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Y F  Deloitte & Touche L (“De!oitte & Tauchel ') was rctamed by Western Resources, Inc. ("Western

¥ 5~ Resources”.or the: “Companv"] 10 revieiv the, cash boruses to be awarded per the Company’s -

J 4{ Short-Term Incentive Plan for the 1997 ﬁscal year, This letter, together with the exhibits
{ containéd herein details our review of the competitiveness of the plan and the reasonableness of

p \‘f & the payouts associated with the plan, 23 well as recomnerda.hcns in regards to alternarive

y :\. vehicieg for the bonus award payouts.

. oy RS BACKGROUND 1/ c O~
p | o, .
Q}dﬂ §\ GROURD /“a Z7 a{’wv//’v_p{ o g
3(. \g - Western Resourceg is a full/service, diversified securitydnd energy company with fotal assets of
YA almost $7 billion, including $ecurity comparly holdizs of $1 billion and more than|35,000 security
Lﬂ " customers.in 48 states. Itskml-xges- KPL,and’KGE, operating in Kansas.and Oklahoma, provide
4 natural gas service to approximately 650,000 ¢ustomers and electric service to
Wy .
 approximately 00,000 customers. Th:ouﬁ its supsidiaries, Westar Energy, Westar Capital, and

The Wing Group; a fill range of energy a.n:fk_energy-related products and services are developad
and maxketed in thc continen:al U.S., md offshore.

security lmsm:ss, began er marketing to prepare for the deregulation of the
_ electric utlity. mduatry, and sold all of its Tyco common shares for which the Company recorded a
/d/-seso.nd niaterial gam ¢n the sale. Each of the sbove led to record results including dramatic
increases over prior years in financial categ&nu such a8 net income, book value per share, and

’ ooennng revcnues

L During fiscal 1997, the Ccmpany expandcd into non-regulated businesses primarily the monitored

. 1827 N
In Janua.ry- 1997, the Western Resource, Inc.\Short-Term Incentjve Plan (“f.he Plzn") was
tmplemcnteg %[mk and reward employees Eased on the short-term objectives of the Company.

%’ﬂw dent, depending upon the Brga.mzznonal Jevel of the employee, of the
participant’s incentive ig linked to cial performance, or

d J . _more specifically, earmngs per share and ﬁgk_nn&apmmgg_ Without knowiedge of the
X DeloftteToushs ‘ K
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. tremendous:growth ahead for the Company, targéts were determined for these swo Snancial
- categories, Thess targets were significantly over-achieved which has lead 1o borus awards of, for
- some participants, over 400% of the targeted payout percentage. Although the awards were
performance-orierited and in accordance with best practices eround the United States, due to the
lerge payouts, management has concerns qver shereholder perception of the payouts and over the
- lerge outlay of cash essociatad with the aw'iz:ﬁs.
- APPROACH . |

L . K . , ' i .. .
- Our approach in: Completing this. review was -

-4 Speak with Carl Koups! to gain an:urid}ustandﬁig:bf the incentive plan and the payouts to be
S made in February 1998, o . :

-  Gather rélevah; Company background {nfcman‘on.
‘o Review the competitiveness of the ince;':tivc p'ia.n’s provisions.
S | :

- » Review data bq other significant onc-tilfne performance bonus awards in comparable

 circumstances; !

. Rese.a::hj' altérnative payout vehiclss, |

e Dit_scuss rﬂ'u;'.-tfaJ': implications associzted Lith the altemative payout vehicles with key Deloitte
. & Touche personnel.

|
.+ &+ Prepare’a Eetter report documenting ou% findings and recommendations.
ANALYSIS AND) CONCLUSIONS

" . Incentive Plan Review |
% | ‘Delaitte & Touchs reviewed the Plan to defermine the competitiveness of the Plan's provisions
v including eligibility, the means for determining payouts, and the level of payout. Our review is
.+ besed on both findings from The American Compensation Association’s (ACA) Compensation in
* - Higher Performing Companies and cur experience in the design of short-term incentive plans,
" The ACA study détails the differences in cc?‘npensaﬁon practices of higher-, middle-, and lower-
* " parforming compenies representing 2 broadirange of industries, categorized by total shareholder
. "return. Exhibit Aldisplays the fotal sharehélder retuen ranges for each of the categories.
H |

| Deloiite &
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* Western Résources* Plan allows for exectiives, officers, select exempt employess in pay grades
- 30 and ebove, ant others whbo the Bozrd: Directors or the Plan's administering committes deemn

eligible, to participate. According to the ACA study, ‘neeriy all corporate executives are
participants in an;annual incentive plan, but differences exist in the use of incentives for
nonexecurrves, Higher-performing compahies tend to extend their incentive plans further down
into the orgasization, whereby approximately 81% of companies have crograms iz which nof-
executives participate, On average, 30% more of higher-performing companies extend eiigibility
past the executivé group then do middle- to lower-performing comparies,

The Plan urilizes thres sets of criteria to d2termine an individual's incentive: company
- performence on financial criteria, achievement level o individual objectives, and discredonary
", judgment on managerial effectiveness. Oub research indicates that using financial results to
determine annual'incentives is the most prevalent performance measure. The three most widely
- used performance measures include net incpme, earnings per share, and retumn on equity, which
- are used independently or in conjunction vi'lth each other, Western Resources utilizes both
~ earnings per share and stock price appreciztion to make up the company financial performance
portion of the award, The use of earnings Ec:' share js utilized by aimost half of the companies
reviewed by the ACA study and ranks a5 te second mast commonly utilized measure.

+ Targeted payout percentages a3 a percent of base salery are determined in the Plen based on
salary grade. Utilizing published survey data on targeted annual incentive award Opportunities

" from The ECS Indue ort on'Top and Middle Marnagement, we established a competitive
annual incentive targst for each salary grad. The competitive percentages were determined

 utilizing the average salary Jevel for each of the Gve tiers in Western Resources’ Plan. The

- following table represents Western Resourdes’ incentive targets and the market competitive target

fevels. One must bear in mind that “target'f payouts correspond with the achievement of target
performence. Performance in excass of target, yields corresponding rewards. Once again, this is
in alignment with ACA's findings thus; . . t . '

Car e

9-11 .
30-33"

. Bécause the earnifigsiper share goal was enormously exceeded by the Company, lerge bonus .
L payouts will be marie under the incentive le_.n.‘ Payouts as a percent of bese will range between
- 430% of base salary for the top tier dotm tHrough 70% of base salary for the botton tier. Since
: some sharcholderg ay view these payments skeptically due to the absolute amounts involved,
anelysis was performed on the occurrence of large bonus payments.in relation to compa.rﬁalm Hog

WS014582
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‘performarice byidther organizations. The L.bh_: in Zxhibit B represents one-time onws awards as
& misltiple of basé salary for executives in dimilar significant situaticns. This data zids in
substantiating the reasonahleness of the Western Rescurces’ pavouts. Thare js 2mple precedent to
paying significant one-time performance based bormses to executives for helping their companies
‘achieve financial uccess, and would not be UNCompentve for Western Resources o do the saire.
This analysis, coypled with ACA's study and our own experience in the execution of such plans
all'point t0 & reasonably designed prograr

*-Based on our analysis, the Westermn Redousces, Inc, Short-Term Incentive Plan is comperitive with
‘the market, The bligibility under the Plan i§ consistent with those practices of higher-performing
companies, and we would recommend that] Western Resources continue to incent employees
‘through the exempt levels to meet antwel corporite objectives. In addition, the formula driven
" incentive, peyout ealculations which ere derved from corporate, individual, and discretionary
performence:is al$o competitive with thie practices of higher-performing companies. The financial
 performance: triteria including earnings perishare and stock price appreciation are consistently
‘used in the marketplace and provide good and easy to track measures of corporate performasnce.
These measures also ensure that the sharebpider is being compensated prior to awards being paid
. out to employees, Finally, the targeted payout awards are consistent with the targeted levels of
- awerd in'peer companies. For all but one grouping, the targets are slightly below market, We

recommend that Western Resources continbie to utilize the established targets.

. Becduse the Company outperformed the financial goals determined as performance measures
under the Plan, lazge payouts will be made.| Although these payouts are larger than typical annual
incentive awards; they are fiot uncommon when companies significantly exceed targeted goals, In

- 2ddition, many companies make much Jarger awards than those propesed by Western Resources,
As 2 multiple of base salary, the significant pne-time bomus awards range from .40 to 78.01, and
‘Western Resources’ payouts rarge from approximately .71 to 4.33. Based on these findings, we
determined the payouts proposed under thel Plan zre reasonable,

" Bayout Vehicle ' ; : o _
- Currbntly, the Webtern Resources’ Plancalls for payment of the incentive awerds to be made
... ‘annuplly in‘cash. Because the payouts sre much larger than aaticipated, we recommend that the
- Coinpany considet alternative payout vc}ﬁcﬁfas. Utilizing alternatives to cash could make the
" Board less concernied of the large payouts and would also prevent the Company from making a
. large.outlay of cash. .

_'\'J:V.e_:detéfmjned thr.ee alternatives the Cﬁmﬁ' v should consider on how to pay the employees the
. incentive.award, "There &rE pros and Gons to each of the alteratives. Below i3 2 discussion
. ' regerding each of the alternatives and the a4vmtagcs and disadvantages of each,

| Deloitta &
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. : 1 The-first aiterhative Western Rescurces has js to make the payment in cash Listed balow are

 [restrioted stockxs utilized to comperisate|for 2 portion of the bonus payout, we recommend

the advantages and disadvantages asso;bj'a'_ted with._é.n all cash payout:

R s A TntgeRy s B R R e e i varar e, i .o
| - aligned with the plan document: " | =/ perceptian by the marketolace could be

uniavorable
| | - ecmioyee will incur a Jarge tax jiability
2. A second.alternative Western Resourcas should consider is paying out the award partially in
-+ .cdsh and partielly in restricted stock, We would recommend that the award be divided one-
- third in cash and two-thirds in restricte stock. The following details the advantages and
: - - disadventages to this approach: '

R EERTE CAvanfas BT S e e v e mer ESEEES A
- Company does not have to make as {arge of | - not consistent with the terms of the -
a'cash outfay : incentive plan o
| - eraployee’s tax liability is decreased - award of stock will dilute the shareholders {03:'
* because he/she is taxed on the cash at the A
" time of the award and taxed on the
- restricted stock as the award vests - -
.| = restricted:stock links employesstothe |- the value of the bonus award is not V\E
interests of shareholders _ gueranteed because if the stock price ﬁv\r’n
T : ' depreciates, the employee may receive less \-‘_J’ g
‘ value than their bonus award ) L D

_ of the vesting schedule
| = promotes-steck ownership among tHe

- emplovees.

- if the stock price appreciatas, the |

| Company's tax deduction will exceet the
-asBociated tharge to eamings '

- BC18 28 & retention device through the use

| 4 +‘placing s premiunt on the amount of the awgrd deferred into the restricted stock since a doliar of

: ash is.more liquid and therefore more valusble than a doller of restricted stack, A premium of
»:10% is recommenied to compensate for the lost time value of maney and the risk/reward
. reiationship between cash and stock. In addition, we would recornmend vesting the restricted

¢+ “stock either one-half or one-third on each of the first twothree anniversaries of the award. This

~:would provide.sighificant retention capabilities to the Company and would defer the tax wheraas

- ~ ‘the executive would be taxed on the portion of the award that vests each year. The employea’s

Deloitta &
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tax on the restnctcd smck i8 equal to the f‘lnr ‘markat Value on the date of grant times the number
of shares that vca in that particular year. (Sec Exhibit C - Restricted Stock Surmmary)

3. A thm:l alterniative for the Company tojconsider is & partial cash pavout and the rcma.:lmg

" portion of the award beine deferred into a traditional

2y rD_el'Eiﬁr&-'FoacheTmmv YSOP™ pro

-quaiified deferrad
The edvantages and

disadvamagcs of this alternative are col'xta.ined

below:

P ‘Compeny doesinot have to make as ia.rgé of a

S50 AT ﬁﬁv,anﬁza-’i T

. :-'-o-'_.i. .

iy

TEES stadvmlt:izas—-« T

" ¢ash outiay

- nc1 ccnsm..nt with the terms of the incentive
~plan

. -. the employee’sitax liabifity s decresscd 1

E

because he/she fs taxed on the cash gt th
time of the award and taxed on the dcfcr;‘ed'
monjes whan the taxable amount becomes
tncome-to the emplovee

| - ‘the vebicle must contain a risk of forfeirure in
- order to defer the tax o0 the employee

{ = the monies deférred:can be mvcstcd in aI
|
l

. diversified portfolio of mutual finds and
g.row ona nre-ﬁax basis :

- the Company Joses its tax deduction until the
esiployee recognizes income

deferred: compendation vehicle. The first principle i

2 Inmnmdemg altemnves two and three, LLJQ important tax principles must be considered to
Xy avoid the executive being taxed on the mor{ms deferred into restricted stock or & nonqualified

18 constructive receipt. “Under the doctrine of

constructive receipt, a taxpayer may cot deliberately tumn his back upon income end thereby select
the year for which be will report it.” (IRS levenue Ruhng 60-31) The dostrine of constructive

-Feceipt states: . k

“Income, althougﬁ not actuslly reducad to {ktaxpaycr § possession, is conswuctively received by
‘him in; the taxabiei y.a.r during which it is c:fdxtcd to his eccount, set apart for him, or othsrwise
t

- matfe available solthat he may draw upon any

time, or so that he could have drawn upon it

- during the taxsble year if notice of | intention to withdraw had been given. However, incoms is not
cons:rur:nveiy rcc::ved if the taxpayer's cohtml of its receipt is subject to substantial iimitations

or restncuuns

:In other words, rf the executive could rcach out and take the money, regardless of whether he or

she did, it will be nonsidered taxable incom®. The
minimized if the mdmdual makes a determmation

chances of such an interpretation being made is
before the amount is earned. In addition, if the

' cmployec indicates a preference but the find) decision is in the hands of 8 compensation

committes, the fiKelihood of a problem with constructive receipt is also minimized. Thus, in

adopting either dlternative two or thres, the issues
what point in timé" are critical considerations, In

of "who mzkes the determination” and “at
order to alleviate constructive receipt issues,

we recommend tHat neither of the two altesnatives be voluntary deferrals, but rather mandatory as /

- decided by the B:qar,d of Directors or compensatio

. comumittes,

Deloitta &

Tawrnhaien
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" Anather tax principle closely allied with the doctrine of constructive receipt is the theory of
;  economie benefit. This principle will nged Jo be considered if altemetive three is chosen. The
 deferral mechanism must have substantial risk of forfeinwre. Ifthe plan does not have 2
. gubstantial risk of forfeiture, it will be oo_ns}dzred finded and an economic value can be caleulated

oni & yearly basis from which the employec[vn'ﬂ be taxed.

CONCLOSION,

.. Baged on our review of the Western Résolcas’ Plan and the competitive analysis perforred,
© . Deloitte & Touckie believes the Plan is well designed. You and your Board should be
" commended for being in alignment with_:oﬁ-perfor’ming companies and their focus on
 performance baset] incentives. The Plan was designed to reward excellent performance and that
is what is occurriag for fiscal 1997, In addtion, we believe the payouts for 1997 are reasonable
in Tight of the performance levels achieved pver the past year. The employess of Western
- Resaurces created significant value for the shareholders and are fzmm in the gains mad“} ﬁj::rn7 /
. the Company’s success. . D) bt Thy cover ol 20 !
R R Sl ey
- -Asto:the payout vehicle, we prcfc@ﬁ%t:g but alternative three is very sound. However,
" alternaive two's methodology is effective af firther linking the employees 1o Company
performance v{hilé at the same time sa*'-ringkhe Company from making significant outlays of cash
and the employes:from  Jarge tax lisbility. :

PR

e We.appf@cia:e;tﬁé dppartunity to.be 6£assilstanc:e to Western Resources. If you have any
' questions regardiqg the anelysis and recommendations above, you can feach me at (713} 756-
" 21100 Cara Lyons at (713) 756-2134

- Very truly yours,

£ = Bre.nt I;éj;'@:' , Naton Practice Diréctdr.’. .
" ; Performance Mariagement and Compcn_sa’.tim Consulting

. ~ca:i" Card Lyons, Deloitte & Touche 129

T

S R Deloities_
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