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Total Shareholder Return as a Performance Measure —
Design Features and Key Considerations

By John Sinkular and Ira T. Kay

It is critical for companies to ensure that appropriate performance measures and
goals are used to deliver on the pay-for-performance promise: that pay outcomes
are commensurate with performance results. Intense scrutiny of executive
compensation is here to stay, with annual Say-on-Pay votes being the reality for
most companies, and shareholders, proxy advisory groups and the media being
focused on the ultimate measure of success — total shareholder return (TSR).

Long-term incentive programs play a primary role in helping to link pay to
performance. This connection is defined by the performance metrics — the
specific measures and goals — that must be achieved for any awards to be
earned. Currently, most companies use financial metrics in their long-term
incentive programs. In recent years, there has been an increased use of TSR
metrics because of greater economic uncertainty and a greater focus on the
impact of TSR on incentive payouts. As scrutiny of the direct correlation between
TSR performance and incentive payouts (or potential realizable value) increases,
it will be more important for companies to monitor TSR performance and to
consider whether TSR should be a specific measure in their long-term incentive
plans.

The Case for TSR

TSR, the stock price appreciation plus reinvested dividends over a period, is the
ultimate measure of a company’s achievement for shareholders over the long
term. Higher TSR results in greater capital gains for shareholders, stock price
appreciation for employee-owners and potential for future success. Accordingly,
TSR is closely monitored by shareholders and executives, as well as the media
and proxy advisory services.

In the typical relative-TSR plan, TSR is measured at the end of a three-year
performance cycle and based on the ending stock price versus the starting price,
with dividends reinvested during the cycle. The company’s resulting TSR
percentile performance, relative to that of a comparator group, determines
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award payouts, if any. The inclusion of relative performance comparisons over a multi-
year period provides boards with comfort that awards earned were commensurate with
TSR outcomes — a fail-safe correlative feature helpful to boards making payouts.

Although there are other methods of incorporating stock price or TSR as an incentive
metric (see Exhibit 1), relative TSR is the most common.

Is TSR an Incentive for Executives?

However, using TSR falls short of fulfilling one of the basic tenets of an incentive plan:
line of sight. TSR does not necessarily assure strong line of sight, as relative TSR can be
significantly affected by macro/external factors but not necessarily by
financial/operational performance results. Relative-TSR plans do not foster insights for
participants or shareholders into how the company can or will outperform its peers.

Among the features of well-designed incentive plans that are highly motivational are
those that ensure that participants have a strong line of sight regarding performance
metrics. Thus, participants will typically be more engaged. Moreover, they will be more
likely to remain with their companies if they believe they can have a direct impact on
the business and be rewarded for results as measured by the incentive plan’s
performance metrics. The use of TSR as a long-term performance metric has diminished
this engagement and motivation.

Historically, companies have delivered all or most of their long-term incentive award
opportunity through equity-based vehicles (performance shares, stock options and
restricted stock). The use of equity awards means that the value realized upon
settlement is based on stock price performance (the key component of TSR) over the
performance/vesting period. Stock settlement ensures that the value potentially
realizable from long-term incentives is aligned with the interests of shareholders. With
performance shares, which require the achievement of specific goals, there is greater
alignment with shareholders’ interests because minimum goals must be achieved for
executives to earn shares.

The use of relative TSR (a direct measure of value creation compared with that of peer
companies) as a performance measure creates a critical, unusual trade-off: strong pay
delivery alignment yet a weak incentive for executives who cannot directly affect the
stock price of the company over the short term or, of course, the TSR results of
companies in the comparator group. This is especially an issue for relative TSR. By
contrast, other measures are typically based on internal, absolute performance.
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An Alternative to Consider: Using TSR to Set Grant Levels

As TSR at year-end (whether for one or several years) is considered by shareholders casting
Say-on-Pay votes, companies need to consider whether their TSR performance will have an
impact on the sizing of new long-term incentive grants or on determining the number of shares
paying out from prior grants (performance share plans). Typically, pay reported in the
Summary Compensation Table (SCT) is not affected by current year-end TSR because equity
grants are made in the first quarter of the year and annual incentive payouts typically are not
explicitly linked to TSR. Further, performance share payouts are not included in the SCT. If
companies want to provide a link to year-end TSR and SCT values — a focus of ISS and media
organizations — equity grants could be delayed and made in December, based on
consideration of the company’s absolute and relative TSR. This year-end LTI design concept
runs counter to the near-universal practice of making equity grants in the first quarter of the
year, based primarily on market data, with amounts realized pegged to future performance. It
involves other implementation issues that would need to be resolved before adopting this
approach.

Key Factors to Assess in Considering the Use of TSR

TSR has become more prevalent; nearly 50% of large companies now use it as a
measure in their long-term incentive plans. This increased prevalence, which is likely to
continue, is driven by several factors:

* Optics

* The difficulty of setting multi-year goals for financial and operational measures

* The absence of a better financial measure

* |nstitutional Shareholder Services’ focus on relative TSR in its CEO
pay/performance test

Under its CEO pay/performance assessment method for 2012, ISS considers TSR at the
end of one- and three-year periods (based on single price points), relative to a
comparator group selected by the service. Companies need to be aware of ISS’” approach
but, when designing relative-TSR plans, should also consider substantively pertinent
factors including the characteristics of direct peers and generally comparable
companies.

In contemplating the use of TSR in long-term incentive plans, companies should consider
the following factors:

* Business strategy
* Financial measures currently used in annual and long-term incentive plans
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* The company’s ability to set reasonable performance goals for its long-term
incentive plan — those that management and the board feel are balanced (with
targets falling into the “challenging but achievable” category because of a
probability of achievement of about 50%)

* The availability of a reasonable comparator group of companies that could be
used for relative-TSR comparisons

* Historic alignment of pay and performance

* Criticisms, if any, from large shareholders and other parties of interest

Attached are two exhibits:

* Exhibit 1 presents TSR plan design features and alternatives.
* Exhibit 2 presents TSR plan practices of a representative sample of large
manufacturers of durable goods.

Conclusion

In the end, the use of relative TSR is less about the incentive-related effects on
participants and more about the optics of executive pay delivery. The use of relative TSR
is likely to increase in prevalence as companies continue to review their executive
compensation programs to ensure the strongest possible relationship between pay and
performance outcomes and to minimize potential external criticisms. It is the latter
point — external views, particularly among proxy advisory groups — that will likely drive
the increased use of such plans, as relative TSR generally is not an effective incentive in
the purest sense because of limited line of sight.

As companies consider using TSR or changing its weight as a measure in their incentive

plans, they should bear in mind that the plans they ultimately craft to deliver long-term
shareholder returns should balance the critical goal of retaining and motivating a highly
qualified, committed executive team with the perennial need to project positive optics.

‘john.sinkular@paygovernance.com
ira.kay@paygovernance.com
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EXHIBIT 1 - TSR Plan Key Design Features

Key design features for a TSR long-term incentive plan.

Design Feature
TSR Plan
Participation

Award Structure

Performance Cycle

Approach for
Calculating TSR

Measurement Basis

Common Structure
Officers and, potentially,
other senior executives

Separate component that
is assessed independently
from financial metrics

Index (such as the S&P
500) or a specific
comparator group

Three-year cumulative
TSR

Multi-day average (such
as the 20-trading day
average closing price) at
the start and end of the
performance period

Percentile TSR
performance relative to
the comparator
companies

Other Alternatives

Broader group of executives
All long-term incentive participants

Modifier to financial measures
Contingent features such as, for awards
calculated based on financial results to
exceed target, TSR must be set at a
minimum level

In addition, there may be safeguards
such as, if the company’s TSR is
negative, earned awards cannot exceed
target or should be reduced by 50%

Subset of an index, which may be
combined with specific direct peers
Average of annual TSR over three years
Quarterly average or index

Single day at the start and end of the

performance period (this point-to-point
approach is currently used by ISS)

Absolute TSR

Relative Comparisons

Number ranking
Difference to comparator median
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EXHIBIT 2 — “Durable 50” TSR Plan Design Practices

As an example of specific market practices, below is an analysis of the current (primarily
fiscal 2010) TSR plan practices at large manufacturing companies (in our experience,
many of the design practices are directionally similar in other industries). Based on Pay
Governance’s analysis of the proxy-disclosed practices among 50 publicly-traded,
durable-goods manufacturing companies (“Durable 50”), we found the following:

* Prevalence. The use of TSR plans is approaching 50%, with 20 companies in the
Durable 50 currently disclosing the use of TSR as a long-term incentive
performance plan measure. This is 44% of those companies with a performance
plan (45 of the Durable 50 have performance plans).

* Weighting. At the companies using TSR, it represents a median of 20% (average
of 30%, with a range of 10% to 100%) of the total long-term incentive award
opportunity.

* Role. Ninety percent of companies also incorporate other performance metrics
and typically use TSR as a separate measure. Two companies (10%) use TSR as a
modifier to awards calculated based on financial results.

* (Cycle. The performance period is typically 3 years, upon the completion of which
amounts earned, if any, are paid.

* Comparators. Comparisons for TSR results are to one of the following:

o Index (most often the S&P 500): 41% prevalence
o Peer group (selected group of companies): 35%
o Subset of anindex: 24%

* Measurement. Companies typically disclosed the use of percentile performance
as the measurement basis for the performance-award schedules. Below are the
range of performance requirements (percentile ranking) and corresponding
award opportunities (as a percent of target).

TSR Percentile Performance Award Opportunity (% of target)
Threshold Target Maximum Threshold Target Maximum

25t0 40 50to 65 7510 90 0% to 50% 100% 200%

Note: Based on fiscal year 2010 actual practices or, if specified, the fiscal year 2011 practice at 13
companies disclosing the full performance-award schedule.
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