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Three Camps Embroiled in the

Executive Compensation Debate

. The Free Marketers: Executive

compensation levels should be left alone and
will regulate themselves in accordance with
the laws of supply and demand

. The Pay for Performers: Executive
compensation levels (whatever they may be)
are fine provided they actually fluctuate with
performance

. The Regulators: Hard liners insisting that
executive compensation levels should be
curtailed, capped and ultimately controlled by
a governing authority.



x The Pay-for-Performance model is broken

X Executive compensation is inflationary in nature
X Severance packages are a severe irritant

x CEOs are unethical

X CEQOs are too cozy with their Boards

X \We need more disclosure

X \We need more corporate governance/regulation



Attention Being Drawn to
Compensation Ratios

Company CEOQO Pay 2009 Ratio to Lowest Paid
Worker

Barrick Gold Corp. $24.2 million 1291 :1
Canadian National $17.3 million 867 :1
TD Bank $15.2 million 759 :1
Rogers Communications $13.7 million 684 :1
Royal Bank of Canada $12.1 million 605 : 1

Source: Globe & Mail article June 30t 2010

Surprise in the USAI

Buried in section 953(b) of the Dodd-Frank act is a requirement to disclose CEO
total compensation relative to median total compensation of the enterprise



CEO Pay as a Multiple of Average
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Challenging the Regulators

X What 1 s t he-teWarrkeerto nrCaet
Should the ratio be the same year after year?

X |s eliminating the use of equity-based
compensation the answer?

x Should we impose additional taxes to executive
compensation? (UK and France have moved in
that direction.)

X |s the answer designing rewards that will result
I n 1970s style ncaretak:e



Xx Are U.S. CEOO0s COStegenpN.a |

Kaplan, Neubauer Professor of Entrepreneurship and
Finance, University of Chicago Graduate School of
Business and Fellow at the National Bureau of Economic
Research

1. Company size of firms has increased dramatically
since the 1980s. Market caps have increased 4x to7x

2. Investment bankers and law partners make more
money than CEQOs

. Professional athletes and entertainers have seen
their compensation increase in the same proportions

., CEOOs tenure 1S shorteni
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Historical Perspective 1936-2005

x Historical Trends in Executive
Compensation (1936-2005) by Carola
Frydman and Raven Saks (MIT T Sloan
School of Management, January 2007)

x Examines publicly available executive
compensation information in the US from
the depression era onwards

X The study reveals three interesting
findings



Finding #1

Real value of pay was flat between World War Il and
the mid 1970s. Equity compensation really took hold

In the 1980s
Figure 1
Median Value of Total Compensation, 1936-2005
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Finding #2

Pay levels moved at a 1:1 ratio with average equity
market values in the last 30 years. Correlation was
between 1:10 to 1:3 in the period between 1946-1975

Figure 6
Total Compensation and the S&P Index
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Finding #3

The sensitivity of changes in executive wealth to
performance was considerable throughout the sample
period. Strongest in the 1990s, it was aligned to 1980s

15501

levels throughout

Figure 8

Unadjusted and Size-Adjusted Indexes of Payv-to-Performance
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Challenging the Free Marketers

X This Is pretty complicated stuff

X How come the value of my equity Is going
down when executives continue being
paid a lot?

X Are complicated compensation plans
designed to confuse everyone and allow
for big pay cheques irrespective of
performance?
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x When asked in 1930 if it was right that he
made more money than President Hoover,

~S

Babe Ruth replied nl
he did. o

x Compensation Consultants usually think
like the Babe

x What pay do you measure and when do
you measure It?
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Measuring Pay

x What pay do you measure and when do

you measure It?
, Pay opportunity: Base + AIP + Present value of
equity based compensation

., Potential fdin tBase+APOM ey o p
estimate of outstanding equity compensation

. Realized pay: Base + AIP + cashed in equity in that
year

, A Tot al Atcanklated:wealth since appointment
to position
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An lllustration Of Stock Option Plan

Behavior

X Let us assume an executive was hired 10 years ago.

X The executiveoOs base salary
unchanged at $300,000.

x Executive receives $300,000 in option grants (ie: 1X
salary) every year durlng this period.

x What would the gain have been had the executive
worked for:
A BCE
A Potash Corporation
A Research In Motion
A Scotia Bank
A Torstar

and exercised the accumulated options after 5 years,7
years or 10 years?



The Outcome of Stock Options

SYears  $124,114 $426,534 $1,558,43( $668,089 $156,975
7 Years  $298,256%$2,251,38($3,844,167$1,369,22¢ $85,430
10 Years $515,155%$1,422,56: $890,388 $1,772,32(  $0

Black Scholes valuations (30%) would have estimated gains of
approximately $ 450,000 after 5 years, $630,000 after 7 years and
$900,000 after 10 years

At 20%, $300,000 after 5 years, $420,000 after 7 years and $600,000
after 10 years
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ng What Youov

Equity based compensation continues to be viewed with
suspicion

Equity based compensation 1 s |
future success

Contrary to fAmarket theoryo wh
alignment of share price with profits , in reality operational
success and share price are not always neatly aligned

The popular media usually misrepresents stock options when
reporting its value

Leverage can be spectacular or options can be worthless
Participant selects monetization date
Multiple grants over a period of years adds to complexity



Termination and Change of Control

Disclosure : Torstar

TERMINATION & CHANGE OF CONTROL BENEFITSY
" Name | Termination Event | Total Contractual Severance Benefits Long Term Incentives Pension''” |
(® (S) (%)
Salary Annual RsUsY Share | MTIP/PSUY
(%) Bonus (%) U'pﬁunsm (%)
(8) ()

R. Pnichard | Resignation™ 9.584.500 | 2.625.000% 3.150.000% 1415007 | 1.650.000® - 0 2,018,000
Retirement - - - - - 0 - -
Without Cause™ " 9.584.500 | 2.625.000” 3.150.000° 141.5007| 1.650.000% - 0 2.018.,000%
Change in Control™® | 9,602,190 | 2.625.000| 3.150,000 141500 | 1.667.690% 0 0® 2.018,000%
For Cause - - - - - - . -

D. Holland | Resignation - - - - - - - -
Retirement 0 - - - - 0 - -
Without Cause 1.618.300 | 830.000""| 498000%Y| 5630077 - - - 23400019
Change in Control 3.985 - - - 3.985 0 - -
For Cause - - - - - - - -

D. Hayes Resignation - - - - - - - -
Retirement 0 - - - - 0 - -
Without Cause - - - - - - - -
Change in - 16.675 - - ? K75 0 - 14.000




The Stars of Capitalism

Capitalism needs its stars. Owner barons have been
replaced by anonymous pension funds and mutual
funds.

Referred to as nl mperial CE:
become the stars of capitalism.

]t 1 s a badge for the CEOOSs
earnerso | i1 st

The very disclosure that was meant to temper their
compensation has afforded them notoriety in the media

Private equity leaders, partners in law firms and capital
markets producers may be richer, but carry little profile
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Our Challenge as HR Professionals

X Discourage the use of compensation
Il nstrument-fer-ntolmatphemp @y ma

X Create a mix of cash-based and equity based
compensation

X Stress test your plans i Disclose it!
» Do response time testing

X Find ways to demonstrate pay for performance

. Show behavior of equity based plans relative to
secular movement of the market

> Show relative multi-year performance relative to peer
group
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APPENDIX
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BCE 1T SOP Behavior

First Trading Closing Price Exercise Gain
Da
y 5 Years $124,114

2000 9006 7 Years $298’256
2001 28 10 Years $515,155
2002 22.35

2003 18.49

2004 22 57 Share price affected by with technology

' Bubble
2005 23.85
2006 24.16 Significant volatility generated by failed
take-over negotiations

2007 26.47

2008 39.72

2009 20.56

2010 27.86
24



Bank of Nova Scotia

EHS Dai [y = 4-03-10
&0

20

40

20

10

Vol umps s
20

15
10

Millions

01 oz HI: 04 05 ] v HLS: o3 10

25



Bank of Nova Scotia1 SOP

Behavior

First Trading Closing Price*
Day 5 Years

2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010

* Prices adjusted for splits

15.55
20.58
24.22
34.08
51.03
33.9
40.42
44.43
50
27.29
46.84

Exercise Gain
$668,089

7 Years $1,369,226

10 Years $1,772,320

Except for the financial crisis, a steady
performing investment
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Potash Corporation
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Potash Corp 1T SOP Behavior

5 Years $426,534
2000 49.65 7 Years $2,251,388
2001 76 10 Years $1,422,563
2002 61.15
2003 64.33 Demand from China began influencing
2004 86.36 Share price in 2006 which peaked in

Mid 2008

2005 83.16
2006 84.5 Sudden fall in mid 2008 with market crash
2007 144.13
2008 146.2
2009 77.35
2010 112.2

* Prices adjusted for splits o8



Research in Motion
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