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TSR is the dominant measure used to determine vesting in long-term 
performance share plans in major listed companies in Singapore. It is also 
common in the US, the UK, Australia, and Canada. Many organizations have 
been quick to hail TSR as the ultimate and only measure of a company’s 
performance; however, it may not be the panacea for ensuring pay for 
results over the long term.

Effective long-term incentive plans should reflect a balance of objectives 
and reward both financial and shareholder results. Relying on a single 
metric may oversimplify the assessment of performance and potentially 
encourage inappropriate risk-taking. The hazards become all too apparent 
in markets, industries, or companies characterized by high volatility, as has 
been seen since mid-2008 in several markets around the world, including 
some here in Asia. 

With little insight into the future performance of many economies, 
remuneration committees are looking to select and calibrate long-term internal 
financial targets. In Singapore, the focus seems to be on viewing TSR as a “true” 
measure of performance, given its strong alignment with shareholder 
outcomes. However, TSR incorporates actual financial performance and market 
expectations that could be influenced by a variety of factors. Due to this and to 
other disadvantages outlined below, the use of TSR in a volatile market needs to 
be carefully considered to avoid unintended outcomes. Furthermore, TSR may 
not be appropriate for all types of long-term incentive vehicles; for example, 
share options, which already have a built-in TSR hurdle that must be achieved 
before they are “in the money.” 

In this article, we consider how to reassess the way in which TSR is used in 
long-term incentive plans. The current economic environment has made 

In this article, we will provide 
answers to the following questions 
often heard in remuneration 
committee meetings: 

•	 What are the shortcomings that 
can undermine relative total 
shareholder return (TSR) and how 
can we avoid them? 

•	What factors should companies 
consider when measuring

    the absolute shareholder
    value created? 

•	What are the considerations in 
determining whether to use local 
or common currency in an 

international peer group?
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In an ideal world, 
companies would use 
a peer group of like 
organizations that are 
subject to the same 
external influences so 
that share price 
movements 
genuinely reflect 
decisions made by 
management.

target setting based on absolute measures more difficult than under steady 
growth environments; however, uncertainty seems to be the order of the 
day and companies must find ways to prosper even in these challenging 
times. At the same time, it is not simple for companies in Singapore to 
choose appropriate peers, or even indices, to compare against. Companies 
that want to measure management’s performance against relative TSR 
(r-TSR), have to look for ways to address how (or if) its shortcomings can be 
addressed to ensure that r-TSR remains an effective measure of results and 
long-term shareholder value creation.

USING RELATIVE TSR 

TSR is most commonly used as a relative measure, where the number of 
shares that vest is dependent on the company’s TSR over a stated 
performance period relative to that of its peers. The following “standard” 
approach is used by most companies that employ r-TSR. 

 Calculate TSR performance for the company and each company in 
its peer group. 

 Rank each company according to its individual TSR performance. 

 Determine proportion of award vesting based on company’s rank 
relative to its peer group. 

The calculations under the standard approach are transparent and fairly 
straightforward because a simple ranking method is applied to assess the 
level of outperformance. This approach works very well in organizations 
that have readily identifiable peer companies and that exhibit similar levels 
of volatility. 

Nevertheless, the simplicity of this approach can be undermined by several 
shortcomings, as outlined below.

THE GOOD, THE BAD, AND HOW TO
AVOID THE UGLY

1. SELECTING A PEER GROUP 
In an ideal world, companies would use a peer group of like organizations 
that are subject to the same external influences so that share price 
movements genuinely reflect decisions made by management. However, 
for Singaporean companies this is not an easy task. Because ours is a 
relatively small economy, there aren’t enough “like organizations” in the 
market to compare against. As a consequence, some companies have 
chosen to compare against companies outside of Singapore, which is of 
course a different market. Some have chosen to compare against indices, 
which may not only be a different market but also a different industry. In 
addition, from management’s point of view, using an index for r-TSR lessens 
the line of sight between reward and performance. 

Step 1

Step 2

Step 3
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Where relevant peers are sparse or there is pressure to use a broad index, 
one solution is to use a broad index in conjunction with a more tailored or 
industry-specific group. In any case, we would advocate the use of a more 
comprehensive approach to peer-group selection by expanding the 
selection parameters to consider the following: 

•	Similar business model: Companies in different industries often manage 
comparable activities, even though they might not be direct competitors. 

•	Upstream and downstream businesses: Often industries are so 
specialized that a company might need to look at other businesses in the 
value chain. 

• Change in the business model: Where companies are undergoing a 
strategic shift, they might want to include those peers that are likely to be 
future business competitors. 

There is a range of analytical tools available — such as Mercer’s 
Performance Sensitivity Analysis™ — to assist companies in determining 
how they can select a more tailored appropriate peer group. 

2. DEALING WITH NEGATIVE TSR 
Even if peer groups were perfect, a drastic fall in share prices across the 
board would mean that some long-term incentive plans will pay out even if a 
company has negative TSR, provided it is less negative than its peers. 
Rewarding outperformance is the main tenet of r-TSR, so surely this should 
also remain true in down cycles? This argument may not hold water for 
those who contend that payouts in these circumstances would reward 
shareholder value destruction. The issue can be compounded in cases 
where companies set their targets according to the historical performance 
of their peer group, particularly where the spreads between the 25th and 
75th percentiles and the median have been volatile. 

There is no easy answer: on one hand, in cases where companies have lost 
relatively less value as a result of management’s efforts, one could argue 
that it would be unfair to penalize the executives; on the other hand, any 
payout may generate damaging criticism of the company. 

Using a combined approach to performance measurement (for example, a 
mix of financial and market metrics) may mitigate this issue. It is much 
easier to defend payouts if management’s performance is also measured 
against other metrics that capture the financial health of the company. 
Another solution would be to have a threshold share price, which would 
serve as a trigger point to generate payouts or a modifier if TSR is negative. 

The bottom line is that any course of action has to be as transparent as 
possible to shareholders, and extreme outcomes should be tested to ensure 
that the impact on the vesting of rewards is consistent with expectations. 

There is a range of 
analytical tools 
available — such as 
Mercer’s Performance 
Sensitivity Analysis™ 
— to assist companies 
in determining how 
they can select a more 
tailored appropriate 
peer group. 
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3.  MEASURING THE ABSOLUTE SHAREHOLDER VALUE CREATED 
Under the standard approach to measuring r-TSR, the level of absolute 
shareholder value created is not taken into account. This approach potentially 
penalizes larger, more mature organizations whose peer group consists of a 
number of smaller organizations. For example, an established global company 
generating a TSR of 20% will deliver more value to shareholders in absolute 
dollar terms than a small startup with a TSR of 200%. In addition, as smaller 
companies tend to be inherently more volatile, the outcome at the end of the 
vesting period is more likely to be a function of chance (at least to some 
degree) rather than a true measure of outperformance. 

The global economic downturn has highlighted another instance in which 
the standard method falls short. Some companies have fared better than 
others in their peer group and, as the peers start to recover, these better-
performing organizations may well find that they are at the bottom of the 
pack in r-TSR terms because they are starting from a “higher base.” 

In these cases, a solution is to use a market capitalization-weighted approach, 
which acknowledges the connection between company size and both 
absolute and relative value creation. This can be done in two ways: by creating 
an artificial index of the companies in the peer group, or by weighting the 
individual peer companies by their respective market capitalizations.

Using an Artificial Index 
Creating an artificial index entails building a capitalization-weighted index 
similar to broad market indices common in vawrious stock markets, meaning 
that larger companies will automatically have a bigger weighting. The subject 
company’s TSR is then calculated and compared to that of the artificially 
created index. Any excess TSR above that of the index (or outperformance) 
then determines the extent of vesting. Under this approach, there is no 
individual company ranking and quartile comparisons cannot be made, 
meaning that forward-looking target setting becomes crucial. 

Using a Market Capitalization Approach 
The other approach is a bit more complicated: all companies in the peer group, 
including the subject company, are ranked by their r-TSR performance. Vesting 
is then based on the combined market capitalization of the companies that the 
subject company has outperformed (for example, 25% of the award would vest 
for outperforming 50% of the total market capitalization of the peer group). 

Both methods described above allow larger companies to use a more 
diverse peer group without being “penalized” for including small and possibly 
more volatile organizations, as outperformance is ultimately determined by the 
absolute level of shareholder value created. These methods can also work in 
Singapore, where some industry sectors have few local competitors, and in 
organizations operating in diversified businesses. 

The complexity of the approach is a disadvantage — it is not as transparent to 
either shareholders or participants as are the other methods of calculating 
r-TSR. This may mean paying additional attention to disclosure in required 
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regulatory filings. The key message to shareholders is that r-TSR performance 
remains the “test”: under the artificial index method, equaling the index 
performance is more or less akin to “median”; and under the market 
capitalization method, individual company ranking is the first input. 

4.  USING LOCAL OR COMMON CURRENCY IN INTERNATIONAL 
PEER GROUPS
Using an international peer group to benchmark r-TSR is an approach that is 
often used by companies that have a high proportion of their operations in 
other geographies, lack comparable local peers, or prefer a global sector focus. 
The volatility in foreign exchange markets means that the use of an international 
peer group brings about its own predicaments — the main one being whether 
to measure TSR on a local-currency or a common-currency basis. For example, 
in the UK, the Association of British Insurers has expressed its preference 
for using a common-currency basis, and companies have generally complied 
with that guidance. 

There is no right or wrong approach. Calculating r-TSR on a local-currency 
basis may be more appropriate for companies that have a high proportion 
of local investors in their shareholder base. This ensures that TSR rankings 
and shareholder returns are measured on a similar basis. Conversely, where 
investors are spread across geographies, using a common currency may be 
better, so that both management and shareholders are subject to similar 
fluctuations (although there is an argument that international institutional 
shareholders have the ability to diversify or hedge their currency risk, whereas 
management does not). In any case, the key is to compare TSR on a consistent 
basis from year to year. In periods of high exchange-rate volatility, using a 
collar, say, based on historical exchange-rate volatility movements would be a 
suitable course of action to ensure that extreme foreign-currency movements 
do not unduly reward or penalize management.

5. MEASURING TSR
To make matters more complicated, TSR performance itself can be 
measured in a variety of ways. For example, the most prevalent method is 
“point-to-point” measurement — comparing share prices (and dividends) at 
the end of the measurement period with those at the beginning. Other 
methods include “average of years,” which considers growth over the whole 
of the performance period. 

Point-to-point may not be appropriate in cyclical companies or industries 
where TSR can be volatile. It can result in vesting levels diverging greatly 
from one grant cycle to the next. 

The start date of the measurement period also influences TSR in a number of 
ways. For example, should the measurement period start:

• At the date on which the grant is made? This may not work for companies 
that make awards regularly during any given year. 

There is no right or 
wrong approach. 
Calculating r-TSR on a 
local-currency basis 
may be more 
appropriate for 
companies that have 
a high proportion of 
local investors in their 
shareholder base. 
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A BALANCED APPROACH 

TSR is not necessarily a simple solution to the challenges of ensuring that pay 
is commensurate with results. Shareholders, executives, and nonexecutive 
directors alike are reassessing their views on what performance measures 
are the best indicators of long-term value creation and how specific measures 
should be used in compensation plans. In this period of uncertainty, 
shareholders are particularly focused on how performance outcomes relate 
to the level of reward and, in an increasing number of cases, the operational 
and financial risks taken to generate that level of performance. Despite its 
flaws, TSR will likely continue to be a prevalent measure of management’s 
performance. However, it is important to bear in mind that, where TSR is 
used, careful consideration should be given to how it is used in order to 
mitigate some of the problems it presents. Ensuring that r-TSR is 
appropriately used will certainly not address all performance-measure 
selection challenges, but companies need to make sure that this metric is 
part of a balanced approach to performance measurement, where awards 
are based on a combination of financial and market results. 
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•	At the beginning of the financial year? This may mean a disconnect between 
management and shareholders, as management has access to information 
that is not yet incorporated in the share price. 

•	After the announcement of results? This may affect the outcome if peers 
have different year-ends. 

Again, in this case, the solution is not obvious. The best approach is to be 
consistent in whatever methodology chosen, document it properly, and 
ensure that share prices used at the end points to calculate TSR are averaged 
over a suitable period of time to mitigate such historical share-price volatility.
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