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There’s been a rise in the use of relative shareholder return (TSR) as a metric for aligning executive
pay and performance driven by standards used by shareholder advisory firms. While useful, it is more
of an outcome-based measure. By defaulting to relative TSR as an incentive measure, many companies
miss the opportunity to employ incentive metrics that capture executives’ success in driving business
strategies and leadership initiatives—key aspects of performance that are critical to the creation of
long-term shareholder value.
We have encouraged companies to customize incentive designs to their specific business needs by
retaining internal performance metrics (or introducing them if they were not used before), such as
operating earnings, EBIDTA or return measures (ROIC/ROE), and using TSR as an additional performance measure or modifier. In such cases, actual incentive payouts under the plan might ultimately
be adjusted upward or downward, respectively, based on whether relative TSR is above median,
suggesting the targets were set too high, or below median, suggesting the targets were not sufficiently
rigorous. Such an approach provides a broader and more sensitive perspective on aligning executive
pay with performance.
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The definition of “performance metrics” is one of the components of compensation most frequently commented on by shareholders since the
adoption of Say on Pay. Common complaints include that the performance metrics
are not robust enough, are not sufficiently long-term, or are not significantly varied.
My clients seriously consider the comments received directly from their shareholders
and strive to effectively balance the requests of shareholders with what their boards
believe, based on experience and intimate knowledge of the company, the best interests are of their companies and those they represent. There are certain shareholder
comments that are more easily, and more frequently, addressed. For instance, when
companies receive the comment that the goals are not varied enough, my experience is
that the boards will act quickly to introduce additional metrics in the following year. In
addition, in response to shareholder comments and the comments of proxy advisory
firms, most companies now consider Total Shareholder Return (TSR), whether relative
or absolute, at least to some extent when measuring long-term performance. However,
one difficulty that is not always considered is that the comments of individual shareholders often directly conflict with each other, so even the most responsive companies
cannot be responsive to all shareholder comments.
Certainly, there is no one-size-fits-all approach. Shareholders should recognize that
companies are more likely to change their metrics in response to individual shareholder
feedback when the feedback is tailored to the company rather than simply representative of the shareholder’s across-the-board approach.
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