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Manager  
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Langton Crescent  
Parkes ACT 2600 

Dear Sir / Madam 

Employee Share Schemes and Startups – Invitation to Comment 

We refer to the above and the Government’s commitment to addressing the different perceived 
concerns associated with the existing employee share scheme (ESS) tax regime. Recent 
commentary has centred on the treatment of options under the ESS regime, particularly as it 
impacts grants of options to employees of startups. 

Egan Associates is a specialist remuneration consulting practice based in Sydney. Our clients 
include large publicly-listed corporations, private company groups and government / public 
sector entities. A large part of our practice is involved in the development and implementation of 
employee incentive schemes for clients. 

From a remuneration perspective, options allow for a broad range of performance incentives to 
be accommodated. Recent press has focused on the grant of vanilla options to employees. 
Such instruments reward employees solely for underlying share price accretion. As a result of 
the 2009 changes to the ESS rules, this has practically necessitated the grant of deep out-of-
the-money options to mitigate the otherwise significant default up-front taxation impact on 
employees. 

Modifications can easily be made to the existing ESS regime such that the upfront tax otherwise 
payable is more conducive to start-ups. Under the current regime, options are valued at the 
greater of the option ‘spread’ and an amount calculated in accordance with statutory tables.  

The latter are based on a Black-Scholes valuation model that has historically incorporated static 
input variables (specifically, dividend yield, volatility and the risk free rate of return). We suggest 
that these statutory tables be comprehensively revised, initially allowing for a range of input 
variables to be adopted for different sets of companies (large cap, small cap, high growth, low 
growth etc).  

In tandem with this, we also suggest further guidance be provided in respect of the market value 
basis for valuation of the options. Specifically, if it is insufficient for market value to simply equal 
the ‘intrinsic’ value of the option, more detail and an objective basis for calculating market value 
(potentially involving the incorporation of a market value premium) should be provided. This 
market value ‘premium’ will essentially represent an adaptation of accepted options valuation 
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methodologies (Black-Scholes, Binomial, Monte Carlo etc). So long as a robust and objective 
basis for calculating market value is provided (without unreasonable expenses being 
necessitated), this approach should allow a better approach to the valuation and, consequently, 
taxation of options.   

In our opinion, the current ESS rules as they impact the grant of options to employees are 
workable. With the suggested modifications above, they should better accommodate the grant 
of vanilla options to employees of start-ups.  

In our experience, companies wishing to develop more sophisticated long term incentive 
programs will typically incorporate performance and/or service conditions into their options 
grants to employees (other than simply share price accretion). The incorporation of such hurdles 
would generally allow for deferral of taxation on the basis that real risk of forfeiture of the 
options is present.  

* * * * * 

We trust our comments above will assist in the development of the Government’s position on 
employee share schemes and start-ups. 

Please do not hesitate to contact us with any queries. 

Kind regards 

 

Daniel Yin 

 


