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Abstract

For several decades equity-based compensation has been used as a tool to align the inoentives of
company executives and employees with those of the company shareholders. For instance globally,
during the 1990’s, there was an explosion in the issuance of employee stock options. This served
" several purposes, namely ~ to motivate managers 'vin' the pursuit to increase company value and
achieve long-term goals, as a retention tool for talented staff and also as a way for cash strapped
young companies to reward employees without the need to divert cash from operating activntles

The global financial crisis, accompanied by a multitude of very costly high profile bailouts, has led to
‘ signiﬁcant shareholder and tax payer dissatisfaction and has succeeded to highlight the inherent -
- deficiencies of tradltronal share-based incentive schemes such as stock options. Increased scrutiny

and calls for better corporate governance, together with evolving accounting and tax treatment, have -
ultimately led to a shift in share-based incentive schemes practloes Globally, several- |mportant

developments have emerged. For instance, there has been a marked move away from sumple stock

option-type schemes towards less dilutive Share Appreciatlon nghts and also full quantum share

schemes. In addition, performance conditions (relative as well as absolute) have become mcreasungly

. prevalent in terms of grant vesting (PWC 2011)

The objective of this study is to examine the current long-term share-based incentive schemes used
by JSE listed companies based on data from 50 large and mid cap companies. It aims to identify
_trends in terms of prevalent scheme types, average scheme srze relatlve to issued share capital,
settlement methods, valuation models used, construction-of model inputs and the use of performance
. conditions. These trends are framed in the context of South African tax Ieglslatson and IFRSZ
accounting standards. The analysis indicates that in recent years South African listed companles
have followed the global approach towards share-based incentives, namely:

» Share Appreciation Rights are being used more frequently -

e Ful quahtum schernes are also becoming more popular

e There s increased use of performance conditions embedded in grants

e Companies are moving away from the “one size fits all” approach and are starting to use
combinations of schemes to simultaneously address issues such as staff retention, preventing
excesswe risk taking -by managers and attaining short, medium and long tenn strateglc ’
targets
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 Chapter 1~ Introduction.

L 1.1 General Background |

DR Share moentive schemes and speclﬁmlly stock optlons have been one of the most popular forms of
" pay for more than two decades. While mitlally scheme penetration ' did not go. past the top.-
_management of oompames, wrth time: stock options became more and more reoogmsed as a

v ,mechanlsm to provide employees with equrly-based oompensatlon Conceptually optlons issuance

, intends to address several purposes

\

e 'to solve the mherent agency problem between oompany shareholders and mangers and allgn
thelr long-term incentives v :
." in the pursuit of shareholder value creatlon, as a motuvation tool for managerslemployees by
creating a direct link between their remuneratlon and the company share price
‘e . together with time-based vesting conditions, it serves as a retention tool for employees,
| enhancing commitmentand reducing staff turnover
.9 to avoid diverting cash from operating activities and viable projects

“There was an explosion of stock option issuance by companies globally during the 1990’s' This was

not coincidental. The decade was characterised by eoonomlc growth, low volatlllty and a powerful bull
market. At the same time the hlgh-tech boom translated iinto frequent initial public offenngs followed
by rapid share price apprecratlon, generally inflated company valuations and a resulting quest by
start-up companies to attract talented managers. in the presenqe of little or no cash flows. Aocording
to research done by Narayanan and Seyhun (2065),_jin 1992 in the US there were 940 option grants
by 126 firms with a total of 17.3 million shares granted. 1999 saw the peak of option issuance in the
US with 72,617 grants by 4,595 companies with a total of 2.94 billion shares granted. Furthermore, in
1980 the average stock option grant represented less than 20% of direct executive pay in the US. In
contrast, by 1998, the chlef executive officers (CEO’s) of the largest us oompames received annual
stock option awards larger than their salaries and bonuses combined (Hall, 1998).

' There is, however, ‘another more subtle but very. important reason for the proliferation of employee .
~ stock options during the 1990's -~ more relaxed accounting standards. Until the advent of the revised

Statement of Financial Accounting Standards No. 123 (SFAS 123R) in the US and the International
Financial Reporting Standard 2 (IFRS2) globally in 2005, employee stock options granted at or out of
the money did not have to be recognised as an. expense by companies. Given this disclosure—only

~ based approach, they were simply included ‘as a footnote in the financials. Since they had no |mpact

on the company financial statements, options issued to employees did not put a drag on earnings. In
short, options were seen (incorrectly) by company boards and managers as almost “free to grant® and '
effectively as a low-cost way to remunerate employees, thus in the process ignoring the real value of
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| - the optlons and their- dilutive effect to the company (Jensen at al., 2004) Perhaps one of the more
o o ,stnkmg examples of this practlce came from Apple Computers lnc ln 2000 the company stated Steve '
o ff,':.lobs' salary as belng $ 1A the same time he’ recelved share options worth $ 400 million. This
. 'amount was not charged to the moome statement, consnstent wrth prevalling accounting standards
" (Botosan at al., 2001) o

o 'The tum of the century led to a number of srgniﬂcant developments The spectacular failures of.‘

L companies like Enron and’ Worldcom widespread revelations of failed corporate governance -
o systems, corporate misdwds, mampulated financial reporting, fraud and bankruptcy occurred
: srmultaneously w1th the burst of the high—tech bubble and the loss of tnlllons of dollars of equity value. -

This firmly put the spotlight on executwe remuneration practices and for the first time the efficacy of

" share-based remuneration ‘was questloned in the context of agency - problems and excesswe nsk
~ taking by managers In additien. rt motivated regulations such as the Sarbanes-Oxley (SOX) Act and
"the revision and harmonisation of global acoountlng standards (Jensen at al;, 2004). In terms of-
IFRS2 and SFAS 123R, share-based incentive schemes were properly. accounted for and expensed. .
- over the vestlng period in company f nancral statements from 2005 onwards

- Another signrﬁcant accounting scandal related to stock options came to. Ilght in 2005 Studies showed
that a number of option grants in the us had been timed retroactively by back-dating the strike price,
thus artificially inﬂatmg the option pay-off and in the process, robbing company shareholders of value‘

(Lie, 2005). It was found that this practice had been takmg place for an extended period of time and
the drscovery attracted substantral attention from both the media and regulators Similar studies

followed in other markets, including South Africa where some back-dating of grants has also
potentlally taken place (Holman at al., 2010). The SOX Act in the US and IFRSZ mternatlonally have
effectively largely put a stop to this practice by requiring greater disclosure and specifically by ‘

ensuring that companies are forced to reveal the strike price of each grant almost immediately after
the grant date. ‘ : ' -

In 2007 the roaring bull market 'started to falter, the Su_b-Prime,crisis began unfolding, ultimately

“leading to a global'ﬁnancial crisis. A string' of high-profile and extremely costly company ball-outs
- ensued in both the US and Europe This succeeded to further hlghllght the inherent deficiencies of
- traditional share-based incentive schemes, ongmally aimed at aligning shareholder and managerial
_ incentives, preventing excessive risk taking and fostenng a longer-term more strategic behaviour by

managers The resulting increased scrutiny and calls for better corporate governance, together with
evolving accounting and tax treatment, have ultimately led to a shift in share-based incentive
schemes practices (PWC, 2011). :
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S , _Globally, several lmportant developments have emerged over the past ﬁve or. S0 years For mstance "k

| "'overall issuance orf stock optrons has decllned and the average srze of share-based mcentlve_rf

schemes relatlve to rssued share caprtal has also decimed There has also been a marked move e _
s "away from srmple stock opl:on type schemes towards less dilutrve Share Apprecratlon Rights and also‘: S

l ”: full quantum share schemes Another |mporlant development are performance condittons which have*

. '_-become increasmgly prevalent rn terms of grant vestlng Shareholders, regulators and other;.ij
astakeholders have successfully pushed companres to provrde greater amounts performance-based o

| equrty at the expense of trme-based vestmg (PWC 201 1) Such performance condrtrons can be erther, o
- ,absolute (e g based on mtemal targets such as. retum on equity ROE or return on invested oapntal
o ROIC) or relatrve (e.g based on shareholder return agamst a mer group of compames oran mdustry

benchmark) Often combrnations of absolute and relabve performance condrtions are present in the - '_ o

vsame scheme to ensure both the attarnmg of internal targets as well as to ensure strong relatwe |

; perfonnance by the company and avold srmply rewardrng managers for luck Furthermore, compames S

'are forced to provrde srgnlﬁcently more drsclosure about share—based mcentrves in’ their financral
statements are decrdedly ‘more: cognlsant of |ssues such as dilutron and tax optlmlsatron and are
: prepared to Iook more carefully at the deslgn of lncentrve schemes (PWC 201 1).

1.2 Tenns and Abbreviations Used
k The foilowrng terms are used mterchangeably ln the text S

"EXerclse price and "Stnke pnce Y 1 !
;"Flrm and Company‘ ‘

*Option expiry date” and "Optron maturity date

“Share” and "Stock" and “Equrty'

: “Share optrons and 'Stock optlons and 'Equity options ~

The following a'bbreViations'are used in the text: -

APB Accounting’P:rinciples Board
ATM  At-The-Money |
 BS - Black-Scholes (or Black-Scholes-Merton)
BEE - Black Economic Empowerment
CEO  Chief Executive Officer |
CGT Capital Gains Tax S
COE " CostOf Equity |

CRR o Cox-Ross-Rubinstein -

8{Page




. DSP

CFASB
| 'Hun-wmte | | B
CIAS ,lntematlonaleoountlng Standards .

:’AAIFRSA - ) '.1:_ :

™
JSE :
LEPO

LTIP

MC

NIACC .

oTC

O™
' ROCE

ROE
ROIC
SA
SAR |
SARS
SEC
SFAS
SOX
SR
TSR
UK
us
VWAP
wAcc

~ Deferred SharePlan
- EamlngsPerShare 'v

o Employee Share/Stock Optton o o
: .Flnanclal Aooountmg Standards Board o

| Intemattonal Fmanclal Reportmg Standards
o 'In-The-Money _
Johannesburg Stock Exchange (JSE LIMIted) -
Low Exerclse Prloe Optlon .

, Long-term Inoenttve Plan '

: Monte Carto |
 Net Income After Cost of Capttal

Over T_he Counter -
Out-The-Money
Return On Capital Em ployed

~ Return On Capital
- Retum On Invested Capltal

Republic of South Afrlca
Share Appreclation nght

~ South Afncan Revenue Servrae

Securities and Exchange Commissiion"' |

Statement of Flnanclal Aooountmg Standard ,
Sarbanes-Oxley Act ‘

Share Right
Total Shareholder Return

- United Kingdom
" United States of America

Volume-Weighte,d Average Price

- Weighted Average Cost of Capital
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: .3 Research Objectives
This study alms to

e To ‘examine the valuatlon models commonly used for valumg share-based mcentwes inthe
| . context of some of the more. specrﬁc features of such mcentuves , -
e To examine the aocountmg and tax treatment of share-based moentnves globatly and in South
- Africa | ._ | ,
; _e_:' To examme the current Iong-term share-based mcentrve schemes used by JSE Insted
" . companles ‘ . % . . .
e To gain an understandmg of:
o prevalent scheme types v
| 'average scheme size relatrve to |ssued share capital
settlement methods used ~- . g cash vs. stock ‘
' method for settlng the stnke price on schemes wnth stock options "
: vaIuatton models used _ :
methods for oonstructlng model inputs such as votatltity and mterest rates
. o the types of performanoe oondntrons used - o
‘ ‘o‘ As a reasonablllty check to attempt to re-perform the valuation of a random 0pt|on-based :
grant and determme ' :
' o the mtegnty of the mputs used by the respective company
o the validity and accuracy of the valuation models used

o 0 0o 0o o

1.4 Methodology

This study is based ona detanled analysis of the latest annual financial statements of 50 JSE listed -
companies (see Appendix A for list of oompames) The compames chosen are the 40 oonstltuents of
the FTSE/JSE TOP40 Index (Bloomberg code: TOP40 <lndex>) as of the 30" of November 2011". To
- get a better understanding of schemes used by smallervcompanles and aqu_ complete. large cap
dominance in.the chosen sample, another 10 companies were selected with market capitalisation

slightly below that of the TOP40 Index oonstltuents The 50 oompanies chosen for the study have a
| combined market cap which compnses 76% of the market cap of the FT SEIJSE All Share Index
(Bloomberg code JALSH <Index>) in this context, it was felt that they constitute a sufﬁcaently strong
representatwe sample to facilitate - understandmg of- the. share-based mcentwe practtoes prevalent
among JSE listed compames ‘

* With respect to Investec and Mondi, only the inward listed entities were included.
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A revrew of literature related to share-based moentive schemes thelr hlstory, evolution, generaiqv SRR L

S - mechamcs, acoountmg and tax treatment was also performed This literature revrew forms: Part °f‘; e
- several chapters, namelyChaptersZ 3 4and5 o :

e L»:15Assumptionsandleitations R

_ . -_The study does not distmguish between share-based incentive schemes for - company executive o
dlrectors and- other senlor managers. and ‘employees. Although the schemes offered to executive =
, directors are manifestly more vrsible in- the company ﬁnanclal statements given the prevaillng_ ]

mandatory disclosure rules, the basic terms and mechamos of the schemes and the tax and

k acoountmg |mplicat|ons are the same for all company employees What usually tends to vary between , o
executive directors and other semor managers and employees lS the Rand value as a- proportron of '

’ total remuneration package

Recent developments in corporate govemance have led companles to examine more closely how

remuneratlon serves to align employee mcentives wrth those of shareholders As such companies .
are movmg away from the “one size fits all* and are desngnmg companywrde remuneratlon _
frameworks wrth dlfferent terms tenors and generally mcreasing complexity In this oontext often -~
some overlap exists between what is usually referred to as short term vanable pay and Iong-termr

, share-based incentives Normally, short term variable pay conslsts of an annual performance based
cash bonus with some choice to convert this bonus into shares wh|ch may have vesting oonditions
Given the broad and vaned nature of remuneratnon schemes as a whole, this study focuses purely on
the long-term share-based schemes used by companies

" The study does ‘ot incorporate share based incentive schemes related to Black Economic'
Empowerment (BEE). BEE and specifically black company ownership is a distinctly. South African’

development which has led to formidable tax and financial engineering over the past decade. In the

, context of the varied and complex nature of BEE focused eqwty ownership schemes, these were'

. purposefully excluded from the study

1.6 Structure of the Study ‘
Chapter 1 - Introduction :

This chapter provides a general background wrth a brief hlstory of share-based incentive schemes,
together with an outline of the study objectives
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'- @2 g A aner on Options Theory and Employee Stock Ophon (ESO) Valuatlon
= Thls chapter explalns the basnc concepts related to ophons and thelr valuatlon lt also provrdes an
. outllne of the |ssues surroundmg empIOyee stock option valuatuon ’

:’M Typesof Share-based lncentnveSchemes . f": :- R

7 "‘-"Thls chapter provndes an overvnew of the worklngs of oommonly used Iong-term share-based. S
o moentlve schemes ’ ' o - :

_ _HEL__ Aocountmg Treatmentof Share—Based |“°ent|ves L

This chapter Iooks at the aocountlng treatment of share—based |ncent|ve schemes in: South Afrm in k
the oontext of IFRSZ ' o

. thpﬁ_ Tax Treatmentof Share-Based Inoentwes

A This chapter looks at the tax treatment of share-based mcentlve schemes in South Africa in the
' ’context of the- amendments to Section 8 of the Tax Act No 58 of 1962 ’

Q@pﬁ_ Results and Fmdlngs
: The res_ults of the study are‘ p_resented in this chapter.v
Conclusion

Research results are summarise{d:and-some suggestions are provided for future research.
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: f'lﬁ Chapter z A Primer on Optlens 'I'heory and Employee Stock Optlon (ESO) Valuatton

7’::':;;_;";}2 1 General Optlons Theory

S Vv -:A denvative |s asecuritywhlch derlves ltsvalue fmm the value ofanother asset (wlled the underlymgi o o
5 e asset) Optlons together with other denvative contracts have been uwd |n commeree for centuries n. B
E ,fact the earhest optlon trade recerded in Westem llterature was a bet on a future ollve crop by Thales:fv R

. 5{. of Mlletus, recounted by Anstotle in his Polltlcs Thales did not trade actual olwes, but lnstead chose Lo
T 'to buy the equivalent of a can optlon on ollve presses for fall dellvery (Taleb 1996) o

y Optrons are a form of a non-llnear derlvatwe in the sense that they confer a right and not an oulgation o
ontheholderoftheoptron A calloptlon gwestheholdertherightbutnottheobllgationtopurchase o
- the underlylng asset at a pre-agreed pnce on or before a pre-agreed date ln the future. Conversely, a.

 put option gives the holder the right but not the obligation to sell the underlying asset at a pre-agreed
_pnce on or before a pre-agreed date |n the future (Hull 2005) The pre-agreed pnoe |s wlled the: o
strike or. exerc:se pnoe. the future date is called the exprry date and the time untll the explry date s

- called the: opt:on term An Amencen optlon can be ‘exercised any tlme before explry, while a Europeanv o
B - option canonly. be' exerclsed onthe  expiry date Bermudan optlons are. optlons ‘which can be

'_exerclsed onlyon pre-speclﬂed daysordunng pre-speclﬁedpenodsprlortoexplry Thevalueofthe-

o ‘option is the option premrum an amount the buyer pays to the: seller (Hu, 2005) Optlons thh a’

'stnke price equal to the pnoe of the underlymg asset at lnception of the trade are sald to be struck at-

g the—money Optlcns w:th a stnke pnce above the pnce of the underlying asset (for calls) or below the-

price of the underlying asset (for. puts) are said to be. struck out-the—money Optlons with a strike price
below the prlce of the underlylng asset (for calls) or. ab0ve the prlce of the underlymg asset (for puts)
are saud to be struck m—the-money (Hull 2005)

- 'The followlng isa slmple lllustratron of the mechamcs of a call option on a share:'

,. Underlyingasset o ShareABC
Option pay-off: o cal
' ‘Optlon type | R | Europegnl E
R "Ootionftermi‘ R e 1year
fO_ptionist_rike price: " R i B ZAR 100(ie.at-the-money)
~ Option premium: - '_ZAR10 R N
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In thls slmple example, the buyer of the optron wlll pay a premrum of ZAR 10 to aoquire the optron -

' A"on the prevaling ABC share pnce
| ',_"§@L(eg ABCsharepnce ZAR90)

e In thrs rnstanee the ABC share prrce rs betow the optron stnke prioe The optron wlll exprre out-the-
- money (OTM) and the holder erl not exerclse it. The proﬁt and loss (P&L) wull be as’ follows

FPremrum paid ZAR10
Optron pay-off o ZARO
NetP&L ! ZAR10

~As a result, the optron holder wnll have lost the premium only

' Mg_@_(e g ABC share pnoe ZAR 140)

o In this mstance the ABC share pnce is above the optron stnke prtoe The option wlll expire m-the-

money (lTM) and.the holder wrll exerclse it. The holder will buy one ABS share from the- option. seller
‘for ZAR 100 (the optron strike pnoe) and will. then sell it rmmedlately on the open market for ZAR 140 L

~ in the process. makmg ZAR 40 Alternatwely, m Instanoes where the optron is. oash-settled the optlon: S

seller wﬂl slmply pay ZAR 40 to the hoider. The proﬁt and loss (P&L) W|ll be as follows:

Premrumpard : ,-ZAR10_'
thronpay-off,. , ZAR 40 B

 NetP8L: " ZAR30

- As can be seen from the above example, optlons have a convex pay-off to the extent that they
effectrvely work in-one drrectron The option buyer is’ subjeot to a llmrted loss (the premrum) and
‘ potentlally unlrmrted upsrde, whrle the seller is subject to the opposrte llmlted galn (the premium) and
potentlally unllmlted loss As such options have a dlstrnct geanng effeot For example, in the seoond
-scenario above, the holder enjoyed a 300% retum on: thelr caprtal Another lmportant fact to note is ,
that. uniike Imear pay-off denvatlves such as forwards and futures the oonvexrty of optlons pay—off' '
means that they always have an upfront value. ' '

- Optlons have been traded on- ddferent markets for centunes However, until the advent of the
| eponymous Black-Scholes-Merton equatlon (Black at aI 1973) optrons pncing was mostly done’
using tricks and heunstrcally denved methodologres Although the formula itself was not neoessanly '
unique and earlier versions. dld exist, the Black-Scholes-Merton (commonly referred to as Black-
Scholes) argument presented an elegant neo-classrcal ﬁnance solutlon and, as such paved the way
fora more formal and wrdely aocepted way to value optrons (Taleb 2008) Slnce then a number of
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techniques have emerged (eg Bmom:al trees and Monte Carlo) most of whrch at least to some .

'extent utilrse the. baSIC Black-Scholes arguments

_ The value of a call option stems from the abilrty conferred on the holder to buy the underlymg asset at» L
' .'a discount to: the prevailing pnce as. rllustrated by the above example (scenano 2). Therefore, the -

: value of a call at any pornt in tlme can be deoomposed rnto the rmmedrate drsoount it offers (the
_difference between the prevallrng spot pnce and the strike), called mtrmsrc value, and the probabllltya L

. that the eall may go even deeper i™ and offer an even blgger di scount prior to exprry, ealled t:mev_:

'value. Correspondmgly, a call optlon may be OTM prior to exprry and still have some time value due :
to some probabrlrty that it may go back to berng IT™ before it exprres Needless to -say, on the day of N
explry, options have no time value. The same concepts are applmble to a put optron In this context -

the value of optrons on equmes is subject to several. rmportant rnputs namely = the expected share :
price. volatihty over the optlon term the rnterest rate applrcable for that maturity and the dividend yield - |
‘the: share will pay over the optlon term (Hull 2005) As such the value of call optlons IS 'sensitive to
changes in these lnputs as well as changes in the share prlce These sensmvmes are referred to as,
- the Greeks. of an option There are a number of Greeks, W|th the ones mostly relevant to this study

being: ¥

. Delta: - ,’ - sensitivity to changes in the underlying share price

Vega:: - sensitivity to changes-in eXMed share.price volatifity
| 22 ESO Valuation

As mentloned already, employee stock optlons have been wrdely used as part of compensatnon.- .

. packages for a number of years. ESO'’s are effecttvely call optlons on the shares of the reSpectrve -

company which issues them to the employee. They grve the rlght to the employee to purchase the

o company shares for the strtke price on or before a particular date in the future. There are, however,

. some key drfferences between ESO’s. and standard calls traded on exchanges and in the over the
counter (OTC) market, namely: - '

‘» ESO's have signiﬁcantly longer terms compared to normal exchange and oTC. traded &alls
This term can be anything up to ten years (Bulow at al., 2005). o '
. ESO’s effectrvely display both- Bermudan and American option features They do not vest '

automatically to the employee on the date they are granted Gwen that they often serve asan . o

employee retention tool, normally they have a vestmg date ata pornt several years after grant
date (e.g. 3 years after grant date) and can only be exerclsed after that date. After vesting, -
they can then be. exerclsed any time before exptry (West, 2005) Vesting often takes place
vgradually over trme -0g. 1I3 of the optlons grant vests in year 3 another 1/3 in year 4 and
the last 1/3 in. year 5 with a combined exprry date for all 3 tranches in 10 years Iif the
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e employee leaves the firm prior’ to the vestmg date, the. options (or- pamcular 'unvested a
/Vtranches)areforferted , o 5 ' o »
. fUnllke standard exchange and. OTC traded calls, ESO’s are not transferable - ie. the
- ‘employee. cannot sell the options’ they have recelved as part of thelr remuneratron at.any
o polnt even if the. optlons have vested Onoe the optlons have vested they have to be "
- exerc|Sed pnor to explnng Needless to say, the employee w:ll only exercise optlons which are
A IT™. Thls is lmportant, Mcause lt means that the employee can only ever recelve the intrlnsic.
' value of the optlon by exemlslng it and never the tlme value lt may have pnor to exprry _
. There isalsoa more sublle but lmportant dlfferenoe In most clrcumstanoes itis never optlmal ,
R to exercise an optlon pnor to expiry It makes more sense to sell lt given lts time value Inthe '
. case of ESO’s, however, the. non-transferabllity feature means that, .to generate cash
pmceeds or to drversrfy their portfollos, employees tend to exercise thelr optlons often well s
, before the options reach explry (Hul, atal., 2002) - : ’ '
, ‘. fAnother less obvious drfferenoe is the fact that-employee. attntlon and the share price of the
’ _company are mversely correlated. A company wrth a declmlng share pnoe is more lrkely to lay'
| off employees and, conversely, employees with valuable unvested options (e g optlons which
' are deep ITM) are [ess Ilkely to ieave the company voluntanly (Bulow at al 2005)

From what has been sald so far itis olearly evrdent that ESO’s. always have a value on the date they

. are granted by the company to the employee yet lronrcaily untll lFRSZ and SFAS 123R were

lmplemented in 2005, it was not mandatory for oompanles to expense ESO's in therr financial -
statements The accounting treatment of ESO's lS drscussed in more detall in Chapter 4, however itis.

|mportant to mentlon that the methodology for expensmg share-based incentives- as prescnbed by the

acoountlng standards ls closely llnked to the ab‘llty fo establlsh a falr value for such rncentives As a
~ result, the: valuatlon of share-based lncentlves and speclﬁcally ESO's. given therr unlque features has
been subject to a lot of debate.

The ﬁrst thmg which tends to pose problems when it comes to falr-valulng ESO‘s is: thelr extended_ :
| term. Normally, in the presence ofa quuid market for short dated share optlons iti is very easy to imply
“the- lnputs used by the market to arnve ata fair value for an optlon with a particular. stnke and expiry. '
For exampie backing out the expected (rmplred) volatlllty from short dated exchange traded optlons is
'exoeedlngly simple in. most global markets However, options with a term of 5 or more years almost
" never trade (with the exceptlon of oonvemble debt secunties whlch have embedded equrty optlons)

-whlch makes constructlng an’ lmportant input. such as implred share pnce volatllity WIth a good degree
-.of accuracy almost lmposslble As a result companles tend to- resort to a shortcut and use the

hlstoncal volatility of therr share pnoe lnstead Technlcally thls 1s lnoorrect but in the absenoe ofa -

robust method to arrive at an lmplled voiatmty for a specific optron term, it often may be the only way
: v(Oldﬁeid 2008) A somewhat simllar problem exists in terms of the dwrdend yleid the share is llkely to:
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S pay dunng the optlon term lt is. rmpossible for any company. regardless of size, to accurately predlct ,
" macro and micro economrc factors for the next 10 years and therefore commit toa specific dlvrdend o
b_’pay-out ratio based on future eamlngs Agarn in this |nstanoe oompames tend to look at historical S
’ _pay-out ratios and use those as guidelmes to arnve at a deend yleld Interest rates, as an input into’ L o
- option’ valuatlon models, tend to pose fewer problems, smce quuid rnterest rate curves exrst well past e

the explry of most ESO'

. 'The non-transferabrllty af ESO’s in the hands of the employee presents another problem From g
theoretlcal standpornt, this feature lowers the value of the optlon compared to that of a normal call -

optron However itis lmportant to note that: this value differs dependrng on whether one looks at it

. from the pomt of view of the employee or that of the lssulng company Admlttedly the optlon may have _
a reduced value to the employee At the ‘same tlme, however, it still represents: a liability to the
company and it should be represented in the company financials based on its cost to the company.
and not its value to the employee. Oldfield (2008) illustrates this wrth a simple example where a

company gives a Christmas. turkey to an. employee as part of remuneration. For the employee who

does not eat turkey and cannot re-sell- the bird, the gift has no value. Despite this. oompensatlon‘

failure, the company bought the turkey and incurred the expense. The grft is not an_efficient

compensatton devlce for the partlcular employee, but the expense is recorded at the turkey‘s'

purchase price, not the employee s personal valuation of the turkey (Oldf_eld 2008).

Choosing the correct valuatron model to value even srmple ESO’s has aIso been subject to slgnrﬁwnt

amount of debate given the new mandatory expensing rules for share-based payments The
accountlng standards do not specrfy the use of a certain model, only requlnng the model to be
suitable for the scheme in question. given its parameters There are three somewhat obvrous cholces
namely BIack-Scholes, Cox-Ross-Rubinsteln binomial trees and Monte Carlo numerical valuatlon

The Black-Scholes model is decldedly the most ngrd model in terms of the assumptions it
incorporates Yetitis perhaps the simplest and, glven thls slmpllclty the most wrdely accepted. ESO's

almost -always have vesting conditions attached and as such dlffer from normal exchange and OTC

traded calls —i. e. mltlally they have a Bermudan feature and then they effectrvely become American

~ options after they vest. The- BS model was specrflcally developed to value European options which

,cannot be exerclsed prior to explry (Flnch at al., 2007). In addltion as mentroned above the non-
' transferabillty feature -of ESO's tends to encourage counterintuitive early exerclse “of options by

employees This aspect of an ESO effectively serves to shorten its life..In order to usethe BS. model

" an expected Iife, whlch falls at some point between vestlng and expiry, needs to be calculated by the
vcompany, based on estlmates of employee exerclse behavrour Thrs in |tself creates maccuracy,

' _ vbecause the estlmates are generally subjectlve Also, the expected hfe of the: optron belng nothlng s
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: 7: :more than an artrfic:al oonstruct to facrlrtate the useof a modei not origmally meant to be used for this - Sl

rpose is also unrformly shorter than the oontractual lrfe This means that an- optlon which is o™

and close fo reaching its expected expiry, will have litie value even though in reallty the contractual

o expiry is some trme away and the optron oould still end up bemg lTM (West. 2005)

The CRR binomral tree (or lattioe) model offers a more robust and flexrble way to value ESO's. It was S

ongrnally developed as a srmpliﬁed extension of the BS model and was almed at extendmg its

~ usefulness beyond some of its rigid confines. The CRR lattice mode! divides the time to option expiry - |

into smaller lnerements and discrete future share pnce paths At any time pomt the share price’ can_'
drverge in one of two' possrbte paths (Hull 2005) The dlscretrsatron of the ‘option term and the share _
‘price path is: precusely what makes the CRR lattrce model more ﬂexubie Thrs effectlvely enables the.
mcorporatron of drfferent oondltrons and inputs at each discrete mterval For rnstance, the model can
handle better early exercrse condltrons wrthout the need to artrﬂclally adjust the conh'actual exprry .
date. Also, employee attrrtron rates can potentially be incorporated rnto the valuation by setting some )

predetermrned condltions at each discrete interval (Oldf eld 2008) n fact, as will become evidentin

. Chapter 4 employee attntlon rates (i.e. the fact that some employees leave the company prior to
vesting and asa result. forfelt their options), being a non-merket related factor, are dealt with in. a
| specific way by lF RSZ they are actually not incorporated mto the farr value of the optrons on grant
date.. However, the CRR lattice model offers enough flexrbillty for this to be done inside the model. It

is also more robust i in terms of handling market related performance oondrtions whrch as will become .

evrdent are. becormng more and more prevalent in share-based mcentrve schemes Another
: vadvantage is the ability to use varylng mputs at each. drscrete interval For instance, one of the main
constraints of the BS model is that it assumes constant volatility for the term of the option. In reality
this is never the case Volatrlity tself is volatile and changes through tlme Option markets are well
'aware of this phenomenon and adjust for it by using volatllrty skew in the case of equities ~ i.e. OTM
- puts have higher implied volatility compared to OTM call, or put simply optlons with lower stnkes
exhibit higher |mpl|ed volatility than those with higher- strikes (Hull 2005) A lattice model enables the
use of Jocal volatility, i.e. drfferent volatility for each discrete time interval, which is more technically
correct. - More- -granular and accurate versuons of the lattroe model -also exrst where the lattice is.
trinomial — at each discrete mterval the share prioe path can dwerge into three possnble paths rather
than justtwo(Hull 2005). S '

Hull and White (2003) have proposed a valuation model for standard ESO’s which is well suited to
aooommodate the early exercise behavrour displayed by employees lt is based on the more ﬂexrble
trinomial lattice version and effectively treats and ESO as a combrnatron of two exotlc options - a gap '
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o optron and an: up—and-out bamer call’ optron wnth a rebate To incorporate the potential for eaﬂyf':ff»f;'; o
7 v.fjjexerctse, Hull and White assume that the employee will exerclse the. option wnth a'strike. K assoonas
o the share pnce (S) reaches a level (celled M) and the optron becomes deep lTM which level offers:f': BRE

-~ sufficient incentive. for the empleyee fo cash out by exercrsrng The value M. will be drfferent for

© ' dfferent employees, but can be based on historical estimates (Hul at al, 2003). The gap opion
, 1 comes to lrfe on grant date and exprres on the vestmg date On the. vestlng date, the gap option wrll:jf
, " : ;_pay thedrl‘ference between S andK conditionaion S berng above M. IS is- belowM the gap optroni‘ -
wrlt expire worthless At thrs pomt the barrier opticn wrll oome to. life conditlonal on S bemg below M'f' A -
A . i 8 ~(alternat|vely. S is aboveM the. gap option wrli have paid out and the barrier option srmplywrll not -
. 'V'come to lrfe) Between the: vesting date. and the oontractual expiry date of the ESO if S ever trades atf' ,
: 'or above M the: barner option wzll knock-out (cease to exist) and will srmultaneously pay a rebate R
. equal to the difference between M and K. lf s never touches M before the optron expires on the’:»
expiry date the option wrll simply pay MAX(S K, 0)~- i. e. the pay-off of a standard call optron (van Zyl
 at al., 2007). The elegance of the HW model for valuing ESO's comes from the fact that it provrdes" _
the abrhty to incorporate several conditrons at the same time ~ early exercise (via the M factor), " -
) employee attntion rates at each discrete interval on the trrnomral lattice as well as potentrally other:

varylng inputs.

The Monte Carlo techmque is decidedly the most ﬂexrble model. It is a numencal technlque forb
valuing optnons vra the use of simulations, in- contrast to analytical formula-based ones such as BS.
‘An almost inflnite amount of option. pay-off proﬁles can be created over slngle as well as multlpie
underlying assets As such, the MC method is perfectly suited for the valuatron of more complexi_
share-based schemes wrth intricate performance conditrons An example of such an- mstrument is the
indexed ESO. This optlon is. premised on the concept of relatlve company performance Itis burlt asa
way to avoid simply rewardlng managers for luck: Unllke the strike price ofa standard ESO which is

ﬁxed on grant date the. strike of the lndexed ophon IS referenced off an index of comparable
companles and cen reset upwards during the. optnon term. as that index performs well. In doing so it

. ensures that at- expiry the option will only be lTM and deliver a payment if the company has

- outperformed. the respective: mdex of comparable compames (Meulbroek .2001). The MC valuation

method is perfectly suited for such a ‘complex multi-asset pay-off prorﬁle Interestrngly. such an option' '
' mtroduces another dimensmn to the valuatlon mputs ~the correlation between the share price of the

company and that.of the basketlindex of comparable companies.

ZaA gap option has two strlkes ~ one which determines the pay—off and another one whlch determines whether -

,the cptron canbe exercised. It is effectively a form of aknock-in barrrer option.

}An up-and-out call is a call option which exists only as long as the up-and-out barrrer has not- been breached. -
If the barrier is breached, the Option knocks out and ceases to. exist A rebate is sometimes offered to the _
buyer as compensation v
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, early exercise behavrour of employees and also the employee attrition rates make valumg ESO' :

rom what has been discussed sofar, it lsevrdentthatfactors such as the lenger terms of ESO's, mej. T

e challengmg Dunng the mitlat proposals for revrslng the. aocountlng standards to make. expenslng of RS

Opponents of expensmg felt that the guidelmes proposed to deal wrth such complextties (discussed in g

) payments in the financial statements of companles (Sacho at al., 2004) In thls context severai_

: share-based payments mandatory, it was these faCtors which created a substantial debate o

' ore detaii in Chapter 4) were arbitrary and would lead to lnaccurate representatlon of share-based o

: ‘k-*"awdemrcs have proposed a substantlally dlfferent approach to iookmg at valuing and expensmg R

T E ESO's Bulow and Shoven (2005) have proposed that ESO’s should be treated and expensed} =
]_ srmrlarly to the slngle Iargest component of oompensation the salary Salanes are srmply expensed
in the income statement as they are paid in each acoounting penod The company does not calculate_ -

| | . the expected present value of 1ts future labour costs and then amortize that value over the employees T
' ; 'projected future years of service Instead it snmply expenses what it pays the employee at the end of :

C each accountmg penod (Bulow at aI 2005) Followrng from this, Bulow and Shoven (2005) propose
'_ o that oompames should expense the value of ESO's whose term is. only- equal to the next accountlng
o 'perlod (e g. quarterly or semi-annually) At the end of each accounttng perlod the company wrli re-

value the ESO's by extendlng the term to the end of the succeedlng accountlng penod and using the -

o prevalling share pnce This simpler approach effecttvely means that the term of the- ESO is shortened- ,
- dramatlcaHy It achleves the followrng R

o It obvrates the need to calculate Iong-tenn inputs such as lmplied volatillty and divndend yreld
- These can be’ calculated much more accurately in the short- ’ R
: o ltis also no Ionger necessary to calculate long-term employee attntlon rates The quantity of
o ‘ -'the ESO's can srmply be adjusted as when employees Ieave the firm and forfeit their optlons
= e In addltlon the. possrbillty early exercise does not have- to be factored.i |n any Ionger
'o'f | Lastly, the. ESO will effectively be marked to market based on the. prevarlmg share pnceat the_
| end of each accounting penod therefore ellmlnatmg the bias. towards a grant date valuatlon
as presonbed by the current accounting standards (Bulow at al 2005)

As wull become evndent from ‘Chapter 4 the accountlng standards ultimateiy put in place work
substantlally drfferently from the exceedlngly simple approach proposed by Bulow and Shoven (2005)
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Chapter 3 Types of Share-based lneentlve Schemes B

n : The long»-term share-based rncentive schemes whlch have been used and are to a large extent Stl" _ .
o :belng used in South Afnca can be spllt tnto drfferent categorles based on two key features o

The form of equity pertlcrpauon :: appreclatron vs. full partrcrpatron (or full quantum)
2 The method of settlement :' - shares vs. cesh ;\:, L

_ As wnll become evrdent ln this chapter there ls overlap between the categones e g an apprecratlon
- »scheme can be erther cash or share settled RS

3 '3 1 Appreciation Schemes

o The key feature of most apprecratlon schemes is that they offer some form of optlonality to the.

: 'employee In such schemes shares or options are granted or sold to the employee at the grant date

p market value Ultimately, the value reoelved by the employee is equal to the net galn (apprecration) of -
the share price between the grant date and the exerclse date Hrstortcally appreciatton schemes have o '

almost exclusrvely moorporated only” tlme-based vestrng oondltrons and some forrn of staggeredj
vestrng eg. a thlrcl of the grant vestmg between year 3 and year 5 (Bezmdenhout, 2006) Schemes
are now startmg to mcreasrngly mcorporate performance-based vestmg oondrtions Presented below
are several examples of appreciatlon schemes wrth their specific features i ‘

311 Share Optlons (ESO’s)

R As drscussed previously, ESO's are el‘fectrvely eell options on the shares of the respectrve company_

o -whrch issues them to the employee They give the employee the nght to purchase the oompany*

shares for the stnke price on or before a partlcular date inthe. future Normally the optrons are granted
: fto the employee free of any payment A typtcel ESO scheme will have the followrng parameters o

e A Ellglbllrty terms _ S
. The maximum quanﬁty of options whlch can be. granted to employees
"o The quantity of options granted so far to employees o :
. The grant date
. The stnke pnces of the optlons
e The attached vesttng oondltions o
¢ The vestmg date (dates rf vesting is staggered)
] The exptry date
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_ ' The- eligibility terms define the category of empioyees eligible for an. ESO grant ln SA hlstorically_ :
- ESO’s have been largely reserved for executive directors and semor management :

- ln the past ESO's have been issued wrth a strike pnce at a discount to the prevailing share price on

o the- grant date (Lie, 2005) and (Holman at al, 2010) Given the corporate scandals in: the US related-ff f R
" to option back-dating and much stricter corporate governance, rules this practice has largely been_' S ‘:7 .
= abandoned Strike pnces are normaily set equal to the closing share price on the grant date (ATM) In A o
' the context of share pnce volatility, some compames chose to reduce the dommance of one smgie_g' .
date when it comes to setting the strike lnstead they use either an average of the: of the closing share" i _ |
prices. over a’ period ‘of say the 20 days preceding the grant date or alternatively the VWAP over a

Similar pel‘lod

ESO'’s are normally settled wnth shares— ie. when the employee exerclses an ‘option which ls m

. and has intrinsic value, they pay the strikeprice and reoelve shares of the company Interestingly, itis : L
_also standard practice in the us, especially in- the. case of ﬂnancral institutions with a trading desk for" :

the employee wushing to simultaneously exercise the option and sell theirshares, to issuea limit order

. tothe desk in terms of the specrﬁc sharepnoe level where exercise should take: place for ITM options

Exercise is not carried out until - this level is reached When the level is reached, the option is .
exercised and the shares are sold in the open. market simultaneously, thus reducing market risk for o
the empioyee (Holman 2012 pers cOmm) A vanation of share settlement takes place when the
ESO Is net-settied with shares. Here instead of. paying the strike pnce the employee receives an :
amount of shares with Rand value equal to the intrinsic value of alt the. options they are exercising -

‘ ESO's can also be settled only with cash. In this instance, upon exercise, the company will SImpIy pay.

the mtnnsuc value’ of the optiqns in cash to the employee Cash settled options are called Share

Appreciatlon Rrghts (SAR's) and have beoome more and more prevalent recently for a number of g

reasons

Dilution is. an important factor to consider when it comes. to share-based incentive schemes. In the :

past companies were less reticent when it came to issuing large ESO grants which can be highly

dilutive Shareholders giobally, especially large mstltutionai ones ‘have gradually woken up to the fact

 that such mstruments can erode the value of thelr shareholdlng and have applied srgnrﬁcant pressure'
on oompanies to design ‘more. efficient incentive schemes (Iceiy, 2006) One of the reasons why

SAR’s schemes have become more popular is precisely because they are less dllutive and offer more - |
fiexibility to the company. Cash settled SAR‘s are not dilutive because no new shares are issued by

the company. That said, even with.a SAR net-settled wrth shares, the amount of shares the company

may have to issue to the employee upon exercise is on average only about 1I3"‘ of that for a normal o

ESO. The company also has the ﬂexrbility to choose between msh and share settlement. Another
‘ |mportant reason SAR'’s have gained in popularity is their tax treatment Cash settled share-based
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o ~_.7(|ncent1ves can potentially be tax deductable in the hands of the company whrle share settled ones arel":" e o

B not(lcely, 2006)

| -f312$harePurchaseSchemes :’ - A

: i this type of scheme theemptoyee is gwen a Ioan by the oompany to purchase shares at prevarlmgﬂ L
. _market value To elrmrnate credlt risk, the loan |s secured by the employee pledgmg thetr shares back

: 'to the: company Normally the loan cannot be repard prior to a specrﬂc date |n the futqre. simrlar to af- ,
- trme—based vestrng condltlon Dlvrdends pard on the shares may be uwd to reduce the loan amount AR '

; One of the rnherent dlsadvantages of this scheme rs that if the share pnoe declines subsequent to the L

- employee having taken the loan to purchase the share a loss can occur Another dlsadvantage |s the _

- ‘fact that with the lmplementatlon of changes to the tax legtslatlon. the loan extended by the company‘ -

S :to the employee creates an unfavourable tax treatment in the hands of the: employee For these o
. reasons. such schemes are hardly used any more (Bezurdenhout. 2006) s

- % ) 3 Deferred Dellvery Schemes
‘These schemes are very srmllar to normal ESO‘s, except for one |mportant feature Upon exerclse.ft ’ \_
; ]payment for the shares by the employee and thelr dellvery by the company is defened to some future, :

- date. Pnor to the actual delivery of the shares. the emplowe recelves no drvldends These schemesf‘- 5

- .were desrgned speciﬁcally to get around Sectlon 8A of the Tax Act No’ 58 of 1962 and generate CGT_' o
~ for the employee rather than income tax Exemrse would normally take place shortly after grantdate

and, glven that the optlon ls unllkely to: be deep lTM llttle lncome tax would. be paid on the optlon;_ . ’.
' gain. CGT would be paid when the shares are. ﬁnally pald for and delivered in several years time

o ‘(Bezurdenhout, 2006). In contrast to Section 8A, in terms of Section 8C a taxable event occurs upon

: vestmg of the equity mstrument and not exercise Vestrng would not be: considered to. have takenr

' place untll all condrtlons have been satrsfied and shares have been delivered. Therefore wrth the L

amval of Section 8C of the Act, deferred deirvery schemes effectlvely became obsolete

32 i'|=.'.'ni e‘.‘..m.f. Schemes

‘ Full quantum schemes rnvolve the outnght lssuance of shares to the employee at zero or. par value . '

B (whrch is normally negligible) Such schemes can have elther time-based or performance based
vestmg condrtrons or both The main dlfference relatrve to appreclatlon schemes ls that there is no

'optlonalrty in full: quantum schemes the employee recerves the full performance of the share as a :
_ vopposed to that of acall Optlon on the share As such, the pay-off is. linear and. there is no embedded R
, leverage They are more commonly settied wrth shares, but there are mstanoes where a full quantum o '
- scheme is settled ln cash There are also verslons where although the employee recelves the full o B
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) .‘.”_uperformanceoftheshare. dmdendsarenotpardonthegrant Suchan instmmenthasthepay-offof L S

B ' a mll optron w|th a zero strlke pnce or otherwise ealled LEPO Low Exerclse Pnoe OPt'OH

' -‘,":_:'H321Restrlcted8hares SR

~

e : Restncted shares, together wrth performance shares (see below) are becommg increasingly common.

BN ‘V;VA value i |n currency is awarded to the emplollee which i is then °°“V°n°d toa quantity of shares based

e on the prevarhng share pnce at the tlme of grantmg ln this instance vestrng |s trme based and some‘

form of staggering ls orften put in place

o f_ 3 2 2 Performanoe Shares

' »Performance shares work slmllarly to restrlcted shares, except for the fact that they vest based on
‘ 'oertam performance oondmons Normally there is: a perfermanoe measurement penod (or: release:
' cycle) of usually three to five wars The final amount of shares whrch wull vest to. the employee will

! depend on: the extent to whlch the performance oondmons have been met. (Bezurdenhout, 2006) L

Hlstoncally re-testrng of performance conditrons was oonsrdered acoeptable ‘with. a correspondmg

- potentlal extension of the vestmg penod to allow more time for oondrtlons to be met In light of.

- hghtemng oorporate govemance rules (King lll Code in SA specrfmlly). this practlce has Iargely
8 stopped ' :

’ Performance conditions can broadly be drvrded lnto market related and non-market related Non-‘
- market related oonditions tend to’ be company specific and absolute or target-based Examples of
' oommonly used non-market related performanoe conditions are (PWC 201 1) *

e Target EPS |
. Target ROE or ROlC
e Target EBITDA or cash flow

A gradmg system can be |mplemented where shares vest to. the employee proportlonally depencﬁng

‘_ fon whether the condltlon is sumply met. exceeded margmally or exceed substantlally Market relatedj' :
= eondltrons can be erther absolute or relatrve Relative condrtrons are lncreasmgly gaming in populanty
Examples of market related performance oondmons are (PWC 201 1)

" . Share pnce return : :
e TSR (share price retum as well as dlvidends pald) ,
Le TSR relatrve to an mdustry benchmark or a bespoke basket of peer compames
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323DeferredBonua

With a deferred bonus scheme the employee is encouraged to defer a portlon of their annual cashr e

 bonus and replace it with shares. which have a vesting period attached. Ifi retun, the employee is

o granted a number of addltional shares by the company The vesting condmons of the shares canbe . =

either time-based or performance-based or: somet:mes both (Icely, 2006) This type of - scheme;, Aiv '
- ,encourages employees to gradually build a srgnrficant equnty stake in the company tis effectively a .

- j short-term incentive which can convert to a Iong-temi one should the employee chose to do SO.

3 3 Appreclatlon vs Full Quantum - the Debate Contlnues

As mentloned prevnously, in the Iast five. or S0 years. ESO's have received a constderable amount of -
scrutlny Onginally deslgned to align managerial moentives WIth those of shareholders, their often '
visible failure to do so has been hard to.accept. Full quantum schemes have been put forward asa
v replacement and have gained in populanty Some of the key benef' ts Iisted by proponents are:

. They are Iess dilutwe For a given ‘value in currency. the employee I'OOGIVOS fewer shares as
opposed to options In addition, it has been argued that optwon/s were seen as “costless” by |
companies. which has Ied to them issuing exoessive amounts of ESO's to employees (Jensen

~ at al., 2004) However it is interesting to note that this assumes that investors - lack -the.
_ sophistication to evaluate the real cost of the ESO’s issued by companles which is not likely.
Admlttedly, disdosure today i is signrﬁcantly improved allowing mvestors to discount the value
. of ESO's even more precisely (Booth, 2009) _ :
. Followmg on from the fact that options. have embedded gearing and offer Ilmited loss in return
for potentially uniimited gain, together with fact that: oompames have gone through periods of
exoessive issuance (see above), ‘critics of ESO’s have pointed out that during bull markets

executives have enjoyed enormous retums at the expense of shareholders ln this context it -

has been put fomard that full quantum schemes prowde a more balanced and symmetrlc__
~pay-off and put managers in exactly the same position as shareholders Another alternative
which has been’ used by compames inthe US is to cap the maximum gains which ESO’s can '
. offer {e.g. 125%. of the stnke price, if issued ATM) (Crotty at al, 2006)
e - Actual shares provude a relatively stable mcentlve regardiess of the stock price. In oontrast _
| the value of an ESO‘s is highly sensitive to where the share pnce is relative to the: stnke pnce o
- If the option ls deep IT™, it will behave simllar to a share (high Delta) However, if the option
Cis deep OTM it w1ll havea low Delta and wnll largely tnsensltive to share pnce movements In
“the. past this has often foroed ‘companies.to re-pnoe ESO‘s (lower the. strike price at some ,
point in the lrfeof the option) in an attempt to- restore some value and Deita in underwater
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. (OTM) optnons Thls in. turn has often Ied to an outcry by sharehoiders given that it runsf-" S
S "contrary to the sprritof ESO'sto startwrth payforperformance (Haii atal 2003) B o
e ' }Fuli quantum schemestendto reduoe manageriai mcentwes toengage in nsky behaviour As.: _ | : _ o
- stated above, valatiirty i$ one of the key inputs 1nto optlon valuahon and Vega is the sensrtrvity;_- A
o of the optlon wsth respect to changes in voiatiiity A rise in volatthty increases the vaiue of the -
' '.'optron ln a real irt'e«context ATM or- siightiy OTM ESO’s ‘have no intnnsrc vaiue and high“f' g 77
o Vega As such, managers are incentrvised to undertake nskier progects (srnce risk equates to
- voiatihty) and mcrease the vaiue of their optrons (Hail at al., 2003) At the ‘same trme, g R
g o advowtes of stock options pomt out that manageriai behaviour can aiso potentlaily becomef R
, : © too ocnservatrve Thls can be sub-optimai for sufﬁclentiy drversrfied sharehoiders whohavea =
) , : preference for CEO‘s who maxrmlse retums even rf |t means that more mdivrdual companies:'," o :
o may suffer losses (Booth, 2009). S
™ ‘Severai studres have Indicated that managers who hotd options tend to favour share .
’ repurchases above dmdend payments since options do not entitle the holder to dwldends‘. o
Therefore, an actuai sharehoiding through a fuii quantum share scheme can provide.an
‘mcentrve to pursue a more baianced deend pollcy for managers (Haii at al 2003)

Aithough fuil quantum schemes seem to ofier some dlstrnct advantages, they certalniy also have a
" cost attached and it would be srmpilstrc to ‘assume that they can automaticaliy replace appreclation :
vschemes it s, however, evident that they have become more popuiar and ESO issuance has
| ~declined giobaliy (PWC 2011) itis ilkeiy that this trend wrii oontlnue and that companles will invest
more time designing more -specific schemes: to attain certaln, internal staffing goals ,and performance .
_targets. SR ' ‘ - :
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Chapter 4- Accounting Treatment of Share-based Inoentives

_'Z'Expensmg of share-based payment in. company ﬁnanclats became mandatory in terms of the revrsed
Statement ef Financnal Aooountmg Standards No 123 (SFAS 123R) in the US and the lntematlonai
co "Financial Reportlng Standard 2 (IFRS2) globally in 2005 Provided beiaw is bnef history of the' '
= -:, ‘aocountlng treatment of share-based tnoentives prior to the amval of these standards ' ~

:;-41Unnedsmtes o BT

I 1972 the Acoountlng Pnnciples Board (APB) in the US, the predecessor to the FASB lssued a

‘ standard eatted APB Opmron No. 25 (APB 25). APB 25 was crltlcised for prescnbmg inoonsnstent
: 7 treatment for slmilar instruments (Sacho, 2003) It broadly eategonsed incentive pians |nto ﬁxed and.
_-vanable based on the level of oertalnty of the. quantity of shares to be issued and other parameters It
specltied that that for ﬁxed ESO plans: (where the share quantity, the stnke pnoe and: the vesting date_ :
are known from the onset) only the: intrinsic value, if any, was to be expensed in the oompany mcome
| '_statement on- a ‘straight line over the vestlng penod This meant that zero expense would be
recognised by the company on ESO's issued ATM or OTM Conversely, for variable plans (where the
_number of shares is not ﬁxed on grant date ‘e.g. SAR's or performanee—based ESO's). an expense_b :

~ would- have to be reoognlsed regardtess of the moneyness of the option Consequentiy, in order to
_'capitalise on this accountmg Ioophole and recogmse zero expenses the majonty of US compames -

‘adopted the practloe of issumg ATM or OTM ESO's under ﬂxed plans, in the process artlﬁclatiy
'mﬂatmg earnmgs and sacrrﬁcing performance-based conditions (Sacho 2003) ’

‘In 1995 FASB Statement No. 123 (SFAS 123) was lssued it reoommended the reoognttlon of the fair |

- value of ESO's in financial statements by using Btack-SchoIes or similar methodology and expensing_‘

this fair value over the vesting penod However, having been subject to potmcai pressure and Iobbylng '

. _from us companies, it still allowed the use of the APB 25 methodology (grant day intrinsic vatue) fa ,

:company chose . to oontlnue to use APB 25 the effects of ESO’s on profit and EPS had to be’

. - disclosed in a note to the ﬂnencial statements as if the fair vaiue method had been used. Nwdiess to
- 'say, most companies in US chose this disclosure-only alternative (Sacho, 2003). As accountlng o
| scandals began to-unfold (e.g. Enron and World. eom) however more. and more oompanies began ;
uslng the fair vaiue expensing method.

: In Iate 2004 the FASB reteased the Statement of Financial Aocountmg Standards No 123 Revised -
" SFAS 123R. It superseded both APB 25 and SFAS 123 and beeame effective on June 15"‘ 2005. It
g effectively made fair-value measurement and expensmg of share-based payments mandatory in the
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C A 2 lntematlonal Flnanclal Reportlng Standards Share Based Payments (lFRSZ)

': Untrl 2000 the aooountrng rules m most developed oountﬁes prescribed the drsclosure approach for o

' »_.deallng wrth share-based payments to employees South Afnca was also no exoeptron AC 116 - fl -
L . Employee Beneﬁts strpulated drsclosure of the detarls of share-based rnoenttve schemes used by SA-
o 'oompanles, as well ‘as the dllutlon effect on EPS however, reoognrtron and” expensrng was not

mandatory (Sacho 2003) In July 2000 the lASB and the acoounting standards boards of the Us,.
UK, Australra, Canada and New Zeeland rssued a jOll’lt discussron paper Which proposed that where‘ '
shares or share optrons are rssued to emplowes as oompensatlon, the faur value of these - grants "
~ should be expensed As part of settrng commeon accounting standards in Europe and globally, in 2001 -
" the |ASB added a project to rts agenda that wouldlead to an exposure draft (ED) In 2002 ED 2=~
_-Sharo-based Payments was released for oomments This ultrmately resulted m the publishrng of
-IFRS2 ~ Share-based Payments whrch came rnto foroe in January 2005 and was also adopted in
- -South Africa. The overall approach rs broadly simrlar to- SFAS 123R In terms of IFRSZ share-based
. ‘payments to employees are farr-valued on grant date and are charged through the lnoome statement
. overthe vestrng mnod (Zheng, 2007) ’ ‘

4.3 IFRS2 = Basic Framework

IFRSZ covers a wider spectrum of payments than srmply those to employees It eovers all of forms of :
share-based payments for goods and services supplied to, the reportmg entrty (Hem, 2006), lnoludrng

- » - Employee share or share option schemes employees are def ned wrdely and mclude others
o providing similar servloes ‘ o
e Share-based payments to partres other than employees who have supplred goods or services
to the entity R
. Payments to be. settled in cash or other assets at amounts which' depend on share values E
(eg. SAR's) ' : ‘

Sharebased payments are drvided mto three basrc types (Hem 2006)

1. Equrty-settled where goods and servroes are pard for with shares or share optrons o

2 Cash-settled where in retum for. reoewrng goods and. servroes the entrty rncurs a liability for o

o amounts based on the pnce of the entrty‘s shares ,
.3 Transactrons whlch may be settled wrth erther cash or equrty at erther parW's drscretron '
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ln terms’ of transactlons with employees lFRSZ states that the expense should be measured on the
date on which the equrty mstruments are granted and shouid be based on the fair value of the equity :
instruments. granted since itis usually not posslbie to estimate rellabiy the fair value of. the empioyee’s_,
services (Bezurdenhout, 2006) Market pnces should be used where they are available. In thef
absence of observable market pnces a vaIuatlon technique such as an option pncmg model should

be used. lFRSZ does not specafy a particular. vaIuatlon model lt does however, requnre techniques to

be conslstent with generally accepted valuatlon methods and mcorporate all factors and assumptions

that knowledgeable and wiling parties should consider. Established models developed to value
 exchange traded options such as BS, Binomial Trees and MC may need to be modified to refiect the
specrf'c charactenstlcs of ESO’s (Hern, 2006) ' '

How are equit '-settl "'nstrum tstrea

The fair-value of equrty-settled instruments whlch do not vest Uﬂtll certain conditions have been metis
calculated on the grant date and i is expensed in the i |ncome statement over the vesting penod (or until
all conditions have been met) with a credit to shareholder’s funds The full value of grants with no
vesting conditions is expensed |mmed|ately Itis |mportant to note that the fair value of equity-settied
mstruments is not re-estimated ‘at each reporting date. Only the estimate of the extent to which
| vesting condmons are expected to be met in order to deterrmne the number of optionslshares used in
' the calculations is updated (see treatment of vesting conditions below) (Hern, 2006).

How are cash-seft instrun a2

The fair value of the habllrty resultmg from wsh-settled mstruments is measured on grant date and is
expensed over the vesting period (if any) ln contrast to equrty-settled mstruments this fair value is re-
estimated at each reportlng date and the |labl|lty is adjusted "true—up method

In the presenoe of awards wrth a settlement altemative the entity accounts for them either: as equity -
or wsh-settied (charge to the i income statement and deblt to equnty or Ilabllrties) based on the entlty’s '
estimate of likely settiement and past practice with slmilar transactlons (Hem, 2006)
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How are 'I.I’E!Stiﬁg conditions treated?

Yesting conditions are broadly divided into markef-based and non-markef-based. Examples of non-
market-based vesting conditions are time-based (length of service) vesting, as well as EFS, revenue,
EBITDA, ROE, ROIC internal company targets. Market-hased vesting conditions are normally related
to the share price of the company or other observable market rates {sharg prices, indices, elc).
Examples are share price return, TSR, TSR relative to peer companies or an established market

benchmark.,

Mon-market-based conditions are nolb taken into account into estimating the fair value of the
instrument at grant date. Instead, at each reporting date the entity needs ko re-estimate the number of
instruments expected to vest and make adjustments if necessary so thal ultimately the amount
expensed shouid be based on the actual number of instruments which have vested. Such
adjustments are based on the best available estimates.

Market-based conditions are taken inte account into estimating the fair value of the instrument at
grant date. The number of instruments expected to vest is not sebsequently re-estimated at each
reparting date and neither is the expected vesting period {if the length of this period is subject to a

market-based condition).

Figure 1 — Diagram summarising the treatment of vesting conditions (Deloitte, 2007}

PERFURMANCE COMDITIONS

Market related Mon-market
2 1y 1arget share pnca) {F.o: stay empdoved for 3 vears)

: DO NOT reflect in tair valus
DO reflact In fair value at grant date at grant date

QO NOT re-estimate rumber DO ra-estimate nurker of shams
of shares capected 10 wesd eapected 10 west (M 1uep”)

Charge conmnues srespectree
of whether conttions are
et of ot

Chargo 15 ieversed if condiaens are
rol met
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“ Valuations inpy ‘ ?

] IFRSZ does not. prescnbe a speciﬂc method when it comesto estimatmg valuation ‘model mputs

. These are Ieft to the: entity to estimate, provided that the methodology is reasonable and is based on

. : :. ~7accepted market practrce For mstance, expected volatrfrty may be measured by reference to implred
,.'-volatility observed from exchange traded options In the absence ofa hqurd optrons market on the
i ‘shares of the company, given the mean reverting nature of volatilty, histoncal voiatiilty can. also be -

- Vused Altemativeiy, a combrnatron |mpiied and hlstoncai volatihty may beapplred Assumptions about _

- _expected drvrdends shouid be based on pubilciy available mformatron if the company has never paid '

deends and does not expect to do s0. m the future, then an expected drvrdend yreid of zero can be"

/ assumed For an: entlty which pays dividends, the hlstoncai pattern of i mcreases can be consrdered v
- The risk-free mterest rate can be the yleld rmphed from zero coupon govemment bonds wrth the same

o matunty as the instrument

4 4 Impllcations of ||=Rs2

As is evident from the IFRS2 framework there area multrtude of implications for companies choosrng :
-which type of share-based mcentive scheme to impiement The IFRSZ treatment of share-based
payments is not without its critics. A number of potentiai issues have been put forward by detractors
’ of the standard \

The fact that the farr-value of equity-settied mstruments is only calculated on the grant date and is not
re-estimated on subsequent reporting dates artificially exaggerates the importance of grant date
mputs such as the stock price, voiatilrty and interest rates (Buiow at al., 2005) For companies with
ESO’s with a vestmg period of 3 to 5 years this can create a substantial distortion of the reported
. "earnmgs f the share price rises over the vesting period, the ESOQ’s will become more valuable and

-, the company. will be overstatrng earnlngs if the share pnce ‘declines, earnings wril be understated

Similarly, the ESO’s will have notlceabie vega exposure. if volatiilty increases. agarn earmngs wrll be
overstated and f it decreases eamings wlll be understated For example an ESO's wrth an expected'
" life of 5 years will have a Delta of approx. 75% and a Vega of approx. 2%. This means that for every
R1in the share price the valueoftheoption wrll increase by R 0.75. It aisomeans that for every 1% -
~ absolute increase of voiatrllty (e.g. from 30% to 31 %), the value of the option will increase by 2%.

31|Page




"~ The IFR82 prescnbed methodology for expenslng share-based mcentlves is- slmllar to the oommonly-. f

used method for valulng a dlverse _pool of mortgages As such a slgmﬁcant amount of subjectlve

Mestimates of employee behavrour ‘such as attntlon rates and potentral for early -exercise need: to be:

made by the oompany n thls oontext the suggested remedles to allewate the weaknesses of models
such as BS and CRR Blnomral trees often ‘appear arbrtrary For mstanoe, IFRSZ suggests that the
- optlon lrfe as used by the model is reduced to an’ expected optlon life whrch is a grossv
overslmplrﬁcatron (van Zyl etal 2007)

Aocordmg to IFRSZ expensmg of share-based payments should take plaoe dunng the vesting period
even though much of the value of mstruments may attributable to employment after the vesting date.
| 'Optrons generally do not provrde much ofa retentron incentive when they are deep IT™ or deep O™
on the vestmg date. However they represent a tanglble benefit to the employee when at or near the
~ money on the vestlng date (Bulow at al., 2005)

This creates a potential dilemma for the company when it comes to designing an appropriate scheme.
On the one hand, a cash-seftied scheme together with frequent true-up of fair value will ensure that
the valuation remains groundeid, in reality. On the other hand, an equityfsettled scheme translates to
less volatile earnings. ' ' o
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Chapter 5 Tax Treatment of Share-based Inoentives

- Tax related matters ansing from share-based lncenttves are dealt with by Sections 8A, 88 and 8C of
the lncome Tax Act No 58, 1962 (the Act). Sectlons 8A and SC deal mamly wlth general option and

share schemes while Section 8B deals with broad-based empowerment share plans For the. |

o purposes of this study, only &ctlons 8Aand. BC are analysed Section BC was mtroduced in October' '
’ 2004 as away for the SARS to curb the prolrferation of shares schemes which were engmeered to get’f -

‘ k around the stipulations of Sectlon 8A and minimise tax in the hands of the employee

_ 51 SecttonSA

. Section 8A was mtroduced into the Act in 1969 and became effective in 1970. It applies to all rights to
acquire marketable securities granted to employees before October 2004. Section 8C applies from
October 2004 onwards In'an explanatory memorandum in 2004 SARS explamed that Section 8A
had failed to keep up thh the mynad of equnty-based ineentives developed by companles and also
the apprecnation of related marketable secunties as part of ordlnary income (Bezuidenhout 2006).

in terms of Section 8A, there is no tax event when securitles‘are granted or when they vest. However,
“tax consequenees arise when there is exercise, cessron or release of the secunties Any revenue galn
from the dlfference between the market vaiue of the shares upon exercise and the consideration paid

for the optionslshares needs to be mcluded is then subject to mcome tax for the relevant tax years in -

the hands of the employee Also, in contrast with Section 8C Section 8A does. allow the deduction of
losses. Where the shares acquired as a result of exercise, cession or release are sub;ect to disposal
restnctions, the employee can chose to defer the payment of tax until such date when the' restrictions

fall away and the shares can be disposed of. Any loans from the ‘employer to the employee for the' v

payment of any consideration would give rlse to taxable benefit (Bezundenhout 2006).

The fact that in terms of Sectlon 8A a taxable event occurs at exerclse cession or release resulted in 1
the prollferation of tax: efﬁcient incentive schemes such as deferred: delivery schemes. With such ’
schemes the ESO is exercised very early (almost immediately after grant date) which leads to a small
_ taxable galn, taxed on mcome Subsequent to exerclse, the delivery and payment for the shares is

‘deferred to a. later date at which point only CGT is normally paid by ihe employee it is likely that suchv o

schemes one of the reasons why SARS introduoed Section 80 in 2004 (Bezurdenhout. 2006).
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. ﬂ-_’ 52 section 8c

' In oontrast to 8A, ln wrms of Section 8Ca taxabie event occurs upon vestmg of the equrty mstrument .

S and not exercrse The employee needs to molude in thelr income any gain or deduct any loss wrth' __ N
v -respect to the vestmg of such’ mstruments Section ac further drfferentrates between restncted and

| unrestricted. mstruments For instruments subpct to restnctions, vestmg and a oorrespondmg taxj
event takes plaoe at the earliest of Iapsing of aiI restnctions, disposal, termination or death
'Unrestncted mstruments vest at the time of granting Vestmg does not take place if- one restncted'

- instrument is disposed of for- another The. uitimate disposai of the shares (normally havrng been =

- received as part of an appreciation ora full quantum scheme) may result in either caprtai or revenué _v v
gam, dependmg on the mtention of the employee (Zheng, 2007)

The figure below is after Zheng (2007) and summanses the tax |mplicatrons for the empioyee in terms
~ of Sections 8A and8C:

F _mg Tax treatmentofshare—based moentives _

"Tax consequence
’ _Section'B'C |
o R Restriction on
Event : ‘ A\ s . .
’ Section 8A Unrestricted |  Restriction on | both options and |
“options options only shares or shares |
R only
Grant “Notaxeflect | _ No distinction Nomxafiot | Notax offct
; — __'betweengrantin_g : ~ '
 and vesting. Gain Gain (or loss)
| (orioss)arising arising from the
 from the difference | differance between
_ between market | market value of the |-
‘value of the option - | option at the time it |
| atthetmeof . |  vests and any
) : ' . granting and any consideration paid . ,
Option vesting ~ No taxeffect m&m paid | vforthe'optbn s | vNotax-eﬁeet
o forthe opionis | included (or
included (or deduicted from) in
deductedfrom) in theemployees )
the empioyee's | taxable income and -
taxable income and | is subject to income
is subject to income | tax. '
| Optionexercise | "TPYEOPME |\ iaxeffect < | Notaxaffect No tax effect
TR 1 income tax on the o - , R
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3 - Borwoon

the market value of '
“the shares atthe |
time of exercise and
‘the consldefatlon
paid fer the shares
andmeoptions : S
’ Gain (or loss)
. atising from the
difference between
" market value of the
- shares at the time
- all conditions lapse
1 o of ] and any
N | consideration paid
restriction on. No tax effect No tax effect No tax effect , ' pa
" the sha R . . for the option and
6 shares the shares is
included (or
deducted from) in
| the employee's
‘taxable income and
"is subject to income
: tax.
RN ~ | Thedifference .|  The difference
The difference . The difference S : ,
. : between the sale between the sale
S between the sale | beMenthesale o '
- v ) proceeds and the proceeds and the
‘ proceeds and the | proceeds and the
v ( ‘ of . base cost of the base cost of the
Sale of shares | basecostofthe | basecostofthe | . i eated | sharesis treated
' (assuming shares fstreated | shares s treated. and taxed as capital | ‘and taxed as capital
-and taxed as capital | and taxed as capital : cep 1 e as cap
capital gain . : 1 : . gain. The base cost- | gain. The base cost
- | gain. The base cost | ' gain. The base cost S '
treatment) . : b ’ - will be the market | will be the market -
: will be the market will be the: market - ,
: - v value of the shares | value of the shares
value of the shares | value of the shares ,
ay _ on the date when on the date when
on the exercise on theoptiongrant { = - : o
the restrictions on - the restrictions on
date. date. ‘ :
. - the options lapse.

the shares lapse.

5.3 Tax Deductibility of Share-based Payments ,

*Another important | factor to consider is how share-based lncenhve schemes are taxed in the hands of
the company issuing the scheme. Normally in countnes such as Canada UK .and New Zeaiand
share-based payments to employees constitute a deductable expense for the company. No such legal
precedent exists in South Afnca (Bezwdenhout 2006).
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~ Generally, to claim an income. tax- deductoon several conditlonsneedto be satrsﬂed (Bezuidenhout, ‘

- 2008):
0 ‘EXpendrtureorloses must actuallybemcurred
e 'Intheproductlonofincome

o Such expendlture and losses must not be of capital nature, o
o The expendrture and Iosses must be incurred for the purposes of trade

in this oontext, thei mcumng of expendrture and Iosses is more easrly justrﬁable in instances where the-

scheme is either settled wrth cash or wrth shares whlch are purchased by the company m the open
market. Conversely, it is more drfficult to 1ust1fy expenditure and losses where the scheme is settled

with the issuing of new shares This adds another layer of complexity in addition to the IFRS2
aooountmg treatment, when it comes to desrgning a share-based ‘incentive scheme It is also

A potentlally the reason why msh and net share settled SAR schemes have gamed in populanty in the
past several years ' :
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Chapter 6 — Results and Findings

This chapter outlines in detail the various share-based incentive schemes used by the 50 companies
chosen for this study, together with some of the specific parameters incorporated in these schemes, [t
also serves to identify particular trends in terms of, among others, prefered schemes types and
method of settlement, general size of schemes relative to issued share capital, the different types of

vesting conditions applied to schemes and the valuation models used.

6.1 Pravalent Scheme Types

Of the 50 companies examined only 2 companies do not make use of share-based incentive schemes
- Assore Lid and Reinet Investments CSA. Both companies are investment holding companies which
invest in other listed or unlisted companies. They do not operate the companies they hold, have
minimal staff component and, as such, sharg-based incentives are not seen as a necessary
ingredient in their remuneration structure. The other 48 companies all use some form of long-term
share-based incentives,

Figure 3 below llustrates the broad use of appreciation-type schemes vs. full guantum schemes,

Figure 3 — Use of appreciation schemes vs. full quantum schemes

Broad scheme usage breakdown
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At first glance, it does not become apparent that full quantum sehemes have become more popular in
recent years. However, the 28 companies (56% of total) which make use of both types of schemes
need to be scrutinised a litte further. Of these 28 companies, 11 companies have indicated that they
have effectively discontinued their existing appreciation schemes with no further issuance of
appreciation instruments taking place. The existing tranches of instruments will be allowed to mature
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in the next several ysars and are already being replaced entirely by full quantum schemes. This
means that the percentage of full guanturm schemes is currently understated. If the appreciation-type
schemes these 11 companies still have are excluded from the data, a different picture appears.

Figure 4 — Use of apprecigtion schemes vs, full guantum schemes (excluding already discontinued

appreciation schemes}
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0% - -
i 35% s
| 25%
| 20% ' '
] 15% |
lﬂ% " - ST
| 5% i
| o% _ - : R 5
Appreciationscheme  Full guantum scheme Baoth MNaone
I only only J

The figure above indicates that full quantum schemes are indeed gaining in popularity. This is further
supported by data collected for 70 JSE listed companies by Towers Perrin in a report on global
incentives published in 2005 (Towers Permrin, 2005). At that point, 35 of the 70 companies surveyed
{or 79%) were still using exclusively appreciation-type share-hased incentive schemes. The dala also
paints to the fact that traditional ESO's have experienced a significant decline. Figure 5 bellow shows
that of the 50 companies analysed, only 3 companies {or %) use exclusively a traditional ESO

scheme.

Figure 5 - Types of appreciation schemes
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The companies who either exclusively use SAR's or both SAR's and ESO's are also relatively few As
previously mentioned, SAR's offer certain benefits over ESQ's, namely less dilution and in instances
where they are cash settled — potentially a favourable tax treatment. In the few years after the
introduction of Section 8C of the Income Tax Act and also IFRSZ they were often seen as a
replacement to traditional ESC's (lcely, 2006). This is also suppotted by the fact thal a number of the
companies examined as part of this study indicate that they have migrated their old ESO schemes
i.ntD SAR's around that period. That being said, the general picture which seems to emerge is ong of
gradual evolution fram ESQ schemes to either SAR's or both SAR’s and full quantum schemes.

Figure 6 — Types of full quantum schemes
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As Figure 6 above illustrates, of the 38 companies (2% of total) which use full quantum schemes
feither exclusively or together with appreciation schemes), the overriding majority {30 companies or
60% of total) make use of performance shares. Another 5 companies use restricted shares and 1
company uses both restricted and performance shares. In 2005, Towers Perrin reported that only 5 of
the 70 South African companies surveyed {or 7%) were using performance shares as part of
remuneration (Towers Pemin, 2005). It is very interesting to see what a significant number of

companies have adopted the use of performance shares over the [ast 5 — & years,

Compamies today are faced with a multitude of competing objectives in terms remuneration.
Examples are staff retention, aligning incentives of managers with those of shareholders, meeting
short, medium and long-term strategic goals. In this context, there has been a gradual move away
from the “one size fits all" approach. More time is spent on the design of share-based incentive
schemes and companies are starting to use combinations of schemes (PWC, 2011). Of the 30
companies analysed {(excluding ones which have residual ESO and SAR schemes, but have indicated
that they are moving exclusively to full quantum schemes). 18 {or 38%) operate more than one basic
type of scheme. In addition. the overriding majority of companies operate a multitude of different
incentive plans (either appreciation-type, full guantum cr bBoth) at any given point, aimed at different
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smployas groups. Whal is also apparent is the distingt complexity of plans used by large multinational
companies. Noticeable also is the more complex and elaborate nature of plans used by financial
institutions compared to those of retail or manufacturing companies for example. In the aftermath of
the global financial crisis, financial institutions have been subject to much closer serutiny in terms of
employes and executive remuneration, risk taking behaviour and misalignment of incentive. [Lis likely
that this has potentially resulted in a more rapid transformation of their incentive structures and has
led to more varied share-based incentives aiming to address previous inconsistencies as well as to

appease regulators and the general public.

5.2 Settlement Mathod

It is interesting to see that the majority of the 48 companies which operate long-term share based

incentive schermes settle those schemes with sharas.

Figure 7 — Settlement method

settlement Method
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As mentioned in Chapter 5, cash settlemant has the potential to offer tax deductibility to the company
of the resulting scheme expense. Howsver, due to the lack of legal precedent in South Africa, this 18
not guaranteed and certain conditions need to be satisfied first {Bezuidenhout, 2006). Therefore,
although at first glance one would expect tax efficiency to be an important consideration for any
company, the praliferation of share settled schemes could be indicative of other factors which might
be at play.

The simple fact that full guantum schemes have become so dominant is potentially one of the reasons
why share setflement is prevalent. As discussed in Chapter 3 full quantum schemes and
consequently shares offer less dilution, |55 gearing, linear pay-off and better alignment of employee
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mwntlves, compared to- ESO's Even net share settled SAR's offer less dilution than. standard share
' settied ESO's. Another potentral reason’ is the fact that share settled schemes are not fair valued after
they are granted in sumedlng reporting penods and ‘as'a result, mtroduce less volatlllty in the
income statement (see Chapter 4 for IFRSZ dlscussion)

6.3 Size of Share-based Incentive Schemes ,_

-Of the 48 -cornpanies vvhich operate lan-term- vshare based incentive schemes, 25 disclose the
maximum amount of shares that can be issued as-part of their share-based incentive schemes. Of
these 25 oompames, 23 form part of the FT SEIJSE Top 40 Index and another 2 companies form part
of the sample with lcwer market capltahsatlon -

in percentage terms relative to total issued shares, the average maximum allowable scheme size for
all 25 companies is 11.5%. The 2 ccmpanies which are not TOP40 Index constituents have larger.
maxlmum allowable scheme sizes - average of 18. 1% Taken at face value, the average permissible
scheme size numbers are cause for concern. They are indlcative of the potential for significant dilution’
if used to the maximum. However, one needs to examlne the current usage further. Of the companies
currently operating long-term share based mcent:ve schemes, 44 disclose the actual usage of the
maximum allowable scheme size (of these 36 are part of the TOP40 Index and 8 are not). This is
provided via the quan'uty of shares which the ccmpany.;m/ay, have to-issue, should all vesting
conditions for all instruments were to be satisfied and all instruments were exercised at the end of the
| reperting period. As 'such. the actual usage f_cr all 44 companies is quite low relative to issued share
capital ~ 3.1%. It is again higher for non-members of the TOP40' Index — 6.3%. Usage relative to.
maxlmum allowable size (for all the 25 compames who disclose maximum allowable numbers) is
24.5%. '

Overall, the picture which emerges from the data is one of relatively contained. usage of share-based
 incentive schemes. In line with global trends (PWC, 2011), JSE listed companies are clearly
cognisant of the dilutive effect of share-based: payments and, consequently, tend to be relatrvely :
sparing with the size of their incentive schemes.

6.4 Vestlng Rates, Vostlng Perlods and Tenor

Long-term share-based incentive schemes by deﬁnltlon have built m vesting periods. H|stoncally the
_period has served as an employee retention tool, but as of more recently, wrth the proliferation: of
performance condltrons, this is also the period durmg whlch such condmons can be measured
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:Broadly. vesting can be deed into cliff-type vestmg where the entire scheme tranche will ‘vest, or

staggered vestmg where portlons of the same tranche wrll vest in successive years (e. g |n 3,4and 5

| years after grant date).

| There appears to be a noticeable differenoe between the type of vesting incorporated . into

apprematron schemes as opposed to full quantum schemes, as evrdenoed by data from the 48
compames examined. Cliff vesting ls dominant. among full quantum schemes, whereas staggered
vesting dominates among appreciation type schemes. Staggered vestrng normally commenoes 20r3
years after grant date and the most widely used methods are either vestmg rates of 33% over 3 years
or 25% over 4 years. Cliff vestmg in most instanoes takes place 3 .years after grant date. In cases
where a full quantum scheme cliff vests and also has - more than one performance condition/criteria,

‘ the respective tranche Is split into portions assrgned to each condmon For example:

N vesting takes. plaoe in 3 years
o 50% of tranche will vest if 5% HEPS growth is achieved over the 3 year period

. theother50%oftranchewrllvestwTSRrsabovethatofagroupofpeercompamesoverthe, _

3 year period -

Given that shares 'areperpetual instruments, by definition, in the case of full quantum schemes

- vesting and ekpiry effectively coincide. Expiry for appreciation instruments tends to take place6to10 - -
years after grant date. The average tenor for appreciation schemes used by the JSE companies

examined in this study is 8.2 years, whereas the average tenor for those with full quantum schemes is

3.2 years. It is interesting to note that the extended tenor of appreciation schemes ¢an lead to
increased dilution and drag on shareholder value given that options have the potential to go very
deep ITM over a 10 year period. As such again, it is not surprising to see that full quantum schemes

- with a reduced tenor have grown in prominence.

6.5 Performance Conditions

Of the 48 companies which operate Iong-term share based mcentlve schemes, 11 companles do not ;
use tperformance conditions of any kind and 8 companies mention, but do not- disclose the
performance conditions they use. Of the 25 companies who both use and disclose performance

.cenditions. 15 companies (or 52_%) use two criteria (e.g. total shareholder return — TSR and headline

earnings per share — HEPS). Another 2 companies (or 7%) use three criteria. The criteria used are '
predominantly market-based with non-market based internal targets being present, but to a smaller

‘degree. Normally in instances where the oompany uses more than one criterion, it is often a

combination of a market-based and a non-market based internal target.

{
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Figure B - Different criteria used in performance conditions
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As Figure B above illustrates, total shareholder return (TSR} and simply sharehalder return (SR} are
the most popufar benchmarks used by companies. TSR and SR are relative market-based
performance conditions and are normally compared to those of either an established industry Index or
a bespoke basket of peer companies. Non-market absolute performance conditions are also popular
with headline earnings per share (HEPS} and earnings per share {EPS) being most frequently used.
In instances where an abscolute non-market condition is present there is normally an internally set
target which needs to be attained during the vesting period {e.g. HEPS annual growth reeds to be
5%, or a hurdle rate needs to be overcome {e.n. HEPS annual growth needs to be above CPI). In
general, performance conditions are much mare frequently associated with full quantum schemes
fand performance shares specifically), although some of the more recently issued SAR's schemes
also on occasion have embedded performance conditions, [t also interesting to note that several
companies indicate that they have performed reviews of the performance conditions in their schemes
and, as a result, have decided to apply more stringent criteria. For ingtance, simply attaining TSR
equal to that of peer companies does not necessarily mean that that vesting will take place. It is
outperformance that leads to vesting and the more the benchmark is outperformed the larger part of

the tranche vests.

6.6 Share Price on Grant Date

As mentioned previously, studies have indicated that prior to the introduction of the 30X Act and
IFRS2 a number of option grants in the US and also other countries globally had been timed
retroactively by back-dating the strike price, thus artificially inflating the option pay-off and, in the
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| process robbmg company shareholders of value (Lre 2005 and Holman at al., 2010) Thls practice
has been eraducated and oompames are now foroed to provide sugmﬁeantly more disclosure of the:

| specrﬁc details of their share-based incentives, lncludlng the referenoe share price used to determine
stnkes and share quantltles '

of the 48 compames who operate Iong-term share- based mcentrve schemes. the majority use the
share price on the grant date. Strike pnoes are set ATM (none of the oompames ‘indicate that they set
strikes at a discount to the prevaahng share price) except in instances where the optlon is a low
| exercrse price optlon (LEPO) and effectwely has a strike of zero. ‘Other methods used to determine
the reference pnce are: '

. share pnoe on the date before grant date :
’ e an average closing share price over peﬂod precedlng the grant date (normally 5 to 20 days)
. VWAP over penod precedmg the grant date (normally 5t020 days)

incidentally the last two methods are very robust and. would certainly be the preferred choloe in terms
of eliminating any chance of share price mampulation in addrtion they ensure that the reference pnce
is to alesser extent subject to volatlhty and general short-term market sentiment.

‘6.7 Models and Model .a.m
6.7.1 Option Prlclng Models

The models most frequently used by the oompames which form part of this study are, predictably, .
i Black-Scholes, Binomial and* Monte Carlo. One company mentions the use of Bermudan model,
which is likely to be an adaptation of the Binomial model. The Biack-Scholes model is used malnly for

- standard appreciation schemes (ESO's and SAR’s) exclusively with time-based vesting (i.e. no
performance conditions). In such mstanoes, an expected life of the optron is normally calculated by
the company to account for the possibility of early exercise. The more versatile Bmomral model also
tends to be associated with more standard ESO and SAR schemes with tlme-based vesting.
Unfortunately, in most instances disclosure is not sufficient to determme whether and how early
exercise is incorporated into the binomial tree, except in one mstance. The -company in question

- applies a strike multiple of 2.5 to a Binomial mode! when valuing ESO’s. If the multiple:is reached at
“or after vesting, the model assumes that the option will be exercised. This is conoepmally analogous
to the Hull-White model descnbed in Chapter 2 and is perhaps one of the more mgemous uses of the
Bmomial model of any of the surveyed companies.
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The Monte Carlo model is umformly used to falr value oommex schemes wuth market-based
v performance oondmons such as relative TSR. it ls mtetestlng to note at this point that an instrument
whose fair value i is oontlngent on the outperformanoe of one underlynng asset over another will have

sensltwity to not only the volatility of the two assets; but also the correlation between them. Yet none

of the compames with schemes oontaimng market-based based performanoe conditions mention the
- use of correlation as an input into the Monte Carlo model.

. One company also indicates that the valuation of their schemes is .outsourced to an external party.
Another oompany indicates that they use the valuatlon provvuded by the bank which also provides them
with hedgmg mstruments for their schemes. i

6.7.2 Volatility
The overriding majorlty of companies who form _part of this_ study use historical volatility as an input to
their respective models. In most oases, the term of historical volatility used equates to the term of the
instrument (e.g. if the ESO/SAR has a 5 year terrg, then 5 year historical volatility is used). In some
instances the historical volatility term is adjust to match that of the expected life of the option as
determined by the company. In addition, four companies apply either simple or exponential moving
' averages to historioel volatility possibly in an attempt to place more emphasis on more recent
“historical volatility as opposed to volatility further back in time. Only one company mentions the use of
6 month irnplied volatility as derived from SAFEX traded options. This is somewhat surprising, given
that the company in question operates a LEPO-based scheme and, as such, the instruments (being
~ zero strike calls) have no sensitivity to volatility. |

- 6.7.3 Expected Life

There is relatively little_'disclosure surrounding the rnethodology used to calculate an expected life for
ESO's and SAR’s by the companies in this study. The ones who mention the fact that an expected life
is supplied to the model simply indicate that it is a management estimate, based on hisforical
experience. In several instances, doser inspection of 'some of the su'pplied dates and other
parameters, suggests that the expected life may not be calculated i.e.. the more conservative
approach of using the actual term of the option may.be used.

6.7.4 Interest l!ate

"Interest rates are decidedly the single model input which p'resents the least problems in terms of '
estimation. Liquid and observable interest rate curves; implied from either government bonds or inter-
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bank swaps, gooutto 30 years and more Wlthvayfew exoeptions, the majomyofcompanies use

- the interest: rate oorresponding wrth the matunty of the optlon derived from zero ooupon South African-

- : government bonds. Four compames mdlcate that they use the inter-bank swap rate oorrespondmg'

~ with the: matuntyoftheoption This lsthemoretechnmllyoonectmethod lnthesensethatthe :
company wntmg the options is: unlikely to have a credlt ratlng equal to that of the SA government and,
as such, swap rates provnde a better proxy for the credit risk of the: company. In fact. the most
technmlly correct method would be. for the company to use its own borrowing oost wrth snmllar term
- as a model input. Conversely. uslng the lower zero ooupon govemment bond rates tends to overvalue,
the call option and, in this respect, provrdes a more conservative aocounting estrmate This is more
pronounced for longer dated options ' ‘

6 7.5 Dividend Estimates

Again, disclosure related to dividend estimation is not particularly signiﬁoant. Management estimates
based on histoncal expenenoe is most often quoted as the method for deriving dividend estimates.
~ This in itself is not necessarlly problematic given the fact that. unlike interest rates, volatility and early
" exercise pattems, management does actually have control. over the company dividend policy One

, oompany indicates the use of a dlvldend cover multiple It is not, however, clear how the company in
‘ question estimates the growth of their earnings on the deend payout will be contingent.

'678AttrltlonRatea

Employee attritlon rates slmllar to expected life, are a distinctly subjective estimate which IFRSZ
leaves to the company to construct. There is no mention among any of the companies of the
recognltion of the mverse correlation which exists between the oompany share price and employees
forfelting their stock optlons

6.8 Valuation Verification

Attempting to re-perform the valuation performed by companies over their. share-based incentive
. schemes at the end of each reporting period is surprisingly difficuth There are several reasons for this:

o Even with enhanced mandatory disclosure rules, it is frequently difficult to establish the exact
inputs’ used in the valuation. Companies often disciose average valuation inputs across a
multltude of tranches instead of specific inputs for each tranche For example a weighted

- average strike price (or sometimes even just a range of strike prices), a range of expected (or
_ just contractual) lives, a volatllity range and an interest rates range will be stated for all
, tranches |ssued in the financial year. :
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'y Companres often d|sclose the year dunng whrch atranche of mstruments was |ssued but not-
the exact grant dates ' :

‘o Companies often simply disclose the charge to the|r income statement resulting from the
valuation of all scheme tranches in ZAR million; mstead of provudlng detail of the fair value of
each tranche of opttons (in ZAR per option).

o With share settied schemes, given that re-testlng of |nputs and fair valurng does not take
place after grant date, companles simply tend dtsclose detatls only for scheme tranches
issued over the most recent reporttng penod

'In thrs context, re-performmg valuatlons w:th a good degree of accuracy in most mstances is simply
_not possible. '

For the purposes of this study, the re-performrng of the valuatton of an appreciation scheme was
attempted wnth the aim of gamtng more msight into the way compames estimate model inputs and

~ option fair values. The scheme was that of Massmart Holdmgs Ltd (JSE share code: MSM). This
scheme was chosen for the reasonable amount of detail provnded in terms of model rnputs and fair
values. The company issued a suzeable tranche of share optnons in May 2009 and this tranche was
chosen as a test case. The parameters as mdrcated by MSM, are::

Grantdate: C 27"May 2000
Strike price: |  R77.56

| Strike prlce setting miethod: ATM retative to share pnceon date before grant date
Term to expiry: | - 6years
Expected life: | 3to 5 years
Settlement method: | _ shares |

| - Vesting starts: ~ 2years after grant date
Vesting rates: | . 25% in 2 years 25% in 3 years; 25% in 4 years; 25% in 5
_ years

Valuation modet_: : | ~ Binomial
Fair value on grant date: L R22.97
Quantity issued: | | 2,719,034 |
Total tranche value: . R62456,211

: Volattlity used: - L 34T%* \'
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' Method for volatility estimation: . historical volatility with term equivalent to expected life
“Interestrate: , ‘ 7%
Dividendyield:' T s

* Votatility mtere& rates and d‘Mdend yield were only dtsdosed as ranges by the ‘company for all the tranches
~ issued dunng the year. The' numbers Indieeted above were extrapolated by the author and may be slrghﬂy‘
different from the exact levels used by the oompany

The HulI-Whrte model was chosen for the valuation of the above tranche. The main reason for this is
the fact that it does not require the estimation of an expected life. it captures the potential for early
exercise via the exercise multlple The parameters used are as follows:

- | Strike price: v, N R77. 56
Spot price on grant date: R
Option term S ’ 6 years 7
vTime to vesting: | 35 trears (the‘average for the tranche)
 Exercise multiple:' - 2.8"x strike prrce B | |
Volatilty: -+ o mawe
Interest rate: B 8.5%
Dividend yield: 3.75%"
Fair vrarué- = ' R25.53

* This multiple was suggested by Hull and White (2004) and is related to an average catculated in the us market , '
** The volatility used is the 6 year MSM historical share price volatittty as of grant date @™ May 2009)

© ** The Interest rate used is the 6 year inter-bank swap rate as of grant dats (27" May 2009).

**** The dividend yield used is the 6 year hrstoncal MSM dividend yield as of grant date @™ May 2009)

~Several rmportant pornts emerge from this- exercrse, namely

1. The company indicates that the method used to set the strrke price is to set it ATM relative to
- the share pnoe on the date before grant date. On the 26" May 2009 the MSM closing share

) price was R 77.80. Taken at face value, this means that the option was struck ‘at a discount of
0.31%. Inspection of the 30 days before the grant date shows that MSM did not close at
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F‘R77 56 on any of those days The. only remalmng posslbillty is that an lntra-day share price -
Ievel may have been used to set the stnke :

. Thereisa drfference in the volatility. used by the company and the histarical volatility with term

equivalent to that of the option (34.7% vs. 32.3%). This Is due to the fact that the company
uses an expected life for ‘the option as a method of moorporatmg the posstbihty of early
" exercise. The expected life is shorter than the contractual fife of the option and the volatility
used by the company is the historical volattlity with term equivalent to the expected life. Flgure
9 below provides the term structure of hlstorical MSM share price volatility as of 27"' May
2009. ~

Figure 9 - MSM Historical volatility

1.0 | 42.8%
15 " 40.8%
2.0 C37.9%
25 | 36.7%
30 . 36.9%
35 S 35.7%
40 | 344% |
45 | 343%
5.0  33.6%
55 33.1%
60 '32.3%

As can be seen, hlstoncal MSM volatility had a downward sloping term structure at that point.
Based on this, the expected life of the option as estlmated by the company was approxlmately
~ 3.9 years. This is a clear example of how a subjective input such as the expected life of the
~ option can cause distortion in other impo_rtant inputs. In addition, a long term option such as
an ESO tends to have substantial vega and even small changes in volatility' result in
noticeable change in fair value. | :

X Similarty to volatility, there isa dlscrepancy in the interest rate used by the company To some

' extent this is again potentially related to the shorter expected life of the optlon However,
mterestingly, closer inspection shoWs that: neither swap rates nor zero coupon bond rates with -
3 to 6 year term were as low as 7% (as used by the company) as of 27" May 2009. -ln-th|s ‘
context, glven the interest rate sensitivity of the option (Rho), the 7% interest further adds to
discrepancy in value.

. The difference in optlon premlum of R 2.56 equates to a difference of 10% in relative terms It
also translates to a total. drfference for the tranche of R '6.96 million. What needs to be
emphaslsed here is that
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a. Nenther model (Binomial with expeeted Ilfe or HW with an exerclse muluple) is entirely
immune to subjectivity on part of the user.
b.nasd«wﬂmtgwmmmenmmsam!mmtdsmmﬂmawamnmmemﬂmmmm
: estnmaung model- inputs with a reasonable deg_tee of“aocuracy is often difficult.
c. Inthis oontext, from the oompany's Etandpdiht it is more impb‘rtant to ensure that the
model used is broadly appropriate for the task at hand and also that inputs are
reasonable and ued to reallty
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Conclusion <

: Share-based incentlve schemes as an aocepted method- of alignmg shareholder and employee
, v,lncentrves have been around for some tlme More rewntly, market turmod ‘accounting scandals B
o increased shareholder awareness and also stronger regulatory scrutiny have succeeded to highlight

some of inherent deﬁcrencles of the more traditional share—based incentive schemes such as stock
optlons This, together mth evolvlng accounting and tax treatment has precrprtated a shift in share-A 1
based incentive scheme practlces (PWC, 2011). S ;o L

Globally, several important developments have emerged over the past several years. Overall
issuance of stock options has declined. The average size of share-based incentive schemes relative
to issued share capital has also declined. There has been a marked move away from simple stock
option-type schemes towards less dllutlve Share Apprecratron Rights and also full quantum share
schemes. Another important development are performance conditions which have _become |
mcreasmgly prevalent in terms of grant vesting. Shareholders, regulators and other stakeholders have

‘successfully pushed companles to provide greater amounts performance-based equity at the expense
of time-based vestmg (PWC, 201 1)

| This study was aimed at examining the share-based incentive scheme’ practlces of JSE Iisted_ ‘

companies in a post lFRSZ and Section 8C envrronment The ob}ective was to determine if South
African listed compames have similar practices to those observed globally and to attempt to ascertain
any specific trends. Analysis was based on a sample of 50 large and- mid cap companies, with total

- market kcaprtallsation‘ comprlsmg 76% of the FTSE/JSE Al Sha're Index. A literature review was also

performed, encompassing the history and evolution of share-based mcentrves methods for valuation
and recent developments in their accounting and tax treatment. The areas of focus for the study were

- defined as follows:

° To exarmne the acoountlng and tax treatment of share-based mcentrves globally and in South
~»  To examine the current long-term share-based incentive schemes used by JSE listed
companies
e ToO galn an understanding of prevalent scheme types average scheme size, settlement
methods, valuation models used, methods for constructlng model rnputs and the types of
‘performance conditrons used

Based on the data compiled, the following conclusions were drawn: ' E

51|rage -




1. Use of traditional share settied stock options with time-based vesting has declined
slgnlﬁcantly Existsng ESO’s generally have been or are ln the process of bemg replaced with
7 other more advanced mstruments o

2. Share Apprecration Rights with cash or net share settlement have galned in popularity as a
less dilutive substitute for ESO's

3. Full quantum schemes'. such as restricted 'and performanc'e shares, have seen a fairly
_dramatlc ascent and are the most popular cholce in terms of offering Iong-term share-based
o mcentlves to employees

4. Use of performance condltlons inrelation to the vestlng of instruments has also mcreased_
significanfly at the expense of simpler tlme-based vesting. In this context, total sharehoider -
- retumn (TSR) relative to a basket of peer compames is the most frequently used benchmark.

5. Share settement is preferred choice largely due to the proliferation of full quantum schemes.

6. The average size of schemes relative to issued share cepltal is relatively low. lndmtlng that -

E oompanies are cognlsant of the dllutlve potentlal of share-based payments

7. Black-Scholes Binomial and Monte Carlo are the most frequently used valuation modeis. The
Monte Carlo method is used more and more’ frequently with the mcreased use of complex’ :
performance conditions. '

8. ln the absence of a liquid exchange trade_d market for options with longer tenor, companies
almost always resort to using historical volatility as a proxy for future volatility.

An area which can form the focus of future more in depth research is the valuation of complex share-
based incentive schemes. . For example, the use of market-based performance conditions adds
another dimension to the valuation process, namely correlation. It would be interesting to ascertain -
how well understood this variable is in terms of constructing the correct valuation models to
incorporate complex outperformance-based payoffs. In addition, as things stand currently, most of the
inputs used even for the valuation of more mainstream schemes are dlstlnctly subjective and can
potentially be prone to manipulation. It would be interesting to see if a more detailed analysis of inputs
and valuation methodology used by companies can reveal any deliberate accounting discrepancies.
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Appendix A
(List of companies chosen for the study)

Imperial Holdings Ltd

~ SAR/Full Quantum

Discavery Hol_dings Ltd Currently SAR. MovinLo Full Quantum., .
" The Foschini Group Ltd Currently ESO/SAR. Moving to Full Quantum.
Liberty Holdings Ltd :  ESO/SAR’

" ABL . - African Bank Investments Ltd ‘Full Quantum
ACL ~ Arcelarmittal South Africa Ltd . s ESO - .
. AGL " Anglo American Plc Some residual ESO. Has moved to Full Quantum.
" AMS Anil_o Platinumtd . Some residual ESO. Has moved to Full Quantum
ANG .- _AngloGold Ashanti Ltd - Full Quantum '
APN Aspen Pharmacare Holdings Ltd Currently ESO/SAR. Moving to. Full Quantum
ARl ~ African Rainbow Minerals Ltd Currently ESO. Moving to Full Quantum.
 ASA ' ABSA Group Ltd ~ Moving to Full Quantum
- ASR Assore Ltd Does not operate a scheme
BlL Bhp Billiton Plc Full Quantum/ESO
BVT ~ Bidvest Group Ltd . ESO )
CFR Compagnie Financiere Richemont SA ; ' ESO ,
€S0 Capital Shopping Centres ESO/Full Quantum
EXX " Exxaro Resources Ltd - SAR/Full Quantum
FSR FirstRand Ltd ~ SAR/Full Quantum
GFl Gold Fields Ltd Previously ESO. Has moved to SAR/Full Quantum.
GRT Growthpoint Properties Ltd Full Quantum
HAR Harmony Gold Mining Co Ltd Previously ESO Has moved to SAR/FuII Quantum
iMP Impala Platinum Holdmgs Ltd SAR
INL " Investecttd SAR
KiO Kumba lron Ore Ltd Currently ESO/SAR Moving to Full Quantum
LON " Lonmin Plc Full Quantum
MND ~ Mondi Ltd Full Quantum
MSM Massmart Holdings Ltd _ ‘ ~ESO . . .
MTN MTN Group Ltd Currently ESO/SAR. Moving to Full Quantum. -
_NED Nedbank Group Some residual ESO. Has moved to Full Quantum _
NPN " Naspers Ltd ' ESO/SAR
OML - Old Mutual Pic _ ESO/Full Quantum
REM ___RemgroLtd . SAR
RMH "“RMB Holdings . SAR/Full Quantum
SAB Sabmiller Plc ~ ESO/Full Quantum =
SBK Standard Bank Group ESO/SAR/Full Quantum
' SHF Steinhoff International Holdings Ltd Full Quantum
SHP "~ Shoprite Hodings ~ SAR .
SiM Sanlam Ltd Full Quantum
. SOL - Sasol Ltd _ SAR
T8S _Tiger Brands Ltd SAR.
TRU " Truworths Ltd ~ ESO/SAR
voD ‘ vOdacom Group Proprietary Ltd Full Quantum
WHL Woolworths Holdings Ltd " SAR/Full Quantum
REl Reinet Investments SCA Does not operate a scheme
L
DSY
TFG
ABH
MDC

Mediclinic International Ltd

Previously ESO. Has moved .tov Full Quantum.
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MPC Mr Price Group Ltd ESO/Full Quantum

LHC " Life Healthcare Group Holdings Ltd SAR/Full Quantum

ol "Capitec Bank Holdings Ltd_ ESO/SAR 1
AEG ‘ " Avengltd Previously ESO. Has moved to SAR/Full Quantum. '
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