company.

Know the Incentive 
Design Levers
One of the first decisions to be 
made is determining what portion 
of pay should be provided as base 
salary, and how much should be 
variable, based on short- and long-
term incentive (LTI) opportunities. 
While the fixed component is a 
key consideration for attracting and 
retaining talent, where things really 
get interesting is in assembling the 
nuts and bolts of variable pay compo-
nents. It is through properly designed 
incentive compensation programs that 

companies really have an opportu-
nity to play risk and reward against 
each other to move the performance 
needle and help drive creation of 
shareholder value. All while ensuring 
retention and motivation of the 
right executive talent.
As they piece together the nuts and 

bolts of plan designs, companies 
typically have a number of incen-
tive design levers available in their 
compensation toolbox to help fine-
tune the balance of risk and reward. 
(See Figure 1.)

For example, many public compa-
nies have shifted to a portfolio 
approach of using multiple award 
vehicles, recognizing the benefit of 

Figure 1 | Incentive Compensation Levers

Incentive Compensation Lever Typical Tradeoffs or Considerations

SHORT-TERM AND LONG-TERM INCENTIVE LEVERS

Mix of performance measures Financial or operational goals vs. strategic milestones 

Performance standard Relative vs. absolute

Difficulty Difficulty of achieving target performance

Incentive 
plan slope

Performance range Symmetry and width around target

Payout leverage Range of minimum to maximum payout

Award determination Formulaic vs. discretionary

Currency Cash vs. stock

LONG-TERM INCENTIVE LEVERS

Vehicle Performance-based, time-vested shares, or stock options

Performance period Intermediate vs. long-term

Vesting Ratable vs. cliff and over what period

It is through properly designed incentive compensation 
programs that companies really have an opportunity to  
play risk and reward against each other ...
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being able to balance the relative 
risk/reward characteristics of each to 
create a more effective program:
 ❙ Time-vested restricted stock 
provides a low-risk alternative 
for the participant, who is almost 
certain to realize some value 
from the award by remaining 
employed. Consequently, this 
award type also protects the 
company against retention risk, but 
it also has no performance-based 
leverage and comes with little 
variation in realized rewards.

 ❙ Time-vested stock options are 
more risky awards that require 
positive stock price performance 
after the date of grant for any 
value to be realized. They also 
must often be held well beyond a 
typical three-year vesting period 
for the recipient to realize their 
full grant-date value. However, the 
potentially significant gains over 
a typical 10-year term can provide 
meaningful reward opportunities 
for the recipient and may actu-
ally enforce a longer-term focus.

 ❙ Performance awards, given the 
typical three-year window within 
which awards must be earned, 
can be the most risky of the three 
vehicles. However, the risk can be 
balanced by a significant potential 
upside opportunity (particularly 
when settled in company shares). 

Furthermore, these awards can 
enhance retention and provide addi-
tional motivation by tying realization 
of value to specific performance 
goals. Management may feel it has 
more control over this than it does 
over changes in the stock price.
Of course, as shown in Figure 1, 

the vehicles used in an LTI program 
are not the only levers available. 
Within the long-term component 
alone, companies can vary perfor-
mance periods, option terms, vesting 
schedules and difficulty of achieve-
ment at various levels of plan payout 
to help ensure that their program 
is properly calibrated.

Apply Levers to 
Unique Situations
Rather than defaulting to prevalence-
based practices, companies should 
consider whether less traditional 
program features might better attract 
and motivate the talent needed to 
execute their business strategy. Let’s 
look at two hypothetical situations.

COMPANY 1
With an outdated business model and 
its stock price at historic lows, the 
company is embarking on a major 
strategic overhaul and turnaround.
 ❙ Key considerations: Critical 
employees have become flight 
risks because of the uncertainty 

of a new business model and the 
lost value in their outstanding 
equity awards. The business 
faces continued long-term uncer-
tainty unless it can achieve 
specific near-term objectives.

 ❙ Potential levers: To help maintain 
focus on specific near-term objec-
tives, HR professionals should 
emphasize strategic milestones in 
the annual incentive plan. Incor-
porate time-vested restricted stock 
for immediate retention value, and 
use internally focused performance 
measures in long-term perfor-
mance plans in place of relative 
measures. Consider using a one- or 
two-year performance period in 
the long-term performance plan 
to further emphasize importance 
of near-term results, with addi-
tional multiyear vesting after the 
performance period is complete to 
add longer-term retention value.

COMPANY 2
Increased regulation, a sluggish 
economy and emerging new tech-
nologies all point to a radically 
different industry landscape and 
raise concerns about the company’s 
near-term prospects.
 ❙ Key considerations: While the short-
term outlook is challenging, the 
company’s investments in new tech-
nology have the potential to drive 

Time-vested restricted stock provides a 
low-risk alternative for the participant, 
who is almost certain to realize some value 
from the award by remaining employed.
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significant long-term growth. With 
retention less of a concern, compa-
nies should focus on providing 
near-term rewards opportunities 
that will help maintain motivation.

 ❙ Potential levers: Expand the range 
of acceptable performance and 
consider using more discretion in 
determining annual incentive plan 
payouts. If possible, shift a greater 
portion of pay into LTIs, with 
performance LTI using multiyear 
return-based performance measures 
relative to industry competitors.
Figure 2 provides some more high-

level examples.

Calibrate and Monitor 
to Maintain Balance
Incentive design levers are not 
applied in a vacuum. When one 

component of a pay program is 
adjusted, it can have implications for 
other pieces of the pie and can take 
things out of balance if adjustments 
aren’t made elsewhere. As available 
tools are used, consider how plan 
design decisions will affect realizable 
pay outcomes and the company’s 
broader HR strategies.
 ❙ Use competitive benchmarking 
and incentive slope calibration 
to keep the risk/reward profile 
consistent with the company’s 
stated compensation philosophy. 
After the desired mix and design 
levers are established, double check 
that award opportunities at levels 
of performance are aligned with 
the company’s pay philosophy. For 
example, targeting opportunities 
higher than market median may 

result in above-market rewards 
for below-market performance or 
vice versa. This can be done if the 
difficulty of achieving a goal is 
properly calibrated with the magni-
tude of the reward opportunity.

 ❙ Maintain consistency. While 
balancing risk and reward just right, 
maintain a clear and consistent 
message. Making major program 
changes each year can confuse 
participants about the company’s 
performance priorities and render 
a program design efforts pointless. 
Only some levers may warrant 
review and adjustment on an annual 
basis, while the rest can be looked 
at every three to five years.

 ❙ Monitor outcomes to ensure that 
retention isn’t affected. A poorly 
designed incentive program may 

... targeting opportunities higher than market 
median may result in above-market rewards 

for below-market performance or vice versa.

Figure 2 | Applying Design Levers to Your Business Situation

Business 
Situation

Business Strategy Human Capital Priorities
Potential Compensation Levers

SHORT-TERM LONG-TERM

Early Stage 
 ❙ Product development

 ❙ Reinvest limited cash

 ❙ Innovative team

 ❙ Recruitment

 ❙ Modest opportunities

 ❙ Strategic milestones
 ❙ Stock options

Steady Growth
 ❙ Execute growth plan

 ❙ Efficient use of capital

 ❙ Steady team

 ❙ Recruit to match 
growth

 ❙ Largely formulaic

 ❙ Challenging financial goals

 ❙ Balanced portfolio of 
time-based shares and 
performance-based awards

Mature Industry
 ❙ Gain market share

 ❙ Maximize efficiency

 ❙ Stable team

 ❙ Internal succession

 ❙ Narrow formulaic goals

 ❙ Operational and financial 
measures

 ❙ Balanced portfolio

 ❙ Emphasis on retention

Global Expansion
 ❙ Mergers and acquisitions

 ❙ Dominant market share

 ❙ Nimble team

 ❙ Mergers and 
acquisitions savvy

 ❙ Greater discretion

 ❙ Separate measures for existing 
and new operations

 ❙ Balanced portfolio

 ❙ Emphasis on performance
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result in minimal or zero payouts 
over time in spite of positive perfor-
mance outcomes, hurting retention 
and undermining the succession-
planning process. Companies 
should carefully monitor award 
outcomes, as well as executives’ 
realizable pay and wealth accumula-
tion using tools like tally sheets.

 ❙ Mitigate compensation-related 
risks with good governance. 
Well-designed program features, 
such as ownership guidelines, 
clawbacks, hedging prohibitions 
and post-termination/change-
in-control vesting restrictions, 
can help reinforce the align-
ment of incentive programs 
with shareholders’ interest.

Conclusion
Achieving the appropriate balance 
of risk and reward in executive 
compensation can be difficult. 

However, companies have potentially 
powerful tools at their disposal in 
the form of incentive plan design 
levers, as long as they understand 
the potential tradeoffs and what 
they mean for their unique situ-
ations. Competitive market data, 
input from key shareholders and 
new concepts around executive 
compensation best practices are all 
important considerations in incentive 
design decision making.

However, too often efforts to 
better balance risk and reward are 
being driven primarily by prevailing 
peer practices or proxy reviewer 
guidelines. Companies and their 
advisers must step back and decide 
how to best address changes in the 
specific business and industry, as 
well as the overall economy. They 
need to then carefully consider 
the correct incentive compensation 
mix and choice of instruments, and 

apply the available incentive design 
levers accordingly. 
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resources plus

For more information, books and 
education related to this topic, log 
on to www.worldatwork.org and 
use any or all of these keywords:

❙❙ Incentive plans

❙❙ Risk + rewards

❙❙ Incentive compensation.


