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Stock Options Under Fire
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Stock Options Under Fire

Hype: Unrelenting Criticism

mDistort earnings

BEncourage fraud

BOutsize rewards for mediocre performance

B Obscene rewards, then stock craters

2002 Media Quotes

“...heavy use of stock options « :
“Pricking One More Bubble: ...make[s] top executives doe Sn(’ia:ll;tltrgl: .ifgtehteocl:‘ ;m an
Outlandish CEO Enrichment” adopt overly risky T pany
WsJ strategies...” cBS Nevpvs

Business Week

“Options are the ultimate

free lunch. “Shareholders lost their shirts, “Options do a poor job of
; but executives went... on linking executives to...
Free to executives... raking in the dough.” shareholder interests.”
free to companies ...” —
usiness Week Forbes

CNN Money
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Stock Options Under Fire

Reality: FMV Stock Option Use Will Decline
HBWeak retention in bear market

mLikely expense charge
» Significant EPS dilution increase

BNew share usage constraints
»Stock exchange rules
»Institutional investor limitations

HOption weaknesses
»Value affected by timing (grant and exercise)
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Stock Options Under Fire

Despite Criticism, Options Will Still Be Used...

HLinkage to shareholders
BWealth sharing opportunities

B More value for less cost
»If options expensed, only when stock price rises

...But will be supplemented by other vehicles

HAlternatives’ strengths and weaknesses need to be re-
assessed
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Alternatives to Traditional Stock Options
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Stock Option Alternatives

Performance Stock Options

Characteristics...
B Financial or stock price goal achievement to vest

mForfeit if fail to achieve goals
EVariable accounting expense

B Cost will limit use
B Premium-priced options better vs stock price goals
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Stock Option Alternatives

Performance Accelerated Stock Options
Characteristics...
mCIliff vests (typically 5 to 7 years)
B Financial or stock price goals to vest early

BNo expense today; fixed accounting expense in future

Better shareholder optics
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Stock Option Alternatives

Premium-Priced Stock Options
Characteristics...

BEXxercise price exceeds FMV
ETypically structured in tranches

BNo accounting expense today; fixed and less than FMV
in future

Share constraints will limit use
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Stock Option Alternatives

Indexed Stock Options

Characteristics...

HEXxercise price tied to a market index

B Reward for relative rather than absolute performance

HVariable accounting expense

Interesting concept, but limited use
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Stock Option Alternatives

Restricted Stock

Characteristics...

ETime vesting

BFewer shares than options

BFixed accounting expense

H162(m) exclusion from tax deductibility

More common in future, given s||(1are usage constraints and bear
market...

...Particularly below executive level, where compensation and
attraction/retention important
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Stock Option Alternatives

Performance Restricted Stock

Characteristics...
B Financial or stock price goal achievement to vest

HForfeiture if goal not met
EVariable accounting expense

M In practice, same as performance shares
B May be used more at executive level
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Stock Option Alternatives

Performance Accelerated Restricted Stock
Characteristics...

mCIliff vests (typically 5 to 7 years)

B Financial or stock price goals to vest early
BFixed accounting expense

H162(m) exclusion from tax deductibility

Better shareholder optics
Some focus on specific performance goals
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Stock Option Alternatives

Cash Long-Term Incentive Plan / Units
Characteristics...

ETwo typical structures
»Cash LTIP with min, target, max performance levels
» Unit grants — unit value varies with performance
HPre-set cycle, typically three years

mValue not related to stock price (unless a performance
goal)

HVariable, but capped accounting expense

Impact...
EmWith financial goals, focus directly on value drivers
EMaximum potential earnings charge known in advance

Tangible reward for achievement
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Stock Option Alternatives

Performance Shares

Characteristics...

B Grant of potential shares

HOnly earn with performance (stock price or financial)
HValue depends on ending stock price

HPay in cash or shares

HPre-set performance cycle, typically 3 years
EVariable accounting expense

Effectively same as performance restricted stock
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Stock Option Alternatives

Plan Prevalence

Restricted Stock
A
35% - 7 330, N

30%
Performance

Based Plans
A

25%

f 20%
18%

20%

15% -
Stock Options
A

10%

10% 7

8%

7%

5%

5% - 3%

0%
Perf Perf Premium Indexed Traditional Perf Perf Perf Cash
Options Accel Priced Options Rest Stk Rest Stk Accel Shares LTIP/

Vesting Options Vesting Perf
Options Rest Stk Units
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Effectiveness of Alternatives
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Effectiveness of Alternatives

Key Choices
Performance Enhanced
Plans Stock Options

Units, Shares,

) Performance, Premium
Performance Restricted ’ ?

Stock or Indexed
Virtues
B Shareholder
. Alignment
g Protection

B Controllable Results B Lower Cost

(Premium & Indexed)

Issues

B Share Use

B Perceived Value

H Variable Cost
(Performance)

m Discipline
B Complexity
W Variable Cost

* In future option expense environment, options will still be cost effective when stock prices rise
Speeches>NASPP 2002 Mtg>NASPP Speech 09-24-02 SEMLER BROSSY CONSULTING GROUP 17



Effectiveness of Alternatives

Sample Future Plan #1 — Turnaround Company
BReduce share usage

Goals BMaximize attraction and retention
EControl expense increases

Senior Managers S LG e
9 / H1/2 Restricted stock

Mid-Level H1/3 FMV options
Managers / m2/3 Restricted stock

Restricted stock at 1:4 ratio to options versus Black-Scholes value of 1:2
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Effectiveness of Alternatives

Effects of New Plan — Turnaround Company
BReduces shares used
»1:4 ratio of restricted stock to options replaced
» Overall effect equals about 50% share reduction
*1/2 of options replaced by 1:4 shares

Lower level options largely replaced (exception
basis only)

BEXxpense increase essentially neutral

»Expense charge for 1:4 restricted shares balance
future expense charge for extra options

BEnhances performance focus and retention
» Tangible value for meeting restricted stock goals

SEMLER BROssY CONSULTING GRoup 19



Effectiveness of Alternatives

Sample Future Plan #2 — Profitable Performing Company
Hincrease focus on performance/drivers

Goals BLink wealth creation to performance
B Keep share usage reasonable

H1/2 FMV options

Senior Managers , M1/4 Premium-priced options
—/ Hm1/4 Cash LTIP or performance shares

Mid-Level H1/2 FMV options
Managers / m1/2 Cash LTIP or performance shares
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Effectiveness of Alternatives

Effects of New Plan — Profitable Performing Company
BShare use neutral

» More premium-priced shares; fewer performance
shares

BShareholder friendly
»Seniors fully share only above premium price

» Performance plan financial goals ensure results to
earn awards (and finance costs)

BSignificant wealth opportunities preserved
»If financial/stock performance strong

HControllable results in performance plan provide
retention in bear market

» Better line-of-sight in business units

BAdds variable accounting expense, partly balanced by
financial goals
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Effectiveness of Alternatives

Sample Future Plan #3 —
High Growth / High Prospect Company
B Attract exceptional talent with wealth
potential

Goals BEMeet shareholder performance
requirements without increasing share
usage

Senior Managers ®2/3 FMV options \
// E1/3 Cash LTIP
Mid-Level H1/2 FMV options
Managers  m1/2 Restricted stock (1:3 ratio to options) \




Effectiveness of Alternatives

Effects of New Plan — High Growth / High Prospect
Company
BShareholder friendly

»Initial stock price increases only partly shared with
executives

ESignificant executive wealth potential

» Leverage of extra shares balances premium on
options
HCash LTIP and mid level restricted stock offsets
premium-priced share usage

B Cost increase manageable in future option expense
environment

» Premium-priced option expense less than FMV per
option
»Restricted stock expense offset by 1:3 ratio
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Effectiveness of Alternatives

Design Objectives Drive Ultimate Choices

Conservation

Shareholder

Premium Perf Perf Cash

Situational Stock  Stock Stock | Rest Rest Perf Perf
Objectives Options Options Options | Stock Stock | Plans Shares
Motivation O © ® & O
Power O O O O O
Cost (today) . O O O O
Cost (future) . O O D O
Share O O D . D

® O O O O

Alignment

O Not Favorable

0 Significantly Favorable . Most Favorable
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Performance Measures and Goals

SEMLER BROSsY CONSULTING GROUP 25




Performance Measures and Goals

Three Categories of Long-Term Incentive
Performance Measures

Stock Price Financial Operational

Measures Measures Measures

Least Greatest
Line-of- < m———————————SSSSSSSsssssssss——)p>  Line-of-
Sight Sight
Direct Indirect
Shareholder — Shareholder
Alignment Alignment
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Performance Measures and Goals

Types of Measures

B Often used with options or restricted
Stock Price stock to accelerate vesting

Measures BECombined with financial/operations
measures, provide direct
Goals shareholder alignment

mTotal Return to BMeasure achievement over time, not
Shareholders a single day (e.g., 20 consecutive
trading days)

B Stock Price
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Performance Measures and Goals

Types of Measures

Financial

Measures

- | ~

Growth- /MI\E‘?M’"CV'
Oriented I ~ o Oriented

-
-
-

Franchise o Capital
Growth Azl Returns
HRevenue Hincome BEVA, ROC,
mSales Units mEPS ROI
mMarket Share mMargin BEROE, ROA
mCash
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Performance Measures and Goals

Types of Measures

: B Often industry specific
Operational _
Measures EMore directly controllable by larger
group of employees

EmProductivity HLess frequently used as LTI
lTra_nsaction or measure than financial

Unit _COSt »Can be critical drivers
mQuality »Can be “soft” measures
mCustomer

Satisfaction
mSafety
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Performance Measures and Goals — Goal Setting

mPerformance versus long-term plan or budget
B Reflects current economic expectations
B Subject to regular negotiation

€1e) 2131\ mPerformance versus prior years’ performance
Based ®Rewards improvement only

mPerformance versus pre-set standard
mSubject to one-time negotiation

SUUCEICEER m Absolute standards align with shareholder
Based interests

®May produce unrealistic goals in extreme
conditions

mPerformance versus peers or stock index
mOnly TRS readily comparable

mReflects changing environment

m Communication challenge when goal “moving”
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Performance Measures and Goals

Choosing the Right Measures...
B Reflect key strategic objectives

EConsider unintended consequences
BEnhance shareholder value long term
BProvide guidance on what to do differently
BFocus on critical needs

EBalance annual measures

BReflect cumulative results

ESituational (can change)

BNo more than three measures
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Performance Measures and Goals

Risks of Typical Measures

Margin
Revenue Growth _
Capital cost
_ Growth
Margin _
Capital cost
Cash Flow Maintain investment
EBIT or Capital cost
EBITDA TR
Guidance
EPS

Capital cost
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Performance Measures and Goals

Risks of Typical Measures

Guidance
EVA L
Maintain investment
ROC Growth
Financial/
TRS Operational Drivers
Peer Comparisons Comparable results
Customer

Satisfaction Economic effect
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Performance Measures and Goals

Example #1

Strategic Issue — Revenue Growth
Operational Issue — Excess Working Capital

Plan

Matrix

Cumulative Revenue
& Margin (ROS)

X

lllustrative Matrix
Cumulative Revenue

Low

High

High

Margin

Target

(ROS)

Cow [ No Payout |
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Performance Measures and Goals

Example #2

Strategic Issues:
High Capital Use

Plan

EVA
or
ROC

B Duration — Until fixed
Hinvestment exceptions
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Performance Measures and Goals

Example #3

Strategic Issues:
High Debt
Strong Earnings but Low Conversion to Cash

Plan

Free
Cash Flow

Duration — Two years, then replace \
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