REMUNERATION

Performance pay—
what is it worth and
what does it cost?

Valuing performance pay is difficult and often subjective. Charles
Macdonald explains why it is important and how it is done.

Charles Macdonald

Performance pay continues to
be topical, and maybe always
will be. While this is especially
true for executives, it applies to
most groups of employees and
to all industries.

For many listed companies,
the AGM has become a public
platform allowing disgruntled
shareholders to criticise ‘exces-
sive’ executive pay and question
directors on the robustness of
their performance pay pro-
grammes. There is real scepticism
about the rigour of “performance
pay’. Some see it as simply a
transfer of wealth from share-
holders to executives and the
news media are only too keen to
pick up on these exchanges.

In this article, performance
pay means all forms of perform-
ance-based remuneration, and
includes discretionary bonus
plans, short and long-term cash
incentive plans and equity-based
plans.

Current trends in
performance pay

There continues to be much dis-
cussion about the need to
increase the proportion of vari-
able pay within the total
remuneration package, espe-
cially for executives. However,
there remains considerable vari-
ance in both the amounts and
the designs of variable pay. At
least part of this variability re-
flects the different strategic
needs of companies and is ex-
pected to remain.
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A study by Hewitt Associates
in 2002 showed that most larger
New Zealand companies had
some form of incentive plan—
only six out of 47 companies
surveyed for that study didn’t
have an executive incentive plan.
Of the 41 companies with an
incentive plan, virtually all had a
short-term (i.e. 12 month) plan,
with a number also having an
equity-based plan, typically an
option plan, ora cash-based long-
term incentive plan.

Of the companies in the
NZSE50, over half have an ex-
ecutive option plan. Several of
these companies have estab-
lished an option plan or
modified an existing plan in the
last 12 months.

So why value performance
pay? A clear understanding of
the objectives and the details of
performance pay is helpful in:
e the development of incen-

tive plans;

e pitching the level of reward
under the incentive plan at
the desired level (eg, at
$30,000 or at 30 percent of
the employee’s base remu-
neration);

* informing employees of the
value of their remuneration
package; and

e costing remuneration for fi-
nancial purposes.

Valuing performance pay assists
with each of these. In particular,
the information and considera-
required to
performance pay often help in
the design or modification of
the plan and in explaining per-
formance pay to employees.

tions value

The purpose of the valuation
will influence the way the valu-
ation is undertaken, and in
particular the level of sophisti-
cation required or justified. It
can also result in different val-
ues, eg, the cost to the company
may well be different to the value
to the employee.

Effective performance
pay
For performance pay to work, it
needs strong alignment between
the interests of employees and
the owners (ie, shareholders).
Of course, this is well known
and has become something of a
mantra.

Achieving alignment is diffi-

The information and considerations required
to value performance pay often help in the
design or modification of the plan and in
explaining performance pay to employees.



cult. However, it is not enough.

Employees also need to:

¢ understand what they must
do to deliver good perform-
ance; and

e want to make the effort.

This is illustrated in the dia-

gram below.

Employees will typically as-
their
performance pay by reference
to both:
¢ the amounts available; and
e the certainty of payment.
Certainty depends on the per-
ceived ‘line-of-sight’ between
the actions of each employee
and the achieved performance,
ie, how much influence each em-
ployee believes he or she has
over achieved performance. Of
course, it also depends on how
achievable the performance tar-
gets are.

If line-of-sight is weak, em-
ployees can treat performance
pay as a lottery and will not
alter behaviours if they don’t
see a strong link to the payment.
This can happen with share
based plans.

The value to shareholders
depends on the extent of align-
ment of performance pay with
the interests of shareholders. If
this alignment is strong, and
employees understand what
they have to do to deliver per-
formance, shareholders will see
value in performance pay.

Of course, shareholders of-
ten don’t have a clear under-
standing of performance pay.
Increased disclosure require-
ments are changing this, but only
in relation to executive remu-

sess the wvalue of

neration and then often only
equity-based remuneration.
Shareholders can see execu-
tiveincentives, and in particular
executive options, as simply the
transfer of wealth from them to
executives. Often it can appear
that performance payments are
made irrespective of the per-

Understanding

Employees know what is
needed by them for great
performance.

formance of the company. In
particular, executives forced
from a struggling company can
trigger the payment of substan-
tial performance pay amounts.

Accounting for
performance pay

The financial cost to the com-
pany is different from its value.
This cost is the dollar cost relat-
ing to employee services. This is
relatively simple for perform-
ance pay where the payment is
made in or shortly after the ac-
counting period.

However, for long-term
performance pay, where per-
formance is measured over three
years or longer, the cost has to
be estimated. Practice in ac-
counting for these has varied,
with executive options often not
being shown as a cost at all.

There is a proposed account-
ing  standard  covering
share-based incentive plans (Ex-
posure Draft 93, November 2002,
issued by the Financial Report-
ing Standards Board of the
Institute of Chartered Account-
ants of New Zealand). This
standards requires all share-
based incentive plans to be
shown as a cost in the year of
allocation to employees.

Of course, the cost shown for
long-term performance pay may
differ significantly from the
eventual cost to the company.
For example, options shown ata
cost on allocation may be ‘un-
derwater’ (ie, exercise a price
greater than the market price of
the share) and so never be exer-
cised by employees.

Valuing performance
pay

There is a wide range of valua-
tion methods from the simple
(eg, what was paid last year) to
complex mathematical models
that are understood only by the
really dedicated. The discretion-
ary nature of bonus plans makes

Willing

Employees want to make
a difference

Certainty depends on the perceived ‘line-of
sight’ between the actions of each employee
and the achieved performance, ie, how much
influence each employee believes he or she

has over achieved performance.

it difficult to develop a struc-
tured method for valuing them.
However, the on-target reward
method is used to value some
bonus plans.

All valuation methods as-
sume that the performance pay
is reasonably ‘well behaved’, ie,
can be predicted with a certain
amount of confidence. This is
clearly not the case for some
plans.

Under any of the methods,
the actual performance-based
payments are likely to vary sig-
nificantly from the valuation
amount. This, of course, merely
reflects the variable nature of
performance pay.

For long-term incentives,
there can be an issue in ensuring
that an appropriate annualised
valuation amount is provided.
For example, there may not be
an annual allocation of options.
The approach adopted depends
on the purpose for the valua-
tion.

Does it matter?

There will be organisations that
won’t have a pressing need to
value their performance pay.
This includes those companies
that haven’t adopted a total re-
muneration approach and so
treat incentive pay in relative
isolation from their other remu-
neration components.

We believe that is important
tohaveareasonably sound valu-
ation of incentive pay for those
companies:

e which want some rigor re-
lating to the amount of

Financial

Shared reward to both:
e Employees; and
e owners (shareholders)

incentive pay provided to
employees, both in absolute
terms and in relation to their
total remuneration. (Care is
required when determining
such amounts from remu-
neration surveys to ensure
that credible and relevant
market data is being used);

e which require all stake-
holders, including sharehold-
ers and employees, to
understand the value of the
remuneration packages;

* where internal relativity is
important amongst groups
of employees on different
remuneration packages; and

e which will have to comply
with the proposed account-
ing standards (ED93—
Share-based payments).

Valuing performance pay is dif-
ficultand often subjective. There
is a range of methods to under-
take these valuations, and each
method has its merits and its
shortcomings.

There is increasing demand
from shareholders and from
management to implement per-
formance pay thatis both robust
and clearly aligned with busi-
ness objectives. This requires a
clear understanding of the cost
of performance pay and its value
to the business.

We believe that this will lead
to the adoption of more sophis-
ticated methods for the valuation
of all types of performance pay.
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