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Introduction

The treatment of executive compensation upon termination is often closely scrutinized given the
circumstances of the departure and do not typically become an issue until they are triggered. This article
summarizes market practices, examining how cash and equity compensation is treated under different
termination scenarios, including the typical cash severance practices and equity termination treatment for
Chief Executive Officers within S&P / TSX 60 Index companies®.

Cash severance payments are made when an executive’s employment relationship is ended under certain
circumstances while the treatment of outstanding equity can vary depending on the termination scenario.
The most common methods of termination, and the ones considered in this analysis are change in control,
voluntary and involuntary termination, termination with and without cause, death, disability, and
retirement. Some termination conditions are more lenient and provide favourable terms (e.g., death,
disability, retirement) while others are more punitive (e.g., voluntary resignation, termination with cause).

Key Takeaways

e Virtually all companies have double trigger change-in-control provisions requiring both the change in control (CIC)
and termination to occur

e Most CEOs receive 2 years of severance based on salary and target bonus, consistent with guidance from the
proxy advisors, including ISS

e Equity treatment varies depending on the termination scenario. It tends to be more generous for death, disability
and retirement and most punitive for termination with cause and resignation. Termination without cause is
somewhere in the middle with the most variability in market practices

Change in Control

One of the most common termination scenarios involves a change in control of the executive’s
organization. This change can arise from the change in the ownership of the company (e.g., acquisition of a
minimum percentage of company shares, change in board members, sale of assets, etc.).

Severance provisions after a change in control are either single trigger or double trigger. A single trigger only
requires the change in control to occur for the executive to be eligible for a severance payment. A double
trigger, however, requires a qualified termination within a period following the change in control. As shown
in Exhibit 1, double trigger events are the most common practice. The median window for the qualifying
termination to occur after the change in control is 24 months.

1The market data were collected by ESGAUGE, a data analytics firm.
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Exhibit 1: Equity Payment Triggers and Window

Change in Control
Equity Payment Triggers Window Period After CIC Clause (Months)

25th 50th 75th
Count Prevalence . . .
Percentile Percentile Percentile
Chief Executive Officer
Double Trigger 45 90% 12 24 24
Single Trigger 5 10% - - -

Cash Severance

Executives typically receive cash severance that is expressed as a multiple of their salary and bonus. As
shown in Exhibit 2, CEOs often are entitled to 2 times their salary and bonus for a termination without
cause, regardless of a change in control. The range in market practice is is narrow. For Chief Executive
Officers, the lowest 25" percentile value is 1.5x and the highest 75" percentile value is 2.0x. The bonus is
usually defined as “target” however many contracts also use a three-year average of actual bonuses.

Exhibit 2: Basis and Multiples

Change in Control
Cash Severance
Salary Multiple

Bonus Multiple

Count Prevalence 25th 50th 75th 25th 50th 75th
Percentile Percentile Percentile  Percentile Percentile Percentile
Salary + Bonus 37 100% 2.0x 2.0x 2.0x 2.0x 2.0x 2.0x

Involuntary Termination / Termination Without Cause
Cash Severance
Salary Multiple

Bonus Multiple

Count Prevalence 25th 50th 75th 25th 50th 75th
Percentile Percentile Percentile Percentile Percentile Percentile
Salary + Bonus 33 85% 2.0x 2.0x 2.0x 2.0x 2.0x 2.0x
Salary Only 5 13% 1.5x 2.0x 2.0x - - -
Other 3% - - - - - -

Equity Treatment

As shown in Exhibit 3 below, the treatment of outstanding equity varies based on the reason for the
executive’s termination and tends to be more generous for death, disability and retirement relative to
termination without cause. Ensuring sufficient differentiation between termination without cause (when
cash severance is also provided) and retirement (when no severance is provided) helps to encourage
retirement. Voluntarily resigning and being terminated for cause results in the most punitive treatment,
which makes sense given the circumstances.
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Exhibit 3: Equity Treatment

. . Change in Termination Voluntary Termination for .Deaﬂ!,
Equity Vehicle ik . . Disability,
Control without Cause Resignation Cause .
Retirement
Stock options Accelerated Forfeit Forfeit Forfeit all Vesting
vesting (double unvested? unvested? options continues?
trigger)
Restricted Accelerated Mixed - forfeit, Forfeit unvested | Forfeitunvested | Vesting
share units vesting (double pro-rata, or full continues
(RSUs) trigger) vesting
Performance Same as RSUs Same as RSUs Forfeit unvested | Forfeitunvested | Vesting
share units continues
(PSUs)

1. Vested options can typically be exercised for up to 3 months post-termination

2. Vesting continues under normal course, but the term is often truncated to 12 months (death/disability) and 36 months (retirement)

For performance share units, there is the added complexity of addressing the performance condition. When
disclosed, itis most common for actual performance, followed by target performance, to be used to
determine the value. Payouts are usually made upon termination following a change in control and death. In
the other scenarios, payouts tend to occur at the end of the performance period and provided under normal
course, consistent with regular plan participants.

Summary

Itis important to regularly review plan documents and employment agreements to understand how
compensation is treated under various termination scenarios. This can have material implications when
employment relationships end at which point itis too late to make any changes. Common issues raised,
include:

e  Executives qualify for retirement treatment under the long-term incentive plan (LTIP), which means that there
are no longer any meaningful retention hooks given that they can effectively retire and keep their outstanding
LTIP

e The definition of performance within performance share units upon a termination. While it is simpler to use
“target” to define the performance multiplier, proxy advisors (e.g., ISS) prefer that actual performance is
used. This can raise some challenges in defining performance in the middle of the performance cycle
depending on the measures within the plan

e Consistency in treatment across executives, where practical. In many cases, executives join over time and
the standard contract can vary resulting in different treatment. It can be difficult to amend existing
agreements but there are sometimes circumstances (e.g., promotions, compensation increases) that can be
tied to updates to the agreement overall
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ABOUT SOUTHLEA

Southlea Group is a national independent compensation advisory firm that provides global perspectives as
a GECN Group company. We are headquartered in Toronto with an office in Montreal serving clients across
Canada, representing all industries and organization structures. Our team of advisors is multi-disciplined
with diverse backgrounds and experiences. We are proud to be a certified Women’s Business Enterprise by
WBE Canada and to be Rainbow Registered as an LGBT+ friendly organization.
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