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Dear John

Executive remuneration

Chartered Secretaries Australia (CSA) is the independent leader in governance, risk and
compliance. As the peak professional body delivering accredited education and the most
practical and authoritative training and information in the field, we are focused on improving
organisational performance and transparency.

Our members have primary responsibility to develop and implement governance frameworks in
public listed and unlisted and private companies, and not-for-profit and public sector
organisations. A key responsibility of our members is the management of the annual report and
the remuneration report to ensure that directors can report to shareholders. Our members are
therefore uniquely positioned to provide independent, expert commentary on the legislative
framework governing the remuneration report, and the manner in which directors report to
shareholders on the remuneration framework they have implemented to align executive
remuneration with company performance.

Our members have a thorough working knowledge of the operations of the markets, the ASX
Listing Rules, the needs of investors, as well as compliance with the Corporations Act 2001
(C'th) (the Act). We have drawn on their experience in our submission on the issues referred to
the Corporations and Markets Advisory Committee (CAMAC) by the Hon Chris Bowen MP,
Minister for Financial Services, Superannuation and Corporate Law in his letter of May 2010.

General comments

CSA notes that the reference to CAMAC from Minister Bowen canvasses examination of and
making recommendations on revising the legislative framework in relation to both the reporting
to shareholders on remuneration as covered by s 300A in the Act and the remuneration-setting
framework, including incentive components.

CSA is strongly of the view that reporting to shareholders on remuneration can be simplified and
our views on how this may be achieved are set out in the general body of this submission.
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However, CSA is equally strong in its view that it is neither feasible nor desirable for legislation
to determine how incentive components should be structured. CSA firmly believes that
decisions as to how to structure incentive components are a matter for the board, which needs
to take account of the particular circumstances of the company. Simplifying incentive
components through legislation on the basis of making remuneration easier to understand by
shareholders is problematic and will lead to undesirable consequences.

CSA does not accept the assumption that making incentives easier to understand for
shareholders is in itself a good reason to legislate on this matter, and contends that doing so
puts at risk the use of incentives to motivate performance and align it with shareholder
expectations. Incentive components need to take into account the financial and operational
circumstances of the particular company, which will periodically shift according to the strategy
and changing circumstances of the company. For larger companies in particular, incentive
components must also be devised to attract and retain the best talent internationally and
legislating what incentive components would hinder that flexibility.

CSA believes that the reporting of remuneration-setting frameworks should not be confused with
the development and implementation of such frameworks. CSA also notes that the Productivity
Commission in its final report to the government clearly recommended that it is a central role of
boards to set remuneration and remuneration should remain a largely private matter to be
agreed between executives and companies, applying governance processes which properly
protect the interests of shareholders as owners. The governance processes include reporting to
ensure that there is transparency as to the decision-making of boards on remuneration. CSA
firmly supports the Productivity Commission’s recommendation that remuneration frameworks,
including the structuring of incentive components, remain a matter for the board.

Notwithstanding that, CSA is of the view that boards should make every effort to explain their
remuneration decisions, and any anomalies that may arise in relation to payments, particularly
when it may not be readily apparent as to why such anomalies exist.

CSA also notes that remuneration is a complex and dynamic process. Plans are regularly
adjusted to achieve particular performance outcomes sought by boards on behalf of
shareholders, reflecting changes in the circumstances in which company activity takes place. As
a result, regardless of any changes to the legislative architecture governing remuneration, the
framework will remain complicated and reporting will remain challenging.

Again, notwithstanding this, CSA is of the view that the complexity of remuneration frameworks
is no excuse for boards to resile from clear and transparent disclosures to shareholders.
Directors need to make the effort to clearly explain their remuneration decisions, particularly if
they are complex.

Remuneration report

CSA Members recommend that the remuneration report could be simplified through some key
legislative amendments by:

1. remove the requirement that directors report to shareholders on remuneration using defined
terms from accounting standards.

2. mandating that reporting include the actual pay received during the year from all sources
including base salary, short term incentives (STls) and long term incentives (LTIs) (see
proposed table), with separate reporting of deferred payments relating to STIs and LTIs to
state the maximum number of instruments (not value) that may be received and consider
disclosing the anticipated number of instruments based on current performance



3. mandating a two-tier approach to reporting performance against STI targets, which would
require a) disclosure of the general nature of the components of the STI targets, and b) to
the extent that it was not prejudicial to the company, disclosure of the specific targets
relating to those components.

Further detail is provided below on these recommendations.

Recommendation 1: Remove the requirement that directors report to
shareholders on remuneration using defined terms from accounting
standards

CSA recommends that the current legislative framework which results in remuneration reports
being prepared by concepts drawn from, and couched in technical language based on
accounting standards, both by virtue of s300A of the Corporations Act 2001 and the obligation
to conduct an external audit of such reports, is not conducive to communicating executive
remuneration to ordinary shareholders in a readily understood and comprehensible fashion.

Currently s300A of the Corporations Act 2001 refers to the Australian Accounting Standards,
and they contain detailed remuneration disclosures required for the purpose of the financial
statements and the accompanying notes.

However, in their attempt to be a comprehensive technical reporting requirement, the
accounting definitions provided in the accounting standards create confusion in remuneration
reporting for ordinary shareholders, as they do not reflect the remuneration actually received by
the key management personnel (KMPs) and the five most highly remunerated executives during
the period but provide for theoretical valuations of remuneration.

A number of benefits accrue to relaxing the legislative regime that requires directors to report to
shareholders on remuneration using defined terms from the accounting standards:

. the remuneration report will reflect ‘actual pay’ terms rather than theoretical accounting
valuations of remuneration, which theoretical valuations currently inject ambiguity into the
report and often cause confusion among shareholders other readers of financial reports:
and

3 the directors can much more easily explain the remuneration-setting framework to
shareholders.

We would suggest that if the current legislative restrictions associated with the requirement to
use accounting terms and concepts were abolished then the objective of reporting to
shareholders in plain English would be more easily achieved.

CSA is of the view that having different figures reported in the remuneration from those reported
in the financial statements will not cause confusion, given that shareholders are looking for less
complex reporting on remuneration. An explanation can be provided in the financial statements
of why the figures differ and the benefits this difference extends to shareholders.

In order to relax the legislative constraints that currently require reporting on remuneration to
use defined terms from the accounting standards, yet ensure that shareholders can still access
the accounting standards reporting, the Act could simply require the directors’ report to note that
additional information can be found in the financial statements.



Recommendation 2: Mandating that reporting include the actual pay received
during the year from base salary, benefits and bonus and deferrals of
payments to future years under short-term and long-term incentive schemes
(STIs and LTIs), with separate reporting of deferred payments relating to
STis and LTIs to state the maximum number of instruments (not value) that
may be received and consider disclosing the anticipated number of
instruments based on current performance

CSA notes that many companies have put considerable effort into drafting their remuneration
reports as clearly and simply as possible over the past few years, but due to the interaction with
the accounting standards the outcome has not been as effective as hoped. Moreover, while the
current wording of s 300A itself is not problematic in terms of meeting the objective of
transparent disclosure, it is not always apparent in terms of lengthy narrative disclosures how
the different components of remuneration operate.

The key to simplifying reporting to shareholders on remuneration is to provide transparency as
to actual pay received and pay either deferred or not received. This is made difficult by the
accounting standards. In conjunction with relaxing the legislative constraints that require
directors to report to shareholders on remuneration using defined terms from the accounting
standards, CSA also recommends reporting actual pay received and deferred benefits received
but not vested in the relevant financial year in order to provide clarity and transparency to
shareholders on remuneration.

CSA would prefer that this be broken into two components to show firstly those components of
remuneration which were received during the relevant financial year and have a fixed and
definite value to the executive. The first table would show as follows:

Table 1

Base salary Superannuation Other benefits Total Fixed | STI Cash Total

contributions Pay Bonus Paid

1 2 3 1+2+3 4 1+2+3+4
J
S?:i:h $750,000 $75,000 $25,000 $850,000 $400,000 $1,250,000
Fred

$450,000 $100,000 - $550,000 $125,000 $675,000
Brown

A further table would be prepared to report on the deferred components of remuneration
awarded during the relevant financial year but which had not vested by the end of the relevant
financial year, as follows:

Table 2
Deferred At Risk components
STI Awards STI LTI Awards
Deferred Awards Deferred
(Cash) Deferred (No. of
(No. of Performance
Shares)® | rights/options)®
Jane
. $400,000 500 1,000
Smith
Fred
$125,000 100 500
Brown




* Represents maximum number of shares that may be received in the event that performance
hurdles are meet on [specify relevant vesting dates]

® Represents maximum numbers of shares/other securities that may vest in the event that the
performance hurdles are achieved — [refer description of LTI plan in body of remuneration
report]

CSA recommends that the performance conditions attaching to any deferred awards should be
fully disclosed, as should the method by which the expected value of these awards is
determined.

Consideration could also be given for companies to explain in the remuneration report in a
simple and concise manner how awards granted in previous years are tracking against targets
previously disclosed (in terms of number (rather than value) of shares/other securities that
would vest if the award was tested at the end of the financial year in question as if it was the
real date of testing of the award) or if they have vested or forfeited in the financial year in
question. However, CSA notes that this is not a simple task and has the risk of overly
complicating the remuneration report. CSA would not be in favour of attempting to forecast the
likely prospects of vesting of particular awards in the remuneration report or attempting to attach
a value to such forecasts.

CSA notes that it should be made clear to readers of the remuneration report that in relation to
awards that have not yet vested, the maximum number of securities that can vest is not
necessarily what the executive will receive. CSA also notes that the accounting standards
already require detailed disclosure of much of this information that is already included in the
financial statements.

CSA also notes that the government has accepted the Productivity Commission’s
recommendation that the remuneration report include a plain English summary statement of
company remuneration policies. Indeed, CSA notes that some companies are already providing
non-statutory, short remuneration reports, which are proving useful to shareholders. CSA
supports the adoption of a plain English summary if that assists in greater shareholder
understanding however CSA is of the view that this should not be subject to legislation.

In our submissions to the Productivity Commission, CSA pointed to the issues that arose with
the concise annual report as a precedent for what can happen when a prescriptive approach is
chosen as the means to encourage companies to communicate more efficiently with their
shareholders. The fate of the concise annual report does not fill CSA with hope that legislating a
‘plain English summary’ will provide the communication that is being sought.”

Both the Productivity Commission and the government have indicated that they are of the view
that there has been excessive zeal evidenced by companies in meeting the demands of s 300A
through their support for a plain English summary statement of remuneration. However, CSA is
of the view that it is the required content of the report, rather than the language of the report,
which requires amendment. CSA believes that companies seek to ensure they are not in breach

' The concise annual report was originally introduced into the Corporations Act to facilitate shareholder
communication, but increased regulation saw the concise report increase dramatically in length, such that
it no longer met the needs of shareholders. Moreover, the concise annual report became increasingly
legalistic as companies strove to ensure that they had met all statutory requirements. This second report
became a lengthy, complex document, despite the original intent being to legislatively provide for short-
form, meaningful communication to shareholders. CSA contemplates the prescription of a ‘plain English
summary statement’ of the remuneration report with foreboding, believing it will create a second
remuneration report that in turn will fail to meet shareholder needs.



of the legislation, given the liability attached to any such breach as well as the potential damage
to reputation. Legislating a short-form, ‘plain English’ report will lead to legalistic reports, no
matter how well intentioned the legislation or the boards presenting such reports to
shareholders.

Recommendation 3: Mandate a two-tier approach to reporting performance
against STI targets, which would a) require disclosure of the general nature
of the components of the STI targets, and b) to the extent that it was not
prejudicial, disclosure of the specific targets relating to those components

CSA strongly supports transparency of remuneration decisions to shareholders, but notes that
in relation to disclosure of STls there are issues of commercially-sensitive information that need
to be taken account of.

CSA is of the view that providing greater transparency to shareholders as to how STIs are
structured would be enhanced by mandating a two-tier approach to STI disclosure.

The first tier would involve the legislation requiring disclosure of the general nature of the
components of the STl targets, for example:

. Operational performance, which could include:
o financial performance
o production targets
o OH&S, environmental and community impact
o new customers or growth targets

Delivery of strategic or capital projects
Human resources, which could include:
o talent management

o) succession planning.

Reporting against these components could be on the basis of noting that performance was
above, below or on target, or unmet.

The second tier would involve the legislation requiring, to the extent that it was not prejudicial,
disclosure of the specific targets relating to those components. This would provide boards with
the discretion to report yet not disclose commercially sensitive material.

Definition of key management personnel

CSA agrees with the Australian Institute of Company Directors’ (AICD’s) contention put forward
in its Position Paper2 that:

‘The requirement that entities disclose remuneration information in respect of both key
management personnel and the five highest paid executives adds to the complexity of the
remuneration report whilst accruing marginal (if any) benefit for shareholders in respect of
the additional people whose remuneration information is included in the report ... the
remuneration report should set out the details of the remuneration for only those persons
who fall within the current definition of ‘key management personnel.’

CSA supports the AICD recommendation that:

2 Australian Institute of Company Directors, Position Paper No 15, Remuneration Reports, June
2010



‘the most appropriate mechanism for achieving clarity in the Act and ensuring consistency
with the accounting standards is to use the term ‘key senior personnel’ in the
remuneration report and to insert a definition of ‘key senior personnel’ into section 9 of the
Act. The wording of this definition [should] mirror the current definition of ‘key
management personnel’ in the accounting standards/IFRS’.

Conclusion

CSA reiterates that it is of the view that it is feasible to simplify reporting to shareholders on
remuneration for the reasons detailed above.

However, in relation to remuneration frameworks and the request from the government that
CAMAC explore simplifying incentive components, CSA reiterates its opposition to legislation
determining the structure of remuneration frameworks. CSA remains of the view that directors
should continue to have the responsibility to determine executive remuneration, as boards are
best placed to take into account the financial and operational circumstances of the company,
which will periodically shift according to the strategy and changing circumstances of the
company. That is, CSA is of the view that boards should retain the discretion to determine the
parameters, including quantum, short-term incentives, long-term incentives, performance
hurdles and others used in determining remuneration structures. Equally, CSA believes boards
should continue to have accountability to shareholders for those decisions.

A centralised, regulated approach for setting remuneration will deprive companies of the ability
to respond most effectively to the needs of the day, and almost certainly will drive inefficiencies
and unwanted outcomes.

In preparing this submission, CSA has drawn on the expertise of the members of our two
national policy committees. We welcome the opportunity to provide comment on the CAMAC

Executive Remuneration Information Paper and would be pleased to discuss our views further
should this be requested.

Yours sincerely

y

Tim Sheehy
CHIEF EXECUTIVE
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CAMAC review of executive remuneration reporting requirements and framework: Ernst &
Young submission

Dear John

Ernst & Young is pleased to provide this submission to the Corporations and Markets Advisory Committee (“CAMAC”) in response
to the Information Paper on executive remuneration released on 13 July 2010.

The Government, in response to the Productivity Commission’s (“PC”) final report on director and executive remuneration released
in December 2009, has asked CAMAC to:

»  Examine the existing reporting requirements contained in section 300A of the Corporations Act and related regulations and
make recommendations to reduce the complexity of remuneration reports.

»  Review the existing remuneration setting framework and make recommendations on how the incentive components of
executive remuneration could be simplified.

Our views and comments are based on our experience working with Australian and overseas company Boards and management on
a range of executive remuneration-related issues. Ernst & Young does not provide legal advice and consequently we defer to
CAMAC, and the legal firms who provide submissions, regarding the best manner to implement any changes within the legislative
framework.

In summary, our key views in relation to CAMAC’s review are:
1. The remuneration reporting framework should be simplified by encouraging a consistent and logical structure for
remuneration reports through a new recommendation in the ASX Corporate Governance Principles and Recommendations

which specifies the sections and order for the report.

2. The items required for disclosure that increase complexity and do not add to the reader’s understanding should be removed.
Full details are contained herein.

3. The regulation of executive incentive arrangements is unnecessary and will prevent companies from being able to tailor their
remuneration approach to their specific strategy and circumstances.

» Different incentive plan approaches will be necessary for different companies, and possibly for the same company, as

needs and priorities change over time. The Board, with its deep knowledge of the business, is best placed to exercise
judgement in ensuring that remuneration structures are appropriate for a company’s circumstances.

Submission to CAMAC: Executive remuneration reporting requirements and framework
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»  Remuneration structures that are linked to company performance will naturally be complex given the complex nature
of, and influences on, company performance. The design of remuneration structures reflects the need for companies
to take into account business strategy, market practice, shareholder views, employee perspectives, management of

risk and intricate tax, accounting and regulatory rules.

»  While regulation of remuneration in the financial services industry has increased globally, the same level of regulation

is not required for broader industry from a risk management perspective, and would limit companies’ ability to tailor
remuneration arrangements to suit their strategic needs.

However, we believe there are remuneration governance and process principles emanating from the Financial Stability

Board's recommendations that have been applied in the financial services sector that are relevant for the broader

industry and would benefit many companies.

4. Changes to the complex rules around equity awards may enable companies to simplify executives’ incentives. Tax rules, in

particular, give rise to significant complexity in the design of equity-based incentive plans and, in many respects, place
Australia out of step with the majority of our international competitors.

Key suggested changes are:

» Removal of cessation of employment as a taxing point;

» Taxing share options at exercise rather than vesting; and

»  Removal of the “75% rule” to allow tax deferral for grants of shares.

We trust the information and views provided in this submission are useful. We would be pleased to discuss any aspects of our
submission in more detail at your convenience.

Kind regards,

2

Mike Hogan
Partner
Human Capital

Tel: (02) 8295 6853

Bruno Cecchini
Partner
Human Capital

Tel: (03) 9288 8423

D L/(;/‘

Chris Galway
Partner
Human Capital

Tel: (02) 8295 6476

Submission to CAMAC: Executive remuneration reporting requirements and framework
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1.

1.1

Simplification of remuneration report disclosures

Effectiveness of the current reporting framework

The remuneration reporting requirements in Australia are strong and effective relative to other developed nations. However, there is
room for improvement.

In our experience, companies recognise that the remuneration report is the primary method of communicating their remuneration
approach to shareholders. We have found that the following aspects of the current disclosure requirements, however, can hinder
attempts to effectively explain executive remuneration approaches:

>

Utility of some disclosures: Companies’ ability to use the remuneration report to articulate their remuneration approach can
be undermined by the large volume of mandatory disclosures. Several of the disclosures add length and complication to the
report, without adding to shareholder understanding.

Examples include:

»  The requirement to disclose five year earnings and total shareholder return performance in the link between
performance and reward section: This requirement is poorly defined and may not align with the performance period and
measures of the company’s incentive plans. If this is the case, it solely serves to lengthen disclosures in a way that is
not meaningful.

» Disclosure of the five highest paid executives (in addition to key management personnel (*KMP”)): This disclosure
introduces variability to year-on-year reporting in terms of who is disclosed, complexity regarding terminology and does
not add information where there is overlap between the KMP and the five highest paid executives, which is common.

We note that the PC recommended the removal of this requirement.

»  The percentage of remuneration consisting of share options: The purpose of this requirement is unclear. Its inclusion
does not appear to add any insights for shareholders.

Potential misinterpretation of disclosures: A significant issue for many companies is the requirement to disclose
accounting values within the remuneration disclosure tables. These values do not reflect the value earned and delivered to
executives, and can therefore mislead the reader. Despite this fact, the commentary frequently quoted in the wider media
focuses on these accounting values and represents these values as “remuneration”, which is mistakenly interpreted by the
public as “take home pay”, which it is not. This results in misleading reporting, and adds to the public’s misconceptions
regarding remuneration quantum.

We note that, in response to this issue, the PC recommended the additional disclosure of actual levels of remuneration
received by the individuals named in the report (see section 1.2.2 for our suggestions on how this may be achieved).

The requirement and intent of some components of the legislation is unclear: There are aspects of the current
requirements that are unclear or ambiguous. The absence of a clear rationale for each of the disclosures can result in
inconsistent interpretation of the requirements.

Submission to CAMAC: Executive remuneration reporting requirements and framework
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Examples include:

»  The requirement to discuss the proportions of remuneration that are linked to performance and those that are not; This
requirement is interpreted by companies in a range of different ways, including showing target remuneration mix,
maximum remuneration mix, and actual remuneration mix (based on accounting values). Some companies describe the
mix qualitatively while others list or illustrate by executive. The end result is that the disclosed information cannot be
compared on a company by company basis.

» The method used to assess performance: This is often interpreted as being a requirement to explain the performance
hurdles (which is in fact covered by a separate disclosure requirement), and is sometimes interpreted as explaining how
the performance hurdles are actually assessed (e.g., using an external data provider to undertake the relative Total
Shareholder Return assessment).

The problem of interpretation is particularly exacerbated for smaller listed companies who may not use remuneration or legal
advisers to assist with interpreting the requirements when preparing the remuneration report.

1.2 Suggested “ideal” remuneration report
1.21  Structure and overview of content

A key differentiator that can make a remuneration report comprehensible to shareholders is a clear and logical structure that makes
use of headings, tables and diagrams where relevant. Such a structure must be complemented by clearly marked disclosures which
provide meaningful information to shareholders on the company’s remuneration approach and why this approach is appropriate,
given the company’s context and business strategy.

The following suggested remuneration report template and content overview is intended to meet these needs':

Topic Contents

Part A: Executives

1. Overview/summary  » Description of the company’s executive remuneration framework in terms of fixed remuneration and
incentives, noting any key changes to the framework in the current year.

» Key details of current year approach: incentive payments (and vesting) and rationale, termination
payments and rationale, and any one-off payments.

» Details of any expected reviews of, or changes to, remuneration structures in the coming year.

2. Remuneration » Remuneration objectives, approach to quantum, approach to remuneration mix, key objectives of each
strategy remuneration element (e.g., fixed remuneration, incentives, retention payments) and details of any
significant changes.
3. Incentive plans » Detailed plan descriptions, including overview of the performance measures in the plan, rationale for their

selection, their weightings, targets and vesting schedules. An exception should be provided for targets that
are commercially sensitive, which will typically apply only to plans with short-term performance targets, but
may apply to other incentive plans that use company-specific commercially sensitive targets.

» Details of any outstanding equity grants (i.e., name of plan, grant date, award vehicle, number of
instruments and vesting dates, but not the accounting value of the awards).

' Note: this “ideal” remuneration report is a refined version of our earlier submission to the PC.

Submission to CAMAC: Executive remuneration reporting requirements and framework
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Topic Contents

4. Remuneration Summary of each executive’s remuneration opportunity for the year:
opportunity & » Fixed remuneration (as at the start of the year and any amendments made during the year).
contracts

» Cash incentive opportunities (target and maximum, to the extent the company has specified opportunities).

» Equity incentive opportunities (expressed as a dollar value or a percentage of fixed remuneration with an
explanation regarding how this is converted into a number of shares/rights/options).

Contractual information:

» Length of contract, notice periods, sign-on arrangements, termination entitlements and details of any
guaranteed payments.

5. Performance and » Table presenting current year and prior year individual remuneration data using “actual” values (see
reward link (including section 1.2.2 for discussion regarding the presentation of “actuals”).
remuneration » Summary of cash-based incentives paid in the year to each executive. This should include the amount of
outcomes) cash paid in relation to service over the year (i.e., excluding any deferral) and the cash value of any longer-

term incentives or retention payments that were paid during the year.

For the payments that relate to the current year performance, disclosure should include a high-level
summary of the company and executives’ performance against targets, the total payment earned (dollar
value and as a percentage of maximum), and the split between immediate cash payment and deferral.
For payments that relate to multi-years, disclosure should provide a summary of the incentives that was
paid during the year, including an explanation of what period the amount relates to and how the value has
changed over the period.

» Summary of current year share-based payment vesting by executive, including performance against the
relevant hurdles, the number of awards that vested and the value of the vested awards at the date of
vesting.

» Summary of the changes in each executive’s company shareholdings (number of shares held) and dollar
value over the year (split to show both (a) wholly owned shares, vested but restricted shares and vested
but unexercised options; and (b) unvested equity awards). Value of equity to be based on share price at
year-end less any exercise price (if applicable).

» Details of termination payments made in the current year, including a breakdown of the components of the
payment and the rationale for the payment (with reference to contractual entitiements).

See Appendix B for an example of how a company may present the information described above.
Part B: Non-executive directors (‘NED”)

6. NED policy and » Description of the company’s NED remuneration framework: fee pool, policy base fees, committee fees,
outcomes benefits and participation in equity plans, noting any key changes to the framework in the current year

» Current year and prior year individual remuneration data using “actual” values

The above remuneration report would be supplemented by the Notes to the Annual Financial Report, which would include details of
the aggregate accounting value of KMP remuneration outcomes (by remuneration element) and a description of the fair valuation
methodology used for share-based payments.

1.2.2 “Actual” remuneration disclosures

As included in our template report, we support the disclosure of “actual” remuneration values. However, “actual” will need to be
defined. For consistency, we suggest that all remuneration values (not just share-based payments) be disclosed on an “actual”
basis. To the extent that definitions for each element are not specified, there is the risk that inconsistencies in approaches will lead
to a reduction in comparability of amounts disclosed by different companies. This has already been evidenced by the difference
amongst companies who have voluntarily disclosed this information.

We suggest the following definitions:

Remuneration element Definition (note all values are pre-tax)

Submission to CAMAC: Executive remuneration reporting requirements and framework
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Fixed remuneration Fixed amounts (i.e., salary, superannuation and other benefits) for the 12-month period2.

Cash incentives paid Amount of cash paid in relation to service over the year (i.e., excluding any deferral) and the cash
(split into plans operated by the ~ Value of any longer-term incentives or retention payments that were paid during the year.
company®)

Share-based payments Share-based payments that vested during the year (i.e., where there is no longer a “real risk of
(split into plans operated by the ~ forfeiture”, although disposal restrictions may still apply).

company) The value would be the cash gain available to executives in relation to equity awards that vested

during the year (i.e., the cash gain based on the share price at vesting, before tax, net of any exercise
price or other payment required from the executive, if the executive was to have sold the equity at the
time the award vested).

* Should state which plans relate to 12-month performance and which relate to greater than 12-month performance periods.

Some clients have raised concerns regarding the disclosure of “actual” remuneration outcomes where a remuneration element has
a lengthy vesting period. The concern is that there will be a potential interpretation disconnect between performance and payment,
since shareholders may be reviewing actual remuneration outcomes that relate to performance several years ago. We believe that,
for this reason, the “actual” remuneration tables should be included in the “performance and reward link” section with an
accompanying description of the time period where performance generated the payment.

Determining the “actual” value of termination payments also requires definition, as the amount currently disclosed in the “termination
benefits” column of the remuneration report does not correspond with the value requiring shareholder approval (e.g., it does not
include the accelerated accounting expense associated with any early vesting of share-based payments). Accordingly, we
recommend adopting disclosure requirements around termination payments that align with the definitions used in the termination
benefits legislation. This would require companies to list all the components related to termination for each executive using the
same terminology and definitions as used in the legislation.

1.3 Implementation of changes

We recognise that the nature of the remuneration report is such that its final form will depend on many factors, such as the
complexity of the company's remuneration approach (particularly where segmentation occurs due to various jurisdictions of
operation) and whether there were any significant changes to remuneration policy / practice in the financial year. We therefore
suggest that the remuneration report template be implemented through a combination of guidelines and legislation.

Principle 8 of the ASX Corporate Governance Principles and Recommendations, "remunerate fairly and responsibly", could include
a recommendation that states:

The remuneration report should be structured into the following sections and order:

Executives:

1. Overview/summary

2. Remuneration strategy

3. Incentive plans

4, Remuneration opportunity and contracts

5. Performance and reward link (including remuneration outcomes)

Non-executive Directors:

6. NED policy and outcomes

2 Due to the complexity associated with valuing benefits (e.g., accruals to defined benefit pension funds), we suggest that the components of fixed remuneration be
determined in accordance with AASB124.
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The recommendation could be accompanied (in the commentary) by a suggested template for the remuneration report. The
template could be in the form of a hypothetical remuneration report, such that it provides an example of the suggested structure,
length and specific contents of the remuneration report.

The changes regarding the mandatory content should continue to be through the Corporations Act and the accompanying
Regulations.

Appendix A provides a detailed overview of the additions, modifications and deletions required to implement the report structure and
content outlined in 1.2.1. While companies would face an initial task of familiarising themselves with the changed requirements, we
believe the changes would not increase the ongoing compliance burden. Importantly, our approach would not require a separate
“plain English statement” to provide crucial information to shareholders. Rather, the removal of complex accounting disclosures
would make it easier to use plain English throughout the report.

Appendix B provides an example of how a company may present information in Section 5: Performance and reward link, including
“actual” remuneration outcomes.
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2. Simplification of executive incentive arrangements

21 The Productivity Commission’s findings and our perspective

The PC, through their extensive research into the link between performance and reward, concluded that “Remuneration structures
are company- and context-specific and a matter for boards to resolve rather than being amenable to prescriptive direction.” (PC
report, Finding 2, page 382).

The PC notes that different incentive plan approaches will be necessary for different companies, and possibly for the same
company, as needs and priorities change over time. The Board, with its deep knowledge of the business, is therefore best placed to
exercise judgement in ensuring that remuneration structures are appropriate for a company’s circumstances. The PC also makes
the point that the assumption that companies differ from one another is a fundamental principle behind the ASX Corporate

Governance Council's "if not, why not” disclosure rule, and that prescribed remuneration structures are unlikely to promote improved
performance (PC report, page 219).

In our view, remuneration structures that are linked to company performance will naturally be complex given the complex nature of,
and influences on, company performance. The design of remuneration structures reflects the need for companies to take into
account various factors (discussed below) when designing incentives.

Further, any review of remuneration needs to consider the global nature of the executive talent pool used by Australian companies.
Many Australian companies not only recruit executives into Australia, but also recruit executives into significant international roles in
other countries. Australian companies therefore require Australian regulations to be no more stringent than overseas regulations.

On a related point, many of our clients are faced with the issue of having to balance remuneration expectations and practices in
more than one market, which can further complicate remuneration design (e.g., while the United States has historically favoured
unhurdled option plans, Australian shareholders and advisory groups prefer to see hurdles applied to long-term incentives). This
point emphasises the need for companies to be able to tailor the remuneration approach to their commercial needs, which may
encompass jurisdictional differences.

2.2 The complexities of designing effective executive incentive plans

Outlined below are the key considerations for companies in designing incentive plans. We believe all elements are important when
designing incentive plans. Balancing all considerations will naturally lead to complex incentive outcomes.

Factor Considerations

Business strategy The fundamental principle of incentive design is that incentives should be aligned to the business’ strategic objectives.
As a result, there are a range of different award vehicles, performance measures and targets, and performance periods
that are applied, given that company strategies differ.

Market practice Incentives should be informed (without being led) by market practice to support the company'’s ability to attract and
retain talent.

Shareholder In today’s governance environment, it is important to develop remuneration arrangements that are generally supported

engagement by shareholders and shareholder advisory groups. However, companies should place greater weight on what the

Board considers appropriate, rather than on what shareholders may support, since the Board is closest to the
business’ needs. Commercial rationale for the approach should be provided, particularly if differing from shareholder
views.

Value to employee Incentive arrangements should be valued by employees and drive performance. Plans should focus on measures of
performance and performance periods that are meaningful to the individual.

Risk alignment Incentives should support prudent risk management. This issue has been highlighted by the recent global financial
crisis and subsequent reviews of remuneration governance within the financial services sector.

The Australian Prudential Regulation Authority (“APRA”) has stated that performance-based remuneration should be
designed in such a way as to discourage risk-taking behaviour, particularly amongst risk and financial control

personnel.
Taxation, accounting Incentive plans need to be tax and cost effective and compliant with all legal and regulatory obligations. The existing
and regulatory tax, accounting and regulatory framework for plans, particularly equity-based plans, is extremely complex and often
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Factor Considerations

requirements conflicts with commercial design objectives and with different areas of applicable legislation (refer section 2.4 for
suggested changes to the rules around equity awards).

2.3 Differences between the financial sector and broader industry

The Australian financial services sector, through the recent APRA guidelines, has been the focus of executive remuneration reform.
It is recognised that the performance and stability of financial services has significant potential for flow-on effects to the economy.
This is the case with many sectors, but arguably more so for the financial sector, given that this sector provides funding for a broad
range of companies and individuals. For this reason, the financial sector in Australia is a regulated industry that is governed by
legislation.

The above view is supported by the Financial Stability Board (“FSB”) and global regulators, who acknowledge the critical role the
financial sector plays in the global economy. The FSB and global regulators have made (and continue to make) changes to the way
this sector is regulated. For example, and as noted by CAMAC in their Information Paper, both the United Kingdom's Financial
Services Authority (‘FSA”) and the European Commission (“EC”) have proposed changes to the rules governing remuneration
within the financial sector with the aim of aligning remuneration arrangements with effective risk management.

While regulation of remuneration within the financial services industry has increased globally, the same level of regulation is not
required for broader industry from a risk management perspective, and would limit companies’ ability to tailor remuneration
arrangements to suit their strategic needs.

However, we believe there are remuneration governance and process principles emanating from the FSB’s recommendations that
have been applied in the financial services sector that are relevant for the broader industry and would benefit many companies. For
example, the FSB principle that a company’s Board must monitor and review the remuneration system to ensure the system
operates as intended may be beneficial for the majority of companies.

24 Opportunities for simplification

The majority of the considerations listed in section 2.2 that generate complexity for incentive plans and structures cannot be easily
simplified through the implementation of guidelines or regulations.

However, the taxation and regulatory framework is one aspect within the Government’s and regulators’ control where there are
opportunities for incentive simplification. The Government may be able to achieve some of this potential simplification by changing
the complex rules around equity awards. The tax rules, in particular, give rise to significant complexity in the design of equity-based
incentive plans and, in many respects, place Australia out of step with the majority of developed economies.

» Cessation of employment taxing point: Shareholders, their advisory groups and the PC (directly) and the new termination
cap legislation (indirectly) promote maintaining individuals in incentive plans post-cessation of employment (e.g., when an
executive retires). However, the current laws result in a taxation point in the year employment ceases, despite no benefit being
realised by the individual at that time, and indeed may never be realised where performance hurdles apply and are not met.

This taxation rule generates complexity as companies need to consider approaches to manage the impact of the taxing point
arising before awards vest. In some cases, this has resulted in additional plan provisions that apply only to participants who
cease employment and remain in the plan, treating them differently to participants who continue to be employed by the
company.

Recommendation: We recommend the removal of cessation of employment as a taxing point, in order to align the taxation
point with the time at which the executive is able to realise a benefit from the award. Removal of the taxing point will also
enable companies to align executive and shareholder interests in the period up to and beyond cessation of employment
without introducing additional complex plan provisions.

Further, removal of cessation of employment as a taxing point would be consistent with the taxation rules in the majority of

Australia’s international competitors. Finally, we note that the introduction of reporting obligations requiring companies to
provide details of equity awards at the time they are subject to tax should be sufficient to protect tax revenue.
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» Tax treatment of option plans: The changes to the taxation of employee share schemes (which apply from 1 July 2009)
have introduced significant complexity regarding the tax treatment of share options. Under the new tax rules, share options
are generally taxed before they are exercised, with the taxing point typically being at vesting. Under the current valuation
rules for equity awards, a tax liability can arise on share options even if they are not “in the money” at vesting. If the
participant does not exercise the options before they expire (for example, because the options remain "underwater”), the tax
rules do not provide for a refund of the tax paid at vesting.

The tax treatment of options under the new rules has caused many companies to significantly amend or simply terminate their
option plans. Share option plans, which previously provided a straightforward and well-understood form of equity incentive,
are for many companies no longer a viable scheme due to the tax complexities in Australia. Further, this tax treatment poses
a problem for small to medium enterprises, particularly early stage companies, who often use options in lieu of cash
remuneration to attract skilled and motivated employees due to limitations in capital and cash flow. This sector is a major
driver of innovation and productivity, which in turn drives strong economic growth (and tax revenue).

Recommendation: We recommend the taxation rules are revised such that options are taxed on exercise, rather than vesting.
This will ensure individuals are not taxed until they realise a benefit. The approach is consistent with the former rules in
Australia and most other developed economies.

» Removal of 75% rule for shares: The current tax legislation requires that at least 75% of permanent employees in Australia
with at least three years service have (or have previously had) the opportunity to acquire shares or rights/options under an
employee share scheme in order to defer tax on grants of shares until the vesting point. The rationale for retaining this
requirement when the tax rules were changed is unclear and is likely to limit the number of companies that can offer shares to
executives as a form of equity incentive without giving rise to adverse tax implications for participants.

Recommendation: We recommend removal of the 75% test. This will ensure consistency of treatment between using shares
and using rights or options as the vehicle to deliver equity incentives.
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Appendix A — Suggested changes to disclosure requirements

The following includes our suggested changes to the current disclosures required by the Corporations Act in respect of the
remuneration report. The summary table is a refined version of the table included in our earlier submission to the PC, of which

CAMAC has a copy.

Where no change is noted to a particular section of the Corporations Act 2001 (the “Act”) or regulation of the Corporations
Regulations 2001 (the “Regulations”) (together, the “legislation”), we recommend that disclosures be retained.

Suggested change
1. Modify

(a) Description of performance and
remuneration link

300A(1)(b)
300A (1AA and 1AB)

AND

(b) Vesting percentages of bonuses
and share-based payments

2M.3.03 (1) item 12

(c) Remuneration mix
300A(1)(e)(i)

(d) Presentation of prior year
individual remuneration data

2M.3.03 (1)
2M.3.03 (2) items 6, 7, 8, 9 and 11

(e) Share option and right disclosures

2M.3.03 (1) item 15
2M.3.03 (3)

Comments

Itis difficult to specify the precise disclosures that would illustrate how company performance and remuneration
are aligned because of differing business strategies for different companies (and therefore differing performance
measures and performance periods).

The specificity of 300A (1AA and 1AB) encourages companies to detail earnings and shareholder returns over the
required period in isolation of remuneration outcomes. In most companies’ remuneration reports, this information
does not increase shareholder understanding.

We suggest replacing these requirements with a revised requirement, as detailed below.

The revised requirement should include disclosure of the following:

» Summary of cash-based incentives paid in the year to each executive. Should include the amount of cash
paid in relation to service over the year (i.e., excluding any deferral) and the cash value of any longer-term
incentives or retention payments that were paid during the year.

For the payments that relate to the current year performance, disclosure should include a high-level
summary of the company and executives’ performance against targets, the total payment earned (dollar
value and as a percentage of maximum), and the split between immediate cash payment and deferral.

For payments that relate to multi-years, disclosure should provide a summary of the incentive that was paid
during the year, including an explanation of what performance period the amount relates to (and how the
value has changed over the period).

» Summary of current year share-base payment vesting by executive including performance against the
relevant hurdles, the number of awards that vested and the value of the vested awards at the date of vesting.

» Summary of the changes in each executive’s company shareholdings (number of shares held) and dollar
value over the year (split to show both (a) wholly owned shares, vested but restricted shares and vested but
unexercised options; and (b) unvested equity awards. Value of equity to be based on share price at year-end
less any exercise price (if applicable).

» Details of termination payments made in the current year including a breakdown of the components of the
payment, and the rationale for the payment (with reference to contractual entitiements).

Inconsistent information is disclosed. To promote more consistent disclosure, we recommend modifying the
requirement to explain the relative proportion of remuneration related to performance under 300A (1)(e)(i) to
specifically require disclosure of the following (as a proportion of total target remuneration):

» Fixed (not related to performance)

» Performance-based (split into its constituent components, for example, short and long-term incentives)

Total target remuneration should be based on “remuneration opportunity” for target levels of performance (refer
2b overleaf).

Individual remuneration data for the current and prior year should be presented in the same table (some
companies currently present two tables) so that the remuneration for each individual can be easily compared to
the prior year.

Executive remuneration (including executive directors) and non-executive director remuneration should be
presented in separate tables to simplify presentation and increase shareholder understanding.

The disclosures specific to share options and rights would be equally relevant for other share-based payment
vehicles (e.g., restricted shares and cash payments linked to share price) as all have an associated accounting
expense. The wording of the disclosure requirements for share options and rights should therefore be extended to
cover all forms of share-based payments.

Submission to CAMAC: Executive remuneration reporting requirements and framework



HHH||HH|HHHHH””IE’IERNST&YOUNG

Suggested change Comments
2. Add

(a) Actual remuneration outcomes for  Per the PC Recommendation and Ernst & Young prior submissions to the PC.
each KMP (realised values)

We caution that “actual” needs to be defined. We propose the following definitions:

» Fixed remuneration: Fixed amounts (i.e., salary, superannuation and other benefits) for the 12-month period?

» Cash-based incentives: Amount of cash paid in relation to service over the year (i.e., excluding any deferral)
and the cash value of any longer-term incentives or retention payments that were paid during the year.
Should be split into the different plans operated by the company clearly showing what plans relate to 12
month performance and which relate to greater than 12 month performance periods.

» Share-based payments: Share-based payments that vested during the year (i.e., where there is no longer a
“real risk of forfeiture”, although disposal restrictions may still apply). The value would be the cash gain
available to executives in relation to equity awards that vested during the year (i.e., the cash gain based on
the share price at vesting, before tax, net of any exercise price or other payment required from the executive,
if the executive was to have sold the equity at the time the award vested). Should be split into the different
plans operated by the company.

Note that all values are pre-tax.

Determining the “actual” value of termination payments also requires definition as the amount currently disclosed
in the “termination benefits” column of the remuneration report does not correspond with the value requiring
shareholder approval (e.g. it does not include the accelerated accounting expense associated with any early
vesting of share-based payments). Accordingly, we recommend adopting disclosure requirements that align with
the definitions used in the termination benefits legislation (i.e., specifically listing all the components related to
termination using the same terminology as the legislation).

(b) Remuneration opportunity Summary of remuneration opportunity of each executive for the year, including:

» Fixed remuneration (as at the start of the year and any amendments made during the year)

Cash incentive opportunities (target and maximum, to the extent that these are provided for) should be split into

the different plans operated by the company clearly showing what plans relate to 12 month performance and

which relate to greater than 12 month performance periods.

» Equity incentive opportunities (expressed as a dollar value or a percentage of fixed remuneration with an
explanation regarding how this is converted into @ number of shares/rights/options). Split by the plans that
the company operates.

3 Due to the complexity associated with valuing benefits (e.g., accruals to defined benefit pension funds), we suggest that the components of fixed remuneration be
determined in accordance with AASB124.
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Suggested change

(c) Selected items from the
Productivity Commissioner's
disclosure checklist

Bullets 1, 2, 3 and 5 of the PC’s
Finding 2.

(d) Termination payments

Ell ERNST & YOUNG

Comments

We suggest that the following disclosures be included in the remuneration report (perhaps as guidance for what is
intended by 300A (1)(a)(i)):

i. Rationale for remuneration policy (in terms of strategy, risk profile and shareholder alignment)

i. Rationale for remuneration mix policy (see also 1b)

iii. Details and rationale for remuneration and performance benchmarking comparator groups

iv. Details of any mechanisms to guard against extreme incentive payments from formulaic incentive plans

We suggest that companies disclose points i, ii and iii in the Remuneration Strategy section of the remuneration
report (see section 1 of this report), alongside the key objective and features of each remuneration element (e.g.,
fixed, STl and LTI). Point iv should be disclosed in the detailed STI plan description (see section 1 of this report).

Note that point i should focus on incentive arrangements, as the information companies disclose in relation to
fixed remuneration policy tends to be generic and provides limited insight to shareholders.

While we agree that companies should consider the full range of potential outcomes when designing
remuneration (bullets 4, 6, 7 and 8 of Finding 2), we do not believe they should be required to disclose how or
whether they have done so, as this would add unnecessary complexity to remuneration reports.

Where termination payments are made during the year, the remuneration report and Notice of Meeting should
disclose the value of the termination payment (calculated with reference to the definitions in the termination
payment approval requirements). The disclosure requirements should be amended accordingly. While the current
legislation does not specify a method for valuing equity awards, we believe that the methodology should be
consistent with the “actual” values. The disclosure should be accompanied by the company'’s rationale for the
payment and the proportion of the payment that was pro-rated for time and performance.

Where the individual is potentially entitled to payments in future years in relation to their current role (e.g., vesting
of LTI awards that are not accelerated and therefore vest per the original grant conditions), the “actual” value of
any amounts that are expected to vest / be paid to the individual in future years should also be disclosed*. Where
the value of the future benefit is not known, the maximum value based on the number of equity awards and the
current share price (less any consideration paid or exercise price payable) should be disclosed.

3. Move to the Notes to the Annual Financial Report

(a) Fair valuation methodologies

(not required disclosure in the
remuneration report)

(b) Accounting value of remuneration
outcomes for each KMP.

2M.3.03 (1) items 6 and 11
2M.3.03 (2)

4. Remove

(a) Methods used to assess
performance conditions

300A (1) (ba) (iil)

(b) Minimum and maximum values of
bonuses and share-based awards in
future periods

2M.3.03(1) item 12(h)

Per the PC recommendation and Ernst & Young prior submissions to the PC.

Accounting costs (including those associated with share-based payments) should be disclosed only in the Notes
to the Annual Financial Report and only in aggregate (i.., for all KMP). Accounting values are useful to indicate
the cost of the company’s remuneration approach and are therefore more relevant as a supplement to the
financial statements. Individual accounting disclosures for KMP would be unlikely to increase shareholder
understanding when “actual” values are already disclosed. Disclosure of both accounting values and actual
values on an individual basis will result in unnecessary complexity and encourages comparisons that are not
meaningful.

As aggregate accounting costs of KMP remuneration are already a required disclosure in the Notes to the Annual
Financial Report, the requirements to disclose accounting values in the remuneration report should be removed
and replaced with requirements to disclose actual values.

The requirement to disclose how the satisfaction of performance conditions is assessed and why it is assessed in
this way tends to yield inconsistent information about company process and approvals. For example, companies
might specify who carries out the calculations and the specific formula used. What is more relevant is information
about vesting schedules: how different levels of performance affect the quantum of the incentive payment /
award.

The value of deferral into future periods is typically linked to a variable that has no meaningful maximum and
cannot be reliably forecasted (e.g., share price). The other requirements of 2M.3.03 already provide sufficient
information regarding the impact of current year grants on remuneration in future periods as they require
disclosure of the vesting date and relevant vesting criteria.

4 The accounting cost will be captured in the Notes to the Annual Financial Report
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Suggested change

(c) Other accounting disclosures
regarding options

300A (1)(e)(iii), (Iv) and (vi)

(d) Description of incentive plans that
do not relate to current year grants

2M.3.03 (1) item 12

(e) Individual disclosures for the five-
highest paid executives if they are not
KMP.

300A(1)(c)(iii) and (iv)

Ell ERNST & YOUNG

Comments

The following accounting disclosures provide minimal, if any, increment to shareholder understanding:

» Accounting value of options exercised during the year (actual value at vesting and actual value of
shareholdings is more relevant);

»  Accounting value of awards lapsed during the year (percentage is more relevant);
» The percentage of remuneration consisting of options (overall remuneration mix is more relevant).
Descriptions regarding incentive arrangements should only be provided for those under which current year grants

were made (or future year grants have been contracted). Disclosure for prior year plans would have been
mandated in the relevant year and can detract from current year information.

For completeness, there should be a reference directing the reader to the relevant year's remuneration report for
further detail on legacy plans.

Per the PC recommendations and Ernst & Young prior submissions to the PC.

In our view, it is relevant to disclose information for all KMP as these are the individuals who have the ability to
make decisions on behalf of the company and its shareholders. Consequently, it is for these individuals that
shareholders require information to assess the extent to which remuneration is aligned with their interests.
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Appendix B — Performance & reward link structure and content

The information set out below is an example of how a company may present the information contained within Section 5:
Performance and reward link, as suggested in our “ideal” remuneration report. This section includes “actual” remuneration outcomes
for the current and prior year.

5. Performance and reward link

5.1 Overall remuneration earned for 2009/10

The following table summarises the remuneration earned by each executive (i.e., the cash values received and the value of shares
that vested during the year) and the comparatives to the prior year.

Executive Fixed remuneration ($000s) C_ash- bgsed Share-based payments ($000s) Total )
incentives remuneration
($000s) realised
Base salary Superannuation Non- Short-term Deferred short- Long-term ($000s)
monetary incentive earned | term incentive incentive plan
) (value vested (value vested
benefits during year) during year)
Executive A 2010
2009
Executive B 2010
2009
Executive C 2010
2009
Executive D 2010
2009
Executive E* 2010
2009

* Executive E ceased employment with the company on dd/mm/yy. Details of his termination benefit are provided in section 5.2.
The incentive amounts illustrated above were determined as follows:
Cash-based incentives

Both the company and executives performed well against the targets set, with most, but not all, targets being met or exceeded.

Executive Total short-term incentive earned Cash short-term Short-term incentive
incentive paid deferred to future years
Value ($000s) As a % of maximum ($000s) ($000s)
opportunity
Executive A
Executive B
Executive C
Executive D
Executive E

Share-based payments
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The deferred amounts from the 2007/2008 short-term incentive vested during the year. The following table summarises the amounts
that were earned in 2007/2008 and how their value changed based on the share price movement from the deferral date to the date

of vesting.
Executive Short-term incentive earned in Deferral
2007/08
Cash value Deferral Number of Value at deferral Value at vesting
($000) ($000) shares/rights on dd/mmlyy on dd/mmlyy
(share price of (share price of
$X) $X)
Executive A
Executive B
Executive C
Executive D
Executive E

In terms of the long-term incentive plan, tranche 2 of the 2006/2007 grant (i.e., 50% of the 2006/2007 grant) and tranche 1 of the
2007/2008 (i.e., 50% of the 2007/2008 grant) was tested. Performance against target was as follows:

» Tranche 2 of 2006/2007 grant: The Compound EPS growth for the period was 12% p.a. which exceeded the stretch target for
the 2006/2007 grants of 10% p.a. Therefore 100% of the tranche vested.

»  Tranche 1 of 2007/2008 grant: The Compound EPS growth for the period was 8% p.a. which was below the threshold target
for the 2007/2008 grants of 9% p.a. Therefore no portion of the tranche vested and the tranche lapsed.
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The value realised is summarised below:

Executive

Executive A

Executive B

Executive C

Executive D

Executive E

5.2

Grant

Tranche 2 of 2006/2007 grant
Tranche 1 of 2007/2008 grant
Tranche 2 of 2006/2007 grant
Tranche 1 of 2007/2008 grant
Tranche 2 of 2006/2007 grant
Tranche 1 of 2007/2008 grant
Tranche 2 of 2006/2007 grant
Tranche 1 of 2007/2008 grant
Tranche 2 of 2006/2007 grant
Tranche 1 of 2007/2008 grant

Number of shares
granted

Executives who ceased employment during the year

Number of shares
vesting

Value at vesting on
dd/mmlyy (share price
of $X)

As a result of a change to the company’s operation structure, Executive E’s employment was terminated on dd/mm/yy. In
accordance with his contract, he received the following payments at termination:

Component Payment
Statutory entitlements

Accrued leave $X
Long service leave $X
Termination benefit

Payment in lieu of notice period $X
Early vesting of 2008 long-term $X

incentive grant*

* Pro-rata for time (two-thirds of the performance period had elapsed) and performance (a performance test at cessation date indicated awards were tracking at full

vesting). The value presented is based on share price at the date of termination.
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5.3 Changes in value of shareholdings

The following table summarises the fluctuations in vested shareholdings and the value of those shareholdings by executive.

Executive 30 June 2009 30 June 2010 Change in
value
Shares Vested but Vested but Value Shares Vested but Vested but Value
held restricted unexercised (share held restricted unexercised (share
shares options price of shares options price of
$X) $X)

Executive A
Executive B
Executive C
Executive D
Executive E

The following table summarises the fluctuations in unvested shareholdings and the value of those shareholdings by executive.

Executive 30 June 2009 30 June 2010 Change in
value
Unvested shares/rights Unvested Value (share Unvested Unvested Value (share
options price of $X less shares/rights options price of $X
any exercise less any
price) exercise price)
Executive A
Executive B
Executive C
Executive D
Executive E
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Dear Mr Kluver
Executive Remuneration: Invitation For Comments

This letter represents the submission by the Australian Institute of Company Directors in
response to the invitation for comments included in the Corporations and Markets Advisory
Committee’s (CAMAC’s) Information Paper “Executive Remuneration”, published on 13 July
2010.

The Australian Institute of Company Directors is the second largest member-based director
association worldwide, with over 26,000 individual members from a wide range of
corporations: publicly-listed companies, private companies, not-for-profit organisations,
charities, and government and semi-government bodies. As the principal professional body
representing a diverse membership of directors, we offer world class education services and
provide a broad-based director perspective to current director issues in the policy debate.

What are the areas where the existing reporting requirements contained in
section 300A of the Corporations Act and related regulations could be revised
in order to reduce complexity and more effectively meet the needs of
shareholders and companies? How best to revise the legislative architecture to
reduce the complexity of remuneration reports?

The Australian Institute of Company Directors believes remuneration reports and the
requirements governing them are unduly complex, place a significant burden on companies
and in many cases are of limited use to shareholders and other readers. In light of this, we
issued a proposal for reform of remuneration reporting requirements on 4 June 2010 (please
see enclosed Position Paper No. 15 “Remuneration Reports” June 2010%).

Our reform proposal involves a substantial overhaul of existing requirements in the
Corporations Act governing the content of remuneration reports. This includes, amongst
other things, moving to a principles-based obligation tied to the information shareholders
would reasonably require to make an informed assessment of:

e the governance structures in place for determining the remuneration of key senior
personnel;

e the company’s remuneration philosophy and policies for key senior personnel;
e the remuneration outcomes for key senior personnel in the reporting period (i.e. the

remuneration received by the key senior personnel in the current year in “actual pay”
terms); and

! Available at http:

www.companydirectors.com.au/Representation/Policies+ And+Papers/2010.
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e the current entitlements of key senior personnel to future remuneration.
The proposal also involves:

e more specific requirements under these four broad headings (where appropriate) in
the Corporations Regulations; and

e the inclusion of a definition of “key senior personnel” in the Corporations Act
(consistent with the current definition of key management personnel in the
Australian Accounting Standards).

We consider reform of the requirements relating to remuneration reports is made more
pressing given the stated intention of the Federal Government to introduce a mechanism
whereby a sufficiently high negative vote on a company’s remuneration report triggers a
potential board spill mechanism (the so called “two strikes and re-election resolution”
proposal).2 Given the potential impact of such a mechanism on a company’s governance and
value, we believe it is of particular importance that requirements relating to remuneration
reports promote, and do not work against (as they currently do), the presentation of
remuneration information in a clear, concise and meaningful way.

What are the areas where the existing remuneration setting framework could
be revised in order to simplify the incentive components of executive
remuneration arrangements?

The proper alignment of executive and shareholder interests is important to the ongoing
success of companies, and the contribution businesses in turn make to the broader economy
through job creation, disposable income, retirement funding, investment opportunities, a
major source of Government revenue, and so on. As such, it is important to all Australians.

The Australian Institute of Company Directors believes it would be a grave policy error to
attempt to mandate simplification of remuneration incentive components. Such an
approach will inevitably have negative consequences for companies and their broader
contribution to the economy and society.

We note that a conclusion of the extensive Productivity Commission Inquiry into executive
remuneration undertaken last year was that legislation should not prescribe aspects of
executive remuneration packages (e.g. remuneration caps); rather, the focus should be on
enhancing the effectiveness of governance arrangements.? Further, the Commission
acknowledged the important role that boards play in determining appropriate remuneration
arrangements, as well as the likely negative consequences of a prescriptive regulatory
approach to remuneration arrangements.

We note that complexity in remuneration arrangements has arisen as a consequence of
various factors, including:

e A response to legislative requirements. In the United States, attempts to “cap”
particular elements of remuneration (whether through prohibition or adverse
taxation implications) have led to a “squeezing of the balloon” (i.e. payment of
remuneration in some other form) and greater complexity in remuneration

2 Joint Media Release from The Hon Chris Bowen MP, Minister for Financial Services, Superannuation & Corporate Law with
The Hon Wayne Swan MP, Treasurer, and Senator The Hon Nick Sherry, Assistant Treasurer, “Government Responds to the
Productivity Commission Report on Executive Remuneration”, 16 April 2010.

3 Productivity Commission Inquiry Report, Executive Remuneration in Australia, No.49, 19 December 2009.
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arrangements4 — with some of these practices subsequently being “imported” to
Australia. Further complexity is added in the Australian context as a consequence of
detailed “black letter” legal requirements relating to termination paymentss and
taxation of equity-based incentive grants® — making incentive payments and other
aspects of remuneration arrangements more complicated.

e Calls by shareholders and others for greater alignment between performance and
rewards, combined with the desire of the relevant executive to have a clear sense, in
advance, of likely remuneration outcomes under different scenarios.

¢ Companies seeking to demonstrate a comparative advantage to both executives and
shareholders in linking performance and rewards.

Some of the factors that are likely to add further to complexity of remuneration
arrangements include:

e Greater focus being directed (sometimes unduly) to adjusting remuneration bonuses
to take account of the risk impact of decisions made, as a response to issues
connected with the recent global financial crisis.

e The bonus clawback arrangements proposed by the Federal Government in April
2010.7

We believe there are overwhelming arguments against attempting to simplify remuneration
arrangements through legislative measures. These arguments include:

¢ Performance assessments are typically multi-dimensional in nature. Attempts at
simplifying incentive components will invariably weaken the linkage between
performance and reward.

e The design of remuneration arrangements is an important way in which companies
can show competitive advantage. Reducing the ability of companies to recognise and
reward excellent performance (due, for example, to simplified performance
indicators) will make it more difficult for companies to attract executives in the
market for corporate talent, particularly where companies are operating in the global
market for executive services.

e The appropriateness of particular remuneration arrangements may well vary from
company to company (depending, for example, on type of company, size, sector,
geographical reach, etc) and change over time. Such arrangements should be left to

4 In 1993 the United States Congress passed a law that stipulated only US$1 million of an executive's salary would be tax
deductible (Refer to the Omnibus Budget Reconciliation Act of 1993 (U.S.), Section 162(m) of the Internal Revenue Code (IRS
par. 9001B, sec. 1.162). This resulted in a “squeezing of the balloon” effect towards short term incentives and long term equity-
based incentives. See Martin Gritsch and Tricia Coxwell Snyder, “The impact of current tax policy on CEQ stock option
compensation: a quantile analysis”, Academy of Accounting and Financial Studies Journal, September 2005.

5 Refer to the Corporations Act, Part 2D.2, Division 2.

6 Current taxation requirements relating to equity-based grants in many cases effectively result in entitlements being “cashed
out” on cessation of employment. The Australian Institute of Company Directors and others (e.g. Regnan) have previously
argued that this taxation trigger point should be removed. This was also a recommendation of the Productivity Commission in
December 2009, but was rejected by the Federal Government in April 2010. Refer to Joint Media Release from The Hon Chris
Bowen MP, Minister for Financial Services, Superannuation & Corporate Law with The Hon Wayne Swan MP, Treasurer, and
Senator The Hon Nick Sherry, Assistant Treasurer, “Government Responds to the Productivity Commission Report on
Executive Remuneration”, 16 April 2010.

7 Joint Media Release from The Hon Chris Bowen MP, Minister for Financial Services, Superannuation & Corporate Law with
The Hon Wayne Swan MP, Treasurer, and Senator The Hon Nick Sherry, Assistant Treasurer, “Government Responds to the
Productivity Commission Report on Executive Remuneration”, 16 April 2010. It was noted that the Federal Government would
release a discussion paper exploring an additional proposal, not identified by the Productivity Commission, to “clawback”
bonuses paid to directors and executives where the company’s financial statements are materially misstated.
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evolve. For instance, currently some companies are looking at ways of deferring a
proportion of remuneration in order to allow the impact of executive decisions giving
rise to bonuses to become better known before bonuses are paid; but again we note
taxation arrangements are not helpful in this regard (see above).

e Boards and companies will be judged by shareholders as to the appropriateness of the
remuneration arrangements they put in place, including the extent to which there is
unwarranted complexity. In other words, the market has the capacity to discipline
boards (e.g. voting on remuneration report, director re-election process) and
companies (e.g share price impact) where there is too much complexity.

e To the extent there have been issues with the complexity of remuneration
arrangements, these have tended to be associated with particular top 100 listed
companies, reflecting in part the complexity of their activities and their global nature.
In the same way that it could be said that the Federal Government erred in
dramatically reducing the shareholder approval threshold for termination payments
for all companies regulated by the Corporations Act when the issue of large
termination payments tended to be associated with certain top 100 listed companies?,
we believe it would be wrong to contemplate legislative change that has a widespread
application in an effort to reduce complexity of incentive arrangements.

Some groups have advocated that relative total shareholder return is an appropriate basis for
determining executive rewards. While such a measure may be appropriate in some cases,
possibly in combination with other performance measures, we do not support it being
mandated; nor do we consider the measure represents a “silver bullet” for the difficulties
many companies face in setting executive remuneration. We note:

e The global financial crisis has highlighted that while a relative total shareholder
return measure is seen by some investors and others to be appropriate in “boom”
time, this view is not necessarily maintained in “difficult” times. In difficult times, it
is evident that many shareholders (particularly smaller ones) prefer rewards linked to
absolute total shareholder returns (i.e. where total shareholder returns fall in
absolute terms so do executive rewards) — notwithstanding that an executive, when
compared to his or her peers, may have demonstrated outstanding performance to
stop further losses. Such conflicting or changing views make it more difficult for
companies to put in place arrangements that are likely to be acceptable to all parties
under changed economic circumstances.

e Afocus on total shareholder returns (absolute or relative) alone may well promote
skewed decision making, such as short-termism. Conventional thinking tends to be
that multiple performance measures (with total shareholder returns commonly being
one) are often appropriate.

e Total shareholder returns (absolute or relative) as a performance measure may not be
appropriate for all executives, depending on the roles they serve in the company. In
some cases, for example, it may be more appropriate to tie an executive’s reward to
say, divisional outcomes.

e Even with relative total shareholder returns as a performance measure, there can be
complexities involved in determining peer groups, where there is deferral of rewards,
etc.

8 See the submission by the Australian Institute of Company Directors to Federal Treasury in response to the "Exposure Draft:
Corporations Amendment (Improving Accountability on Termination Payments) Bill 2009” 29 May 2009. Available at -
http://www.companydirectors.com.au/Representation/Submissions/2009/2009-

18+Submission+to+Treasuryv+on-+Exposure+ Draft+Corporations+Amendment+%28Improving+Accountability+on.htm
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How best to revise the legislative architecture to simplify the incentive
components of executive remuneration arrangements?

For the reasons outlined in the previous section, the Australian Institute of Company
Directors is strongly opposed to a revision of the legislative architecture with a view to
forcing (directly or indirectly) simplification of incentive components of executive
remuneration. As well as being wrong in principle, we believe, in light of attempts overseas
to limit various components of remuneration packages (see above), such an approach is
likely to have unintended negative consequences for the companies concerned, their
shareholders and the broader economy. We would also anticipate that companies and their
advisers would, legitimately, look for ways to work outside such requirements, in turn
creating further complexity.

We remain convinced, however, that repeal or simplification of certain existing requirements
as they relate to equity-based incentive schemes will assist in simplifying remuneration
arrangements, such as:

e removal of employment cessation as a taxation trigger point?. In this regard we
believe that CAMAC should lend its support to the recommendation made by the
Productivity Commission in December 2009 about removing the cessation of
employment trigger for the taxation of equity or rights that meet certain conditions.

e repealing the existing 12-month base salary threshold for shareholder approval of
termination payments and replacing it with a two-year total remuneration
threshold. This latter threshold would reduce the need for companies to include
additional terms in remuneration agreements, designed to address the severity of the
12-month base salary threshold (which is applied on a pro-rata basis in the first year
of employment).

The Australian Institute of Company Directors would be happy to elaborate on any of the
points made in this submission should this be required.

Yours sincerely

John H C Colvin
CEO & Managing Director

9 See the submission by the Australian Institute of Company Directors to the Productivity Commission in response to the
Commission's Issues Paper titled "Regulation of Director and Executive Remuneration in Australia”, 29 May 2010, at page 36.
10 See Recommendation 13 in the Productivity Commission Inquiry Report, Executive Remuneration in Australia, No.49, 19
December 2009, at page xxxix.

1! See the submission by the Australian Institute of Company Directors to Federal Treasury in response to the "Exposure Draft:
C}c})rpo}rations Amendment (Improving Accountability on Termination Payments) Bill 2009” 29 May 2009 (weblink provided
above).
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Dear Sir/Madam
CAMAC inquiry into aspects of Executive Remuneration

The BCA is pleased to make this submission to the Corporations and Markets
Advisory Committee’s (CAMAC) inquiry into simplification of reporting requirements
and incentive components of executive remuneration.

The BCA acknowledges that there are issues of public discussion around the
complexity of current executive remuneration disclosure but believe that it is
important to ensure that any policy responses regarding executive remuneration pay
proper regard to the central role that boards play in determining executive
remuneration - including in setting appropriate incentives to align remuneration with
meaningful measures of individual company performance appropriate to the
particular circumstances of individual companies.

Any moves to dilute the authority of boards to determine appropriate remuneration
structures — including incentive components - through overly prescriptive legislation
is to be avoided.

As with other inquiries (such as the Productivity Commission’s review of executive
remuneration), CAMAC has an important role to play in ensuring that public debate
and potential policy changes are based on a thorough understanding of the facts
about contemporary public company practice in Australia, respect of the proper role
and responsibility of directors and objective assessment of the potential costs and
adverse implications of adopting specific regulatory responses.

The government has stated that it is seeking CAMAC’s advice on how best to revise
legislative architecture to facilitate simplification of reporting requirements on
remuneration. In our view, CAMAC should consider a principles-based response to
this issue. Given the inherent complexities associated with reporting modern,
sophisticated incentive payment structures, it would be of significant concern if
CAMAC was to recommend a ‘prescriptive’ legislative approach to deal with those
issues.

Executive remuneration reporting and practices have evolved in Australia
significantly in recent years and should be given time to evolve further. The BCA
considers that effective, company-specific approaches need to be supported, not
discouraged or constrained by new regulations. The aim should be to promote for a:

Business Council of Australia
ABN 75 008 483 216
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e reporting requirements that are principles-based, allow flexibility for boards to
set remuneration arrangements to suit each company’s circumstances, and
provide clear and concise information for shareholders; and

e remuneration incentive packages that take into account the specific
circumstances and objectives of individual companies.

Simplification of reporting requirements

The government has asked CAMAC to:

e examine the existing reporting requirements contained in section 300A of the
Corporation Act and related regulations and identify areas where the legislation
could be revised in order to reduce its complexity and more effectively meet the
needs of shareholders and companies; and

e make recommendations on how best to revise the legislative architecture to
reduce the complexity of remuneration reports.

Many executive remuneration reports have become complex for shareholders and
the community to easily comprehend. Accordingly the BCA considers that there is
scope for improving useful information for shareholders.

A range of proposals have been developed to improve the legislated reporting
requirements of remuneration reports, and many of these were summarised in
CAMAC’s information paper. Various proposals have also been put forward by
groups such as the Australian Shareholders’ Association (ASA) and the Australian
Institute of Company Directors (AICD). The complexity of the issues surrounding this
debate, as well as the many views on improved reporting, highlight the difficulty
associated with detailed prescription.

The aim of simplification should be to ensure that clear and concise information is
provided on executives’ current and prospective future pay. However, the variety of
remuneration arrangements currently in place in Australia makes it difficult to
prescribe requirements to achieve meaningful or standardised disclosure.

Against this background, the BCA concurs with the AICD’s view that a principles-
based approach to remuneration reporting should be adopted. Principles make clear
the expectations for reporting, rather than the specifics. A principles-based approach
also allows boards to determine appropriate and meaningful information that enables
investors to make an informed assessment of remuneration practices.

There are a range of salient issues that need to be acknowledged in the area of
remuneration reporting.

For example, the Productivity Commission in its final report on executive
remuneration recommended that remuneration reports should include:

e aplain English summary of remuneration policies; and

e disclosure of actual remuneration received and total company shareholdings
of individuals identified in the report.
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The government supported this recommendation and requested CAMAC’s advice on
how best to revise legislation to reflect these reporting features.

The BCA supports the reporting of ‘actual’ remuneration received by executives.
However, caution must be taken to ensure that legislative requirements for reporting
retain the flexibility to report on the individual circumstances of an organisation and
its executives. For example, ‘actual remuneration’ will often be delayed by a year
following the remuneration report, because determination of bonuses and long term
incentives may not be settled by the time the remuneration report is published.

Accordingly, it should be the role of companies to ensure that there is clarity around
reporting of remuneration and the role of policy makers should be to ensure that
legislation facilitates appropriate flexibility in this reporting. The BCA believes that
the current legislative framework largely achieves this objective.

CAMAC should also be mindful that many apparently appealing proposals in this
area can, on closer inspection, lead to more confusion and lengthy explanations.
For example, the Productivity Commission recommended that the remuneration
report include total company shareholdings of individuals in the report
(Recommendation 8). Care must be taken to ensure that requirements to report
aggregated shareholdings leads to useful information being disclosed. For example,
the retirement of one executive who holds a significant parcel of shares will cause
the reported aggregate shareholding to decline. Unless explained in detail,
shareholders might be misled into thinking that the executive team, as a whole, was
reducing its holdings in the company.

The Productivity Commission recommended that a ‘plain English’ summary of the
remuneration report be prepared (Recommendation 8). The BCA supports the
objective for reports to be drafted in ‘plain English’. However, the BCA considers that
it may be difficult to define ‘plain English’ appropriately in legislation or guidance.
Such a requirement may effectively require companies to obtain legal advice to
ensure that reports are drafted in ‘plain English’.

Introducing the requirement that a summary of the remuneration report be prepared
may not achieve the intended aims. In the BCA’s view, the concept of a summary
document could raise further questions about whether additional layers of reporting
will actually achieve improved clarity for shareholders. Past experience has
demonstrated that adding reporting requirements can instead merely increase the
number of pages of reporting. For example, concise annual reports have proven to
have had varying degrees of success, as they have been seen to add an additional
layer of reporting burdens and costs and have not necessarily benefited
shareholders.

Further questions remain, such as whether a summary document must have the
same auditing requirements under the accounting standards as the bulk of the
remuneration report. Even if auditing is not legally required, most companies may
feel compelled to seek auditor sign-off to ensure consistency with the full
remuneration report, thereby adding compliance effort and costs to annual
remuneration reporting. The length and detail currently required in remuneration
reports is very often driven by the requirements of auditors that full descriptions of
employee reward schemes and their salient rules are contained in these reports,
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even for relatively minor or legacy elements of the company’s overall remuneration
arrangements.

The CAMAC information paper summarises guidance and legislative reporting
requirements from within and outside Australia. The BCA would be very concerned if
legislative arrangements from for example, the United States, were to be
recommended for Australia, given Australia’s comparatively good performance in
corporate governance. Australia has a good record of corporate governance, with a
unique and well respected regime which incorporates legislation and an ‘if not, why
not’ reporting approach through ASX Corporate Governance Council Guidelines. The
Productivity Commission found in their final report on executive remuneration that
“‘while there had been rapid growth in executive pay (prior to the global financial
crisis), the evidence does not indicate widespread failure in remuneration-setting
across Australia’s 2000 listed companies, nor significant adverse impacts on the
performance of the corporate sector as a whole.”

It would be erroneous for Australia to follow the path of great prescription, such as
that outlined in the United States legislative reporting framework, and in particular
the reporting of the CEO pay as a proportion of the median annual total
compensation of all employees of the issuer. These types of requirements go
beyond simplification of reporting requirements and instead raise consideration of
issues such as quantum, salary caps and proportions of average earnings that have
already been considered through the Productivity Commission inquiry. The
Productivity Commission found that a “key contributor to growth (and recent fall) in
executive pay has been the strong shift to performance-based remuneration,
especially (long-term) equity-based incentives. This change has been motivated by
the need to align the interests and actions of CEOs and senior executives with the
longer term interests of companies and their shareholders. This trend has been
particularly marked for the largest companies.”

Reporting of proportions of pay relative to average earnings may be meaningless
unless it properly acknowledges the risk-based nature of significant elements of
modern incentive pay. Again, under a properly designed, performance-linked
remuneration structure, total pay (base pay and incentive/’at risk” pay) may vary
significantly from year to year—up or down. These changes would inevitably require
lengthy explanation if they are to avoid confusing both casual or professional readers
alike. Proportional reporting may also deter performance-based pay and lead to de
facto limits on executive remuneration. The Productivity Commission stated that
“prescriptive pay constraints (such as caps) are not called for, as they would be
impractical, weaken the role of boards and have perverse economic
consequences.” It would therefore be very damaging to the economy to be revisiting
issues that have already been dealt with by the Productivity Commission in this
CAMAC inquiry.

The BCA considers that the usefulness of information relating to executive
remuneration for shareholders will depend on the detail and definitions contained in
the requirements.

! Productivity Commission 2009, Executive Remuneration in Australia, Report No. 49, Final Inquiry
Report, Melbourne, p 357.
2 Productivity Commission 2009, Executive Remuneration in Australia, Report No. 49, Final Inquiry
Report, Melbourne, p 358.
3 Productivity Commission 2009, Executive Remuneration in Australia, Report No. 49, Final Inquiry
Report, Melbourne, p 357.
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Simplification of incentive components

The government has asked CAMAC to:

e examine where the existing remuneration setting framework could be revised in
order to provide advice on simplifying the incentive components of executive
remuneration arrangements; and

e make recommendations on how best to revise the legislative architecture to
simplify the incentive components of executive remuneration arrangements.

The BCA does not believe that simplification of incentive pay structures is a matter
that warrants any new regulation or legislation at present.

It is important to recognise that business must offer attractive incentives to secure
and retain talented executives and future leaders. Increased forces of globalisation,
including the prospects of pursuing employment opportunities overseas have been
increasingly relevant factors for Australian executives especially within the
professional services, resources and financial sectors. In this environment,
Australian companies seeking to attract and retain skilled workers must be able to
offer globally competitive conditions and remuneration packages — both in terms of
structure and quantum — for all executives. This important consideration should, in
the BCA'’s view, take precedence over any felt need to mandate simplification for pay
arrangements.

The quantum of executive pay rather than its complexity appears to be at the heart
of community concerns about remuneration. A critical issue for boards is, therefore,
the need to align executive remuneration to meaningful measures of company
performance that boards consider to be of most importance to the company’s
circumstances. These circumstances may change, sometimes significantly, from
year to year.

As with any commercial negotiation, the amount and structure of remuneration will
reflect a risk—return trade-off. Within this context and against the backdrop of the
broader market considerations discussed above, a company board has to determine
four key issues:

e The split between fixed and performance-based (or ‘at risk’) pay.

¢ Within performance-based pay, the split between long-term and short-term
incentives.

e The nature of performance hurdles or benchmarks.
e The form of any reward (cash, shares, options).
¢ Entitlements associated with termination in various circumstances.
The key aspect of the debate is how to better link an executive’s variable or ‘at risk’

remuneration with those factors that drive company performance over which
executives have the ability to influence. This is not a simple exercise.
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Inevitably a diversity and indeed complexity of measures and targets will be required
within and across companies. This should not be surprising. Large companies are
complex as are the vast majority of contracts that relate to their operation. This
raises the vexed issue of how to ensure that there is clarity around performance
incentives and hurdles and how to foster a broad understanding by shareholders of
remuneration priorities, strategies and outcomes when many of the targets a board
may set are commercially sensitive and would if made public provide information to
competitors that may damage the company to the disadvantage of shareholders.

Non-professional shareholders often assume that pay should mirror company share
price and that share price is the proper measure of management performance. This
is often not the case, especially over short periods (under 2-3 years). Share price
may be driven by investor sentiment to the company’s sector or industry, or general
economic conditions rather than the financial performance of the company in any
given period. Moreover, many of the objectives set by boards may reflect long-term
strategies that will not be reflected in financial performance in any given period.

It is generally understood that the goal of simplification of incentive arrangements is
to drive more clearly aligned outcomes. However, there is a significant risk that
legislative measures designed to simplify arrangements will result in more
prescription and will cause companies and executives alike to instead view incentive
arrangements as too difficult with the result that the highly desirable emphasis on
performance-linked/"at risk” pay will be reduced.

For example, there are a range of equity-based instruments that may be use to align
the interests of executives with shareholders, such as shares, options or share
appreciation rights. Recognising the range of the possible instruments, the
Productivity Commission in its recent review of executive remuneration highlighted
that:

“.there is not a simple answer to the question of what the ‘right’ equity-based
instrument is. A remuneration structure that works well at one company might
prove disastrous at another. And what works well for an individual company
at one point in time might not at another. Choosing the best equity-based
instrument/s therefore requires careful consideration of the company’s
circumstances.””

Performance hurdles are equally complex, with a range of methods of linking
payments to specific performance benchmarks. Experience shows that efforts to use
common and more widely understood metrics (such as total shareholder return or
relative total shareholder return) do not always produce the desired results.

For example, as share prices have fallen, using measures such as relative total
shareholder return as a performance benchmark may in fact reward volatility and
market ‘catch-up’ rather than management out-performance. In contrast, in a rising
market, relative total shareholder return is seen as being superior to total
shareholder return, which simply rewards all for market momentum.

4 Productivity Commission 2009, Executive Remuneration in Australia, Report No. 49, Final Inquiry
Report, Melbourne, p 193.
5 Productivity Commission 2009, Executive Remuneration in Australia, Report No. 49, Final Inquiry
Report, Melbourne, p. 198.
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Similarly, it is also often difficult to prescribe appropriate proportions of the
components of pay (such as fixed, short-term, long-term and bonuses). For example,
while some have argued, on the basis of simplicity, for a return to a greater
proportion of fixed pay, it is hard to see how this achieves a strong alignment with
long-term shareholder interests.

Whilst the Productivity Commission recognised that simplicity around incentives
could have advantages, they also noted that companies are different and that
simplification of incentive arrangements is therefore a risk, stating:

“prescribed’ or standardised pay structures might not be helpful in promoting
improved performance (in much the same way that imposing standardised
investment strategies across all companies would not be appropriate), yet
could also be driving unnecessary complexity.”

The recent changes to the taxation arrangements for employee share schemes,
provides an example of how greater prescription has acted to discourage
businesses, both large and small, from using equity options.’

Share options have in the past been particularly important for start-up companies.
Start-ups have traditionally used deferred payment alternatives as a mechanism to
encourage investment and attraction of skilled executives where payment of cash
salaries is not a viable option. There is evidence, however, that the new taxation
arrangements may be discouraging the use of options, with risks to entrepreneurship
and innovation.

Given the various complexities in determining superior performance, there is a
strong case to be made for the continuing unfettered authority of boards to determine
the details around equity-based incentives, including the size and quantum of at-risk
payments.

There is already considerable guidance available to boards in considering the
appropriate structure of incentive arrangements, including for example guidance
provided by the Australian Prudential Regulation Authority (APRA).2 However, APRA
recognises the primary role of boards in establishing executive remuneration
packages stating that “APRA’'s modus operandi is to let companies work out their
own approach, within the ambit of APRA's prudential standards, and for APRA then
to challenge any company which is not, in APRA's opinion, operating appropriately.”

It is with this in mind that the BCA would be deeply concerned if CAMAC were to
recommend legislation to develop a ‘prescriptive’ regime to deal with incentive
arrangements. Businesses and their commercial objectives differ and change over
time and therefore incentive arrangements must be capable of flexibility to suit
different circumstances. This important principle should override a desire for
simplicity or standardisation of executive remuneration arrangements.

6 Productivity Commission 2009, Executive Remuneration in Australia, Report No. 49, Final Inquiry
Report, Melbourne, p. 219

7 Patrick Durkin, ‘Companies opt out of option rewards’, The Australian Financial Review, Monday 26
July 2010, p. 5

8 Chapter 5, CAMAC information paper

% John Trowbridge, ‘Executive Remuneration The Regulatory Debate’, Executive Member APRA, 2009
Remuneration Forum, CGI Glass Lewis and Guerdon Associates, Sydney, 16 March 2009
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| trust that you find this submission useful.

If you have any questions or comments, please contact Ms Leanne Edwards,
Assistant — Director, Regulatory Affars on (03) 8664 2614 or
leanne.edwards@bca.com.au.

Yours sincerely

@%—7

Graham Bradley AM
President
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13 August 2010

Mr John Kluver

Corporations and Markets Advisory Committee
GPO Box 3967 .

SYDNEY NSW 2001

E-mail: john.kluver@camac.gov.au

Dear Mr John Kluver
Executive Remuneration - Information Paper - July 2010

Macquarie Group Limited (Macquarie) would like to contribute to the review the Corporations and Markets
Advisory Committee (CAMAC) is undertaking at the request of the Minister for Financial Services,
Superannuation and Corporate Law, Mr Chris Bowen.

Macquarie’s remuneration framework has delivered superior shareholder returns over many years by
aligning the short and long-term interests of staff and shareholders, and by attracting and retaining high
quality people. While the principles have remained, the framework has been amended and has evolved in
line with market conditions over the years.

Macquarie supports the increased debate on reporting of remuneration. Australia is already well regarded in
its remuneration disclosure practices.

To this end, Macquarie advocates:
e A principles-based approach
¢ Boards should have discretion to determine how executives should be remunerated
* Regulation should not dictate the type of incentive scheme a company should implement
e Simplification of the Remuneration Report needs to be considered against the backdrop of the
requirements of all shareholders, some of whom want the detail.
e The legislative architecture should support good remuneration practices

The supporting paper provides details to support these points.
We appreciate your consideration of this paper.

. Please do not hesitate to contact me or Nicole Sorbara on 8237 5015 if you wish to discuss this letter in
more detail.

Yours sincerely

M o

Dr-Helen Nugent AO
Chairman, Board Remuneration Committee
Macquarie Group Limited

Macquarie Group Limited is not an authorised deposit-taking institution for the purposes of the Banking Act 1959 (Cwth), and its
obligations do not represent deposits or other liabilities of Macquarie Bank Limited ABN 46 008 533 542 (MBL). MBL does not
guarantee or otherwise provide assurance in respect of the obligations of Macquarie Group Limited.
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Executive Summary

Macquarie supports the effort to reform Executive Remuneration advocated by the Productivity
Commission, APRA and other regulatory bodies.

While there has been significant debate as to what will make remuneration reporting simpler and
more transparent, varied views exist on items to be included/deleted and the nature of what is
disclosed. This is to be expected given the different needs of different interest groups.

Macquarie considers that, subject to considerations of risk, regulation should not dictate the type
of incentive scheme a company should implement, nor should it restrict or diminish the flexibility
of companies to attract, retain and motivate employees to achieve improved company
performance.

It is important that company Boards and remuneration committees develop incentive schemes
which are appropriate to their circumstances having regard to risk and which are aimed at driving
superior executive performance which in turn drives shareholder returns.

Macquarie advocates a principles-based approach to remuneration, with responsibility resting
with Boards and remuneration committees to implement incentive schemes to suit their particular
circumstances.

In turn, shareholders should be provided with sufficient information in the Remuneration Report
to be able to evaluate a company’s remuneration policy and remuneration outcomes in light of the
company’s performance.

Remuneration reporting should be useful, understandable and transparent. In this context
Macquarie acknowledges that a fine line exists between report readability and length, with the
need to balance transparency and simplicity.

However, a prescriptive approach to incentive schemes or remuneration reportin g does not ensure
that remuneration packages are appropriately structured nor does it simplify the process.
Moreover, it ‘might possibly result in perverse outcomes such as has occurred with overseas
interventions.
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Detailed Response

Macquarie has considered the Minister’s request for advice and would like to present the
following comments on the items identified by the Minister.

REMUNERATION REPORTING

Examine the existing reporting requirements contained in section 300A of the Corporations Act
and related regulations and identify areas where the legislation could be revised in order to
reduce its complexity and more effectively meet the needs of shareholders and companies.

Make recommendations on how best to revise the legislative architecture to reduce the
complexity of remuneration reports.

e Macquarie does not consider that any significant changes are required to the existing
reporting requirements for Remuneration Reports. However, there are some amendments
which may be useful to meet the needs of shareholders. Each of these suggestions is
outlined in further detail below.

e Macquarie supports the Government’s efforts to make Remuneration Reports more
concise, useful, readable and transparent.

e However, as acknowledged by the Productivity Commission, tension exists between
report readability and length, with the need to balance transparency and simplicity.

¢ Different companies have different shareholder bases, with different types of shareholders
having different needs. From Macquarie’s perspective, there is a need to focus on the
needs of both retail and institutional shareholders as well as regulators, investors and
other stakeholders. ‘

e Macquarie supports in principle the idea of including a plain English summary of a
company’s remuneration policies, primarily for the benefit of retail shareholders. At the
same time the needs of institutional investors should be met through greater detail.

. Maéquarie supports individual remuneration disclosures being limited to Key
Management Personnel (KMPs).

® Macquarie does not take the view that the Remuneration Report should be radically
reduced in scope. Our consultation with institutional shareholders would suggest they are
supportive of the richness of data reported and disclosures made. Institutional
shareholders continue to express greater interest in the detail behind remuneration
arrangements, policies and the accounting quantum of remuneration.

e The government in its response to the recommendation in the Productivity Commission
report has indicated that it will introduce various changes to simplify the disclosure
requirements of the Remuneration Report. One foreshadowed change is the requirement
to disclose the actual levels of remuneration received by the individuals named in the
Remuneration Report. Macquarie does not consider it appropriate to mandate that actual
pay received in the current year should be included in the Remuneration Report.

e Most organisations consider and structure executive remuneration to reward, motivate,
and align the interests of shareholders and executives. One of the key aspects of the
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Remuneration Report is the link between performance and reward. This is critical to
shareholders to understand whether:
- the remuneration granted is fair in relation to the performance achieved;
- the Board is achieving its function in setting effective executive remuneration
and;
- the remuneration structures and awards are aligned with the interests of
shareholders.

® Boards generally consider the actual pay awarded in relation to the individual’s
performance, financial results and other factors, when setting levels of executive
remuneration for a given individual in any given year.

e Macquarie’s view is that the actual pay awarded in the current year should be included in
the Remuneration Report. This will enable shareholders to see how the remuneration
awarded is aligned with the current year’s performance.

® Actual pay awarded would include any remuneration approved by the Board for an
individual’s performance in a given year. This would show fixed remuneration,
variable/and or performance based remuneration, equity awards and any other incentives
granted in the year.

e The conditions, restrictions, vesting and other relevant factors should continue to be
disclosed in their relevant sections of the Remuneration Report.

® Macquarie does not consider that it is appropriate to mandate that actual pay received in
the current year should be included in the Remuneration Report.

e While many companies consider performance-based incentives in two broad categories:
Short term incentives (STIs) and Long term incentives (LTIs), this is not universally the
case. For an organisation like Macquarie, the main form of performance-based
remuneration is profit share, of which, a significant portion is deferred and vests over
seven years. As a result, actual pay received may include current year fixed and short
term performance-based remuneration as well as remuneration deferred from the previous
seven years.

e The actual pay received, being broadly cash received and awards vested in the current
year (in relation to remuneration awarded in prior years), is not the main focus of Board
decision making regarding remuneration.

e For deferred remuneration, a number of factors may change during the vesting period, for
example the economic climate, market conditions and the composition of the Board. The
actual pay received approach will include deferred awards when they vest. Therefore,
there is no alignment between current year company performance and remuneration.

e It is worth noting that remuneration reporting in the United States has recently shifted to
reporting actual remuneration awarded and approved by the Board. This would include
the total value of fixed, short and long term incentives awarded in that year. The structure,
delivery, performance hurdles and vesting would be detailed in supporting schedules.

e Appendix 1 includes a summary of suggested items for inclusion in the Remuneration
Report.
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e Accounting values of remuneration continue to be an important element in the
requirements of institutional shareholders. Thus, it is Macquarie’s view that this
information should be included in the Financial Report of the Annual Report on an
individual basis, for KMP’s,

e This may reduce confusion for some shareholders attempting to understand complex
accounting concepts, while still providing the data to those shareholders interested in the
statutory values required to perform analysis on the financial statements.

REMUNERATION ARRANGEMENTS

Examine where the existing remuneration setting framework could be revised in order to
provide advice on simplifying the incentive components of executive remuneration
arrangements.

Make recommendations on how best to revise the legislative architecture to reduce the
complexity of remuneration reports and simplify the incentive components of executive
remuneration arrangements.

Macquarie considers that a principles-based approach with Board discretion is the best approach.
No significant changes are required to the legislative architecture to simplify remuneration reports
or executive incentives. Further detail is outlined below.

¢ In recent years, executive remuneration practices have come under close scrutiny from
governance groups, regulators, governments, politicians and the broader community due
to the significant changes in global financial markets.

e Numerous initiatives have been launched globally with a number of common themes as to
what constitutes a good principles-based remuneration framework including:

- Incentive arrangements should align with shareholder interests.

- Incentive arrangements should align with prudent risk taking and should not reward
excessive risk taking.

- A significant portion of performance-based remuneration should be deferred and
remain at risk.

- Termination benefits should not reward poor performance.

- Companies should have a formal, written remuneration policy approved by the Board.

- Companies should have an independent Remuneration Committee which is
responsible for ensuring that remuneration policy is appropriate.

- A separate remuneration policy for non-executive directors and executive directors
should be in place.

e A principles-based approach allows organisations flexibility to respond to a global and
domestic marketplace and their individual company circumstances, while recognising and
managing risk.
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A prescriptive approach will not simplify remuneration arrangements and in fact may
have unintended consequences such as curtailing a company’s ability to respond to
changing market factors. Perversely, it may also drive up remuneration levels.

A principles-based approach is consistent with guidance from financial services
regulators such as APRA and the Financial Stability Board, following the Global
Financial Crisis.

Generally, regulators are concerned with the risks created by the structure of
remuneration arrangements, not with the absolute amounts of remuneration or specific
instruments, which remain a matter for remuneration committees and Boards.

Prescriptive regulation may make Australian companies less globally competitive for
talented executives.

Macquarie considers that adopting a principles-based approach would enhance the
remuneration framework, provide greater transparency and strengthen the relationship
between the interests of a company’s executives and the interests of shareholders.

A one size fits all approach to incentive arrangements is not appropriate. For example,
even the simple short-term incentive, long-term incentive approach does not work equally
well across all industries. Different industries have different time horizons. At
Macquarie, a significant portion of what may classically be described as STI - the annual
profit share allocation - is deferred for up to 7 years. In other words, the supposed STI
has the characteristics of an LTL

Boards are best placed to assess both the level of remuneration that needs to be paid to
attract and retain executives, and how remuneration should be structured to recognise risk
and ensure returns to shareholders are sustainable over the long term.

Boards also need to have the ability to respond to both individual company circumstances
and the environment in which the company operates.

A prescriptive approach may restrict the Board’s ability to adapt their remuneration
arrangements to suit their particular circumstances (lifecycle, growth plans,
environmental factors, market conditions and risk profile), i.e. a company in a growth
phase may have different remuneration arrangements to a well established company.

The legislative architecture should support incentive arrangements that comply with the
general principles advocated by the various governance groups and regulatory bodies as
set out above.

The legislative architecture that governs remuneration arrangements is broad and covers
employment law, tax law and corporation and securities law, as these all influence how
incentive arrangements are designed.

Macquarie would like to draw attention to areas where the legislative architecture is not
aligned with the remuneration framework or areas where best practice remuneration
incentives place an additional administrative burden on companies.
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The taxation of employee share schemes on termination of 'emplovment

Under the tax legislation covering employee share schemes, termination of employment
triggers a tax event for employees, even in circumstance where vesting is deferred beyond
termination of employment.

Like many global financial services regulators, shareholders consider that good
governance practice requires companies to retain profit share amounts post termination to
maintain alignment and ensure that executives consider the long-term consequences and
implications of transactions post employment.

To avoid placing employees in an adverse cash-flow position, both APRA and the
Government’s Consultation Paper, released subsequent to the Budget legislation, suggest
that companies allow partial vesting of shares to enable realisation of funds to pay that tax
on cessation of employment.

This suggestion is flawed because it will reduce alignment with shareholders during the
vesting period post termination as alignment would be on a post-tax rather than pre-tax
basis.

In addition, there could be circumstances where a determination is subsequently made not
to vest amounts post termination, yet the employee will already have received some
shares to cover tax liabilities. For example, at Macquarie, during a period of up to 2 years
post termination, a determination can be made not to vest shares if it is found that the
employee has committed a disqualifying event (e.g. fraud). If some shares have already
been released, it will be difficult and expensive to recoup these funds. This is not in the
best interests of shareholders.

Corporations and Securities laws

ASIC provides limited exemptions from some of the regulatory burdens that can
otherwise complicate the offering of company shares to staff (Class Order 03/ 184). For
example, ASIC gives relief from the obligation to make certain share scheme offers under
a prospectus or product disclosure statement, and relief from provisions of the Australian
Financial Services licensing and disclosure regime.

One of the conditions of this relief is that no more than 5% of the company’s shares are
issued under the ASIC Class Order 03/184. This cap was set in 1994 to balance the
encouragement of staff share offers against the risk that staff plans would be used for
fundraising. The cap has for some time presented difficulties for listed companies with a
large workforce or strong staff equity alignment principles.

With the increased regulatory emphasis on delivering remuneration in the form of equity,
this very low cap should be increased to ensure the relief offered by Class Order 03/184 is
not eroded. Other outstanding technical issues under Class Order 03/184 should also be
clarified or resolved through this review.

ASIC also provides relief from the Corporations Act prohibition against subsidiaries
acquiring parent company shares. This relief is critical for funds management businesses
which need to acquire shares in their listed parent as part of normal trading by the
business’ funds (e.g. index funds).

One of the standard conditions of this relief is that the aggregate interest in shares of a
listed company held by its subsidiaries does not exceed 5% of the company’s total issued
share capital.




Macquarie Group Limited

*  One aspect of all staff share schemes is that they are deemed to give the parent company a
“relevant interest” in its own shares through its ability control disposal of shares (e.g.
where shares are forfeited). As a result, this cap will increasingly create difficulties for
listed companies as they deliver more remuneration in the form of shares. We submit that
this cap should be increased with adequate market protection provided through normal
substantial holder disclosure disclosures.
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Appendix 1
Suggested inclusions in Remuneration Report

¢ Executive summary
¢ Remuneration Framework/Policy
Description of the remuneration framework, including the key elements, the underlying
principles and evolution over time.
¢ Remuneration Governance
Description of governance framework managing and monitoring executive remuneration,
description the Board oversight process, the function and responsibilities of the Board
Remuneration Committee, and details of the remuneration approval framework.
¢ Remuneration strategy
Description of the goals of the remuneration policy and the remuneration arrangements
implemented to achieve them.
e Performance and pay link
Description of how performance goals and remuneration strategy are aligned, description
-of alignment to shareholder goals and discussion of remuneration components and tools
used to achieve this. Explanation of how remuneration arrangement are delivering
performance outcomes including relevant benchmarking against peers
¢ Incentives
Discussion of remuneration incentives, structures including
o fixed remuneration,
variable performance based remuneration,
delivery and retention of performance based remuneration
investment of retained amounts
vesting schedules
performance hurdles
minimum shareholding requirements and
significant contractual termination arrangements.
¢ Remuneration outcomes
Remuneration table for KMPs outlining remuneration awarded, including fixed salary,
total performance based incentives split by category, for the current and previous year.
¢ Non-executive director policy and outcomes
Description of the non-executive remuneration policy, details of current and previous year
fees and shareholding requirements.

O 0000 0O
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Mr John Kluver By email
Executive Director

CAMAC

Level 16

60 Margaret Street

SYDNEY NSW 2000

john kluver@camac.gov.au

Submission on Executive Remuneration Information Paper

We have pleasure in submitting Freehills’ Head Office Advisory Team’s comments on
CAMAC's Executive Remuneration Information Paper.

The Head Office Advisory Team (HOAT) supports the simplification of remuneration reporting
requirements and supports legislative change that would facilitate simpler incentive
arrangements and disclosures.

However, we would take care to distinguish between ‘simpler laws’ to facilitate incentive
arrangements and ‘simpler incentive arrangements’. We do not support direct regulation of
the form, size or structure of incentives. We strongly believe that companies should retain the
ability to reward and incentivise their personnel in the way that is most appropriate for their
particular circumstances.

1

Identify areas where the Corporations Act and related regulations could be
revised to reduce complexity, duplication and more effectively meet the needs
of shareholders and companies

The current legislative framework results in undue complexity and duplication of
remuneration disclosures and excessive compliance costs for companies (and
ultimately their shareholders). We make the following comments and
recommendations.

1 Ensure all remuneration reporting obligations are contained in the one piece
of legislation. If all obligations are shifted to the Corporations Act, repeal the
associated provisions in the Corporations Regulations and expressly state
that AASB 124 does not apply to companies who report against the
Corporations Act requirements.

2 If sections 300 and 300A of the Corporations Act are retained, ensure that
the required disclosures regarding shares, options and rights correspond so
that compliance with s 300A will automatically result in compliance with s
300.

3 Allow cross-referencing to earlier reports (other than when comparative
information is expressly required). If a company has reported something in

Doc 58866342

101 Collins Streat Melbourne Vie 3000 Australia Telephone +61 3 9288 1234 Facsimile +61 3 9288 1567
GPO Box 128 Melbourne Vic 3001 Australia www freghills.com DX 240 Melbourne
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respect of a prior financial year, it should not be required to report the exact
same thing in a future financial year.

Limit disclosure ‘requirements’ to clear, measurable concepts.

Allow companies to make voluntary decisions regarding the level of
disclosure they make on broader concepts such as ‘policy’. Companies are
likely to voluntarily elect to make such disclosures, as they need to ‘explain’
the hard reportable numbers to their stakeholders. Mandating disclosure of
‘soft’ concepts such as ‘policy’ tends to result in companies preparing
boilerplate answers that provide little insight.

Do not create unnecessary overlap by using unnecessarily broad concepts
or definitions.

A solution may be to redraft s 300A in a “checklist” format.
Limit mandatory disclosures (for listed companies) to the following items:

. the “actual’ value of remuneration that is paid or becomes
‘realisable” (i.e. vests) in each financial year (to be valued at the
time the remuneration is paid or first becomes realised);

. the conditions and vesting periods of any incentives granted during
the year and the value of those incentives at the date of grant;

. whether key management personnel are prohibited from hedging
their incentives;

. movement during the year in the number (but not the accounting
value) of shares, rights and options held by each key management
person under an employee incentive scheme;

. a description of any change during the year to the conditions or
vesting periods of any unvested incentives or any other change to
the arrangements between the company and a key management
person that would materially affect remuneration in a future period,;
and

] termination entitlements.

Legislative changes to facilitate simpler incentive arrangements

Ensure the tax legislation facilitates simple best practice arrangements

® The complexity of current remuneration arrangements is often
driven by tax considerations. The need to structure an offer so that it
qualifies for tax deferral can result in distorted structures for
employee incentive schemes.

. Having said that, taxation is critical to employee incentive schemes -
equity can lose its attraction as an “incentive” if employees are
taxed before vesting (and before the employee is able to sell a
sufficient number of shares to cover any tax liability that arises in
respect of them).

. For this reason, cessation of employment should no longer be a
“taxing point” for unvested shares granted under an employee share
scheme. The current taxing point encourages early vesting on
cessation of employment and discourages “best practice”

page 2
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arrangements (recommended by APRA and the Productivity
Commission) whereby unvested shares remain on foot after
cessation and only lapse or vest if the original performance
conditions are achieved in due course.

Remove unnecessary regulatory “blockers” to straight-forward share-based

compensation

New offers to the public of securities and other financial products
are heavily regulated under the Corporations Act, and for good
reason. In essence, those provisions were drafted to protect
members of the public from using their own money to purchase
stock in “unknown” third party companies who solicited their capital.
The relationship between employees and their employer company
is obviously quite different, particularly where the financial product
being offered is a free “bonus”.

One of the factors complicating current incentive arrangements is
the need to comply with the Corporations Act requirements that
apply to new offers to the public of securities and other financial
products. Freehills acknowledges that there are currently various
exemptions provided for under the Corporations Act and in ASIC
Class Order 03/184, which allow companies to issue securities
under employee incentive schemes to both directors and
employees. However, Freehills believes that these exemptions
(and ASIC Class Order 03/184) are in need of ‘revisiting’, as they do
not extend to a number of ‘ordinary’ equity incentive grants and
create a number of anomalies.

Amend the law so that (subject to an overriding requirement that no
offer to an employee may be misleading or deceptive) employee
incentive schemes are entirely exempted from the following aspects
of the Corporations Act:

. any requirement for a prospectus or other disclosure
document to accompany the offer;

. any requirement for the offeror to hold a financial services
licence;

D any of the managed investment scheme provisions that
could arguably be applicable;

. the hawking laws; and

. for cash-settled share-based payments, the provisions
applicable to derivatives.

Such an exemption could be limited either by amount (grants to
employees worth not more than $X) or size (grants which, in
aggregate, do not exceed 5% of the company’s issued share capital).

3 Modify the termination benefits legislation

Some anomalies in the new termination benefits legislation have the
potential to complicate remuneration arrangements.

The unfortunate drafting in the new legislation has resulted in
confusion over its intended application and unforseen
consequences,

page 3
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The unintended impact of this legislation has been that corporations
are seeking alternative ways to pay ‘standard’ benefits to departing
employees because the new legislation prevents them from doing
so. (Itis not uncommaon for senior executives to have contracts that
allow them 12 months base salary, pro rata STI and pro rata LTI if
they depart as a good leaver).

The most obvious example of measures being taken is a move
towards increasing base salaries and decreasing grants of equity
incentives. This trend is directly contrary to modern concepts of
‘good governance’ which encourage senior executives having ‘at
risk’ remuneration and ‘skin in the game’.

A particular problem with the new termination benefits legislation is
that the new termination benefits cap is relevant for lower-level
employees who serve as directors of subsidiaries (for instance, an
overseas employee who sits on the board of a foreign incorporated
operating subsidiary simply to satisfy a requirement to have at least
one locally-resident director), and could unfairly impact “bonus”
entitlements paid to long-serving lower-level employees when they
retire from positions with only moderate incomes.

There are other problems with the legislation that could distort
remuneration arrangements, including:

- the cap being calculated by reference to average annual
base salary in the three years prior to termination — this
means that any employee entitled to a standard 12 month
severance payment will exceed the cap if they receive even
a nominal salary increase in any of the three years before
they cease employment; and

. the cap being “pro rated” in the first year of service -
employees who are terminated without fault in the first year
of service have a logical claim to a significant severance
payment given the disruption to their professional lives (often
in circumstances where they have may have given up other
employment to take up the position).

One simple solution would be simply to increase the statutory cap
from “12 months base pay, averaged over the past 3 years” to “12
months total remuneration, calculated at the date of departure”.
Another might be to expressly limit the application of the provisions
to the key management personnel of listed companies.

If you have any queries, please contact Priscilla Bryans on 03 9288 1779 or Garth
Riddell on 02 9322 4780.

Yours sincerely

Freehills Head
13 August 2010

Office Advisory Team
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Attention: John Kluver

Executive Remuneration Inquiry
Corporations & Markets Advisory Committee
By email: john.kluver@camac.gov.au

13 August 2010

Thank you for the opportunity to comment on the Corporations & Markets Advisory Committee's
(CAMAC) review of executive remuneration disclosure issues. 1SS Governance Services, formerly
RiskMetrics, is the world’s largest governance advisory firm, providing governance research to
institutional investors in Australia and around the world.

ISS notes that CAMAC has not put forward any discussion points or potential reform proposals of its
own in relation to the disclosure of executive remuneration by Australian listed companies. The
information paper released by CAMAC in July 2010 summarises approaches to remuneration
disclosure in Australia and other comparable jurisdictions such as the UK and US and also notes
reform proposals advanced by various parties in response to the Productivity Commission's inquiry
into executive remuneration.

In the absence of specific items calling for a response, this submission has been structured to
consider a number of the common complaints directed against remuneration reports apparent from
submissions to the Productivity Commission and other public commentary. These responses have
been written on the basis of our company's detailed review of more than 1300 remuneration reports
at S&P/ASX 300 entities since the introduction of the remuneration report for reporting periods
ending on or after 30 June 2005.

1. Remuneration report complexity

The Productivity Commission in its final report notes the views of participants in its inquiry that
remuneration reports are overly long and complex." The views of participants cited by the
Commission as to report complexity and length were largely those of the management of listed
companies.

From ISS' experience of reading remuneration reports prepared by large Australian companies
report complexity is driven by company approaches to disclosure and remuneration rather than
disclosure requirements, with the exception of share based payment disclosures (see below).
Many remuneration schemes now adopted by Australian companies have considerable
complexity in terms of the measures against which executive performance is assessed and
describing these schemes in a simple fashion is difficult. Telstra Corporation, for example, in its
2007 remuneration report disclosed three different long term incentive schemes all applying for
awards in the 2007 financial year: A scheme assessing performance for senior executives with
six different performance hurdles overlaid with a 'gateway’ hurdle assessed over two to four
years;? a variation on this scheme applying to the CEQ assessing performance over three one
year periods® and a third plan for the COO paid in cash against unspecified targets.*

' Productivity Commission, Executive Remuneration in Australia, Inquiry Report No. 49, December 2009, p.
47.

* Telstra Corporation Limited, Directors Report For the Year Ended 30 June 2007, pp. 28-29.

? See n. 2, pp. 33-34.



ISS does not support mandating the structure of executive remuneration in Australia and it is
clear from submissions to various reviews of executive pay legislation and practice in Australia
that there is little support for firm rules on how companies should pay their executives. It is not
clear in this environment how remuneration report length and complexity could be addressed
without substantially reducing the information available to shareholders in these reports given
most complexity of disclosure is a function of company remuneration practice.

Complexity is also often a function of a company's disclosure choices: Sonic Healthcare, for
example, has since the introduction of the remuneration report disclosed the amortised value
of equity incentives granted to its executive directors in a written paragraph below the table
summarising cash remuneration.’

2. Information overload

Despite the length of remuneration reports, as noted by ISS and other respondents to the
Productivity Commission inquiry, there is widespread non-compliance with the existing
disclosure requirements. The length of reports is driven in part due to the complexity of
company remuneration practice and also by the widespread use by many companies of
boilerplate disclosure. It is apparent from reading hundreds of reports that many companies
follow similar templates often with identical or near-identical wording. From discussions with
listed companies and their advisors it appears these templates are provided by professional
advisors such as law firms. This boilerplate discussion, often used for remuneration policy or
how fixed pay levels are set, is of minimal use to shareholders and simply adds to the length of
reports without providing information. Anecdotal evidence suggests however that over the past
two years more listed companies are seeking to take ‘ownership’ of their remuneration
disclosures and are discarding templates.

Remuneration consulting firm Guerdon Associates has estimated that less than 20 percent of
ASX 300 listed companies comply with the Corporations Act requirement for listed companies to
provide a "detailed summary” of the performance conditions attached to senior executive
bonuses.® ISS, in its submission to the Commission, made a similar observation (see submission
provided to CAMAC, pp. 12-13).”

Another area of frequent non-compliance is entitlements on termination under service
contracts disclosed under s. 300A(1)(e)(vii) of the Corporations Act. ISS notes companies in
disclosing termination payments made to senior executives routinely note that benefits were
provided in accordance with contractual terms without these entitlements having been
disclosed in prior remuneration reports. In a recent example, Downer EDI disclosed that its
departing CEO Geoff Knox had received 243,013 unvested shares on departure as part of his
employment contract.® Disclosures provided in the 2008 and 2009 remuneration reports on his
termination entitlements were silent on any entitlement to unvested equity incentives.” More
discussion of non-disclosure of termination entitlements is included in ISS' Productivity
Commission submission (provided to CAMAC, pp. 11-12).

* Seen. 2, p. 35.

5 See, for example, Sonic Healthcare Limited, Annual Report 2005, p. 22 and Sonic Healthcare Limited, Annual
Report — 30 June 2009, pp. 16-18.

® Guerdon Associates & CGI Glass Lewis, Submission to the Productivity Commission, 5 June 2009, p. 67. The
requirement is contained in s. 300A(1)(ba) of the Act.

7 1SS notes that the Australian Institute of Company Directors (AICD) in its reform proposal for remuneration
reports has proposed making disclosure of performance conditions attaching to senior executive pay voluntary —
see AICD, Position Paper No. 15: Remuneration Reports, June 2010, p. 21 . It is not clear why any such reform
would be required given the widespread current non-compliance with s. 300A.

¥ Downer EDI Limited, 'ASX announcement: Grant Fenn appointed new managing director and chief executive
officer', 2 August 2010, p. 7.

? Downer EDI Limited, Annual Report 2009, p. 28; Downer EDI Limited, Annual Report 2008, p. 16.



ISS acknowledges however that certain aspects of the formal disclosure regime provide minimal
information to shareholders and should be abandoned or modified:

- s. 300A(1)(c)(iii-iv): This provision should, in line with the recommendation of the
Productivity Commission, be amended to require only the disclosure of the
remuneration of members of key management personnel of the group and remove the
requirement for the disclosure of the remuneration of the five highest paid group and
company executives.

- s. 300A(1)(e)(iv): This provision requires the value of options that lapsed during the
reporting year held by key management personnel to be disclosed. ISS submits this
requirement adds little value as the actual value of options that have not vested (as
opposed to the fair value for accounting standard purposes) is zero. This section of the
Act should be altered to require the number of options lapsed to be disclosed, and the
grant date of the options that lapsed.

- s, 300A(1)(e)(vi): The provision requiring disclosure of the percentage of each
disclosed executive's remuneration received as options should be removed.
Shareholders concerned over the proportion of remuneration delivered as share-based
payments will be able to make an assessment based on the information already
disclosed.

- s. 300A(1)(e)(vii): This provision should be amended to require disclosure of the
estimated cash payment and the value of equity incentives a disclosed executive would
have received on termination, a change of control, retirement or resignation as at
balance date. Companies would then also be free to disclose the contractual terms
underpinning these payments on a voluntary basis. The provision should also require
disclosure of the contractual basis of any termination payments made to departed
executives during the reporting year.

- s. 300A(1AA-AB): The provisions requiring the remuneration report to incorporate a
specific discussion of the company's performance during the financial year should be
removed as they provide little value to shareholders. Section 300A(1)(b) - which
requires a discussion of the relationship between remuneration policy and performance
- provides adequate statutory guidance without additional proscriptive requirements.

- Corporations Regulations 2M.3.03(1)(12)(h): The requirement to disclose the
estimated "maximum and minimum possible total value of the bonus or grant (other
than option grants)” for future financial years should be removed. The other
requirements under item 12 of this section and under the Act itself which require
disclosure of unvested outstanding equity incentives as at balance date provide
sufficient information to shareholders to determine the potential rewards executives
may receive in future years.

3. Share based payment disclosures

Much of the commentary on the problems of remuneration disclosure, including through
submissions to the Productivity Commission inquiry, has focused on the disclosed value of
share-based payments, especially the amortised value disclosed in the summary remuneration
table used to disclose executive pay by nearly all listed companies.” It is notable that this
criticism has arisen since the onset of the credit crisis at the beginning of 2008 and has grown
during a period in which the disclosed fair value of equity incentives has routinely overstated
the value received by executives. There was minimal criticism of the current share based

' The inclusion of share based payments values in this table is not mandatory but is industry practice. See n.5
for an example of a company that discloses the value of remuneration from share based payments outside of the
table; similar approaches were adopted by Qantas in 2008 and Fairfax Media in 2009.



payments disclosure requirements prior to the sharp downturn in equity markets at the
commencement of the credit crisis. This may have been because disclosure regimes based
around the grant date fair value of equity incentives amortised over the vesting period often
significantly understated executive pay during bull markets because the fair value estimates of
equity incentives granted are typically significantly lower than the realised vested value of such
incentives during periods of high share prices."" Even during bear markets the disclosed fair
value of equity incentives is often substantially lower than the derived value: As an example, in
the 12 months to 30 June 2009, 1 million options with a fair value of $4.315 million were
exercised by Sonic Healthcare's CEO with a realised value of $6.44 million.™

It is however clear that the estimated fair value of equity incentives granted to senior
executives and disclosed in remuneration reports invariably is either much higher or much
lower than the actual value received by the executive. This is in part a function of the
difficulties in valuing equity based incentives, a difficulty also confronting the many boards
that determine the number of equity incentives to be granted to a senior executive based on a
dollar value divided by an estimated fair value for a single equity incentive.” ISS is unaware of
any objections from the issuer community concerning the use of fair values to determine the
size of equity grants, a process which invariably leads to larger numbers of equity instruments
being granted than if grant sizes were based simply on share prices at the time of grant.

ISS does not consider that remuneration valuation and disclosure requirements should be driven
by short term considerations from issuers concerned at ‘over-reporting’ of remuneration when
such concern has been absent during periods when remuneration disclosures have consistently
under-reported actual pay. Remuneration disclosures and financial reports generally should also
not be driven by the ‘lowest common denominator’. There is no obstacle to listed companies
providing so-called 'shareholder friendly' concise reports, including simplified remuneration
disclosures, in addition to statutory reporting. There is also no obstacle to listed companies
providing both realised (ie. cash pay and the value of equity incentives actually vested) and
statutory remuneration disclosures, as many have done over the past two years (usually in cases
where realised remuneration is lower than statutory remuneration). This practice is akin to the
well-accepted use of underlying or pro forma earnings by companies in reporting to investors in
addition to statutory profit and as with the use of underlying earnings measures, investors over
time will be able to derive information from how companies’ preferred measure of
remuneration changes over time.

Valuations of share based payments to executives entail costs for shareholders and for this
reason are expensed in financial statements. There does not appear any reason, as suggested
by some parties, to not disclose the specific costs determined under AASB 2 as they relate to
individual senior executive's pay."

There are however several aspects of the current valuation and disclosure regime for share
based payments under Australian International Financial Reporting Standards that could be
improved. Two shortcomings with the existing requirements are as follows:

- At present, AASB 2 requires companies to value share based payments differently
depending on the type of hurdle applying to the equity instruments and whether the
instrument is settled using cash or equity. There does not appear any convincing

""" See research paper provided to CAMAC: ISS, CEO Pay — It's even higher than you think: Valuation of
executive options in Australia, September 2006.
2 See n. 5, 2005 report, p. 26; 2009 report, pp. 19, 98.
f‘ See, for example, Macquarie Group, Notice of Annual General Meeting, 15 June 2010, p. 16.
Seen. 7.



rationale for these differential valuation requirements, especially differentiation based
on the type of performance hurdle used."

- Companies are also not required to disclose the extent of any discount they apply to
equity incentives to take account of the probability of vesting, while other assumptions
used in assessing fair value are disclosed. There does not appear to be any compelling
reason why the discount applied in determining the fair value should not be disclosed to
shareholders, especially if fair values are used to determine the number of equity
incentives granted to executives.

In summary, ISS does not consider there is a need for major changes to the remuneration disclosure
regime in Australia. Companies remain free to provide supplementary non-statutory disclosure on
remuneration to shareholders, as is the case with financial information, in the interests of providing
what they consider to be ‘better’ disclosure.

There is room for relatively minor modifications to existing law but changes designed to
substantially simplify remuneration disclosures are unlikely to be successful unless they materially
reduce the quality and quantity of information disclosed to investors. This is unlikely to improve
the ability of investors to determine whether remuneration policies and outcomes are aligned with
their interests.

Please do not hesitate to contact us if you would like to discuss any aspect of our submission in
more detail. Thank you once again for the opportunity to comment on the issues raised in your
Issues Paper.

Yours sincerely

Martin Lawrence

ISS Governance Services

03 9642 2062
martin.lawrence®@issgovernance.com

' Australian Accounting Standards Board, AASB 2: Share-based Payment, 19 October 2009. See paragraphs 19
to 21 for treatment of performance hurdles and paragraph 30 for valuation of equity incentive grants settled with
cash.
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Mr. John Kluver

Executive Director
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Via email: john.kluver@camac.gov.au

Dear Mr. Kluver,
Re: Executive Remuneration

1. Background

This submission is made in response to a request from CAMAC for assistance
in reporting back to the Minister for Financial Services, Superannuation and
Corporate Law on the terms of the Minister’s reference to CAMAC in relation to
executive remuneration dated 12 May 2010.

The submission provides information about Guerdon Associates, and responds
to each aspect of the Minister’s terms of reference. Attached is a suggested
alternative to current legislation.

2. Guerdon Associates

Guerdon Associates is Australia’s largest independent! executive and board
remuneration adviser. It has consulting staff operating from offices in
Melbourne and Sydney, and is supported by staff in Chennai, India
(remuneration database maintenance) and San Francisco, USA (proprietary
technology support).

3. Remuneration reporting

3.1. Reference terms

The Minister has requested CAMAC to:

* Examine the existing reporting requirements contained in section 300A of
the Corporations Act 2001 and related regulations and identify areas
where the legislation could be revised in order to reduce its complexity
and more effectively meet the needs of shareholders and companies

* Make recommendations on how best to revise the legislative architecture
to reduce the complexity of remuneration reports.

! That is, Guerdon Associates is an adviser to boards on executive pay matters, and not a
provider of other services that could also be purchased by company management, thereby
creating a conflict of interest.
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3.2. Section 300A complexity

The essential purposes of s300A have been to:

1. Provide shareholders with the information they need to assess the
governance effectiveness of a company’s executive remuneration
arrangements; and

2. Ensure there is no abuse of power or privilege.

The validity of these purposes and the success of s300A disclosure
requirements is supported by research. The research indicates that executive
and director remuneration policies as described in s300A and interpreted by at
least one governance agency are significantly and consistently correlated with
a company'’s alpha performance.?

We suggest that these purposes remain valid and should continue to underpin
successive versions of s300A.

We have carefully reviewed the detail of s300A, and Corporations Regulation
2001 2M.3.03, with these purposes in mind. We conclude that most of it
serves a legitimate purpose and should be retained. Two exceptions are
disclosure for the five highest paid employees and the value of options that
lapse during the year as if they had not lapsed. These elements and reasons
they are superfluous are tabulated below.

Table 1: Superfluous elements of s300A

Element Reasons

5 highest paid

Pay for those not accountable for pay policy and
outcomes, or having a significant influence on policy
and outcomes, is superfluous to determining
governance. High pay to non-KMP who are not
associates of KMP is irrelevant to assessing
governance. The Productivity Commission
recommended that disclosure be limited to KMP; this
recommendation was accepted by the government,
which favoured extending it to exclude disclosure for
officers of a parent entity

Value of options that
lapse during the year as
if they had not lapsed

Fails to provide meaningful information for assessing
pay governance.

3.3. Section 300A and Regulation 2M.3.03 structure

Currently s300A prescribes details that are to be reported, with Regulation 2M.
3.03 prescribing the details to be disclosed in relation to the remuneration of
key management personnel (KMP) and (currently) the five highest paid group
and company executives, pursuant to s300A(1)(c). The process of

2 Alpha performance is that performance over and above (or under and below) the performance
that can be attributed to general market movements in share price
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understanding and amending the reporting requirements to better meet
market requirements would be greatly facilitated by setting out all of the
disclosure requirements in a single place. Our suggestion is that this can best
be achieved by moving the prescribed elements from s300A to Regulation 2M.
3.03

3.4. The major problem with Section 300A and Regulation 2M.3.03

What is striking about the Australian (and similar UK) reporting requirements,
compared to the equivalent North American provisions, is that the tabular
breakdown of remuneration components is not related to how companies
manage remuneration3. This makes it impossible to reconcile Australian
companies’ explanations of how and why they pay executives in a certain way
with the required pay tables. For example, companies discuss their STI and
LTI policies. Yet disclosure of the levels of STI and LTI are not distinctly and
separately featured in tabular presentations of data under the accounting
standard. In addition, the quantum of remuneration reported in these tables
includes amortised payments from prior years, whereas companies’ discussion
of pay policy relates to policy applicable to the financial year just ended.

In Guerdon Associates’ view, this is one of the primary reasons why investors
and boards are frustrated with the reporting and voting process.

In disclosing the remuneration details prescribed in Regulation 2M.3.03,
companies must apply the requirements of Australian accounting standard
AASB 124 (refer Regulation 2M.3.03(4)). The disclosures dictated by the
accounting standards ascribe costs to the current accounting period. Further,
the AASB 124 standard that is used as the basis for executive pay tabular
disclosure (i.e. paragraphs Aus25.2 to Aus25.7.2) is a unique Australian
accounting impost that is not required to fully comply with the international
IAS 24 standard. That is, the accounting standards have requirements
additional to the international standards solely to assist in remuneration
disclosure, which is, or should be, the purview of corporations’ law.

Remuneration is not managed by sole reference to the expense that will be
incurred in the current accounting period. Instead, it tends to be managed by
reference to present value of total remuneration. This comprises known fixed
costs of remuneration, and the expected value of variable remuneration.

The disconnect is evident in directors’ discussion of remuneration and the
reported levels of remuneration. The reported levels, based on the accounting
standards, use the cost attributed to the financial year. So, for example, while
the level of equity grants in remuneration policies is typically based on their
expected value, the accounting cost reported for an individual is the cost
attributed to that year, plus the costs from prior grants attributed to the same
year.

This causes problems when trying to assess remuneration packages. For
example, making a judgement on whether the pay for a newly appointed

3 Note that the way North American companies manage and discuss remuneration differs from
UK and Australian methods, so that their “summary compensation table” is not well suited for
adoption in Australia. This does not take away the fact that their “summary compensation
table” is better aligned to the way they manage pay, whereas the Australian version is not.
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executive is reasonable can be difficult (or impossible), as the pay reported in
the first year will show the amortised cost of, say, one third of the expected
equity grant value (if a 3-year vesting period applies). Other, longer-serving,
executives receiving the same annual grant value will show much higher levels
of remuneration because their share-based payments refect the amortised
costs of all unvested grants over their entire service period.

The same issues have arisen in both Canada and the US. Both have changed
their reporting requirements to more clearly reflect the remuneration policy
that applied in the reporting year. For share-based payments this includes
showing the fair value of the equity granted in that year on an aggregated,
unamortised basis. This share-based payment value is included in the
executive’s total compensation figure. The fair value method is still consistent
with the method in the relevant accounting standard?, but is unamortised.

Further compounding the inconsistency between policy discussion and
reported pay levels is the tabular breakdown of remuneration levels reported.
Australian disclosures must show remuneration broken down into accounting
expense categories®. This categorisation does not reflect how remuneration is
managed, i.e. on an actual or expected value basis:

* Fixed remuneration;

* Variable remuneration, typically separated into short-term incentives
and long-term incentives; and

* Total remuneration.

Short-term incentives refer to payments contingent on a performance period
of 12 months or less, while long-term incentives refer to payments contingent
on performance periods of greater than one year.

Equity may be a vehicle for payment within these categories. If it is, its value
is based on the unamortised fair (or expected) value.

There is a trend for some short-term incentives to be paid as equity, with
receipt deferred and contingent on completion of a continued service period.
This is still a short-term incentive, because it is primarily contingent on a
performance period of 12 months or less, and will be described as such by a
company in the accompanying commentary. The reported value of the
deferred equity will, however, be amortised over the service period.

The service period over which fair value expense is amortised using the
current accounting treatment is irrelevant and could be misleading for
remuneration reporting purposes. For example, one of the positive
governance trends to emerge recently in the Northern Hemisphere is the
recognition that for long-term, sustainable performance the impact of reward
should be maintained beyond an executive’s employment. LTIs are tested and

4 AASB 2, which is consistent with IFRS 2. In the US it is FAS 123(R), which is similar.

5 Short term, with subcategories of cash salary and fees, short term profit sharing or bonuses,
non-monetary benefits, other short term benefits; other long term benefits, with amounts for
long term incentive plans (where “long term” is on the basis of service period, not performance
period) that are not share based payments; termination benefits; share based payments broken
down into equity settled with shares and units and options and rights shown separately, cash
settled share based payments, all other forms of share based payments.
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vested after cessation of employment (providing that the individual terminated
is a “good leaver”)6. The full expected fair value of this payment would be
shown at grant date fair value in the suggested reporting of LTI. But under
the accounting standards the amount shown would be of little use to anyone in
assessing governance and value.

3.5. Deferred reward outcomes

There is currently no requirement to report deferred reward outcomes and the
reasons for these outcomes. Currently outstanding unvested equity and equity
that vested during the year must be disclosed, but not the reason for vesting,
or the realisable value of the reward.

That is, there is no requirement to disclose:

* Non-equity reward components outstanding from prior years;

* Whether there was a service or performance test applicable during the
year to any outstanding reward component;

* What the test measure was;

* The results of the test; and

* The extent to which the outstanding reward has vested.

3.6. Realised vs. realisable pay

The Minister suggests it would be useful for shareholders to have realised pay
reported in remuneration reports.

In responding to this it may be useful to draw a distinction between realised
and realisable pay. Realised pay can be defined as:

* The value obtained through sale of an asset
* The value of an asset obtained through exercise of a right to the asset
(e.g. exercise of an option)

Realisable pay, on the other hand, can be defined as the intrinsic value of an
asset that has vested. This can be ascertained by the difference between the
cost of exercise and the market price of an asset on the day of vesting. It
does not rely on the individual exercising his/her right, and realising a gain on
the sale of an asset.

The Productivity Commission did not recommend an approach, but suggested
that the “realised” value be the taxable value in the year the remuneration
vests. This may be workable, given the recent changes to share scheme
taxation. Under these changes, the value of an option or right to equity is
valued according to “normal market standards”, or by reference to a tax table
that ascribes a value. Underwater options, for example, will have a tax value
under this approach once they have vested.

6 Currently Australian practice is lagging in this regard as a consequence of share scheme
taxation levied on unvested equity at cessation of employment. However, as boards become
more aware of this limitation the trend to alternative vehicles of payment to achieve good
governance outcomes is growing.
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The primary disadvantage of this approach is that it is hostage to changes to
the taxation treatment of various remuneration vehicles. Reporting realisable
pay or intrinsic value overcomes this disadvantage with principle based
methods that will result in valuation that is unlikely to change from year to
year, all else being equal.

3.7. Realisable pay reporting will aid in understanding pay
effectiveness, but may not assist in judging governance

Reporting realised (or realisable) remuneration will not necessarily assist
shareholders in making an informed judgement on executive pay. This is
because realised (or realisable) remuneration consists of vested remuneration
from prior years that:

* Does not reflect the policy that applied in the year of review, as discussed
in the remuneration report;

* Was recommended or authorised by directors who may no longer be on
either the remuneration committee or full board, respectively;

* Was formulated on the basis of business conditions and strategies that may
no longer be applicable;

* May have been part of the payment made to the executive while in a
position with different responsibilities and objectives and that the executive
no longer occupies; and

* Comprises grants and payments from multiple years.

To makes sense of these payments will require a comprehensive breakdown
describing:

* The individual KMP to whom the realised/realisable pay applied;

* The position the person was in at the time the remuneration component
was granted;

* The date of grant;

* The payment vehicle (e.g. shares, options, rights, cash, or other) and
the amount granted;

* The number of shares, etc that vested;

* The realised/realisable value of the amount vested and the value of the
unvested amount;

* The conditions that applied for vesting;

* Whether these conditions had been tested; and

* The result of the test.

Reporting these elements may aid transparency, but will be of little relevance
to an assessment of how well the current board directors managed executive
pay in the year of review for voting purposes.

3.8. Pay parity disclosures

The newly-passed US  “Dodd-Frank Wall Street Reform and Consumer
Protection Act”, requires companies to disclose (i) the median annual total
compensation of all employees, other than the CEO; (ii) the annual total
compensation of the CEO; and (iii) the ratio of the median total annual
employee compensation to that of the CEO.
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The likely unintended consequence of these pay parity disclosures will be the
outsourcing of the work done by lower paid employees to external contractors,
either locally or offshore.

While the wealth disparity and pay gap in the US may justify such disclosure,
there is less need for similar disclosure in Australia, given that:

* Australian executives are not paid highly by global standards’;

* Australia has a relatively high minimum wage; and

* Australia has low unemployment, and skill shortages, which are likely to
continue to underpin employee pay growth in the foreseeable future.

3.9. Transparency, complexity, report length, and enforcing
transparency

The perception of complexity in remuneration reports is largely a function of
language. The US and Canada have requirements that compensation reports
be understandable. The US, in particular, has actively enforced this
requirement. A major campaign by the US SEC in 2007 and 2008 was largely
successful in ensuring the larger companies simplified language so that
compensation reports became more understandable. This did not require less
disclosure, only shorter sentences, less use of multi-syllable words, and less
jargon8. The length of US reports was not reduced.

We would expect the same would happen in Australia. Simplicity and
transparency does not necessarily mean a reduction in the length of disclosure
or the range of items to be covered. We suspect that many complaints
regarding remuneration report complexity have come from commentators who
have not had the time and/or inclination to read long remuneration reports,
even if these are relatively easy to understand.

While a requirement to ensure reports are understandable would be welcome,
it is, in our opinion, unlikely to be enforced, as they have been in the US. To
date ASIC has not enforced any remuneration disclosure requirements. So,
despite the requirement that reports be subject to audit, most do not comply.®

Despite the lack of enforcement, there has been significant improvement in
disclosure standards. Largely the credit for this can be attributed to the
vigilance and feedback provided by proxy firms and governance agencies.
Unfortunately, the Australian stock market is too shallow to support more than
a few of these agencies, limiting the range of views of what constitutes good
governance. In addition, the lack of resourcing means that sometimes one or

7 Executive Remuneration in Australia, Australian Productivity Commission, No. 49, 19
December 2009, p. 80

8 “We Don't Speak No English Here - Poor Quality Disclosures Targeted”, Guerdon Associates
website article, 1/5/2007, h WWW. i m/News-Detail.
Ql_d_6_9_&n_aile_&N_eﬂle_17_4 “When it comes to remunerat|on reports and plaln written
Engl|sh Australian companles could do better”, Guerdon Assouates web5|te article, 6/8/2007,

