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6 Myths of Quarterly
Eamiﬂgs Guidance COMPANIES ARE MOVING

BEYOND QUARTERLY

. GUIDANCE BY:
Myth 1 Everyone does it.

Fact The share of S&P 500 companies issuing

quarterly guidance has declined from 36.0% in @ Moving away from short-term
2010 to 27.8% today. Among Euro Stoxx 300 guidance, especially quarterly
companies, issuance is near zero (0.7%). earnings per share guidance.

Myth 2 Issuing quarterly guidance improves
companies’ valuations. @ Providing investors with a long-term

roadmap focused on the fundamental
Fact Our analysis of S&P 500 constituents found no o

) economic drivers of the business and
effect on valuation whatsoever.

long-term strategic goals.
Myth 3 Issuing quarterly guidance helps reduce stock

price volatility. @ Sharing management’s outlook for

Fact Issuing annual range guidance reduces volatility three to five KPIs tied to the company’s
around earnings reporting periods relative to

issuing quarterly guidance.

long-term strategic goals to frame the
investment opportunity for shareholders.

Myth 4 Investors demand quarterly guidance.

Fact Over 75% of surveyed investors say companies
should move away from quarterly guidance.
Fewer than 7% of investors want companies to
offer guidance on any metric for periods of less
than one year.

Myth 5 Quarterly guidance helps keep management
teams accountable for performance.

Fact It keeps them focused on short-term performance,
but in the long-term leads to under-investment
and poor earnings growth.

Myth 6 There is no alternative.

Fact Providing investors with a long-term roadmap
of a company’s strategy over at least three to
five years, combined with relevant financial
and operating metrics, can give investors the
confidence and transparency they need while
avoiding short-term myopia.

Short-term earnings guidance is not
wanted by long-term investors and
leads many companies to make
counterproductive, short-term decisions.
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Introduction

Research has consistently found that the vast majority of corporate executives
think that short-term pressure is growing, that it is changing their business
decisions, and that those changes are destroying value.'

One effective way that corporations are combatting this
phenomena is by moving away from quarterly earnings
per share (EPS) guidance and instead providing investors
with a long-term roadmap focused on the fundamental
economic drivers of the business tied to management’s
outlook on critical key performance indicators (KPIs).

As we highlighted in our 2015 guide for restructuring
the investor-corporate dialogue, Straight Talk for

the Long Term, quarterly EPS guidance constitutes a
critical channel through which short-termism impacts
companies and capital markets. By harnessing
management teams to self-imposed short-term targets,
quarterly guidance ensures that both investors and
companies will focus on this time horizon.

It is critical to distinguish quarterly guidance, which relies
on forecasts issued by companies to influence market
expectations, from quarterly reporting, the retrospective
reporting of factual performance, and consensus estimates,
external analysts’ forecasts of earnings performance.

Quarterly reporting remains essential in providing
investors with the transparency they need and in
keeping management teams accountable for their
performance. On the other hand, consensus earnings
estimates will continue to be a feature of markets
regardless of what companies choose to disclose.

If companies do not issue guidance, a mismatch
between reported earnings and consensus indicates
an inaccurate forecast rather than an earnings “miss.”

This paper is aimed not at reporting or consensus
estimates, but at the issuance of quarterly earnings
guidance alone.

Indeed, there is mounting evidence that companies
that play this quarterly guidance game ultimately suffer.
Their focus on short-term metrics often leads them to
prioritize decisions that will yield the most attractive
results on a quarterly basis and neglect their long-term
strategies. Such an approach results in companies
sacrificing valuable investment opportunities

and erodes the foundation of long-term, stable
shareholders on which they depend.

A recent Harvard? study helped confirm what many
have long suspected, that companies get the investors
they deserve. Focusing on short-term metrics attracts
transient, short-term shareholders, compared to peers
who issue guidance with a long-term orientation.

The inverse holds true as well: long-term companies
can attract the right investors. Companies that choose
to offer shareholders a long-term vision and strategy
benefit not only from a reduced focus on short-term
metrics but also by attracting and building a long-term
investor base. This virtuous cycle — in which companies
that focus on the long-term attract investors who
support their longer horizons — is within the power of
management teams to achieve.

1 John R. Graham, Campbell A. Harvey and Shiva Rajgopal, “The economic implications of corporate financial reporting,” Journal of Accounting and
Economics, Volume 40, pp. 3—-73, 2005; Barton, Dominic, Jonathan Bailey and Joshua Zoffer. “Rising to the challenge of short-termism.” FCLT Global.

September 2016.

2 Brochet, Francois, Maria Loumioti and George Serafeim, “Speaking of the short-term: Disclosure horizon and managerial myopia,”
Harvard Business School Accounting & Management Unit Working Paper No. 12—072 (12 March 2015).
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Management teams have recognized this connection and
are taking steps to mitigate short-term pressure, especially
the influence of quarterly EPS guidance. Just 27.8% of
companies from the S&P 500 with consistent guidance
policies gave quarterly EPS guidance in 2016 (down from
36.0% in 2010), while less than 1% (0.7%) of Euro Stoxx 300
companies gave quarterly EPS guidance that year?

Eliminating quarterly EPS guidance is a good first step,
but it is in no way a panacea for ensuring sustainable,
long-term performance. Offering investors a long-

term roadmap, rather than just quarterly targets, is
essential. Only with an understanding of how a company
will sustainably create value over the long term can
investors engage companies on their strategy and make
investment decisions on that basis.

Percentage of US Short-term Investors
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Source: KKS Advisors & Generation Foundation
“Earnings Guidance — Part of the Future or the Past?” (2014)

For companies that do not currently offer quarterly
guidance (including many outside the US or those that
have yet to go public), these findings offer even more
reason to provide long-term investor communications
instead of quarterly guidance. For those that do
currently guide, the growing evidence in favor of

a long-term approach presents an opportunity to
reconsider their guidance policies.

DEBUNKING GUIDANCE MYTH 1

Everyone Does It

FACT

Of S&P 500 companies with consistent
guidance policies in 2016,

408% g;\éeg:‘,lci)dance
31.4% & guaance
27.8% gudmes

Meanwhile, a convincing 96.3% of companies
in the Euro Stoxx 300 gave no EPS guidance
whatsoever in 2016, while just 3.1% of them
gave annual guidance, and less than 1% (0.7%)
gave quarterly EPS guidance.

Taken together, just 17.8% of the 799 companies
in the S&P 500 and Euro Stoxx 300 gave
quarterly EPS guidance in 2016. Clearly, this is
the minority practice.

3 Analysis of guidance policies performed by KKS Advisors and Prof. George Serafeim of Harvard Business School using FactSet Guidance data. The sample
included the 799 firms from the S&P 500 and Euro Stoxx 300 that had consistent and identifiable guidance policies during the sample period from 2010 to 2016.
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DEBUNKING GUIDANCE MYTHS 2 & 3

Valuation & Volatility

Many companies that continue to issue quarterly earnings guidance do so under the influence of two
pervasive myths. As part of this report, we worked with researchers at Harvard Business School and
KKS Advisors to investigate these myths and found both to be false.

MYTH

Issuing quarterly guidance improves
companies’ valuations due to a “management
credibility” premium.

FACT

Analysis of S&P 500 members from 2010—
2016 found guidance policy had no effect on
valuation whatsoever.

MYTH

Issuing quarterly guidance helps reduce
volatility by taming investor expectations.

FACT

The opposite is true: companies offering
annual range EPS guidance over the same
period experienced lower volatility around
earnings reporting periods when compared
with those that issued quarterly guidance.

Moving Beyond Quarterly Guidance: A Relic of the Past | 7



The Case Against Quarterly Earnings
Per Share Guidance

It is worth noting that the use of quarterly earnings per
share (EPS) guidance is increasingly rare. Although

many market participants assume EPS guidance 212 RL LTSS SR A LG

is common practice, issuance of forward-looking |nvesto rs Wa nt |t
quarterly EPS guidance peaked in popularity just after

. . . o
the turn of the millennium, approaching 50% of large MYTH

cap companies in 2004. )
Investors demand short-term guidance.

Since then, the use of quarterly EPS guidance has

. . . FACT
declined markedly. In 2016, just 17.8% of companies
in the S&P 500 and Euro Stoxx 300 with consistent 7 50 of analysts said companies
guidance policies offered quarterly EPS guidance, 76+ should move away from

and only 20.9% offered annual EPS guidance. A clear quarterly EPS guidance

majority of sampled companies (61.3%) offered no EPS of investors found that earnings

guidance whatsoever in 2016.° 9% guidance for periods of less than
one year was an important factor

What is driving this decline in popularity? Awareness

of recent research may be one contributing element. oy O IMVESIENS T @om|pEnlEs O G
. /O guidance on ANY metrics for periods

However, two other factors likely account for the lion’s of less than one year

share of this change. First, buy-side investors have
abandoned the view that short-term earnings results

are especially predictive of long-term success. Second,
investors are aware of the imprecision of short-term metrics.

the question, “Should companies move away from
A. INVESTORS DON’T WANT focused quarterly earnings guidance?”, 76% of the

SHORT-TERM GUIDANCE survey’s 2,686 global respondents answered, “Yes.”®

In repeated surveys of the buy-side investment

community (primarily institutional buy-side investors) This aversion to earnings guidance has only become more

earnings guidance given for periods of less than one pronounced over the last decade. In a Rivel Research

year was consistently deemed irrelevant in evaluating Group Intelligence Council report published in September

a company’s future prospects. A 2006 CFA Institute 2017 summarizing in-depth interview responses from the

survey of its membership demonstrated this lack of global buy-side, just 9% of respondents cited earnings

interest in short-term earnings guidance. When asked guidance for periods of less than one year as an important

4 Anilowski, C., M. Feng and D. Skinner. “Does earnings guidance affect market returns? The nature and information content of aggregate earnings
guidance.” Journal of Accounting and Economics. Vol. 44 (2007): 33-36.

5 Analysis of KKS Advisors for FCLTGlobal, 2017.
6 Krehmeyer, Dean, Matthew Orsagh and Kurt N. Schacht. “Breaking the short-term cycle.” CFA Institute Centre for Financial Market Integrity. 2006.
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Percentage of S&P 500 and Euro Stoxx 300 Offering
Quarterly EPS Guidance
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Executives admit to taking short-term
action to meet quarterly guidance:

6 O % would delay projects
o) would cut discretionary
/O spending

4 O o) would give discounts
/O to customers

factor on which to receive guidance.” Notably, in that same
survey, an average of just 6.8% of respondents wanted
companies to offer guidance on any metrics at all (both
financial and operational) for periods of less than one year.

When viewed in context, these findings are perhaps
unsurprising. Seven in ten shares of US companies
are owned by longer-term investors.® For these
shareholders, who aim to generate continual returns
over decades, not weeks or even months, why would
we expect short-term guidance to improve their
investment decisions?

The rise in intangible assets and the subjectivity of
accrual-based accounting methodologies can cause
meaningful distortions in reported earnings numbers
that have little bearing on the value and future prospects
of the underlying business. Investors recognize these
issues. While reported earnings numbers may drive
headlines and media attention, investors themselves put
significantly less weight on such metrics.

In fact, according to a 2016 book by professors at the
NYU Stern School of Business and the University of
Buffalo, “Today’s financial reports provide a trifling five
percent of the information relevant to investors.”®

B. QUARTERLY GUIDANCE LEADS TO
SHORT-TERM BUSINESS DECISIONS

The evidence that quarterly EPS guidance harms
companies in the long run grows stronger each

year. Although the literature is not unanimous, the
preponderance of the evidence suggests quarterly
guidance is harmful. Quarterly EPS guidance, in particular,
leads many companies to manage around quarterly targets
rather than long-term goals that match the business and
investment cycles of their industries. At the same time,

this behavior often attracts investors with a short-term
orientation who intensify the attention to short-term results
and eschew strategies with long-term payoffs. When it
comes to quarterly earnings targets, the familiar adage is
right: “What gets measured gets managed.”

7 “Evolving Guidance Preferences: Attitudes and Practices of the Global Buy-Side.” The Intelligence Council: Rivel Research Group. September 2017. Includes
data summarizing 352 in-depth telephone interviews of portfolio managers and analysts from the global buy-side (180 North America,

111 Europe, 61 Asia-Pacific) conducted between June 2017—-Aug. 2017.

8 Darr, Rebecca, and Tim Koller. “How to build an alliance against short-termism.” McKinsey & Co. Corporate Finance. Jan. 2017.

9 Ley, Baruch, and Feng Gu. The End of Accounting and the Path Forward for Investors and Managers. Hoboken: John Wiley & Sons, Inc. 2016. Print.
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DEBUNKING GUIDANCE MYTHS 5 & 6

Accountability &
Alternatives

MYTH

Short-term guidance keeps management teams
accountable.

FACT

Short-term guidance causes long-term harm by
holding management accountable to the wrong set
of metrics. In contrast, doing the right thing for the
long-term adds value in a sustainable manner by
improving the fundamental execution capability of
the organization, rather than inspiring accounting
changes to achieve short-term targets.

MYTH

There is no alternative.

FACT

A long-term roadmap can help companies
communicate the elements needed to build investor
support for long-term strategies. Attracting long-
term shareholders empowers management to make
strategic and operating decisions that build value for
the long term.

According to a McKinsey study, from 2001 to 2014,
the revenue of long-term-oriented firms cumulatively
grew, on average, 47% more than the revenue of
other firms, and with less volatility. On average, the
earnings of the long-term firms grew 36% more

over this period than those of other firms, and their
economic profit was 81% higher by 2014.

According to a 2016 McKinsey and FCLTGlobal survey,
nearly 60% of executives said their companies would
act to avoid missing quarterly targets, including cutting
discretionary spending or delaying projects.”® This
problem is not new. In a 2005 survey of over 400 financial
executives, 80% of respondents noted they would cut
discretionary spending on R&D, advertising, maintenance
or hiring to meet short-term earnings targets. Meanwhile,
nearly 40% said they would give discounts to customers
to make purchases this quarter rather than next."

Worryingly, both surveys independently found that
approximately half of executives would delay new
projects and investments to hit quarterly targets, even
with the knowledge that it would sacrifice some value.

Recent research suggests this is more than just majority
opinion and that guidance is a central culprit: companies
that issue guidance more regularly do in fact invest

less than their peers. A 2007 study found that “regular
guiders” spend nearly 10% less on R&D each year

than “occasional guiders.”? The interplay between the
issuance of quarterly EPS guidance, the attraction of
short-term-oriented investors, and the pressure exerted
on managers to meet investor demands does indeed
undermine long-term investment and growth.

C. SHORT-TERM CHOICES LEAD TO
LONG-TERM HARM

Not only is the issuance of earnings guidance clearly
tied to adverse short-term behavior, it also causes long-
term harm to a company. Over time, underinvestment
in long-term opportunities leads to long-term
underperformance.

« The same 2007 study found that regular
guiders suffer significantly lower long-term
earnings growth rates when compared with their
occasionally guiding or non-guiding peers.

10 Barton, Dominic, Jonathan Bailey and Joshua Zoffer. “Rising to the challenge of short-termism.” FCLT Global. September 2016.

1 Graham John R., Campbell A. Harvey and Shiva Rajgopal, “The economic implications of corporate financial reporting,” Journal of Accounting and

Economics, Volume 40, pp. 3-73, 2005.

12 Cheng, Mei, K.R. Subramanyam and Yuan Zhang. “Earnings guidance and Managerial myopia.” October 2007.
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« A 2012 Harvard study found that the stocks of
companies exhibiting short-term behavior were more
volatile than the market as a whole and that the cost of
capital for those firms was 0.42% higher than average.”

« In a 2015 follow-up study, the authors found firms
with greater emphasis on the short term experience
lower ROE over the following two years."

« 2014 research suggests that companies that
provide more frequent and regular guidance
often experience higher volatility during earnings
reporting periods as short-term investors
speculate on forthcoming results.”

- Finally, a 2016 study found firms that stopped
issuing quarterly earnings guidance saw their
investor bases become more long-term oriented,
with greater proportions of long-term institutions
as investors, more weight placed on long-term
earnings in valuation, and lower sensitivity to
short-term analyst forecasts relative to firms that
did not end quarterly earnings guidance."®

In contrast, the benefits of taking a long-term approach
are well detailed in a 2017 McKinsey study. From

2001 to 2014 the revenue of long-term oriented firms
cumulatively grew on average 47% more than the
revenue of other firms, and with less volatility. Similarly,
on average, the earnings of the long-term firms grew
36% more over this period than those of other firms,
and their economic profit was 81% higher by 2014.”
The evidence demonstrating the adverse effects of
issuing quarterly earnings guidance — including higher
share price volatility, higher cost of capital, lower ROE
and lower earnings growth rates — is strong. The lack
of desire for such guidance from buy-side investors is
clear. For firms still providing this form of forward-looking
communication, the question is “why?” There has been
no better time for firms to reevaluate their approaches
to investor communications and free themselves from
the constraints and harms of quarterly guidance.™

Brochet, Francois, George Serafim and Maria Loumioti. “Short-termism: Don’t blame investors.” Harvard Business Review. June 2012.
https://hbr.org/2012/06/short-termism-dont-blame-investors?referral=03759&cm_vc=rr_item_page.bottom

Brochet, Francois, Maria Loumioti and George Serafeim, “Speaking of the short-term: Disclosure horizon and managerial myopia,” Harvard Business School

Accounting & Management Unit Working Paper No. 12—-072 (12 March 2015).

KKS Advisors & Generation Foundation. “Earnings guidance: Part of the future or the past?” 2014.

Kim, Y., L. Su and X. Zhu. “Does the cessation of quarterly earnings guidance reduce investors’ short-termism?” Working paper. Dec. 2016.

Barton, D., J. Manyika, T. Koller, R. Palter, J. Godsall and J. Zoffer. “Measuring the impact of short-termism.” Feb. 2017, McKinsey Global Institute.

Analysis of Prof. George Serafeim, Harvard Business School and Sakis Kotsantonis, KKS Advisors, using guidance data sourced from FactSet.
The sample included 799 US and non-US firms from the S&P 500 and Euro Stoxx 300, which had consistent and identifiable guidance policies during the

sample period from 2010-2016.
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Impact of a Change in Guidance Policy

Companies contemplating a decrease in the frequency with which they
offer guidance often ask: What would the effect of that decrease be on
my stock’s volatility and valuation?

To answer that question, we identified US By comparing the volatility and P/B ratio

firms that have decreased their EPS guidance between the companies that decreased
frequency and collected data on their volatility guidance frequency, we found that there was
and price-to-book (P/B) ratios for the year before, no effect on a firm’s volatility or P/B ratios
the year of, and the year after the EPS guidance from the guidance change in either the year
frequency change. We compared this sample with of the change or the year after.

a control group consisting of firms of the same
size and industry that had no change in their
guidance frequency practices.

Additional Perspectives on Earnings Guidance

Although most studies and surveys of earnings guidance suggest short-term
guidance is harmful, the literature is not unanimous. In particular, it is worth
highlighting two recent studies that suggest quarterly guidance has no impact.

A 2016 study of 289 companies by Andrew sample, the authors found that the introduction of

Call et al. found no difference in investment or reporting (and in many cases, guidance) did not lead

tendency to meet earnings targets between to changes in investment. They measured investment

firms that issue long-term guidance and those in terms of capital expenditure, PP&E and R&D and

that issue short-term guidance.” Although the found no significant effect across 471 companies.

study used a small sample and focused on While colored by the context of the financial crisis

capital expenditure and property, plant and during which this change took place, this finding no

equipment (PP&E), rather than R&D and other doubt complicates the narrative.

forms of discretionary spending examined in

related research, it is worth noting the study’s It is important to remember that ending quarterly

divergent findings. earnings guidance is no panacea and offers no
guarantee of improved financial or operational

In addition, 2017 research released by the CFA outcomes. There is no evidence of a beneficial

Institute examined the UK’s institution of quarterly impact from short-term guidance, and the

reporting requirements from 2007 to 2014.2° This preponderance of the evidence suggests the practice

change led about half of companies in their sample is harmful, unnecessary and worth reconsidering.

to adopt earnings guidance, as well. Based on this

19 Call, A.C, S. Chen, A. Esplin and B. Miao. “Long-term earnings guidance: Implications for managerial and investor short-termism.” May 2016.
http://www.hbs.edu/faculty/conferences/2016-imo/Documents/LTMF_May%2022%202016.pdf

20 Pozen, R.C., S. Nallareddy and S. Rajgopal. “Impact of reporting frequency on UKpublic companies.” CFA Institute: Research Foundation Briefs. March 2017.
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The Long-term Roadmap: The New
Normal for Investor Communications

Eliminating the use of quarterly earnings guidance
(while maintaining quarterly reporting) is a first step in
revitalizing investor-corporate dialogue. But what is
an appropriate replacement? Shareholders still need
information to make their decisions and exercise their
voting rights, but it must be the right information to
support long-term value creation.

Valuation analysis conducted by McKinsey

and others suggests that 70—-90% of a company’s value
is related to expected cash flows three or more years
out. If that is where the value lies, then investors need
to be educated and informed with that horizon in mind.
Long-term investors say they are less interested in
quarterly results than in long-term business drivers. As
one investor put it, “It’s all about the horizon. Long-term
investors don’t need a lot of detailed guidance about
quarterly numbers. They need clarity, consistency

and transparency from managers in communicating
strategic priorities and their long-term expectations.”

Companies, too, benefit from providing a vision of the
company’s strategic goals and performance on the right
metrics, matched to a long-term strategy. Attracting
long-term shareholders empowers management to

THIS ROADMAP IS BASED ON THE GOALS OF:

Educating investors
about the core drivers

Laying out a clear

of the company’s
business.

on these drivers.

@ vision for long-term
performance based

make strategic and operating decisions that build value
for the long term.22 When short-term investors propose
plans to shake things up, for example, a long-term
shareholder base that has been educated about the
company’s long-term goals and supports its strategy is
better equipped to evaluate management’s approach
rather than give into short-term plans.

Instead of quarterly EPS guidance, companies can
introduce a long-term roadmap — as many leading
companies have done already — as the centerpiece of
their investor communications.

A long-term roadmap helps build trust between the
company and its shareholders. Recent research from
Edelman Financial Communications & Capital Markets,
a global financial communications and investor relations
advisory firm, revealed findings in support of long-
term guidance. The Edelman Trust Barometer Special
Report: Institutional Investors 2017 surveyed over 100
global chief investment officers and portfolio managers
to understand broad perspectives on items that build
or detract from trust in publicly listed companies, with
implications for how corporations should communicate
with the financial community:

Establishing specific interim and
@ long-term strategic goals tied to

appropriate metrics that track the

achievement of this vision.

21 Darr, Rebecca, and Tim Koller. “How to build an alliance against short-termism.” McKinsey & Co. Corporate Finance. Jan. 2017.

22 Harford, Jarrad, Ambrus Kecskes and Sattar Mansi. “Do long-term investors improve corporate decision making?” Jan. 2017. Available at:

https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2505261
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Edelman’s survey of institutional investors found:%

« 68% agree that providing long-term guidance on
financial performance positively impacts the trust
they have in companies they are/may consider
investing in or recommending.

+ 86% agree focusing on short-term results does
not benefit their investment strategies.

By providing a clear vision of where the company
wants to go and long-term forecasts around relevant
KPIs (rather than a simplistic focus on short-term
earnings), companies can instill in their shareholders
the confidence investors need to support a longer-term
approach. To accomplish this, companies providing a
long-term roadmap typically consider:

. Core Drivers: the primary drivers of the business
and determinants of the company’s success,
including competitive landscape; relevant
macroeconomic factors; key customer segments;
primary technologies and products used and
trends; and critical internal factors, including talent,
assets and/or organizational structure.

« Long-Term Objectives: where the company
wants to be in three to five years and beyond,
including specific, numerical targets at the
enterprise and business unit levels that investors
can assess for feasibility, including both
operational and financial goals.

- The Roadmap: the set of concrete actions the
company will take to achieve the objectives,
including the timing of each action; expected
outcomes; capabilities required for each objective
(and plans to acquire those the company does
not currently possess); and critical risk factors that
could impede any of these plans (especially risks
linked to a core business driver).

- Key Performance Indicators: a mix of financial
and operational KPlIs tied to the company’s core
drivers (to ensure continued success and ability to
leverage those drivers) and to the set of actions in
the roadmap on an interim and long-term basis to
enable investors to track progress toward long-
term objectives.

A long-term roadmap can help companies
communicate the elements needed to build investor
support for long-term strategies. With these pieces

in place — a supportive long-term investor base, a
long-term strategy and the right KPIs to give investors
the transparency and information they need to back
the strategy — companies can make the decisions
required to create long-term value. These strategies
will not only be more rigorously followed and tracked,
but will also be more resilient in the face of challenges
from activists and other sources of skepticism. At

its root, long-term value creation relies on trust and
collaboration between companies and shareholders.
Long-term roadmaps are a vital step in establishing this
shared commitment to sustainable success.

23 For more information about Edelman’s Trust Barometer Special Report: Institutional Investors 2017, please contact Deb Wasser deb.wasser@edelman.com

or Julia Sahin Julia.Sahin@edelman.com
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3 Measuring and Capturing
Long-Term Performance

A long-term roadmap can help focus conversations with shareholders on
appropriate horizons for continuous value creation.

While every company is different, in our conversations
with the investment community, we identified several
guiding principles for crafting a successful long-

term shareholder communications strategy. First

and foremost, in both our own conversations and in
Rivel Research Group’s surveys, the global buy-side
investment community consistently ranks operational
goals, cash flows, and margins (i.e., profitability) as
highly important areas on which to receive a long-term
outlook (i.e., greater than one year). In particular, the
importance investors place on non-financial operational
performance is unparalleled. The goal of the investor-
corporate dialogue is to encourage investors to adopt

THE NORTH STAR

a longer-term view of their investments, and ensure this
view is aligned with the company’s objectives and plans
to achieve them.

A. MILESTONES AND KEY
PERFORMANCE INDICATORS

To aid investors in measuring progress toward long-term
strategic goals, companies can develop and share KPIs
that are updated consistently and act as milestones
along the path to success. Metrics that correspond

to underlying drivers of business success, reflecting
ongoing performance over time, are most effective.

We suggest starting every conversation with a
reminder of what the company is trying to achieve
in the long term, both financially and operationally.

Answer the question: what is the North Star toward which you
are sailing? Paint a clear picture of what success will look like and

how the company plans to achieve it.
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Some guidelines in developing appropriate KPIs include:

A. SELECTING THE RIGHT METRICS EXAMPLES?

1. Provide guidance for metrics that will help investors understand and track the company’s long-term
strategy. Such metrics include (a) those the company can comfortably and accurately predict, (b) those
over which the company has a reasonable degree of control, and (c) those that are relevant to the strategy
but difficult for outsiders to estimate or analyze.

Glencore* renovated their corporate guidance policy to reflect metrics that are
GLENCORE specific to their unique business, including specific mineral production levels.
The new strategy won awards for top corporate communications policy.

2. Invest resources in gathering information that investors need, and avoid extraneous or distracting
items. Frame and contextualize metrics where necessary to explain key assumptions.

Generali Group went from 20+ pages of quarterly financial disclosure
(for the quarter ended March 30, 2016) to just two pages, after the CFO
evaluated time and resources spent compiling the longer format report and

determined it was not an effective use of resources. Generali received few
complaints from the investment community following the first report in the
new condensed format.

3. Resist the natural tendency to alter metrics, introduce new ones, or abandon targets when
expectations are not met. Honest conversations about shortcomings and steps underway to reposition
the company build more credibility with true long-term investors. Where necessary to do so, make the
case for why new metrics are relevant to strategic goals than previous ones and share the five-year history
of the new metrics to provide needed context.

S Y Unilever* ended short-term earnings guidance when Paul Polman took over
KgP@ hf- as CEO in 20009. Since then, the company’s guidance policy has evolved.

@a@@* Unilever now offers annual guidance tied to its longer-term strategic vision,
including forecasts for underlying sales growth, underlying operating
margins, long-term cash conversation targets, return on invested capital and
leverage expectations.

24 Please note: While these examples are used to highlight and illustrate corporate best practices when it comes to long-term investor communications
strategy, we in no way intend to indicate blanket FCLTGlobal endorsement of these organizations.

* Denote members of FCLTGlobal.
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B. PUTTING KPIs IN CONTEXT

1. Offer a three- to five-year outlook for each KPI, as well as key risks and outside factors relevant to this
outlook. Use this as an opportunity to share detail on market conditions, trends, operating environment,
expectations, and the competitive landscape as related to the strategy and KPlIs.

Facebook offers a three- five-, and ten-year plan, with specific KPIs for each
horizon and strategic milestones over each period. Facebook’s CEO Mark
Zuckerberg on the 1Q17 Earnings Conference Call said,

“I want to give a quick update on what we’re building over three

time horizons: how we’re making our core services more useful and
engaging right now; how we’re building ecosystems around products
that a lot of people already use over the next five years; and how
we’re investing in the technologies that will give more people a voice

and make sharing more immersive over the next ten years.”

2. If offering annual guidance on KPls, connect that to progress toward longer-term goals and
contextualize interim results within the frame of long-term objectives.

BP* explains how near-term results fit into longer-term strategic context. BP’s
bp CEO Bob Dudley said during the company’s 2017 Strategy Update,

“Earlier this month we published our year-end results for 2016 — a
year where we have come a long way forward from a year ago.
That was mainly about looking back. Today, with this strategy
update, we’re focusing squarely on the future — we’ll focus mostly
on the immediate five years ahead but we’ll also be looking
beyond that to what you can expect from BP longer term.”

3. Use ranges rather than point estimates when possible. Ensure ranges are sensible and sufficiently broad
to avoid handcuffing the company, but sufficiently narrow to be meaningful for investors. Consider using
rolling averages where appropriate to aid in highlighting longer-term trends (vs. short-term fluctuations).

GlaxoSmithKline provides ranges for growth and performance estimates
and explains the underlying assumptions and scenarios that drive the
potential outcomes included in the range.
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C. EXPLAINING HOW METRICS ADVANCE LONG-TERM GOALS

1. Ensure internal metrics used to incentivize management match both long-term goals and external
messaging to align management and investors’ focus.

Exxon uses a 10-year vesting period for employee stock grants so that their
EXON incentives match the time cycle of their industry. From their 2015 Executive
Compensation Overview:

“Vesting periods of 10 years or longer require that executives hold
their equity compensation through commodity price cycles, which is
especially relevant in today’s price environment.”

2. Discuss capital allocation priorities and associated return hurdles, expected payback periods, and
realized returns for each category of investment. Help investors connect the dots: highlight sources and
intended uses of cash, including how free cashflow will evolve if investments succeed and KPIs are achieved.

/\\ﬁl’l’lOﬂ Marriott International offers a three-year outlook for sources of cash with
N various dollar-value ranges and uses of cash, broken down by areas for
planned investment and cash available for return to shareholders.

3. Select targets that are conservative and achievable but sufficiently aspirational to inspire confidence

among investors. When in doubt, use investor-corporate dialogue as a channel to test whether targets
have achieved this balance.

z % The Coca-Cola Company sets a series of strong but conservative annual

financial targets that feed into an achievable target of 6—8% before-tax

“‘- profit over the long term. This ranged target has been paired with specific

productivity and investment initiatives that will all contribute to headline
objectives.
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Conclusion

Attracting long-term shareholders is vital for building the trust and confidence
that companies need to pursue long-term strategies and create continual value.

Building a long-term investor base is consistently
among the top priorities of management and investor
relations professionals when designing their investor
communications strategies. For companies pursuing

this goal, the implications of recent research are clear:

Corporate leaders and institutional investors have
recognized that short-term earnings guidance leads
to counterproductive, short-term decisions. They
understand that this practice is outdated and have
moved on.

The use of earnings guidance, especially quarterly
earnings per share guidance, is counterproductive

in building the kind of investor base long-term
companies need. It attracts the sort of transient,
speculative investors that undermine long-term
planning and pressure companies to neglect long-term
opportunities. It leads companies to lose focus on what
matters: the fundamental drivers of their business, the
strategy they believe will unlock future value, and the
steps required to get there.

Both the investor community and the research are clear:
quarterly earnings guidance is an outdated relic of the past.
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