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Looking at Equity Use from a Retention Perspective 
 

By David Swinford and Mike Esser 
 
As the economy improves, your best talent may be tempted to look for other opportunities, especially if 
their long-term prospects for future rewards at the company seem uncertain.  Meanwhile, the 
increasingly widespread use of performance-based equity incentives in lieu of time-vested equity, and 
the absence of retirement benefits, can exacerbate the risk of losing valued executives. 

 
The typical process for determining performance-based annual equity awards relies on a target 
multiple of salary or dollar value set to market median pay data.  But over time, or during periods of 
stock price volatility, this approach can have a counterintuitive effect: executives receive fewer shares 
in the wake of a stock price increase and more shares as prices decline.  In addition, if a company has 
financial performance issues, annual incentives or equity awards may not pay out for a multi-year 
period.  If executives feel the lack of performance is outside their control, they may feel undervalued 
and look elsewhere for recognition.   
 
These issues suggest Compensation Committees need to consider a more effective means of aligning 
equity-based pay with performance.  There are multiple alternative approaches that can be taken to 
the design and calibration of awards, including: 
 

• Switching to a more stable share-based approach in which awards represent a set number of 
shares year-over-year, or a range of shares at different stock prices. 

• Maintaining a value-based approach such that target grant values are similar for two to three 
years, so that future stock price performance determines the ultimate value delivered to the 
executive.   

• Basing annual awards on past performance, so that target pay does not get stuck at median 
regardless of performance. 

 
Directors could also consider incorporating performance – measured by stock price or another metric – 
to determine future award levels such as the number of shares to award in an upcoming grant.  For 
example, achieving only threshold EBITDA goals could result in a 25% decrease in the number of 
shares granted the following year.  This approach would eliminate the counterintuitive 
value/price/number of shares situation, as well as provide real-time alignment between targeted pay 
and performance.  Or, companies with significant performance-based equity awards might provide 
selective retention grants to high performing executives to bridge the gap to economic recovery, 
balancing the need for retention with the imperative of pay-for-performance.  Such grants could be 
conceived and presented as pay for high individual performance. 
 
In re-thinking how equity awards are made, it is also critical that Directors understand management’s 
overall equity position. All-too-often, annual award determinations are made in a vacuum, based on 
market data, legacy practices or one-size-fits-all guidelines.  Understanding the evolving pay-for-
performance relationship and the executive’s accumulated equity value can help inform the 
Committee’s determinations, enhancing both the performance and retention value of awards. 
 
Wealth creation and opportunities at different future stock prices and performance levels should be 
examined, at least for the most senior executives.  A detailed projection of potential future equity 
values over a defined timeframe can be a useful tool for Committees considering the long-term 
magnitude and impact of equity grants. 
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The retention power of current equity holdings – or more accurately the retention risk associated with 
the current program – is another aspect to consider.  Retention risk can be evaluated along three 
dimensions: 
 

• If a small portion of an executive’s equity is unvested, it will have limited retention value; 
• If an executive has a high proportion of vested equity versus total direct compensation, it may 

serve to bridge the gap for a job search; and 
• If the forgone unvested equity value is less than what an executive could receive on an annual 

basis at a competitor, it provides little inducement to stay. 
 
Finally, understanding and incorporating the motivations of individual executives can help in tailoring 
a more effective equity program.  For executives who are close to retirement, weighting certain 
vehicles more heavily, regardless of the company’s stated equity mix, may make future grants more 
effective.  On the other hand, Committees should consider the possibility of sending unintended 
signals to the marketplace. 
 
Another approach is to substitute larger, periodic (biennial or triennial) grants of equity for the standard 
annual awards.  These less frequent but larger opportunities can be highly motivational in certain 
situations, such as turn-around and major restructurings, depending on their demographics and risk 
tolerance.   
 
However, care should be taken to understand how such grants will be viewed by investors in the 
context of recent performance.  Learn more about this and other key compensation issues by 
downloading our white paper, The 2013 Compensation Committee Agenda: Go Beyond. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

http://www.pearlmeyer.com/2013CompensationAgenda
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