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Taking Peer Group 
Selection to the

Next Level
Peer groups need to be used 
for much more than simply 
executive pay benchmarking.

Like many aspects of executive pay, peer 
group selection is being re-evaluated in the 
wake of the Dodd-Frank Wall Street Reform 
and Consumer Protection Act of 2010 and other 
initiatives during the past decade intended to 
increase transparency for investors. Tradition-
ally, companies have looked to organizations of 
similar size and industry as the most appropriate 
comparators for assessing pay levels. But there  
is growing recognition that the introduction of 
other, more nuanced selection criteria may be 
appropriate in the current environment surroun-
ding executive compensation and governance. 
Depending on the company’s industry and matu-

rity, other criteria might include characteristics like  
operating leverage and efficiency, revenue diversity 
and cyclicality, distribution channels/end customers, 
international focus and stock market covariance. 
Employing these additional selection criter ia in 
establishing a peer group can provide a foundation 

for improved pay-for-performance analysis and 
disclosure, as well as incentive plan design 

and goal di f f icult y assessment, 
aspects of executive pay that 

are crit ically important 
in the new say on 

pay environ-
ment.
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The Basics of Peer 
Group Development
The use of peer groups to calibrate 
executive pay opportunities based on 
internal and external job value is a 
cornerstone of executive compensa-
tion strategy. Most companies take a 
three-pronged approach to the selec-
tion process. First, to maintain the 
company’s ability to attract and retain 
executive talent in a competitive labor 
market, they look to similar positions 
in similarly sized companies within 
their own industry. Second, because 
job content and scope of authority 
are rarely identical for the same 
executive position among companies, 
internal equity — the value of a 
position relative to other positions 
within the organization — is a key 
consideration in setting pay levels. 
Finally, from a practical standpoint, 
above-market pay opportunities 
may be provided to executives of 
better-performing companies or to 
higher-performing individuals. 

The vast majority of publicly traded 
U.S. companies identify companies 
of similar size and industry for 
external benchmarking purposes, or 
determining market pay for executive 
positions. For addressing similar size, 
companies typically scan the market 
for other companies that are within 
a reasonable revenue range of the 
company, usually one-half to two 
times that of the company’s revenue. 
Industry comparability is typically 
based on a grouping system like the 
S&P General Industry Classification 
System (GICS), which was originally 
developed to allow investors to 
compare similar companies. If too 
few companies are found in initial 
searches, companies may broaden  
the revenue range. Alternatively, if  
the screen identifies too many  
companies, additional size and  
scope parameters — such as domi-
cile, market capitalization, number 
of employees and the like — may 
be considered, or the revenue scope 
could be narrowed. 

Although limited, this approach 
makes sense when evaluating a 

company’s executive compensation 
opportunities, since pay levels are 
correlated with size and industry. 
The challenge in the current environ-
ment is that peer groups need to 
be used for much more than simply 
executive pay benchmarking. 

Challenges with the 
Current Approach
The wave of enhanced U.S. Securities  
and Exchange Commission (SEC) 
proxy disclosure requirements begin-
ning early in the last decade has put 
pressure on companies to use peer 
groups in other, increasingly impor-
tant areas of executive pay disclosure 
and design, such as comparing incen-
tive plan practices. Therefore, peer 
groups constructed for traditional 
benchmarking of pay opportunities, 
based exclusively on industry and 
size, might not be appropriate. For 
companies whose performance is 
heavily influenced by financial and 
operating characteristics, pay and 
performance alignment and incentive 
plan design are areas that necessitate 
a group of comparison companies 
that exhibit financial and operational 
profiles (e.g., similar capital intensity, 
operating leverage or cyclicality) more 
reflective of the company. 

Nevertheless, until recently many 
companies have been hesitant to try 
new approaches to peer group selec-
tion (see Table 1). Ensuring the peer 
group served its primary purpose 
(i.e., evaluating the competitiveness 
of pay levels) tended to trump issues 
related to the appropriateness of 
using the same peer group to assess 
pay and performance relationships 
and incentive practices. The tipping 
point for widespread change in peer 
group development may be the need 
to better defend and explain execu-
tive pay programs to investors who 
are now armed with say on pay, a 
mandatory, nonbinding advisory vote 
on executive compensation.

The next two sections take a 
closer look at using peer groups to 
evaluate pay for performance and 
incentive plans. 

The wave of 

enhanced SEC 

requirements ... 

has put pressure 

on companies to 

use peer groups in 

other, increasingly 

important areas 

of executive pay 

disclosure  

and design.
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Using Peer Group  
Selection to Promote the 
Pay-for-Performance Story 
A well-constructed peer group that 
incorporates the unique financial 
and operational characteristics of 
the organization can significantly 
improve the relevancy and accuracy 
of pay-for-performance comparisons. 
A good example is a diversified 
manufacturer with a range of prod-
ucts and end markets that have 
the benefit of multiple distribution 

channels. Not surprisingly, this diver-
sity and balance is reflected in a beta 
(a measure of how its stock trades 
in relation to the overall market) 
of 1.0 — in other words, the share 
price closely tracks a broader market 
range, such as S&P 500 Industrials. 
Given the potential difficulty of 
assembling a peer group of similar 
operational diversity, the company 
might have defaulted to comparisons 
with single-product companies of 
comparable size, with associated 

betas that are very different from  
the comparator company. The chal-
lenge is that the stock performance 
of the selected single-line peer 
companies might deviate more 
significantly from the overall market, 
making realizable pay (e.g., the 
in-the-money value of options 
granted versus the economic value 
of the grant) and shareholder return 
comparisons less relevant. In this 
circumstance, it may be appropriate 
to add potential companies to the 
peer group with similar betas, even if 
they are not directly comparable from 
an industry standpoint. Maintaining 
comparable size will balance out 
the peer group so that it remains a 
point of reference for pay levels and 
pay for performance. 

Using Peer Groups to 
Evaluate Incentive Plans
The role of peer groups in evaluating 
incentive program design is of equal 

Table 1 | Key Differences Between Traditional and Alternative Peer Groups

Typical Peer Selection Criteria Typical Executive Compensation Uses

Traditional Size

Industry

Pay comparisons

New Size

Industry

Financial characteristics

Operating strategy

Pay comparisons

Pay-for-performance analysis

Incentive plan design

Performance goal difficulty
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importance to getting peer group 
selection right for evaluating pay and 
performance relationships. Armed 
with say on pay, shareholders are 
likely to rigorously scrutinize the 
size and basis of bonus and equity 
payouts to executives. As a result, 
companies will need to demon-
strate that their incentive plans 
are structured to provide payouts 
commensurate with performance 
outcomes that lead to sustainable 
shareholder value creation. 

An effective way to evaluate the 
appropriateness of incentive plan 
features is on a relative basis, 
considering the features and design 
of incentive programs at peer compa-
nies. Thus, it is important that the 
companies in the peer comparison 
group have similar operating and 
financial characteristics. Performance 
metrics, the calibration of payout 
slopes and equity mix all reflect on 
a company’s operating structure and 
financial profile.  

In addition to the metrics 
themselves, evaluating the goals 
companies use in incentive plans 
presents another significant benefit 
for establishing a peer group 
based on appropriate financial and 

operational criteria. Peer groups can 
provide a powerful point of compar-
ison for evaluating the difficulty of 
proposed incentive plan goals. For 
example, companies can calibrate the 
probability of achieving a specific 
revenue goal based on a multiyear 
history of their own performance, as 
well as the historical performance 
of the peer group. That probability 
can assist in assessing whether the 
various goals are appropriately chal-
lenging. An inadequate peer group 
can present a misleading perspective 
on prospective goals for the year. 
Furthermore, as mentioned earlier, it 
can be difficult to defend executive 
incentives paid on the basis of poorly 
calibrated goals, particularly given 
the level of scrutiny on executive 
pay and performance. 

Select Nontraditional 
Factors to Consider in Peer 
Group Development
A careful evaluation of potential 
nontraditional factors starts with a 
look at what makes the company 
unique among its traditional size- 
and industry-based competitors and 
how that can best be reflected in 
constructing the peer group. Table 2 

illustrates several select consider-
ations for reviewing a peer frame of 
reference. These factors are highly 
company-specific and should be 
customized to reflect a company’s 
particular profile.

Conclusion
Companies should reassess if it is 
appropriate in the current environ-
ment to expand their criteria for peer 
group selection beyond size and 
industry, which correlate primarily 
to executive pay levels. Employing 
less common criteria like revenue 
and product diversity, operating 
efficiency and leverage, or market 
co-variance can result in creation 
of a more robust and relevant peer 
group for conducting pay and 
performance comparisons, selecting 
appropriate incentive metrics, and 
calibrating performance goals and 
payout slopes. Overall, assembling a 
more multidimensional peer group 
enables analyses beyond traditional 
pay comparisons that can help drive 
pay for performance and better align 
variable pay programs with your 
company’s operational and financial 
profile and needs — and potentially 
lead to better outcomes on say on pay 
votes in the future. 
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For more information, books and 

education related to this topic, log 

on to www.worldatwork.org and 

use any or all of these keywords:

Executive pay + peer group

Proxy disclosure

Incentive plan + design.

Table 2 | Nontraditional Factors for Peer Group Selection

Examples of  
Nontraditional 
Criteria

Why The Criteria Could 
Be Important

Potential Improvements 
in Peer Group Use 

Product and 

revenue diversity

Diversified companies generally 

exhibit a less volatile growth pattern 

than companies that focus on one or 

two products/revenue streams.

Pay for performance

Long-term incentive 

(LTI) vehicle selection

Incentive goals

Operating leverage Highly leveraged companies have 

unique dynamics that stress the 

importance of certain financial 

performance criteria (e.g., cash flow).

Pay for performance

Incentive slope 

Incentive metrics

Capital intensity Asset-intensive businesses  

focus on balance sheet discipline 

(e.g., generating earnings above 

the cost of capital).

Pay for performance

Incentive metrics

Market  

covariance — beta

Share price performance in relation 

to the overall market or a specific 

peer group is highly subject to a 

company’s relative beta, potentially 

impacting the relative total share-

holder return (TSR) measurement.

Pay for performance 

LTI design

Nature of goals  

(i.e., relative versus 

absolute)


