
 

Page 1 of 12 

  

Newsletter April 2014 
In this newsletter we release our most recent KMP report – a survey among professional Directors 

on remuneration policies and the effect of the two strikes rule. We also highlight an ISS report on 

the use of fair value for equity allocation, continue our TSR tracking series, examine the new ASX 

Corporate Governance Principles and discuss proposed Corporations Legislation amendments. 

Remuneration continues to be an issue that interests the mainstream media, with our opinion sought 

in the last month by the Sydney Morning Herald and the Australian Financial Review. 

 

KMP Report: More Work Needed to Link Pay and Performance 

Although Directors believe executive pay models have changed for the better 

following the introduction of the two strikes rule, they are less certain that the 

rule has helped foster pay for performance. 

 

Fair Value Analysis Shows Grant Inflation 

A report from ISS on the use of fair value for allocating equity to executives 

echoes opinions we expressed in December 2013. 

 

ASX Corporate Governance Principles and Recommendations 

The ASX Corporate Governance Council has released the final version of its 

Corporate Governance Principles and Recommendations (Third Edition), which 

will take effect for financial years commencing on or after 1 July 2014. 

 

TSR Tracking: Inclusions and Exclusions 

Any inclusions or exclusions from a comparator group may affect the vesting 

of long term incentive plans based on relative total shareholder return. 

 

Proposed Corporations Legislation Amendments 

The Corporations Legislation Amendment (Deregulatory and other measures) 

Bill 2014recently released by Treasury for consultation contained a number of 

suggested remuneration-related amendments, the implications of which may 

be broader than intended. 

http://www.eganassociates.com.au/wp-content/uploads/2014/04/Say-on-Pay-Survey-Report.pdf
http://www.eganassociates.com.au/wp-content/uploads/2014/04/Say-on-Pay-Survey-Report.pdf
http://www.smh.com.au/business/the-economy/executive-bonuses-may-mislead-shareholders-says-iss-20140319-351ma.html
http://www.afr.com/p/boss/gender_pay_gap_is_real_and_these_1UWPveVUDhatvqjZfofz4L
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KMP Report: More Work Needed to Link 

Pay and Performance 

Although Directors believe executive pay models have changed for the better following the 

introduction of the two strikes rule, they are less certain that the rule has helped foster pay for 

performance, according to an Egan Associates survey of professional Directors detailed in our latest 

KMP Report. 

Only a fifth of survey respondents believed the two strikes rule had affirmed the alignment of 

executive pay with performance. 

Around a third of the naysayers stated that this was because the two strikes vote had no 

correlation to an organisations’ performance or pay alignment. However, around the same number 

believed companies needed to be more transparent and disciplined in their target setting for annual 

and long term incentive plans. 

 

US Directors are more satisfied with the performance of their country’s say on pay rules, with 

almost three quarters agreeing in a similar US survey that say on pay has affirmed the alignment of 

executive pay with performance. 

The US survey also canvassed the opinions of institutional investors on the state of executive pay, 

finding that only 41% of investors believed say on pay had affirmed the alignment of executive pay 

and company performance. 

Interestingly, in most cases Australian Directors’ views were more closely aligned to US investors’ 

views than US Directors’, potentially indicating that Australian Directors are more in touch with their 

investor base following improved stakeholder engagement. 

For the full results of the Egan Associates survey, see our latest KMP report on our website. 

Back to Title Page  

http://www.eganassociates.com.au/wp-content/uploads/2014/05/Say-on-Pay-Survey-Report.pdf
http://www.eganassociates.com.au/wp-content/uploads/2014/05/Say-on-Pay-Survey-Report.pdf
http://www.towerswatson.com/en/Press/2014/01/corporate-directors-institutional-investors-remain-divided-over-current-state-of-executive-pay
http://www.eganassociates.com.au/wp-content/uploads/2014/05/Say-on-Pay-Survey-Report.pdf
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Fair Value Analysis Shows Grant 

Inflation 
ISS has released a report to its subscribers regarding the use of fair value for the allocation of equity 

in incentive plans, referencing our discussion on the matter in our December 2013 newsletter. 

(Australian Accounting Standards Board (AASB) 

Standard 2 – Share-based Payment (AASB 2) 

requires  companies to expense the value of 

equity-settled share-based payments to the P&L 

“by reference to the fair value of the equity 

instruments granted” as at the date of grant. 

The use of this valuation technique has been 

extended by some companies to 

the allocation of equity to executives for 

incentive plans.) 

In December, we noted that using fair value for 

this purpose can result in substantially higher 

equity grants to executives than if the face value of the equity were used. 

We used an example where an executive’s LTI potential is set at $1,000,000. With a share price of 

$10 at grant date, the number of share rights to be granted using face value would be 

$1,000,000/$10 = 100,000. 

The fair value of the share at grant date might only be $5, discounting for the possibility that the 

performance hurdle and tenure requirement is not met and deducting forecast dividends for the 

period. If this fair value is used to allocate shares, the executive would receive 200,000 shares 

instead of 100,000. 

We raised the concern that shareholders may not understand this. 

In its report, ISS tested the effects of using fair value for equity allocation, analysing performance 

right grants for S&P/ASX 50 companies. 

Of the companies in the index, 36 applied fair value methodologies when allocating equity to 

executives and one used the face value. The other 14 were excluded for a number of reasons 

including lack of information on plans. 

ISS analysed performance right grants to the lead executive for 17 of the 36 fair value companies. 

At grant date, it found that the difference between the face value and fair value of the grants made 

to the executive was over $1 million for six of the 17 companies. The median discount of fair value 

valuations compared with the prevailing share price at the grant date was 31.3%. 

ISS then calculated how many shares would have been granted if the face value of the equity had 

been used for allocation and compared those shares’ value at vesting with the value of the shares 

actually granted using the fair value. For eight of the 17 companies, the value of the latter 

was close to or over $1 million more than the value of the equity allocated using face value. ISS 

http://www.eganassociates.com.au/fair-value-is-it-fair/
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also noted that in some cases, this inflation of reward to the executive had occurred parallel to low 

or negative shareholder returns. 

Following its analysis, ISS formed a similar conclusion to ours: 

Fair value valuation techniques are not entirely transparent as they have the capability to over-

remunerate executives when compared with their targeted long-term incentive entitlement. This has 

the potential to mislead shareholders who are not cognisant of the available treatments for equity 

incentive awards. 

If a Board believes an executive needs a higher equity grant to be retained and rewarded, then we 

accept they should be granted that amount. However, the value of the grant needs to be clearly 

disclosed and not hidden via accounting methodologies.  Obscuring real grant values risks further 

regulation, which we do not believe would be in the interests of organisations or their shareholders. 

Back to Title Page 
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ASX Corporate Governance Principles 

and Recommendations 
The ASX Corporate Governance Council has released the final version of its Corporate Governance 

Principles and Recommendations (Third Edition), which will take effect for financial years 

commencing on or after 1 July 2014. 

Most changes we mentioned at the release of the 

draft made it into the final document, with a few 

deviations. 

Effect of Director Tenure on Independence 

The most high profile of the changes was the 

decision not to specify a recommended maximum 

length of tenure for independent Directors. 

Instead of noting that tenure of over nine years may 

compromise Director independence, the final ASX Corporate Governance Principles state that there 

may be doubts about the independence of a Director if he or she “has been a Director of the entity 

for such a period that his or her independence may have been compromised”. 

This is followed by commentary stating that shareholders are likely to be well served by “having a 

mix of Directors, some with a longer tenure with a deep understanding of the entity and its business 

and some with a shorter tenure with fresh ideas and perspective”, also noting that the Chairman is 

likely to have a longer tenure. 

A long tenure does not necessarily mean a Director has become too close to management to be 

independent, the principles note, but they do recommend an assessment of any Director who has 

been in a role for over 10 years. Likewise, a short tenure does not make a Director more likely to be 

independent. 

The decision to exclude the tenure limit followed consultations and aligns with our views that 

independence should be judged on a case by case basis rather than with regards to an arbitrary 

limit. 

Clawback policy 

Another change that has received less publicity is that the final rules have removed the standalone 

recommendation regarding clawback of executive remuneration. Instead clawback is mentioned in a 

statement within recommendation 8.2, which outlines remuneration disclosure requirements. The 

mention of clawback has also been removed from the commentary of Recommendation 1.3 

regarding the terms of appointment for Directors and senior executives. 

 

 

 

 

http://www.asx.com.au/documents/asx-compliance/cgc-principles-and-recommendations-3rd-edn.pdf
http://www.asx.com.au/documents/asx-compliance/cgc-principles-and-recommendations-3rd-edn.pdf
http://www.eganassociates.com.au/new-draft-asx-principles-and-recommendations/
http://www.eganassociates.com.au/new-draft-asx-principles-and-recommendations/
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The Draft ASX Corporate Governance Principles had read: 

Recommendation 8.3: 

A listed entity should: 

have a “clawback” policy which sets out the circumstances in which the entity may claw back 

performance-based remuneration from its senior executives; 

disclose that policy or a summary of it; and 

disclose as at the end of each reporting period: 

whether any performance-based remuneration has been clawed back in accordance with the policy 

during the reporting period; and 

where performance-based remuneration should have been clawed back in accordance with the 

policy during the reporting period but was not, the reasons for this. 

Commentary 

Where a senior executive has received performance-based remuneration as a result of the listed 

entity’s financial performance and it is subsequently revealed that its financial statements were 

materially misstated or some other event has occurred that would mean that the senior executive 

should not have received some or all of the performance-based remuneration, the listed entity 

should be able to recoup the excess remuneration paid to the senior executive. 

To deal with this, a listed entity should have in place a clawback policy (either as a standalone 

policy or as part of its broader remuneration policy) which sets out the circumstances in which the 

entity may claw back a senior executive’s remuneration and how those amounts will be clawed 

back (for example, by requiring the senior executive to pay back remuneration, by reducing any 

earned but as yet unvested incentives, or by adjusting current year incentives or fixed remuneration 

to take account of the previous overpayment). 

Generally speaking, a listed entity should include contractual provisions in the service agreements 

with its senior executives that conform to the clawback policy and facilitate the recoupment of 

remuneration from the senior executive in accordance with the policy. 

The final version of the Principles reads: 

The disclosures regarding the remuneration of executive directors and other senior executives 

should include a summary of the entity’s policies and practices regarding the deferral of 

performance-based remuneration and the reduction, cancellation or clawback of performance-based 

remuneration in the event of serious misconduct or a material misstatement in the entity’s financial 

statements. 

The newer commentary does not explicitly require a clawback policy, but implies that one should 

exist. This and the exclusion of the clawback requirement as a separate and distinct 

recommendation potentially reduces its effect, as commentary does not form part of a principle or 

recommendation and does not give rise to a reporting obligation. 

In our experience, however, more companies are formally including clawback provisions within 

relevant incentive plan rules. Coupled with Recommendation 4.2 (which requires the Board to 

receive declarations from the CEO and CFO that the financial statements are in their opinion a fair 
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view of the financial position and performance of the entity) it is arguable that clawback remains a 

critical component of a company’s corporate governance framework. 

Board Capability Matrix 

The new principles clarify that although the Council recommends that companies disclose the skills 

and diversity targets for the Board as a whole, disclosures need not identify the skills held by 

individual Directors. 

Equity pay for Non-Executive Directors 

The final Principles and Recommendations have clarified the guidelines for Non-Executive Director 

Remuneration, noting that it is generally acceptable for NEDs to receive securities as part of their 

remuneration, but that they generally should not receive options or performance shares with 

performance hurdles attached. It previously had noted that they should not receive options or 

performance shares at all. 

 

Back to Title Page 
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TSR Tracking: Inclusions and 

Exclusions 
Indradeep Mazumdar 

Last month we outlined the effect of smoothing on tracking total shareholder return (TSR) for the 

assessment and verification of employee entitlements. 

This month we look at the issue of inclusion or exclusion of delisted companies from an agreed peer 

group in determining vesting entitlements. 

Given the stock market’s dynamic nature, it’s fairly certain that not all companies in the peer group 

will still be listed at the end of the performance period. 

If these companies are included in the end result, it may provide a different result then if the 

companies are removed from the index to make a smaller comparator group. 

To see the difference this decision can make, we examine the same two companies we analysed 

last month, A and B. Let us again assume they both have a vesting profile where 50% of their 

equity vests at the median of the peer group (in this case we’ve chosen the ASX300) and 100% at 

the 75th percentile. We will use 60-day smoothing. 

Company A’s performance compared to the performance of the peer group can be seen in the 

graphs below, the first including delisted companies and the second excluding them. (Company A is 

depicted in red. TSR is rebased to 100 at the beginning of the period.) 

 

http://www.eganassociates.com.au/tsr-tracking-how-smooth-is-too-smooth/


 

Page 9 of 12 

  

 

 

As can be seen in the graphs, the sample company remains above the 75th percentile of the peer 

group at the end of the performance period however we treat delisted companies (and hence the 

same amount of equity will vest to executives). 

This is not the case for Company B, also depicted as a red line in the graphs below: 
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As can be seen, there is again a large difference in final ranking between the two scenarios – 

company B falls below the median if delisted companies are excluded, but above the median if they 

are not. 

For the given vesting schedule, choosing one scenario over the other will be the difference between 

equity vesting and no equity vesting. 

Any inclusions or exclusions from an index comparator group may affect vesting in a similar fashion, 

whether the changes are to customise the peer group for better alignment with the sample company 

or to take into account companies moving in or out of the index, demerging, or divesting significant 

assets and businesses. 

It is imperative that companies consider the composition of peer groups carefully and remain 

consistent in their methodology. 

Egan Associates’ analytics function supports clients in this area, providing advice on what is most 

appropriate for the organisation. 

We provide a benchmark analysis service for relative TSR to determine the percentage of 

rights/options which vest and verify Board and/or Remuneration Committee decisions to vest 

securities. We also monitor relative TSR performance over a series of grants on a quarterly or six 

monthly basis as requested by clients to inform the Board, Remuneration Committee and key 

executives how performance is tracking against TSR hurdles. 

Back to Title Page 
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Proposed Corporations Legislation 

Amendments 
The Corporations Legislation Amendment (Deregulatory and other measures) Bill 2014 recently 

released by Treasury for consultation contained a number of suggested remuneration-related 

amendments, the implications of which may be broader than intended.  

Sub-paragraph 300A(1)(e)(iv) of the Corporations Act 2001 

(the Act) currently requires disclosure of the value of 

options that were held by KMP but lapsed during the 

reporting year because a condition required for the options 

to vest was not satisfied. Sub-paragraph 300A(1)(e)(vi) 

requires disclosure of the percentage of the value of the 

person’s remuneration that consists of options. 

Item 15 of the Corporations Regulations 2M.3.03 (the 

Regulations) already requires disclosure of the number and value of any options that have been 

granted during the reporting period and the number of options that have vested during that period. 

Consequently the information required under the Act can already be deduced from the information 

required under the Regulations. The proposed amendment will remove the requirement to report 

the value of lapsed options and the percentage value of remuneration consisting of options, and 

replaces this with a requirement to disclose thenumber of lapsed options and the year in which the 

lapsed options were granted. This reform is expected to provide information that is of more use to 

shareholders. 

We note that under both sub-paragraph 300A(1)(e)(iv) of the Act and item 15 of the Regulations, 

value is to be calculated by reference to the Australian Accounting Standards. The calculation of fair 

value pursuant to these accounting standards has the potential to distort the ‘true’ value of the 

options for remuneration intent purposes. Removing the requirement to disclose the (fair) value of 

lapsed options and the percentage (fair) value of remuneration consisting of options and, instead, 

requiring disclosure of the number of lapsed options does not fully address the problem of 

calculating the number of options granted and the number of options that lapse based on the fair 

value of the options under accounting standards. More focus should be placed on the basis for 

calculating the number of options granted and whether this is erroneously based on their fair value 

for accounting purposes. 

The Bill also: 

1. Adds a requirement for companies to include a general description of their remuneration 

governance framework to the extent that it is not included elsewhere in the annual report. 

2. Removes the requirement that unlisted disclosing entities prepare a remuneration report. 

3. Extends the Remuneration Tribunal’s jurisdiction to Chairs and Member positions of the 

Financial Reporting Council (FRC), the Australian Accounting Standards Board (AASB) and 

the Auditing and Assurance Standards Board (AUASB). 

Back to Title Page 

http://www.treasury.gov.au/ConsultationsandReviews/Consultations/2014/Deregulatory-Bill-2014
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About us 
For more than 25 years, Egan Associates has advised leading organisations and emerging 

enterprises in Australia and New Zealand on the remuneration of Board Directors, executives and 

key staff members, as well as performance management, corporate governance and Board 

effectiveness. 

Our Services include: 

 Remuneration reviews and benchmarking for Boards, CEOs, executives, senior management 

and professional positions, including specialist roles 

 Corporate transactions / IPOs: assistance transitioning pre-IPO reward arrangements into the 

listed company environment with considerations including escrow provisions 

 Advice on annual incentive plan structures, performance criteria, target and maximum payment 

levels including deferral and clawback provisions 

 Advice on long term incentive plan structures, participation, performance hurdles, equity 

instruments, valuation and allocation, as well as monitoring  

 Government pay reviews: assistance at both Federal, State and local level in administrative, 

policy and corporatised environments on reward for senior executives, professional and 

administrative staff and governing Boards 

 Online human capital solutions: online resources to assist organisations manage position 

documentation, work value, internal relativity, market competitiveness and performance.  

 Board effectiveness: assistance with Board reviews, Board skills matrices, scenario planning 

and Board documentation. 

John Egan  

John’s early career was with Cullen Egan Dell (now Mercer Human Capital), 

which he chaired from 1983 to 1989, when he formed Egan Associates. John 

has been an advisor to Boards and senior executives on organisation, 

governance and reward issues over many years. He has assisted a significant 

majority of Australia’s top 200 companies as well as a myriad of 

entrepreneurial organisations and government entities across a wide range of 

industries. 

John has been actively involved with Universities, chairing Sydney University’s 

Board of Advice for its Faculty of Economics & Business (2001 – 2010).  John is an Honorary 

Fellow of the University and an Adjunct Professor in the School of Business. 

His personal interests are in cool climate gardens – www.thebraesgarden.com – and he served as a 

Trustee of the Sydney Royal Botanic Gardens & Domain Trust from May 2010 to June 2014. 

 

http://www.thebraesgarden.com/

