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This is the sixth in a series covering Executive Compensation Essentials—a resource for

every board, compensation committee, and management team.

“Pay for performance” isone of the most common phrasesin executive compensation. The
idea is simple—executives should be rewarded when the company performswell, and
payouts should reflect business results. But while the concept iswidely accepted, actually
achieving alignment between pay and perfor mance can be much more challengingin
practice.

I ncentive plans may look good on paper, but without clear goals, thoughtful calibration,
and consistent review, they may deliver outcomesthat do not fully reflect company
performance or shareholder expectations.

In this 6th installment of our Executive Compensation Essentials series, we examine pay
for performance—itstrue meaning, ways to assess alignment, and practices that sustain it
over time.

Defining Pay for Performance

At itscore, pay for performance means a significant portion of an executive's
compensation is not guaranteed, but rather istied to achieving specific performance goals
that reflect both the company’s strategy and itslong-term success.

A well-aligned program typically includes:

= A strong link between pay outcomes and company performance

= Performance goalsthat are well defined, credible, and aligned with strategy

= Payout structuresthat adjust with performance, paying more for stronger results
and less when perfor mance lags


https://pearlmeyer.com/insights-and-research/article/developing-an-executive-compensation-philosophy
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I ncentive plans ultimately succeed or fail based on how they are structured and assessed.
The measureis simple—pay outcomes should align with performance outcomes.

Do Your Plans Deliver?

Short- and long-term incentives are the primary vehicles for executing a pay for
performance strategy. We have previously covered how these plans are built, but from an
alignment per spective, the key question is: Do they actually reward meaningful results?

It isnot unusual to see well-designed programsfall short because the performance goals
aretoo easy, the payout ranges are compressed, or discretion isoverused. |If payouts stay
at or abovetarget even when company performanceisflat, it isworth a closer look.

So, what does strong alignment look like, and where do incentive planstypically fall short?
Signs of True Alignment

To assess whether your compensation program isreally paying for performance, consider
the following key questions:

Do payouts move up or down in line with businessresults?

Arethe performance metricsclearly tied to strategic priorities?

Are performance tar gets challenging, but realistic?

How doesthe actual pay compareto the company’sresults? How does this compare
to peer companies with similar performance?

Does actual pay align with the shareholder experience?

When plans aretruly aligned, executives earn mor e when the company performswell and
lesswhen it doesn’t. The outcomes make sense, and the link between pay and performance
holds up under scrutiny. When that connection weakens, even well-constructed programs
can deliver outcomesthat are difficult to defend.

Common Pitfalls

Breakdownsin alignment often stem from a few recurring pitfalls:

= Setting target pay opportunitiestoo high relativeto therole or market, creating
misalignment from the start

= Establishing performance goalsthat aretoo easy, lack transparency, or fail to
motivate excellence

= Using too many metrics, which dilutes focus and line of sight

= Relying too heavily on discretion or applying it inconsistently

= Prioritizing short-term goals at the expense of long-term priorities


https://pearlmeyer.com/insights-and-research/article/the-basics-of-a-short-term-incentive-plan
https://pearlmeyer.com/insights-and-research/article/long-term-incentive-plan-design-fundamentals
https://pearlmeyer.com/insights-and-research/article/a-comprehensive-look-at-executive-incentive-plan-design
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With thoughtful design and regular oversight, these pitfalls can be avoided, helping to
strengthen alignment between pay and perfor mance.

Measuring Alignment

Boards, investors, and proxy advisorsincreasingly expect companiesto demonstrate that
executive compensation outcomes aretied to performance. Here are some ways to evaluate
alignment:

Realized and Realizable Pay

Rather than relying solely on target levels or grant-date values, companies can look at
what executives have actually earned or arelikely to earn based on performance and share
price movement.

Rather than relying solely on target levels or grant-date values, companies can look at
what executives have actually earned or arelikely to earn based on performance and share
price movement.

= Realized pay reflects compensation actually received during the measurement period
(e.g., base salary, cash bonuses, and vested equity)

= Realizable pay considerswhat could be earned if current performance levels hold,
factoring in unvested equity and outstanding awards

Both offer a more complete and up-to-date view of whether pay istruly tied to results.
These per spectives also allow boar ds to assess outcomes over time and compar e alignment
relativeto peers.

Peer Comparisons

Executive pay should be reasonable on itsown and in the context of industry norms and
the competitive market. Comparing realized or realizable pay and company performance
against a well-constructed peer group provides a necessary reality check. It providesthe
context to assess whether outcomes ar e competitive and defensible.

When both performance and pay aretracking near median, alignment is clear. But when
performance falls short and pay remains near thetop, it is harder to defend.

And while boards and investorsincreasingly look to peer comparisons, regulators have
pushed for their own test of alignment.

SEC Pay vs. Performance Disclosure

The SEC’ s Pay ver sus Per formance disclosure was intended to illustrate the link between
executive compensation and company performance. In practice, it often fallsshort. The
standar dized calculations may check aregulatory box, but they rarely capture the full


https://pearlmeyer.com/insights-and-research/article/constructing-a-compensation-peer-group
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story behind incentive plan design or long-term value creation.

It may meet the disclosurerule, but it offerslittleinsight into whether pay and
performance aretruly aligned.

Best Practices for Strong Alignment

Whether you are building a plan from scratch or adjusting an existing one, these
principles can help reinforce alignment:

= Choose performance metricsthat reflect strategic priorities, not just what is easy to
measur e

= Ensure participants have a clear line of sight between their actions and the results
being measur ed

= Review and recalibrate targets annually based on perfor mance expectations and
mar ket conditions

= |nclude both absolute and relative metricsto account for external influences

= Revisit incentive designsregularly to reflect evolving business goals and shareholder
expectations

Applied consistently, these practices help ensureincentive plan pay outcomes align with
performance outcomes.

Effective Pay for Performance Plans Do More than Connect Pay and Results

They reinfor ce strategy and accountability, aligning leader ship with shareholder interests.
But achieving and sustaining alignment requires thoughtful plan design, supported by
regular testing and credible goal-setting. Goal-setting is often the area most closely
reviewed when pay and performance appear misaligned, and it will be the focus of our
next installment.
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