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ABSTRACT

Since at least the 1970s, employee share ownership has en-
joyed bipartisan support in Australia. Despite broad and sus-
tained public policy interest in employee share ownership,
Australian literature on the subject remains scarce. There has
also been very little in the way of comprehensive analysis of the
regulatory framework. This paper provides an overview of em-
ployee share ownership from an Australian perspective. It be-
gins by reviewing the literature on broad-based employee share
ownership before turning to examine available data on Austra-
lian practice. It then considers how employee share ownership
plans are currently provided for in public policy and law. Com-
panies in Australia proposing to offer securities to employees
must comply with a myriad of regulatory requirements. This
paper examines these requirements. It also examines features of
the current regulatory framework which have been identified as

problematic.
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1. INTRODUCTION

In Australia, interest in broad-based employee share owner-
ship (ESO) is reflected in the inquiry held by the Commonwealth
House of Representatives Standing Committee on Employment,
Education and Workplace Relations into ESO in 2000;! the es-
tablishment in 2003 of a promotional Employee Share Owner-
ship Development Unit (ESODU) within the Commonwealth
Government’s Department of Employment and Workplace Rela-
tions; and, in February 2004, the announcement by the Minister
for Employment and Workplace Relations of a target of doubling
employee share ownership plans (ESOPs) in workplaces from 5
to 11 percent of employees by 2009.2 In addition, there are sev-
eral organisations and networks within Australia devoted to pro-
moting employee ownership.?> Nonetheless, despite the breadth
of interest in the subject, scholarship on broad-based employee
share ownership in Australia remains scarce.

This paper is intended to provide a foundation for further
inquiry into employee share ownership in Australia. It is pro-
duced under the auspices of the Employee Share Ownership Pro-
ject, a joint initiative of the Centre for Corporate Law and
Securities Regulation, the Centre for Employment and Labour
Relations Law and The Tax Group, The University of Mel-
bourne. Funded by the Australian Research Council, this three
year project will subject the existing regulatory regime for em-
ployee share ownership plans in Australia—in tax, corporate and
labour law—to technical and empirical scrutiny. The project ex-
amines the current incidence and forms of ESOPs in Australia,
the diversity of objectives that such schemes serve, the extent to
which current corporate, tax and labour law inhibits ESOPs, and
the case for reform of the regulatory framework. Produced in
the early stages of this project, this paper surveys the existing
research on employee share ownership and the current regula-
tory regime.

This paper is structured as follows. Part 2 of this paper re-
views the literature on employee share ownership. As literature
on the practice in Australia is limited, the review draws heavily
upon studies conducted in Europe and the United States. Part 3

1. Parliament of Austl., H.R., Standing Comm. on Employment, Educ. and
Workplace Relations, Shared Endeavours: An Inquiry Into Employee Share Owner-
ship In Australia (2000), available at http://www.aph.gov.au/house/committee/ewr/
eso/Report/Index.htm (last visited Oct. 18, 2007) [hereinafter Shared Endeavours).

2. Press Release, Kevin Andrews, Minister for Employment and Workplace
Relations, Promoting Employee Share Ownership (Feb. 25, 2004), available ar http:/
www.remstrategy.com/downloads/DEWR.pdf (last visited Nov. 29, 2007).

3. See, e.g., Australian Employee Ownership Association, http://www.aeoa.org.
au, and Employee Ownership Group, http://www.eogroup.org.
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of this paper provides an overview of existing data on employee
share ownership in Australia. Parts 4 and 5 of the paper examine
the regulatory framework for employee share ownership in Aus-
tralia. There is no singular piece of legislation regulating the es-
tablishment or administration of ESOPs. Companies proposing
to offer securities to employees must ensure they comply with a
myriad of regulatory requirements. These regulatory considera-
tions emanate principally from corporate law and taxation law.
Part 4 analyses how the corporate law framework in Australia
regulates employee share plans. Part S analyses the taxation law
framework. In analysing the current framework, the authors also
identify areas of the current regime which have been recognized
as being problematic.

2. A REVIEW OF THE LITERATURE

Employee share ownership is a form of employee financial
participation that confers on employees the right to share in the
wealth of the company and, in theory at least, the right to exer-
cise some degree of control over company affairs. Despite sus-
tained and bipartisan interest in employee share ownership in
Australia over the last three decades or so, literature on the sub-
ject remains scarce. What literature exists tends to be written
from a practitioner’s perspective,* limited to brief magazine arti-
cles, or preliminary and tentative in nature.’

The majority of the literature on employee share ownership
comes from the UK. and the US. An increasing amount also
comes from Europe—generally as a result of increased promo-
tion of financial participation, including ESO, by the European
Commission since the early 1990s.6 There is also some, but very

4. See, e.g., John Sartori, Employee Share Ownership Plans — Issues Con-
fronting ASX Listed Companies, 23 Company & Sec. LJ. 71 (2005).

5. See, e.g., DaviD PEETZ, DEP'T OF INDUS. RELATIONS, FINANCIAL PARTICI-
PATION BY EMPLOYEES: A REVIEW OF THEORETICAL AND PRAcCTICAL ISSUES
(1988); Michael J. Aitken & Robert E. Wood, Employee Stock Ownership Plans:
Issues and Evidence, 31 J. INnpus. REL. 147 (1989); Rayna Brown & Cheung Wah
Lau, The Extent and Industrial Pattern of Employee Share Ownership Plans in Aus-
tralia: Preliminary Evidence, 10 Acct. REs. J. 34 (1997); Jarrod Lenne, Richard
Mitchell and Ian Ramsay, Employee Share Ownership Schemes in Australia: A Sur-
vey of Key Issues and Themes, 14 INT’L J. EmP. STUD. 1 (2006).

6. In 1992, the European Commission issued its Recommendation Concerning
the Promotion of Employee Participation in Profits and Enterprise Results, Council
Recommendation 92/443, 1992 O.J. (L 245) 53 (known as the PEPPER recommen-
dation). Since this time, the issue of financial participation has been explored and
affirmed by the Commission in numerous reports and recommendations. See Erik
Poutsma & Willem de Nijs, Broad-Based Employee Financial Participation in the
European Union, 14 Int’L. J. HUuM. RESOURCE Mamr. 863 (2003).
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limited, attention paid to ESO in Africa,” Asia® and the transi-
tional countries in Eastern Europe.®

The diversity of the literature on employee share ownership
makes compiling a literature review a challenging task. Litera-
ture on employee share ownership is found in a range of disci-
plines: Finance, Financial Economics, Labour Economics,
Corporate Finance, Human Resource Management, and Indus-
trial Relations.19 The various disciplines are interested in differ-
ent issues posed by employee share ownership and tend to use
different data.!! In particular, a distinction can be drawn be-
tween research and analysis that focuses on the control potential
of financial participation and that which focuses on the produc-
tivity potential. Those who adopt the former view are concerned
with the potential for employee share ownership to enhance em-
ployee control over the organisations in which they work, that is,
to contribute to some form of industrial democratisation. Those
who focus on the latter emphasise the effect that ESO may have
on organisational performance.!?

This literature review organises the material as follows. Part
2.2 looks at the rationales provided for employee share owner-
ship, focusing in particular on the Australian perspective. Part
2.3 identifies the key criticisms of employee share ownership.
Part 2.4 provides an overview of the principle streams of research
conducted into employee share ownership. In Part 2.5, the au-
thors consider the interaction between employee share owner-

7. M. Wright et al., Employee Ownership in Enterprises in Africa and Asia, 11
INT’L. J. HuM. RESOURCE MaMmT. 90 (2000).

8. See, e.g., T. Holland, A Piece of the Pie, Far E. Econ. REv,, Aug. 3, 2000, at
40; Warren Chi-kwan et al., When Marx Borrows from Smith: The ESOP in China,
14 J. ConTEMP. CHINA 761 (2005); Beom-cheol Cin et al., A Tale of Two Tigers:
Employee Financial Participation in Korea and Taiwan, 14 INT’L. J. HUM. RESOURCE
Mamr. 920 (2003); Beom-cheol Cin & Stephen C. Smith, Employee Stock Owner-
ship and Participation in South Korea: Incidence, Productivity Effects, and Prospects,
6 Rev. Dev. Econ. 263 (2002); Derek C. Jones & Takao Kato, Employee Stock
Ownership Plans and Productivity in Japanese Manufacturing Firms, 31 Brir. J. IN-
pus. REL. 31 (1993); Derek C. Jones & Takao Kato, The Scope, Nature and Effects
of Employee Stock Ownership Plans in Japan, 46 Inpus. & Las. REL. REv. 352
(1993).

9. See, e.g., Panu Kalmi, The Rise and Fall of Employee Ownership in Estonia:
1987 — 2001, 55 Eur.-Asia Stup. 1213 (2003); BeELa GarLgoczi & JaNos
Hovorka, INT'L LABOR ORG., EMPLOYEE OWNERsHIP IN HUNGARY: THE ROLE oF
EMPLOYERS AND WORKERS ORGANISATIONS (1998).

10. Andrew Pendleton et al., Theoretical Study on Stock Options in Small and
Medium Enterprises, Final Report to the Enterprise-Directorate General, Commis-
sion of the European Communities, 2002, at 5, available ar http://ec.europa.eu/enter-
prise/entrepreneurship/support_measures/stock_options/theoretical_study.pdf (last
visited Nov. 29, 2007).

11. Id. at 10.

12. See Erik Poutsma & Willem de Nijs, Financial Participation in the 1990s —
Dissemination and Challenges, 20 Econ. & Inpus. DEMOCRACY 163, 166 (1999).
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ship and corporate governance. Finally, the review identifies the
strand of literature that has taken a comparative approach to em-
ployee share ownership in different countries.

2.1 SCOPE AND METHODOLOGY

This literature review explores the law and policy issues aris-
ing in the context of employee share ownership. It focuses on
broad-based employee share schemes: that is, schemes in which a
majority of employees are eligible to take up shares. More spe-
cifically, it focuses on ‘conventional’ employee share schemes,
which are generally introduced by management and confer only
a small proportion of equity on employees.1* However, the arti-
cle also addresses schemes which transfer a substantial portion of
equity to employees. Executive-based share plans are not dis-
cussed, as they raise different issues and public policy
considerations.14

This review takes a broad approach. It does not examine the
‘mechanics’ of ESOPs in any detail, such as how the shares
should be funded, the limitations on the issue of shares, restric-
tions on the disposal of shares by employees, or whether the
shares are placed under the control of the individual workers
concerned or under the control of a collective agency (trustee)
on their behalf. Finally, this review has attempted to draw upon
the international literature relevant to the Australian context.

2.2 RATIONALES FOR EMPLOYEE SHARE OWNERSHIP

There are many rationales offered to support employee
share ownership, ‘informed by a variety of ideologies and inten-
tions.’> Some justifications are focused on the enterprise level,
whereas others see ESOP as part of a broader social or macro-
economic project. Since at least the 1970s, broad-based em-
ployee share ownership has enjoyed bipartisan support in Aus-
tralia. The promotion of employee share ownership continues to
be an objective of both the Liberal Party of Australia and the
Australian Labour Party (ALP).16 The current federal Coalition
Government has committed to doubling the incidence of em-

13. For a discussion of the various types of employee ownership and of classifi-
catory criteria that can be employed to distinguish between the various types, see
David J. Toscano, Toward a Typology of Employee Ownership, 36 Hum. REL. 581
(1983) and Aitken & Wood, supra note 5.

14. See Shared Endeavours, supra note 1, for a discussion of the regulatory
framework and potential reforms.

15. Id. at 30.

16. See AUSTL. LABOR PARTY, 2007 NATIONAL PLATFORM AND CONSTITUTION
130, available at http://www.alp.org.au/platform/index.php (last visited Oct. 18,
2007).
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ployee share schemes in the workplace from 5.5 percent to 11
percent of employees by 2009.7 The ALP has recently foreshad-
owed an examination of measures to facilitate employee share
ownership.18

In 1999, the Minister for Employment, Workplace Relations
and Small Business, Peter Reith, directed a joint Parliamentary
Committee to ‘inquire into and report on the extent to which
employee share ownership schemes have been established in
Australian enterprises and the resultant effects on: workplace re-
lations and productivity in enterprises; and the economy.” The
Committee’s report, Shared Endeavours, was tabled in Parlia-
ment in September 2000.

Shared Endeavours was overwhelmingly in favour of the
promotion of broad-based employee share ownership plans in
Australia.’® The Dissenting Report by the Labor members of the
Committee concurred with the Majority Report that broad-based
employee share ownership schemes should be encouraged.
Moreover, the Labor members supported a number of the Ma-
jority Report’s recommendations for the promotion of these
sorts of plans. They were cautious to note, however, that there
was no clear and objective evidence to support the conclusion,
however intuitive it might seem, that broad-based employee
share plans better aligned employer and employee interests and
fostered increased productivity and workplace harmony.2 The
Dissenting Report focused largely on their concerns with the ca-
pacity of employee share plans, as currently regulated, to facili-
tate tax avoidance by company executives.

Over the years, public policy makers in Australia have iden-
tified a number of key benefits arising from broad-based partici-
pation in employee share schemes. Some justifications are
focused on the enterprise level, whereas others see ESOPs as
part of a broader social or macro-economic project. The princi-
pal rationales that have featured in public policy discourse in
Australia are outlined briefly below.

17. Andrews, supra note 2.

18. See Wayne Swan, Shadow Treasurer, Keynote Address to the Labor Busi-
ness Forum: Australia’s Economic Future (Sept. 19, 2006).

19, The Shared Endeavours Majority Report identified a range of legislative
and institutional reforms that would facilitate the public policy objectives identified.
Of the forty-five policy recommendations, however, the Australian Government re-
jected close to thirty. The Government appears to have rejected further calls for
legislative reform in favour of a ‘lighter touch’ approach, embodied in the establish-
ment in 2003 of the Employee Share Ownership Unit (ESODU) within the Depart-
ment of Workplace Relations.

20. Shared Endeavours, supra note 1, at 290.
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2.2.1 Improving enterprise performance

Employee share ownership is identified as a means of en-
hancing enterprise performance through promoting worker pro-
ductivity. The theoretical basis for this rationale is generally
located in agency theory.?! Agency theory proceeds from the ba-
sis that the fact that the interests of employees are not congruent
with those of the company imposes considerable costs on the
company. There are two commonly identified ways in which ES-
OPs reduce agency costs: through increased productivity as a re-
sult of employees feeling they have a direct interest in the
performance of the enterprise (thus enhancing commitment to
the objectives of the company); and through lowering monitoring
costs by aligning employee interests with those of the company.??
Former Prime Minister John Howard’s policy statement in 2000,
Employee Share Ownership Plan Initiatives, emphasised the im-
portance of ESOPs in providing incentives for employees to
achieve high levels of productivity.?3

The ALP has proved more circumspect in relation to the ca-
pacity of employee share ownership to improve enterprise pro-
ductivity. In 2004, for example, in response to a motion in the
House of Representatives for reforms to the employee share
ownership framework, the Shadow Minister for Workplace Rela-
tions, Craig Emerson, observed that as a member of the Nelson
Committee, he had discovered that the links between employee
share ownership and productivity were elusive.>* In mid-2006,
the Shadow Treasurer Wayne Swan observed the link in empiri-
cal research between employee share ownership and productiv-
ity, though he noted that this benefit only appeared to eventuate
when ESOPs were coupled with participative management
practices.?’

Other commentators have doubted the effectiveness of ES-
OPs in improving enterprise performance. For example, Mong
notes that not all employees will work harder as a result of share
ownership, as they will choose to ‘free-ride’ off the efforts of

21. Andrew Pendleton, Incentives, Monitoring, and Employee Stock Ownership
Plans: New Evidence and Interpretations, 45 INDUs. REL. 753 (2006).

22. Id. See also ESOPs: Their Role in Corporate Finance and Performance
24-26 (Nick WILSON ED., 1992).

23. Peter Reith, Minister for Employment, Workplace Relations and Small Bus-
iness, The Role of Employee Share Ownership in the New Workplace (Address to
the Australian Employee Ownership Association Breakfast Briefing: Future Direc-
tions in Employee Ownership, Canberra, Jun. 29, 2000). See also John Howard,
Employee Share Plans Initiatives, cited by Peter Reith, supra note 24.

24. COMMONWEALTH OF AUSTL., PARLIAMENTARY DEBATES, H.R., Official
Hansard, Mar. 1, 2004, at 25375, available at http://www.aph.gov.au/Hansard/reps/
dailys/dr010304.pdf.

25. Swan, supra note 18.
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other employee shareholders and that rewards for increased pro-
ductivity will be diluted by the number of shares held by non-
employees. She also notes that incentive efforts may be offset by
employees (usually executives) using financial products, such as
options, to reduce their risk exposure, and who therefore may
not be concerned with increased productivity.26

2.2.2 Industrial relations objectives

There is a range of industrial relations or human resource
management (‘HRM’) rationales for employee share ownership.
Employee share ownership is viewed by some as a potential
means of enhancing industrial democracy or of bringing the em-
ployee into corporate governance.?’” For some, ESO is a means
of increasing employee understanding of how the company for
which they work operates and, more broadly, of ‘absorbing the
principles on which the economy of the country is run.’?® For
others, ESO is seen as a means of facilitating labour-manage-
ment cooperation through breaking down the ‘them’ and ‘us’
mentality. Some identify ESOPs as a substitute for salary or
wages when business is not performing well. More recently, em-
ployee share ownership, as a means of financial participation, is
identified by HRM scholars as one practice within a ‘bundle’ of
HR practices that together constitute a high performance work
system.2 Employee share ownership also intersects with the dis-
course on labour-management ‘partnerships.’30

The capacity of employee share ownership to promote coop-
erative workplace relations has been repeatedly emphasised by
the Liberal/National Party Coalition Government. Employee
share ownership featured in the Coalition’s 1996 Industrial Rela-
tions Policy, Better Pay for Better Work.3* John Howard’s policy
statement in 2000, Employee Share Ownership Plan Initiatives,
also emphasised the importance of employee share ownership
plans in building a sense of participation in Australian business
through giving employees a direct stake in the enterprise in

26. Sheila Mong, Employee Share Ownership Plans — Reform or Rethink, 15
AusTL. Tax Forum 413, 416 (1999/2000).

27. Gorm Winther & Richard Marens, Participative Democracy May Go a Long
Way: Comparative Growth Performance of Employee Ownership Firms in New York
and Washington States, 18 Econ. & INpus. DEMocracy 393, 394 (1997).

28. See Lenne et al., supra note 5, at 7-8.

29. Paul Gollan et al., New Roads in Organizational Participation?, 45 INpuUs.
RELATIONS 499, 507-8 (2006); Stephen Wood, High Commitment Management and
Payment Systems, 33 J. Momr. ST1. 1 (1996).

30. See, e.g., Poutsma & de Nijs, supra note 12, at 167. In Australia, see Klaas
Woldring, Employee Share Ownership Should Be Part of the HRM Repertoire, 39
HumMm. REsource MomT. BuLL., Feb. 27, 2006.

31. See Reith, supra note 23.



34 PACIFIC BASIN LAW JOURNAL [Vol. 25:25

which they work.32 Since this time, the capacity of employee
share ownership to promote the ‘mutuality of interests’ in the
workplace has been repeatedly identified by successive work-
place relations ministers.3> Tony Abbot, in particular, proved to
be a passionate supporter of employee share ownership during
his time as Federal Minister for Employment Services, Work-
place Relations and Small Businesses from 2001 to 2003. In his
words:
. . if we are ever going to have workplaces which are more

like partnerships and less like battlefields, we need to have a

situation where workers and managers have a better perspec-

tive on each others’ situation. And I think the best way to do

that is through greater employee share ownership.34

For others, employee share ownership is a means of enhanc-
ing industrial democracy or of bringing the employee into corpo-
rate governance.’> The ALP’s 2004 platform (now superseded)
identified the promotion of employee share ownership as a key
principle to be pursued, as a means of ‘Promoting Industrial De-
mocracy and Cooperative Workplaces.’3¢

2.2.3 Contributing to national savings

The potential contribution of ESOPs to national savings was
identified as a rationale for employee share schemes at least as
early as the mid-1990s.37 In 1996, the Federal Treasurer Peter
Costello observed that giving ‘blue-collar Australians’ a ‘stake in
the business’ will provide them with ‘the opportunity to secure
for themselves the kind of financial independence this govern-
ment would like to see.”?® The Prime Minister has emphasised
the importance of employee share ownership plans in increasing
the voluntary savings of Australian households and in ‘fostering a
more balanced approach to retirement planning.’* In 2000,

32. Howard, supra note 23.

33. See, e.g., Reith, supra note 23.

34. Tony Abbott, Address to the CEDA/Telstra Political and Economic Over-
view Conference, (Feb. 2, 2001), available at http://www.tonyabbott.com.au/news/de-
fault.asp?action=article&ID=233 (last visited Oct. 18, 2007).

35. Winther & Marens, supra note 27, at 394.

36. AUSTL. LABOR PARTY, 2004 NATIONAL PLATFORM AND CoNsTITUTION, Ch.
3, 9112, available at http://www.alp.org.au/download/now/platform_2004.pdf.

37. See, e.g., the numerous second reading speeches delivered in relation to the
Taxation Law Amendment Bill, No. 2 (1995) (Austl.). COMMONWEALTH OF AUSTL.,
PARLIAMENTARY DEBATES, H.R., Official Hansard, Jun. 22, 1995.

38. Questions without Notice: Employee Share Ownership, COMMONWEALTH
OF AUSTL., PARLIAMENTARY DEBATES, H.R., Official Hansard, Nov. 6, 1996, at
6665. See also Howard, supra note 23.

39. See Howard, supra note 23; John Howard, Competence, Philosophy and Fu-
ture Challenges, Address to the National Press Club (2001), available at http:/iwww.
australianpolitics.com/news/2001/01-08-01a.shtml (last accessed Jan. 28, 2007).
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however, Shared Endeavours observed that the place of em-
ployee share ownership in ‘a national savings program has not
been fully considered by Parliament nor been the subject of clear
policy.’40

2.2.4 Promoting innovation

Since 2001, employee share ownership has been featured
within the Government’s initiative to promote science and inno-
vation. The initial strategy document—Backing Australia’s Abil-
ity: An Innovation Action Plan for the Future—published in
2001,* noted that a high-level Ministerial Committee responsible
for overseeing the implementation of Backing Australia’s Ability
would examine a number of areas in order to ensure that rele-
vant policies provide the most effective support for R&D, its
commercial application and skills development. The document
identified as one of these specific areas the potential extension of
employee share ownership schemes in small and medium un-
listed companies, as well as in companies in sunrise and new
industries.*?

2.2.5 Remuneration objectives

Although employee share ownership has never been high-
lighted as a policy objective in its own right, a number of com-
ments related it to the desirability of giving employers and
employees greater flexibility in determining the nature and mix
of remuneration packages. For example, in a submission to the
Nelson Committee, the Treasurer stated that ESOPs were ‘con- .
sistent with Government policy of allowing employers and em-
ployees greater flexibility and choice in their working
arrangements.’3

2.2.6 Other objectives

The Nelson Committee identified a further objective,
namely that the promotion of ESOPs could facilitate ‘employee
buyouts and succession planning.’¢ Although there was no real
discussion of the issues, they had been raised in submissions to

40. Shared Endeavours, supra note 1, at 47.

41, The initial 2001 package, Backing Australia’s Ability, which comprised
AUS$3 billion over five years to 2005-2006, was extended on May 6, 2004. Together,
the two packages constitute a ten-year, AUS$8.3 billion funding commitment,
stretching from 2001-2002 to 2010-2011. See http://backingaus.innovation.gov.au
(last visited Nov. 29, 2007).

42. Available at http://backingaus.innovation.gov.au/docs/statement/backing.rtf
(last visited Oct. 18, 2007).

43. Shared Endeavours, supra note 1, §2.78.

44, See id. Recommendation 3.
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the Committee and the Majority Report noted that using ESOPs
in this way would greatly expand the level of share ownership in
Australia.4>

The Shared Endeavours Majority Report identified three in-
ter-related objectives: 1) ‘ownership objectives,” whereby plans
are used to transfer all or part ownership of a company; 2) ‘remu-
neration objectives,” whereby shares are used as an incentive for
employees; and 3) ‘workplace change objectives,” whereby shares
are used to ‘change the culture’ of a company.#¢ The importance
of these objectives may vary according to the company and the
country context. According to the Australian Employee Owner-
ship Association (AEOA), for example, ownership considera-
tions are predominant in the U.S., whereas remuneration and
cultural change motives appear dominant in Australia.*”

The Shared Endeavours Majority Report concluded that
public policy should be formulated so as to promote ESOPs for
four purposes: 1) to better align the interests of employees and
employers; 2) to develop national savings; 3) to facilitate the de-
velopment of sunrise enterprises; and 4) to facilitate employee
buyouts and succession planning.48

2.3 THE COSTS OF EMPLOYEE SHARE OWNERSHIP

The most widely identified cost arising from employee share
ownership is the financial risk it imposes on employees. In gen-
eral, employees have less discretionary income and a lower abil-
ity to diversify their risks than conventional investors. The wage
system allocates the greater proportion of risk upon shareholders
who are more capable of bearing the risk. Employee share own-
ership shifts some of this risk back on employees.#® Through
broad-based ESOPs, an ‘employee is asked to make an equity
investment in the same company in which his or her labour is
invested. Should the company fail, the employee loses on both
investments.”>® The extent to which ESOPs expose employees to
risk will, of course, vary significantly depending on the way the
ESOP is structured and the regulatory framework. In the U.S,,
for example, ESOPs have been criticised for exposing employees

45. Shared Endeavours, supra note 1, at 53-54.
46. Id. at 30.

47. AEOA submission to the House of Representatives Standing Committee on
Employment, Education and Workplace Relations’ Inquiry into Employee Share
Ownership in Australian Enterprises 4 (April 1999).

48. Shared Endeavours, supra note 1, at 54.
49. PEETZ, supra note 5, at 16-17.
50. Aitken & Wood, supra note 5, at 159.
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to high levels of risk as employees’ pensions, personal wealth and
wages may all be tied to the same company.>!

Trade unions have historically taken a cautious approach to
employee share ownership.52 Pendleton identifies three principal
issues that trade unions in the U.K. have had with ESOPs. First,
ESOPs in the U.K. have generally fallen outside the scope of col-
lective bargaining, meaning that they are often not subject to ne-
gotiation. Second, concerns have been raised that ESOPs may
diminish the employee’s need for trade union representation. Fi-
nally, ESOPs are seen as potentially confusing and undermining
the representative role of trade unions through placing them in a
position where they are representing both employees and own-
ers.>> Wariness towards the impact of ESOPs on trade unions is
strongly associated with Harvie Ramsay’s Marxist critique of em-
ployee participation. Ramsay’s ‘cycles of control’ thesis contends
that employers have introduced mechanisms for financial partici-
pation by employees, including share ownership schemes, at
times when the power of labour has been strong, as a means of
gaining workers’ compliance.>* Through promoting employee
identification with the company, employers have sought to un-
dermine or avoid trade union representation.>

Pendleton has argued that financial participation by employ-
ees is a much more complex phenomenon than Ramsay de-
scribed. First, Pendleton notes that Ramsay’s ‘cycles of control’
thesis fails to account for the sustained interest in ESOPs in the
U.K. since the late 1970s. Second, a number of studies suggest
that employers’ reasons for introducing ESOPs are much more
complex than a simple desire to undermine trade unionism.>¢
While employers may be attracted by ESOPs for their potential
to increase employee commitment, industrial relations considera-

51. See, e.g., William R. Levin, The False Promise of Worker Capitalism: Con-
gress and the Leveraged Employee Stock Ownership Plan, 95 YALE L.J. 148, 168
(1985). Levin argues that this level of risk is sufficient to justify the elimination of
ESOP subsidies in the US. See also Amy J. Maggs, Enron, ESOPs and Fiduciary
Duty, 16 Benerrts L. Rev. 42 (2003), Jennifer O’Hare, Misleading Employer Com-
munications and the Securities Fraud Implications of the Employee as Investor, 48
ViLL. L. Rev. 1217 (2003), and Sharon Epperson, Don’t Bet It All on Your Em-
ployer: The Plunge of Enron Stock Serves as a Warning That Workers Should Not
Invest Too Much in Their Company, TIME, Dec. 3, 2001, at 79.

52. In the Australian context, see, e.g., AUSTRALIAN CouNciL OF TRADE UN-
10Ns, EMPLOYEE SHARE OWNERSHIP PLANS — HANDLE wiTH CARE (1993).

53. See generally Andrew Pendleton, Employee Ownership, Participation and
Governance: A Study of ESOPs in the UK (2001).

54. See Andrew Pendleton, Employee Share Ownership, Employment Relation-
ships and Corporate Governance, in Participation and Democracy at Work: Essays in
Honour of Harvie Ramsay 75 (Bill Harley et al. eds., 2005).

55. Id. at 77-78.

56. Id.
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tions are rarely at the forefront of employers’ considerations.
Adopting an institutional perspective, Pendleton argues that the
character, practices and outcomes of financial participation arise
from the interaction between actor interests and behaviours in
specific institutional contexts.5’

Employee share ownership may also impose costs on non-
employee shareholders. While generally not a concern for large
companies, employee share ownership has the potential to dilute
a company’s capital base, thus disadvantaging non-employee
shareholders. It may also lead to a loss of control of the com-
pany where it is small or where the shares are closely held. Some
managers may be wary of the potential for ESOPs to lead to
greater control of the company by employees through employees
voting as a block. There are many ways around this problem,
including restrictions on voting or the use of ‘shadow’ shares.>®
Stradwick, writing on ESO in Australia in 1996, dismisses this
fear as ‘so remote as to be almost nil.’>® Finally, concerns are
raised over the potential for ESOPs to be used as a means of
avoiding tax.e¢

24 RESEARCH INTO EMPLOYEE SHARE OWNERSHIP

Research into employee share ownership can be grouped
into two broad categories.5! The first perspective, located largely
within the field of labour economics, seeks to establish whether
employee share ownership has an impact on company perform-
ance. The second broad perspective focuses on the industrial re-
lations and human resource management issues posed by
employee share ownership. Authors within these disciplines
have explored a range of issues. These include the relationship
between employee share ownership and participation by employ-
ees, both at the workplace level and in corporate governance;
how participation in an ESOP affects employee attitudes and
levels of commitment to the company; the relationship between
employee share ownership and trade unions; employer and em-
ployee perceptions of ESOPs; the characteristics of companies
adopting ESOPs; and particular issues arising out of majority em-

57. ld.

58. Richard Stradwick, Employee Share Plans: Equity Participation for Em-
ployee Commitment 32 (1996).

59. Id.

60. See, e.g., Shared Endeavours, supra note 1, Dissenting Report.

61. For similar attempts to categorise the research on employee share owner-
ship, see Erik Poutsma, Willem de Nijs & Michael Poole, The Global Phenomenon of
Employee Financial Participation, 14 InT'L J. Hum. RESOURCE MGMT. 855, 858-59
(2003); PENDLETON, supra note 54, at 10-12.
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ployee-owned enterprises. Each of these areas of inquiry is sum-
marised briefly below.

2.4.1 The labour economics literature

Do ESOP companies perform better than those without
ESOPs?

There is a considerable amount of empirical research that
attempts to assess whether the implementation of employee
share ownership leads to enhanced organisational performance.
As noted above, the theoretical departure point for much of this
research is the principal-agent problem.5> There are two com-
monly identified ways in which ESO schemes reduce agency
costs: through increased productivity as a result of employees’
feeling they have a direct interest in the performance of the en-
terprise (thus enhancing commitment to the objectives of the
company); and through lowering monitoring costs through align-
ing employee interests with those of the company.53

A number of theoretical explanations have been proffered
for the precise way in which ESOPs lead to increased organisa-
tional performance.¢* First is the ‘pure incentive effect of finan-
cial involvement’ by employees as they receive some income
(deferred or cash) which is directly linked to the performance of
the enterprise. Second, ESOPs cause the employee to identify
with the company, thus leading to reduced employee turnover
and absenteeism. Finally, ESOPs may provide incentives for em-
ployee owners to share information at all levels, resulting in in-
creased organisational efficiency. All the above, however, are
predicated on the finding of some ‘psychology of ownership’ aris-
ing from ESOPs.%5

Australian research into the link between employee share
ownership and productivity is very limited. There are no exten-
sive studies on the existence of, or reasons for, any link between
the ESOPs and increased productivity.®¢ In 1997, Brown and
Wah Lau argued that, for employees, the perceived link between
increasing their own effort and improved value of their equity
holding was so tenuous as to be non-existent, so there is no real

62. Pendleton, supra note 21.

63. Id. See also ESOPs: Their Role in Corporate Finance and Performance,
supra note 22, at 24-26.

64. Conte and Svejnar identify six potential linkages between employee owner-
ship and improved organisational performance. Michael A. Conte & Jan Svejnar,
The Performance Effects of Employee Ownership Plans, in PAYING FOR PRODUCTIV-
ry: A Look AT THE EviDENCE 143 (Alan Blinder ed., 1990).

65. Id. at 26.

66. SHARED ENDEAVOURS, supra note 1, at 41,
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incentive to improve performance.6’” However, data drawn from
the AWIRS 1995 indicated a positive correlation between compa-
nies with ESOPs (particularly those with broad based participa-
tion practices) and lower rates of absenteeism and higher
productivity.5® In contrast, based on a survey conducted among
delegates in 1999, the Australian Manufacturers Workers’ Union
argued that the presence of a share scheme did not have an ob-
servable impact on productivity.®® The Shared Endeavours ma-
jority report noted a correlation between ESO and higher rates
of industrial action. This finding contrasts with the supposed ‘in-
dustrial harmony’ benefits of ESO. The report, however, dis-
missed this correlation, arguing that it merely reflected the fact
that workplaces with ESOPs tended to be large, unionised ones.

While the findings of the international literature are mixed,
the majority of evidence suggests that ESOPs alone do not im-
prove company productivity.” Corporate performance is only
improved where ESOPs are accompanied by increased employee
participation in decision-making.”!

Several studies have argued that ESOPs may negatively im-
pact productivity. In 2005, Hadi Elhayek and Sonja Petrovic-
Lazarevic, from Monash University, conducted a study on the re-
lationship between ESO schemes and organisational perform-
ance.’”? The negative findings in this study were reported in The
Age.”® This study sought to resolve whether Australian compa-
nies with higher ESO plan participation rates exhibit improved
financial performance as measured by common accounting ra-

67. Brown & Lau, supra note 5.

68. Id. at 40-41.

69. Austl. Manufacturers’ Workers Union, Employee Share Ownership in Aus-
tralian Enterprises {Submission 12, Standing Comm. on Employment, Educ. and
Workplace Relations’ Inquiry into Employee Share Ownership, May 3, 1999) 3,
available at http://www.aph.gov.auw/house/committee/ewr/eso/subs/sub12.pdf (last vis-
ited Oct. 18, 2007).

70. See Aitken & Wood, supra note 5, at 166, and Lenne et al., supra note 5.
This is also the conclusion drawn by Sesil, Kruse and Blasi from their review of over
fifty large-scale empirical studies on ESO. James C. Sesil et al., Sharing Ownership
via Employee Stock Options, World Institute for Development Economics Research
Discussion Paper No. 2001/25, at 2, available at http://www.wider.unu.edu/publica-
tions/working-papers/discussion-papers/2001/en_GB/dp2001-25/ (last visited Nov.
29, 2007).

71. See the discussion of literature in PENDLETON, supra note 54, at 10-11;
Brown & Lau, supra note 5, at 35 and sources cited therein; PEETZ , supra note 5, at
iv; and Robert McNabb & Keith Whitfield, The Impact of Financial Participation
and Employee Involvement on Financial Performance, 45 Scort. J. PoL. Econ. 171
(1998).

72. Hadi Elhayek & Sonja Petrovic-Lazarevic, Are Employee Share Ownership
Programs Really Improving Organisational Performance? (Monash University De-
partment of Management Working Paper 12/05, Mar. 2005).

73. Paul Robinson, Workers Not Won Over By Shares, THE AGE, Apr. 5, 2005,
at 5.



2007] EMPLOYEE SHARE OWNERSHIP IN AUSTRALIA 41

tios. This quantitative study involved statistical analysis of the
correlation between financial performance indicators and levels
of ESO participation in Australian companies. The authors con-
clude that their research suggests that large employee sharehold-
ings are not of themselves instrumental in improving company
performance. Other human resource policies are much more im-
portant. They found that companies with lower ESO participa-
tion rates have better organisational performance across many
financial areas. The authors argue that their findings contradict
existing studies by suggesting that high ESO scheme participa-
tion may not be effective at motivating employees because ESOs
do not align organisational and employee objectives, thus result-
ing in little to no improvement in performance.” Unsurprisingly,
the Elhayek and Petrovic-Lazarevic study attracted criticism
from the Australian Employee Ownership Association (AEOA).
The President of the AEOA has argued that the study is uncon-
vincing and based on a flawed methodology.”

There are a number of limitations inherent in the literature
that seeks to measure whether employee ownership has a posi-
tive effect on productivity.’ Attempts to establish a direct rela-
tionship between ESOPs and higher organisational productivity
inevitably encounter difficulties in causal uncertainty.”” It may
be, for example, that it is the most productive enterprises that are
choosing to introduce ESO schemes. Secondly, the small num-
ber of shares held by employees may mean that the financial en-
titlement from participation in an ESOP is ‘marginal, uncertain
and disconnected from day-to-day working life,” rendering tenu-
ous any perceived link between ESOPs and higher productiv-
ity.”® Thirdly, researchers often fail to consider why particular
companies initially adopt ESO plans. Companies may imple-
ment ESO plans for a range of reasons that are not necessarily
linked to a desire to improve productivity: they may be moti-
vated by a desire to resist a take-over or to take advantage of tax
concessions. The structure and performance effects of ESOPs
are likely to be strongly influenced by the circumstances in which
employee ownership is introduced and the motives involved.”
Finally, the heterogeneity of ESOPs—in their structure, objec-

74. Elhayek & Petrovic-Lazarevic, supra note 72, at 5-6.

75. See Klaas Woldring, Employee Share Ownership should be part of the
HRM repertoire, available at http://www.aeoa.org.au/docs/0024/CCH %20HR %20
art.%20v.2.1.pdf (last visited Nov. 29, 2007).

76. PENDLETON, supra note 54, at 11-12.

77. Lenne et al., supra note 5, at 19; Sesil et al., supra note 70, at 11.

78. Lenne et al., supra note 5.

79. See PENDLETON, supra note 54, at 11; ESOPs: Their Role in Corporate Fi-
nance and Performance, supra note 22, at 23.
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tives and the divergent workplace cultures in which the schemes
are introduced—renders problematic any attempt to establish a
link between productivity and ESOPs.80

McHugh, Cutcher-Gershenfeld and Bridge adopt a more
nuanced approach to the question of the relationship between
ESOPs and company productivity.8? The authors move beyond
the literature that tends to contrast ESOP and non-ESOP com-
panies or ESOP companies pre-adoption and post-adoption.
They note that there is great variation among ESOPs in relation
to the degree of employee input and influence and that most
studies fail to take this diversity into account.’? Through com-
paring companies with ESOPs against each other, McHugh et al.
have sought to examine how variations in ESOP structures im-
pact upon company performance. The authors hypothesise that
three ownership attributes (the level of employee influence in
decision making; the amount of ESOP information given to em-
ployee shareholders; and the extent to which ESOP design pro-
vides employee shareholders with equity) are positively related
to ESOP company performance. The authors concluded from
their empirical study, based on survey responses from manage-
ment at sixty-one companies with ESOPs, that employee influ-
ence in operational related decisions and employee ESOP
information is positively correlated to managerial perceptions of
enhanced company performance. Employee influence in strate-
gic level decisions, however, is not related to perceptions of en-
hanced company performance. While the authors conceded the
limitations of their study, including their reliance on subjective
rather than objective indicators of company performance, they
argue that the findings do have implications for management,
policy makers and researchers. In particular, those interested in
improving company performance should increase opportunities
for employee influence in the company.®?

80. ANDREW RoBINsON & Nick WiLsoN, ESOPs and Corporate Performance,
in ESOPS: Their Role in Corporate Finance and Performance 243 (Nick Wilson ed.,
1992).

81. Patrick P. McHugh et al., Examining Structure and Process in ESOP Firms,
34 PersonNNEL REv. 277 (2005).

82. Id. at 278.

83. See also Aditi Bagchi, Varieties of Employee Ownership: The Unintended
Consequences of Corporate Law and Labor Law (U. Penn. Law School, Working
Paper No. 147, Mar. 8, 2005, at 19) (noting that union-negotiated ESOPs tend to
have more expanded voting rights).



2007] EMPLOYEE SHARE OWNERSHIP IN AUSTRALIA 43

2.4.2 The industrial relations/human resource management
literature

Employee share ownership and employee participation

A number of authors have explored the relationship be-
tween employee share ownership and participation.* There ap-
pear to be two broad strands of this literature. The first is
concerned with the question of whether employee share owner-
ship leads to greater levels of employee participation in work-
place-level and board-level decision making. The second strand
focuses more broadly on the relationship between employee par-
ticipation and financial participation. This second strand is ex-
amined below, in ‘Characteristics of companies adopting ESOPs.’
In relation to the former, there is little evidence to support the
view that ESOPs automatically lead to increased employee par-
ticipation, either at the workplace or board level.®5 Writing on
ESOPs in the UK., Pendleton has repeatedly observed that
there is little evidence to suggest that companies with conven-
tional share schemes develop mechanisms for employee partici-
pation in decision-making. In an article published in 1995,
Pendleton et al. emphasise that the extent to which an ESOP will
facilitate employee participation within a specific company de-
pends to a large extent on the goals of those who implemented
it.86 The authors distinguish between three different ‘constella-
tions’ of ESOPs: 1) the ‘technical ESOP’ (conventional ESOPs
introduced by management as a technical measure and generally
driven by corporate finance issues); 2) the ‘paternalistic ESOP’
(where an owner seeks to give employees an opportunity to
share in the well-being of the company but the ESOP is estab-
lished with minimal involvement by employees or their repre-
sentatives); and 3) the ‘representative ESOP’ (where employee
representatives are involved extensively in the creation of ES-
OPs). Significant innovations in representative forms of em-
ployee participation are only present in the latter form.

In a 1996 article, the same authors argued that, while con-
ventional companies with ESO do not generally confer rights
upon employees to participate, there is evidence to suggest that
share schemes tend to form part of a broader package of work-
place initiatives to develop individualistic forms of employee in-

84. See, e.g., PENDLETON, supra note 54; Panu Kalmi et al., The Relationship
Between Financial Participation and Other Forms of Employee Participation: New
Survey Evidence from Europe, Helsinki Centre of Economic Research Discussion
Paper No. 3, Apr. 2004.

85. See PENDLETON, supra note 54, 119.

86. Andrew Pendleton et al., The Impact of Employee Share Ownership Plans
on Employee Participation and Industrial Democracy, 5 HuM. RESOURCES MGMT. J.
44, 45 (1995).
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volvement.?” The authors observe that, in companies with
conventional share schemes, the evidence suggests that ‘em-
ployee participation focuses on direct employee involvement in
task-related rather than strategic decisions, and that it is gener-
ally individualistic rather than collectivist in form.’8® They attri-
bute this tendency largely to the fact that in such companies
employee share ownership tends to be a management-driven ini-
tiative. In contrast, where other actors are involved in the initial
design and implementation of ESO, employee participation may
be more collectivist in nature.®?

Evidence from the U.S. suggests that, although there is sig-
nificant variation in ESOP companies with respect to employee
participation, most companies with ESOPs do not display signifi-
cant innovation in employment participation.%°

Does participation in an ESOP influence employee attitudes and
levels of commitment to the organisation?

A number of studies, located largely within the human re-
source management field, have focused on the capacity of ESOPs
to lead to improved employee attitudes and levels of commit-
ment. More recently, employee share ownership has been identi-
fied as a means through which to facilitate employee
commitment in an era where ‘shareholder value’ is predominant
and companies no longer provide ‘traditional’ returns such as
long-term employment.®!

Authors have sought to explain how ownership translates
into improved employee attitudes. Particularly influential on
both the subsequent U.S. and the U.K. literature has been
Klein’s formulation of three models.®2 The first (the intrinsic
model) posits that the simple fact of ownership will increase em-
ployee commitment to the company. The second (the instrumen-
tal satisfaction model) suggest that ownership will only translate
into improved employee attitudes and levels of commitment
where ownership allows for greater employee participation in
company decision-making. The third model (the extrinsic
model) posits that employee ownership will increase employee

87. Andrew Pendleton et al., Employee Participation and Corporate Governance
in Employee-Owned Firms, 10 Work, Emp. & Soc’y. 205, 211 (1996).

88. Id. at 212.

89. Id. at 212-13.

90. Pendleton, U.K. supra note 54, at 118-19.

91. See Corporate Governance and Labor Management: an International Com-
parison 1 (Howard Gospel & Andrew Pendleton eds., 2005); and PENDLETON, supra
note 55, 75.

92. Katherine J. Klein, Employee Stock Ownership and Employee Attitudes: A
Test of Three Models, 72 J. ArpLIED PsycHoL. 319 (1987).
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commitment and satisfaction where it is financially rewarding to
employees.

A range of strategies has been used in an effort to test the
proposition that employee share ownership generates increased
employee commitment to the company. These include examina-
tion of the relation between employee attitudes and the number
of shares held by an employee; comparison of the attitudes of
employee owners and non-owners; longitudinal comparisons of
employee shareholder attitudes; and interviews asking respon-
dents for their perceptions on whether and how share ownership
has changed their attitudes towards the company.

The findings in the literature are mixed, both as to whether
and how ESOPs have an impact on employee attitudes. Studies
range from those that find extensive attitudinal change to those
that find no differences. A considerable number of studies in
both the U.K. and U.S. offer strong support for Klein’s ‘instru-
mental’ model and considerable support for the ‘extrinsic’ model.
Most of the studies from the U.K. and the U.S. have emphasised
that share ownership per se is unlikely to significantly influence
employee attitudes or levels of commitment. This is particularly
the case where the proportion of equity transferred is small.
Other variables, such as participation in decision-making and fi-
nancial reward, are necessary for ownership to be associated with
increased satisfaction and commitment.

Efforts to assess the impact of employee share ownership on
employee attitudes inevitably encounter obstacles. There are
methodological difficulties in evaluating employee responses to
the specific effects of employee share ownership and to causally
relating any changes to participation in a share ownership
scheme.?? A number of authors have criticised studies that focus
on the manipulation of large, publicly available data sets, for fail-
ing to account for other factors that may have influenced em-
ployee perceptions. Blasi, for example, has suggested that
researchers should focus more on detailed studies of individual
companies with ESOPs.%¢ Finally, as Pendleton has argued, some
studies are limited by their failure to take into consideration em-
ployee perceptions of what the ESOP was intended to achieve:
the capacity of ESOPs to engender positive attitudes among par-
ticipating employees towards their employer is a function of em-

93. See Andrew Pendleton, Nick Wilson, & Mike Wright, The Perception and
Effects of Share Ownership: Empirical Evidence from Employee Buy-Outs, 36 BRIT.
J. InDUSs. REL. 99, 100 (1998). See aiso id. at 101-03, for the authors’ critique of the
U.K. studies to date.

94. See id. at 103 and discussion in Daniel Hallock, Ronald Salazar & Sandy
Venneman, Demographic and Attitudinal Correlates of Employee Satisfaction with
an ESOP, 15 Brir. J. MaMmT. 321, 331 (2004).



46 PACIFIC BASIN LAW JOURNAL [Vol. 25:25

ployee perceptions of the purpose of the plan and the extent to
which these purposes are seen to be consistent with, and meet,
employees’ objectives and interests.?>

Employee share ownership and trade unions

A strand of the industrial relations literature has empirically
examined the relationship between trade union representation
and employee ownership. This literature can be divided into two
broad areas of inquiry. The first examines the impact of em-
ployee share ownership on trade unions. The second looks at
how trade union involvement influences the structure and nature
of ESOPs.

There is little empirical evidence from the U.K. or U.S. to
suggest that ESOPs result in a decreased desire among employ-
ees for trade union representation.”¢ From their research in Eu-
rope, Pendleton et al note that the wide range of workplace and
employment issues tends to create sufficient employee demand
for collective industrial relations structures and organisations.®”
Lenne, Mitchell and Ramsay have observed that ESO schemes
may in fact increase trade union voice through share holder ac-
tivism, by highlighting particular employee issues.?®

Writing from the U.S., Cramton, Mehran and Tracy in a re-
cent paper explore the impact of ESOPs on the collective bar-
gaining role of trade unions.®® The authors focus on enterprises
in which union members have a non-controlling ownership inter-
est. They suggest that ESOPs create incentives for trade unions
to become weaker bargainers. The authors examined data on
union contract negotiations for the period 1970-1995, as col-
lected by the Bureau of Labor Statistics. According to the au-
thors, the data indicated a decline in both the incidence of labour
disputes and strikes following the adoption of an ESOP. The au-
thors suggest that ESOPs increase the efficiency of labour negoti-
ations by reducing the incidence of labor disputes and shifting

95. Pendleton, supra note 54, at 84-85.

96. Research Evidence on Prevalence and Effects of Employee Ownership; Hear-
ings Before the House Subcomm. on Employer-Employee Relations, House Comm.
on Educ. and the Workforce, 107th Cong. 5, Feb. 13, 2002, (testimony of Douglas
Kruse, Professor, Rutgers University); Andrew Pendleton et al., Employee Share
Ownership and Profit Sharing in the European Union, Report prepared for the Eu-
ropean Foundation for the Improvement of Living and Working Conditions, 2001, at
5.

97. See Pendleton et al., supra note 93.

98. See Lenne et al., supra note 5, at 12.

99. Peter Cramton et al., ESOP Fables: The Impact of Employee Stock Owner-
ship Plans on Labor Disputes (University of Maryland, Working Paper, Sept. 2005).
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the composition of disputes from more costly strikes towards
‘hold-outs.”100

A number of studies from the U.S. have found that unionisa-
tion has had some discernible effects on the structure and opera-
tion of employee share ownership. In a recent study, Yates
compared organisational structures and practices among compa-
nies with four distinct relationships between organised labour
and employee stock ownership.l® She concluded that work
practices in the unionised, majority employee-owned companies
were characterised by more equality, better communication,
more training, more opportunities to participate and a more co-
operative relationship between management and employees. In
companies where union members held a minority share of the
company, there was some evidence, though more limited, of
more participative management. The lowest levels of communi-
cation, training and participation were found in the non-union-
ised ESOP companies.’®2 Yates concluded that ‘economic
democracy through share ownership contributes to favourable
working conditions for unionised employees in rough proportion
to their share of ownership.’1* McHugh, Cutcher-Gershenfeld
and Polzin found from their study of sixty-eight Michigan ESOPs
that union members’ participation in the ESOP was broadly cor-
related with more participation in employee relations but not in
company management and governance; that ESOPs with union-
ised participants were more likely to own a majority of their com-
pany shares; that the benefits of employee ownership where
union members were participants were allocated in a more egali-
tarian manner; and that ESOPs with unionised members were
more likely to offer participation in selecting board members and
to have union representation on the board.1%4

2.4.3 Why do employers implement ESOPs and why do
employees participate?

In Australia, there has been little empirical research into
why companies adopt employee share ownership plans. Barnes
et al. conducted two case studies of enterprise-level ESO
schemes, seeking to gain insight into how supposed objectives of

100. A ‘hold-out’ is a labor dispute in which the trade union agrees to work
under the terms of the expired agreement while negotiations continue.

101. Jacquelyn Yates, Unions and Employee Ownership: A Road to Economic
Democracy?, 45 Inpus. ReL. 709 (2006).

102. Id at 728.

103. Id. at 729.

104. See Patrick P. Mchugh et al., Employee Stock Ownership Plans: Union Influ-
ence and Stakeholder Interest, 20 Econ. & INpus. DEMOCRACY 535 (1999).
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ESO are understood by business managers and employees.!05
From their interviews, the authors reach the tentative conclusion
that both management and employees adopt a ‘nebulous’ em-
ployee engagement rationale for the implementation of ESO
schemes, rather than focusing on the potential for ESOPs to pro-
vide incentives for specific kinds of behaviour. This research also
looked at the role the tax concession regime has played in shap-
ing the implementation and management of the two companies’
ESOPs. The authors found that the tax concessions did not oper-
ate as a significant incentive for these two companies.

In 2004, the Employee Share Ownership Development Unit
commissioned a large-scale survey of business in Australia which
sought to measure how businesses with and without plans re-
garded the benefits of ESOPs. It found that businesses were
more likely to agree that ESOPs provided benefits related to or-
ganisational culture, workplace relations and human resource
strategies rather than rationales based on improved performance,
a better working environment, competitive salary packaging or .
tax benefits for employees. Finally, the Shared Endeavours re-
port cites research conducted by Stradwick in 1999 for the
AEOA, which involved a survey of ESOPs in most of the Austra-
lian Stock Exchange’s top 500 companies. Preliminary findings
suggested that 90 percent of companies introduced ESOPs to in-
crease employee identification with the interests of shareholders;
80 percent to provide a benefit for employees; 40 percent be-
cause it was a tax effective way of rewarding employees; 29 per-
cent to increase labour productivity; and 7 percent to enhance
recruitment and retention.106

Research from the U.K. has found that employers adopted
ESOPs for a diversity of reasons, though employers are often
vague about the precise nature of the incentive or motivation.197
Writing in 2001, Sesil, Kruse and Blasi identified at least sixteen
large-scale empirical studies of this question. They conclude that
the studies do not support any one dominant explanation for the
adoption of ESOPs.108

105. See Andrew Barnes et al., Employee Share Ownership Plans: Evaluating the
Role of Tax and Other Factors Using Two Case Studies, 35 AustL. Bus. L. REv. 73
(2007).

106. See, e.g, LESLEY BADDON ET AL., PEOPLE’'S CAPITALISM: A CRITICAL
ANALYSIS OF PROFIT-SHARING AND EMPLOYEE SHARE OwNERsHIP 89-90, 280
(1989); Philip Dewe et al., Employee Share Option Schemes: Why Workers Are At-
tracted to Them, 26 Brir. J. Inpus. REL. 1, 1-2 (1988).

107. See, e.g., BADDON ET AL., supra note 106, 89-90, 280; Dewe et al., supra
note 106, at 1-2.

108. Sesil et al., supra note 70, at 8.
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Research focusing on employees’ perspectives on ESOPs is
scarcer,?® and it is recognised as an area needing further re-
search.11 In Australia, research appears to consist of Barnes and
his cowriters’ two case studies and data collected by the ESODU
in 2004. The authors found that employee resistance was among
the most frequently cited barriers to the implementation of
ESOPs.111

In Europe, research on how employees perceive ESOPs is
also limited. It tends to draw upon the theoretical literature re-
lating to risk aversion and portfolio diversification. In the U.K,,
Pendleton has examined whether employee stock option holders
choose to keep or sell their stock on exercise and the influences
on their decisions to do so.1"2 Analysing data from a survey of
over 24,000 employees (with a 24 percent response rate) in
eleven publicly-listed companies with all-employee stock option
plans in the U.K., Pendleton found that over 40 percent of em-
ployees retain their shares for a year or more after exercise, and
that the most important individual-level influences on the deci-
sion whether to keep or sell their shares were the structure of
investment portfolios, the reasons for participating in the stock
option plan and age. His findings suggested that income and risk
preferences have little direct influence.

In the late 1980s, Dewe, Dunn and Richardson surveyed em-
ployees within a single U.K. company with an employee share
option scheme. They wanted to understand why workers were
attracted to the scheme.!'® In particular, the authors sought to

109. This observation is also made in Andrew Pendleton, Sellers or Keepers?
Stock Retentions in Stock Option Plans, 44 Hum. Resources Mawmr. 319, 321
(2005); and in Douglas Kruse, A Guide to Doing Academic Research on Employee
Ownership, (National Centre for Employee Ownership (May 2007)), available at
http://www.nceo.org/library/research.html (last visited Aug. 31, 2006). Both authors
also note that existing work was largely conducted in the 1980s and thus is likely to
be out of date.

110. See Pendleton, supra note 109, at 331. See also Erik Poutsma & Fred
Rondeel, Complementarities of Financial Participation and Other Forms of Partici-
pation: Human Resource Management for Performance, Report of the Workshop
Held on Oct. 14, 2005, at 22.

111. See Barnes, supra note 105; TNS Social Research, Employee Share Owner-
ship: Summary of Awareness, Attitudes and Endorsement (Commissioned by the De-
partment of Employment & Workplace Relations Services for Australians, research
presentation, 2004) [hereinafter ESODU Research], available at http://www.work
place.gov.au/NR/rdonlyres/195C003B-A87A-4982-A674-E780AEF97B2A/0/ESO
presentationv3.pdf. This research (based on qualitative interviews) identified a
number of factors as influencing employee willingness to take up shares. These in-
cluded the performance of the share price; the size and age of the company; the
value and type of the shares; previous experience with share schemes; life stage and
current financial position; understanding of share ownership generally; and existing
employee relations and trust of management.

112. See Pendleton, supra note 109.

113. Dewe et al., supra note 106.
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explore the relationship between attitudes to work, opinions of
employee share schemes held by employees and the intention to
join such a scheme.!’* The authors found that workers favoured
joining when they felt positive towards share option schemes in
general, regardless of their particular attitude toward the com-
pany. To the authors, the most striking finding of their study was
that work attitude variables did not have a strong association
with intention to participate in the scheme: that is, ‘workers who
feel a strong sense of commitment to the company are no more
likely to want to take part in the scheme than those who do
not.’113

A more recent French study focused on employee decisions
about whether to participate in shares offered by France Telecom
as it underwent a partial privatisation.!'¢ The authors’ results
were largely, though not entirely, consistent with theoretical
models of investing behaviour which predict that workers with
more financial wealth and higher salaries will invest more money
in ESOPs.

2.4.4 Characteristics of companies adopting ESOPs

A further strand of the literature has sought to identify the
characteristics of companies that adopt ESOPs.17 Some authors
interested in this issue have approached the question from the
basis of economic theory, while others have adopted an industrial
relations perspective. The studies within the economic/organisa-
tional literature make a number of broad predictions concerning
the characteristics of companies adopting ESO.1® First, em-
ployee share ownership is more likely to be used where em-
ployee performance is difficult to monitor because of certain
features of work organisation and job design (such as companies
where intellectual capital is the main source of customer value, in
large companies or in companies experiencing fast growth),!1?
The second prediction is that group-based rewards such as ES-
OPs will be attractive to companies when individual incentive-
based pay is costly to operate. Thus ESOPs tend to be viewed as

114. Id. at 13.

115. Id. at 19.

116. See Francois Degeorge et al., Selling Company Shares to Reluctant Employ-
ees: France Telecom’s Experience), 71 J. Fin. Econ. 169 (2004).

117. For a brief analysis of this literature, see Pendleton, supra note 21, at
756-61.

118. Id.

119. Maya K. Kroumova & James C. Sesil, Intellectual Capital, Monitoring, and
Risk: What Predicts the Adoption of Employee Stock Options?, 45 INpus. ReL. 734,
735 (2006).
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an alternative to individual incentives, such as individual per-
formance-based pay mechanisms.

In a 2006 article, Pendleton examined the economic litera-
ture that draws upon agency theory to explain the existence of
ESO in companies. He examined the data from the U.K. Work-
place Employee Relations Survey (1998) to ascertain whether
share plans substituted for direct monitoring or individual incen-
tives. He found that ESO was often implemented alongside indi-
vidual incentives. According to Pendleton, this suggested that
broad-based ESOPs, while providing weak incentives by them-
selves, are used to mitigate dysfunctional effects of individual in-
centives by engendering cooperation and trust. They also
encouraged employees to think about and act on performance
outcomes by reference to a longer time frame.120

The studies conducted from an industrial relations perspec-
tive have focused on the relationship between ESO and other
forms of employee participation. The findings of these studies
vary greatly. Some studies have found a positive correlation be-
tween financial participation and other forms of employee partic-
ipation.’2! Several of these earlier studies, however, failed to
distinguish between ESO and profit-sharing.'?? In 1997, Pendle-
ton examined data from the 1990 U.K. Workplace Industrial Re-
lations Survey in an attempt to identify what kinds of companies
implement broad-based employee share schemes.'>®> He found
that the characteristics of workplaces with ESO varied signifi-
cantly from those with profit-sharing arrangements or those with
no form of financial participation. Pendleton argued that his
findings were more consistent with the industrial relations-based
explanations for the adoption of ESO than with economic-based
ones.'2¢ According to Pendleton, workplaces that have imple-
mented ESOPs tended to have other forms of employee repre-
sentation and participation, such as joint consultative
committees, to determine pay by collective bargaining and to
have high levels of union density.’?> He noted that his findings
support the conclusion that companies may use multiple forms of
incentives and that employee share ownership plans may be com-

120. Id. at 753.

121. Michael Poole, Factors Affecting the Development of Employee Financial
Participation in Contemporary Britain: Evidence from a National Survey, 26 BriT. J.
Inpus. REL. 21 (1988); and Andrew Pendleton, Characteristics of Workplaces with
Financial Participation: Evidence from the Workplace Industrial Relations Survey, 28
Inpus. ReL. J. 103 (1997).

122. Pendleton, Characteristics of Workplaces with Financial Participation: Evi-
dence from the Workplace Industrial Relations Survey, supra note 121.

123. Id.

124. Id. at 116.

125. Id. at 113.
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plementary to other forms of financial participation.’?¢ In Aus-
tralia, Tuberville has conducted a study similar to that conducted
by Pendleton, using data from the Australian Workplace Indus-
trial Relations Surveys in 1990 and 1995. Tuberville’s findings
suggested that financial participation (defined as collective forms
of profit sharing or employee share schemes) did not seem to
correlate with ‘representative forms of employee representation,’
such as joint consultative committees and worker representation
on company boards. Rather, financial participation was strongly
associated with continuous improvement and total quality man-
agement techniques.!'?’

In contrast, drawing upon data collected from listed compa-
nies in Finland, France, Germany, the Netherlands, Spain and the
U.K., Kalmi, Pendleton and Poutsma concluded in 2004 that
while there is some evidence of a correlation between profit shar-
ing and other participatory practices, such a correlation is missing
with respect to employee equity plans.!?®

2.4.5 Majority employee-owned companies

A small strand of the ESO literature from the U.K. and the
U.S. has focused on companies that have transferred substantial
portions of equity to employees.’?® Given the higher levels of
equity held by employees in such companies, ESOPs embody the
potential to facilitate much greater levels of employee participa-
tion, particularly at the level of corporate governance.!* These
studies have generally adopted a case study approach, exploring
the origins, forms and performance of employee-owned
companies.

Much of the work on employee-owned enterprises in the
U.K. has focused on the bus industry, where ESOPs were a com-
mon mechanism to facilitate management-employee buyouts in

126. Pendleton, supra note 21, at 753.

127. See Sarah Tuberville’s oral submission to the House of Representatives
Standing Committee on Employment, Education and Workplace Relations’ Inquiry
into Employee Share Ownership in Australian Enterprises, Official Committee
Hansard, Sept. 8, 1999, at 290-92.

128. Kalmi, supra note 85.

129. In the U.K,, see, e.g., Pendleton et al., The Impact of Employee Share Own-
ership Plans on Employee Participation and Industrial Democracy, supra note 86, at
44; Pendleton et al., Employee Participation and Corporate Governance in Em-
ployee-Owned Firms, supra note 87, Lisa Trewhitt, Employee Buyouts and Employee
Involvement: A Case Study Investigation of Employee Attitudes, 31 INnpus. REL. J.
437 (2000); and PENDLETON, supra note 54. In the U.S., see John Logue & Jacquelyn
S. Yates, Worker Ownership American Style: Pluralism, Participation and Perform-
ance, 20 Econ. & Inpus. DEMOCRACY 225 (1999).

130. Pendleton et al., supra note 87, at 205; Christopher Mackin & Fred Freund-
lich, Representative Structures in Employee-Owned Firms, 7 J. EMPLOYEE OWNER-
sHip L. & FIN. 91 (1995).
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the context of privatisation of the industry in the late 1980s. Fo-
cusing on ESOPs within the bus industry, Pendleton et al. have
conducted an extensive empirical study on the extent to which
ESOPs extend employee involvement in decision-making.’3! In
an article published in 1996, Pendleton et al. examined the possi-
bility that companies with ESOPs that confer majority ownership
on employees have different levels of employee participation vis-
a-vis ‘conventional’ companies. The authors concluded that com-
panies with majority employee ownership often did develop dif-
ferent structures for employee participation. In particular, they
tended to implement forms of employee participation that were
more representative-based, and which tended to focus on strate-
gic rather than task-related decisions.!3> More broadly, Pendle-
ton has argued that U.K. ESOPs vary widely in the extent to
which they lead to greater levels of employee participation. Pen-
dleton has argued that ‘the objectives, philosophies and interests
of the key actors involved in conversions to employee ownership
have a critical influence on the reasons for employee ownership,
the level of employee shareholding, and the forms of participa-
tion and governance adopted.’133

There does not appear to be any study conducted in Austra-
lia concerning if and how majority employee-owned companies
differ from those companies that transfer smaller amounts of eq-
uity to employees.

2.5 EMPLOYEE SHARE OWNERSHIP AND
CORPORATE GOVERNANCE

The relationship between employee share ownership and
corporate governance has been explored from a number of dif-
ferent perspectives.!3 Hollo identifies three main ways in which
ESOPs may affect corporate governance.'?> First, they may pro-
vide corporate directors with a means to manipulate corporate
control in their favour. The second issue relates to shareholder
neutrality: in particular, the potential issues arising from the ca-

131. The results of this study are published in numerous articles and in Pendle-
ton, Employee Share Ownership, Participation and Governance in the UK., supra
note 54.

132. Pendleton et al., supra note 87, at 222-23.

133. PENDLETON, supra note 54, at 182.

134. This review adopts a broad understanding of corporate governance as con-
cerned with “who controls the firm, in whose interest the firm is governed and the
various ways whereby control is exercised.” Howard Gospel & Andrew Pendleton,
Finance, Corporate Governance and the Management of Labour: A Conceptual and
Comparative Analysis, 41 BriT. J. INpUs. REL. 557, 560 (2003).

135. See Elana R. Hollo, The Quiet Revolution: Employee Stock Ownership Plans
and Their Influence on Corporate Governance, Labor Unions and Future American
Policy, 23 RutGers L.J. 561, 577-92 (1992).
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pacity of ESOPs to dilute holdings of shareholders.’3¢ The third
way in which ESOPs may affect corporate governance is the po-
tential for employees, through ESOP participation, to have a
greater say in the governance of the company.

The first and second issues appear to have received little at-
tention in Australia. The concern that ESOPs are used by corpo-
rate directors as a means of securing or reinforcing their own
autonomy appears to be dominant in the United States but not
elsewhere.'3” The concern is that directors structure an ESOP in
a way that entrenches their own power through, for example, ap-
pointing an ESOP trustee that is sympathetic to their interests or
simply passing a large block of shares to employees who are gen-
erally aligned to management.'3® ESOPs have been a common
defence in the U.S. to hostile takeover bids, and there has been a
considerable amount of U.S. case law on this issue.’>® Fine con-
cludes from his survey of the U.S. literature: ‘Whatever the his-
torical and specific motives that informed the formation of
ESOPs, they have become more and more heavily embroiled in
the general process of corporate strategy, with limited actual and
potential deference to the interests of employees.’?#° In Austra-
lia, however, as Aitkin and Wood have noted, ESOPs are too
small a proportion of issued capital to be a useful defence against
takeover.141

Many authors have referred to the potential for employee
share ownership to increase employee influence in corporate
governance. Employee share ownership is regarded as a means
of overcoming the problems associated with shareholder primacy
and the role of employees as ‘outsiders’ in corporate govern-
ance.l¥2 Employee share ownership can provide a means of ‘in-

136. Id. at 586.

137. Id. at 577-78. See also Lilli A. Gordon & John Pound, ESOPs and Corpo-
rate Control, 27 J. Fin. Econ. 525 (1990); William N. Pugh, Sharon L. Oswald &
John S. Jahera Jr., The Effect of ESOP Adoptions on Corporate Performance: Are
There Really Performance Changes?, 21 MamT. DECcisioN Econ. 167, 169 (2000).

138. Pugh et al., supra note 137, at 167. See also Upinder S. Dhillon & Gabriel
G. Ramirez, Employee Stock Ownership and Corporate Control — An Empirical
Study, 18 J. BANKING & FIN. 9 (1994) (finding that ESOPs have primarily been
adopted in the U.S. as a defensive measure against hostile take-overs).

139. Hollo, supra note 135, at 577-86.

140. Ben Fine, ESOP’s Fable: Golden Egg or Sour Grapes?, in PoLiTicaL Econ-
oMY AND THE NEW CarITALISM: Essays IN HoNOUR OF SaM AARoNovITCH 178,
188 (Jan Toporowski ed., 2000).

141. Aitken & Wood, supra note 5.

142. Lenne et al., supra note 5, at 9. See, e.g., Jennifer Hill, At the Frontiers of
Labour Law and Corporate Law and Labour Law: Enterprise Bargaining, Corpora-
tions and Employees, 23 Fep. L. Rev. 204, especially at 222 (1995); and Adam Reyn-
olds, Do ESOPs Strengthen Employee Stakeholder Interests?, 13 Bonnp L. REv. 95
(2001).
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ternalising the stakeholder-company relationship.’'#> There are
two principal mechanisms through which the interests of employ-
ees may be taken into account in corporate governance: via €x-
pansion of the fiduciary duties of directors, and, by rights of
participation in the corporate decision-making process.!44
Through employee share ownership, employees become share-
holders and thus, theoretically, are able to protect their interests
through the mechanism of share ownership.#> As noted by Pen-
dleton, one of principal attractions of employee share ownership
in Anglo-Saxon economies is that it gives employee stakeholders
additional rights to those they possess as workers without violat-
ing the principles of existing company law.146

Only a few authors in Australia have addressed this issue in
any depth. In their recent paper, Lenne, Mitchell and Ramsay
noted ‘the distance between the current debate on ESO and the
fundamental question of employee participation in corporate
governance.’!47 A decade earlier, Hill conceded that employee
share ownership had rarely been accompanied by participation in
corporate governance. However, somewhat optimistically, Hill
noted that there were ‘signs of major changes.” She pointed to a
number of ‘progressive’ companies that had structured their
plans in a way so as to achieve employee participation in corpo-
rate decision-making, ‘. . . such as through pass-through voting of
shares, ability to direct the trustee how to vote, or representation
at the level of trustee.’148 However, she supports these observa-
tions solely by references to the United States.

In Australia, Adam Reynolds has examined the legal basis
upon which employees as shareholders could promote their
claims within the context of Australian corporate law, either as
members of an ESOP or as independent investors.'#° He begins
by emphasising the fact that, as a distinct group, there is little
legal support for the view that employees should be regarded as
legitimate stakeholders in Australian corporate governance and
emphasises that employees have no directly enforceable interests
under the Corporations Act. Reynolds then raises the question

143. Steen Thomsen, Corporate Values and Corporate Governance, 4 CORP.
GOVERNANCE 29, 35 (2004). See also HENRY HANSMANN, THE OWNERSHIP OF EN-
TERPRISE (1996).

144. Hill, supra note 142, at 209.

145. As Hill notes, this presumes some level of adequacy of shareholders rights
of participation. Id. at 222.

146. Andrew Pendleton, Stakeholders as Shareholders: The Role of Employee
Share Ownership, in STAKEHOLDER CaprrarLism 169, 172 (Gavin Kelly et al. eds,,
1997). This point is also made in Lenne et al., supra note 5, at 7.

147. Lenne et al., supra note 5, at 28.

148. Hill, supra note 142, at 222.

149. Reynolds, supra note 142.
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of whether participation in an ESOP may change this situation.
He examines a range of provisions in the Corporations Act that
could be used by employee shareholders to promote their unique
set of interests.!5® He concludes, however, that these remedies
are all unlikely to affect the governance of the company in a
practical sense or enable employees to promote their interests as
employees. Reynolds concludes that employee shareholders
have only a ‘slightly higher level of enforceable interests’ in
Australia.

A number of authors have sought to justify employee share
ownership on the basis that it has the capacity to improve com-
pany economic performance. In contrast to other types of share-
holders which may be interested only in short-term dividend
returns or share price maximisation, employee shareholders may
be more interested in good governance and in the long-term suc-
cess of the companies.’”? For Michie and Oughton, employee
share ownership provides a means of overcoming the ‘short
termism’ which has long been recognised as a problematic for
U.K. industry: ‘the continual pressure to deliver “shareholder
value” above all can have a damaging effect not only on the in-
terests of other stakeholders but on long-term investment in the
business itself.”152 Employee owners are likely to have a longer
time horizon and to have additional objectives than simply the
short term maximisation of profits, such as long term job secur-
ity.153 In addition, unions have maintained that favourable work-
ing conditions for employees means that companies will be more
productive and better able to manage risk, thereby ensuring se-

150. See id. In particular, Reynolds notes that employee groups, as minority
shareholders, have the legal capacity to be heard through calling shareholder meet-
ings and to propose resolutions (referring to Corporations Act, 2001, §§ 249D, 249F,
249N(1) (Austl.) [hereinafter Corporations Act]); the potential for employee share-
holders to enforce their stakeholder rights under the Minority Oppression provi-
sions of the Act; and the potential for employee shareholders to form a distinct
‘class.’

151. See, e.g., Jonathan Michie & Christine Oughton, Employee Share-Ownership
Trusts and Corporate Governance, 1 Corp. GOVERNANCE 4 (2001) (regarding prac-
tices in the U.K.). While the authors concede that the act of making employees
shareholders would not of itself be sufficient to remedy the current problems — the
interests of other stakeholders also need to be taken into account — they identify
employee share ownership as one means through which positive reform could take
place. See Sanford M. Jacoby, Corporate Governance and Employees in the United
States, in CORPORATE GOVERNANCE AND LLABOR MANAGEMENT: AN INTERNA-
TiIoNAL CompPARISON 33, 37 (Howard Gospel & Andrew Pendleton eds., 2005) (re-
garding practices in the U.S.).

152. Michie & Oughton, supra note 151, at 6.

153. Pendleton, supra note 146, at 173.
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cure economic performance of the company and in turn, afford-
ing greater potential returns for shareholders.’>4

For others, however, it is the potential for employee partici-
pation in corporate governance that is one of the least appealing
aspects of ESOPs.15> Hansmann has argued that, in the U.S,
greater participation by employees in corporate governance with
ESOPs leads to inefficiency. Hansmann examines the extent to
which various forms of worker ownership, including ‘partial’
ownership through ESOPs, are more efficient than others. He
proceeds from the presumption that the market tends to select
relatively efficient organisational forms.!>¢ Therefore, he sug-
gests, it is possible to draw inferences about the efficiency of
worker ownership as an organisational form by examining ‘the
circumstances under which it thrives and the particular configu-
rations it takes.’’>? He identifies and examines a range of costs
and benefits implicit in worker ownership. Benefits, for example,
include improved worker productivity, lower monitoring costs,
‘worker lock-in’ and employee satisfaction that may arise from
participation in the process of collective decision-making.
Among the major costs of employee ownership are the costs of
raising capital to fund the issue of shares, risk-bearing and costs
associated with collective worker governance. Hansmann’s ex-
amination of existing evidence on the incidence of various forms
of employee ownership suggests that collective governance costs
are high when the workforce exhibits any substantial degree of
heterogeneity, as there is greater potential for conflicts of inter-
est among the worker-owners. He also observes that decision-
making is inefficient where workers share voting control with
non-worker investors of capital.!>8

154. See Kirsten Anderson & lan M. Ramsay, From the Picketline to the Boar-
droom: Union Shareholder Activism in Australia, 24 Company & Sec. L.J. 279
(2006). See also Kirsten Anderson et al., Union Shareholder Activism in the Context
of Declining Labour Law Protection: Four Case Studies, 15 Corp. GOVERNANCE:!
AN INT’L REV. 45 (2007).

155. See, e.g., Michael C. Jensen & William H. Meckling, Rights and Production
Functions: An Application to Labor-Managed Firms and Codetermination, 52 J. Bus.
469 (1979) (arguing that employee equity holdings create an entrenched workforce
with corporate governance power). See also Olubunmi Faleye et al., When Labor
has a Voice in Corporate Governance (Nat’l Bureau of Econ. Research, Working
Paper No. 11254, 2005).

156. See Henry Hansmann, When does Worker Ownership Work? ESOPs, Law
Firms, Codetermination and Economic Democracy, 99 YALE L.J. 1749, 1755-56
(1990) (conceding that the effectiveness of market selection should not be
exaggerated).

157. Id. at 1756.

158. Id. at 1812.
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Turning his attention to ESOPs, Hansmann observes that
ESOPs in the U.S. generally provide for participation in earnings
but not in control. He notes:

ESOPs are quite paradoxical when viewed in terms of conven-

tional perspectives on worker ownership. The common view

seems to be that worker participation in corporate governance

is highly desirable but that the risk and the high cost of capital

that workers face if they participate in ownership of a firm that

is at all capital-intensive are serious liabilities. By these crite-

ria, one would expect worker ownership to be structured to

maximise workers’ participation in control but to minimize

their contributions of capital. ESOPs, however, have just the
opposite character.15?

Drawing upon his original presumption that market forces
select the most efficient forms of worker participation,
Hansmann questions why there is not more worker control in
companies with ESOPs. He finds that the fact that workers do
not participate in corporate governance strongly suggests that
those responsible for structuring ESOPs believe that the benefits
of worker ownership are outweighed by the costs. Hansmann
concedes that the creation of ESOPs without voting rights might
be explained in part by the determination of management to
maximise their autonomy. He tentatively concludes, however,
that there is ‘considerable circumstantial evidence’ to suggest
that direct worker participation in the control of enterprises with
a heterogeneous workforce is too costly. While Hansmann is
careful to acknowledge that a range of factors beyond the ‘mar-
ket’ may explain why ESOPs have evolved in the way they have,
his work still appears to downplay the important roles played by
the legal regulation of ESOPs, including taxation issues, and by
enduring political, economic, and industrial structures and
institutions.160

In the U.S. context, Faleye, Mehrotra and Morck have
sought to empirically examine the effects of labour ownership
and control on corporate governance.'s! They argue that their
findings demonstrate that ‘publicly-traded firms whose employ-
ees have a greater voice in corporate governance deviate more
from value maximization, spend less on new capital, take fewer
risks, grow more slowly, create fewer new jobs, and exhibit lower

159. Id. at 1799.

160. Similarly, Jeffrey Hirsch has described Hansmann’s conclusions as ‘unsatis-
fying’, and criticised Hansmann for comparing worker-owned companies to an ideal
version of the investor-owned company that simply does not exist in reality. Jeffrey
Hirsch, Labor Law Obstacles to the Collective Negotiation and Implementation of
Employee Stock Ownership Plans: A Response to Henry Hansmann and Other
“Survivalists”, 67 ForpHAM L. Rev. 957, 979-80 (1998).

161. See Faleye et al., supra note 155.
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labor and total factor productivity.’'¢> They conclude that their
findings ‘cast a serious doubt on the simple premise that labor
equity participation causes a convergence of interest between
workers and shareholders.’163

In practice, however, employee share ownership influences
corporate governance only to a limited extent. Parkinson has ob-
served, that ‘the object [of ESOPs] has been . . . to achieve finan-
cial participation rather than participation in decision-making.’164
Similarly, Pendleton has expressed doubts that employee share
schemes actually provide employees with additional ‘voice.’16
Pendleton explains:

Employee shareholders do not usually have any special status,

and the main vehicle to exert influence is the conventional one

of the Annual General Meeting. In this forum employee

shareholders are treated as individual shareholders (rather

than as a collective entity) and, since AGMs tend to be domi-

nated by company directors and institutional shareholders, it

is not easy for employees to express their views and

interests.166

Several commentators have reached similar conclusions in
the U.S. context. Rosen has observed that ESO has not led to
increased impact of employees in corporate decision-making.'6’
For Jacoby, only a few U.S. companies, particularly those with
substantial employee share ownership, have created mechanisms
that enable employee views to be communicated to senior man-
agement and to the board, such as formal representation systems
and board seats for employee or union representatives.!®® He
emphasises that ‘the vast majority of employee owners have no
governance mechanisms available to express their unique inter-
ests as both owners and employees.’1%® He notes that the extent
to which employees are given voice in U.S. companies is limited
by a number of factors, including labour law (in particular, it is
unlawful for employers to play a role in establishing representa-
tive bodies) and the legal presumption that boards represent the
interests of shareholders.170

162. Id. at 3.

163. Id. at 28.

164. JoHN PARKINSON, CORPORATE POWER AND RESPONSIBILITY: ISSUES IN THE
THEORY OF CoMPANY Law 423 (1993).

165. Pendleton, supra note 146, at 174-75.

166. Id. at 175.

167. Baddon et al., supra note 106.

168. Jacoby, supra note 151, at 47.

169. Id. at 53,

170. JosepH BLasi & DoucLas KrRuse, THE NEw OwNERs: THE MAss EMER-
GENCE OF EMPLOYEE OWNERSHIP IN PUBLIC COMPANIES AND WHAT IT MEANS TO
AMERICAN BusINEss 245 (1991).
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Authors concerned with facilitating increased employee par-
ticipation in corporate governance through employee share own-
ership have proffered a range of potential solutions. Both
Pendleton and Michie and Oughton have suggested that the use
of trust structures to administer ESOPs may enable employees to
take a more proactive role in corporate governance, as trustees
may canvass employee opinion and vote employee shares as a
block.17t Michie and Oughton first note that the tax incentives
for ESOPs could be restructured so they encourage employee
shareholders to actively participate in trusts, giving them a collec-
tive voice. Schemes would only be eligible for tax concessions if
they are designed and operated in an open and democratic man-
ner. Secondly, the authors note that such schemes are only likely
to endure if a special body is established to develop and monitor
such approaches to ESO.172 Pendleton also suggests that non-
executive directors could be appointed to the board with a remit
to represent employee interests.173

Jacoby identifies a number of potential means through
which to ‘link’ ownership by employees to governance. First, em-
ployee owners should be given board representation, as ‘this is
consistent with their heavy investments—financial and human
capital—in the employing company.” Second, trustees of pen-
sions and ESOP plans should be legally permitted to give weight
to the special concerns of employee owners. Third, policy mak-
ers should encourage the adoption of other innovative mecha-
nisms for bringing employee concerns to a company’s strategic
decision makers. Finally, Jacoby argues that more should be
done to promote the use of stock options among general employ-
ees, as this may translate into a corresponding role in
governance.'74

Despite offering a number of ways in which employee share
ownership could be restructured so as to contribute to better cor-
porate governance, Pendleton concedes that such measures are
unlikely to be adopted voluntarily, particularly in the context of
an Anglo-Saxon corporate governance model. If policy makers
seek to mandate such participative schemes, many companies
will simply be deterred from adopting ESOPs.17>

A critical issue bearing on the extent to which ESO trans-
lates into greater worker influence is whether ESOPs confer vot-
ing rights or merely financial distribution rights on employees.

171. Michie & Oughton, supra note 151, at 7; Pendleton, supra note 146, at 175.
172. See Michie & Oughton, supra note 151, at 8.

173. Pendleton, supra note 146, at 175.

174. Jacoby, supra note 151, at 53-54.

175. Pendleton, supra note 146, at 175.
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In the U.S., employee shareholders in publicly held ESOP com-
panies must be able to vote their shares and can direct trustees
on how to vote, whereas employee shareholders in privately
owned ESOP companies are not required to have voting
shares.!”¢ Most ESOPs do not confer voting rights on employee
shareholders or assign voting rights to a trustee.”” This may be
contrary to motivations for implementing ESO schemes, such as
to transfer capital ownership and control to employees.'’®

2.6 COMPARATIVE APPROACHES

While there are comparative studies of employee share own-
ership, these comparisons are generally between the countries of
Europe, or between Europe and the U.S.17 In Europe, a num-
ber of reports have contrasted the incidence and nature of ESO,
and the regulatory frameworks in the EU Member States.180
Aitken and Wood appear to be the only authors who have sought
to compare the experience of ESO in the U.S. and U K. with that
in Australia.’®! Their analysis, however, is very broad and also
now out-dated.

Gospel and Pendleton have offered an explanation for the
higher incidence of ESOPs in the U.K. and the U.S. in compari-
son with European countries in the context of their discussion of
the impact of differing financial structures and corporate govern-
ance practices on labour management practices. They observe
that ESO ‘appears to reflect a need for bonding mechanisms in
contexts where financial calculation is especially important, and
where the capacity to generate commitment via employee voice
is limited.”’82 Two recent analytical papers have compared the
incidence and development of employee share ownership in the
EU and the U.S. and have sought to account for the variations.

176. McHugh et al., supra note 81, at 278. For an interesting, brief discussion of
the history behind the current U.S. policy, in particular on whether ESOPs should
be structured so as to facilitate control, not just ownership, see Bagchi, supra note
83, at 17-18.

177. Hirsch, supra note 162, at 960; NIeLs MYGIND & CHARLEs P. Rock, Finan-
cial Participation and the Democratization of Work, 14 Econ. & Inpus. DEMoOcC-
RACY 163, 170-71 (1993).

178. See DArRYL D’ArT, EconoMiCc DEMOCRACY AND FINANCIAL PARTICIPA-
TioN: A COoMPARATIVE STUDY 115 (1992).

179. See, e.g., Judith K. Thompson, Promotion of Employee Ownership through
Public Policy: The British Example, 27 J. Econ. Issugs 825 (1993); Roger W. Clark
& George C. Philippatos, Employee Stock Ownership Plans (ESOPs): An Interna-
tional Comparison and Analysis, 24 MANAGERIAL FiN. 19 (1998).

180. See, e.g., Andrew Pendleton & Erik Poutsma, Financial Participation: The
Role of Governments and Social Partners (European Found. for the Improvement of
Living & Working Conditions, 2004).

181. Aitken & Wood, supra note 5.

182. Gospel & Pendleton, supra note 134, at 570.
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In 2003, Blasi et al. contrasted ESO in the two locations and of-
fered suggestions for policymakers in both jurisdictions.!83 In
2005, Bagchi sought to explain why employee ownership varies
across institutional environments.'®* He examines the develop-
ment of employee share ownership in the United States, Ger-
many and Sweden. Bagchi’s thesis is that the institutional
background—in particular the existing corporate and labour law
frameworks—in the context of which employee share ownership
is developed significantly determines its course.

3. AN OVERVIEW OF EXISTING DATA ON
EMPLOYEE SHARE OWNERSHIP
IN AUSTRALIA

This section provides an overview of existing data on ESO in
Australia. It is concerned with broad-based employee share
ownership plans: plans in which the majority of employees within
the company are eligible to participate. It begins by briefly out-
lining the key quantitative studies on ESO undertaken in Austra-
lia over the last decade. It then looks at the incidence of ESO;
trends over time; the incidence of various types of ESOPs;
awareness of ESO among business; characteristics of companies
with ESO; characteristics of employees taking up shares; and atti-
tudes of businesses towards ESO. Finally, for comparative pur-
poses, it provides data on the incidence of ESO in North
America, Europe and Asia. The conclusion identifies areas in
which our knowledge of employee share ownership remains very
limited.

3.1 OVERVIEW OF KEY STUDIES

The most recent data on employee share ownership in Aus-
tralia was collected in 2004 through two surveys. The first study,
commissioned by the Employee Share Ownership Development
Unit (ESODU), was conducted by TNS Social Research,
ACT.185 The ESODU research involved: in-depth interviews
with advisors, human resource managers and owners of busi-
nesses with and without ESOPs; case studies of businesses with
ESOPs, including interviews with CEOs, senior managers,
human resource managers, finance officers and employees; and,
finally, a quantitative survey of 1000 sample businesses, via tele-
phone interviews with HR managers or the owner/operator. This
survey was limited to businesses with five or more employees,

183. Joseph Blasi et al., An Assessment of Employee Ownership in the United
States with Implications for the EU, 14 INT’L J. HUMAN REs. MGMT. 893 (2003).

184. Bagchi, supra note 83.

185. ESODU Research, supra note 111.
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and stratification included business size and major industry
groups. The survey covered a number of issues associated with
employee share ownership, including: incidence; level of com-
pany awareness of employee share plans; reasons for implement-
ing ESOPs; barriers to take up of ESO; effects of ESO; and
effectiveness of plans in relation to the objectives of the plans.

Also in 2004, the Australian Bureau of Statistics (ABS) mea-
sured the incidence of employee share ownership using data
compiled from the Employee Earnings, Benefits and Trade
Union Membership survey, conducted as a supplement to the
Australian Bureau of Statistics (ABS) monthly Labour Force
Survey (LFS) in August 2004.18% The ABS conducted similar
surveys in 1999 and 1994.187

Several private consulting companies have conducted
surveys of employee share ownership in Australia. In 2003,
KPMG surveyed 800 Australian businesses. It focused on all em-
ployee share schemes, not just broad-based ones. It looked at
what type of companies had schemes; the types of schemes; rea-
sons for schemes; hurdles; perceptions of board or management
on effect of ESOP on employee behaviour and attitudes; as well
as reasons for implementing or rejecting schemes.'®® In 2002,
Mercer Human Resource Consulting conducted a much smaller
survey, based on responses from 167 participants. Remuneration
Planning Corporation (RPC) has also carried out analyses of em-
ployee share plan practices in 1995, 1997 and 1999, based on pub-
licly disclosed information from Australia’s top 350 public listed
companies.18°

Finally, information is available from the 1995 and 1990 Aus-
tralian Workplace Industrial Relations Survey (AWIRS) data,
which was collected from private sector workplaces with twenty
or more employees.!® This information includes statistics on
workplace variables, such as industry type.

186. Austl. Bureau of Statistics, Spotlight: Employee Share Schemes, Australian
Labour Market Statistics (Cat. No. 6105.0), Jul. 2005, available at http://abs.gov.au/
Ausstats/abs@.nsf/7d12b0f6763¢78caca257061001cc588/eb4112383cbcle73ca257259
007d6c70!OpenDocument [hereinafter ABS 2005].

187. Austl. Bureau of Statistics, Employment Benefits, 1994 (Cat. No.
6334.0.40.001), Aug. 1994.

188. KMPG, Employee Share and Option Schemes Survey Report, Aug. 2003.

189. See Remuneration Planning Corporation, Employee Share Ownership in
Australian Enterprises, (Submission to the H.R. S. Comm. on Employment, Educ. &
Workplace Relations, May 1999).

190. ALISON MOREHEAD ET AL., CHANGES AT WORK: THE 1995 AUSTRALIAN
WORKPLACE INDUSTRIAL RELATIONS SURVEY (Addison Wesley Longman ed.,
1997).
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3.2 INciDENCE OF ESOPs IN AUSTRALIA

The 2004 ESODU research found that one in ten businesses
surveyed (10 percent) had some form of employee share owner-
ship. Only 4 percent of businesses surveyed had a broad-based
ESOP, which was open to at least 75 percent of employees.!°!
While only 44 percent of businesses with a plan had a broad-
based one (meaning there are significantly more executive share
plans than broad-based ones in operation in Australia), the ma-
jority of plans implemented in the period 2003-2004 were open
to all employees, indicating a move towards broad-based
schemes. The 2004 ABS data indicated that 5.9 percent of a total
481,300 employees held shares as a form of employment benefit.

3.3 TRENDS OVER TIME

ABS data indicates that an increasing number of employees
are taking up shares as a form of employment benefit. In 1979,
the proportion of employees who received shares as an employ-
ment benefit was 1.3 percent.’92 Between 1989 and 1999, the
percentage of full and part-time employees owning shares in
their companies increased from 2.4 percent to 5.5 percent.!*3 In
2004, the proportion of employees who received shares as an em-
ployment benefit was 5.9 percent.

Figure 1: Proportion of employees receiving shares

0 .
1070 1084 1089 1004 1000 2004

Source: ABS, Australian Labour Market Statistics (Cat. No 6105.0), July 2005.

191. ESODU Research, supra note 111, at 21.

192. ABS 2005, supra note 186, at 2. For a brief discussion of the incidence of
ESOPs in Australia in the 1950s to 1970s, see Aitken & Wood, supra note 5, at 148.

193. Austl. Bureau of Statistics, Employee Earnings, Benefits and Trade Union
Membership, Aug. 1999 (Cat. No. 6310.0), Feb. 2000, at 33 [hereinafter ABS 1999].
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The 1995 AWIRS data found an aggregate increase in ESO
schemes open to any employee between 1990 and 1995 from 16
percent to 22 percent.!% However, in only 28 percent of these
workplaces did more than half of the employees hold shares.!®

3.4 TYPE OF PLAN

Few of the surveys have delved into the precise type of em-
ployee share plans being used by companies. Many of the
surveys do not even distinguish between executive or broad-
based schemes, let alone between the particular types of equity
offered to employees. The ESODU found that 44 percent of
businesses with a plan had a ‘broad-based one’ (that is, open to
more than 75 percent of employees).!?¢ In terms of the type of
equity offered, 62 percent of businesses with a plan offered
shares, while 31 percent offered options and 7 percent had
units.1%7

The 2003 KPMG data found that option and option-type
schemes remain the most popular type of equity-based compen-
sation scheme in Australia (constituting 49 percent of all plans).
This was followed by tax-exempt share plans (12 percent of
plans); deferred share plans (7 percent); loan schemes (8 per-
cent); share discount schemes (5 percent); phantom share
schemes (1 percent) and ‘other’ (18 percent).

The 1997 RPC data also indicates that option plans are the
most widely held type of employee share plan: constituting 55
percent of the ESOPs available in Australia’s top 350 listed com-
panies. Another 24 percent are loan plans. Subscription plans,
which are funded out of a company’s total remuneration budget
and which tend more often to be aimed at rank-and-file employ-
ees, rate only 8 percent.’® RPC found that only 65 (18.5 per-
cent) had ‘meaningful’ employee share plans. ‘Meaningful’ was
defined as ‘greater than 50 employee participants and/or repre-
senting more than 2 percent of the capital of the company.’%

194. MOREHEAD ET AL., supra note 190, at 222.
195. Id.

196. ESODU Research, supra note 111, at 23.
197. Id. at 24.

198. Remuneration Planning Corporation, The Employee Share Plan Report
1997, cited in Australian Employee Ownership Association, Submission on Em-
ployee Share Ownership, (Submission to the House of Representatives Standing
Committee on Employment, Education and Workplace Relations, Apr. 15, 1999), at
5.

199. RPC survey, cited in SHARED ENDEAVOURS, supra note 1, at 24.
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3.5 AWARENESS OF EMPLOYEE SHARE OWNERSHIP

The ESODU research measured the percentage of busi-
nesses that were aware of ESOPs, that is, aware of ways of pro-
viding employees with some ownership or equity in the
business.2® 91 percent of businesses displayed a ‘general aware-
ness’ of such schemes. 65 percent were aware of the availability
of ESO plans to all employees; only 49 percent were aware that
there was no need for companies with ESOPs to be listed on the
stock exchange; and only 23 percent were aware of the availabil-
ity of tax exemption for broad-based employee share ownership
plans.

The highest rate of awareness was among public companies
listed overseas (87 percent), followed by companies with over
100 employees (85 percent), companies with an annual turnover
of over $50 million (81 percent) and companies with mostly white
collar workers (79 percent). Businesses that displayed the most
familiarity with ESO were those in the sectors of property and
business services and personal and other services (both below 50
percent); those businesses that rated their organisational culture
as ‘good’ or ‘average’ but not ‘excellent; and businesses with
mostly blue-collar workers (60 percent).

3.6 CHARACTERISTICS OF COMPANIES WITH EMPLOYEE
SHARE OWNERSHIP

3.6.1 Sector

In 2004, the ESODU found that manufacturing had the
highest incidence of employee share ownership (22 percent), fol-
lowed by finance and insurance (19 percent) and communication
services (15 percent).20! Broad-based plans were more likely to
be found in construction (84 percent of plans), manufacturing (92
percent), and least likely in retail (14 percent) and property and
business services (20 percent).202

In the same year, the ABS found that the finance and insur-
ance industry had the highest proportion of employees holding
shares in the company in which they are employed (32 percent).
While only 4 percent of employees worked in finance and insur-
ance, this industry accounted for 21 percent of all employees who
received shares as an employment benefit. The finance and in-

200. ESODU Research, supra note 111, at 6-11.

201. Id. at 21. It is unclear whether these statistics relate to broad-based ESOPs
or all ESOPs.

202. Id. at 23.
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surance sector was followed by mining (16 percent) and commu-
nication services (16 percent).203

In 1995, the AWIRS found that employee share ownership
schemes were most commonly found in retail, finance, and insur-
ance, and least likely in health and community services, cultural
and recreational services, and construction.2%4

3.6.2 Company size

According to the ESODU research, 30 percent of large busi-
nesses (100 or more employees), 39 percent of companies with
more than fifty offices in Australia and 32 percent of companies
with an annual turnover of over $50 million had ESOPs. Only 8
percent of private companies had ESOPs. 10 percent of compa-
nies with only one office in Australia and 9 percent of small busi-
nesses (five to nineteen employees) had ESOPs.205

According to the 1995 AWIRS data, 2 percent of private sec-
tor workplaces that were part of a larger organisation had an
ESOP, as opposed to 3 percent of single workplace organisa-
tions.2% 16 percent of workplaces with between 20 and 49 em-
ployees had ESOPs whilst 43 percent of workplaces with
between 200 and 499 employees had such plans.

Larger companies are more likely to have broader-based
ESOPs. The 1995 AWIRS found that, of those workplaces with
between twenty and forty-nine employees with an ESOP, 53 per-
cent had less than 10 percent ownership by non-managerial em-
ployees. The corresponding figure for workplaces with between
200 and 499 employees is 22 percent. Conversely 42 percent of
these larger workplaces with ESOPs had more than 50 percent
non-managerial participation in the schemes, compared to just 22
percent of the workplaces with between twenty and forty-nine
employees.

3.6.3 Stock market listing

Employee share ownership is more common among listed
companies. The ESODU found that public listed companies

203. ABS 2005, supra note 186, at 2. In 1999, the ABS found that the industries
with the highest number of employees with employee shares are finance and insur-
ance, manufacturing and retail. The ABS noted that the industries with high levels
tend to reflect the influence of a small number of very large companies in those
industries. In the finance sector, the inclusion of employee share ownership provi-
sions in enterprise bargaining agreements in the major banks has been a very strong
influence.

204. MOREHEAD ET AL., supra note 190, at 222.

205. ESODU Research, supra note 111, at 22.

206. MOREHEAD ET AL., supra note 190, at 222.
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were ‘far more likely’ to have ESOPs (52 percent).2°? The 2003
KMPG survey found that 80 percent of public listed companies
had at least one ESO scheme (the survey did not specify, how-
ever, the proportion of these that were broad-based).208

The 2003 KPMG survey also found that 38 percent of ‘public
unlisted companies’—including subsidiaries of foreign parent
companies and privatised Government bodies—had employee
share schemes. 16 percent of private companies had at least one
employee share scheme. The 1995 AWIRS data indicated that 22
percent of private workplaces had employee share schemes.

3.7 CHARACTERISTICS OF EMPLOYEES RECEIVING SHARES
3.7.1 Type of employment

The ABS found in 2004 that 7 percent of full-time employ-
ees received shares as an employment benefit. This contrasts
with 3.4 percent of part-time employees.?®® The 1999 ABS data
found that 6.9 percent of full time employees held shares as an
employment benefit in their main job, compared with 2.2 percent
of part-time employees.?!0

3.7.2 Occupation

In 2004, the ABS found that managers and administrators
were the occupations with the highest proportions of employees
who held shares as an employment benefit (12 percent). This was
followed by ‘advanced clerical and service workers’ (11 percent)
and ‘Associate professionals’ (8 percent). The ABS found a cor-
relation between employees who receive shares as an employ-
ment benefit and higher mean weekly earnings. The ABS noted
that this reflects the high proportion of employees receiving
shares in industries where employees have high earnings.?!!

In 1999, the ABS found that 5.5 percent of employees had
employee shares. 12.6 percent of managers and administrators
had employee shares, compared to 5.15 percent of non-managers
and administrators.

3.7.3 Trade union membership

In 2004, the ABS found that the proportion of employees
who received shares as an employment benefit was higher for

207. ESODU Research, supra note 111, at 22.
208. KMPG, supra note 188, at 3.

209. ABS 2005, supra note 186, at 2.

210. ABS 1999, supra note 193, at 33.

211. ABS 2005, supra note 186, at 3.
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trade union members (8.5 percent) than employees who were not
trade union members (5.3 percent).?12

3.8 ATTITUDES OF BUSINESSES IN AUSTRALIA TOWARDS
EMPLOYEE SHARE OWNERSHIP

Few studies have sought to empirically assess why businesses
in Australia adopt or do not adopt ESOPs. In 2005, Barnes et al.
conducted two case studies, with the goal of better understanding
why workplaces implement ESO schemes.?'* The study con-
sisted of structured interviews with management and employees
at two companies: National Australia Bank and Palm Springs
Ltd. The findings are largely based on the perceptions of inter-
viewees concerning the motivations behind implementing ESO
schemes and their effects once implemented. While the findings
clearly cannot be generalised due to the limited nature of the
research, the studies do provide valuable insight into how partic-
ular companies perceive ESO. The second main source of infor-
mation on the attitudes of businesses within Australia towards
ESO is the 2004 ESODU research.

3.8.1 Rationale for implementing ESO

Barnes et al. concluded that their two case study companies
implemented employee share ownership plans on the basis of an
indirect and quite broad ‘alignment of interests’ rationale, rather
than as incentives for specific types of behaviour (such as im-
proving employee loyalty or organisational productivity). This
research also looked at the role the tax concession regime has
played in shaping the implementation and management of the
two companies’ ESOPs. The authors found that the tax conces-
sions did not operate as a significant incentive for these two
companies.

The ESODU sought to measure how businesses with and
without plans viewed the benefits of ESOPs. It found that busi-
nesses were more likely to agree that ESOPs provided benefits
related to organisational culture and workplace relations and
human resource strategies than to agree that ESOPs led to im-
proved performance, a better working environment, or that they
provided competitive salary packaging or tax benefits for em-
ployees (see Figure 2 below).

212, Id.
213. Barnes et al., supra note 105.
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Figure 2: Benefits of ESOPs, businesses with and without plans
(average level of agreement out of 10)
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Source: TNS Social Research, ‘Employee Share Ownership in Australia: Aligning
Interests — Executive Summary’ (Report prepared for the Department of Employ-
ment and Workplace Relations, 2004).

3.8.2 Barriers to ESO implementation

The ESODU study (2004) sought to measure the main barri-
ers perceived by businesses to implementation of ESO.214 The
study identified the main barriers as employers’ belief that ESO
was not relevant to their businesses, practical issues regarding le-
gal and tax complexities, and employee resistance. 54 percent of
businesses owners surveyed thought there were better ways of
rewarding employees and 67 percent found that employees
would prefer other benefits.2’> In regards to the regulatory
framework, the study found that significant barriers were the lim-
ited tax incentives or complicated tax treatments depending on
the plan type, the corporation laws disclosure requirements,
which employers regarded as burdensome, as well as annual val-
uation requirements, which can be expensive, complex and diffi-
cult for unlisted companies.

The ESODU study conducted qualitative research with em-
ployees. It found that employee resistance to ESO participation
was based on the following factors: 1) the performance of the
share price; 2) the size and age of the company; 3) the value and
type of shares; 4) previous experiences with share schemes; 5) life
stage and current financial position; 6) general understanding of

214. ESODU Research, supra note 111, at 18-20.
21S. Id.



2007] EMPLOYEFE SHARE OWNERSHIP IN AUSTRALIA 71

share ownership; and 7) existing employee relations and trust of
management.

Finally, the Shared Endeavours report cites research con-
ducted by Stradwick in 1999 for the Australian Employee Own-
ership Association (AEOA), which involved a survey of ESOPs
in most of the Australian Stock Exchange’s top 500 companies.
Preliminary findings suggested that 90 percent of companies in-
troduced ESOPs to increase employee identification with the in-
terests of shareholders; 80 percent to provide a benefit for
employees; 40 percent because it was a tax effective way of re-
warding employees; 29 percent to increase labour productivity;
and 7 percent to enhance recruitment and retention.?!¢

3.8.3 Perceived effectiveness of ESO

The ESODU study (2004) sought to assess how businesses
with ESO plans regarded the effectiveness of their plans. Only
14 percent of companies believed their share plans had been ‘ex-
tremely effective’ in delivering on its objectives. 37 percent of
companies believed that the share plan had been ‘effective’ in
delivering on its objectives. 41 percent of respondents felt that
the share plan had been ‘neither effective or not effective.” Only
1 percent of companies felt that their share plan had been ‘not at
all effective’ in delivering on its objectives.?!”

3.9 INTERNATIONAL COMPARISONS

There are significant difficulties in comparing data on em-
ployee share ownership from different countries. First, little data
is available on many countries, particularly those outside Europe
and the United States.2’® Secondly, even if countries do measure
the incidence and nature of employee share ownership, they
often employ very different indicators. In the U.S., for example,
statistics tend to measure the percentage of adult employees par-
ticipating in ESOPs, whereas those in the EU focus on the per-
centage of workplaces with ESOPs. Thirdly, countries have very
different ESO forms and structures, which significantly under-
mines any efforts to compare national findings.

216. Richard C. Stradwick, Submission to the House of Representatives Standing
Committee on Employment, Education and Workplace Relations, research conducted
for Australian Employee Ownership Association, May, 1999, cited in SHARED En-
DEAVOURS, supra note 1, at 34.

217. ESODU Research, supra note 111, at 22.

218. For a discussion of the difficulties in examining employee share ownership
in Africa and Asia, see Wright et al., supra note 7.
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3.9.1 The United States

It is widely recognised that the United States has the highest
proportion of employee share ownership. The available data,
however, is confusing, as there are a variety of different mecha-
nisms through which workers in the U.S. may hold shares in the
company for which they work, and studies differ from each other
with regard to which plans they include or exclude. In 1998, it
was estimated that around 7 percent of the private sector
workforce held shares through ESOPs and stock bonus plans
specifically.2?® The U.S. General Social Survey in 2002 found
that 21.2 percent of the private sector workforce held shares in
the company for which they work, while 13.1 percent hold op-
tions.220 The same survey conducted in 2006 found that the per-
centage of the private sector workforce holding shares and
options had declined to 17.5 percent and 9.3 percent respec-
tively.221 Interestingly, in contrast to Australia, the vast majority
of ESOPs in the U.S. are found in unlisted businesses.??? Canada
is not discussed here due to a dearth of statistics available on
employee share ownership in that country.?23

3.9.2 Europe

In Europe, data collected from a major 1999-2000 survey of
over thirty countries, including fourteen EU Member states,
found that just under one-third (31 percent) of ‘organisations’
with more than 200 employees had a share ownership scheme.
52 percent of these ESO schemes were broad-based (involving
over half the workforce).22* The United Kingdom had the high-
est incidence of broad-based ESO schemes (30 percent), fol-
lowed by France (23 percent), the Netherlands (21 percent),
Ireland (16 percent), Denmark (15 percent) and Finland (15 per-
cent). The southern European countries (Greece, Italy, Portugal
and Spain) had low incidences of broad-based schemes (7 per-
cent or lower).225

219. John Logue & Jacquelyn S. Yates, Worker Ownership American Style: Plu-
ralism, Participation and Performance, 20 Econ. & Inpus. DEMOCRACY 225, 225
(1999).

220. Survey and survey results are available at http://wwww.nceo.org.

221. Press Release, Nat’l Centre for Employee Ownership, New Data Shows
Widespread Employee Ownership in U.S. (2007), available at hitp://www.nceo.org/
library/widespread.html.

222. SHARED ENDEAVOURS, supra note 1, at 53.

223. Clark and Philippatos also appear to have struggled to find reliable data on
Canada. See Clark & Philappatos, supra note 179.

224. Pendleton et al., supra note 96, at 27.

225. Id. at 31.
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Data collected by the European Foundation from a large-
scale survey in ten EU countries in the early 1990s found that
around 7 percent of workplaces sampled had employee share
ownership schemes. The highest rate of diffusion of ESO was in
the U.K. (23 percent), but was below 10 percent in all other EU
countries surveyed.226 According to the 1998 U.K. Workplace
Industrial/Employee Relations Survey, 24 percent of workplaces
with twenty-five or more employees had employee share
plans.2?’

3.9.3 Asia

While there is still comparatively little attention paid to em-
ployee share ownership in developing countries, there have been
some studies conducted on ESO in the newly industrialised coun-
tries. In South Korea, while comprehensive information on ES-
OPs is not available, it has been estimated that, by 1997, more
than 99 percent of listed companies had an Employee Share
Ownership Association (ESOA), which is required by law to
manage ESOP stock, and which is similar to an ESOP trust in the
U.S.228 In 1997, just under one million employees in publicly
traded companies participated in ESOPs.2?° It is unclear, how-
ever, what percentage of these ESOPs are broad-based. More
recently, Kato, Lee and Ryu have reported that, in 2000, around
52 percent of publicly traded companies had ESOPs. Around 30
percent of the labour force in companies with ESOPs participates
in the plan.z30

While it is widely observed that Japan has high levels of em-
ployee share ownership in comparison with other countries,
there does not appear to be recent data on the incidence of ESO
in Japan. Data collected in 1988 found that more than 90 percent
of all companies listed on Japan’s stock exchange markets had an
ESOP, and almost 50 percent of the labour force in companies
with ESOPs participated in the plan.?3!

226. Colin Gill & Hubert Krieger, Recent Survey Evidence on Participation in
Europe: Towards a European Model?, 6 Eur. J. Inpus. ReL. 109, 124 (2000).

227. Pendleton, supra note 54, at 80.

228. B. Cin & S. Smith, Employee Stock Ownership and Participation in South
Korea: Incidence, Productivity Effects and Prospects, 6 REv. DEVELOPMENT ECON.
supra note 8, at 263, 267 (2002).

229. Id.

230. Takao Kato, Ju Ho Lee & Jang-Soo Ryu, The Productivity Effects of Profit
Sharing, Employee Ownership, Stock Options and Team Incentive Plans: Evidence
from Korean Panel Data 5 (APEC Study Centre, Columbia University, Discussion
Paper, 2005).

231. Jones & Kato, The Scope, Nature and Effects of Employee Stock Ownership
Plans in Japan, supra note 8, at 352.
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3.10 SumMmmAry

There are few quantitative studies into employee share own-
ership in Australia. Nevertheless, we can draw several broad ob-
servations from the existing data. First, while the incidence of
ESO in Australia remains lower than in the U.K. and the U.S., it
is on the increase. Second, Australian companies appear to view
employee share ownership in terms of potential benefits to or-
ganisational culture and workplace relations. Third, ESOPs are
much more likely to be found in larger and publicly listed compa-
nies, in companies with offices overseas, and in particular indus-
try sectors. Finally, from the data collected by the Australian
Bureau of Statistics, we can observe that employee share owner-
ship is more common among full-time among employees, em-
ployees with higher weekly earnings, and in certain occupations.

The extent to which we can draw upon the existing data to
understand the nature and extent of broad-based employee share
ownership in Australia, however, is limited. A number of the
studies fail to differentiate between narrow and broad-based ES-
OPs. Surveys have also tended to draw on a relatively small sam-
ple size. We still have very little understanding of how businesses
in Australia are structuring their employee share ownership
plans, and how, if at all, they are integrating employee share
ownership into their broader human resource management
strategies.

4, THE CORPORATE LAW FRAMEWORK

There is no singular piece of legislation regulating the estab-
lishment or administration of ESOPs in Australia. Companies
proposing to offer securities to employees must ensure they com-
ply with a myriad of regulatory requirements. These regulatory
considerations emanate principally from corporate law and taxa-
tion law. This section focuses on the corporate law aspects of
broad-based employee share schemes.

Rules governing employee share ownership plans within a
company may be found in a company’s own constitution. Beyond
this, the principal statute in Australia governing corporations—
the Corporations Act 2001 (Cth)—contains a number of general
requirements relating to disclosure, fundraising and licensing that
are relevant to the initial implementation and ongoing adminis-
tration of an ESOP. While the Act contains several provisions
relating specifically to employee share schemes, it does not gen-
erally provide for different treatment of employee shares. For
this reason, the Australian Securities and Investments Commis-
sion (ASIC) has issued a Policy Statement and Class Order that
provide conditional relief from specific disclosure and licensing
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provisions within the Corporations Act for companies establish-
ing eligible employee share schemes.

Permeating the Australian corporate law regulatory frame-
work for employee share plans is the concern of regulators to
strike an appropriate balance between recognising the public pol-
icy objective of promoting broad-based employee share plans
whilst protecting the interests of potential employee investors
and existing shareholders. Whether the current balance struck
between these objectives is the most desirable one remains the
subject of contention.

This section of the paper is structured as follows. Part 4.1
outlines the disclosure requirements upon companies when issu-
ing securities to employees. It identifies the general require-
ments under the Corporations Act and examines the conditional
relief from these provisions provided by ASIC. Part 4.2 consid-
ers how the Corporations Act regulates the funding of employee
share schemes. Part 4.3 looks briefly at employee share scheme
trusts. Part 4.4 outlines Australian Stock Exchange (ASX) List-
ing Rules relevant to employee share schemes. Part 4.5 examines
potential legal issues arising from companies in relation to finan-
cial services licensing and securities hawking. Part 4.6 looks
briefly at the extent to which companies may impose restrictions
upon employee shares. Part 4.7 identifies and briefly outlines
relevant corporate governance standards. Part 4.8 outlines the
broad accounting standard requirements upon companies in rela-
tion to employee share schemes.

Part 4.9 of the paper turns to consider how the current law
governing directors’ duties in Australia may regulate the imple-
mentation of employee share schemes. It looks at the duty of
directors to act in good faith for the benefit of the company as a
whole and the duty to issue shares for a proper purpose. Finally,
it identifies how an employee shareholder who believes a direc-
tor has abused his or her powers may challenge such actions. Af-
ter exploring the regulatory framework governing the
establishment of employee share schemes, this paper turns to
consider, in Part 4.10, the extent to which the Corporations Act
provides avenues through which employee shareholders can seek
to promote and protect their unique set of interests. Finally, Part
4.11 identifies the key criticisms of the corporate law framework
in this area.
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4.1 DISCLOSURE REQUIREMENTS WHEN ISSUING SECURITIES
TO EMPLOYEES

4.1.1 General requirements under the Corporations Act 2001
(Cth)

Companies seeking to offer their employees shares must
comply with the general disclosure requirements in Part 6D.2 of
the Corporations Act, unless there is a specific exemption in the
Act or relief is provided by ASIC.232 Generally speaking, a com-
pany intending to offer employees shares is required under Part
6D.2 of the Act to issue a prospectus.?** Such disclosure require-
ments are primarily intended to ensure that investors in newly
issued securities of a corporation have access to the information
which a reasonable investor would require for the purpose of
making an investment decision.234

There are two exemptions from the disclosure requirements
in section 708 of the Act which may potentially provide relief for
companies wishing to establish employee share schemes. First, a
company may be exempt from the disclosure requirements where
the offer is a small scale offering.235 This exemption applies pro-
vided that three conditions are met. First, the offers must be per-
sonal offers for issue or sale of a body’s securities.?3¢ Second,
none of the offers must result in a breach of the twenty investors
ceiling. The twenty investor ceiling will be breached where the
offer results in the number of people to whom securities have
been issued exceeds twenty in any twelve month period.237
Third, none of the offers must result in a breach of the $2 million
ceiling. The $2 million ceiling will be breached if the offer results
in the amount raised exceeds $2 million in any twelve month pe-
riod. ASIC has observed that this exemption for small scale of-
ferings may be useful for small proprietary companies that wish
to establish employee share schemes. Even for small companies
with more than twenty employees, the exemption could be used
repeatedly, providing the 12 month limit has expired each

232. Corporations Act § 706.

233. Id. § 709.

234. ROBERT AUSTIN & IaNn M. Ramsay, Forp’s PriNCIPLES OF CORPORA-
TIONS Law § 22.010 (13th ed. 2007).

235. Corporations Act § 708(1).

236. § 708(2) (defining a personal offer).

237. § 708(3)(a).



2007] EMPLOYEE SHARE OWNERSHIP IN AUSTRALIA 77

time.238 This exemption, of course, will be of limited utility to
large companies issuing shares under an ESOP.23°

A second potential exemption may apply where shares are
provided to employees at no cost. Under section 708(15), disclo-
sure to investors is not required when no consideration is to be
provided for the issue or transfer of the shares. Section 708(16)
provides a similar exemption for options issued for no considera-
tion. Sartori warns, however, that ASIC has taken a narrow view
of this exemption, finding that where continued employment is a
condition of the securities grant, consideration has been
provided.?4°

Finally, where a body is seeking, through an issue of securi-
ties, to raise no more than $5 million, the company may use a
simpler form of disclosure document—an Offer Information
Statement (OIS)—in lieu of a prospectus. Under section 709, a
company may use an OIS when the amount of money to be
raised by issue of the securities, when added to all amounts previ-
ously raised by the issuing body, its related bodies corporate and
entities controlled by the issuer’s controller and the controller’s
associates, is $5 million or less.24!

The Government has expressed its opinion that an OIS pro-
vides an appropriate level of disclosure for employees of unlisted
companies and their financial advisers.?*>2 However, Austin and
Ramsay note that the utility of section 709 for small and medium-
sized enterprises is limited due to the requirement in section 715
that an OIS include a copy of an audited financial report with a
balance date within the last six months. They observe that many
such enterprises are generally not under any requirement to have
their financial statements audited, and the appointment of an au-
ditor only for the purposes of the OIS is likely to be dispropor-
tionately expensive.?43

The Corporate and Financial Services Regulation Review
Proposals Paper, released by the Parliamentary Secretary to the
Treasurer in November 2006, has proposed to increase the
threshold amount in section 709(4) from $5 million to $10 million

238. Austl. Sec. & Invest. Comm’n, Inquiry into Employee Share Ownership in
Australian Enterprises, (Submission in relation to the H.R. S. Comm. on Employ-
ment, Educ. & Workplace Relations Inquiry into Employee Share Ownership, Jul.
27, 1999), at 2.

239. Sartori, supra note 4, at 79.

240. Id.

241. Corporations Act § 709(4).

242. Commonwealth of Austl., Corporate and Financial Services Regulation Re-
view: Proposals Paper, (Nov. 2006), at 64.

243. AusTIN & RamsAy, supra note 234, § 22.300 (noting that, while ASIC has
identified the circumstances in which it may give relief from this requirement in PS
157, these circumstances appear very limited).
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and to provide that amounts issued under employee share
schemes by unlisted companies are excluded from this calcula-
tion.2# These reforms are intended to facilitate the spread of
employee share schemes in unlisted companies.

4.1.2 Conditional relief from disclosure provisions provided by
ASIC

ASIC has power under the Corporations Act to specify ex-
emptions from the disclosure requirements in Pt 6D.2.245 ASIC
has issued a Policy Statement and a Class Order that provide
conditional relief to listed companies seeking to establish em-
ployee share schemes.

ASIC’s Policy Statement 49 (PS 49), first issued in 1993 and
substantially revised in 2003, sets out the basis upon which ASIC
will provide conditional relief from the disclosure and licensing
provisions of the Corporations Act for offers made under em-
ployee share schemes where the company is listed on the ASX or
an approved foreign exchange.?46 It is ASIC policy to give condi-
tional relief to companies where the purpose of the share offer is
to involve employees in ownership of the corporate employer
rather than for fundraising purposes, and if there are otherwise
adequate protections for employees.?*’” Policy Statement 49
notes that:

[tlhe disclosure provisions and the Australian financial ser-

vices (AFS) licensing requirements of the Act may apply to

ESSs [Employee Share Schemes] in a way that is dispropor-

tionately burdensome where financial products are made

available in order to promote a relationship between an em-

ployer and employee that is ongoing and substantial with a

common perceived goal.248

ASIC justifies the exemption on the basis that the employer-
employee relationship ‘is additional to, and distinct from, the in-
terest a shareholder may have in an issuing corporation. The ex-
istence of this mutual interdependence reduces some of the risk
that the disclosure provisions and the licensing provisions were
intended to address.’24°

The Policy Statement notes that the disclosure relief pro-
vided through the Class Order is conditional. The conditions in

244, Commonwealth of Austl., supra note 242, at 64.

245. Corporations Act § 741(1). For the power to grant exemptions from PDS
requirements, see § 1020F(1).

246. Austl. Sec. & Invest. Comm’n, Policy Statement 49, issued 1993, reissued
2003, amended 2004,  49.1, [hereinafter PS 49)], available at hiup.//www.asic.gov.au/
asic/pdflib.nsf/LookupByFileName/ps49.pdf/3file/ps49.pdf.

247. PS 49, § 49.3.

248. PS 49, ] 49.5.

249. Id.
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the Class Order are designed with three objectives in mind: 1) to
ensure that the aim of the offer is not fundraising. (Accordingly,
ASIC has imposed a 5 percent limit on the number of shares that
can be issued under an eligible employee share scheme.);?50 2)
the offer sufficiently supports the long-term mutual interdepen-
dence between the offeror and the offeree; and 3) adequate dis-
closure is provided to investors.2s! ASIC ensures adequate
disclosure to investors by providing that conditional relief will
only be granted where the shares offered to employees are in a
class listed on the ASX or an approved foreign exchange; the
options being issued for free or for nominal consideration and
the underlying shares are in a class listed on the ASX or an ap-
proved foreign exchange; and where the company to have been
listed for at least twelve months at the time of the offer.?>2 Addi-
tional conditions of disclosure relief are imposed for contribution
plans and offers made through a trust.?53

PS 49 emphasises that ASIC has not provided class order
relief to partly paid shares, on the basis the such offers may ex-
pose employees to levels of risk that outweigh the benefits from
allowing reduced disclosure. Nonetheless, ASIC will consider
case-by-case relief where the arrangements do not expose the
employee to significant liabilities.2>*

While the PS does not extend class order relief to casual em-
ployees, it does note that ASIC will consider extending relief of-
fers to casual employees or contractors on a case-by-case basis.
In doing so, ASIC will consider the length of time the employee
has been in the employment of the company and the likely ongo-
ing relationship between the parties.?>s

ASIC Class Order 03/184, issued in 2003, offers three ex-
emptions from the disclosure provisions of the Corporations
Act256 The first exemption offers disclosure relief for offers of
shares, units of shares, options and stapled securities. The sec-
ond exemption provides disclosure and other relief for offers in-
volving a contribution plan (defined as a plan under which a
participating eligible employee may save money by regular de-
ductions from wages or salary towards paying for shares offered

250. This means that an employee share scheme offer cannot exceed S percent of
the total number of issued shares in that class of the issuer at the time of the offer.
PS 49, ] 49.32. See also PS 49, 1 49.33-49.34,

251. PS 49, § 49.20.

252. Id.

253. PS 49, ] 49.21.

254. PS 49, ] 49.25.

255. See PS 49, ] 49.38-49.40.

256. The fourth exemption in the Class Order relates to licensing and hawking
relief. This is dealt with in Part 4.5 of this paper.
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under an employee share scheme).25? The third exemption pro-
vides disclosure relief for offers of options by an unlisted body.
The overall effect of these detailed provisions is to provide condi-
tional relief from the need to produce a prospectus for certain
offers of shares or options over unissued shares made to full time
or part time employees under an employee share scheme.

4.2 FUNDING EMPLOYEE SHARE SCHEMES

In designing an employee share scheme, companies must
choose how the shares offered to employees are to be funded.
Shares may be bought on market or issued and paid for by loans
from the company to the employee participant or funded out of a
share of profits or salary sacrifice arrangements. Less commonly,
employees may be issued shares at a market or predetermined
price but only required to pay up a small portion of their value,
remaining liable for any unpaid amounts of the shares.?8 Most
employee share plans involve some financial contribution from
the company. In financing the employee shares, a company must
comply with the relevant fundraising provisions within the Cor-
porations Act.

4.2.1 Restrictions on a company acquiring an interest in its
own shares

The Corporations Act imposes a general prohibition upon a
company limited by shares acquiring an interest in shares in it-
self.259 This extends to cases where the interest is taken by way
of security for repayment of a loan. Section 259B identifies four
exceptions to this general rule, including one that specifically re-
lates to ‘employee share schemes.” An ‘employee share scheme’
is defined in section 9 of the Act as:

a scheme under which shares (or units in shares) in the com-

pany or a holding company may be acquired:

(a) by, or for the benefit of:

(i) employees of the company, or of a related body cor-
porate; or

(ii) directors of the company, or of a related body corpo-
rate, who hold a salaried employment or office in the
company or in a related body corporate; or

(b) by a corporation all of whose members are:

257. See Austl. Sec. & Invest. Comm’n, Class Order 04/184, Interpretation 6.
Note that the Class Order specifies terms and conditions that must be included in
the contribution plan.

258. COMMONWEALTH OF AUSTL., EMPLOYEE SHARE OWNERSHIP DEVELOP-
MENT UNIT, DEVELOPING AN EMPLOYEE SHARE OWNERSsHIP PLAN (2003).

259. Corporations Act, § 259A. The rationales behind this general rule are iden-
tified in Austin & Ramsay, supra note 237,  24.360.
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(i) employees of the company, or of a related body cor-
porate; or

(ii) directors of the company, or of a related body corpo-
rate, who hold a salaried employment or office in the
company or in a related body corporate.

A company is permitted to take security over its own shares
under an employee share scheme, provided that the scheme is
approved by a resolution of members in general meeting of the
company and, if it has a parent domestic corporation (defined in
section 9 to mean a corporation that is incorporated or formed in
Australia or external territory), the parent company also
approves.2s9

4.2.2 Restrictions on a company financially assisting a person
to acquire its shares

Companies may seek to encourage employees to participate
in employee share schemes through offering shares at less than
market value, providing low interest loans to employees or offer-
ing the shares free. Under the Corporations Act, a company is
permitted to financially assist a person to acquire shares in itself
or in its holding company in stated circumstances, including if the
giving of the assistance is exempted by section 260C.26! Provid-
ing shares as a gift to employees or at less than market value or
making a loan to employees to purchase shares are all forms of
‘financial assistance.’262 Section 260C(4) states that financial as-
sistance is exempted from section 260A if it is given under an
employee share scheme that has been approved by a resolution
of members in general meeting of the company, and, if it has a
parent domestic corporation, the parent company also
approves.2s3

4.2.3 Employee share buy-backs

A company wishing to establish an employee share scheme
may be reluctant to issue new shares, as this will dilute the value
of existing shares. The Act permits a company to buy back its
own shares from existing shareholders so long as the buy-back
does not materially prejudice the company’s ability to pay its
creditors and the company follows the procedures laid down in
Part 2J Division 2 of the Act. The Act provides specifically for
employee share scheme buy-backs. The procedure for an ‘em-

260. Corporations Act, § 239B(2).

261. Id. § 260A(1).

262. See Re VGM Holdings Ltd. (1942) Ch. 235 (regarding the making of a gift);
see Shearer Transport Co. Pty. Lid. v. McGrath (1956) V.L.R. 316 (regarding the
making of a loan to a person to purchase shares in the company).

263. Corporations Act § 259B(2).
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ployee share buy-back’ is outlined in section 257B. An ‘employee
share buy-back’ is defined in section 9 as:

A buy-back under a scheme that:

(a) has as its purpose the acquisition of shares in a company

by, or on behalf of:

(i) employees of the company, or of a related body cor-
porate; or

(i) directors of the company, or of a related body corpo-
rate, who hold a salaried employment or office in the
company or in a related body corporate; and

(b) has been approved by the company in general meeting.

The procedure for an employee share buy-back will differ
depending upon whether the proposed buy back exceeds the 10/
12 limit. This limit refers to 10 percent of the smallest number of
votes attached to ‘voting shares’ at any time ‘during the last 12
months.’264+ Where the proposed buy-back does not exceed this
limit, a company must lodge notice of its intention with ASIC at
least fourteen days prior to the intended buy-back,26> cancel the
shares on registration of transfer,266 and notify ASIC of the can-
cellation of the shares.26? Where the 10/12 limit is exceeded, a
company can still buy back its shares but it must obtain approval
of the terms of the buy back agreement in general meeting by
ordinary resolution.268 A company that is listed on the ASX will
also need to lodge the relevant documentation with ASX when it
decides to make an employee share buy-back.26°

4.2.4 On-sale of securities

Where securities are issued under an employee share
scheme and then resold within twelve months, the sale could fall
under the on-sale provisions in the Corporations Act.2® The Act
seeks to prevent circumstances in which an issuer which offers
new shares for investment seeks to avoid its disclosure obliga-
tions by issuing the securities to a single entity who will then on-
sell them to investors through identifying certain circumstances
in which a secondary sale will be treated as a first issue.?’! Sec-
tion 707(3) of the Act requires that a body comply with the same
disclosure requirements had the issuer offered its securities di-
rectly to investors where the offer of a body’s securities for sale is

264. Id. § 257B(4). Id. § 9 (defining ‘voting share’).

265. Corporations Act § 257F.

266. Id. § 257H.

267. Id. § 254Y.

268. Id. § 257C.

269. Austl. Stock Exchange, Listing Rule 3.8A, [hereinafter Listing Rule], availa-
ble at http://www.asx.com. au/LlsIngules/chapters/Chapter03 pdf.

270. This issue is explored in Sartori, supra note 4, at 80.

271. AuUsTIN & RaMsAy, supra note 234, 9 22.030.
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made within twelve months after their initial issue without a dis-
closure document and where the initial transaction was for the
purpose of subsequent on-sale.

ASIC has issued a Class Order (CO) that, providing certain
requirements are met, provides relief from the on-sale provisions
in the Act for employee share schemes. ASIC Class Order 04/
671 provides class order relief from section 707(3) where the se-
curities were issued without disclosure to investors under Part
6D.2, because the issuer relied on CO 03/184 or on an individual
instrument of relief granted by ASIC to the issuer which pro-
vided relief from Part 6D.2 with respect to an employee share
scheme.?72

43 ESOP TRUSTS

Employee share ownership plans are generally structured in
one of two ways: the shares or options may be issued directly to
employees or to a trustee to hold in trust for the employees. A
company may choose to administer an ESOP through a trust for
a range of reasons, including, for example, to administer the vari-
ous performance and/or vesting conditions that apply to an
ESOP; to enable the orderly and cost effective acquisition and
disposal of small share holdings; and to enable a company to con-
trol and manage its share registry costs.?”3

If an ESOP is to be administered through a trust, then the
company will need to draw up a relevant trust deed and nomi-
nate a trustee. While the Corporations Act imposes require-
ments for trusts, relief may be available under CO 03/184. The
Class Order provides conditional relief from the disclosure provi-
sions in the Corporations Act in cases where an offer is made
through a trust, provided that a number of conditions relating to
the design and administration of the trust are met.?7#

44 ASX Listing RuULES

Employee share schemes within companies listed on the
ASX are also regulated by the ASX Listing Rules.?”> The ASX
Rules provide for two main exceptions from generally-applicable
requirements for ‘employee incentive schemes.” An employee
incentive scheme is defined in Chapter 19 as: (1) a scheme for the
issue or acquisition of equity securities in the entity to be held by,
or for the benefit of, participating employees or non-executive

272. Austl. Sec. & Invest. Comm’n, Class Order 04/671, Schedule D.

273. COMMONWEALTH OF AUSTL., Supra note 258.

274. See Austl. Sec. & Invest. Comm’n, Class Order 03/184, Schedule 4.

275. These rules are binding by virtue of sections 793C and 1101B of the Corpo-
rations Act.
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directors of the entity or a related entity; or (2) a scheme which,
in ASX’s opinion, is an employee incentive scheme.

Under ASX Listing Rule 7.1, an entity must not issue, or
agree to issue, equity securities amounting to more than 15 per-
cent of the issued capital in any rolling twelve month period
without shareholder approval unless an exception applies. Rule
7.2, Exception 9, provides that an issue under an employee incen-
tive scheme is exempt from the requirement in Listing Rule 7.1
if, within three years before the date of issue, one of the follow-
ing occurred:

(a) in the case of a scheme established before the entity was
listed—a summary of the terms of the scheme was set
out in the prospectus, Product Disclosure Statement or
information memorandum;

(b) holders of ordinary securities have approved the issue of
securities under the scheme as an exception to this rule.
The notice of meeting must have included each of the
following:

e a summary of the terms of the scheme;

e the number of securities issued under the scheme
since the date of the last approval; and

* a voting exclusion statement.

The second exception is found within Chapter 10 of the List-
ing Rules, which regulates transactions between an entity and a
person in a position to influence the entity. Under ASX Listing
Rule 10.11, unless one of the exceptions in Listing Rule 10.12
applies, an entity must not, without first obtaining the approval
of holders of ordinary securities, issue or agree to issue equity
securities to a related party or a person whose relationship with
the entity or a related party is, in ASX’s opinion, such that ap-
proval should be obtained. However, Rule 10.12, Exception 4
recognises that Rule 10.11 does not apply to cases in which the
person is a person referred to in Rule 10.14 and receives the se-
curities under an employee incentive scheme with approval
under that rule.

Rule 10.14 states that an entity must not allow any of the
following persons to acquire securities under an employee incen-
tive scheme without the approval of holders of ordinary securi-
ties of the acquisition: a director of the entity; an associate of a
director; or a person whose relationship with the entity or a per-
son referred to in Rules 10.14.1 or 10.14.2 is, in ASX’s opinion,
such that approval should be obtained.?’¢ This rule does not ap-
ply to securities purchased on market under the terms of a

276. The notice for this meeting to obtain approval must comply with either Rule
10.15 or 10.15A. Listing Rules, 10.14.
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scheme that provides for purchase of securities by or on behalf of
employees or directors. Finally, a company proposing to estab-
lish an employee share scheme must also notify ASX of the pro-
posed issue of securities in accordance with Listing Rule 3.10.3.

4.5 FINANCIAL SERVICES LICENSING AND
SECURITIES HAWKING

If a company includes advice about the employee share
scheme in any document offering shares to employees, it may be
providing ‘financial services’ under the Corporations Act. The
Act requires that any body providing ‘financial services’ must
hold an Australian Financial Services License (AFSL). A person
provides a financial service if he or she performs one of the func-
tions identified under section 766A, including the provision of
financial product advice. Companies establishing an ESOP, or
trustees issuing securities to employees, may be providing finan-
cial product advice, which is defined in the Act as:

a recommendation or a statement of opinion, or a report of

either of those things, that:

(i) is intended to influence a person or persons in making a

decision in relation to a particular financial product; or

(ii) could reasonably be regarded as intended to have such an

influence.?7”

Where an employee share scheme has disclosure relief by
virtue of ASIC Class Order 03/184, ASIC also provides relief
from the requirement to hold an AFSL for persons involved in
the operation of the employee share scheme. This relief, how-
ever, is subject to the condition that the financial service consists
‘... of general advice reasonably given in connection with an
offer referred to in those exemptions (including any general ad-
vice given in the offer document) where the offer document for
the offer includes a statement to the effect that any advice given
by the person in connection with the offer is general advice only,
and that employees should consider obtaining their own financial
product advice from an independent person who is licensed by
ASIC to give such advice.”?”® This exemption from the need to
have an AFSL also applies where the employee share scheme is
administered through a trust, provided that certain conditions
are met.?”°

In addition, a company offering securities to its employees
may run afoul of the prohibitions against securities hawking con-
tained in sections 736, 992A and 992AA of the Corporations Act.

277. Corporations Act, § 766B(1).
278. Austl. Sec. & Invest. Comm’n, Class Order 03/184, [5].
279. Id., [6].
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These provisions prohibit the issue or sale of securities arising
out of unsolicited contact with investors, including offers made to
employees. The prohibitions apply only to unsolicited telephone
calls and meetings. They do not apply to other common forms of
communications such as email, letters, facsimiles, brochures or
media advertisements.280

Under paragraph [7] of ASIC Class Order 03/184, a person
who is eligible for relief from the disclosure provisions in Part
6D.2 of the Act will automatically be exempt from sections 736,
992 A and 992AA in relation to offers made in the course of, or
because of, unsolicited meetings or telephone calls reasonably
held or made in connection with the offer.

The Corporate and Financial Services Regulation Review
has recently proposed to extend the relief from the licensing, ad-
vertising and hawking requirements of the Act through Class Or-
der 03/184 to unlisted companies that have made the offer of
shares under an OIS or other disclosure document.?8!

4.6 IMPOSITION OF RESTRICTIONS ON SHARES

A company may wish to impose restrictions upon the shares
offered to employees under an employee share scheme. Such re-
strictions may be designed, for example, to discourage employees
from selling their shares within a certain time frame; to provide
the company with some security that money owing will be col-
lected from employees; or to preserve control of the company.252
Restrictions on the rights attaching to shares may be desirable
within small companies where the company wishes to establish
an employee share scheme but wants to ensure control remains
with an individual or family. The Corporations Act recognises a
company may issue different classes of shares and may determine
any rights and restrictions attaching to the shares. Where a com-
pany’s constitution provides for employee shares and designates
the incidents attaching to this class of shares, Australian courts
have limited themselves to determining the appropriate construc-
tion of such clauses.?8?

280. AustL. SEC. & INVEST. Comm’N, THE HAWKING ProHiBITIONS: AN ASIC
Guipe 8 (Jul. 2002, reissued May 2005).

281. Commonwealth of Austl., supra note 242, at 64.

282. Nick C. Brash, Does Australian Law Help or Hinder the Establishment of
Employee Share Schemes?, (1995) (PhD thesis, University of Melbourne), at
657-58.

283. See, e.g., O’Donnell v. Thor Industries Pty. Ltd. and Another (1977) 14
A.L.R. 61 (where a dispute arose concerning whether an employee, when relinquish-
ing his shares upon termination of employment in accordance with the company’s
constitution, was entitled to payment for his shares); Stillwell Trucks Pty. Ltd. v.
Nectar Brook Investments Pty. Ltd. (1993) 12 A.C.S.R. 334 (concerning valuation of
employee shares after cessation of employment).



2007] EMPLOYEE SHARE OWNERSHIP IN AUSTRALIA 87
47 CORPORATE GOVERNANCE STANDARDS

A number of other organisations in Australia are active in
setting standards for the implementation and administration of
employee share plans, particularly for listed public companies.
These include the Investment and Financial Services Assoctation
(IFSA), the Australian Institute of Company Directors (AICD),
the Australian Shareholders Association (ASA) and the Austra-
lian Employee Ownership Association (AEOA). The Employee
Share Scheme Guidelines, endorsed by the above four organisa-
tions, provide guidance for Boards and shareholders in relation
to the development of broad-based employee share schemes.28+
While the Guidelines refrain from recommending any particular
structure for employee share scheme on the basis that different
plans may be appropriate for different companies, they do articu-
late several key principles relating to the structure of share
schemes; the number of shares and options issued under ESOPs;
and transparency and accountability. In relation to designing
schemes, the Board should, for example, ensure adequate corpo-
rate education processes are in place to explain the inherent risks
and rewards of share ownership and the details of the plan’s op-
eration to employees and should make such a scheme available
to all employees where appropriate. In relation to restrictions on
share schemes, a ‘reasonableness test’ should be applied to the
volume of shares and options issued under an ESOP. In addi-
tion, ordinary shares issued as a result of an ESOP should rank
equally with other shares owned by existing investors, including
that employee shareholders should be able to receive dividends
and voting rights. Finally, the guidelines promote transparency
and accountability in employee share schemes, principally
through providing that all ESOPs should be fully disclosed and
justified to shareholders.

4.8 ACCOUNTING STANDARDS

In 2004, the Australian Accounting Standards Board
(AASB) issued AASB 2: Share-based Payment, which mirrors
the International Accounting Standards Board’s (IASB) Inter-
national Financial Reporting Standard 2: Share-based Pay-
ment.285 All Australian companies, with the exception of small

284. InT’L FIN. & SEC. Ass’N, EMPLOYEE SHARE ScCHEME GUIDELINES (IFSA
Guidance Note No. 13, May 2000).

285. AusTL. ACCOUNTING STANDARDS BD., AASB 2, available at http:/fwww.
aasb.com.au/ (follow “AASB Standards” hyperlink; then follow “AASB 2 Share-
based Payment” file).



88 PACIFIC BASIN LAW JOURNAL [Vol. 25:25

proprietary companies, are obliged to comply with the Standard
by virtue of section 296(1) of the Corporations Act.286

Very broadly, the Standard requires an entity to recognise
share-based transactions, including those with its employees, in
its financial statements. An entity is required to disclose infor-
mation so that readers of its financial statements are able to un-
derstand the nature and extent of share-based payment
arrangements that existed during the reporting period, including
expenses associated with the transactions in which share options
are granted to employees; how the value of the equities was de-
termined; and the effect the issue of equities has on the entity’s
profit or loss.

In its Basis for Conclusions on IFRS 2 Share-based Payment,
the IASB articulated its considerations in formulating the Stan-
dard.?87 Given that the Australian standard mirrors the interna-
tional one, it can be presumed that the policy rationales are also
similar. The Basis for Conclusions specifically addresses the is-
sue of whether ‘broad-based’ employee share plans should be
subject to the same accounting requirements as other types of
employee share plans.?®® The Board recognised concerns ex-
pressed by some that broad-based plans should be exempt from
an accounting standard on the basis that the plans were not part
of remuneration for employee services and that recognition
within financial reports of an expense in relation to such plans
was inimical to government policy to encourage employee share
ownership. The Board concluded, however, that in principle
there was no reason to treat broad-based plans differently. This
conclusion rested on two broad considerations. First, the fact
that the schemes were available only to employees was deemed
by itself to be sufficient to conclude that the benefits provided
represented employee remuneration. ‘Remuneration’ is con-
strued widely to include all benefits to employees, and the ‘ser-
vices’ provided by employees is also broad enough to encompass
all benefits provided to the company in return, including, for ex-
ample, increased productivity or employee commitment. Sec-

286. Corporations Act § 292. A small proprietary company is not subject to the
general statutory requirements to produce a financial report unless it is controlled
by a foreign company for all or part of the accounting period, and the small proprie-
tary company’s profit or loss for the period is not covered by accounts of the foreign
company lodged with ASIC (Corporations Act § 292(2)) or shareholders holding 5
percent or more of the voting shares in the company direct it to prepare financial
statements and reports no later than twelve months after the end of the financial
year concerned (Corporations Act § 293) or ASIC requests that the company pre-
pare financial statements (Corporations Act § 294).

287. International Accounting Standards Board, International Financial Report-
ing Standard 2: Share-based Payment: Basis for Conclusions (2006).

288. Id., BC8-BC18.
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ondly, the public policy objectives of some governments in
encouraging employee share ownership was not, in the Board’s
opinion, a valid reason for according broad-based plans different
treatment.

4.9 DIRECTORS’ DUTIES

In establishing an employee share scheme, directors are re-
quired to exercise their powers in accordance with their duties
under general law and statute. Of particular relevance to a deci-
sion to issue shares to employees are the duties on directors to
act in good faith in the best interests of the company and for a
proper purpose. In most cases, a decision to establish an em-
ployee share scheme will not be controversial, as it will be easily
justifiable on the basis that it has the potential to benefit the
company through, for example, attracting and retaining skilled
employees or leading to improvements in organisational produc-
tivity. There are, however, circumstances in which a decision. to
issue shares under an employee share plan may be deemed by
the courts to be an improper use of directors’ powers.

This section explores how directors’ duties limit the pur-
poses for which directors may establish employee share schemes.
It examines the position under Australian law, briefly consider-
ing, in turn, the duty of directors to act in good faith in the best
interests of the company and the duty to issue shares for a proper
purpose. It is in this latter circumstance, where a decision to es-
tablish an employee share scheme is taken in the context of a
hostile takeover, that the issue of directors’ duties comes to the
fore.

4.9.1 The duty to act in good faith for the benefit of the
company as a whole

Directors are under a fiduciary and statutory obligation to
act in good faith for the benefit of the company as a whole.28°
The courts are generally reluctant to closely scrutinise the deci-
sions of directors; as emphasised by Lord Greene MR in Re
Smith & Fawcett, directors must act ‘bona fide in what they con-
sider—not what the court may consider—is in the best interests
of the company.’?° In Australia, not only are directors not under
any general or statutory obligation to consider the interests of
employees, but, where they do, they may be vulnerable to actions
by general shareholders for failing to consider the interests of

289. Re Smith & Fawcett Ltd. (1942) Ch. 304; Corporations Act §§ 181(1) &
184(1).
290. Re Smith & Fawcett Ltd. (1942) Ch. 304, at 306.
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existing shareholders.?9! Therefore, a decision to implement an
employee share ownership plan in a form and manner that sub-
stantially benefits employees at the expense of the company
could conceivably leave directors vulnerable to an action for
breach of their general duty to act in good faith in the interests of
the company as a whole. In addition, in circumstances where a
decision taken by directors will adversely influence the interests
of one class of shareholders (e.g., ordinary shareholders vis-a-vis
employee shareholders), the directors are required to act fairly as
between the members of the differing classes.?®?

4.9.2 Takeovers and the duty to issue shares for a proper
purpose

It is in the context of hostile takeovers that the use of em-
ployee share schemes is most likely to give rise to allegations of
breach of directors’ duties.2®? In some instances, a defensive tac-
tic employed by directors against a hostile takeover bid is the
allotment of shares to a ‘friendly’ holder. Employee share plans
provide a mechanism through which directors may create a sub-
stantial group of shareholders—employees—that tends to be
sympathetic to management interests.>** In circumstances where
a board of directors decides to implement an employee share
scheme in close temporal proximity to the threat of a hostile
takeover, the courts are faced with the difficult task of determin-
ing whether the share issue was undertaken in good faith in the
best interests of the company and for a proper purpose.?®> In

291. Parke v. Daily News Ltd. (1962) Ch. 927.

292. Mills v. Mills (1938) 60 C.L.R. 150.

293. There is a significant body of case law in the United States on this issue.
See, for example, Podesta v. Calumet Industries, Inc., 1978 WL 1088 (N.D. Ill. 1978),
Norlin Corp. v. Rooney, Pace, Inc., 744 F.2d 255 (2d Cir. 1984); Shamrock Holdings
Inc. v. Polaroid Corp, 559 A.2d 257 (Del. 1989); NCR Corp v. American Telephone
& Telegraph Co., 761 F. Supp. 475 (S.D. Ohio, 1991); RCM Sec. Fund, Inc. v. Stan-
ton, 928 F.2d 1318 (2d. Cir. 1991). For discussion, see Gina Marie Agresta-Richard-
son, Employee Stock Ownership Plans: Uncertainties Plaguing the Duties of the
ESOP Fiduciary with Respect to Voting and Defensive ESOPs, 14 AkroN Tax J. 92
(1999); Eric J. Grannis, Note, A Problem of Mixed Motives: Applying Unocal to
Defensive ESOPs, 92 CoLum. L. REv. 851 (1992); Brett McDonnell, ESOP’s Fail-
ures: Fiduciary Duties when Managers of Employee-Owned Companies Vote to En-
trench Themselves, 2000 CoLuM. Bus. L. Rev. 199; Margaret E. McLean, Employee
Stock Ownership Plans and Corporate Takeovers: Restraints on the Use of ESOPs by
Corporate Officers and Directors to Avert Hostile Takeovers, 10 PEpp. L. REv. 731
(1983); and Hollo, supra note 156.

294. Ropp Levy, Takeovers: Law & Strategy 910.5.2 (2d ed. 2002).

295. Since the Corporate Law Economic Reform Program Act 1999 (Cth)
(Austl.) [hereinafter Reform Program Act], actions taken by directors in listed com-
panies or those with more than fifty members in the context of a contested takeover
will be examined by the Takeovers Panel rather than by the courts. Reform Program
Act § 659AA. Nonetheless, civil and criminal proceedings can still be brought after
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most cases, it will be the duty to issue shares for a proper purpose
which will be the subject of scrutiny.

The duty upon directors to exercise their powers, including
the power to issue shares for a proper purpose, has its source in
general law and in sections 181 and 184 of the Corporations Act.
In applying the proper purposes doctrine, Australian courts will
first identify the nature of the power exercised by the director
and the purpose for which it was conferred.??¢ This purpose, and
the limitations within which the power can legitimately be exer-
cised, will generally be ascertained through a close examination
of the company constitution.29’ In the absence of relevant inter-
nal rules, the court will infer the purpose from the type of com-
pany, its activities and its constitutional structure. The court will
then determine the substantial purpose for which the power was
in fact exercised, in order to determine whether the power was
exercised honestly and in the interests of the company.?*® In
seeking to determine whether a particular exercise of power is
within the proper purposes for which it was conferred, the courts
will look to the subjective motivations of the directors.

The courts have recognised that there are many valid rea-
sons for issuing shares beyond raising capital.2®® Courts will not
interfere where they deem the dominant purpose of the share
issue to be a legitimate commercial objective. Directors are not,
however, entitled to use their powers to issue shares for the dom-
inant purpose of consolidating or ensuring their own continuing
control through attempting to preserve the existing majority or

the conclusion of a takeover bid, or with the consent of ASIC or the Minister. Re-
form Program Act § 659B(1). The Takeovers Panel is a peer review body with part
time members appointed from Australia’s takeovers and business communities. It
has the power to declare circumstances in relation to a takeover, or to the control of
an Australian company, to be unacceptable. The Panel has issued Guidance Note
12: Frustrating Action [hereinafter Guidance Note], to provide guidance on actions
of target company directors that may frustrate a takeover bid. In this Guidance
Note, the Panel emphasises that the task of enforcing directors’ duties lies with the
courts; the Panel is concerned with the likely effect of action on the target share-
holders’ ability to decide on the offer (Guidance Note, §12.17). The Panel may de-
clare there to be unacceptable circumstances even if there is not a breach of
directors’ duties (Guidance Note, 412.18) or may decide not to make a declaration
of unacceptable circumstances even where directors’ duties have been breached.
Nonetheless, as Austin and Ramsay note, whether or not a director has used his or
her powers for a proper purpose is still relevant to Panel deliberations. See the
discussion in Austin & RaMsAY, supra note 234, §8.205. Where the Panel has
found circumstances to be unacceptable, it has wide powers to make orders under
Corporations Act, § 657D.

296. Howard Smith Ltd. v. Ampol Petroleum Ltd. (1974) A.C. 821.

297. Mills, 60 C.L.R. 150; Ngurli Ltd. v. McCann (1953) 90 C.L.R. 425.

298. Howard Smith Lid., A.C. 821.

299. Id.; Harlowe’s Nominees Pty. Ltd. v. Woodside (Lakes Entrance) Oil Co.
NL (1968) 121 C.L.R. 483.
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creating a new majority.3°® The courts have generally proved
more willing to scrutinise board decisions in relation to the duty
to exercise powers for a proper purpose than the general duty to
act in good faith for the benefit of the company.30!

Mixed purposes

Directors who decide to implement an employee share plan
in the context of a takeover bid will generally argue that they
have done so for a proper purpose (i.e. to benefit the company
through improved employee commitment etc), whereas those
who allege a breach of duty will argue that the primary motive of
the share allotment was to affect control of the company. In
most cases, it will be likely that the evidence will suggest the di-
rectors were influenced by both considerations: that is, that they
had multiple purposes. In deciding whether a decision motivated
by a number of purposes is valid, it has long been established in
Australia that one looks to the substantive or dominant objective
for which the action was directed.?2 However, more recently in
Whitehouse v. Carlton Hotel Pty. Ltd., Mason, Deane and Daw-
son JJ, obiter dicta, opined that the preferable test is ‘but for’ the
impermissible purpose, the power would not have been exer-
cised.?%3 In circumstances where a decision to implement an em-
ployee share scheme is prompted by a takeover bid, the
differences between these two tests would appear important.
Applying the conventional test, it appears that, even where direc-
tors are spurred into reaching a decision to issue shares by the
presence of a hostile takeover bid, this will not be held invalid if
the decision is otherwise commercially justifiable.3%* However,
applying the ‘but for’ test, the fact that the takeover attempt trig-
gered action would invalidate the decision.30>

The decisions reached in Hogg v. Cramphorn3°¢ and Con-
draulics Pty. Ltd. v. Barry & Roberts Ltd.?*7 both concerned the

300. Hogg v. Cramphorn (1967) Ch. 254; Howard Smith Ltd. v. Ampol Petro-
leum Ltd. (1974) 1 All E.R. 1126; Whitehouse v. Carlton Hotel Pty. Ltd. (1987) 162
C.L.R. 285.

301. AusTIN & RaMsAY, supra note 234, q 8.060.

302. Mills v. Mills, 60 C.L.R. 150.

303. Whitehouse, 162 C.L.R. 285 at 294. The ‘but for’ test was applied by Judge
Hodgson in Darvall v. North Sydney Brick & Tile Co. Ltd. (1987) 16 N.S.W.L.R.
212.

304. Pine Vale Investments Ltd. v. McDonnell & East Ltd. (1983) 8 A.C.L.R.
199.

305. “Presumably, this would exclude an improper consideration that was
subordinate to other proper considerations but which triggered action.” AusTiN &
RamMsAY, supra note 234, { 8.250 (noting in relation to the ‘but for’ test).

306. Hogg, (1967) Ch. 254.

307. Condraulics Pty. Ltd. v. Barry & Roberts Ltd. (1984) 2 A.C.L.C. 408.
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validity of a decision to implement an employee share plan taken
in the context of a hostile takeover bid and demonstrated the
difficulty in determining whether a particular share issue is moti-
vated by a proper purpose.

In Hogg v. Cramphorn, the directors of a company that was
the subject of a takeover bid established a trust for the benefit of
the company’s employees and authorised the company to lend
money on an interest-free basis to the trust to permit it to
purchase unissued shares in the company. The shares were is-
sued with voting rights that were sufficiently weighted to ensure
that the directors, their supporters and the trustees would con-
tinue to enjoy majority voting power. The share issue was chal-
lenged by a minority shareholder. It was undisputed that the
employee share scheme was formulated in such a manner as to
effectively thwart the takeover bid. The court found that but for
the takeover bid, the scheme would not have come into exis-
tence. The court also accepted, however, that in implementing
the scheme, the directors honestly believed their actions to be in
the best interests of the company and its employees. The court
concluded that ‘an essential element of the scheme, indeed its
primary purpose, was to ensure control of the company by the
directors and those whom they could confidently regard as their
supporters. . . .”38 Referring to precedent that established that
the purpose of issuing shares to create a sufficient majority to
retain control was not recognised as a proper purpose, the court
held that the directors had used their power improperly to issue
shares.

In the more recent case of Condraulics Pty. Ltd. v. Barry &
Roberts Ltd.,’*° the Supreme Court of Queensland was also
asked to consider whether a proposal to introduce an employee
share scheme made in the context of a takeover bid was a proper
exercise of directors’ powers. The initial proceedings were
brought by two companies that were seeking to take over a third
company. Shortly before their official take-over announcement,
the plaintiffs received a notice convening the annual general
meeting of the target company, which proposed a motion to con-
sider and pass a resolution authorising the board of directors to
provide money to a trustee for the purposes of administering an
employee share scheme. The plaintiffs sought an injunction re-
straining the defendant from passing this resolution on two bases,
one of which was that the proposal to establish an employee
share scheme was motivated by an improper purpose on the part
of the board of directors. The plaintiffs did not, however, object

308. Hogg, (1967) Ch. 254, at 267, per Judge Buckley.
309. Condraulics (1984) 2 A.C.L.C. 408.
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to evidence provided by directors demonstrating that they had
been considering the introduction of an employee share scheme
for some time before the takeover threat eventuated.

On appeal, McPherson J, with whom Derrington J con-
curred, held that the evidence provided only allowed for a ‘possi-
ble inference’ that the scheme proposed by directors had been
prompted by a lack of good faith. McPherson J observed that, on
the basis of Mills v. Mills, the substantial or primary motive influ-
encing the director must be improper. His Honour observed:

A coincidence in the timing of the proposal with the making of

the take-over offer is, without more, not ordinarily sufficient

to raise an inference of the necessary impropriety of purpose:

Winthrop Investments v. Winns Litd. (1979) 4 ACLR 1, 12; Pine

Vale Investments Ltd. v. McDonnell & East Ltd. (1983) 8

ACLR 1999, 210.310

McPherson J accepted, as the trial judge had, evidence pro-
vided by the managing director of the company that the company
had been considering introducing such a scheme for some time
before the take-over announcement. He also accepted the man-
aging director’s explanation that the overriding motivation of the
members of the board of directors was to give effect to a long
held belief that the introduction of such a scheme would en-
courage employee loyalty and so benefit the company. McPher-
son J proceeded to uphold the initial finding that the plaintiffs
had failed to make a case that the directors had breached their
duty to exercise their powers for a proper purpose.

These two cases show the fine distinctions that the courts are
asked to draw on the basis of the evidence before them. The task
before the court is to determine as a question of fact whether the
exercise by directors of a corporate power was such that, but for
the existence of the takeover threat, an allotment of shares under
an employee share plan would not have taken place. Directors
appear to have a much greater chance of defending their actions
where they can demonstrate that they were considering introduc-
ing an employee share scheme prior to the existence of the hos-
tile takeover bid.311 As Austin and Ramsay conclude, ‘There
seems to be no escape for the tribunal of fact from the difficult
task of deciding whether one of a number of purposes can be
taken to have been more important than others in the minds of
the directors.’1?

310. Condraulics Pty. Ltd. v. Barry & Roberts Ltd. (1984) 8 A.C.L.R. 915, at 920.

311. See Levy, supra note 294, at 147 (noting that “directors of a company will
be better able to defend a decision to issue shares if they can demonstrate that they
have been considering the particular share issue or transaction for some time before
any takeover bid emerged”).

312. AusTiN & Ramsay, supra note 234, § 8.240.
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Standing to challenge

Shareholders who believe a director abused his or her pow-
ers to allot shares to employees may wish to challenge the deci-
sion. An individual shareholder may be granted leave by the
court to bring a derivative action for breach of duty by a director
on behalf of the company under Part 2F.1A of the Corporations
Act, where the company is unwilling or unable to bring an action
on its own behalf.313 A shareholder may also have standing to
bring a personal action where the breach of duty constitutes a
breach of a personal right. Where a court deems an allotment of
shares to be a breach of a director’s duty, the allotment is voida-
ble rather than void.314

4.10 EMPLOYEE SHAREHOLDERS. RIGHTS AND REMEDIES

A further set of corporate law considerations arise after an
employee share scheme has been established. In seeking to pro-
tect their interests as minority shareholders, employee sharehold-
ers have available to them the range of statutory and equitable
remedies that are available to all minority shareholders in Aus-
tralian companies. Commentators, however, have questioned
whether employee share ownership has the potential to bring
employee voice into the corporate governance structures of com-
panies.?’> The following section examines whether corporate law
in Australia provides legal mechanisms through which employee
shareholders can pursue their interests as employees, not simply
as shareholders. It identifies and briefly explores three avenues:
the right to call general meetings and propose resolutions; the

313. A court will grant an applicant permission to bring a derivative action under
Pt 2F.1A if five criteria are satisfied: () it is probable that the company will not itself
bring the proceedings, or properly take responsibility for them; (ii) the applicant is
acting in good faith; (iii) it is in the best interests of the company that the applicant
be granted leave; (iv) there is a serious question to be tried by the court; and (v)
either at least fourteen days before making the application to the court, the appli-
cant gave written notice to the company of the intention to apply to the court for
leave and of the reasons for applying; or it is appropriate for the court to grant leave
even though notice was not given to the company. Corporations Act § 237(2). See
also Ian M. Ramsay & Benjamin B. Saunders, Litigation by Shareholders and Direc-
tors: An Empirical Study of the Statutory Derivative Action, (Centre for Corporate
Law & Securities Regulation, The University of Melbourne, Research Report,
2006).

314. Winthrop Investments Ltd. v. Winns Ltd. (1975) 2 N.S.W.L.R. 666;
Harlowe’s Nominees Pty. Ltd., 121 C.L.R. 483.

315. See, e.g., Hugh Collins, Employee Shareholders, 16 Inpus. L.J. 268 (1987);
Hill, supra note 142; Michie & Oughton, supra note 151; Reynolds, supra note 143;
Jonathan Michie & Christine Oughton, Employee Participation and Ownership
Rights, 2 J. Corp. L. STUpIES 139 (2002); and Lenne et al., supra note 5.



96 PACIFIC BASIN LAW JOURNAL [Vol. 25:25

minority oppression provisions in the Corporations Act; and stat-
utory constraints on variation of class rights.316

4.10.1 Capacity to call shareholder meetings and propose
resolutions

Provided that the employee shareholders hold at least 5 per-
cent of the votes that may be cast at a general meeting or consti-
tute at least 100 members, they have the statutory power under
the Corporations Act to call an extraordinary general meeting.3!”
The meeting must be held for a proper purpose, which means
that the resolution that the members seek to be passed ‘must be
within the power of the members to consider and pass.”*'8 They
may also put forward a resolution to be considered at a general
meeting.31 Any such resolution, however, cannot relate to mat-
ters which are vested by the company’s constitution in the com-
pany’s directors.3?¢ This may limit the extent to which employee
shareholders can bring employment-related matters to the atten-
tion of shareholders.321

The capacity of employee shareholders to use the general
meeting to influence the conduct of the business, however, will
generally be very limited due to the fact that, in most cases, em-
ployees only hold a very small minority of the company’s shares.
Nonetheless, as Anderson and Ramsay have argued in relation to
union shareholder activism, while such methods may not lead to
the successful passage of resolutions, they may be effective in
placing matters on the AGM and board’s agenda and bringing
pressure to bear on the company.3?2

4.10.2 Minority oppression

Under section 232 of the Corporations Act, a court may im-
pose a range of orders where it is satisfied that the company’s

316. Reynolds, supra note 142, at 105-06.

317. Corporations Act § 249D.

318. NRMA v. Snodgrass (2001) 19 A.C.L.R. 769. For further discussion, see
Kirsten Anderson and Ian Ramsay, From the Picketline to the Boardroom: Union
Shareholder Activism in Australia, 52-55 (Centre for Corp. Law & Securities Regu-
lation and Centre for Employment & Labour Relations Law, The University of Mel-
bourne, Research Report, 2005). For a substantially revised and abbreviated version
of this paper, see Kirsten Anderson and lan Ramsay, From the Picketline to the
Boardroom: Union Shareholder Activism in Australia, 24 Company & Sec. L.J. 279
(20006).

319. Corporations Act § 249N.

320. See Gramaphone & Typewriter Ltd. v. Standley (1908) 2 K.B. 89; John Shaw
& Sons (Salford) Ltd. v. Shaw (1935) 2 K.B. 113. See also Anderson & Ramsay
(original version of paper), supra note 318, at 51.

321. Id. at 51-52.

322. Id.



2007] EMPLOYEE SHARE OWNERSHIP IN AUSTRALIA 97

affairs are being conducted in a way that is ‘contrary to the inter-
ests of the members as a whole’ or ‘oppressive to, unfairly preju-
dicial to, or unfairly discriminatory against, a member or
members whether in that capacity or in another capacity.” This is
one of the most commonly used corporate law remedies used by
shareholders.32® Key to the use of this action by employee share-
holders is that the conduct, act or omission may affect the mem-
ber in his or her capacity as a member or in any other capacity.324
Austin and Ramsay have observed that this may provide a basis
for action for a member employed by the company where he or
she is prejudiced in the capacity of employee. They note that
whether ‘the section is attracted would seem to depend on
whether, in the circumstances, the employment relation was a
way in which the member received a return for investment or
whether the employment was independent of being a
member.’32>

The breadth of instances in which this remedy may be used
makes it a potentially powerful tool for employee shareholders.
In particular, it has been used in the past to appeal against pay-
ment of excessive remuneration to directors; the improper diver-
sion of business; and the denial of access to information. While
such concerns may be felt by all shareholders, they may be felt
particularly acutely by employees concerned with maintaining
job security.

4.10.3 Challenging the validity of a variation of class rights

If employee shareholders are recognised as members of a
particular class, they may be afforded the statutory protections
offered to class right holders in Part 2F.2 of the Act. In particu-
lar, they may have a cause of action to challenge a variation or
cancellation of shares under section 246D.

A category of shares will constitute a ‘class’ where the shares
differ sufficiently in respect of rights, benefits, disabilities, or
other incidences, as to make them distinguishable from any other
category of shares.326 In Clements Marshall Consolidated Ltd. v.
ENT Ltd.3?" Neasey J of the Supreme Court of Tasmania found
on the facts of the case that the employee shares did constitute a
‘class’ as they were a category of shares that differed sufficiently

323. lan Ramsay, An Empirical Study of the Use of the Oppression Remedy, 27
AusTL. Bus. L. REv. 23 (1999).

324. Corporations Act § 233(e).

325. AusTiN & Ramsay, supra note 234, §11.470.

326. Clements Marshall Consolidated Ltd. v. ENT Ltd. (1988) 6 A.C.L.C. 389,
393.

327. Clements Marshall Consolidated Ltd. v. ENT Ltd. (1988) 13 A.C.L.R. 90.
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from ordinary shares in respect of voting rights, dividend rights,
liability to calls and other aspects.328

The classification of employee shares as a particular class of
shares becomes important if the company seeks to vary or cancel
the legal rights attaching to the shares. A company seeking to do
this must follow the procedures prescribed in section 246B of the
Corporations Act. Moreover, where the procedures are followed
and the class of shares is varied or cancelled, section 246D(1) of
the Act provides that members with at least 10 percent of the
votes in a class may apply to the court to have the variation,
modification or cancellation set aside.3?® The Court is empow-
ered to set aside the variation, modification or cancellation if it is
satisfied that it would unfairly prejudice the members of the
class.330

411 KEY CRITICISMS OF THE CORPORATE REGULATORY
FRAMEWORK FOR EMPLOYEE SHARE SCHEMES

The adequacy of the current corporate law framework gov-
erning employee share ownership plans has been the subject of
considerable contention. Critics of the current laws include the
Australian Employee Ownership Association (AEOA) and the
Employee Ownership Group (EOG), both committed to pro-
moting employee share ownership in Australia; a number of
ESOP plan managers and consultants; and the authors of the
Shared Endeavours Majority Report. The following section di-
vides the current body of criticism into two broad categories.
First, it looks at the most significant and sustained criticism of the
current regulatory regime: the difficulties it poses to the imple-
mentation of ESOPs in small and medium-sized companies. It
then turns to consider specific criticisms directed at the nature of
relief offered by ASIC.

4.11.1 Obstacles to employee share ownership in unlisted
companies

The corporate law regulatory regime is criticised for impos-
ing costs and compliance burdens that may effectively deny un-
listed companies access to ESOPs.331 As explained above, the

328. Id. at 93.

329. This application must be made within one month of the variation, modifica-
tion or cancellation. Corporations Act § 246D(1).

330. Id. § 246D(6).

331. See, e.g,, Aust. Employee Ownership Ass’n, Our Policy, available at http://
www.aeoa.org.au; EMPLOYEE OwNERsHIP GROUP, EMPLOYEE SHARE OWNERSHIP
IN AUSTRALIA: THE FUTURE, available at http://www.employeeownershipgroup.com.
au/docs/eog_policy_document_-_the%20future.pdf; Ed Charles, Share and Share
Alike, 75(10) In THE BLack 28 (2005); Lenne et al., supra note 5; and numerous
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ASIC Policy Statement 49 only provides relief to companies
listed on the Australian Securities Exchange for more than
twelve months. Unlisted companies or ‘sunrise’ companies that
are newly listed are not eligible for ASIC class order relief.
Many commentators have emphasised the costs imposed on un-
listed, particularly smaller, businesses by the disclosure require-
ment under section 708 of the Corporations Act 2001 (Cth),
which requires any company making an offer in excess of twenty
people or for over $2 million to issue a prospectus.32 In its sub-
mission to the Nelson Inquiry, for example, Ernst & Young
emphasised:

The ASIC policy statement 49 could be described as a general

prohibition on the issue of shares or options to employees of

an unlisted company without a prospectus. Whilst the pro-

spectus requirement may not be onerous for companies associ-

ating an ESOP with an initial public offering (IPO) they are

very significant and often unsurmountable for small/medium

unlisted companies.333

The difficulties posed to small and medium companies by
the current prospectus rules were recognised by the Shared En-
deavours Majority Report. The Report noted that although lim-
ited reforms would be implemented through the Corporate Law
Economic Reform Program (CLERP):

Nevertheless, the Committee does recognise that the amended

legislation and Policy Statement 49 together may not provide

sufficient relief for certain types of enterprise. Consequently,

the existing disclosure arrangements may still act as a disincen-

tive to those enterprises when they consider establishing an

employee share plan.334

The two principal advocacy groups for employee share own-
ership in Australia—the AEOA and EOG-——are both critical of
the current disclosure requirements imposed on unlisted compa-
nies. Both organisations describe the prospectus requirements
for unlisted companies and small companies as ‘a major obstacle’
to the diffusion of employee share schemes in unlisted compa-
nies.335 This contention appears to be supported by empirical re-
search: a survey of 1000 businesses commissioned by the

submissions to the House of Representatives Standing Committee on Employment,
Education and Workplace Relations’ inquiry into employee share ownership in
2000, available at http://www.aph.gov.au/house/committee/ewr/eso/index.htm.

332. Charles, supra note 331.

333, ERNST AND YOUNG, EMPLOYEE SHARE OWNERSHIP PLANS: COMMENTS RE-
GARDING IssUEs FOR SMALL/MEDIUM COMPANIES AND POSSIBLE SOLUTIONS TO
EnaBLE SucH CompaNiEs To OFFER PaRrTICIPATION IN ESOPs, (Submission No.
20.1 to the H.R. S. Comm. on Employment, Education & Workplace Relations’ In-
quiry into Employee Share Ownership, 2000).

334. SHARED ENDEAVOURS, supra note 1.

335. Austl. Employee Ownership Ass’n, supra note 331.
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Department of Workplace Relations Employee Share Ownership
Development Unit (ESODU) in 2004 found that ‘burdensome
corporations law requirements’ were seen as a ‘significant bar-
rier’ to business in taking up ESO.33¢

The Shared Endeavours Majority Report recommended ASIC:

e monitor the provisions of CLERP and Policy Statement
49 in respect to employee share plans;
¢ advise the Government as to any required amendments to
facilitate the operation of the CLERP in respect of em-
ployee share plans without unduly increasing investor risk;
¢ if necessary, amend Policy Statement 49 so as to facilitate
the creation and operation of employee share plans, espe-
cially in regard to unlisted, small and medium companies,
and those in sunrise industries without unduly increasing
investor risk; and
e advise the Treasurer on the feasibility of a specific disclo-
sure document designed to be used by the operators of
employee share plans that cannot otherwise use the dis-
closure exemption provisions or the OIS provisions of the
CLERP Act.?37
The Government rejected this recommendation, arguing
that the limited nature of the exemption from prospectus re-
quirements offered by ASIC was necessary in order to ensure
that the primary purpose of issuing shares to employees was to
foster the employment relationship, rather than as a means of
corporate fundraising.>3® Moreover, it argued that CLERP had
introduced certain exemptions from the fundraising regime with
a focus on assisting small and medium companies and that these
reforms struck an appropriate balance between the objectives of
facilitating efficient fundraising and ensuring appropriate inves-
tor protection. The Government also rejected the Majority Re-
port’s recommendations that ASIC monitor the use of employee
share schemes and report to the Government on the basis that
ASIC was not ordinarily responsible for law reform or for report-
ing to Government on specific issues. Instead of a formal report-
ing process to Government, ASIC has the ability to review and
modify its policy statements should it consider further relief is
warranted or grant individual relief on a case-by-case basis. More
recently, however, the Corporate and Financial Services Regula-

336. ESODU research, supra note 111.

337. SHARED ENDEAVOURS, supra note 1, at 186.

338. H.R. S. ComMm. oN EMPLOYMENT, EDUCATION & WORKPLACE RELATIONS,
GOVERNMENT RESPONSE TO ‘SHARED ENDEAVOURS: AN INQUIRY INTO EMPLOYEE
SHARE OWNERSHIP IN AUSTRALIA’, available at http://202.14.81.34/house/commit-
tee/ewr/eso/report/govresp.pdf (last visited Jan. 13, 2008).
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tion Review Consultation Paper identified the potential expense
and effort required for unlisted companies to compile a prospec-
tus as an issue for consultation.33®

Today, both the AEOA and the EOG offer proposals for
reform of the current disclosure regime for unlisted companies
seeking to introduce employee share schemes. The AEOA pro-
poses lifting the prospectus requirements for unlisted companies
in cases where complete ‘downside risk protection’ on the value
of shares is provided.?4® The EOG proposes that ESOPs should
be exempt from the prospectus requirements. Necessary investor
protection, it argues, can be secured by a minimum prescribed
disclosure regime. A proposed ‘ESOP Disclosure Document’ is
appended to the EOG Policy. The model is based on the OIS (as
defined in section 715(1) of the Corporations Act), and, it is pro-
posed, would apply to offers made to employees to acquire
shares in the company, but not in cases where an ESOP is being
used to acquire a majority of the ordinary shares in a company.
In the latter case, section 709 of the Act would prevail. The
EOG proposes that this regime be implemented either by ASIC,
in reliance on its powers of exemption or modification, by Gov-
ernment direction to ASIC in relation to the exercise of these
powers, or by legislative reform .34

The Business Law Section of the Law Council of Australia
has also expressed an opinion in relation to the relief available
for unlisted companies, arguing that the current regime should
not be fundamentally changed as there is no reason to presume
that, in most cases, employee investors are any more informed
than other retail investors. It follows that employee investors
should be afforded similar protections to retail investors under
Chapter 6D of the Corporations Act. The Council does, how-
ever, argue that there is scope for extending relief in minor ways
where the investor protection principles of Chapter 6D have
been satisfied. These include, for example, extending the relief
offered by ASIC Class Order 03/184 to unlisted companies where
nominal consideration is provided and the company satisfies
other conditions which ensure that the potential employee inves-
tors are reasonably informed.342

The Corporate and Financial Services Regulation Review
Proposals Paper, released by the Parliamentary Secretary to the

339. COMMONWEALTH OF AUSTL., supra note 242, at 34.

340. Austl. Employee Ownership Assoc., supra note 331; EMPLOYEE OWNERSHIP
Group, supra note 331, at 5.

341. EmpLOYEE OwNERsHIP GROUP, supra note 331, at 6.

342. See Law CoUNCIL OF AUSTL., SUBMISSION IN RESPONSE TO THE APRIL 2006
ConsULTATION PAPER FOR THE CORPORATE AND FINANCIAL SERVICES REGULA-
TiIoN REVIEW 18-19 (May 24, 2006).
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Treasurer in November 2006, while proposing to extend the relief
offered in Class Order 03/184 in respect to licensing, advertising
and hawking requirements to unlisted companies, does not en-
dorse extending relief to unlisted companies in relation to disclo-
sure requirements.

4.11.2 Limitations of ASIC Class Order Relief
The 5 percent ceiling

To be eligible for relief under ASIC Policy Statement 49, an
offer of shares to employees must not exceed more than 5 per-
cent of the shares issued in that class of shares as at the date of
the offer. As noted above, this requirement is imposed by ASIC
to ensure that the share issue is not proceeding for fundraising
purposes. During the Nelson Inquiry, a number of listed compa-
nies with employee share plans criticised this requirement, as it
significantly restricted the number of shares the company could
offer to employees.343

Limitation of relief to full and part-time employees

ASIC Policy Statement 49 does not extend class order relief
to the provision of shares to casual employees. ASIC will, how-
ever, consider extending relief to offers to casual employees or
contractors on a case-by-case basis. In doing so, ASIC will con-
sider the length of time the employee has been in the employ-
ment of the company and the likely ongoing relationship
between the parties.>*4 The limitations of the Class Order raise
equity concerns. Inequities in access and entitlements to com-
pany shares, which are common in practice due to varying eligi-
bility requirements within and between organisations, would
appear to be exacerbated by the relevant requirements in the
ASIC Policy Statement. The restriction is also contrary to the
policy of the Australian Council of Trade Unions (ACTU) on
employee share schemes, which stresses the need for all employ-
ees within an organisation to be eligible to participate.

412 SUMMARY

Australian companies seeking to implement broad-based
employee share ownership plans must comply with a range of
regulatory requirements embodied in the Corporations Act relat-
ing to disclosure, fundraising and licensing. These provisions are
intended to protect investors in relation to public share offerings.
While they no doubt offer protection to employees who are con-

343. See SHARED ENDEAVOURS, supra note 1, at 182.
344, See PS 49, 9 49.38—-49.40.
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sidering taking up shares in the company for which they work,
the provisions are generally ill-suited to serving the different
objectives for which companies implement employee share own-
ership plans. In recognition of the public policy objective of pro-
moting employee share ownership, ASIC now provides
conditional relief from specific provisions within the Act for
companies establishing eligible employee share schemes.

Critics have argued that the current regime, while facilitating
the diffusion of employee share ownership in larger, listed com-
panies, does little to enable employee share ownership in small
and medium-sized companies. It is also argued that the condi-
tional relief provided by ASIC significantly limits the extent to
which companies may confer significant shareholdings upon em-
ployees and offer shares to casual employees.

The extent to which the current regulatory regime shapes
and constrains current employee share ownership practice in
Australia remains unclear. Tentative observations suggest that its
impact is significant. For example, employee share ownership re-
mains relatively rare in the SME sector; employee share owner-
ship is noted for its ‘shallowness’ (while there are many
employees owning shares, they own relatively few) in larger com-
panies; and casual employees are much less likely to be employee
shareholders. More work is needed, however, to understand
whether current practice is a reflection of the objectives and pri-
orities of industry actors or whether it is the result of the signifi-
cant constraints imposed by the corporate law regulatory regime.

5. THE TAXATION LAW FRAMEWORK

Taxation law has featured prominently in the regulation of
ESOPs in Australia. Indeed, it is largely through reforms to the
taxation law framework over the past several decades that the
Australian Government has sought to promote, and shape em-
ployee share ownership. This section examines the taxation
treatment of employee share ownership plans and the effect of
these tax rules on current practice in the area. It also identifies
the major criticisms of the current regulatory regime. While this
section is predominately concerned with broad-based employee
share ownership plans—plans in which a majority of employees
in the company are eligible to participate—it does briefly discuss
executive-based plans. This is because it is impossible to discuss
the taxation aspects of broad-based ESOPs in Australia without
discussing the perennial concern of regulators to prevent the
abuse of such plans by company executives.

Part 5.1 briefly traces relevant legislative developments. Part
5.2 examines the current taxation treatment of employee shares
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or options. Part 5.3 looks at current market practice in the area.
Finally, Part 5.4 identifies some of the key difficulties associated
with the current taxation regime of employee share schemes.

5.1 LEGISLATIVE DEVELOPMENTS

Since the mid-1970s, Australian Governments have sought
to reform the taxation regime so as to facilitate broad-based em-
ployee share ownership, while also seeking to limit the scope for
abuse of employee share plans for aggressive tax planning
purposes.

The first legislative provision for the taxation of employee
shares in Australia was introduced in 1974 by the Whitlam Gov-
ernment.?45 The impetus for the legislation was the decision in
Donaldson v. FCT,346 which held that assessable income would
include the value of an option even though the option could not
be assigned and could not be exercised for a period of three
years. The value was said to be whatever a willing but not anx-
ious person would be prepared to pay for it. The legislative re-
forms were introduced as one of a raft of taxation law
amendments and did not form the basis of extensive debate in
the Federal Parliament.

Section 26AAC was inserted into the Income Tax Assess-
ment Act 1936 (Cth) (‘ITAA’) to govern the taxation of em-
ployee benefits in the form of share issues or grants of rights to
acquire shares.3#7 As the Australian Taxation Office (ATO) later
explained: “Section 26 AAC and ESAS [employee share acquisi-
tion schemes] were intended to encourage employees to acquire
an interest in their employer company and to allow employees
some control.”348

Section 26AAC provided for the taxation of benefits that
arose from shares or rights acquired in a company under an em-
ployee share acquisition scheme where the shares or rights were
a consequence of employment or services rendered by the tax-
payer or a relative. The shares or rights acquired could be in the
employing company or in another company. Section 26AAC
provided for the value received under an option or share plan to
be measured at the time of the exercise of the option or when
restrictions relating to shares were lifted, rather than, as had

345. Id. at 12.

346. Donaldson v. FCT (1974) A.T.C. 4192.

347. Inserted by Income Tax Assessment Act (No. 2), 1974, (Cth.) (Austl.).

348. SHARED ENDEAVOURS, supra note 1. See also AusTL. TAXATION OFFICE,
‘SuBmissioN To THE H.R. S. Comm. oN EMPLOYMENT, EDUCATION AND WORK-
PLACE RELATIONS’ INQUIRY INTO EMPLOYEE SHARE OWNERSHIP 6, Submission No.
24, (Apr. 30, 1999).



2007] EMPLOYEE SHARE OWNERSHIP IN AUSTRALIA 105

been held in Donaldson,?*° when the rights were acquired. This
meant that if the shares were subject to restrictions or conditions,
so that the employee was prohibited from disposing of the shares
or could be divested of ownership, then the employee was only
taxed on the discount in the year when the restrictions or condi-
tions were lifted. There was no limit on the period of deferral.
The taxpayer could, however, elect to be taxed in the year in
which the shares or rights were acquired.

The second significant stage in the regulation of employee
share ownerships schemes came in the mid-1990s. Reforms were
inspired in large part by concerns that section 26AAC ITAA
1936 was being misused to create plans specifically designed for
aggressive tax planning.35° In its 1993 Budget, the Keating Labor
Government announced a review of employee share plans, and
in the 1994-1995 Budget, then Treasurer Ralph Willis announced
significant reforms to employee share ownership in order to facil-
itate broad-based schemes whilst limiting the potential for mis-
use. In 1995, the Keating Government introduced Division 13A
into the ITAA 1936.351 In his second reading speech, the deputy
treasurer explained that the reforms were intended to reduce the
unintended exploitation of the existing legislation and to increase
the taxation benefits available to share schemes that encourage
employees to own shares in the company for which they work.35?

The changes narrowed the concessions available to em-
ployee share schemes to those where the shares were issued in
the employer company or holding company of the employer
company and which were available to at least 75 percent of all
permanent employees. The provisions provided that the amount
to be included in a taxpayer’s assessable income in respect of
shares or rights acquired under an employee share plan would be
the difference between the value of the share or right and any
amount paid by the taxpayer to acquire the share or right. Gen-
erally, the amount was to be included in assessable income in the
year that the share or right was acquired. However, providing
the rights or shares satisfied certain criteria, an employee who
acquired a share or right under an employee share scheme may
have been eligible for the following:

e An exemption concession: an income tax exemption ini-
tially to a value of $500 per employee per year for qualify-

349. Donaldson, (1974) ATC 4192.

350. SHARED ENDEAVOURS, supra note 1, at 12. See also AusTL. TAxATION OF-
FICE, supra note 351, at 4.

351. Taxation Laws Amendment Bill (No. 2) (1995) (Austl.).

352. COMMONWEALTH OF AUSTL., PARLIAMENTARY DEBATES, H.R., Official
Hansard, Jun. 22, 1995, at 2083.
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ing shares that are issued to employees under a scheme
operated on a non-discriminatory basis; or

e A deferral concession: a deferral of taxation initially for
up to five years on qualifying shares and rights. In order
to be qualifying, the scheme offering the shares or rights
had to meet certain requirements.

The reforms were supported by the Democrats and the
Greens but opposed by the Liberal/National Party opposition.353
While supportive of employee share schemes and cognisant of
the need for reform of the existing provisions in section 26 AAC,
the opposition criticised the reforms on the basis that the ‘com-
plex set of income tax rules’ would ‘make employee share acqui-
sition schemes less attractive and less available to the Australian
work force.”?>* They would, according to numerous opposition
members, both threaten the viability of existing schemes and re-
strict the proliferation of schemes in the future. In particular, the
opposition criticised the qualifying conditions for obtaining the
tax concessions as too restrictive, including the requirement that
the shares be ordinary shares, thus excluding from the conces-
sional and deferral regime those types of companies that do not
issue ordinary shares; the tax treatment of share options for tax-
ing a potential gain that may never be realised; and the five-year
maximum deferral period for being too short (thus resulting in
many international share option plans attracting tax before em-
ployees acquire shares). Despite the opposition, the measures
came into force and apply from March 28, 1995.

Even before his election to office in 1996, John Howard ex-
pressed his commitment to the promotion of employee share
plans. In the 1996-1997 Budget, the newly-elected Coalition gov-
ernment provided for the amendment of the taxation concessions
for employee share schemes to ‘build a greater sense of em-
ployee participation in the success of Australia businesses.’?5S
This was to be achieved by doubling the value of shares or rights
that were eligible for the tax concession under a share scheme
from $500 to $1000 a year per employee, with a corresponding
increase in the deduction available to employers; and reducing

353. COMMONWEALTH OF AUSTL., VOTEs AND Proceepincs, H.R, Official
Hansard, Jun. 22, 1995, at 2214; Nov. 20, 1995, at 4324.

354. COMMONWEALTH OF AUSTL., PARLIAMENTARY DEeEBATES, H.R, Official
Hansard, Jun. 22, 1995, at 2087 (speech of Peter Costello).

355. THe HoN. PETER CosTELLO MP, TREASURER, BUDGET 1996-1997: MEET-
NG Our CoMMITMENTS (Aug. 20, 1996) available at http://parlinfoweb.aph.gov.au/
piweb/view_document.aspx?id=4&table=BUDGET, 75.
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the participation conditions for the concessional arrangements
from three quarters to two thirds of permanent employees.356

The Coalition Government’s election commitments were in-
cluded in one of a litany of proposed, and largely unrelated,
amendments embodied in the Taxation Laws Amendment Bill
(No. 4) 1996 and debate surrounding these other amendments
appeared to overshadow those relating to employee share
schemes.?5? Nevertheless, there appeared a broad consensus in
both Houses of Parliament that broad-based employee share
plans should be promoted and thus that the increase in the value
of shares that could be exempt from $500 to $1000 was desirable.
Debate over the proposed amendments to employee share plans
in the Senate, however, focused on the proposed reduction of the
required threshold for employee share schemes from 75 percent
to 66 percent and a change from ‘employees’ to ‘permanent em-
ployees.”>s®8 Both of these proposed changes were opposed by
the Labor opposition and the Democrats on the basis that it was
restrictive of the development of employee share schemes that
were open to as many employees as possible and on a fair ba-
sis.35 The proposal to reduce the threshold from 75 percent to
two-thirds was rejected in the Senate.

The Coalition Government also amended the corporate law
requirements for employee share schemes. The Corporate Law
Economic Reform Act 1999 relaxed the prospectus requirements
for companies initiating employee share plans, subject to a num-
ber of conditions.

5.2 THE CURRENT TAX TREATMENT OF EMPLOYEE
SHARES OR RIGHTS

The taxation regime for shares acquired by employees in re-
spect of employment is found in Division 13A of Part III Income
Tax Assessment Act 1936 (ITAA 1936) and Sub-division 130A of
the Income Tax Assessment Act 1997 (ITAA 1997) (the capital
gains tax provisions). Division 13A of the ITAA 1936 applies to

356. Id. The budget statement identified the financial implications of this
amended concession to be a reduction of $15 million for each year from 1996 to
1999,

357. This Bill originated in the House of Representatives as the Taxation Laws
Amendment Bill (No. 4) 1996 on Dec. 12, 1996, and was introduced into the Senate
as Taxation Laws Amendment Bill (No. 1) 1997 on Mar. 17, 1997.

358. See COMMONWEALTH OF AUSTL., PARLIAMENTARY DEBATES, Sen., Official
Hansard, Jun. 27, 1997, at 5444,

359. See COMMONWEALTH OF AUSTL., PARLIAMENTARY DEBATES, Sen., Official
Hansard, Jun. 27, 1997, at 5444, 5464 (speech of Nick Sherry); COMMONWEALTH OF
AusTL., PARLIAMENTARY DEBATES, Sen., Official Hansard, Jun. 27, 1997, at 5449
(speech of Cheryl Kernot); and COMMONWEALTH OF AUSTL., PARLIAMENTARY DE-
BATES, Sen., Official Hansard, Jun. 27, 1997, at 5464-65 (speech of Dee Margetts).
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the acquisition of a share or right under an employee share
scheme. The general rule governing the taxation treatment of
employee shares is that the issuing of shares or rights under an
employee share scheme is treated as a substitute for cash income
for services. Tax is imposed, at marginal income tax rates, at the
time the share or right is acquired. The amount to be included in
the employee’s assessable employment income is the difference
between the market value of the share or right and any consider-
ation provided: that is, the amount of the discount provided to
the employee or service provider.3¢® For example, where a com-
pany issues an employee a share with a market value of $1.01 and
the employee paid one cent as the issue price for the share, the
employee would include the $1.00 acquisition discount in their
taxable income. Rules are provided for calculating the market
value of the share or right. Despite the reference to employee
share schemes, this treatment also applies to shares acquired by
contractors in exchange for services rendered.36!

Under Division 13A, two alternative concessions are availa-
ble for shares or rights provided under schemes that satisfy cer-
tain requirements. The first type of concession allows for
discounts of up to $1000 to be provided tax-free to an employee
or service provider per income year (the exemption concession).
The second type of concession allows for tax on the discount to
be deferred for up to ten years (the deferral concession).

This section looks first at when an employee ‘acquires a
share or right under an employee share scheme’ for the purposes
of Division 13A. It then outlines the two concessions available to
‘qualifying rights’ under the Division.

5.2.1 Acquisition of a share or right under an employee share
scheme

Division 13A applies where any shares or rights are acquired
under an employee share scheme. Shares or rights are acquired
under an employee share scheme if the shares or rights are ac-
quired in respect of, directly or indirectly, employment or ser-
vices rendered. The shares or rights may be acquired by an
employee or a service provider or by an associate of the em-
ployee or service provider. The Division contains rules for deter-
mining the amount to be included in assessable income.

360. Income Tax Assessment Act, 1936, §§ 139B(2) & 139CC(2) (Austl.) [herein-
after ITAA 1936].

361. Id. § 139(C).
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Any shares or rights

Division 13A applies when an employee or service provider
acquires any shares or rights under an employee share scheme,
whether they are shares or rights in the employer company, a
related company or any unrelated company. However, in order
to obtain access to the concessions, it is necessary for the shares
or rights to be in the employer company or a holding company of
the employer.362 It is also necessary that the shares are ordinary
shares and that the options only give rights to acquire ordinary
shares.363 In the 2006 Budget, the Government announced that
it would allow certain stapled securities to be provided, and legis-
lation to introduce the amendments has now completed its pas-
sage through Parliament.364

The term ‘rights’ is not defined but is commonly taken to
mean rights to acquire shares, e.g., options. An option involves
the right, but not the obligation, to acquire shares in the future at
a fixed price (the exercise price). In some cases the person ac-
quiring the option pays to acquire that right but commonly in the
employment case the option is acquired for no consideration. In
a recent Class Ruling, CR 2006/101 (the BHP-Billiton Ruling),
the Commissioner took the view that an employee will not ac-
quire a ‘right’ (i.e. a right to acquire a share) under an employee
share scheme for the purposes of Division 13A on the grant of
the right where, at the time that the right is granted, it is condi-
tional and subject to the exercise of the employer company’s ab-
solute discretion.

In another Class Ruling, CR 2006/103 (the Brambles Rul-
ing), the Commissioner ruled that regardless of whether or not a
participating employee is given a choice to receive cash instead
of a share, the employee will retain the right to acquire a share
on exercise of an option or share right. The Commissioner did
note that where the scheme operates so that the employer makes
the ultimate decision as to whether an employee receives a share
or cash in lieu of a share, the right granted to the employee will
not be considered a right to acquire a share for the purposes of
Division 13A.

The term ‘rights’ could also encompass other sorts of rights,
such as rights that vest without the recipient exercising an option
or those rights that replicate shares, such as ‘phantom shares.’
However, as already noted, in order to access the concessions,
the rights must be rights to acquire ordinary shares.35>

362. Id. § 139CD(3).

363. id. § 139CD(4).

364. Tax Laws Amendment (2007 Measures No.1) Act 2007.
365. Id.
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The acquisition of a share as a result of exercising a right
acquired under an employee share scheme is not treated as the
acquisition of a share (presumably to avoid double counting).36¢

It is important to note that, in order to attract the operation
of Division 13A, shares or rights must be acquired at a discount.
The acquisition of shares for consideration equal to or greater
than market value will not be within the Division even if accom-
panied by some other benefit such as a low or interest-free loan.

Acquired by an employee or service provider (or an associate)

A person acquires a share when it is transferred or allotted
to that person or when a person acquires a legal or beneficial
interest in the share from another person.3¢’ Division 13A ap-
plies to both employees and independent contractors acquiring
shares.38 Division 13A also applies if an associate of the em-
ployee or service provider acquires shares as a result of the em-
ployment or provision of services.>® An associate in this context
includes a relative, a partner, a trustee of a trust under which the
taxpayer or an associate is capable of benefiting,>’° and related
companies.3”! In such a case the employee or service provider
will be subject to tax on the discount received by the associate.372
Although shares or rights provided to an associate will be subject
to tax under Division 13A, only shares or rights provided to an
employee will be eligible for the concessions.373

Under an employee share scheme

Shares or rights will be acquired under an employee share
scheme if they are acquired directly or indirectly in respect of
employment,374 or if the parties are not in an employment rela-
tionship, in respect of services rendered.?’> That is, there does
not need to be any particular form of scheme but rather there
must be some connection between the acquisition of the shares,
and the employment or services provided. If the acquisition falls
within Division 13A, it will be taxed under that Division rather
than the other provisions of the income tax legislation. Further-

366. ITAA 1936, § 139C(4).

367. Id. § 139G.

368. Id. §§ 139C(1) & (2).

369. Id.

370. For the position where the trust is an employee share trust, see infra.
371. ITAA 1936, § 139GE.

372. Id. § 139D.

373. Id. § 139CD(3).

374. Id. § 139C(1).

375. Id. § 139C(2).
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more, the acquisition will not give rise to fringe benefits tax (see
below).

Shares will not be taken to be provided under an employee
share scheme (and therefore not subject to Division 13A), if they
are acquired for market value.376

Calculating the amount to be included in assessable income

The rules for determining the amount to be included in as-
sessable income vary according to whether the discount is assess-
able immediately or is deferred.

When the discount is included in assessable income in the
year the share or right is acquired, the amount is the market
value of the share or right less any consideration paid or given.3””

When the taxing time is able to be deferred (see below) and
the taxpayer disposes of the share or right within thirty days of
the relevant ‘cessation time’ in an arm’s length transaction, the
amount to be included is the amount received on disposal less
any consideration given, including any amount paid to exercise a
right to acquire a share.378

When the taxing time is able to be deferred and the taxpayer
does not dispose of the share or right within thirty days in an
arm’s length transaction, the amount to be included is the market
value of the share or right at cessation time less any considera-
tion given, including any amount paid to exercise a right to ac-
quire a share.37°

Where a right to acquire a share is lost without having been
exercised (whatever the reason), the right will be taken never to
have been acquired and any tax paid will become refundable,
through an amended assessment if necessary.38 This reflects the
fact that tax may become payable even before the rights vest and
that an employee may be required to pay tax before any benefit
is derived. The ability to claim a refund some time later may be
of little comfort in these circumstances.

Complex valuations of shares or rights required

Division 13A contains rules for determining the market
value of both listed and unlisted shares and rights on a particular
day.38 This includes quite complex rules for determining the
market value of unlisted rights depending on whether the right

376. Id. § 139C(3).

377. 1d. § 139CC(2).

378. Id. § 139CC(3).

379. Id. § 139CC(4).

380. Id. § 139DD.

381. Id. Subdiv. F of Div. 13A.



112 PACIFIC BASIN LAW JOURNAL [Vol. 25:25

must be exercised within ten years or not.382 For example, a ten
year option with an exercise price equal to current market value
of the underlying share will have a taxable value of 18.4 percent
of the exercise price/current market value.383 In the case of both
unlisted shares and unlisted rights, the issuing company will often
need to have valuations done by qualified valuers at the time
shares or rights are being provided which could give rise to sig-
nificant cost issues. More significant is the fact that valuations
may need to be done on an individual basis at cessation time
which could prove to be a significant ongoing cost for the
employer.

5.2.2  Qualifying for concessions

In addition to setting out that the acquisition of shares by an
employee at a discount will give rise to assessable income, Divi-
sion 13A also offers employees two concessions if certain condi-
tions are met. In order to be eligible for either concession the
shares (or rights) must be ‘qualifying shares or rights.” There are
six conditions relevant to determining whether a share is a ‘quali-
fying share’ but only five of those conditions apply in determin-
ing whether a right is a ‘qualifying right’:384

(1) the share or right must be acquired under an employee
share scheme;

(2) the share must be in the company which is the employer
of the taxpayer or in the holding company of the em-
ployer company. The concessions are not available if
the recipient is not in an employment relationship (i.e. a
contractor) or if shares or rights are acquired by an asso-
ciate of an employee or if the shares are shares in an
unrelated company;

(3) the share must be an ordinary share and the right must
be a right to acquire an ordinary share (although note
the position in relation to ‘stapled securities’ (see
below));

(4) in the case of shares, at least 75 percent of permanent
employees must be entitled (or have been entitled) to
participate in this or another employee share scheme.
Permanent employees are those employed full-time or
permanent part-time with thirty-six months service. It is
still possible however to have two schemes—one that
meets the 75 percent requirement and another scheme

382. Id. §§ 139FC & 139FJ-FN.
383. Id. § 139FM.
384. Id. §139CD.
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that is only available to, say, executives. This condition
does not apply to schemes granting rights;

(5) the employee’s legal or beneficial interest in shares of

the company must not exceed 5 percent; and

(6) the employee must not be in a position to control more

than 5 percent of the votes that could be cast at a gen-
eral meeting of the company.

If the shares or rights are qualifying shares or rights, the tax-
payer may be able to claim the exemption concession or the
deferral concession but not both as the taxpayer must make an
election.38>

(a) The exemption concession

A taxpayer who acquires a ‘qualifying share or right’ may
elect to have the discount included in assessable income in the
year in which the shares or rights are acquired and receive $1000
worth of discount tax-free, 3% if three additional conditions are
satisfied:

(1) there is no forfeiture of ownership conditions;

(2) shares or rights may not be disposed of for a minimum

of three years (unless employment ceases earlier); and

(3) the scheme and any related scheme for the provision of

finance must be operated on a non-discriminatory
basis.387

An employee share scheme or a related scheme for the pro-
vision of finance will be non-discriminatory if it is open to at least
75 percent of permanent employees and the essential features of
the scheme are the same.388

(b) The deferral concession

The deferral concession is designed to address the problem
that the acquisition discount is prima facie taxed as a realised
gain on acquisition date, giving the employee a cash tax liability
which he or she needs to pay from other cash resources.>®® If the
shares or rights are qualifying shares or rights, and the taxpayer
does not make an election to be taxed up-front, the discount
amount will be deferred and included in assessable income at a

385. Id. §§ 139BA & 139E.

386. Id. § 139BA(2).

387. Id. § 139CE.

388. Id. § 139GF.

389. Cameron Rider, Sellers of Labour or Investors of Intellectual Capital? Con-
ceptual Problems in the Taxation of Employee Share Ownership in IP Spin-off Com-
panies 16 (Intell. Prop. Res. Inst. of Austl., Working Paper, 2005).
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future time (referred to as the ‘cessation time’).3% However, if
there are no restrictions preventing the taxpayer from disposing
of the shares or conditions that could result in forfeiture, the ces-
sation time will be the time at which the shares are acquired.?9!

Where shares are not subject to tax at the time of acquisi-
tion, the cessation time is the earliest of when the restrictions on
disposal or possibility of forfeiture end, the shares are disposed
of, when employment ceases, or ten years.392

Where rights are not subject to tax at the time of acquisition,
the cessation time is the earliest of when the rights are exercised,
when the rights are disposed of, when employment ceases or ten
years.393 If the right is exercised to acquire shares and restric-
tions apply or the shares are subject to forfeiture, cessation time
is when the restrictions end (to a maximum of ten years).3%4

A problem that arises in this area is that a liability to pay tax
can arise before any real benefit is received. For example, an
employee may leave employment perhaps as a result of retire-
ment and be required to pay tax even though the rights have not
vested and may not vest for some time. As already noted, the
ability to claim a refund at a later time under section 139DD
does not necessarily relieve the burden that this may impose.

5.2.3 Taxation treatment of employer

The issue of shares or rights by a company will not generally
involve any cost to the employer, and so there is no amount that
can be deducted. However, recent changes to the Accounting
Standards require companies to expense share-based compensa-
tion provided to an employee or director, measured at the fair
value at the date of grant (generally when terms are agreed be-
tween the employer and employee).3%5 This has led to concern
that ESOPs will impact the company’s profitability even though
there is no actual tax deductible expense.3%

390. ITAA 1936, § 139B(3).

391. Id. § 139CA(1).

392. Id. § 139CA.

393. Id. § 139CB.

394. Id. § 139CB(1)(c).

395. See AUSTL. ACCOUNTING STANDARDS BD., supra note 285. International
Financial Reporting Standards apply from Jan. 1, 2005. See International Financial
Reporting Standards, IFRS 2.

396. Press Release, Peter Costello, Treasurer, Government Reaffirms the Ex-
isting Corporate Taxation Treatment of Options Granted To Employees (Apr. 30,
2004) (announcing that there would be no change to the deductibility provisions
despite changes to the Accounting Standards relating to expensing options granted
to employees) available at http://www.treasurer.gov.au/DisplayDocs.aspx?doc=press
releases/2004/026.htm&pageID=003& min=phc& Year=2004&DocType=0.
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Where shares or rights are acquired on-market, for example
by a trust established for the purpose by the employer company,
a deduction will be available. The company providing the shares
or rights under an employee share scheme (either the employer
or the holding company of the employer company) may be enti-
tled to claim a deduction for some of the costs associated with
the scheme. For example, it should be possible to claim a deduc-
tion under the general deduction provision for the costs associ-
ated with setting up and administering the scheme.3®” Where a
deduction would not otherwise be available, Division 13A pro-
vides a deduction to a maximum of $1000 for shares or rights that
are qualifying and also satisfy the exemption concessions.3%8
Contributions of money or property to an employee share trust
may also be deductible but only at the time the employee or as-
sociate acquires the shares or rights.3%°

A final issue for employers is whether the provision of
shares or rights under an employee share scheme will give rise to
a fringe benefits tax liability, as is discussed below.

5.2.4 Other taxing provisions

On general principles, it is possible that the provision of
shares or rights as remuneration could give rise to tax either as a
non-cash benefit or as a fringe benefit. It is also possible that any
subsequent disposal of the shares or rights could give rise to capi-
tal gains tax liability.

The provisions of Division 13A are an example of statutory
income and as such an amount determined under the Division is
included in assessable income.*® If Division 13A applies, then a
number of other taxing provisions, such as section 15-2 ITAA
1997 (formerly section 26(e) ITAA 1936) (employment benefits)
and section 21 A (business benefits), are expressly excluded from
applying.“01 However, those provisions may need to be consid-
ered if Division 13A does not apply.

Prima facie, the provision of shares or rights would give rise
to a liability for the employer to pay fringe benefits tax. How-
ever, the definition of ‘fringe benefit’ expressly excludes a benefit
constituted by the acquisition of a share or right that falls within
Division 13A402 or the acquisition of money or property by cer-

397. Income Tax Assessment Act, 1997, § 8-1 (Austl.) [hereinafter ITAA 1997].

398. ITAA 1936, § 139DC.

399. Id. § 139DB.

400. ITAA 1997, §§ 6-10.

401. ITAA 1936, § 139DE.

402. Fringe Benefits Tax Assessment Act, 1986 (Cth.), § 136(1), { (ha) (Austl.)
(definition of ‘fringe benefit’) [heremafter FBTAA 1986]. There is also an
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tain employee benefit trusts.4°* It should be noted though that
the provision of other benefits, such as the provision of financial
assistance to acquire the shares or rights, could give rise to fringe
benefits tax liability for the employer.

A final point to note is that the subsequent disposal of
shares or rights may give rise to capital gains tax liability. The
interaction between Diviston 13A and the capital gains tax provi-
sions is considered below.

5.2.5 Interaction with capital gains tax

As outlined above, the general position is that the discount
an employee receives on market value at the time of acquisition
of the share will be taxed on acquisition under Division 13A
(subject to the concessions). For capital gains tax purposes, the
difference between the cost base (generally market value) and
consideration on disposal will be taxed as a capital gain.*®* As a
general rule, the disposal of a share or right will give rise to a
capital gain if the consideration on disposal (or in certain cases
the market value at disposal) is greater than the cost base of the
share or right.#%> A capital loss will arise if the capital proceeds
are less than the reduced cost base.4%6 The cost base of a share or
right acquired under an employee share scheme depends on
whether the discount is subject to tax at the time the shares or
rights are acquired or whether liability to tax is deferred.

If the discount on shares or rights is subject to tax on acqui-
sition, the cost base of the share or right will be market value at
the time of acquisition.#?? This means that the discount will be
taxed under Division 13A and the taxpayer will then be able to
use the market value at the time of acquisition to determine the
capital gain or loss.

If tax is deferred and the share or right is disposed of within
thirty days of cessation time, the capital gains tax provisions do
not apply.#%® This means that the difference between market

equivalent provision for benefits provided under a previous legislative scheme ap-
plying to employee share schemes in existence before 1995. Id. at § 136(1), q (h).

403. Id. §136(1), 9 (hb).

404. Net capital gains and net capital losses are calculated under ITAA 1997,
Parts 3-1 & 3-3. A net capital gain is included in assessable income. Id. § 102-5. A
net capital loss can be carried forward and offset against future capital gains. Id.
§ 102-15.

405. Id. § 104-10(4). Division 116 provides rules for determining ‘capital pro-
ceeds.” Divisions 110 and 112 provide rules for determining ‘cost base.’

406. Id. §§ 104-10(4). The reduced cost base is a modified cost base used to cal-
culate a capital loss. It does not include certain costs that can be included to deter-
mine a gain. /d. Subdiv. 110-B.

407. Id. § 130-80(2).

408. Id. § 130-83(2).
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value of the share or right and the amount the taxpayer paid to
acquire it will be subject to tax under Division 13A.

If tax is deferred and the share is disposed of more than
thirty days after cessation time, the cost base of the share is mar-
ket value at cessation time.*?® This means that the difference be-
tween market value of the share or right at cessation time and
the amount the taxpayer paid to acquire it will be subject to tax
under Division 13A. Any subsequent increase in the value of the
share or right will be subject to tax as a capital gain.

An important point to note is that since September 1999,
certain capital gains have been eligible for the ‘CGT discount,’
which means that only 50 percent of the nominal gain is included
in assessable income.41® This may mean that it is advantageous
to bring forward the taxing time under Division 13A and to re-
ceive less of any relevant gain in the value of shares or rights as
an ‘income’ gain subject to tax under Division 13A and more of
any relevant gain as a ‘capital’ gain.

5.2.6 Recent developments
Rollover relief

Changes in 2004 provide for CGT rollover relief for shares
acquired under an ESOP where a corporate restructure occurs.
Where an employee has deferred tax liability under an ESOP,
the taxing point could be triggered where the shares or rights are
acquired under a takeover or other corporate restructure. From
July 1, 2004, rollover relief is available in respect of the shares or
rights provided the takeover or restructure is for 100 percent of
the company, the consideration received is ‘matching shares or
rights’ in the acquirer and certain other conditions are
satisfied.411

Cross border employee shares or rights

Measures introduced in 2005 apply to an individual who
works in more than one country or changes country of resi-
dence.#1?2 The legislation provides that where a person acquires
shares or rights while employed offshore and then later becomes
an employee in Australia while still engaged in employment or
service relevant to the acquisition, the person will be subject to

409. Id. § 130-83(3).

410. Id. Div. 115. A number of conditions must be satisfied to take advantage of
the discount, e.g., the shares, must have been held for at least twelve months.

411. See ITAA 1936, §§ 139DQ-139 DS, and ITAA 1997, §§ 130-83 & 130-95.

412. The measures were introduced by the New International Arrangements
(Foreign-owned Branches and Other Measures) Act, 2005 (Cth) (Austl.).
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Division 13A at the point of becoming an Australian em-
ployee.*!* The measures generally apply from June 25, 2005.

Stapled securities

Current law requires qualifying shares to be ordinary shares
and rights to give the right to acquire ordinary shares. In the
2006 Budget, the Government announced that it would extend
the employee share scheme concessions and related capital gains
tax treatment to stapled securities that include an ordinary share
and are listed on the Australian Stock Exchange. The measures
are contained in Taxation Laws Amendment (2007 Measures No
1) Act 2007 which took effect on April 12, 2007.

5.3 CURRENT PRACTICE

One of the difficulties in identifying current trends is that
comprehensive information on the number, nature and extent of
employee share plans in Australia, and the number of employees
in plans is not collected by any government department such as
the Australian Bureau of Statistics. Nor is data collected by bod-
ies such as the ATO or the Australian Securities and Investment
Commission (ASIC), despite both bodies having significant regu-
latory responsibilities in the area. In Shared Endeavours, it was
suggested that over 5 percent of the Australian workforce holds
equities under employee share plans.#'# This contrasts with ap-
proximately 7 percent in the U.K., 10 percent in the U.S., and 23
percent in France.*!>

Despite the lack of official information, several private bod-
ies have conducted surveys that provide some insights into cur-
rent practice. In 2003, KPMG released the results of a survey of
800 Australian companies entitled ‘Employee Share and Option
Schemes Survey Report.’#1¢ That report identified that employ-
ees of public listed companies are significantly more likely to be
offered equity based compensation schemes than employees of
other companies. Specifically, 80 percent of public listed compa-
nies that responded had some sort of scheme, compared with 38
percent of public unlisted companies and 16 percent of private
companies.

In relation to the types of schemes being offered there
would appear to be significant diversity as to the type of equity,
the nature of the employee contribution (if any), and the condi-

413. ITAA 1936, § 139BA(2), (2A).

414. SHARED ENDEAVOURS, supra note 1, at 26.

415. Lenne et al., supra note 5, at 1.

416. Another survey by Mercer Human Resources Consulting was released in
2002.
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tions that must be satisfied. For example, the survey found that
the most common types of schemes were option or option-based
schemes, as opposed to share plans (49 percent of schemes were
in this category). The key differences relate to an entitlement to
dividends (not available under an option plan) and downside risk
protection (not generally available under a share plan). Under
an option plan, employees are offered options which can be exer-
cised after a vesting period (usually three to five years) for a
stated exercise price. The option itself (as opposed to the under-
lying share) is granted for nil or nominal payment. There is no
commercial downside risk in holding options. That is, if the
shares are ‘out of the money’ (i.e. the share price is less than the
exercise price), the employee simply does not exercise the op-
tion. Rather the option is only exercised if and when the shares
are ‘in the money’ (i.e. the share price exceeds the exercise
price). If the shares remain out of the money, the options are
simply allowed to lapse. Prior to the exercise of the option, the
employee does not receive dividends and has no other share-
holder rights. The survey found that the most common type of
option plan set the exercise price at the market value at the time
the options were granted (MEPQ) but there were also plans with
lower exercise prices (LEPO) as well as zero exercise price op-
tions (ZEPO). Plans with a zero exercise price have been be-
coming more common. Another significant feature is the
development of Performance Rights Plans which generally in-
volve the issue of options for no consideration with a nil exercise
price but subject to the satisfaction of various performance crite-
ria. This is particularly the case with executive remuneration as
opposed to all-employee schemes. The most common perform-
ance hurdle was found to be Total Shareholder Return (TSR),
but others included earnings per share (EPS) and share price
performance.

The survey also identified that 12 percent of companies with
a scheme had a $1000 tax-exempt plan. As already notified to
access this exemption the employee must elect to be taxed up-
front. The view was expressed in the survey that the decline in
the use of such plans could be linked to the state of the share
market generally in the period covered by the survey and that
companies are less likely to offer free or discounted shares to
employees during periods of slow profit performance.

If the acquisition of shares or rights requires some contribu-
tion by the employees, there are various methods available to
achieve this other than requiring the employee to provide cash.
For example, the acquisition may occur as a result of a salary
sacrifice so that the employee elects to receive part of their remu-
neration as shares, rather than as cash (i.e., the employee’s cash
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salary is reduced). Provided the requirements of Division 13A
are met, the employee will be entitled to tax deferral. One high
profile salary sacrifice arrangement is that of the CEO of ANZ
who was reported to have earned only $49 in cash salary last year
(i.e. less than $1 per week), receiving the rest of his remuneration
in shares and performance rights in ANZ. Loan plans, discussed
above are also a common way of financing acquisitions. Typically
the loan will be limited in recourse to the value of the shares so
that there is no downside risk.

There has also been a trend by employers to have plans op-
erated through a trust or to use a third party ‘plan company.’
This is seen as providing flexibility as to the source of shares to
be provided under the plan, that is, either existing shares ac- -
quired on market or new shares issued by the company. The use
of a third party can also address the issue of deductibility. The
introduction of accounting standards in 2004 that require compa-
nies to expense the value of share and option grants has high-
lighted the fact that such companies will generally not be entitled
to claim a deduction despite the accounting requirement.

Another trend identified in the press has been the practice
of executive employees hedging shareholdings, that is, locking in
profits but still holding shares in order to seek concessional capi-
tal gains tax treatment and/or to limit disclosure to shareholders.
For example, the CEO of Channel Seven recently exercised
500,000 options and immediately entered into put and call op-
tions over the resulting shares. The CEO of Westpac recently
exercised 677,886 options and immediately entered into cap and
collar arrangements with CBA.417 This hedging trend appears to
replace the sale of vested option arrangements which were com-
mon a couple of years ago. The Australian Council of Super In-
vestors found that thirty-four companies were engaging in
hedging even though many companies did not respond to its call
for information.*!®

What does appear to be the case is that ESOPs are strongly
based on Australian income tax law and changes to it. For exam-
ple, in the early to mid-1990’s, ESOPs were put on hold for two
years between the period starting when the Government an-
nounced that the old tax regime (section 26AAC) would be re-
placed and ending when the Government announced the rules
now comprising Division 13A. Similarly, a current trend is to
implement plans for stapled securities in light of the changes in-
troduced in 2007. This is a very major development given the

417. Christopher Webb, Directors Dealings, SUNDAY AGE, May 14, 2006, at 29.
. 418. Michael West, Push to ban bosses’ secret deals, THE AUSTRALIAN, Aug. 14,
2006, at 19.
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prevalence of listed property trusts and infrastructure funds in
the market.

5.3.1 Performance hurdles

One trend that has been identified is that companies are be-
coming more likely to include various performance hurdles that
must be met before the rights are exercised. This cannot be at-
tributed to any changes in the tax treatment of ESOPs but can
probably be linked to changes in corporate legislation and
changes in shareholder expectations relating to executive remu-
neration, especially in light of media reports of extremely large
payouts to (often failed) executives.

For example, the AASB introduced Accounting Standard
AASB 124 in 2005 which requires disclosure of the value of all
forms of executive remuneration. Furthermore, the Corpora-
tions Act was amended in 2004 and now requires mandatory re-
porting of a companies remuneration policy. The Australian
Securities Exchange urges companies to ‘remunerate fairly and
responsibly’ and provides for shareholders of listed companies to
ask questions about, or comment on, the remuneration report
and also to pass a non-binding resolution on the adoption of the
remuneration report.

The issue, especially in relation to CEOs, generally seems to
be about how much remuneration should be fixed and how much
should be variable or ‘at risk.” There is also generally considera-
ble discussion about the appropriateness of various measures of
performance.

5.3.2 The provision of shares or rights using an empioyee
share trust

The provision of shares or rights through an employee share
trust involves transferring shares, rights, money, or other prop-
erty to a trustee to enable the trustee to acquire shares on-mar-
ket and subsequently to provide those shares or rights to
employees or their associates. The use of such a trust can pro-
vide a number of benefits to an employer. For example, accord-
ing to Shared Endeavours, one benefit is that it reduces the
number of entities subject to taxation and focuses taxation liabil-
ity on the beneficiaries of the plan.41®

The provision of shares or rights to a trust, or the transfer of
money or property to enable shares or rights to be acquired, will
have no immediate tax consequences for the employee. This is
because the employee will only acquire the share or right when

419. SHARED ENDEAVOURS, supra note 1, at 124-28.
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he or she acquires the legal or beneficial interest in the share or
right from the trustee. This is implicitly recognised in Division
13A, which provides for deductibility in respect of the provision
of money or property to a person for the purpose of enabling
another person (the ultimate beneficiary) to acquire a share or
right under an employee share scheme, but not until the ultimate
beneficiary acquires the share or right.#2® This suggests that the
acquisition by the trust will not be treated as an acquisition by an
associate of the employee even if the employee is ‘capable of
benefiting under the trust.’#?1 Furthermore, the section dealing
with acquisition of a share or right merely refers to acquisition
from another person (not necessarily from the employer).422 For
capital gains tax purposes, the first element of the cost base (or
reduced cost base) is market value when the employee first ac-
quired a beneficial interest in the share or right.+

The trustee of the employee share trust does not acquire a
share or right under an employee share scheme if it is ‘the trustee
of a trust whose sole activities are obtaining of shares, or rights to
acquire shares, and providing those shares or rights to employees
of a company or to associates of those employees.’#?4 This is con-
sistent with the general tax treatment of trusts. For capital gains
tax purposes, where a beneficiary of an employee share trust be-
comes absolutely entitled to a share or right, any capital gain or
loss the trustee (or beneficiary) makes is disregarded if: the bene-
ficiary is an employee of a company; or the terms of the trust
require or authorise the trustee to transfer shares or rights; the
rights acquired under an employee scheme and the employee did
not acquire the shares for more than the trustee’s cost base.425

An important consideration for the employer proposing to
provide shares or rights at a discount is the issue of deductibil-
ity.#2¢ This is because the issue of shares or options by a com-
pany does not generally involve a deductible outgoing, even
though it clearly involves some sort of ‘cost’ to shareholders of
the issuing company. However, it is generally accepted that an
employer will be entitled to a tax deduction under the general

420. ITAA 1936, §139DB.

421. Although the Commissioner has long held the view that the trustee could be
an associate (see TR 1999/5), the Full Federal Court has recently held that this is not
the case. See FCT v. Indooroopilly Childrens Services (QId) Pty. Ltd. (2007)
F.CAF.C. 16 (Feb. 22, 2007).

422. ITAA 1936, § 139G(d) & (e).

423. ITAA 1997, § 130-85(3).

424. ITAA 1936, § 139C(5)

425. ITAA 1997, §§ 130-90.

426. Other benefits of establishing an employee share trust include the fact that
it facilitates forfeiture and disposal where necessary.
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deduction provision*?? in respect of a non-refundable contribu-
tion made to an employee share trust for the purpose of the trust
using those funds to provide shares to employees of the contribu-
tor (by way of subscription or on-market acquisition) as part of
an employee’s remuneration package. This is implicitly
recognised by a provision that allows a deduction where money
or property is provided under a trust arrangement (although not
until the employee actually acquires the shares or rights).+?8

An advantage of establishing an employee share trust is that
the provision of money or property to a trust will not attract
fringe benefits tax where ‘the sole activities of the trust are ob-
taining shares, or rights to acquire shares in the employer com-
pany or its holding company and providing those shares or rights
to employees or associates of the employees.™?° As noted below,
the provision of other benefits, such as financial assistance, may
give rise to fringe benefits tax liability for the employer.

5.3.3 The provision of shares or rights accompanied by a low
or interest-free loan

The provision of a loan by an employer (or associate or a
third party under an arrangement) to an employee (or an associ-
ate) will attract the operation of the Fringe Benefits Tax Assess-
ment Act 1986 (Cth) as a benefit provided in respect of
employment.*30 The value of the benefit is the difference be-
tween a benchmark rate of interest and the rate of interest actu-
ally paid.*3! If the loan is provided interest-free or at an interest
rate below the benchmark rate, the difference will be subject to
fringe benefits tax and tax will prima facie be payable by the em-
ployer at 46.5 percent on the ‘grossed-up value’ as defined.
However, as the loan is used to acquire income producing assets
(the shares or rights), the value of the benefit will be reduced to
zero under a rule known as the ‘otherwise deductible’ rule.432
The employer will not be subject to tax with respect to the loan
benefit provided. Furthermore, the employee will not be subject
to tax with respect to the loan.*33

If the loan is used to acquire shares or rights at a discount,
Division 13A will apply to the discount, and if the conditions dis-

427. ITAA 1997, § 8-1.

428. TTAA 1936, § 139DB.

429. FBTAA 1986, § 136(1),  (hb) (definition of ‘fringe benefit’).

430. Id. § 136(1) (definition of ‘fringe benefit’).

431. Id. § 18. The ‘benchmark interest rate’ is determined by the Reserve Bank.
For the FBT year ending Mar. 31, 2006 the rate was 7.05 percent.

432. Id. § 19.

433. 1TAA 1936, § 23L.
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cussed above apply, the employee will be able to access the
concessions.

If the loan is used to acquire shares or rights at full market
value, the shares themselves will not be subject to Division 13A
and the employee will not be able to access the concessions.

A point for private (i.e., non-listed) companies is that the
making of a loan to an employee who is a shareholder in the
company (or an associate of a shareholder) could be treated as a
deemed dividend from the company and therefore included in
the assessable income of the recipient.#3* There is, however, an
exception if the loan is made solely for the purpose of enabling a
shareholder or associate to acquire shares or options under an
employee share scheme, but only if the shares or rights are quali-
fying shares or rights within Division 13A.435

An alternative way in which to finance the acquisition of
shares may be to offer the shares or rights at market value and
enter into a salary sacrifice arrangement with the employee (see
below).

5.3.4 Plans that fall outside Division 13A

If shares or rights are offered at a discount to employees but
the shares or rights are non-qualifying, the benefit received will
be subject to tax under Division 13A but no concessions will be
available. Examples include:

e Shares or rights in a company that is not the employer or

the holding company of the employer;

* Where the recipient is not in an employment relationship

but is an independent contractor;

¢ Where the recipient is an associate of an employee;

¢ Where the plan or another plan relating to shares is not

open to at least 75 percent of permanent employees (i.e.
employees with at least three years service with the
company);

¢ Where the employee becomes entitled to more than 5 per-

cent of the shares in the company;

e Where the shares are not ordinary shares or the rights are

rights to acquire shares that are not ordinary shares; or

* Where the rights are provided in a business structure

other than a company, e.g. units in a unit trust*3¢ or inter-
ests in a partnership.

434. Id. § 108 & Div. 7A (§§ 109B-109X).

435. Id. § 109NB.

436. The recent changes that permit the issuing of stapled securities do permit
entities such as listed property trusts to come within Division 13A.
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Where a scheme falls outside Division 13A, it is necessary to
consider other taxing provisions, such as sections 6-5 and 15-2
(employment benefits) of ITAA 1997. There are two other situa-
tions that need to be considered. The first is a scheme that in-
volves the provision of shares or rights at full market value, and
the second involves schemes that offer interests that are not
‘shares or rights.’

Offering shares or rights at full market value

The acquisition of shares or rights for a consideration equal
to the market value of the shares or rights when they are ac-
quired is not an acquisition under an employee share scheme and
therefore is not covered by Division 13A.437 Generally, the pro-
vision of shares or rights to employees for market value would
not give rise to a benefit and so would not attract any tax liabil-
ity. An employer may, however, prefer to provide the benefit by
other means. For example, the provision of an interest free loan
will generally not attract fringe benefits tax liability where the
loan funds are used to acquire income-producing assets such as
shares (see above). However, the making of a loan in these cir-
cumstances may attract the deemed dividend provisions, and the
exclusion that applies where the loan relates to an employee
share scheme within Division 13A will not be available (see
above). Alternatively, the acquisition of shares or rights may be
financed by a salary sacrifice arrangement. The main issue here
will be to ensure that the salary sacrifice arrangement is ‘effec-
tive.” The Commissioner has indicated that such an arrangement
will be effective if the arrangement is entered into before the
amount to be sacrificed has been earned.**® If the arrangement
is not effective, the Commissioner will treat the amount as having
been derived by the employee and require the amount to be in-
cluded in assessable income. The normal practice is to make
these arrangements at the start of an income year to ensure that
they are treated as effective. Regardless of how the acquisition is
financed, the employee will be able to derive any capital gains on
the shares as a discount capital gain and to only pay tax on 50
percent of the nominal gain. This may be regarded as a prefera-
ble way to provide the benefit, particularly as it means that the
shares or rights do not have to try to fit within the restrictive
conditions that must be satisfied to enable an employee to access
the Division 13A concessions.

437. ITAA 1936, § 139C(3).
438. Tax Rul. 2001/10 (AustL).
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Schemes that offer interests that are not shares or rights

Division 13A only applies when the interest being provided
is a ‘share or right.’” Some employers have chosen to step outside
the Division and offer benefits that replicate share ownership but
do not involve the acquisition of shares or rights. These schemes
are sometimes referred to as ‘replicator share plans’ or ‘phan-
tom,” ‘synthetic’ or ‘shadow’ plans. Shared Endeavours noted
that replicator share plans are used ‘where the company cannot
or is unwilling to issue equities in itself.’*> The plans provide
benefits that ‘mimic the benefits they would have received had
they held shares in the company.’#4® Benefits provided under
such plans will not be subject to tax under Division 13A and will
not be eligible for concessions under that Division. Any non-
cash benefit received by an employee in respect of employment
will be subject to tax either under section 15-2 ITAA 1997 (which
requires the recipient to include the value to the taxpayer of the
benefit in assessable income) or as a fringe benefit (in which case
the employer will pay tax on the value of the benefit as deter-
mined under the FBTAA 1986). Typically the plan will aim to
provide the benefit at market value to avoid payment of tax and
to provide the benefit either in the form of a low or interest-free
loan or salary sacrifice to fund the acquisition of the interest. Al-
ternatively, or in addition, the benefit may be derived if the
shares when subsequently disposed of are eligible for discount
treatment.

Although these types of schemes may avoid the operation of
Division 13A, Shared Endeavours noted that they were not used
very much in Australia.*4! This may be related to the fact that
under the Financial Services Regulation provisions in the Corpo-
rations Act 2001 (Cth), such rights will probably be treated as
derivatives and be subject to the onerous disclosure obligations
in Chapter 7 of the Corporations Act.

5.4 DIFFICULTIES WITH THE CURRENT TAX REGIME

There are a number of problems in the use of the tax conces-
sions as a tool for regulating employee share schemes. These is-
sues are outlined broadly below.

5.4.1 Cost and complexity

If an employer wishes to offer shares to employees, it must
comply with regulatory requirements in the Corporations Act

439. SHARED ENDEAVOURS, supra note 1, xxi.
440. Id.
44]1. Id. at 20.
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2001 (Cth) designed to provide information to investors. Al-
though ASIC has provided conditional relief from disclosure re-
quirements for employee share schemes, the preconditions for
accessing this relief can be quite difficult to satisfy.*4> Employers
and employees also need to consider the detailed taxation re-
quirements. As already noted, there are different consequences
depending on what is offered, on what terms the offer is made,
and on a range of other structural issues. For these reasons start-
up costs for employers can be very high. Legal drafting of docu-
ments is expensive, as they must be precise (for tax purposes)
and helpful for employees (in plain English). There are also
costs of educating the administrators—for example, those in
human resources or in the company tax group and legal groups.
Standard or ‘off the shelf’ plans invariably fall foul of the tax
rules, with serious consequences. There are added costs if bind-
ing tax rulings are sought, which is common but often
unnecessary.

On-going costs of administering an employee share plan can
be high especially if an external administrator is used. Also,
there may be costs associated with obtaining external advice for
unique employee circumstances that continually arise. Educating
employees (both administrators of the plans and participants)
and responding to queries, especially if they are not commer-
cially literate, can also be costly. Furthermore there is a need to
review plans and documents each time an offer is made, given
the rapid and numerous changes in tax law.

5.4.2 Inflexibility

Work done to date suggests that a ‘one-size fits all’ approach
to the concessions is increasingly less appropriate to meet the
emerging diversity and flexibility of the workplace and work
practices across the spectrum, from small start-up companies in
sunrise industries to large listed companies with transnational
workforces. For example, one of the authors has been involved
in a study that highlighted the difficulty faced by a start-up com-
pany in meeting the conditions for the available tax conces-
sions.#43 Rider has also argued that there are conceptual
problems in treating an individual involved in an intellectual
property commercialisation who receives shares in exchange for
his or her labour in the same way as an employee who receives

442. See supra Section 4.

443, Cameron Rider et al., Taxation Problems in the Commercialisation of Intel-
lectual Property, ch. 9 (Intell. Prop. Res. Inst. of Austl., Working Paper, 2005) availa-
ble at http://www.law.unimelb.edu.au/ipria/events/Taxation %20problems%20in %20
the %20commercialisation % 200f % 20IP.pdf.
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fixed cash salary regardless of the fortunes of the enterprise.**
In his view such persons are more like at-risk investors and
should receive the tax treatment available to investors.*45

The limited terms on which ESOP benefits may be provided
and the limited component of overall remuneration which they
can provide, also reflect an outdated view of the appropriate tax-
ation treatment of labour income.

5.4.3 Stringency of requirements to access concessions in
Division 13A

The qualifying rules for the two concessions in Division 13A
have attracted significant criticism. In particular it is argued that
the rules are too strict and have the effect of constraining the
growth of employee share ownership in Australia.**¢ The restric-
tion of employee share schemes to companies that issue ordinary
shares or rights is problematic for smaller companies.**? Compa-
nies who cannot or are unwilling to issue ordinary shares to em-
ployees are unable to access the concessions in Division 13A.
This is more likely to be the case where the company is small and
control is highly valued by the owners. It is also clear that if the
business is structured as a trust or a partnership rather than as a
company, the provisions of Division 13A do not apply.

Limiting the availability of both concessions under Division
13A to employees who hold a legal or beneficial interest in more
than 5 percent of the shares in the employer, or are in a position
to cast, or control the casting of, more than 5 percent of the maxi-
mum number of votes that may be cast at a general meeting of
the employer, has also come under sustained criticism. The 5
percent limit may prevent smaller businesses from accessing the
taxation concessions. It also prevents employee buyouts from oc-
curring under Division 13A.448

The requirement that the scheme or another scheme be
available to 75 percent of permanent employees is also problem-
atic for start-up companies with a small number of employees. It
should be noted that the Commissioner does have discretion to
determine that the condition has been satisfied,*4? and it may be
that, in the case of a new company, the Commissioner would do
so if the scheme was open to 75 percent of current employees.

444. Rider, supra note 390, at 2.

445. Id.

446. See, e.g., Mong, supra note 27, at 416, Employee Ownership Group, supra
note 334.

447. See, e.g., SHARED ENDEAVOURS, supra note 1; Employee Ownership Group,
supra note 334, at 5; Lenne et al., supra note 5.

448. SHARED ENDEAVOURS, supra note 1, at 155.

449. ITAA, 1936, § 139CD(5).
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The reference to permanent employees as full or part-time em-
ployees with at least thirty-six months service makes this condi-
tion impossible to satisfy for start-up companies. It may,
however, be possible to obtain the deferral concession which is
often seen as a more attractive option for providing executive
remuneration.

Shared Endeavours made a number of recommendations to
ease some of the requirements for qualifying shares and rights,
particularly to facilitate the use of employee share schemes in
‘sunrise enterprises.’*® The Government, however, did not sup-
port any of these recommendations.*5!

5.4.4 The $1000 tax exemption

The $1000 tax exemption available under Division 13A has
been criticised for being too low. According to Price, for exam-
ple, it ‘equates to the bare minimum of employee ownership.’4>2
In submissions to the Nelson Committee, a number of companies
and accountancy firms argued that the threshold was too easily
exceeded, particularly where employees are given the opportu-
nity to participate in both share and option plans.4>3 The Austra-
lian Employee Ownership Association (AEOA) argued that the
effect of the $1000 threshold was to encourage wide but not deep
employee shareholding. In its submission to the Nelson Commit-
tee, KPMG presented results from its survey, which found that
35 percent of respondents stated that they would introduce an
employee share scheme if the tax exemption were increased to
$2000 per employee per year.*>* Submissions to the Committee
also argued that the exemption should be indexed. These argu-
ments were rejected by the Treasurer, who argued that the Gov-
ernment had already doubled the exemption (from $500 to
$1000) and that indexing the concession would be anomalous,
given that neither personal income tax scales nor the income free
threshold are indexed.*55 The Shared Endeavours Majority Re-
port recommended that the tax-exempt concession be increased,
though it conceded that it was difficult to specify an increased

450. SHARED ENDEAVOURS, supra note 1, §§ 4.129, 4.130, 4.142, 4.153, 4.164,
4.176, 4.182, 4.198 (Recommendations 32-39).

451. Press Release, Peter Costello, Treasurer, Government Response to Nelson
Report on Employee Share Ownership (Mar. 27, 2003), available at http://www.irea-
surer.gov.au/DisplayDocs.aspx?doc=pressreleases/2003/014.htm&pageID=003& min
=phc& Year=2003&DocType=0.

452. Geoff Price, Employee Ownership: Reform Opportunity Lost?, KEEPING
Goobp CoMpaNiEs, July 2003, at 331.

453. See SHARED ENDEAVOURS, supra note 1, at 152-55.

454. Id. at 153.

455. Id. at 154.
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amount in the absence of Treasury estimates of the costs associ-
ated with any such reforms.456

5.4.5 Capital Gains Tax treatment

An aspect of the current taxation treatment of employee
shares that has attracted considerable criticism is the extent to
which employee share schemes should attract the CGT discount
treatment for capital gains. Price has argued that there is a ‘glar-
ing inconsistency’ in the taxation treatment of plans under Divi-
sion 13A in which tax-exempt plans attract CGT discount
treatment but tax-deferred plans do not.*>7 With tax-deferral
plans, the gains in value on employee shares are also taxed as
income. This inconsistency is also criticised by the Employee
Ownership Group, who argues that this creates a bias towards
exempt plans.

Shared Endeavours recommended that all employee share
schemes should have the same CGT treatment afforded to super-
annuation and other tax-advantaged investment savings
vehicles.*58

5.4.6 Potential for Abuse

In its Dissenting Report to Shared Endeavours, the minority
argued that although the original intention of the tax concessions
for ESOPs was to encourage the ownership of shares in compa-
nies by the employees of those companies, over a number of
years such plans had ‘become vehicles for aggressive tax planning
for the benefit of company executives.’#>® Wariness of policy re-
form on employee share ownership in the past has been attrib-
uted in part to the Treasury’s fear of tax abuse.460

The lack of published information relating to the number,
structure and incidence of ESOPs makes it difficult to identify
particular types of abuses but this is an area that certainly re-
quires more attention.

The Dissenting Report emphasised that the government
should encourage the growth of what it termed ‘genuine’ or
‘bona fide’ employee share plans and should develop anti-avoid-
ance measures to deal with the abuse of plans ‘that are available
only to executive, high income employees and have as their real

456. Id. § 4129 (Recommendation 32).

457. Price, supra note 452, at 330.

458. SHARED ENDEAVOURS, supra note 1, § 4.67 (Recommendation 27).
459. Id. at 280.

460. Price, supra note 452, at 331.
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purpose the tax effective or tax free provision of
remuneration.’#61

5.5 SuMMARY

While a diverse range of rationales have been put forward
for employee share ownership, it is difficult to determine pre-
cisely which of these underpin contemporary regulatory initia-
tives towards the practice. Government needs to identify exactly
what the underlying policy rationale is for providing the tax con-
cessions that are currently available. A further concern is that
various aspects of the tax treatment imposed on ESOPs appear
to be inefficient. Some of those concerns relate to the bias in
favour of listed companies and against small and start-up compa-
nies, the different tax treatment that applies to employee share
owners compared with other investors, and the different tax
treatment afforded to different types of employee remuneration.

An overriding concern is the lack of data available on vari-
ous aspects of ESOPs. This lack of data makes it difficult to iden-
tify whether the tax rules operate to encourage or to discourage
employee share ownership and what steps any future govern-
ment should take in either trying to encourage employee share
ownership or to act to restrict potential abuses of the
concessions.

6. CONCLUSION

This paper has sought to provide an overview of broad-
based employee share ownership plans in Australia. After re-
viewing the diverse literature on employee share ownership, the
paper examined what is known about ESOP practice in Austra-
lia. The paper emphasised the dearth of available evidence on
Australian companies’ objectives and practices regarding em-
ployee share ownership.

The paper then outlined the regulatory framework gov-
erning ESOPs in Australia. The main public regulation is found
in the area of corporate and tax law. Both regulatory sources re-
strict the availability of concessional regimes to employee share
ownership plans that meet various prescribed requirements. The
current framework has been criticised for being inflexible and for
failing to recognise the diversity of objectives for which compa-
nies may seek to implement broad-based employee share owner-
ship. In particular, critics have argued that the current regulatory
regime severely inhibits the widespread adoption of employee
share ownership in the SME sector. Without greater insight into

461. Id. at 277.
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company objectives and practice, however, it remains very diffi-
cult to determine whether and to what extent regulatory reform
is desirable.



