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This article is based on Egan Associates’ submission to The Treasury 
during the consultation process  It includes the results of further research 
into the effects of valuation methodologies and market volatility. 
 

Introduction
This submission is not so much in regard to the means by which the Government’s 
regulation of the taxation of benefits from share plans is carried out but rather about 
the principles underlying that regulation.  In accord with many countries in the 
developed world, Australia has an excellent record for successfully encouraging 
employees to take up shares in their employer companies and to understand the 
implications for shareholders of employee commitment, morale and hard work, be 
they private companies, multinationals or publicly listed companies.   
 
This rather radical change in employer/employee relations has proved to be a useful 
and respected management process.  It is clear, however that there are some 
employee participants who have either knowingly or carelessly avoided paying tax 
on some or all of their benefits arising from their employment.  Most Australians 
would applaud steps to counter this.  Our main concern is that a clear perception of 
the principles being addressed is maintained throughout. 
 
The principles 
 
Protection of the main stakeholders 
The public response to the Budget proposals has illustrated the wide range of 
stakeholders in employee share plans.   
 
These include: 
 

• the shareholders in the employer companies who accept sharing some of 
the “corporate cake” to encourage improved morale and performance; 
 

• the employees who are the key operator stakeholders who seek 
participation in the company’s increasing prosperity to which they have 
contributed; 
 

• the nation which is seeking the engagement of entrepreneurs and 
employees in enhancing the wealth and reputation of the nation;  
 

• the representatives of the stakeholders who support the reasoned and 
equitable participation of all stakeholders; and 
 

• the government having the responsibility to optimise tax collections to 
which they are entitled while at the same time supporting legitimate 
measures to improve the function and output of commercial enterprises. 

 
The broad range of this list emphasises the need for a careful and efficient approach 
to the problem. 
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Speak to us if you need advice on 
 

•  REMUNERATION PLANNING 

•  BOARD ADVISORY SERVICES 

•  CEO REWARD STRATEGY 

•  INCENTIVE PLAN DESIGN 

•  RETENTION PLAN DESIGN 

•  EQUITY INCENTIVES 

• IPOs 

S E R V I C E S  A V A I L A B L E  
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Government attitude 
The basic employee share plan is designed to align the interests of employees with the shareholders so that the true community of 
interest in the success of the company is made clear to the employees.  Any regulation should be carefully scrutinised to ensure that 
this primary function is protected. 
 
The fact that some plans may have  been designed for the benefit of a limited number of participants should not be made an excuse 
to prevent thousands of Australians from sharing in the benefits of their own hard work.  This means that employers and their 
advisers will need: 
 

• clarity and certainty as to the nature and timing of government action; 
• better understanding on the part of government as to the nature of employee share plans and their function; 
• a commitment by government to supporting ordinary Australian employers and protecting them from the abuse of these 

plans. 
 
A symptom of a problem of attitude may be found in the nomenclature used in government regulation and literature in this area.  
Companies, advisers, participants and commentators call these arrangements “employee share plans”.  The government material 
refers to them as “employee share schemes”.  The word “scheme” may have quite innocent implications but it does have pejorative 
implications which are inappropriate for most plans and most participants.   
 
Protection of Australian tax revenue 
Australians are recognised round the world as working long hours and being careful and dedicated employers and employees. They 
expect that appropriate tax is collected from income earned (including the gross value of benefits arising from participation in 
employee share plans). As well, they expect that the government will be vigilant to close off loopholes where tax is being evaded or 
significantly reduced due to unintended consequences of legislation. 
 
It is clear that there are several serious deficiencies in the collection  of tax on benefits under share plans.  This is mainly due to 
existing legislation and regulation.  It is important that these shortcomings are removed as much to protect the rights of the majority 
of share plan participants as to collect the tax. 
 
Tax exemption plan 
Egan Associates’ view is that all employees, irrespective of their salary level, should be entitled to participate in the $1,000 
concessional share plan.  That is, there should be no cap on salary for the purpose of participation.  We do, however, hold the view 
that those employees who choose to participate in the tax exemption plan not be eligible for participation in any other plan.  This 
enables all employees, irrespective of their salary level, to have an engagement or participation in an equity plan.  Many large 
companies may restrict participation in performance tensioned options, rights and other plans to senior management staff who may 
be in receipt of base salaries in excess of $200,000 or indeed $300,000 per annum.   
 
The imposition of an arbitrary cap disqualifies many employees from sharing in the prosperity of the companies for whom they work.  
It would be our judgement that the loss of tax revenue from the above strategy would be far less than would arise from the careful 
management of ensuring that staff at all levels who participate in plans other than the tax exempt plan meet their tax obligations 
arising from any benefit through such participation on the basis that that benefit is treated as ordinary income. 
 
Tax problems 
Problems with the collection of tax on “benefits” received under employee share plans include two aspects: 

• the timing of the payment of tax and 
• the rate of tax which is to be paid. 

 
Timing of the payment of tax 
Many plans provide grants of options or rights to receive shares subject to performance hurdles.  Often the hurdles are applied over 
periods of two or more years.  The last 12 months have illustrated how volatile capital markets can be and how performance hurdles 
can for internal or external reasons cause granted rights options and shares to be forfeited.   
 
This means that the “benefit” received at the date of grant is not worth the full value of the particular share, option or right at that time 
because it may be forfeited in the future.  It is immoral for tax to be levied on the market value of the share at that time as that is not 
a benefit which has been received.   
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Valuation 
This raises the question of the valuation of that granted “benefit”.  We support the review of the valuation methods to be used to 
establish the value of the granted benefit.  While-ever there are two or even three methods of valuation being recommended or required 
for different purposes in commercial activities there will be potential problems and injustices.  Valuations may be as provided by the 
taxation legislation, or as required by the various disclosure provisions of the local and international accounting standards.   
 
It is vital that some recognition is achieved of the different assumptions and principles being applied in these various methods so that a 
fair and reasonable valuation method can be approved which can adapt to the different structures and designs of equity grants. 
We also believe that the valuation provisions adopted by accounting standards (typically AAS 2) are inappropriate for employee share 
and rights plans.  The valuation of grants under employee share and rights plans have led to significant distortions in the allocation of 
employee benefits under these plans and bear little relationship to future earned income which is the primary interest of both 
Government and employees. 
 
Prior to the introduction of the accounting standard AAS 2 the value proposition for the determination of allocated securities under a long 
term incentive plan was typically an estimate of future share price growth.  This was aligned to a company’s three year business plan 
outlook.  The charts on pages 5 and 6 highlight the impact of various allocation scenarios over different three year periods and the 
impact of holding the July 2005 allocation until June 2009. 
 
The first explores the three year period from 1 July 2002 to 30 June 2005 for the ASX top 100 companies at the time.  The benefit 
reported is predicated on achieving a relative total shareholder return (TSR) having regard to the ASX 100 Accumulation Index with 
proportional vesting for performance levels from the median to the 75th percentile.  The histograms reveal the value of the benefit arising 
from the allocation of options adopting a future value allocation, a standard Black-Scholes allocation and a 20% discount to the Black-
Scholes allocation.   
 
The values represent the share price growth over the period which can be compared with the allocation value ($100,000 at the time of 
grant).  The average benefit obtained by the executives in those companies meeting the TSR hurdle was $361,806 by Black Scholes, 
$452,258 by discounted Black Scholes, and $202,591 by future value methodology. 
 
The second chart, adopting a similar total shareholder return performance hurdle, highlights benefits arising using similar allocation 
methods in the period 1 January 2004 to 31 December 2006 for the constituents of the ASX 100.  The average benefit obtained by the 
executives in those companies meeting the TSR hurdle was $588,108 by Black Scholes, $735,135 by discounted Black Scholes, 
$349,441 by future value methodology. 
 
The third chart applies a similar methodology for the period 1 July 2005 to 30 June 2008 for the constituents of the ASX 100.  The 
average benefit obtained by the executives in those companies meeting the TSR hurdle was $727,941 by Black Scholes, $909,926 by 
discounted Black Scholes, $794,615 by future value. 
 
Our research reveals quite variable values to participants over each three year cycle.  We believe at the conclusion of the 2009 financial 
year the pattern will reveal the impact of the dramatic decline in the global bourses over the period from 1 July 2006 until 30 June 2009.  
Should executives granted securities in July 2005 have held those securities until 30 June 2009, not exercising them at the time they 
initially vested, the current ‘in the money’ value of options using the standard Black-Scholes valuation would be $340,529, using the 
discounted Black-Scholes $425,661 and the future value allocation $365,769.  It will be noted this represents a substantial decline on 
the value at the date of vesting. 
 
Given the nature of the nominated performance hurdle (relative total shareholder return) a significant number of employees (nominally 
50%) did not benefit under the theoretical grant as their company’s performance did not meet the hurdle rate of return.  This arose in 
many circumstances where there was a significant increase in the company’s share price – further, due to the nature of the TSR hurdle 
(the most common) less than 30% of companies met the stretch element of the hurdle. 
 
If there were an expectation that the valuation methodology adopted by Accounting Standard AAS 2 were to represent a reliable 
estimate of future value of securities obtained by employees under an equity based incentive plan, our results in the review of the 
application of widely adopted performance hurdles and the adoption of three different approaches to valuing securities at the time of 
grant indicates a somewhat unsettling relationship between value ascribed and value realised. 
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In adopting a simplified performance hurdle of relative total shareholder return, 50% of participants would receive no benefit. Of those 
who do benefit the benefit is generally substantially above that expensed and purported to reflect an indicative remuneration value.  
Equally, for those companies whose participants fail to benefit using relative total shareholder return as the performance hurdle there is 
no relief in recovering the amortised expense of the issue of those securities. Our basic research, reveals that the adoption of 
Accounting Standards for the purpose of providing shareholders with a meaningful appreciation of value of securities issued to 
executives is significantly flawed. 
 
As the data reveals, taxing a potential income benefit at the date of grant based on an existing valuation regime is at considerable 
variance to a mark to market outcome at the time of vesting.  The illustration does not incorporate widespread market practice of 
smoothing returns or providing for retesting which we have endorsed based on our long experience, nor does it illustrate outcomes 
adopting different hurdles such as earnings per share growth or other measures. 
 
Expensing of grants to profit and loss account 
We do not support the current requirement to expense the issue of equity to employees to a company’s profit and loss account.  The 
issue of equity is normally a diminution of the shareholders’ proportion of ownership in the company.  It is not an opportunity foregone to 
receive funds for those shares as the company on the employees’ behalf are not in the vast majority of cases purchasers in the market 
for the shares. 
 
Vesting and exercise 
When a performance hurdle is satisfied, the right, option or share is said to vest in the participant.  Vesting means that the participant 
cannot be divested of the equity.  However , there are at least three kinds of circumstance possible at this stage: 

• the participant may receive the shares unencumbered, or be able immediately to exercise the shares or rights;  
• the participant may be required under the rules of the plan or the grant to hold the equity for a further period before dealing with 

it (exercise or sale) is allowed; or 
• an executive may have limited windows in which to trade under the company’s governance protocols and share trading rules. 

 
Where exercise or sale of the equity is restricted, the participant has received a further benefit under the plan but not the whole value of 
the final unencumbered shares.  Also, the participant cannot raise funds by mortgaging the equity.  The benefit has accrued but there is 
no mechanism in most plans to free any of the value to pay tax on any benefit received. When decisions are being made on the timing of 
the imposition of tax on grants, the access to funds to pay the tax where securities are restricted from dealing must be addressed.  
Remember, that most of the participants are not individuals of considerable wealth and liquidity but wage and salary earners with familial 
obligations.  There are often further complications with equity rights in multinationals and private companies. 
 
The rate of tax 
The benefits being received under a plan may accrue as income or as returns on the increase in value of an asset, ie capital gains.  It is 
important to distinguish between the nature of the benefit being taxed as the benefit at grant may be income, the benefit at vesting may 
also be income but a further benefit accruing between vesting and exercise arising from an increase in share value should be taxed as 
capital gains, i.e. once a security has existed except for a holding lock it is transformed from employee remuneration into investment. 
 
Equality of treatment 
The applicable rate of tax also raises the question of the equality of treatment between different participants in plans.  It is important as a 
matter of fairness that all benefits delivered under employee equity plans be taxed at the marginal rate of tax. 
 
Disclosure 
While the disclosure of grants under employee share plans may be a further burden on companies, if it can be used to streamline the 
imposition of tax on equity grants subject to performance hurdles, it would be very advisable.   
 
Conclusion 
It is recognised that the government has two pressing obligations in this area: 

• the urgent need to let the commercial world know what the regulatory regime will be so that employment contracts, new share 
plans and business plans for the new financial year can be completed; and 

• the equally vital need to understand and acknowledge the functions and implications of a legitimate and socially responsible 
aspect of corporate reward. 
 

I am confident that companies and advisers across Australia would be ready to answer questions and provide details on these matters 
to accelerate the settlement of this matter. 
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The isolation of the top 5 performing companies over the period is highlighted on the right hand side of the graph. 
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