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Alignment with shareholders

We all talk about it....

ineration package of

xecutive directors should be
designed to align their interests
with those of shareholders
Combined Code (B1.1)

“Awards should be struc
promote as close an alignme
as possible of participants
with...shareholders™

ABI Remuneration Principles,
(para 11)

compensation plans

an help align shareholder
and management interests”
SEC - NYSE Corporate
Governance Proposals

..but what do we really mean?
..and what do we do in practice?

Typical executive remuneration

Shareholding

Share options

Restricted shares

Annual bonus
Other (e.g. FURBS)
Pension

Benefits

Total remuneration

Base pay

v

Performance




Remuneration v shareholder return

+ Remuneration
index
Shareholder
index
Correlation?
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How could correlation be improved?

Shareholding
(1 fixed)

Fixed pay
(i.e. base, benefits,
pension, etc).

Total remuneration

v

Performance

How could correlation be improved?

Shareholder index

Remuneration index

>
>
Performance

* No performance pay - just 1x fixed pay in shares
« Correlation = 1.000 (i.e. 100%)




But is this what we want?
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» Perhaps we want more pain and more gain?

...but not too much!
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« May encourage “short-termism”
» Ultimately not good for shareholders

...or even worse!

IGain
Key:
Shareholder index
Remuneration index
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» All gain and no pain!
» This is a current CEO of FTSE-100 company!




Executive shareholding

>1x fixed pay

Gain

<1x fixed pay

ﬂ Key:

Shareholder index
Pain l Remuneration index

>
»

Performance

» >1x fixed pay = too much pain / gain
» <1x fixed pay = not enough pain / gain

What does this tell us?

+ Shareholding requirements should be expressed as a
multiple of fixed pay, not base pay?

+ Performance pay is generally less aligned than a one-off
award of shares (1x fixed pay).

What would shareholders think about that?

 High shareholding adversely affects correlation.

In addition to minimum shareholding requirements,
should companies introduce maximum limits?
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MIND THE GAP

Michael Byron
Abacus Global

Traditional Compensation Structure

Base pay

The Current Trend is towards Total
Reward

Move towards increasing the cash element in total
compensation

Increase in the use of Restricted Stock/Performance Stock
Decrease in the use of Stock Options

Changes in pension funding a major consideration

Focus on shareholder alignment




Some general
observations in 2005...

-
] 2005

Two key sets of objectives
for implementing
a Long Term Incentive Plan

Company

* Attract and retain key employees
» Incentivise and motivate to achieve company objectives




Employees

+ Wealth creation
+ Financial security

Financial Education is key to meeting this
objective

Increased Focus on Financial Education

Recent research has highlighted the knowledge gap in
Financial Education

Employees need to understand where the gaps and risks
are in their financial planning

To ensure a full understanding of what the benefits and
risks

Give employees access to independent, qualified advice

Creating access to full range of investment options in plan
and at maturity

Creating a channel for employee feedback

Trends in pension provision
Shift from final salary to defined contribution pension
schemes

Source: Watson Wyatt Pension Plan Design Survey 2004




Average age-related contribution rates —
what should it be?

00050 Over 50
Age (vears)

B Minimum member contribution B Core employer contribution

o Maximum matched member contribution O Maximum matching employer contribution

Source: Watson Wyatt Pension Plan Design Survey 2004

Buying a pension at retirement — at the
mercy of interest rates

100%
0% 8%
80%
0%
£ 0%
g so%
E
0% 24%
20%
10%
%
0%
Annuity provided directly from pension i from an insurance from within the pension
company plan

Source: Watson Wyatt Pension Plan Design Survey 2004

Are LTIP’s being used to fund the
Pension shortfall?

« The nature of an equity based LTIP has a significantly
higher risk profile than a final salary pension plan

» Due to the decrease in pension accruals, the LTIP forms
a higher proportion of the overall retirement wealth,
bringing with it a higher risk profile




Developments in total reward and HR
policy

Retirement income as a percentage of final salary for new-style and old-style remuneration
policles W Pension aLm OBonus
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Source: Watson Wyatt Pension Plan Design Survey 2004

Are you feeling lucky?

The End of Options?

Probability of Option Pay-out in UK
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Source: Watson Wyatt Pension Plan Design Survey 2004




Pyramid of Risk

Company Pension Company Stock
Salary Options

Investment
Portfolio

Diversified Assets

Yahoo in March 2000

7] m what now?

«  What advice should we
- ] m give, buy, sell or hold?
o woesme °  Whatare the impact

factors?

B T==00 . The stockis flying!

Market capitalisation US$

‘Source: Financial Times March 102001

Share plan is vesting....

What a difference one year means
if you make the wrong decision!

March 2000 March 2001
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The major challenge in 20057

Matching the risk profile and client expectations
with the appropriate investment strategy

Diversifying Risk through Asset Allocation

Single Company Share

Lowering
Risk

Share Portfolio

Multi Asset

Multi Asset/Managers

Money Market Funds

Diversified Asset Base

What is Asset Allocation?

Process of diversifying your portfolio — by asset class

Objective is to lower investment risk
Reduce volatility

Improve the overall long term performance
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Risk Tolerance
The only thing that goes up as you get older is your

weight
5

HIGH RETURN Individual Shares
HIGH VOLATILITY

Share Portfolios

Global Portfolios

Balanced Portfolios

‘Guaranteed’ Products
tgmgmwv
1 2 3 4 6 8 10 12

Volatility (units)
Diversification is the key

Having the right Asset
Allocation is not the same
«: = as having the right
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Thank You
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