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February 5, 2008 

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

Nancy M. Morris, Secretary 
Securitiesand Exchange Commission 
100 F Street, N.E. 
Washington,DC 20549-1090 

Subject: 	 Executive Compensation Disclosure(ReleaseNos.33{765; 34-55009) 
CommissionFile No. 57--03-06,- Comments Regarding Disclosure of 
Dilfrculty of Performance Goals 

Dear Ms. Morris: 

We are writing to you to discuss a matter of concem from SEC registrants regarding a 
requirement of the new executive compensationproxy disclosurerules. As you likely have 
heard from registrants, many are puzzledon how to properlycomplywith therequirementthat 
whanaperformancetarget is properly omitted based on the competitive harm standard, the 
company must discuss, in a meaningful wa5 how difficult it will be for the executive or how 
likely it will be for the company to achievethat target. Public commentsfrom John White, Mr. 
John W. White, Director, Division of Corporation Finance, expressdisappointrnentat 
certain statements thatwere included by companies in their 2007 proxies: 

"Withoutmore, identifoing a target simply as "challengingbut achievable" or as "designedto 
promoteexcellenceand motivate management"seemsan empty disclosure that I would not think 
is useful to investors." 

Many of our clients have asked ushow 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 believesour approach has meri! and would look forward to 
meeting with the Staff to demonstrate how it works. Our goalwould be to providethe Staffa 
perspectiveon determining "degreeof difficulty" so that it may offer to registrants some more 
specificparametersby which they rnay satisfy this requirement. 

Our methodology was first developed,not in response to the SEC disclosure rules, but in our role 
asadvisorsto Compensation Committees,who asked us to help assess the"degreeof difficulty" 
of performance goals beingpresentedto them by management for their approval. We have used 
our approach with several clients in helping them preparetheir 2007 proxy disclosures, and 
believe it is but one way to perform a more rigorous analysisof "degreeofdifficulty." 
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It works something like this, assuming for this example a company has established an annual 
salegro*th targetof 10 percent (More detail on this example are found in the 2006 Metrics and 
Goals attachment): 

t. 	 Reviewgoalagainst historical companv and peermedianperformance.Whateverthe 
metricchosen(e.g.,annual sales gowth), determine the extent to which the company has 
performed versus its peers.To illustrate,assumetle company has outperformedthepeer 
group for many years,with a mean over l0-years thatwas13percentversus10percent 
for the peer group. 

z. 	 Reviewsoal aeainst historical probabilitiesbased on apeer qroup oerformance.Calculate 
descriptive statistics on the data set (e.g.,mean,median,mode, standard deviation) to 
showhistorically how likely hitting certain targetswould be. For example,20o/o ofthe 
time companies achieveda 0-5% annualgror*thin sales, whileonly 6.7% percent ofthe 
time did they achieve 20-25% annual growtlLetc. 

:. 	 After observins the shape of distributionand various descriotive statistics. examine how 
a specific eoal fits within thedistribution.For a targeted salesgrowth goal of 10percent, 
therewould be an approximate 50percent probability of achieving this basedon 
historicalpeer performance. 

4. 	Reviewanalvst estimates. Markets are inherently forwardJooking. However,many 
companiessetgoalsbased on prior performance only. We think historical data is helpful 
but can be enhanced sigrrificantly by incorporatingforwardJookingestimatesinto the 
process.By incorporating consensusanalyst estimates, weprovidean additional lens to 
viewperformance. 

This balances 
short-term(2-3 year) analystexpectations compiled in Step 4 by taking a longer term 
view. We use a discounted cash flow model to gaugelong-term expectations. For 
example,to gaugethe stock market's expectation for salesgrowth,we use market-based 
assumptions(from Value Line or other sources) for all inputsexcept sales growth. We 
then modiff the sales grouth rate to determine the sales growththatgeneratesthe current 
stockprice. 

5. Considerstockpriceto understand lons-termexpectations. with the use of 

Once the above data is compiled, we would then combine the analysesto help a company set 
specificgoals for incentive purposesand test t}re difficulty of achievingcertaingoals,depending 
on the purposeof the analysis. We have attached two attachments thatprovideadditionaldetails 
on how we undertake this analysis. 
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In sum, we believethe SEC might find it useful to review our approach and perhapsuseit to set 
morespecificguidelinesfor registrants who need to assigna "degreeof diffrculty. " We would 
be very interested in sitting downwith the Staff to providemore information on how we 
developedour approachand why we believeit works well. We look forward to meeting with 
you. 

Best Regards, 

J^S? 
Ira T. Kay 
PracticeDirector, Compensation Practice 
Watson Wyatt Worldwide 
875 Third Avenue lNew Yorlq NY 10011 
Phone:212.251.5641IFax: 212.644.5835 
ira.kav@watsonwvatt.com 

6-.4 
StevenSeelig 
Executive Compensation Cousel 
WatsonWyatt Worldwide 
901 N. GlebeRoad,I Arlngfon, Y A, 22203 
Phone:703.258.7623|Fax: 7 03.258.7 491| Cell: 202.236.3328 
steven.seelig@watsonwyatt.com 

Attachments: 
1. Linking Executive Pay to OptimalPerformanceMetrics and Goals: A Methodfor Increasing 

Shareholder Value ; watsonryatt.com,2006/2007,UnitedStates 
2. How CompaniesShould Balance Growth and Financial Returns in Executive Compensation 

Plans;Michael Marino and ha Kay, Watson Wyatt Worldwide, Workspan, The Magazine of 
WorldatWork,6/07 
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How Gompanies ShouldBalance Growth & FinancialReturns in 

Executive 
PartoneIncentivg Plans 

By Michael Marino and lra Kay, Watson Wyatt Woddwide 

Increasingshareholdervalueis tle primary objective of the corporation. 

However,creatingcontinuous improvements in shareholder valueis an 

elusivegoal for many executive teams. Because companies tfpically get 

what they measure, it is important that they measurethe right thing. 

Many companies do a high-level, cursory review of executive-incen

tives metrics. However, few undergoa systematic exelciseto evaiuate 

the link between performance-incentiveplan focus and increased 

firm value, As a result, some incentive plansare simply outdated 

and accidentally focusexecutiveson past goals and objectives. In 

other cases,corporations unwittingly employ metrics that they 

believe are designed to create shareholder wealth, but which fail to 

achieve this goal, Therefore, companiescan create enotmousshare

holder value by improving the line of sight regarding financial 

obiectivesin executive-compensation programs. 

While there is no guannteethat excellentfuture fin-ancial perfor

mance hrill prompt stockpricesto rise, a robust methodology for 

LOOK choosingthe best metrics is essertialto corporate success,positive 

.)The curent scrutlny ot executive payhak€s performanco shareholderrelations and good governance. As the following example 
moasuromontess€ntiallo the Drcogl det€dnination of of a 'q?ical industrial company" shows, it is possibleto find a method 
whother "pay forperlormanoo'6xists. that balancesfinancialobjectivesin executive-incentivedesign. 

3,Th€re a(€ thre€ cornoBtonosto building a robus!kam€workl 
r€vlew corpoftrt€ strdtegy, identlfy valuo driveE and r€view 
mark€t €xpectailons. Whyis Financlal Focus So lmportant? Why Now? 

t 	Themorc that boards and Instltulionalinv€storsroquirea The current scrutiny of executive pay makes performance measure 
clearpay+or-pe.formanc€llnk,lhe fior€ imp€rallve lt ls lhat ment essentialto the properdetermination of if "payfor performance" 
ex€culiv€-inc€nliv€ valu€.dsslgnsupports shar€holder exists. Perfolmance 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, 

metricsprovide a direct link between 

corporate strategy and compensation. 

When the right metdcs are incorpo

rated in annual and long-term incentrve 
plansthey align executives wit} share

holders,focus executives on increasing 

shareholdervalueandprovide a consis

tent framework for rewarding behavior. 

Satisfying these objectivesis pa!a

mount becausepublicconcernabout 

executivepay has never been greater. 

Recent Wat6on Wyatt researchfound 

that boards of directols and institu

tional investors have defined views 

aboutexecutivepay.Sixtypercentof 

boardmemberssurveyedbelieve the 

executive-paymodelsat most compa

nies have dramatically overpaid 

executives,while 90 percent of large 

pension funds expressedthe same 

concern.However, when askedif the 

executive-paymodel in the United 

Stateshas improved colpolate perform

ance,the two groupsaresplit. Sixty-five 

percent of boards believe the executjve 

pay model has improved corporate 
performance,while only 21 percent 

of pensionfunds share that view. 

Therefore,the current scrutiny of 

executivepaymal<esperformance 

measurementessentialto the proper 

determinationof whether "payfor 
- a r f n r m : n r a "  o . i c  t  <  

Step 1: Develop a Performance 
Framework 
Companiesthat consider where to 

focusline of sight and that gauge 

market expectations make more well-

informed decisions. The processfor 

calibratingfinancial focus begins with 

establishinga performance framewo!k 

thaLprovidesinsight into key strategic 

themes,value drivers and market 

expectationsfor future performance. 

xotupln S,tr7 

P,ofltable Growth 

Sal66 Orowth. EBIT 
Ma.gln & Return on 

InvosledCaoltal Cov€r 
All Your Bass6 

SalssGrowth= 8%

EBITMargin= 7%


RO|C= 8%


This framework is formed by reviewing 

readily available internal and external 

information sources.There are three 

cornerstonesto building a robust 

framework. 

1. Review corporate strategy. 

2. Identify value drivers.


3, Review marketexpectations.


Figure1 presentsa completed

performance framework for our h1ryo

L r r E L r L d r  L U u L y a r r / ,  

The baseline includesthe keysttategi( 

themes,valuedrivers and nrarket expec 

tations.At this company, the baseline 

showsthat: 
. Profitablegrowth lequires a focus


on growti and financial returns.

' Salesgrowth, operatingprofit and


return on invested capital are key


valuedrivers.

' The malket is expecting an 8-percent 

annualsalesgrowth, a 7-percent 

earningsbeforeinterest and taxes 
(EBIT)marginand an 8-percent 

retuln on invested capitai(ROIC). 

Step 2: Create a GroMh and 

ReturnsMatrix 
Companiesincreasevalue when they 

earn high returns on incremental 

investedcapital. A simple two-by-two 
financialmodel helps illustrate how 

growth and returns support vaiue 

creation. Lett assume our "tJ,?ical 

industrial company" has$500in sales, 

$1,000in capitaland a 10-percentcost 

of capital. Furthermote, lett assume 

sale6grow of either 5 percentor 15 

percent next year (the vertical axis) and 

that capital grows in propoltion to sales. 
Therefore, capital will grow from $1,000 
to $1,050or $1,150,respectively.Assu' 

ming actual ROIC of either 5 percentot 

15 percent(the hodzontal axis), it is 

possibleto calculate the nominaJ (gross) 

value improvement. Value improvement 

will range from $2.50to $22.50.Under 

these(onditions,all combinations of 
growth and returns genelatenominal 

value improvernent. 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 erceed costs. 

Takingthe nominal value and sub

tractinga charge fo! the cost of capital 
(for thesepurposes,10 percent)creates 

a better pictule of valuecreation because 

all capital has a cost-nothing is free 
Figure2 on page 29 plesentsa modified 

matrix that reflects nominal and econo
mic valuegiven different combinations 

of growth and returns, 
For the "typical manufacturing 

company,"growing sales under certain 



conditions will inclease value. Specifically, 

whenthe business generatesretums in lncreas€In 
excessof costs, glowth addsto the value Nomlnal/Economlc 

of the enterprise.Grol^'ingsaleswithout Vatu€ $ 

commensuratehigh levels of retum will 

destroyvalue. In this case, the company € :  Ihe Math 
a. lncremental Cspltal = $150thatErewsales and capital by l5 per- O 6  61,000x ,15) 

centbut earned only a s-pelcent return b. ROIC = 15% 

on capital(theupperieft hand quadrant) d i o  c. NomlnalValle = $22,5 

actuallydestroyed value. [n essence,the 

companyearned$7.50grossat a.ost 

of $15 nelding ($7.50), 

Sle!) 3: Read the Stock Market 

The last step to understanding the rela

tionship betweengrowth in revenue 

and financial returns is to read the 

pubiic market. To accomplish this, the 

sametwo by two growth and return 

matrix is utilized for a peergroup. 

However,this requires calculating the 

mediansalesgrowth and median ROIC 

over a 1O-yearperiod andplacing each 

company,based on above- or below-

medianperformance,in oneof four 

unique quadlants.Next, calculatethe 

averagetotal shareholder retum (TSR) 

for the companies in each quadrant. 

Figure3 shows the impact of growing 

salesand/or increasing returns. 

Bringing it all Together 

Applying this approach to our "t/pical 

industrial company"provides a fresh 

perspective. Fir6t, the company is 

pursuing a profitable growth strategy, 

and the market expects certain levels 

of performance. Second, the growth-

and-returnsmatrix shows that, given 

this specific fact pattern, growth 

desttoyseconomicvalue.Lastly,the 

marketanalysisshows that, on average, 

companiesthat providelow growth and 

Iow returns offer the least shareholder 

returns.Therefore,line of sight needs 

to be placedfirmly on profitability until 

returns reach and/or exceed the cost 

of capital. The recipe calls for more 

returns and less growth. 

0150 x l5t6 ROIC) 

e. Co6tof Capilal = $15 
6150,(.10) 

f. EconomicValue= $7.5 
-(122.5tl5.0) 

10-yr.Avg. TSF 

The MathE a.10 companles 
o or$ growth/highr€rums) 

b.Avefagelo-yr.TSR= 18,0% 
nt 

10 yr Avg. ROIC 

Conclusion 
Increasingshareholdervalue is tbe 

objectiveof the corporation. The 

more that boards and institutional 

investorsrequirea clear pay-for 

performance link, the more impetative 

it is that executive-incentivedesign 

supportsshareholder value. Applying 

a systematic apploach helps companies 

make infolmed de€isions about finar

cial focusin executive-incentive design. 

Corlect line of sight through executive 

incentivedesign is key to establishing 

payfor performance. Part two of this 

series,"HowDo Market Expectations 

lnfluenceShareholderValue and 

ExecutiveIncentives?",in the July 

issue of wor&span, will address the 

challengesinherent in measuring 

sbareholdervalue for pub)ic 

corporations.E 
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t The ov€rall n6t worth of €xEoutiv€s will growor shrink 

dramaticallybasgdon Mur€ exp€ctations for ffnancial 
pedormanc€. 

t R6s6arch f€s shown that stock prlcgsreactto n€w 
informationIn vanous vraysat th6 tlme lhs Infodnation 
is introduc€d Into the rnark6t. 

tTh€ valu6of any common stockis highly s€nsltlveto 
investorexp€ctations. 

Part Twc: 
Shareholder€xpec{at iurrs 
How Gompanies ShouldBalance 
Growth & Financial Returns in 

Executive 
IncentivePlans

By Michael Marino and lra Kay, Watson Wyatt Woddwide 
The first articleof this two-part series focused on the need to choose 
the right financial metrics and to balance the sometimescompeting 
goalsof growthandfinancial returns when setting executiveincentives. 

While addressing these issues will certainly put employers on the right 

path to create effectivepay-for-performanceprograms,it is important 

for employers to also go the next step. This involves considering the 

role that market expectations play in executive incentivedesign. 

The majority of executivecompensation and executive net worth 

is denominated in company common stock. Executives are typically 

lewalded with equity grantsand in many casesare required to meet 
specific ownership levelsduring their executive tenures. Modem corponte 

finance theory explains that currentstockpricesleflect expectations 
of future financial performance.The value of common stocktoday 
is highly sensitiveto investo! expectationsfor the future-Therefore, 
the overall net worth of executiveswill growor 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 executiveincentive program. 

Understandingthe Expectations Framework 
froma Short-TermPerspective 
Companies that usestockprice or other market-basedmetlics 

must consider the role expectationsplay in influencing market prices. 

Researchhasshowathat stock pricesreactto new information in 
various ways at the time the information is introduced into fie market. 

C.AtE\rs e V/scar'ltui 200?. Fsrhsd r$n rc'*star, Jut 2c07, *nn t€miisi{n nw vili&t{ofi. C{1i€rn 6 lttrNd ld 16. vr ur.nasB Dnrt. No panottns ando 
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First, missingexpectationsdue to 

the company's economicperformance 

punishes the stock priceto varying 

degreesbased on the level of expecta 

tions.Second, exceeding ereectations due 

to fundamental economic performanceis 

rewardedin varying degreesbased on the 

level of expectations. Finally, meeting 

expectationsdue to current performanc€, 

evenif that performance is quite high, 

is not rewardedbecausethe stockpri(e 

aheadyreflectsthoseexpectations for 

performance.This is called the "Patrick 

Ewing"effect. When the New York 

Knicks acquired Ewing, ticket sales sky

rocketedin anticipation of his future 

performance. When he performed 

well, sales were sustained.When he 

performedpoorly,salesdeclined-

Therefore,using malket-based metrics, 

suchas total return to shareholders 
(TRS)or stock price,to measureexecu

tive performance is challenging because 

stockpricesare highly sensitive to 

short-term investorexPectations. 

Understanding the 

Exp€ctations Frarnework from 
the Long-Term Perspective 
The price for any individual stock and 

its true economic value are not always 

in equil ibrium,even in capital markets 

that function well. Priceand value diver

gence is demonstrated drarnatically 

whena major market corection occurs, 

but this dichotomy can also exist at the 

individual company level under normal 

marketconditions.To test the role of 

expectations,we compaled actualstock 
price performance to theoretical stock 

price performance during a three year 

period. Theoretical stockprice is the 

expectedstock price assumingthe stock 

pricegrowsat the company'scost of 

equity.Figure 1 plots t}Ie results for a 

large consumer staples company with 

a cost of equity of 8 percent. 

At the end of the performance 

period,the stock priceshouldhave been 

.9 

$40.00 

$35.00 

$30.00 

appioximately$54 assuming the market 
pricetrackedwith expected retums. The 

actual stock p ce was $40.58.How can 

this be? The market valueof 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 

startingpoint and it met expectations 

continuously ovet the performance 

period, the two lines would overlap. 

The issue of individual stockprices 

and value not moving in equilibrium 
hasseriousimplications for governing 

executive compensation proglams. 

lssues with Market-BasedMetrics 
Recent Watson Wyatt's"Finding 

the Right Balance" found tlat many 

institutional investors believe that TRS 
(definedas stock pdceappreciationplus 

dividendyield) is t}te best benchmari< 

to evaluate executive performance. 

However, many academicsandprofes

sionals have cautioned against using 

this metdc when measuringexecutive 
performancefor the following reasons: 
' Stockpdcesreflect the expectations 

for future financial performance. 
. Erpectations are not directly under 

the contrcl of the executives. 

----------il

- - . - . ! - 

. SubsequentTRS does not account fol 

embeddedperformance expectations at 

the start of the measuiement period. 

It follows that exaggerated expectations 

at tbe start of the performanceperiod 

can influence the likelihood a company 

will outperform or underperform a peer 

group,This impacts executives, both 

positivelyand negatively, and, therefore, 

needs to be factored into the metdc 

selectionand target-settingprocess. 

Severalrecent CEO terminations mani

festedthis issue. In two high-profile 

instances,revenuesandprofits doubled 

during the CEO's tenure, but stock pri(e 

declineddueto massive reductions il 

the businessvaluations. Unrealistic 

expectations appear to haveplaTed 

a largerole in these situations. 

lmplications for Incentive Design 

Applyinga simple framework helps com
panies understand when market-based 

metrics are goodmetricsfor executive 

incentiveplans.Figure 2 presentsa model 

that considersstalt-of-periodvaluation 

and stock retums overa typical threeyear 

performanceperiod.The model incorpo

ratesTobin'sQ as a gauge of enterprise 

valueat the start of the peformance 

period. Tobin's Q measuresa company's 
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valueas a multiple of the replacement analysis shows that it would not be far and-returns rnodel helps cornpanies 

costof its existing assets. It is an to hold executives responsiblefor deliv- decide if using a market-based metric 

economicprice-to-bookvaluation ering median TRS when they are valued makes sense for a givensituation and 

multiple that includes market expecta- above the median Tobin s Q at the start helpscompaniesset reasonablegoals.E 

tions. Companieswith a high Tobin'sQ of the period. ln addition, relative 

haverelatively higher embeddedexpec- performance vesting may not properly 
llicheel l{adrD is a comp€nsaliofl tations than those with a low Tobin'sQ, compensatethe executivesat an already consultant 

Categories1 and 4 have consistent out- highly valued company because it would inlvabor luyan worlrtwlde's HervYork otllce. 

comes0ow,4owor higVhigh). Highlf require companies to achievetwo goals: Hscan bo roachadrl21Z25l-5595or 

valuedcompanies deliver superior (1)medianTRSand(2) sustainedvalua mich8ol.madloowabonwyatt.com. 

shareholderreturns, and lower valued tion premium over the peers.Conversely, 

companiesdeliver lower shareholder deliveringmedianTRSat a krw-Q com- lraKay is ro diroclor of $btson lYyatl's 

returns.This is possibleoverthe long pany might be too easy. Research comp€asolioar athas D€clic6. Hs can bs rcachod 

term. However, this is less likely over shown that there is often a negative or ira.layowatsonwystt.com. 212/251-5€'41 

shorterperiodsof time, for reasons correlationbetween starting company
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tionship between valuation ard returns. sho!t-term and long-term perspectives Comp€nsatlon 

For this industry there is a negative is the first step towald using market . C12:VarlabloPey-lnc€ntlves, 
Rocognltlon6nd Bonuses 

correlationbetween start-of-peiod metrics most effectively in executive . T11r Fundamanlals of Equlty-bas€d 

Tobin'sQ and three year TRS. This incentivedesign.Creatinga valuation

stJt nlgrJgr 

http:mich8ol.madloowabonwyatt.com
http:ira.layowatsonwystt.com
mailto:tlree-@nr.us


WatsonWvatt 
l{orldwide 

watsonwyatt.com




lntroduction 
the oigorng execuhve conlpensallonconiroversy,

ln 
I pay ngt fo. cr,:rformance is the mosl crit icalissue 

cf all. \ Jhrle some crit ic$ ar-que that execltive pay is 

srnrply1oohigh, most shareholders ar(;prepared10 

paysignil ir:antanrounisfr.:rsuperiorperformance.r' 

Bui whal are the ioealperfornranoemetfics, and how 

cha lengrng should the levels of perforntancebe for 

thcse 'ne l r i cs?Th is  s tudy  pro ' / idesana lys istha lw i l  

heil--,Boardsar')d n'anagemeni ansvr'erthesequeslrcns. 

/Jh le it is orrr v;ew Lhal com:non stocks retlect long' 

termexpectationstor {u1uref nancral pertormance 

aind ihal long-term business objectrvesare primarily 

stropr.i l tcdthroughlonglernrplans,we recognize 

thirt shorl-term plansand r:retncs a so playa key role 

irrsuppodng long-term objectives. In partcular, 

slrare,rrrldervalue is supported when short term 

inr:eniiveclansfocuson funditnental value dr vers. 

Fof this study, however, we locus exc usrvely 

u  ung lJ f ' r rin , :enL ivcp lans . r rd  r reLr ius .  

. 	W[al aro ideal performancc metrics lor 

i l  qrvencorrpany or industry? 

r 	Ar{rlola returnsto shareholders (TRS)or earn ngs 

per share(EPS)growth always the best measures? 

r 	HOw COmmOn are variOuS metricsIn Incenltve 

p ans? Are these the same rnetr cs that rnvestors 

or Boards would use, givena clean slale? 

r 	Hcrv do sjrof",lhanC rehrrns met.ics work logether? 

x 	Wnal frnancialmetrics have the greatest 

l ikr:l lrood ol increasing {uture TRS? 

, 	l1c'"v shou d market expectations inlluence 

goa seti inglor execuliverncentives" 

I Once the metrics are chosen, how can the Board 

of Directors be sure that the aclual goalrlc've 

of performancewill be boih value"errhancing 

and rnotrvatronal team?to ihe executive 

CreatingShareholderValue 
lncreasingshareholdervalue,typically defired as 

TRS slock priceaplrecrationplusdiviclendyield 
- is the objective of publiccompanies. Wh le there 

is wide agreemer'rt or'r this goal,creatrng c,fnt r 'ruoi,s; 

improvemenlsin shareholdervalue s conrplex and very 

challenging.However.nany conrpanies can tcnefi l irorrl 

providng a clear ine of sight between value inpiovement 

and erecdtive incenlives.As a resLrlt,most compafres 

could beneflt frorr ncreased algnnrent 1 lhrs.rrea 

How Can Companies C.eate Mcre ShareholderValue? 

Over the long term, companies increasc Bhareholder 

value when they earr returns on caprtalgreaterthan tlre 

cost of capital employed. Obv ously, shareholder value 

is enhancedwhen stock priceappreciates.Hc'wevei-, 

many shareholders think that manageDrent oftenfo{ruses 

too nruch on the latter, marketpnce.without conside,rng 

long'ternr value drivors.Boardsneeo to be sure lhey are: 

drivingircreases in long term valL,e 

The most common example ot tnis s whenconrpanies 

l inkshareholdcrvalue and incent ve p ans primarily or 

solelyto growthin EPS. The reality .s that earnrngs per 

share is impcrtant to the extent ihat rt represents true 

cash earnings. Forthrsreason.companiesmust bc 

thoughtfulabout irnplementing EPS as the prrrnaryor sole 

performancemetric in executave Dlans. 



Tqtirl Rclurns to Sharelrolders 

l\4u:nyinves:ols consider TRS the best means tor 

a igrringereoulivcincentiveswilh shareholder 

value Indeed, ouf recent Walson Wyatt survey of 

nslitutionalrnvesiorsfound that Lnvestorsprefer 

TRS ta o:her rJretricsfor aligning excculive pay 

,,vil l 'perlormanr:e(Figure1). Boatds; ol Directors, 

cr) thci othef hand. believe thal revenuegrowth 

a.d cash flow fneasuresale rrroreinlporrant. 

metrrc In 

ereoirtiveincenlivep1ans,ii too lrrustbe examined 

Wh le TRS rs a verysnareholder-frrendly 

Figure I  

carefultybefore being implernented, We wil l  explore 

sorne common problerns with TRS later in this report.  

Be low  r s  r  sho r l  i s l  o l  po ton l i a ls l ' o ' l c c r r i ng . .  

r  	Stock price and vahe divergence - sl,rck pricc 

and value may diveige in elf icient calt  tal  mafkels 

r 	The ro'e of expectat ions - stock pnces are 

s e l  ' n ; .  p u o l i u  n ' r ( c '  o a s e do n  c : , p r , . t i : r i ' , r r . ,  

of future { inancial perlormance 

-I 	Slart daie and end date dependence TRS is highrv 

deoerldent oir lhe start ing point (and start ing Doint 

va uation) anc the end points ({ isca yea: 'end) 

Institutional Iny €slors and Boards Disagree on Best Pertormance Metrics 

Perfor|nance Melric 

5a e: :  a/ow: l r  

F i t r lL, r l  or1 eo!  ly  (ROEI 

Cl Is l_ i lc lv  r f tu in of  

iatFRil r) 
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5o ,  l { rha t ' s  the  So lu t ion  ?  

Ljr 'r lonunatey. there is no sirrple soluiion 1or l inkirr.3 

exeeuliveperlormance v,ri lh shareholdervalue. 

-[" 'e
purposeol lhis report rs:o providea context fcr 

sc e4t rg cxelcutive perfornranccmet.ics and to off € r  

sonrep-acti i:a nrethods for setl itrg goais.We beginby 

review fg the common perlornancemehlcaaleqo|1esanci 

the prevalenceof dif iereni me:rics in today s long'lerm 

nccnliveplans.Nexl.we feview sone comnron problems 

witlr inrolcmenting perk:nraoce melncs. Liist, we cffer 

pra.i l icrrl'nejthodslor settrng goas. 

Why Arc Fertormance Metr ics 
lmportant tor Executives? 

. r ,  r  . r . r "  r r ' i r ; r r  i l , i , (  . l r / i 7 1 , t ii i r l l ( , . 5 . 5) ' o r i  (  i i , ;  i j r i l r . ' l r i a )  "  

: , . . .1  t t  .  , , . ,  , : r , : ' r r , / r . t l  i ,O l r  r r i , - , , j ! i l r i '  , r i l i . i { i r  i_ l , i i r :  , ; i ) i , ' r ' a l  

' , , , '  1 , . ; : 1 , ) : l: i r !  t : t t l i i  i t l t t t a .  

13rearley& Myefs, Principles of Corporate Finance 

\ryit lr lhe current scrutiny of execut ve pa!', Boards and 

sharetroldersneed a common forr-nof measurement 

kT a..rcurately whelherpayfor perfortnancee'raiuate 

erisl-r. Pr'rtorn'ri ince metricsare impodant at the 

e:iequtivelevelior many reaaons.Frrsl,theyserve as a 

n c,rfs for t 're Boarc to s gna lhe companys strategic 

if iperatives to erecutives and shareholders.l\ letrics 

prcvidea d recl l inkage between corporate straiegy 

a'rC compensation. Th s requrres the nght metrics to be 

iocc,fpo.atedrnannualand iong'term incentive plans 

and goalsre be set that a.e fair When the righl metrics 

are r;e.:iectc'dand goalsare set appropr ately, they: 

; A,rJn exooLrtives lvith sharehr.:lders 

* FoLiJs executives on increasing rnarket value 

e Pro,/rdL- for reward ng behavior a consistent {ranre\.Jork 

A lhrg{. ' lrtep procossto seleotperfoflnancemetrcs ancl 

sel glralssuch as tne iollov,' i '-gshould meet the needs of 

l lro-alcoJnpar-]ies. 

Step 1 :.Understand parformanco tram€wofk 

Undersland val le d i  vers In s l r3 lng c p - r l  

Rev evv ihe relatronshipbclweer vorio,rr 
nelr ics and hisio,,calshafcholderrotunrs 

Most approp ate metrics tor annual 
and Iong-tetm incentives 

Step 3r Set appfoprial€ pgdormsnce g9al9 

L:lll!l _. !ld"':ll^9"*f oi:' ]ll i:9:lf:':iTll:

outc,ome::Feasln:b!:!?t:orn?nceso?:s


WhatAre the Most Prevaleni Pertormance 
Metricsin Executive lncentive Plans? 
(:() t l ) t ) taf i r , t ,  i r : : : , ; , t t . t i i it  ;1nd I t  \ : i ' i l l t i t t ) i t  . ' : ) r t i : j ' i  

, , ,|  .  ,  -.  .  .  r  ' J,- ;  .  .  ,  ,  ' , , , . J . . . .  . ,  t . . ,  . l  

r , , , t . r i1 l rp i r i  vhich lat i  l l te  r :1 i t t t :  i . r . ia i i i ( ) t )i ; ' . , i .  

Michael Mauboussin, Expectations Investing 

Watson Wyatt recenlly examined FORTUNE 250 

conrpanlesIn an atiempt to beller understand 

what types ol perlormancemetrrcsare prevalent 

in long termincenriveplans,such as performance 

share or performanceunil (cash)plans.Figurc 2 

showsl ' l c  p rcvnc ' ]ce  o f  rhe  mos lcon nnn n  eLr i i  s  

froma Jist of morc than 20 disclosed melrics. 

As erpected, TRS and EPS are the most common y 

used metrics in iong-term plans.lvleasurescons der-.d 

more shareholder.frrendly, such as return or' l rnvesled 



capl:i i liROIC), economicprofi l (EP)and cash flow 

ielufn on Invesirnent (CFROI),are less comnronly 

!sed. In C scussion$ with Bcafds ot Directorsand 

or| naltemerf, we have founcl thal they suppo.t the .rse 

ot EPS as a well"underslood measurethat i-" looked at 

clasey by :he se'l 'side €qLii ly researchanalysts,and 

s r:orrelaledv;i lholhermeasureso{ econornic profi l. 

How Should Companies Balance 
getween Growth and Returns? 
r r . :  , , . r , ; ; . . , . , . , j  . r , ; ) j . . t l t  r '  J l ; i _ r i I ] r  / ] i ! /  

t : ' , ,  , ,  t . :  1 . r , 1  i l r i  r ) r r ' i , ' . r r : t r  a l  a ! ) i , a t l ! a l l t a : !  

, ,  	- , , , . . . , r , ; i , l , j , ; ; . r j r i !  1 7 r , r i ) 1 / l ; t . t ra l , ! t : t ] ( l : : , 1 1  

i :  	 j : , ,  t  i i  1 : :  r r l ) i 1 r : , i r "r n l i s  , : - r .r r ' r i l r / r i ,  

! ' .4tl ler& Mctdiglrarl i,The Cost of Capital, Corporaiion 

Frna$ ic  a rd  thc  Thcory  o f  l l ves tment  (1958)  

lo .lr,swe.thisquestion,$/egfoupedperformance 

lr 'etnc:sltou.d Inperformance-baseclqng 

krm ncent ve plans), as reporled in recenl 

prory siatements,into frve calegories: 

r tularkqt vli luc; srockpriceappreciaiion, 

TRS and market value of equrty 

'  Growih :revenue,ne t  rncome,  FPS,  EBITDA, 

/ .Js tr ' l . r ! . rlom opeta t ronsICFLC


t 	Flnarncialrei rns: feturn on assets, 

felufir on equity. ROIC 

Figure 2 

Prevalence of Specific Metrics 

: Margin:gross prollt margin, operating 

profitmargin,salesmargrn 

I  Economrc  p to f r t :l_cncr . r"d lu f l l s. l r inLr r  

the cost of capitai en]ployeC. 

We found tha1, in order, growtl ' and market value 

metricsare the tnostprevale.t,krl lorved by i inancral 

returns(F,gure3). In parlicular,the findings show 

growthmetrics to be nearlytwice as comrnoil as 

financial relurns in executivelong lernr rl]cenlrve plans. 

The fifth category, economic profit,is extremely rare. 

However.we know that more companies explicit ly or 

implicit lyset trerr earn ngs or return nretrir:s relalive 

to their cost of capital in the bucigeting process. 

Companiesare clearly iocusing on growth. potentially 

at the expense of f inancialreturns.As wil l be discussed 

later, Watson Wyait research indicates that shareholder 

valuerequiresbothgrowthand retu.ns. 

Figure 3 

Prevalence ol Metric Categories 

I 
- r
II

IIT* 
Metric Categories 

http:retu.ns


Wlrat Does the Stock Market 
Value: Growth or Returns? 
l : , ,  r  ,  i  i r , , r . : r ' : , t r s  1 1 j  1 t | r , , i i  / r r  a r l i i l  1 / i i r l  J t ' ! r r  ; l / l  

t  r , ,  , , r r f  ;  i ) l  t r . t , i  t t i  i : t ) ] a  a J l r  r . . 4 r l r r y  r a t , r t ( )a / r l i ) t / | l s  

I  I  , ) . , - , "  : , ' . . .1 . t i  t . ; i l \ i ! i i l  a i  v l t i  l r r1 l ,  ra te . . ;  o /  ; r - r l ; i r ,  

'tlat.an Eufl"t. Ch.tinnan s Letter to Shareholde.s (1992) 

To i l l !strat € rwhat ihe market values,we begrnby 

den onstra:ing how intrinsic value is crr:ated and how 

valLreis crealed in the publicr.arket. 

l l r c  ln l f j r l s ic  Va lue  Perspec t ive  

A r:ompalty'sintrinsic value is the prvale ntarket va ue 

.]1the enterprise. By showing various intersectiorls 

ol qrc',vihand relurns, Figu,e 4 i l lustrate,s that 

nir nsic value requ're,s growth and retLrrns. The two

btrtwo tab e shows various inte"sections of growlh 

and ret,rrns.More specificaliy, growth in sales 

reqLiircr.rincremenlalcapital{wo.krngand fixed). 

For erample,lets assumeXYZ Companyhas$500 

rn sales and $1.ooo in capita and a 1o percent cqst 

of caprtal. Furtirermore, let's assume sa es lrrowat 

5 percentor 15 perceft next i/earand lhat capitai 

grc,"vsin pioporlionto sales. We can eslimate thal 

c i ip la l  r / i l l  g row to  $1 ,050or$1,150,  respec t ive ly .  

Assunrin.r;aciual ROIC ot e thor 5 percentor 15 

percenl,we can calculate lhe vaiueo{ the retLrrns. 

f  gu  e  4  s l -uw< thp  r rnnrra l  LO 'oss)  va  uF c red led .  

Figure 4 

Nominal Value lmprovement 

Value$ 

5 :  
: .9 

jg cr 

t ! )  

However,tir is does not address the cost of capital 

en'ployedor whetie'gross returrsexceedeCcos1s. 

FigLrre5 providesa revised econr:rnic mpact by tarking 

ihe nominal value and subtracling a charge tor ihe 

cost of capital (forthesepurposes, 10 percent). 

Figure 5 

Economic Value lmprovement 

Value$ 
.il .c 
f , t
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r,vil l  

value. Specifically, when tho bu$iness generates 

returns in excess of costs, growthadds to the valLreoi 

the enterprise. Growing sales wilhout conrmefsurate 

high levels o{ relurn wil l dest[oy value, ln this case, the 

campanythal grew salesand capital bv 15 percenl, 

but earned only a 5 percentreturf orT capiial (the 

upper leJt-har1d 

Growing sales unoer ceitain cor'rCrtior'rs increase 

quadrant),actually destroyed value. 

In essence, the company earned $7.5 gross,at a 

cost of $15.0.yielCrng$7.5 in economrc value. 

The Market Value Perspective 

Translatingtheoryinto praclice, we studied the S&P 

500 to bet'ter under$tand the felatio.ship between 

growlhand frnancial returns in the publicmarkei. Vy'e 

calculatedthe nredian sales growth {6.8 percert) 

and median ROIC (10.9percent) over a 1O-year 

periodand placedeach company, based on abole 

or below medianperfonrance.in one of lour unique 

quadrantsfor each of the two measures. Nex1,lve 

calc-lated lhe sver,rgeTRS ior l l 'e corrpdnrcs 

in each quadrant.Figure6 shows the rmpaclof 

growingsales and/or ircreasrng returns on TRS 



Figure 6 

Sha reholder Value Delivered 

10-YearAvg. TRs 

I 

E6g0 

10-YearAvg, ROIC 

Our research shows lhat superior shareholder returns 

rerluire bo:h gro\,vthand returns, More specifically, 

g l rowt l renhances  va lue(TRS)whenshareho lder  

financialrelurnsare hrgh. Consistenl wrth the 

rnir nsrc value approach described ear rer, it s l lkely 

that IRS would be posrtlveonlv it the company's 

expeclecrelurns exceeded its cost of capital. 

This mac.c anal,vsis is usefullor shorving the 

corrsislercy between the irrtrirrsicand market 

value ;rpproaches to sharehclCer value. In both 

cases, .ompanres w tn h ghersalesgrawtha.d 

ROIC pro'rided grealer shareholdervalue. 

l& hat FinancialMetr ics 
CorrelateBest with TRS? 
I RS is a conrnron metric rn long tefm iicenliveplans 

becau.ie rt: 

I ls preierred by institutional investors 

r Avords the vagares of GAAP accounting 

r ls consrdereo prudentby compensation comrnjttees 

n l$ i j ! i tablc fo. relatrve performancemeasuremenl 

a ls .ajlry Lrnderstood bv a i constrtuenqes 

* 	 ls deiensrble from a business judgment ru e 

persPectrve 

s 	 l:- j nrost prevalent in long ierm execulive 

rn.leii iveplarrs 

To determine what Iinancial metrios correlate wilh 

TRS,we againexanined the S&P 500 to beiter 

understand the hlstoricalcorrelalionsbetweeira 

number of comnon frnancialrnetrics and TRS. 

We found signifroant variailon by sectors and r'tdustfies 

and correlatton cocfficientsthatrange from .26 (rveak) 

to .53 (moderate),as shown in Figure 7. Vy'e did nc,t l ind 

any highly correlated vanables.This rs lkely because 

TRS (1) s a h ghly volati le neiric base.Con constant 

revlsror.sof sxpectations. {2) variessubstantiallyby 

industry and i3) ls based on many lactoflt, We wil 

discuss the role o{ expeclations later in th s repori. 

Figure7 

Correlation5 Between Metrics and 5-YearTRS 

All Sectors (1999 - 2004) 

When we examinedall seclors, we found thal g.o'rth 

in cash ilow per share had the highest his,torical 

correlationwrthTRS. In addition to our overail 

assessment.we examined economicinCiviciual 

sectorsin an attempt to identi{yany indrstry specific 

relationships.F,gu.esB and I presentt.refinancLal 

and industrialsecto.s,as examples to draw out 

some fundamenta indLstryva uationdiflerences. 



Figure I  

CorrelationsBetweenMetricsand 5-Year TRS 

Financia ls(1999- 2004)  
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l r L re financial sector,we loundthal cash flow per share 

was lhe rnosl highly correlated rvith TRS. In additron 

we iorind that ROE and ROA are both moderately 

correiated v"' ith TRS.'Weattrioute thrs to lhe faci thal 

f in;rncial{irmsr(hanksand insLrrancecornpanies)are 

fundarrentallydifferent from oiher operating companies. 

Frnanaialirrmsuse debt as a raw material much lhe 

sanieway a manufactureruses co,nmodities or natural 

f.6soufcesas rar,vmaterralsin the manufactur ng process, 

lrr trr.J irdustr,als seclor, we lounci ROIC growth. 

EBITgrowl" and cash flow frornoperaiionsgrowth 

to be rnoslhrghlyccrrelatedwith TRS (Figure9). 

Figure $ 

CorrelationsBetweenMetrics and 5-Year TRs 
Indus t r ia ls(1999"  2004)  
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How Do Market Expectationg 
lnfluence Shareholder Value 
and Execut ive Incent ives? 
it l r t : . : it l  l l ; , :1r ; iL,  ararr / ro/r  j l t { . ls  ; i1a a, i : i i i .a : l  la ,  t } t ;1 l tot : i t i  

,-rrid e.rces-si,'! plLl lit i,:tu!tiieti::a rr I ltoi:r i rriara1,./ )r . i5 llri' 

i io / i5aql / t r r i :0 o;  i l r i )  / / rgra4rer i 1{ , r / i r fu/ la i .i ' i  t t : : t : ; ! f t r ' ; t t t i t ' 7 :  

' :pt t :Lt l rk , :ot  r lat t i ' le  . .1Qqtvi : t' , ' / i |yi i )  l i \ , [ ' i ' ,  , r ' ' t t  ; r r r l i ; ] r i : r , r l i  

Benlamirt Grahan 

Moderncorporale finance iheoryerplains thaL crrrent 

stock orlcesfefect expectationsoi futLrrefinancial 

performance.Executivesare rewarde,owilh eqLrity 

grantsand in many cases are required to meet specific 

ownershiplevels. 

The rrajority of executive conrpensaiionand execlit vq 

net worth rs denominated in company comno. slock. 

Therefore,annuai and long-ternr conlpensatronIn 

add iion to long-term nel worih co!ld be dramatically 

affectedby performancerelativcto expeclalions. 

What thismeans i$ that the overall net wo.th of 

executrvescan growor shrink dramalically basedon 

future erpectation,s o{ f inancial performance.This 

could create signii icantdisconnect between cLrrenl 

performanceand current lotal pay/net wortfr changes. 

Understandingthe Expectations Ftamework 

Ffom a 5ho.t-Term Perspective 

Figure 1C is a theo.etical construct that l inks shori 

term stock pricereacto,rs to expectalions ot Jrnanc,al 

performance. 

r 	Meeting expeclations dlre to currentper{ormaacr), 

even if performanceis quitehigh.is.ot rewarded. 

becausethe stock pricealreadyrefleots 

those expectatrons for perform;rncc. 

r  	l l i ss ingexpec la l ion . .due lo  ecor rorn ic 


performanceis punishedin varying cleglrees


basedon the level of expectatrans.


I 	Beating expeclalions due to Jundanlenta 

econon'rc perfonrancers rewarded to varying 

degreesbased on the level ol expectalrons. 
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TheoreticalPrice Adjustments 
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Fi.,r eranrple, i l  th.: markel has high perlormance 

elpeulalrons anc the company meeis lnose 

erpoclations,w(,.,,vouldnot expectto observe a 

significait irrprovement in tlre share price (the 

upPerr ight-hancl quaCra|t).Rather.lhe slock should 

apprticiateat the investors're.luited rate of retufn 

(a sc known alr lhe company-'s t;ostol eqlity). We 

cii lr ihis the Palr ck Ewing" eiiect. Wnen the New 

YrlrkK.icks zicquired Patflck Ew1ng, trcket sales 

skyrocketedin antic pationol hrs lutureperformance. 

Whe,nhe perlormed well, saleswere slstarned. 

When he pertornredpoody,sa es declined. 

L,fide.st.rndrnilthe Expsclalions Framewolk 

From d Lo|1g-:Frnr Perspecliv$ 

ln treory, a company could set a stock pnce goal by 

as:r(rminOthat ts market value w ll grow at the cost 

oi e.lr ify. Hcwever, the examp:e below high ights the 

role elipectarions playin deternrinrng equ ty pnces 

and holv lheclr,: l icaland actrral p.ices may diverge. 

To test the fcle of expectations, we compared aclual 

stock prace peffofnrance to tneoretical stock pnce 

pe:rlcrnranr:e period.Thi:orelicalove: a three-year 

sto.rkpfrcers the excecteC stock pnce assumrngtfre 

sl, lck pri.,e grqws at tne L.ompany's cost ol equity. Thrs 

a.alysis s:L,ovrs are not a ways r.lhal priceand valLre 

eqril ibriun ever in well"iunctioninll caprta markets. 

F igure 11 

Actual Stock Price Comparedwith 

TheoreticalStock Price 
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Figure 11 plotsthe results for a large consume| s:aples 

companywrth a cost ol equity of Lo percent.At lhe 

end of the pertormancepericdthe stock pr ce shorlC 

havebeen approxirnately $54.00 iassumng the marKet 

prioetracked with expected returns,l.The actual stock 

pr iceended. rp  be ing  $40.58 .How can th is  be? 

The market value oi a company's shares depends o|r 

how r,velll l-e company perlorms'elatrveta </p-\ l.1lr,rns. 

lf the company met expectations continuoLi.. lyoverthe 

perforrnanceperiod, the two lines wculd ovedap. One 

plausibleexplanalionin th s example is that the conrpany 

misseciexpeciatiors ove.lhe perfo.firace period.V/e 

should note, however, ihal shareholde. leturns tell r,s 

neitherthe reasonablenessot the expectations nor the 

underlyinghealth and Iong term viabil ity oi the enterprise. 



What Are the Shortcomings ol  TRS and the 
!mpl ic i t t ions{or Incent ivePlan Design? 
at,,-,  . il ,  r ' i  ; . . :r , ,r :dr,r l  trrrrc l  t : iS, 'r)hi,( i ! : :r i  .) /r .1/ ir- /r ' - .r  
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l l iblrr .1nd Koller, iUcKinseyOuarterly 

Rece.t Watsor Wyalt research found that many 

rlstitutional investors believethatTRS rs the best 

berchnrarkto evalLate executiveperfornrance.However, 

we recognize th.rt rnany academicsanCpro'essionals 

have cautr.Jn-^c against usilg this metric when nreasunng 

- t ,  ,  r r l i v -f rn r lo r r 'ancFla ' l1c  to l low i_Ur r ' . rsur . , .  

r 	Slo.)kpr ces reflecttireexpec:atrclnsfor {Jture


l inanci:t lperlormance,afd expectatons are not


drrectly under the control oi the executives.


! 	TRS docs n"Jl account {orernoeddedperformance 

erpeclalionsat the start of the measuremenl period. 

l l  r i) l ows lhat exaggelaiede)(ceciatronsat the 

st.lrtof the perlormance period can rnf uencc tho. 

ikelihooda c<;rrpany wil l outperformor under 

oLr l ,  "m , lGcccr g 'oJp .T l Is  t r roor t tn lrssue 

, noorbtedy iras an impacl on executives. botfr 

loairtve anC negative, anc needs to be factored into 

the Soard ol Drrector's dccision'makrngprocess, 

A glir l l) le Frnrnework 

Recognizrngthe l lmrtationsand challenges of using 

I RS irs a perlormancemetric, to evalua:e TRS. Figure 

i i l  presentsa framework that incorporatesTobin's 

O as a gaugeof enterprlse value at the start of the 

oerlormanceperiod.Applyingthis framevr'qrk can 

ho p corirpanes decide i{ TRS is a good nretric for 

t irer exeoirl ive incentiveplans. Tobin's O measures 

a conrpany's value :r9 a mirlt iple of the replacement 

c.jsi oi ts exisling assels. lt rs an econcm c priceto 

L . h  " . d l  J , 1 l r ( ' nn r . . l l i ne  l h a l  r " c l J d c \  e r p F U l a l i o n s .  a q  

cor-'rpanieswith a hlgh Tobin's O have relat vely higher 

errrt:eddedexpectationsthanthose with a low Tobin's Q. 

The two-by-two matrixbelow displays fcur 

posslbleo:ltconresor categories. 

Figure12 

Valuation and Return Matrix 
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Category 1:Cr)rrpanies with ow start of pcriod relative 

valuationthat delvered iow relaiive TRS over ihe 

performancepenod 

category 2: Companres with low slart of ceriod relalive 

vaiuationthat delvereci hign rela:ive TRS over the 

performancepenod 

Category3 :  Cor rpan 'u r  v !  lh  l r ig l r  s la r l  o l  pc ' ioC 

relativevaluationthat delivered lc\/ relative TRS over the 

performance perod 

Category4: Conroanieswith high starl 'clpenod felative 

valuationthat delvered high relafive TRS ovef the 

perrormanceper oo 

Interpretingthe Framework 

Categories 1 anC 4 have consistent outcomes (high/ 

highor lorv,/lowl.That is, highly valued cornpan,er 

deliver superior shareho der reiurns, antl lower'va-l:-ed 

cornpaniesdeliver ower shafe\older rellrf lrs.This 

maybe lr!. ie over ihe long1enr. However. it ls unlrkel! '  

that tnis is the best explanation overshorferperiods 

of rime, for reasons\,ve crted earler In this leport. 



C.lt.rgones2 and 3 are the orixed outcomes (hrgh/low 

anC lorvlhigh). Here. we observe that h qhlyvalued 

cotnpanresclonot al ' delrver higfr returns ar,d that 

sotrlelo!!e.valLredcompan es cieiiver higherreturns. 

Thesea[e the calegofies lhat are potentrallythe mosi 

pr:rplerxirrg. lheHowever, these quadrantsbest rl lustrate 
'{t-- thatexpeciationsplay in stock prices and returns. 

Apr ly ing lhe  Frar rework  

By incorporating slart of pefrod "valuation" irto the 

erlLraton, !!e can examine h slcr cal valuatron and 

felu ns. Over relative y shortpeflodsa company 

th.rt siarls ',^,i ih a h gh Tobin's O should returnlovrer 

TRS on average ihan those with a low Tobrn's O. 

Mi:ny believe that expectatrons ottenplaya larger 

roie ir selting stock pricesin the shor: te' 'rn {three 

years) than does actual f inancial performance. 

Forexamp'e,incorporatingTRS into pertormance 

: l-arr 1tr ns ror l igh T,.,oin s C) unrrpanres t-an 

cad to i i o,ofal hazard. After selectrng TRS as the 

porlonJlauuec leflon,executrvesmlghttakee)(cesslve 

flsk ic try to aci'/ance the stock price in the short 

tcrrJr.:rincelhey need io beai hiqh expectatrons. 

F igu re  13  

S&P 500 BeverageIndustry:Negative 
CorrelationBetweenValuationand Return 
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Figure 13 provrdesan example of an ex oost lacto 

analysislo better understand what the ouicon're would 

havebeen based on hjstoricalpefforrnancc periods. 

The chart below focuses on lhe bevefage nd,Jstry 

and rl luslrates a key rssue lhat musl be considered 

beforeimplenrentinqTRS as a performancer)',elnc-

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

a €hort peflodcf t ime. there is a negatrvecorrelation 

between slart.of perod Tobin'sO and tfrree year 

TRS. lf the starting valuationis high re ative lo a peer 

group,expectatior]smight be d ff lcuh to beat over the 

performanceperod giventhe lalty sti lrtng p,lsit iorr. 

ln this exan]ple, we obsefve thal companres\yrth hrgh 

start-of'periodvaluationde ivered lower TRS than 

companies with low start-of-periodvaluation.lt would 

not be fair to hold executives responsible for 

delivering median TRS when they are positioned 

abov € the median at the start of the period. 

In addition. relarive pertormincevesrinqn dy nol 

con'pensate the executrvesat an already highly valued 

company becarse it would require companica to 

achieve t\ao gcalsl (l ) median TRS and (21susiained 

valuationpremi!mover the peers.Conversely,deliveflng 

mediarrTRS ai a ow O company mrghtbe too easy. 

How Do CompaniesBringMore 
Science to the Art of Goal Setting? 
P|ytDg itr,:Ltplt.-orr ilii l)asrs a{ har", lh.it J:etfi', r.r|c,.. 

.,eraiff.s 1t ,:r [1t)iJa:1!iat li/,i/cl tarr]sc:s irit('rllr lo 

uanrc ihL: t;j!a;lt'it; ttttiJ trt dcing -so Cr,:slrl't L,;ri;ir 

Michae! Jensen, Harvard Business Schaol Prciessor 

Once the b €st melrics have been chosen,it rs then 

necessaryto set the level or goa for ihal metric.l,/tost 

companiesuse budger cr plar as the goal for lheir 

incentiveplans.Using budgels for thrspurposecreates 

problemsn the goalsettingslages- especially setti.g 

the qoalstoo lorv. To nrit lgale the "sand-bagging" 

probleminherentwith sett ng budgets and tarqet-s, we 

advocale a prooess that considers both historicaland 



fo:ward iooking approaches. In fact, the process can Step 2: Review goalagalnst historical pfobabil it ies 

be used to select and test the reasonableness o{ gaals basec or a peer group performance. Th s bcgirs; 

aqarn-slhislaricalprobabil i lresand futureexpectatro.s. by creating a simple data table. In llrts example,' ' !.J 

The ;rrccessbelow describes how we woulC test the crealed a data labie of annual sales growlh over 
'easonablenessof an B percent$alesgfowtn goal. 10 per iodsfor  15  peercompan ies .Th is . r l lowsus  

io calculate descriptive statisticson our Cala set 
Slep ,: Rev ew goalagainsthislorical company 

(e.g..mean. median, mode, standard deviation). 
a rd peei recian performance-Fr:rc'xampe, Figure 

14 slrows tiai the comparny has outperiointed Step 3: Crcate a probabrlitydistrbulionlusing 

tf € r peer Slroupfor many years.The company's the 150 rJalapointsabove) to understand ho'x ihe 

nrear performanceovefthe 10-yL'arperiodwas 13 variable,s dislr,butecl. To accornplish this, we creale 

pcrcenl versus 10 pefcent l i lr the p €er group. a number ot b ns that representa range of possble 

F ig$re 14 

HistoricalPertormanceData Table: XYZ Company and Pertormance Peers 
AFnual Sales Grorlh 
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F igure 15


Annual Sales Growth, Ptobability ot Achievement (excl,XYZ)
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valLresand assrgn companres io each tt in based on 

thei"individualanrual performance(Figure15). 

Stcp d: Aftef observing l lte sltape of d stributionand 

vilr ous descript ve statistics (in lhis case the medran 

r 10 percerl), !!e can examtfe how a spec fic qoal 

f its wrlhrn the distr cuticn. To accompl sr this, we 

display the d stfiblt ion as a cumulative p.obabil ity 

dis-.l.rbu:ion aand tind the probabil,tyol achrevrng 

go:rl iFigrre 16). For example,rf we sr:t the goal 

1,:: 'rsalcsgrcwth at l0 percell. there coLrld be an 

ailprox r'r 'aie 5,Jpercent probabii i ly of acnieving 

l i i : i Daseden historicaipeer performa.ce. 

Figure 16 

Step 5: Review analyst estimales. Markets are inhere.tly 

forward'looking,However,manyccmpaniessel geals 

baseo or, prcr performance on y. We think hrstof oal 

data is helpiul but can be enhanced significantly 

by rncorpo{ating lorv,Jard-looking estimate.;Into the 

process.By incorporaling consensusanalysleslinlates. 

we providean adCilional lens to,,iew perfornrance. 

In Figure '17we see tlrat the market expect$ sales tc 

grow al morethan 1'l percenia yearin the lear terfi. 
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Warrcn Buffet 

Annual Sales Growth, Cumulative Probabil ity of Achievement 
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Figure 17 

compound Annual Growth Rate 

XYZ Company

Forecasl Multiples ($ in mill ions)
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:; leil 6 | S nce analyst estinates typrca,lyextend over a In this exar,ple, \,ve learned that the target company has 

$hcr.tperrodof trme {two to lhree years),we often turn historicallyperformedat a level (12.7percent)above 

1() 1r,- stirck priceto urder$tandlong-tcrnexpeclalions. :hepecrqroup /9 .7  pcrcent l .M. r rkererFe ' . ld t r . r r -

TLr acr',:rnp ish lhis,we use the d scounted cash flcw are for the larget 'togrow salesal 11.3 percenl 11the 

nrodel to gaugelong-ternrexpectations.For example, to short ternr and 1 1.5 perceniover the long term. 

g.lugc thL stocknrarkel'sexpectationtor salesgrowth. 

we use flrarket-baseci ldeal  Pol ic ies and Conclusions assumptions(fromValue Line or 

otl]er sources) for all Inputs except salesgrowih.We Choosingperforn.ancemetrics and setl irrg appropriate 

tlrDnlrodr{ythe sales grorvrhrate to determine the sa e$ goalsare two of the nrost imporianttasksa 3oaro af 

qrowlh :lratgenerateslhe c!rrenl stocl..pri. ie.T,' is Direotorscan pedorm.Doing so connccls sl)aretrolderj 

ilnarlvsis sho\^/s that long-tem] expeclaiicn 1or a:rn-al w th executives and sets ihe tone 1or the perlormance 

sa t ' s gr r rwthi$apprqx ima le ly  culture. lt brings a third-pady, oblect,vevrew lc help 11 .5percent(F igure1B) .  

counterbalarceinternaassumptionsan.-:expectations 

t t .ang ingl t  A l l  Together  It also helps defuseshareholderand media concerns 

We suggqsl combrning all ot these analysesto help about accountab l i ly and paylor oerlormance, 

' r '  r . rp . r^y  so l  ' ,pcc i l i "cor ls  lo t  incer t i vep t r rp r lse  

a"(l iesl lfre d,ff iculty ol achievir 'rg cerlaingoa,s. By applying addrtional rigorto the metric selecLion 

process.conrpaniescan control for son]e potertal 

moral hazards tfrat nray develop after ihe Boa"d ot 

Directors selects metrics. And by apply ng more rigcr 

1(] lhe goal-seltingprocess,Boa.ds of Directors can 

Figure I  I 	 set goalsthat are fairto executives and shareho dcrs 

and that ult imatelybenelitall constrtuenis. 
Basic Discounted Cash Flow Model 
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Atrout Watsorr Wyatt Worldwide 
Watso' Wyatt is ihe trustecr busrnessparlnerto the world's leadrfg 

erganr,r;.rt ionson peopleancli 'nancialis$ues. 

{)ur clienl relalir:rnships, rnany spann ng decades. cjel ne who we 

arr:.Theyare shaped by a deep understanding of our cler'rts' needs, 

ir coil i ,rbc\falive working slyle and a {rrm-widecommitnrentto service 

excellence. 

Our co:su tenls brinE;lresh thinkinq to clientissues,alongwith lhe 
exirerer)ce arrd researchto knovr'what really wr.lrks.They deiiver 

prac:ical,evidence-basedsolutions lhal are lailored to yolrforgan, 

iai ion s ar] tLrrc ar]dgcals. 

With 6,C00 associates in 3O courtries. cur globalservicesinclude: 
. N,4anagingthe cost andeifeclivenessof employee benefit 

Prograrls 
' Deveiopingatlractron.rercntiona.d reward strateg es that help 

crealn(nn)peli l iveadvantage 
. Ad!isLnqpensio; pran spansors and other nstitutionson optimal 

nvcllr 'rcnlstratellres 
. Pr(}v dinq strategic and financial advice to insuranceand Iinancial 
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