Watson Wyatt
Worldwide

February 5, 2008

VIA E-MAIL to rule-comments@sec.gov

Nancy M. Morris, Secretary
Securities and Exchange Commission
100 F Street, N.E.

Washington, DC 20549-1090

Subject: Executive Compensation Disclosure (Release Nos. 33-8765; 34-55009)
Commission File No. $7-03-06 — Comments Regarding Disclosure of
Difficuity of Performance Goals

Dear Ms. Morris:

We are writing to you to discuss a matter of concern from SEC registrants regarding a
requirement of the new executive compensation proxy disclosure rules. As you likely have
heard from registrants, many are puzzled on how to properly comply with the requirement that
when a performance target is properly omitted based on the competitive harm standard, the
company must discuss, in a meaningful way, how difficult it will be for the executive or how
likely it will be for the company to achieve that target. Public comments from John White, Mr.
John W. White, Director, Division of Corporation Finance, express disappointment at

certain statements that were included by companies in their 2007 proxies:

“Without more, identifying a target simply as "challenging but achievable" or as "designed to
promote excellence and motivate management" seems an empty disclosure that I would not think
is useful to investors.”

Many of our clients have asked us how to provide "more" in their disclosures, and we have
identified an approach we think helps them meet this standard. We are interested in discussing
with the SEC Staff whether it believes our approach has merit, and would look forward to
meeting with the Staff to demonstrate how it works. Our goal would be to provide the Staff a
perspective on determining "degree of difficulty” so that it may offer to registrants some more
specific parameters by which they may satisfy this requirement.

Our methodology was first developed, not in response to the SEC disclosure rules, but in our role
as advisors to Compensation Committees, who asked us to help assess the "degree of difficulty”
of performance goals being presented to them by management for their approval. We have used
our approach with several clients in helping them prepare their 2007 proxy disclosures, and
believe it is but one way to perform a more rigorous analysis of "degree of difficulty."
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It works something like this, assuming for this example a company has established an annual
sale growth target of 10 percent (More detail on this example are found in the 2006 Metrics and
Goals attachment):

1. Review goal against historical company and peer median performance. Whatever the
meiric chosen (e.g., annual sales growth), determine the extent to which the company has
performed versus its peers. To illustrate, assume the company has outperformed the peer
group for many years, with a mean over 10-years that was 13 percent versus 10 percent
for the peer group.

2. Review goal against historical probabilities based on a peer group performance. Calculate
descriptive statistics on the data set (e.g., mean, median, mode, standard deviation) to

show historically how likely hitting certain targets would be. For example, 20% of the
time companies achieved a 0-5% annual growth in sales, while only 6.7% percent of the
time did they achieve 20-25% annual growth, etc.

3. After observing the shape of distribution and various descriptive statistics, examine how
a specific goal fits within the distribution. For a targeted sales growth goal of 10 percent,

there would be an approximate 50 percent probability of achieving this based on
historical peer performance.

4. Review analyst estimates. Markets are inherently forward-looking. However, many
companies set goals based on prior performance only. We think historical data is helpful
but can be enhanced significantly by incorporating forward-looking estimates into the
process. By incorporating consensus analyst estimates, we provide an additional lens to
view performance.

5. Consider stock price to understand long-term expectations. This balances with the use of
short-term (2-3 year) analyst expectations compiled in Step 4 by taking a longer term

view. We use a discounted cash flow model to gauge long-term expectations. For
example, to gauge the stock market’s expectation for sales growth, we use market-based
assumptions (from Value Line or other sources) for all inputs except sales growth. We
then modify the sales growth rate to determine the sales growth that generates the current
stock price.

Once the above data is compiled, we would then combine the analyses to help a company set
specific goals for incentive purposes and test the difficulty of achieving certain goals, depending
on the purpose of the analysis. We have attached two attachments that provide additional details
on how we undertake this analysis.
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In sum, we believe the SEC might find it useful to review our approach and perhaps use it to set
more specific guidelines for registrants who need to assign a "degree of difficulty.” We would
be very interested in sitting down with the Staff to provide more information on how we
developed our approach and why we believe it works well. We look forward to meeting with
you.

Best Regards,

e

Ira T. Kay

Practice Director, Compensation Practice
Watson Wyatt Worldwide

875 Third Avenue | New York, NY 10011
Phone: 212.251.5641 | Fax: 212.644.5835

ira.kay@watsonwyatt.com

il

Steven Seelig

Executive Compensation Counsel

Watson Wyatt Worldwide

901 N. Glebe Road | Arlington, VA, 22203

Phone: 703.258.7623 | Fax: 703.258.7491 | Cell: 202.236.3328
steven.seelig@watsonwyatt.com

Attachments:

1. Linking Executive Pay to Optimal Performance Metrics and Goals: A Method for Increasing
Shareholder Value; watsonwyatt.com, 2006/2007, United States

2. How Companies Should Balance Growth and Financial Returns in Executive Compensation
Plans; Michael Marino and Ira Kay, Watson Wyatt Worldwide, Workspan, The Magazine of
WorldatWork, 6/07
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# The current scrutiny of executive pay makes performance
measurament essantial to the proper determination of
whether “pay for performance™ exists.

9 Thare are three cornaerstones to building a robust framework:

review corporate strategy, identify value drivers and review
market expectations.

® The more that boards and institutional investors require a
clear pay-for-performance Hink, the more imperative It is that
executive-incentive design supports shareholder value,

By Michael Marino and lra Kay, Watson Wyatt Worldwide
Increasing shareholder value is the primary objective of the corporation.
However, creating continuous improvements in shareholder value is an
elusive goal for many executive teams. Because companies typically get
what they measure, it is important that they measure the right thing.

Many companies do a high-level, cursory review of executive-incen-
tives metrics. However, few undergo a systematic exercise to evaluate
the link between performance-incentive plan focus and increased
firm value. As a result, some incentive plans are simply outdated
and accidentally focus executives on past goals and objectives. In
other cases, corporations unwittingly employ metrics that they
believe are designed to create shareholder wealth, but which fait to
achieve this goal, Therefore, companies can create enormous share-
holder value by improving the line of sight regarding financial
objectives in executive-compensation programs.

While there is no guarantee that excellent future financial perfor-
mance will prompt stock prices to rise, a robust methodology for
choosing the best metrics is essential to corporate success, positive
shareholder relations and good governance. As the following example
of a “typical industrial company” shows, it is possible to find a method
that balances financial objectives in executive-incentive design.

Why is Financial Focus So Important? Why Now?

The current scrutiny of executive pay makes performance measure-
ment essential to the proper determination of if “pay for performance”
exists. Performarnce metrics are important at the executive level for
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many reasons. First, they serve as
a means for the board to signal the
company's strategic imperatives to
executives and shareholders. Second,
metrics provide a direct link between
corporate strategy and compensation.
When the right metrics are incorpo-
rated in annual and long-term incentive
plans they align executives with share-
holders, focus executives on increasing
shareholder value and provide a consis-
tent framework for rewarding behavior.
Satisfying these objectives is para-
mount because public concern about
executive pay has never been greater.
Recent Watson Wyatt research found
that boards of directors and institu-
tional investors have defined views
about executive pay. Sixty percent of
board members surveyed believe the
executive-pay models at most compa-
nies have dramatically overpaid
executives, while 90 percent of large
pension funds expressed the same
concern. However, when asked if the
executive-pay model in the United
States has improved corporate perform-
ance, the two groups are split. Sixty-five
percent of boards believe the executive-
pay model has improved corporate
performance, while only 21 percent
of pension funds share that view.
Therefore, the current scrutiny of
executive pay makes performance
measurement essential to the proper
determination of whether “pay for
performance” exists.

Siep 1: Develop a Performance
Framework

Companies that consider where to
focus line of sight and that gauge
market expectations make more well-
informed decisions. The process for
calibrating financial focus begins with
establishing a performance framework
that provides insight into key strategic
themes, value drivers and market
expectations for future performance.
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FIGURE 1: TY
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Margin & Return on
Invested Capital
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Cover
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Sales Growth = 8%
EBIT Margin = 7%
ROIC = 8%

This framework is formed by reviewing
readily available internal and external
information sources. There are three
cornerstones to building a robust
framework.

1. Review corporate strategy.

2. Identify value drivers.

3. Review market expectations.

Figure 1 presents a completed
performance framework for our hypo-
thetical company.

The baseline includes the key strategic
themes, value drivers and market expec-
tations, At this company, the baseline
shows that:

- Profitable growth requires a focus

on growth and financial returns.

+ Saleg growth, operating profit and
return on invested capital are key
value drivers.

« The market is expecting an 8-percent
annual sales growth, a 7-percent
earnings before interest and taxes
{EBIT) margin and an 8-percent
treturn on invested capital (ROIC).

Step 2: Create a Growth and
Returns Matrix

Companies increase value when they
earn high returns on incremental
invested capital. A simple two-by-two
financial model helps illustrate how
growth and returns support value

creation. Let’s assume our “typical
industrial company” has $500 in sales,
$1,000 in capital and a 10-percent cost
of capital. Furthermore, let’s assume
sales grow of either 5 percent or 15
percent next year {the vertical axis) and
that capital grows in proportion to sales.
Therefore, capital will grow from $1,000
to $1,050 or $1,150, respectively. Assu-
ming actual ROIC of either 5 percent or
15 percent (the horizontal axis), it is
possible to calculate the nominal (gross)
vaiue improvement. Value improvement
will range from $2.50 to $22.50. Under
these conditions, all combinations of
growth and returns generate nominal
value improvement. However, this is
not the complete story and may incor-
rectly suggest that growth is always
good. This analysis does not address
the cost of capital employed and
whether gross returns exceed costs.
Taking the nominal value and sub-
tracting a charge for the cost of capital
(for these purposes, 10 percent) creates
a better picture of value creation because
all capital has a cost—nothing is free.
Figure 2 on page 29 presents a modified
matrix that reflects nominal and econo-
mic value given different combinations
of growth and returns,

For the “typical manufacturing
company,” growing sales under certain



conditions will increase value. Specifically,
when the business generates returns in
excess of costs, growth adds to the value
of the enterprise. Growing sales without
cotnmensurate high levels of return will
destroy value. In this case, the company
that grew sales and capital by 15 per-
cent but earned only a 5-percent return
on capital {the upper left hand quadrant)
actually destroyed value. In essence, the
company earned $7.50 gross at a cost

of $15 yielding ($7.50),

Step 3: Read the Stock Market
The last step to understanding the rela-
tionship between growth in revenue
and financial returns is to read the
public market. To accomplish this, the
same two-by-two growth and return
matrix is utilized for a peer group.
However, this requires calculating the
median sales growth and median ROIC
over a 10-year period and placing each
company, based on above- or below-
median performance, in one of four
unigue quadrants. Next, calculate the
average total shareholder return (TSR)
for the companies in each quadrant,
Figure 3 shows the impact of growing
sales and/or increasing returns.

Bringing it all Together

Applying this approach to our “typical
industrial company” provides a fresh
perspective. First, the company is
pursuing a profitable growth strategy,
and the market expects certain levels
of performance. Second, the growth-
and-returns matrix shows that, given
this specific fact pattern, growth
destroys economic value. Lastly, the
market analysis shows that, on average,
companies that provide low growth and
low teturns offer the least shareholder
returns. Therefore, line of sight needs

to be placed firmly on profitability until
returns reach and/or exceed the cost
of capital. The recipe calls for more
returns and less growth.

Acure 2: TYPICAL INDUSTRIAL COMPANY NOMINAL/ECONOMIC VALUE IMPROVEMENT

RoIC

Increase in
Nominal/Economic
Value $
L
§2 The Math
2O a. Incremental Capital = $150
°3 {§1,000 x .15)
2% b. ROIC = 15%
3 o ¢. Nominal Value = $22.5

(8150 x t5% ROIC)

8. Cost of Capital = $15
(160 % .10)

f. Economic Value = $7.5
($22.5 - $15.0)

10-yr. Avg. TSR

ricune 3 TYPICAL INDUSTRIAL COMPANY STOCK-MARKET VIEW—INDUSTRIAL SECTOR

g High The Math
e a. 10 companies
2 (high growth/high retums)
% b. Average 10-yr, TSR = 18.0%
10 yr. Avg. ROIC |
I
Conclusion SS{UT THE AUTHORS

Increasing shareholder value is the
pbjective of the corporation. The

more that boards and institutional
investors require a clear pay-for-
performance link, the more imperative
it is that executive-incentive design
supparts shareholder value. Applying
a systematic approach helps companies
make informed decisions about finan-
cial focus in executive-incentive design.
Correct line of sight through executive
incentive design is key to establishing
pay for performance. Part two of this
series, “How Do Market Expectations
Influence Shareholder Value and
Executive Incentives?”, in the July
issue of werkspan, will address the
challenges inherent in measuring
shareholder value for public
corporations, I

Michael Marino is 2 compensation consultant
in Watson Wyatt Worldwide’s New York office.
He can be reached at 212/251-5595 or
michael.marino@watsonwyatt.com.

Ira Kay is the director of Watson Wyatt’s compensa-
tion practice. He can be reached at 212/251-5641
of ire.kay@watsonwyatt.com.
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# The overall net worth of executives wifl grow or shrink
dramatically based on future expectations for financial
performance.

2 Research has shown that stock prices react to new
informaticen in various ways at the time the information
is introduced into the market.

9 The value of any common stock is highly sensitive to
investor expectations.
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Fart Two:
Shareholder Expeciations

How Companies Should Balance
Growth & Financial Returns in

Executive
Incentive Plans

By Michael Marino and Ira Kay, Watson Wyatt Worldwide
The first article of this two-part series focused on the need to choose
the right financial metrics and to balance the sometimes competing
goals of growth and financial returns when setting executive incentives.
While addressing these issues will certainly put employers on the right
path to create effective pay-for-performance programs, it is important
for employers to also go the next step. This involves considering the
role that market expectations play in executive incentive design.

The majority of executive compensation and executive net worth
is denominated in company common stock. Executives are typically
rewarded with equity grants and in many cases are required to meet
specific ownership levels during their executive tenures. Modern corporate
finance theory explains that current stock prices reflect expectations
of future financial performance. The value of common stock today
is highly sensitive to investor expectations for the future. Therefore,
the overall net worth of executives will grow or shrink dramatically
based on future expectations for financial performance. The challenges
inherent in measuring the effects of such expectations are a key part
of implementing an effective executive incentive program.

Understanding the Expectations Framework

from a Short-Term Perspective

Companies that use stock price or other market-based metrics

must consider the role expectations play in influencing market prices.
Research has shown that stock prices react to new information in
various ways at the time the information is introduced into the market.

Tootents B Wisicalivork 2007, Reprintad from workspan, by 2007, with pemmiasion fTom Wordatwon. Content s ficanseo Sor use Ty Purchaser oriy. No part of #is anicle
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tation-ready copies for distrizution to collsagues. clients or customers, contact Gail Hailman at Sheridan Press, ghalimandgisp.sheridan com or 717/632-3535, axt. 8175 www.worldalwork.org



First, missing expectations due to

the company's economic performance
punishes the stock price to varying
degrees based on the level of expecta-
tions. Second, exceeding expectations due
to fundamental economic performance is
rewarded in varying degrees based on the
level of expectations. Finally, meeting
expectations due to current performance,
even if that performance is quite high,
is not rewarded because the stock price
already reflects those expectations for
performarnce. This is called the “Patrick
Ewing” effect. When the New York
Knicks acquired Ewing, ticket sales sky-
rocketed in anticipation of his future
performance. When he performed

well, sales were sustained. When he
performed poorly, sales declined.
Therefore, using market-based metrics,
such as total return to shareholders
(TRS} or stock price, to measure execu-
tive performance is challenging because
stock prices are highly sensitive to
short-term investor expectations.

Understanding the
Expectations Framework from
the Long-Term Perspective
The price for any individual stock and
its true economic value are not always
in equilibrium, even in capital markets
that function well. Price and value diver-
gence is demonstrated dramatically
when a major market correction occurs,
but this dichotomy can also exist at the
individual company level under normal
market conditions. To test the role of
expectations, we compared actual stock
price performance to theoretical stock
price performance during a three-year
period. Theoretical stock price is the
expected stock price assuming the stock
price grows at the company’s cost of
equity. Figure 1 plots the results for a
large consumer staples company with
a cost of equity of 8 percent.

At the end of the performance
period, the stock price should have been

84 workspan : 07/07

FIGURE 1 STOCK PRICE AND VALUE DIVERGENCE. THEQRETICAL PRICE V5. ACTUAL PRICE
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approximately $54 assuming the market
price tracked with expected returns. The
actual stock price was $40.58, How can
this be? The market value of a company’s
shares depends on how realistic the
starting valuation was, and on how well
the company performs relative to expec-
tations. If the company had a realistic
starting point and it met expectations
continuously over the performance
period, the two lines would overlap.
The issue of individual stock prices

and value not moving in equilibrium
has serious implications for governing
executive compensation programs.

Issues with Market-Based Metrics
Recent Watson Wyatt’s “Finding
the Right Balance” found that many
institutional investors believe that TRS
(defined as stock price appreciation plus
dividend yield} is the best benchmark
to evaluate executive performance.
However, many academics and profes-
sionals have cautioned against using
this metric when measuring executive
performance for the following reasons:
- Stock prices reflect the expectations
for future financial performance.
« Expectations are not directly under
the control of the executives.

» Subsequent TRS does not account for
embedded performance expectations at
the start of the measurement period.
It follows that exaggerated expectations

at the start of the performance period

can influence the likelthood a company
will outperform or underperform a peer
group. This impacts executives, both
positively and negatively, and, therefore,
needs to be factored into the metric
selection and target-setting process.

Several recent CEQ terminations mani-

fested this issue. In two high-profile

instances, revenues and profits doubled
during the CEQ's tenure, but stock price
declined due to massive reductions in
the business valuations. Unrealistic
expectations appear to have played

a large role in these situations.

Implications for Incentive Design
Applying a simple framework helps com-
panies understand when market-based
metrics are good metrics for executive
incentive plans. Figure 2 presents a model
that considers start-of-period valuation
and stock returns over a typical three-year
petformance period. The model incorpo-
rates Tobin’s QF as a gauge of enterprise
value at the start of the performance
period. Tobin's Q measures a company’s




FIGURE
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value as a multiple of the replacement
cost of its existing assets. It is an
economic price-to-book valuation
multiple that includes market expecta-
tions. Companies with a high Tobin’s Q
have relatively higher embedded expec-
tations than those with a low Tobin’s Q.
Categories 1 and 4 have consistent out-
comes (low/low or high/high). Highly
valued companies deliver superior
shareholder returns, and lower-valued
companies deliver lower shareholder
returns. This is possible over the long
term. However, this is less likely over
shorter periods of time, for reasons
cited earlier in this report. Essentially,
economic theory would predict that, on
the average, highly valued companies
would underperform on TRS as investor
capital migrates to companies with
greater opportunity. Categories 2 and
3 are the mixzed outcomes. Highly
valued companies do not all deliver high
returns, and lower-valued companies
can deliver high returns. Figure 3
provides an ex post facto analysis for a
specific industry to illustrate the rela-

tionship between valuation and returns.

For this industry, there is a negative
correlation between start-of-period
Tobin’s Q and three-year TRS. This

analysis shows that it would not be fair
to hold executives responsible for deliv-
ering median TRS when they are valued
above the median Tobin's Q at the start
of the period. In addition, relative
performartce vesting may not properly
compensate the executives at an already
highly valued company because it would
require companies to achieve two goals:
(1) median TRS and {2) sustained valua-
tion premium over the peers. Conversely,
delivering median TRS at a low-Q com-
pany might be too easy. Regearch has
shown that there is often a negative
correlation between starting company
valuation and TRS over a typical three-
year performance period.

Conclusion

The value of any common stock is
highly sensitive to investor expecta-
tions, Using market-based metrics to
measure executive performance is chal-
lenging since stock prices are highly
sensitive to investor expectations.
Recognizing the challenges of using
market-based metrics from both the
short-term and long-term perspectives
is the first step toward using market
metrics most effectively in executive
incentive design. Creating a valuation-

and-returns model helps companies
decide if using a market-based metric
makes sense for a given situation and
helps companies set reasonable goals. @

Michael Marino i5 a compensation consuktant
in Watson Wyairt Worldwide's New York office.
He ¢an be reached at 212/251-5595 or
michagl.maring@watsonwyatt.com.

Ira Kay is the director of Watson Wyatt's
compensation practice. He can be reached at
212/251-5641 or ira.kay@watsonwyatt.com.
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Introduction

En the ongoing executive compensation controversy,

paying for nerfarmance is the most critical issue
cf all. While some critics argue that executive pay
simply 106 high, most shareholders are prepared to

pay significant amounts for superior performance.

But what are the wdeal performance metrics, and how
challenging should the levels of performance be for
those metrics? This study provides analysis that will

help Boards and management answer these guestons.

Whiie i is our view that common stocks reflect long-
term expectations tor future fnancial performance
and that long-lerm business objectives are primanly
supported through longterm plans, we recognize
that short-term plans and metncs also play a key role
in supporting long-term objectives. In particular,
sharsholder value is supported when short-term
incentive olans focus on fundamental value drivers.
For this study, however, we tocus exclusively

o= long-term incentive plans and metrics.
* What are ideal performance metrics for
a given company or industry?

& Ara tolal returns to shareholders (TRS) or earnings

pur share {(EPS) growth always the best measures?

% Mow commaon ara vanous metrics in incentive
pians? Are these the same metrics that investors

or Beards would use, given a clean slate?
# How do growth and returns metrics work together?

% \Wnat financial metrics have the greatest

likelhood of increasing future TRSY

# How should market expectations influence

goal setting lor executive incentives?

m Once the metrics are chosen, haw can the Board
of Directors be sure that the actual goat/level
of performance will be both value-enhancing

and motivational to the exscutive team?

Creating Shareholder Value

Increasing sharaholder value, tynically defined as

TRS — stock price appreciation plus dividend yield

~ is the objective of public companies. Whle there

is wide agreement ¢n this goal, creating continuous
improvements in shareholder vaiue is complex and very
challenging. However, many companigs can denefit from
providing a clear ine of sight between value improvement
and executive incentives, As a result, most companies

could benefit from increased alignment ia this area

How Can Companies Create More Shareholder Value?
Over the long term, companies increase shareholder
value when they sarn retums on capital greater than the
cost of capital empioyed. Obviously, shareholder value

is enhanced when stock price appreciates. However,
many shareholders think that management often focuses
toc much on the latter, market price. without considering
long-term value drivers. Boards neec to be sure they are

driving increases in long-term value.

The most common example ot this is when companies
link shareholcer value and incentive plans primarily or
solely to growth in EPS. The reality :s that earmings per
share is important to the extent that it represents true
cash earnings. For this reason, companies must be
thoughtful about mplementing EPS as the primary or sole
performance metnc in executive plans.




carefully before being implemented. We will explore

Total Returns to Shareholders

Many invesiors consider TRS the best means for some common problems with TRS fater in this report.

aigning execulive incentives with shareholder Below is a short st of potential shortcemings.

value. Indeed, cur recent Watson Wyatt survey of . . .
‘ y y » Stock price and value divergence - slock price

mstitutional investors found that investors prefer . . N

) ) o ) and value may diverge in efficiert cap tal markels

TRS ta other metrics for aligning executive pay

. . ; . B The ro'e of expectations — stock prices are

with performance (Figure 1}. Boards of Directors, P " P

: set in a public market based on expectations

o the other hand. believe that revenue grawth seLin & pUble ma pewit
. of future financial performance

a~d cash flow measures are more important.

# Start date and end dale dependence ~ TRS is highiy
Whie TRS is a very shareholder-friendly metric in dependent on the starting point {end starting point

executive incentive plans, it too must be examined valuation} anc the end points {fiscal yea~end;

Figure 1

Institutional Investars and Boards Disagree on Best Performance Metrics

Boards af Directors Institutional Investors _
_ “One of the Top. | T One of the Top
: - Single Most “Three Most Single Most - Three Most
i Performance Metric tmportant important Important important .
Sales growth 25% 44%; 4% B%:
" Return on eatiity (ROF) 1540 46% 129 384 :
Cast flow return or nvestment
: {CFROI} 15% 449 B 2690
- Total returns to sharenolders
C{TRS) 109 25% 38% 2005
i Return on assets (ROA) 109 179 404 2640
Oparating cash flow 8% 27% 6% 1850
' Earnings (E3IT or EBITDA) 8% 23% ! 2% 16% :
Return on invested capital
PR 444 B 6% 309%
Earnings per share (EPS} 294 1924 6% 32%
Foaorcmic value added 23 1030 407 24 %
- Others 10%, 1244




%o, What's the Solution?
Linfortunately, thare is no simple solution for linking

execulive performance wilh shareholder value.

Tre purpose of this report is 1o provide a context for
seiecting oxecutive performance metrics and to offar
some practical methods for setting goals. We begin by
reviaw ngy the comman performance metric categories and
the prevatence of ditferent merncs in today's long-term
incentive pians. Next. we review some common problems
with implamanting performance melrics, Last, we offer

practical metheds for sething goa's.

Why Are Performance Metrics
impmtant for Executives?

Yo S vaiue adiied (HHOSS YOu Can ieasuie
Ju sl w0 o arof, and reward whal voo
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n

AN ST Hie cghit thing.

Brealey & Myers, Principles of Corporate Finance

Witk the current scrutiny of executive pay, Boards and
shareholders need a common form of measurement
to accurately evaluate whether pay for performance
exists. Performance metrics are impaortant at the
executive level for many reasons. First, they serve as a
mreans for the Board to signal the company's strategic
imperatives to exacutives and sharehotders. Metrics
provide a direct linkage between corporate strategy
and compensation. This requires the right metrics to be
incorporated in annual and fong-term incentive plans
and goais to be set that are fair. When the righl metrics

are selected and goals are set appropriately, they:
# Align expoutives with shareholders
® Focus executives on increasing market value

& Provide a consistent framework for rewarding behavior

A thrze step process to select performance metrics and
set goals such as the following should meet the needs of

mosl companies,

Step 1: Understand performance framewcrk

T

; Activily | Review existing corporate strategy
A\,tuwty | Understand val-u.:-a ci_v..vﬁ.r.?.. n sl!att G pan
A"t»\nty“ | Examine masket xpeclations R
Outcor;'.;t; Ba;;‘.'wr;e; ;e'r:fuc;l-'mance ms_;mmary- o

Stap 2: stew potentuai metrics

Review the relationshin bctweefl varous

Activit
¥ metnGs dnd hlmor. aI c:han:holder rc,turn‘-

H

Review value ariver .mpact on qha ebolcm

Activit
clvity value
- Activity Research indusiry ard peer group metrics
‘ ropriate metrics for ann
 Outcome Most appropriate metrics ual

and fong-term incentives

} Step 3 Set appmpnme performanca goais :

- Establish mistorical peer group p-erformam?:e

: ACtivity '\ norms

j Aofivi-t;lw Review analyst expectdtlo s, _ o

- Activity U;é;r&ldﬂd stock price .mpliet_ioxpoctailor;w
Reasonabfe perr’ormance gé-;ls o

Outcome
What Are the Most Prevalent Performance
Metrics in Executive Incentive Plans?

Corparatrons froguenity an

meantves they beliove are consist
wealth bt which fal he value

Michael Mauboussin, Expectations Envesting

Watson Wyatt recently examined FORTUNE 250
companies in an atiempt to better understand
what types of performance metrics are prevalent

in long-term incentive plans, such as performance
share or perfarmance unit (cash} plans. Figure 2
shows the prevalence of the most common metrics

from a list of more than 20 disclosed metrics.

As expected, TRS and EPS are the most commonly
used metrics in long-term plans. Measures considered

more sharehoider-friendly, such as return on invested




capial IROIC), aconomic profit (EP} and cash flow

return on investment (CFROI), are less commonly
uaed. In discussions with Beards of Directors and
management, we have found that they support the use
ot EPS as a well-understocd measure that is looked at
closely by the sell-side equity research analysts, and

:s correlated wilh other measures of economic profit.

How Shouid Companies Balance
Between Growth and Returns?

r . [T S " T T Y
Phos pawelroe 0f Torostth Ty short s ned

HopLeanii

Jrddicr fagr Coovonat T i@les of refunns,

Mitter & Modighani, The Cost of Capital, Corporation
Finance and the Theory of lnvestment (19583

To answer this guestion, we grouped performance

reetrics (tound in performance-based long-

term incentve plans}, as reported in recent

proxy statements, into five categoeries:

* hlarket value: stock price appraciation,
TRS and market value of equity

® Growth: revenue, net income, EPS, EBITDA,
cash ‘low from operations {CFLO)

#* Financial returns: return on assets,

retum on eqguity, ROIC

Figure 2

Prevalence of Specific Metrics

iHg Nt Inms ROl (SR Craad Flow

Performance Metrics

® Margin: gross prolit margin, operating
protfit margin, sales margin

# Economic profit: financia! returns minus
the cast of capital employed.

We found that, in aorder, growtt and market value
metrics are the most prevalent, inllowed by financsal
returns (Figure 3). In particular, the findings show
growth metrics ta be nearly twice as common as
financial relurns in executive long-lerm incenlive plans,
The fifth category, economic profit, is exiremely rare.
However. we know that more companies explicitly or
implicitly set their earnings or relurn metrics refative

to their cost of capital in the budgeting process.

Companies are clearly foecusing on growth, potantially
at the expense of financial returns. As will be discussed
later, Watson Wyatt research indicates that shareholder
value requires both growth and returns.

Figure 3

Prevalence of Metric Categories
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What Does the Stock Market
Value Growth or Returns?

s Eooowa is oo Bial over o

Warren Buffel, Chairman’s Letter to Shareholders (1992)

To illustrate what the market values, we begm by
demonstrating how intrinsic value is created and how

value is created in the public market,

he Intrinsic Value Perspective
A company's intrinsic value s the private market value
of the enterprise. By showing various intersections
of growth and returns, Figure 4 illustrates that
intrinsic value requires growth and retums. The two-
by-two table shows various inte-sections of growth
and returns. More specifically, growth in sales

requires incremental capital {(working and fixed).

For example, let's assume XYZ Company has $500
in sales and $1.000 in capital and a 10 percent cost
ol capital. Furthermore, let's assume sales grow at

5 percent or 15 percent next year and that capital
grows in proportion to sales. We can esbmalte thal
capital will grow to $1,050 or $1,150, respectively.
Assuming actual ROIC of either & percent or 15
parcent, we can calculate the value of the retums.

Figure 4 shows the nominal (gross) value created.

Figure 4
Nomina! Value improvement

increase in Nominal
Value $

$22.5

$75

Sales Growth &
Capital Growth

5% 15%

RCIC

However, this does not address the cost of capital
employed or whether gross returns exceeded costs.
Figure 5 provides a revised economic impact by taking
the nominal value and subtracting a charge for the

cost of capital (for these purposes, 10 percent).

Figure 5

Economic Value Improvement

Increase in Economic
Value $

15% ($75) $75

5% ($2.5)

Sales Growth &
Capital Growth

h7d
o
o

8% 15%

ROIC

Growing sales under certain conditions will increase
value. Specifically, when the business generates
returns in excess of costs, growth adds to the value of
the enterprise. Growing sales without commensurate
high levels of return will destroy value, In this case, the
company that grew sales and capital by 15 percent,
but earned only a 5 percent return on capital (the
upper feft-hand quadrant), actually destroyed value.

in essence, the companry earned $7.5 gross, at a

cost of $15.0, vielding $7.5 in economic value.

The Market Value Perspective

Translating theory into practice, we studied the S&P
500 to better understand the relationship between
growth and financial returns in the public market. We
calculated the median sales growth {6.8 percent)
and median ROIC {10.8 percent} over a 10-year
period and placed each company, based on above-
or below-madian performance, in one of four unique
quadrants for each of the two measures. Next, we
calculated the average TRS for the companies

in each quadrant. Figure 8 shows the impact of
growing sales and/or ingreasing returns on TRS.




Figure 6

Shareholder Value Delivered

10-Year Avg. TRS
(7]
o ; )
3= High 13.3% 19.4%
58 | |
7O Low g 4% 16.6%%
=

Low High

10-Year Avg. ROIC

Our research shows thal superior shareholder returns
require both growth and returns. More spegifically,
growth enhances shareholder value (TRS) when
financial returns are high, Consistent with the
intrinsic value approach described earher, it 1s likely
that TRS would be positive only if the company's

expectea returns exceeded its cost of capital.

This macro analysis is useful for showing the
consistancy between the intrinsic and market
value approaches to shareholder value. In both
cases, companies with higher sales growth and
ROIC provided greater shareholder value.

What Financial Metrics

Correlate Best with TRS?

TRS is a common metric in long-term incentive plans
because It

ls preferred by institutional investors

Avoids the vagaries of GAAP accounting

Is consideras prudent by compensation committees
|z suitable for retative performance measurement

is casily undersiood by alf constituencies

fe defensible from a business judgment rue
perspective

#® s most prevalent in long-term execulive

incentive plans

To determine what financial metrics correlate with
TRS, we again examined the S&P 500 to better

understand the historical correlations between a

number of common financial metrics and TRS.

We found significant vaniation by sectors and industries
and correlation coefficients that range from .26 {weak)
to .53 (moderate}, as shown in Figure 7. We did not find
any hghly correlated varables. This is likely because
TRS (1} 1s a highiy volatile metric based on constant
revisions of expecialions, (2) varies substantially by
industry and {3) is based on many tactors, We wil!
discuss the role of expectations later in this report.

Figure 7

Correlations Between Metrics and 5-Year TRS
All Sectors (1999 - 2004)
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When we examined all sectors, we found thai growth
in cash flow per shara had the highest historical
correlation with TRS. In addition to our overall
assessment, we examined individual economic
sectors in an attempt o identify any industry specific
refationships. Figures 8 and 9 present the financial
and industrial sectors, as examples to draw out

some fundamental industry valuation differences.




Figure 8

Correlations Between Metrics and 5-Year TRS

Financials (1993 - 2004}
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In ine financial sector, we found that cash flow per share
was the most highly correlated with TRS. In addition

we found that ROE and ROA are both moderately
correlated with TRS . We attriouts this to the fact that
financial firma (banks and insurance companies) are
fundamentally different from other operating companies.
Financial firms use debi as a raw material much the
same way a manufacturer uses commaodities or natural

resources as raw materals in the manufacturing process,

i the irdustrials seclor, we found ROIC growth,
ERBIT growtn and cash flow from operations growth
to be mest kighly corretated with TRS (Figure 9).

Figure 9

Correlations Between Metrics and 5-Year TRS

Industrials (1999 - 2004)
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How Do Market Expectations
Influence Shareholder Value
and Executive incentives?

KMast of the time common sitncks are subject o nrational

wnd excessive prce Huciuations o boliy din

consequence of the ingrained teadency of most people i
specilate or garable 1o give way 1 Bupe, fear aod nread,

Bemamin Graham

Modern corporate finance thaecry explains that current
stack prices refiect expectations of future financial
performance. Executives are rewarded with equity
grants and in many cases are required to meet specific

ownership levels.

The majority of exscutive compensation and execulive
net worth is denominated in company commor stock.
Therefore, annual and long-term compensation in
addition to long-term net worth could be dramatically
affected by performance relative to expectations.

What this means is that the overall net worth of
executives can grow ar shrink dramatically based on
future expectations of financial performance. This
could ¢create significant discannect between cu-rent

performance and current total pay/net worth changes.

Understanding the Expectations Framework

From a Short-Term Perspective

Figure 10 is a theorstical construct that links short-
term stock price reactions to expectations ot financial

performance.

" deeting expeclations due 1o current perormance,
even if performance is quite high, is not rewarded,
because the stock price already reflects

those expectations for performance.

® Migsing expeciations due to economic
performance is punished in varying degrees
based on the level of expectations.

» Baating expectations due to fundamental
economic performance is rewarded to varying
degrees based on the leve! of expectations.




Figure 10

Theoretical Price Adjustments
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Fur example, if the market has high performance
expectations and the company meets those
expeclations, we would not expect to observe a
significant improvement in the share price (the
upper right-hand quadrant;. Rather, the stock should
appreciate at the mvestors' required rate of return
{alss known as the company's cost of equity). We
call this the "Patrick Ewing” effect. When the New
York Knicks acquired Patrick Ewing, ticket sales
skyrocketed in anticipation ot his future performance.
When he performed well, sales were sustained.

When e pertormed poorly, sales declined.

Understanding the Expectations Framework
From a Long-Termt Perspeclive

in theary, a company could set a stock price goal by
assuming that its market value will grow at the cost
of equity. However, the exampie below highlights the
role expectations play in determining equity prices

and how thecratical and actual prices may diverge.

To test the role of expectations, we compared actual
steck price performance to theoretical stock price
parformance over a three-year period. Theoretical
stock price 1s the expected stock price assuming the
stock price grews at the company’s cost of equity, This

analysis shows that price and value are not aiways in

equilibrium even i well-funchioning capital markets.

Figure 11

Actuai Stock Price Compared with
Theoretical Stock Price
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Figure 11 plots the results for a large consumer siaples
company with a cost of equity of 8.0 percent. At the
end of the performance pericd the stock price should
have been approximately $54.00 {assuming the market
price tracked with expected returns). The actual stock
price ended up baing $40.58. How can this be?

The market value of a company's shares depends on
how well the company perfarms relative to expectations.
If the company met expectations conlinuously over the
performance period, the twe lines would overlap, One
plausible explanalion in this example is that the company
missed expectations over the performance period. We
should note, however, thal shareholder returns telt us
neither the reasonableness of the expectations ner the

underlying health and long-term viability of the enterprise.




What Are the Shortcomings of TRS and the
%mphcatlons for incentive Pian Design?

ceneds ol e, TRE embodies changes

[

Eou fuflire porianinaiiiog o 50

dhan s actuad snderlying porformance or heaith,

Dobbs and Koiler, MoKinsey Quarterly

Recert Watson Wyatt research found that many
institutional investors believe that TRS is the best
snchmark to evaluate executive performance. However,
we reccgnize that many academics and professionals
have caubioned agamst using this metric when measuring

exacutive performance for the following reasons.

# Silock prices reflect the expeciations for future
financial performance, and expectations are not

directly under the control of the executives.

& TRS does nat account for empedded performance
expectations at the start of the measurement period.
it follows that exaggerated expectations at the
start uf the performance period can influgnce the
likeiihood a company will outperform or under-
porform ils peer group. This important issue
<ndoubtedly has an impact on executives, bath
nositive and negative, ana needs to be factored into

the Board of Dwector's decision-makmg process,

& Sinple Framework

Recognizing the limitations and challenges of using
TRS as a performance metric, to evaluate TRS, Figure
12 presents a framework that incerporates Tobin's

Q as a gauge of enterprise value at the start of the
verformance period. Applying this framework can

hep companies decide if TRS is a good matric for
thair executive incentive plans. Tobin's  measures

a company's value as a multipla of the replacement
cost of ils exisling assets. Il is an economic price to
book valuation multipie that includes expectations, as
companies with a high Tohir's Q have relatively higher
embedded expectations than those with a low Tobin's Q.

The two-by-two matrix below displays feur

possible outcomes or categories.

Figure 12

Valuation and Return Matrix

High Valuation

High Valuatien igh- _
Low Returns High Returns
Lategory 3 MWJ :_ :

Low Vatuation - - TN Va!uat:on

‘ Law Returns -

 High Returns :

M‘Wd— Tobin's Q e 50§

L‘afeywri _ : &'ﬁlm}‘g" _
oW 4—— 3-Year Total Return —-—b HigH

Category t: Companies with low start-of-period relative
valuation that delivered low relative TRS over the
performance period

Category 2. Companies with low start-of-period relative
vajuation that delivered high refative TRS over the
perfarmance period

Category 3: Companies with high start-otf-period
relative valuation that delivered low relative TRS over the

performance period

Category 4: Companies with high start-cf-period relative
valuation that delivered high relative TRS over the
performance period

Interpreting the Framework

Categories 1 and 4 have consistent outcomes (high/
high ar low/law]. That is, highly valued companes
deliver superior shareholder returns, and lowervalued
companies deliver lower shareholder returns, This
may be true over the long ferm. However. it is unlikely

thal this is the best explanation over shorter pericds

of time, for reasons we cited earlier in this report.




Categones 2 and 3 are the mixed outcomes (high/iow

and low/high). Here, we observe that highly valued
companies do not ali deliver high returns and that
some lowsr-valued companies defiver higher returns,
These ara the categories that are potentally the most
perplexing. However, these quadrants best Hustrate the

ole that expectations play in stock prices and returns.

Apnlying the Framework

By incorporating start of-period “valuation” into the
equat-on, we can examine higtorical valuation and
returns, Over relatively short periods a company
that starls with a high Tobin's Q should return lower
TRS on average than those with a low Tobin's Q.
Many believe that expectations often play a larger
role in setting stock prices in the short term (three
years) than does actual financial performance.

For exampie, incorporating TRS into performance
share plans for high-Tohin's ( companies can

ead to a moral hazard, After selecting TRS as the
performance criterion, executives might take excessive
risk 10 try to advance the stock price in the short

term, since they need to beat high expectations.

Figure 13

S&P 500 Beverage Industry: Negative
Correlation Between Valuation and Return
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Figure 13 provides an example of an ex post facto
analysis to better understand what the outcome would
have bheen based on historical performance periods.
The chart below focuses on the beverage industry
and illustrates a key issue that must be considered
before implementing TRS as a performance metnc.

For this industry, as may be the case for many over

a short period of time, there is a negative correlation
batwean start-of-peried Tobin's  and three-year
TRS. If the starting valuation is high relative to a peer
group, expectations might be difficult to beat over the
performance period given the lofty starting position.

In this example, we observe that companies with high
start-of-period valuation de'ivered lower TRS than
companies with low start-of-perod valuation. it would
not be fair to hold executives responsible for
delivering median TRS when they are positioned
above the median at the start of the period.

In addition, relative performance vesting may not
compensate the exacutives at an already highly valued
company because # would require companias to
achieve two goals: (1) median TRS and (2} sustainad
valuation premium over the peers, Conversely, delivering
median TRS at a iow-Q company might be too easy.

How Do Companies Bring More
Science to the Art of Goal Setting?
Faying peaple on the basis of how ther performance
refates o a budget or farge! causes paesis 1o

came the systein and o doing so destroy value,

Michaef fensen, Harvard Business School Professor

Once the best metrics have been chosen, it is then
necessary to set the level or goal for that metric. Maost
companies use budge: or plar as the goal for their
mcentive plans. Using budgets for this purpose creates
problems :n the geal-setting stages ~ aspecially setting
the goals too low. To mitigate the “sand-bagging”
problem inherent with setting budgets and targets, we
advocate a process that considers hoth historical and




forward-joaking approaches. In facl, the process can Step 2: Review goal against historical probabifities

be used to select and test the reasonableness of geals based on a peer group performance. This begins
against historical probabiliies and future expectations. by creating a simple data table. In this example, we
The process below describes how we would tast the crealed a data table of annual sales growth over
~mazonableness of an 8 percent sales growth goal. 10 penods for 16 peer companies. This allows us

Step 1: Review goal against historical company io calculate descriptive statistics on our data set
, ‘ (e.g.. mean. median, mode, standard deviation).
and peer median performance. For example, Figure

14 shows that the company has outperformed Step 3: Create a probability distribution {using

tre peer group for many years. The company's the 150 data points above} to understand how the
mean performance over the 10-year period was 13 variable «s distrbuted. To accomplish this, we create
percent versus 10 percent for the peer group. a number of bins that represent a range of possible
Figure 14

Historical Performance Data Table: XYZ Company and Performance Peers

Annual Sales Growth

Ticker Symbol Company Hame 1985 1996 1997 1998 1999 2000 2001 2002 2003 2004
A Cempany A 5.8% 6.65% Q0% 13 g -1.80% 3.2% -Gt -C.5% 12,805
B Goempany B 42.1% 7.6V 227 27.9% 4.9 17 2 11.8%:
™ Cemoary C 10.7% 11.8% i 17.1%: B.2%0 B 3 13.1%s
n Comaary D 14.1% 130.4%  19.9% 5% 11.0%  10.7% 1678
E. Comoary £ 74.8% 2.6 G.7% 12.4% 320 14,65 G
F Company F 18.1% 23.20; 39.1% 28.5% 17.50k 1.3%0
G Compary G 23.7% 2h10 27 2% 19 0% VAR
b Compary H 5.5 5.2%  60.8% 8.0%¢ 2.
| Caompary | 17.9% 20.8M 29.84% 1814 17.7%
i Comparny . 28.5% 0.5% 3.64 200 .5
[ Company K LR 53.2% 11.9% 4 filp B 8% < B0
1 Company L 4.9% 30.2% 8.9% 17.24:  10.8% 7.3%
i Company M 1.0% 2.4% 4.8% B.7%: 31% R
I8 Company N 10.3% ¥ 9.4%  1.5% 8.0 89.5% B.1%,
O Company G 12.6% 138 3.9 1450 15 84 18.8%  18.1%
251th Yeile 4.6% 5.2% 7.1% 7.5% 10.6% 5.6% 1.8% 1.0%
50th %ile 10.7% 7.9% 13.5%  1.5% 17.9% 10.8% 7.3% 4.9%
75th Yafle 19.7%  16.8% 26.1% 20.2% 27.8% 17.8%  13.4% 12.9%
XYZ XYZ Company 13.5% 12.0% 12.5% 16.7% 20.3% 15.9% 13.8% 11.3%
Figure 15

Annual Sales Growth, Probability of Achievement (excl. XYZ)
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values and assign companies to gach bin based on

their individual annual performance (Figure 15).

Step 4: After observing the shape of distribution and
varnus descriptive statistics {in this case the median
& 10 percert), we can examme how a specific goal
fits within the distriouticn. To accomplish this, we
display the distribution as a cumulative probahiity
distnbuzion and find the probability of achieving a
goal ‘Figure 16}, Far example, if we set the goal

fror sales growth at 10 percent, there could be an
approxmaie BO percent probability of achieving

tri1s nased on historical peer performarce.

Step 5: Review analyst estimates. Markets are inherently
forward-fooking. Howaver, many companies set goals
based on prior performance only. We think historical
data is helpful but can be enhanced significantly

by incorporating forward-iocking estimates info the
process. By incorperating consensus analyst estimates,
we provide an additicnal lens to view performance.

In Figure 17 we see that the market expects sales to
grow al more than 11 percent a year in the aear term,

I past history was g there was o ihe game,

the dichest people would be fibrarans,

Warren Buffet

Figure 16
Annual Sales Growth, Cumulative Probability of Achievement
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Figure 17
Compound Annual Growth Rate
XY Z Company
Forecast Multiples (% in millions)
l Actual '1 ___Coansensus Estimates 3-Year
Metlric Jan. 2005 | Jan. 2006 E Jan. 2007 | Jan. 2008 | Jan. 2009 CAGR
Reven s $288,189 $312,427 : $348,554 | $385,626 | $431,197 11,3%
oy growth: 8.4% | 11.6% 16.68% 11.8%0
E3ITDA $21.721 $23,247 ;r $25.410 | $29,236 $31,989 11.2%
yrose growdi: 7.0% } 9.3, 15,105 9.45
EQIT $17,001 $18,530 | $20,543 $23,057 $25,060 10.6%
| .
Sty e 8.4% 70.9% 12.9% 8.7%% :
EP% $2.41 $264 | $2.92 $3.33 $3.69 1.8%
sray growth: Q.5% : 10,700 14.10% ' 101,504 .



http:performa.ce

Step 6 Since analyst estimates typicaily extend over a
short period of time {two 1o three years), we cften tumn
o the stock price 1o understand long-term expeclations.
Ta accornglish this, we use the discounted cash flow
mode! to gauge long-term expectations. For example, to
gauge the stock market's expectation far sales growth,
wa use market-based assumptions (from Value Line or

other sources) for all inputs except sales growth. We

In this example, we learned that the target company has

historically performed at a level (12.7 percent} above
the peer group (9.7 percent). Market expectations
are for the target 1o grow sales at 11.3 percent in the
short term and 11.6 percent over the long term.

Ideal Policies and Conclusions
Choosing performance metrics and setting appropriate

then modily the sales growih rate to determine the saies goals are two of the most important tasks a Board of

growth -hat generates the current stock price. This Directors can perform. Doing so connacts shareholders
anzabysis shaws that long-term expectation for annual with executives and sets the tone for the performance
saes growth is approximately 11.5 persent {Figure 18). culture. It brings a third-party, objectve view to help

counterbalance internal assumptions and expectations.
Bringing It All Together It also helps defuse shareholder and media concerns

We suggest combining all of these analyses to help about accountability and pay for perfarmance.
a company set specific goals for incentive purposes
and tast the difficulty of achieving certain goas. By applying additional rigor to the metric selection
process, companies can control for some potential
moral hazards that may develop after the Board of
Directars selects metrics, And by applying mare rigor
10 the goal-setting process, Boards of Directors can
Figure 18 set goals that are fair to executives and shareholders

and that ultimately benefit ail constituents,
Basic Discounted Cash Flow Model

Assumptions

Farecast Years

[ 2007 2008 2609 2610 2011 2012 2013

$2u8 429 $321,609 $368.56823  $399,820  $425799 $4970686  $55H4.228

517,306 $19,296 $21515  $23.989 26,748 $33,254

Fases ) . o %7316 $8,156 $9.004 $11.306
NOHPAT 427 $12.73 $14.200  $15.833 $17.654 $£21.047
$3.867 $a.312 $4,808 $5.361 $5,977 $7.421

$1.487 $1e58 $1.849 $2.062 $2,299 obemng

$5.355 5,970 $6.657 $7.473 $8.976 -0 789

Foow $6.067 $6.785 $7.543 $8.41¢ $G.377 $10.456 $11 858
Y FCF $5627 $5.809 $5.002 $68.202 $5,408 $6,621 $6.641
oot ve PV FOF 35,622 $11.432 $17.434 $23,626 $30,044 36,665 $43,507
i parpetuiy $182,784
Enterprize value $£205.265

Pls: XS cash $4.000

Loss. dobt 24,700

Euity value
Shaes ou
Eiuity valig per share

]
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Watso~ Wyatt is the trusted business pariner to the world's leading
organizations on people and financial issues.

Jur client relationships, many spanning decades, define who we
are. They are shaped by a deep understanding of cur clients’ needs,
a collaborative working style and a firm-wide commitment to service

excellence.

Our consultants bring fresh thinking to client issues, along with the
experience and research to know what really works. They daliver
praciical, evidence-based solutions that are taifored to your argan-
zafion’'s cu'ture and geals.

With 6,000 associates in 30 countries, our global services include:

* Managing the cost and effectiveness of employee benefit
prOgrams

* Daveloping atfraction. retention and reward strategies that help
creals competitive advantage

« Advising pension plan sponsors and other institutions on optimat
wvestment strateges

* Providing strategic and financial advice to insurance and financial
services companies

* Delivering rejated technology, outsourcing and data services

For more information on how human

capital can drive sharsholder value,
call Watson Wyatt at 800/388-9868
or visit watsonwyatt.com.
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