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Foreword

The Role of Equity in
Total Rewards
By Anne Ruddy, WorldatWork

During the past several years, the concept of total rewards has
advanced considerably. Managers have experienced the power of
leveraging multiple factors to attract, motivate and retain talent;
high-performing companies realize

that their proprietary total

rewards programs allow them to excel in new ways.
Total rewards consist of the monetary and nonmonetary return
provided to employees in exchange for their time, talents, efforts and
results. Total rewards represent the total value, as perceived by an
employee, of an organization’s rewards program.
There are five elements of total rewards, each of which includes
programs, practices, elements and dimensions that collectively define
an organization’s strategy to win the war for talent. Total rewards
include:
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•

Compensation

•

Benefits

•

Work-life

•

Recognition

•

Career Development

Total rewards strategy involves leveraging and integrating these
five key elements effectively to attract, motivate and retain the
talent required to achieve organization success. As such, the
elements represent a sort of tool kit from which an organization
creates

a

rewards

program

for

an

employer-employee

value

proposition.
An effective total rewards strategy results in satisfied, engaged
and productive employees, who in turn create desired business
performance and results. Most organizations realize this cannot be
achieved with pay alone.

Total Rewards and the Employee Value Proposition
An effective total rewards strategy can be the key to unlocking
the potential results that can be achieved through a satisfied,
engaged and productive work force. It recognizes that employees
each have individual needs and values that must be addressed in
order for the employee to make the initial decision to join the
organization and the subsequent, oftentimes daily, decisions to
engage and remain with the organization.
While the evolution of total rewards has been gradual, the
impact has been profound. The thinking about total rewards has had
a positive impact on the ability of human resources professionals to
influence the success of the business through the creative and

ii
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purposeful design of programs that are aligned with business
objectives and employee values alike. The total rewards concept has
provided an important key with which an organization can unlock
the secret to effective HR strategies that meet the challenges
organizations face today in managing human capital.
The total rewards strategy employed by an organization, and the
way in which it intentionally selects elements of the total rewards
portfolio in its design, creates the firm’s employee value proposition.
It summarizes for its employees why they should join, remain with
and actively contribute their talent to the success of the company.
Every organization has a total rewards value proposition – either
intentionally or by default. One way or another, that proposition
differentiates an organization from its competition.

The Role of Equity in Total Rewards
Although the evolution of total rewards has accelerated over the
past several years, it has actually been in practice in one form or
another for several decades. Whether called total value proposition,
total compensation & benefits, or total rewards, the idea of using a
variety of tools to attract, motivate and retain talent and create a
competitive advantage has been practiced since the 1950s and 60s.
And just as the total rewards concept has evolved over time so
has the use of equity as part of the total rewards approach. Equity
compensation was initially used as part of executive compensation in
the form of stock options. It was a tool that helped companies align
the interest of top management with shareholders, to the mutual
benefit of both. In its early years, equity was a relatively small part
of an executive compensation package with base salary and annual
incentives playing a much larger role.
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Over time, equity descended into the organization as a benefit
offered to managers and key talent and, eventually in some
companies, to all employees. In addition to being a part of the pay
packages of a broader segment of the employee population, it also
has taken on a variety of forms in both compensation and benefit
programs.
In fact, employee share plans have become one of the most
versatile and valuable tools in the total rewards tool kit, and enable
companies to create programs to address a myriad of challenges
unique to different industries and companies. It is used as a
compensation tool for senior executives and is offered to staff as a
way to focus attention on overall business performance. It is
considered a benefit when used as part of a retirement plan in
defined contribution plans, employee stock ownership plans or
employee stock purchase plans.
The versatility of equity compensation is manifested in the many
forms that it has taken over the years to adapt to changing
competitive environments, government regulation and tax and
accounting policies. Equity comes in many forms including plain
vanilla nonqualified stock options, incentive stock options (which
used to be qualified stock options, which went away in the 1970’s and
reappeared in the 80’s), restricted stock, restricted stock units, stock
appreciation rights, free share plans, and performance shares and
units. Each of these varieties can be modified through variations in
vesting and payout alternatives. Each type of equity comes with
different tax, accounting and sometimes regulatory limits. Managing
those

variables,

and

those

imposed

by

geography

and

local

authorities in different countries, contribute to the sophistication
and complexity of the plans.
Equity is also versatile because it can be used to meet a number
of objectives of a total rewards strategy. As mentioned before, it

iv
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initially was part of executive compensation to align management
and shareholder interests by driving business results that reward
management for creating long-term value for shareholders. Today,
equity, through various design elements is used to attract, motivate
and retain all levels of talent. It can also help companies conserve
cash

resources

and

create

wealth

and

financial

security

for

executives and employees alike.
With the versatility and value comes complexity in design
complicated by tax, accounting and regulatory challenges. With the
heightened need to create a competitive advantage in the war for
talent, total rewards professionals continue to find ways to design
programs that utilize equity’s versatility to address the unique needs
of individuals, companies and industries. In addition, for a variety of
reasons, some good and some bad, government and regulatory
agencies changed the rules through tax, accounting and legislation
to raise revenue, address perceived abuses and affect social policy.
With each change comes the need to redesign compensation plans to
comply with the changing regulatory environment while effectively
meeting the objectives of attracting, motivating and retaining talent
to help achieve business results and enhance shareholder value.
With each set of new rules usually come some unintended
consequences that result in further complicating the use of equity.
For instance, in the United States, Section 162(m) of the Internal
Revenue code was implemented in the early 1990s, limiting the
deductibility of nonperformance base pay to $1,000,000 for executive
officers. To compensate for the loss or limitation of a basic
compensation tool, companies became more creative and reliant on
annual and long-term incentive plans. New equity plans and design
provisions were created that resulted in much greater use of equity
than in the past. We also had the change in accounting for stock
options through implementation of Financial Accounting Standards
Board 123R, which changed the landscape for stock options and led to
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a reduction in the use of that vehicle and the increase in other types
of equity. With the increased use of equity in the 1990s and early
2000s came the huge pay packages later in this decade as the
economy

began

to

falter.

This

focused

much

attention

by

shareholders, regulatory bodies and the press on what was perceived
to be (and in some cases was) pay for failure.
To address the pressures from shareholders, regulators and the
media, companies began to redesign plans to add more pay-forperformance features, which led to numerous variations on a theme
in the equity arena. Today, in addition to traditional stock options
and time-vested restricted stock, we have performance-based and
performance-accelerated vesting for both types of vehicles. We also
have greater use of performance shares and performance units that
have unique advantages and disadvantages for the company and
employees.

The Changing Landscape
It wasn’t many years ago when the use of equity was touted as
the answer to many of the weaknesses of typical compensation
programs. Salaries were perceived as too high and not performance
based. Annual incentive plans encouraged the push for short-term
results to earn cash compensation at the expense of long-term
objectives and shareholder value enhancement. Equity and its use in
a variety of long term incentive plans was the answer because
employees were only to be rewarded if shareholder value was
enhanced.
Today the landscape has changed yet again with regard to
compensation, especially for executives. The debate on executive pay
continues unabated: shareholders, legislators and the media all
perceive executive pay as being excessive and overweighted with

vi
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equity at a time when companies are doing poorly and shareholders
are losing significant value.
How do we create compensation packages that are balanced and
defensible? If we look at how pay plans get out of balance between
what employees earn and what they are required to do to achieve
that level of compensation, it typically boils down to poor plan design
or execution, or both. This can be due to lack of training and
experience by those responsible for program design or due to the
complexity of the programs themselves coupled with poor governance
and approval processes.
So where do we go from here and what will the role of equity be
as part of the employee value proposition in the next few years? I
believe equity will remain an integral and important element of the
total rewards strategy in organizations around the globe. It has
features and functions that no other element of the total rewards
model offers, and plays a role in all three aspects of talent
management: attraction, motivation and retention. It is highly
versatile and extremely effective. It is very efficient for companies
and their shareholders assuming the time, effort and energy is spent
on designing, communicating, and implementing equity programs
that align with the company’s compensation strategy to support the
business strategy. What can total rewards professionals do to
maximize the chances for success? Develop their knowledge, skills
and abilities in the design, administration and communication of
equity-based rewards by continually learning and taking advantage
of tools and resources such as this book.
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Introduction

A Guide to GEOnomics
By Michael Bendorf, Global Equity Organization

On behalf of the leadership and members of the Global Equity
Organization, welcome to the world of GEOnomics. While anyone
actively involved in the world of multinational employee share plans
is already familiar with at least some portion of that world, the
pressures of an increasingly complex operating environment cry out
for a more systemic and, ultimately, global understanding of the
world in which we all live. This journal is an attempt to promote
that understanding.
While admittedly a coined word, GEOnomics has its root in the
Greek word nomos,

which

roughly translates as “law,

order,

arrangement, or knowledge of a particular field.” 1 In this instance,
GEOnomics explores the relationship between four key internal
stakeholder groups in the equity compensation framework – program

1

MSN Encarta (http://encarta.msn.com)
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design, compliance, communication and administration – through a
collection of interrelated articles on each subject.
GEOnomics expands on that paradigm, however, by incorporating
two key stakeholder groups not often seen in other literature on this
subject: the strategic perspective provided by senior corporate
leadership and the practical aspects represented by employees
themselves, the recipients of equity compensation. By understanding
the motivators and behavioral drivers of both these groups, we can
gain a better understanding of how equity compensation can truly
impact the success of the organization.
GEOnomics closes with an examination of how one company,
Intel Corporation, has implemented the concept of a systematized
application of the principles of equity compensation in a manner that
helps ensure that employees work in concert toward the strategic
objectives of the organization.
In a very real sense, GEOnomics is essentially that point of
connection: the intersection between an organization’s employees
and its strategic gain. We invite you to explore that intersection –
and to define your own point of connection.

MICHAEL BENDORF is the Executive Director of the Global Equity
Organization. Prior to joining GEO, he was a Principal with Buck Consultants
and the Director of Buck’s Compensation and Benefits Survey and Thought
Leadership Management Practices. He is a former member of GEO’s Board of
Directors and was the recipient of a 2007 GEO Star Award for Outstanding
Support of Regional Activities.
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Behavioral Economics and
Equity Compensation
By Fred Whittlesey and Kiran Sahota, Buck Consultants

The parallel financial and economic crises beginning in 2008
raised a number of questions about the global financial system.
Central to these questions are those about remuneration: Is the pay
of financial professionals and executives too high? Is the pay
structure producing the wrong behaviors and decisions? Does
incentive compensation and equity compensation cause people to
take too much risk? Is this economic crisis the result of incentive
pay?

Did

equity

compensation

cause

this,

and

can

equity

compensation fix it, or prevent it?
While economists were debating whether an economic recession
had begun (in the US the recession was announced in December
2008 as having begun in December 2007 by the NBER1), some were

1

National Bureau of Economic Research, Business Cycle Dating Committee,
“Determination of the December 2007 Peak in Economic Activity,”
http://www.nber.org/cycles/dec2008.html, 11 December 2008.

GLOBAL EQUITY ORGANIZATION

3

concluding that traditional economic theory did not explain what
was happening with the economy. Much of the traditional framework
of

economics,

securities

markets

characteristics,

and

investor

behavior was seemingly inadequate for explaining the crisis.
Perhaps a milestone in this awakening was Alan Greenspan’s
testimony to the US Congress2 on 23 October 2008. In response to a
question by a Congressman about his economic ideology he said,
“Yes, I’ve found a flaw. I don’t know how significant or permanent it
is. But I’ve been very distressed by that fact.”
He also said during his testimony, “A critical pillar to market
competition and free markets did break down…I still do not fully
understand why it happened.”
One pundit 3 referred to this as “Alan Greenspan’s Learning
Disability” given that a few years earlier he had said:
“Human behavior is a main factor in how markets act. Indeed,
sometimes markets act quickly, violently with little warning...
Ultimately, history tells us that there will be a correction of some
significant dimension. I have no doubt that, human nature being
what it is, that it is going to happen again and again.”
Or, as another4 had previously put it, “Alan Greenspan discovers
that human beings are…irrational!”
None of this is a criticism of Alan Greenspan or a diminution of
his decades of great work. It simply highlights that, given that
economics is fundamentally a behavioral science, the best economists

2

Testimony of Dr. Alan Greenspan, Committee of Government Oversight and
Reform, 23 October 2008.
3
Watching the Watchers, Russ, Lee, 29 October 2008,
www.watchingthewatchers.org.
4
Newsweek Online, Gross, Daniel, 17 September 2007.
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may have overlooked some fundamental behavior principles in the
effort to explain how humans behave economically.
Like economists, equity compensation professionals – who are
typically

educated in

the

fields of

accounting,

finance,

law,

economics, or taxation – must turn their attention to human
behavior if they wish to resolve the ongoing challenges of equity
compensation and the criticisms that are increasingly pointed at
equity compensation practices. Understanding human behavior that
appears

irrational

designing

equity

from

a

classical economic

compensation

programs

that

standpoint,

and

recognize

that

irrationality is a natural part of human decision-making processes,
will be the primary challenge in the new economic environment.

What’s Wrong with Equity?
The use of equity compensation is rooted in the notions that it
aligns employees with shareholders and is financially efficient. While
there is debate about which of those is dominant in creating and
perpetuating practices, both are typically cited. But the framework
for evaluating efficiency and effectiveness has never been formalized
and therefore such assessments tend to vary depending on the
specific perspectives of the evaluator. Numerous constituencies view
equity compensation as a potential problem, particularly when
delivered to executives, and this perceived problem has motivated a
range of equity plan “repairs” in recent years.
As institutional shareholders have voiced increasing concern
with both executive pay and the dilution resulting from equity
compensation, a series of “standards” have evolved in response to a
series of perceived problems:
•

Shareholders and proxy advisory firms have defined a range
of equity usage limitations using factors such as overhang,
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annual run rates, and value transfer to assist in assessing
equity usage appropriateness. If these limits are exceeded, a
“no” vote on requests for increased shares for employee
equity plans and other initiatives could result.
•

Methods of promoting a longer-term view have been actively
pursued due to concerns over a continued short-term focus,
particularly

among

executives,

despite

the

“long-term

incentive” label. These include stock ownership guidelines
and retention ratios, and the more extreme version of those:
“hold until retirement.”
•

The perception that incentives are created by stock options
to take “unnecessary and unreasonable” business risks have
resulted in legislation in the US targeted at troubled
financial institutions5, which has in turn spread to other
industries6, regulatory bodies7, and nations8.

There is a growing understanding that companies focused on
earnings performance, believing that accrual accounting results drive
stock price, may manipulate equity plan design and the related
reporting to optimize reported profitability. This understanding has
led to the implementation of criteria for the use of performance
measures in conjunction with equity plans.
These responses have accumulated over the past five to ten
years,

most

before

the

current

economic downturn

that

has

exacerbated the issues. The various policies and standards often have
5
6
7

8

6

Troubled Asset Relief Program (TARP), http://www.treas.gov/initiatives/eesa/
US Auto industry bailout, http://www.treas.gov/initiatives/eesa/
SEC directive for CD&A to address risk assessment issue,
http://www.treas.gov/initiatives/eesa/docs/Exec%20Comp%20CPP%20
Interim%20Final%20Rule.pdf
Moneynews.com, “France Plans Law to Limit Executive Bonuses”, 23 March
2009, http://moneynews.newsmax.com/financenews/executive_bonuses/
2009/03/23/194954.html (accessed March 25, 2009).
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been

reactions to

perceived problems rather than

developed approaches to

enhancing

equity

rationally-

compensation.

The

fundamental framework for assessing and defining the effectiveness
of equity compensation has been driven by regulations, tax,
accounting, and pay competitiveness, but doesn’t provide a basis for
ensuring that companies and employees receive value for the equity
compensation delivered. The avalanche of regulations and standards
and the reaction to those has created a three-faceted outcome:
•

Shareholders are dissatisfied. Institutional shareholders
and proxy advisory firms increasingly “vote no” on new
equity plans and amendments requesting additional shares.
This is resulting, to a great extent, from the continued focus
on the perceived cost of equity compensation as measured by
dilution metrics without considering counterbalancing data
that demonstrate the positive impact of employee ownership
on shareholder value.

•

Companies are dissatisfied. Escalating plan complexity and
regulatory requirements have significantly increased the
cost

of

delivering

equity

compensation

–

design,

administration, compliance, disclosure, governance processes,
and

communication.

The

questionable

return

on

the

expenditures, exacerbated by the state of equity markets as
this article goes to press, threatens the viability of equity
compensation, as the cost-benefit relationship has been
turned upside-down.
•

Employees are dissatisfied. Even when equity markets
produce favorable gains from employee share schemes,
employees consistently make decisions that suboptimize
compensation opportunity generating less pay, or none at
all, from the program. Employers are increasingly concerned

GLOBAL EQUITY ORGANIZATION

7

with the gap between how participants value their equity
and its potential value relative to other forms of pay.
This is a stunning outcome from decades of work in designing,
administering, regulating, and redesigning equity compensation
programs.
Companies can do little in the short-term about shareholder
perceptions – without adopting radical measures that may be
contrary to good business strategy – but have the ability to do a
great deal through plan design, communication, and administration
about the ultimate cost of and benefit from equity compensation
programs. This opportunity comes from a better understanding of the
principles of behavioral economics which can help us understand how
to better structure and position equity to achieve desired objectives
by better understanding employees’ biases and perceptions of equity
pay and awards.

Just like decades of “conventional wisdom” from

classical economics dictated economic policy that led to a significant
failure, decades of equity compensation design driven by regulatory
changes, survey data, and design features with no empiricallydemonstrated validity should now be challenged.
As Alan Greenspan learned, we must not only recognize human
behavior but also design our policies and programs around it.
Whether one is considering a national tax policy, global trade
policies, or a company’s share schemes, the same principles apply.
Behavioral economics offers a platform for integrating the economic
nature of equity compensation with the science of human decisionmaking in an environment of uncertainty and risk.

Principles of Classical Economics
Economics studies the allocation of scarce resources to achieve
desired goals based on the assumption that people make rational,

8
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consistent, and self-interested decisions and that all parties –
including employees and employers – adhere to these principles:
•

Rationality. People determine what they want and strive to
get as much of that as possible at the lowest possible cost.
Rationality

is

often

narrowly

defined,

emphasizing

traditional economic interests and de-emphasizing the full
spectrum of factors that an individual incorporates into a
decision. According to this principle, employers would offer
the optimum amount of equity compensation required for
maximizing organizational profits and shareholder returns,
and employees would systematically analyze the costs and
benefits of various alternative actions available to them –
such as exercising an option, holding or selling shares, and
seeking preferential tax treatment.
•

Maximization. The individual will always make decisions
that result in getting more rather than less to satisfy their
wants. For equity compensation, this theory says that people
will always take action that result in the maximum value or
payout from their equity awards without regard to offsetting
risks or value from other alternatives.

•

Information. Individuals have access to and understand all
the

information

necessary

to

make

well

thought-out

decisions. For equity compensation, this means they have
complete and clear information about all aspects of their
equity awards and the alternatives available for acting with
respect

to

those

awards

including

purchase,

vesting,

exercise, taxation, and/or sale.
The fundamental premises of economics raise several questions
about current practices in equity compensation design. Do employers
understand the optimum amount of equity compensation to offer, in
the ideal forms and with the most effective terms and provisions? Do
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employees act in a manner that leads to their maximum contribution
to the share price of the company? Do employees attempt to
maximize the compensation from their equity awards? Do they have
and understand the information they need to do those things? These
principles have been called into question due to both the current
financial and economic crises and the emerging research findings in
the field of behavioral economics.

Principles of Behavioral Economics
Any

equity

compensation

professional

who

has

taken

a

university-level course in economics may recall those classical
economic concepts and while they may not have referenced those in
their daily work they nevertheless are subconsciously influenced by
them. Less likely is that the professional was schooled in the
concepts

of

nominal

loss

aversion,

bounded

rationality,

and

anchoring. Yet these latter concepts arguably are those that will be
the underpinning of effective equity compensation design – and
economic policy – for the next decade while the former will be left in
dusty textbooks on the shelf.
There are a few key principles that underlie this alternative
view of economic behavior and that don’t directly reference the
central concepts of classical economic theory.
First are those concepts that attempt to explain how people
think about money:
•

Mental accounting. This is mentioned first due to the
obvious parallel between equity compensation and the bestknown application of the behavioral principle: gambling
behavior in casinos. There is extensive data on the behavior
of people gambling with their money (the money brought
into the casino) versus the “house money” (money won

10
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through gambling). Mental accounting is the tendency to
value some dollars differently from others depending on the
source of those dollars and how they will be spent. Under
this principle, money is categorized and decisions about
money in those categories are subject to differing criteria. 9
•

Hyperbolic discounting. People have a tendency to put
substantially more weight on more immediate payoffs than
on future payoffs. This effect is stronger the more imminent
the payoff. For example, given the choice between a smaller
payout today and a larger payout a year from now, people
may choose the larger payout, but given the choice between
a substantially larger payout in five years they may choose
the smaller payout despite that amount being far less on a
present value basis.

•

Sunk cost fallacy. People often make decisions about future
financial outcomes based on irrecoverable previous costs
though these “sunk costs” have no impact on the future
outcome. For example, a company continuing an ineffective
program that has already required significant expenditures
rather than reallocating funds to a better future use is
acting on the sunk cost fallacy.

•

The endowment effect. People tend to value what they own
more than what they do not and demand a higher price to
sell something than they would pay to buy it. This may
explain a curious outcome of a stock option exchange
program:

some

employees

continue

to

hold

worthless

underwater options rather than exchanging them for a
smaller number of new at-the-money options.

9

Thaler, Richard. 1999. “Mental Accounting Matters”. Journal of Behavioral
Decision Making, 12.
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The interaction of these concepts may have a significant impact
on equity compensation design. For example, restricted stock units
came into vogue for a variety of technical reasons including
accounting, dilution, and market volatility. Yet there is another
possibility for full-value awards that has gone unexploited. With
stock options, the employee must act to buy, and then sell the stock
(a two-part decision with additional complexities). With RSUs, the
employee already “owns” the stock at the vesting date and then
must act to sell it. Implicitly, the RSU may be “worth” more than
the stock underlying the option. (The ability to do a cashless exercise
has mitigated some of this as employees don’t typically view the
exercise of an option as requiring purchase because the purchase-sale
transaction is transparent.) The endowment effect should lead people
to be more inclined to retain shares from RSU awards than they are
to exercise stock options and retain the shares, adding another layer
to the debate of whether RSUs and options are really “ownership.”
Next are those concepts that attempt to explain how people feel
about money:
•

Loss aversion. The impact of a loss is felt more heavily than
an equal gain. 10 This manifests itself in the “disposition
effect” 11 of investors who tend to sell a profitable investment
too soon and hold a losing investment too long. This
interacts with mental accounting as people put real gains
and unrealized losses in different mental “buckets” to
manage the emotional impact.

•

Bounded

rationality.

Contrary

to

classical

economics’

assumption of a rational “economic man” that will make the
10

11

Kahneman, Daniel and Amos Tversky. 1979. “Prospect Theory: An Analysis of
Decision under Risk”, Econometrica, 47, March.
Shefrin, H. and M. Statman. 1985. “The Disposition to Sell Winners to Early
and Ride Losers Too Long: Theory and Evidence,” The Journal of Finance, Vol.
40 No. 3.
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optimal choice regardless of complexity or associated costs,
people are limited in their ability to understand and process
information.

This likely explains why employees make

“irrational” decisions about whether to participate in a
certain program: there is just too much information to
process, inhibiting rational choice.
•

Bounded self-interest. People will not always make the
choice that maximizes their self-interest. Questions of
fairness and other factors can play a critical role in a
participant’s perceptions of the value and motivational effect
of the award. In addition, in situations where the outcomes
of decisions are not immediate or obvious, it may be difficult
for people to determine their own best interest.

•

Bounded self-control. Even when people have made a
conscious decision that they believe to be in their long-term
best interest, they may not have the self-control to take
action on that decision. For example, a person might believe
it is in their long-term best interest to save more, but might
not be able to take the necessary steps on a daily basis.

Finally, there are concepts that explain how people make
decisions about money:
•

Framing. The way a situation is presented may be the
determining factor in the outcome. People often draw
conclusions based on how information is presented, making a
different choice when faced with a decision requiring a
“selection” (emphasizing the positive qualities) rather than
one requiring a “rejection” (emphasizing the negative).
Every equity compensation program asks employees to make
choices and the framing of those choices may be driving
employee decision behavior.
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•

Anchoring.

In

decision-making

situations

people

are

inclined to use a reference point as a basis for their decision.
This has been shown to hold even when the reference point
is known to be arbitrary. Once a person develops a reference
point – a bias – based on certain information, they tend to
view additional information in the context of that bias. A
growing

body

of

research

supports

the

adage

“first

impressions are lasting” and the power of a “brand” in
marketing strategy.
•

Inertia and the Status Quo Bias. People are unlikely to
take proactive action unless they have a compelling reason
to do so. Unless there is a reason to make a change, people
often prefer to leave things the way they are. This “status
quo bias” forms a key principle for behaviorally-based
program design: When people are inclined to take no action,
ensuring that inaction results in the desired outcome can be
effective.

•

Decision paralysis. Because people tend to avoid making a
proactive choice, particularly in situations of uncertainty
where the outcome is not clear, this tendency may be
stronger when there are more choices. A recent study
indicates that a significant percentage of in-the-money
options expire without being exercised. 12 While there are
other factors at work in these situations, the tendency to
“do nothing” when faced with a complex decision is a critical
issue for program designers.

•

Regret aversion. Related to decision paralysis is the concern
that making a decision could be the wrong one. Because of
loss aversion, fear of a bad decision can lead to no decision.

12

“Bridging the Knowledge Gap”, Fidelity Stock Plan Services Stock Plan
Participant Survey, 2008.
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The academic tone of these concepts should not discourage their
consideration and neither should the fact that one may find them to
be “common sense” notions. If they are so common and such great
sense, we would expect to see them incorporated into our collective
thinking about equity plan design, and we have not seen that.
Despite the decades of work in the field, the relatively recent
acceptance of behavioral economics in academic circles has not yet
spread to practical application with a few exceptions discussed below.
Ironically, the slow adoption of these concepts is partially explained
by the concepts themselves!

Applications of Behavioral Economics
Behavioral economics applies principles of cognitive psychology to
explain why principles of classic economics often fail to predict
human behavior. There have been applications related to retirement
and savings programs from which we may be able to learn lessons
about equity compensation programs.
Pension Protection Act (US)
In the US, the Pension Protection Act (PPA) of 2006 was enacted
into law primarily to require employers to better monitor and fund
their defined benefit pension plan liability. A less prominent
provision of the Act – allowing employers to automatically enroll
employees in defined contribution plans – applies several of the key
principles of behavioral economics. Retirement savings plans in the
US, known as 401(k) plans, often have lower than expected
participation rates, even when there is a substantial matching
contribution by the employer. This may be attributed to:
•

Framing. An employee must choose to receive less pay (now)
by electing to have the employer withhold pay from the
current paycheck for contribution to the program. Given a
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short-term perspective, and cash flow needs, for many this is
deemed a negative.
•

Hyperbolic discounting. Although most adults readily
admit the need to save for retirement, the satisfaction of an
adequate retirement income is discounted heavily given the
wait of up to 40 years, relative to the satisfaction from
current income.

•

Inertia. 401(k) plans require, prior to the PPA, an employee
to make an active choice by filling out a form or going to a
website to permit the employer to withhold contributions.

The PPA addresses these, particularly inertia, by allowing an
employer to automatically enroll employees to contribute 3% of their
pay to the plan and allow employees to “opt-out” or take action to
disenroll themselves. It turns inertia in favor of saving.
Does this seemingly simplistic tactic work? Data on participation
and contribution rates since the enactment of PPA say it does.
Previous research studies had shown that enrollment rates increase
significantly when an opt-out policy is in place and that over time
subsequent rates of opting out are very low. 13
Personal Savings Account (United Kingdom)
According to the Department for Work and Pensions (DWP),
“From 2012 it is planned that all eligible workers, who are not
already in a good quality workplace scheme, will be automatically
enrolled into either their employers’ pension scheme or a new
savings vehicle, which is currently known as a personal account
scheme.” In a nod to behavioral economics, the DWP’s report states
13

Brigitte Madrian and Dennis Shea, “The Power of Suggestion: Inertia in 401(k)
Participation and Savings Behavior,” Quarterly Journal of Economics 116, No.
4, November 2001.
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the opt-out approach will “overcome the inertia and short-termism
that characterize attitudes to saving.” 14
KiwiSaver (New Zealand)
In 2007 the KiwiSaver savings scheme was introduced in New
Zealand. All New Zealanders aged 18 to 65 are automatically enrolled
in KiwiSaver when they commence employment but can choose to
opt out during the 14th through 56th day following. Participation
rates have soared since the introduction of the program, with over
40% of the eligible population staying in the program and significant
participation in younger age groups where savings behavior was low.
Premium Pension System (PPM) (Sweden)
Sweden’s experiment in 2000 with privatization of pensions led
to some outcomes that have been questioned by some behavioral
economists15 and led to changes six years later. An active education
campaign by the government was designed to help citizens in their
decisions to invest a portion of their premium pension among 456
investment fund choices, as well as a default fund alternative. The
communication strategy apparently “worked” maybe too well as twothirds opted out of the default fund and its riskier investments with
higher fees, while the default fund’s 33% “market share” turned out
to be a better investment alternative. The default was designed to
take advantage of peoples’ tendencies toward inertia, indecision, and
risk aversion.
These ideas are in reaction to plan design that had proven to be
ineffective in getting individuals to save for their retirement. How
can we apply similar concepts to equity plan design that have proven
14
15

http://www.dwp.gov.uk/pensionsreform
Thaler, Richard. “Can behavioral economics save us from ourselves?” University
of Chicago Magazine, Vol. 97 Issue 3, February 2005.
http://magazine.uchicago.edu/0502/features/economics.shtml.
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to be ineffective in getting companies to deliver and individuals to
realize cost-effective compensation?

Behavioral Challenges in Equity Compensation
There are at least two central challenges in achieving the
objectives of equity compensation:
•

Ensuring that employees understand the purpose of equity
compensation and their role in that purpose;

•

Ensuring that employees realize the full value of equity
compensation

awarded

so

that

employers

realize

the

maximum return on expenditures.
To the extent the first of these has not been achieved, the
second almost certainly will not.

The Purpose of Equity Compensation
Many companies use equity in the belief that employees having
a financial stake in the enterprise causes “employees to think like
owners.”

16

This requires that companies do more than just issue

award agreements and stock certificates to employees. Employers
must provide knowledge, information, ability to act (power/control),
and a significant financial opportunity to realize the promise of
employee ownership. 17
Of course, there are many other reasons why companies choose
to include equity compensation in the total compensation mix:

16

17

National Center for Employee Ownership, “Employee Ownership and Corporate
Performance” , 2009. http://www.nceo.org/library/corpperf.html (accessed
March 25, 2009).
Lawler, E. E. III, 1986, High Involvement Management, San Francisco, JosseyBass.
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conservation of cash, competitive norms, employee preferences,
organization philosophy, and others. We cannot assume that a belief
in employee ownership underlies an organization’s use of equity
compensation. If that is the case, however, and if the company has
provided those conditions for employees, the company has laid the
groundwork for the effectiveness of equity compensation. But there
is a second set of dynamics that, while somewhat controllable by the
employer, are rooted in the human psychology of the employee
because “the forced commitment under broad-based stock plans…can
be terminated by the employee at the end of the vesting period.” 18
The principles of behavioral economics provide a framework for
understanding these competing dynamics and developing effective
equity programs that help achieve the employee ownership objective.

The Value of Equity Compensation
There are numerous and competing schools of thought about the
“value”

of equity compensation.

Accounting rules dictate

the

reporting of a certain expense for share-based payments issued to
employees. 19 The current state of equity markets has highlighted the
weakness of this methodology. For example, using an option pricing
model, one may calculate the value of a deeply underwater stock
option (e.g., one with a strike price of $50 when the company’s stock
is trading at $5) yet the optionee likely believes that this option has
no value and likely believes that it never will. However, an option
granted at that $5 strike price may have upside potential of many
times the value returned by the option pricing model.

18

Liu, Nien-Chi, Ann Lin and Chung-Hung Lin. “Why do employees hold their
vested stocks while they can sell them?” The International Journal of Human
Resources Management, January 2009.

19

FAS123R, http://www.fasb.org/pdf/fas123r.pdf, and IFRS2,
http://www.iasb.org/NR/rdonlyres/796E163F-33AC-4253-81E0F2F8908C8904/0/IFRS2.pdf
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Tax regulations in most countries impose a completely different
methodology, focusing on the actual amount of pay realized by the
employee. 20 This value is hard to dispute but may represent a
significant suboptimization of what the equity award could have
been worth under different employee actions.
Institutional

shareholders

and

proxy

advisors

employ

yet

another set of methodologies to calculate the cost to shareholders.
These formulae often calculate the highest potential value of the
instrument such as the value of a stock option not exercised until
the end of a 10-year term when in fact employees may have
demonstrated that they exercise far sooner than that.
These valuation methods are based on various financial theories
and regulatory motives that, in turn, are rooted in classical
economics. The new questioning of the validity of those economic
theories raises questions about the valuation of equity. Regardless of
the regulatory framework for determining what equity is really
worth, employees have their own methodology and framework for
this. Because the realized value of equity compensation is highly
dependent upon employee decisions, understanding the employee’s
framework is central to understanding how a company can maximize
the return on equity compensation – how it obtains the highest
employee commitment, productivity, and ownership behavior as a
result of issuing equity to employees and that the employee realizes
the highest possible income from the employer’s expenditures.
The principles of behavioral economics provide a framework for
helping employers design and adjust their programs to realize higher
returns on equity compensation expenditures by delivering greater

20

For example, in Switzerland taxation is determined at the date of grant or
vesting, depending on the Canton and based on the Black-Scholes value; in the
US taxation is determined at the date of exercise and is based on actual realized
gains by the optionee.
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gains to employees and in turn changing the work behavior of
employees, to the benefit of shareholders.

Equity Plan Design
There has been significant divergence in plan design features
over the past five years. Prior to this recent period of regulatory and
economic upheaval, a survey of equity plan design features would
reveal that a majority of companies in the US had the same program:
•

Stock options as the primary vehicle

•

Option term of 10 years

•

Vesting schedule of 4 years, either 25% annually or, in the
technology sector 25% after one year then monthly for 3
years

•

Cashless exercise program allowing the employee to elect to
exercise options with no outlay of personal cash

•

No post-exercise holding requirements.

These terms were typically modified only when the country into
which the US had imported its US-designed plan required different
provisions.
A similar survey now would show that companies have shifted
their programs to use a broader range of design features and
provisions:
•

Stock options still the most prevalent vehicle, but with fullvalue grants approaching comparable prevalence

•

Option term ranging from 5 to 10 years, the shorter terms
for the purposes of reducing the calculated cost of the plan
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•

Vesting schedule of 3 to 4 years, with literally dozens of
vesting schedules in use

•

Continued use of cashless exercise programs with no postexercise holding requirements.

In our experience, none of the behavioral implications of these
changes were pursued in any disciplined way and in combination may
have

further exacerbated concerns with

equity

compensation.

Accounting rules, tax law, shareholder requirements, and legal
considerations drove the design changes. The outcome: employees
have an even shorter-term view of these long-term incentives,
reducing the realized value.
Is there a way to change this? We believe there is but it will
require a concerted effort to balance financial and regulatory
considerations with a disciplined and thoughtful evaluation of our
equity programs within the context of behavioral economics. It is
only in this way that the aggregated benefit of equity compensation
to both employees and employer can be attained.

Behavioral Economics and Equity Compensation
Employers have

struggled with

several ongoing issues in

attempting to effectively compensate employees with equity:
•

Suboptimal stock option exercise behavior. Stock plan
professionals have long observed anecdotally the tendency
for some employees to make stock option exercise choices
that are not financially advantageous. FAS123R and IFRS2
forced accountants to quantify and report employee behavior
(time to exercise, forfeiture rates) and has driven valuation
experts to study how some groups of employees differ from
others in this.

22
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•

Low participation in stock purchase programs. Plan
sponsors are often frustrated that the extensive work of
designing, implementing, and communicating an employee
stock purchase plan does not result in broader participation.
This

increases

the

per-participant

cost,

delivers

less

aggregate compensation to employees than was intended,
and undermines the philosophical basis of the program. Both
the purpose and the value of the program are diminished.
•

Lower than expected participation in option exchange
programs.

Given

the

high

cost

of

option

exchange

programs, employers often are disappointed by lower-thanexpected participation rates. Guided heavily by financial
models and various accounting, tax, and legal constraints,
employers may not be considering the behavioral economic
factors.
•

Inattention to existing vested equity awards. Equity
awards may be cashed out immediately upon vesting leaving
the years of upside potential and implied retention value on
the table. At the other extreme, option awards have been
left to expire in-the-money with no value delivered. These
actions – suboptimal and irrational – dilute the company’s
efforts to deliver value to employees and ultimately dilute
alignment with shareholders.

•

Employee choice. Recognizing that an employee population
with diverse socio-demographic profile may have differing
risk profiles and financial

needs,

a small

number of

companies began allowing employees some limited choices
among stock options, restricted stock units, and/or cash.
Given the long history of suboptimal employee choices, some
of these programs had unintended outcomes for both
employees and employers.
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Guidance from the principles of behavioral economics offers
design and implementation ideas explicitly focused on addressing
these concerns – by moving from the existing state driven by
financial and regulatory factors to one where employee decisions and
actions are more consistent with plan intent and participant best
interests.

Nudging Behavior Toward Ownership and Value
A recent idea in the field of behavioral economics is that people
can, and should, be “nudged” in the decision process. 21 Given the
premise that the structure of a decision situation (the “choice
architecture”) influences the outcome, nudging is encouraging one
action over another without taking away the individual’s right to
choose.
A simple example of nudging is the use of default options in the
US PPA, Swedish PPM, and similar programs. Similarly, employers
have long used a default option for the open enrollment process for
healthcare coverage and other employee benefit programs. A default
coverage level can be overridden by employee choice while inaction
still results in coverage.
Nudging strategies may have the most potential for optimizing
or at least improving decision process results when: the costs and
benefits are separated in time, there is a high degree of difficulty,
the decision is made infrequently, the decision provides limited
feedback, or the final outcome of a decision is not clear. 22 The nature
of equity compensation programs includes all of these characteristics.
21

22

Thaler, Richard H., and Cass R. Sunstein. Nudge: Improving Decisions about
Health, Wealth, and Happiness. New Haven & London: Yale University Press,
2008.
Thaler, Richard H., and Cass R. Sunstein, Nudge: Improving Decisions about
Health, Wealth, and Happiness, New Haven & London: Yale University Press,
2008.

24

GLOBAL EQUITY ORGANIZATION

Consider an employee stock purchase plan: the “cost” is the near
term reduction in take-home pay while the benefit is speculative;
equity instruments inherently have a high degree of complexity and
the degree of choice (percent of salary to contribute) is difficult;
feedback from the decision will not be received for several months or
more; and the ultimate outcome of the decision depends on future
decisions (sell or hold).
Behavioral economics principles have the potential to improve
equity plan design solutions through the design, operation, and
communication of plans.

We will provide a few examples that

comprise far from an exhaustive list of the possibilities.
Maximizing Gains From Employee Options
To ensure that employees receive the maximum compensation
from stock options without subjecting them to unnecessary risks,
what solutions and program features are indicated? Can both plan
design and plan operation provide the behavioral support for
company talent management strategy and equity effectiveness? We
propose ideas that may individually or collectively address this.
•

Extend vesting periods.

Equity

plan

objectives have

changed substantially since the shorter vesting schedules
were

introduced

in

cash-strapped

technology

firms

to

position vested options as a source of short-term cash flow
for employees with low salaries. Instilling a longer-term view
requires longer-term vesting. In the US, a 5-year cliff
vesting

schedule

is

embedded

in

the

pension

plan

regulations and accepted. Why would we require less with
equity? If the program is intended to provide for some earlier
liquidity, design partial vesting after a few years that leaves
more unvested than vested at that point: 40% after 3 years,
60% at the end of 5 years. While extending vesting periods
may result in over-discounting, balancing value attributed
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with

promotion

of

a

longer-term

view

is

critical

to

demonstrating the financial advantages to the employee of
that longer-term perspective.
•

Time equity grants and vesting dates to salary increase
and bonus actions. Is it possible to direct employees to
better equity compensation decisions merely by adjusting
the timing of certain events? HR and stock administration
departments often argue to spread pay events over the
course of the year to smooth out the administrative
workload but this should not drive pay program design. Also,
vesting dates need not be driven solely by grant date and
can be timed to coincide with other events. The principal of
nominal loss aversion explains why synchronizing pay raises
and increases in savings rates increases participation. 23
Research

indicates that

thinking

when

elections

people

do

resulting

exhibit
in

longer-term

short-term

cash

reductions are coupled with events that increase short-term
cash flow. 24
•

Balance the equity portfolio with a mix of options and
shares with differentiated vesting schedules. Understanding

employees’

behavior

with

respect

to

option

exercises and share sales can allow a grant pattern that
encourages a longer-term view.
•

Structure the default option exercise to be sell-to-cover.
Emulating the PPA’s auto-enrollment feature, have an
“auto-elect” of sell-to-cover requiring no action by the
employee and requiring additional action for them to optout-to-cash-out.

23

24

Benartzi et al., “Choice Architecture and Retirement Savings Plans”, University
of California, Los Angeles, 2008.
Benartzi et al., “Chioce Architecture and Retirement Savings Plans”, University
of California, Los Angeles, 2008.
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•

Offer advance elections of liquidation choices upon
option exercise. “Present-biased preferences” – the outcome
of

hyperbolic

discounting

–

may

underlie

the

high

percentage of option exercises that result in equity positions
completely cashed out. Some limited research indicates that
asking people to make choices farther in advance results in
“better” choices. 25
•

Provide an incentive to hold after-tax shares. Offsetting
the risk aversion and associated loss aversion might require
an employer match of shares with additional vesting.

This

approach is already used by some companies in encouraging
stock retention by executives but may require some finetuning to apply it to a broader employee population.
•

Change the basis for communicating the value of equity
compensation. The fair value methodology of FAS123R and
IFRS2 is not how employees assign value and, in fact, may
not be the best context for employees to view such awards.
More consistent with the company’s focus and possibly more
transparent is to reposition equity awards primarily from a
projected value perspective, de-emphasizing current value
and

emphasizing

future

value

assuming

a

range

of

appreciation scenarios.
•

Going further, provide detailed communications on the
value of long-term holding. Companies are often hesitant
to show illustrations of value based on stock price projections
but there are risk-free methods for providing online tools
and examples to replace perceptions of intangible risk with
tangible realizable potential. We know from experience that
in technology companies “every engineer has a spreadsheet”

25

Frederick, Shane, George Loewenstein, and Ted O’Donoghue, Time Discounting
and Time Preference: A Critical Review,” Journal of Economic Literature 40.
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modeling their equity compensation, even in companies that
provide through their outsourcer web-based modeling tools.
Companies have an opportunity to influence the design and
interpretation of those models.
•

Ensure that the equity program web page design is
overseen by equity plan designers and not web designers.
Research

shows

“buttons”

on

information

that

the

the

mere

web page

influence

placement

and the

employees’

of

certain

presentation
choices

of

among

alternatives. Web page and form design should be betatested with plan participants with the same A/B testing web
designers use to encourage targeted click behavior.
Maximizing Stock Purchase Plan Participation
Though some companies have pared down the valuable features
of employee stock purchase plans in the US and their non-US
counterparts, many still have the lucrative 15% discount and
lookback features because of the favorable cost/benefit outcome. Plan
sponsors

and

administrators

are

often

frustrated

that

more

employees do not take advantage of the “obvious” pay opportunity.
Given that the primary reasons for low participation are lack of
understanding, inability to contribute additional pay if some is
already contributed to a retirement plan (e.g., a 401(k) in the US),
and the perceived risk of investing in company stock, a multipletactic approach based on behavioral economic principles is indicated:
•

Plan the election period to coincide with pay events that
result in a pay increase. Companies can adjust the timing
of their salary increase and bonus payments to coincide with
stock purchase

election

periods.

What

better time

to

encourage investing in company stock than when employee’s
pay just increased? Is that new money, announced but not

28
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received, like the “house money” of the gambler? Is the
choice architecture the driving force?
•

Emphasize

the

low-risk

alternative

of

cash-out

at

purchase. While contrary to the employee ownership ethic,
the fact is that in the US ESPPs can provide a very expenseefficient form of compensation to employees. This is an
example of where financial efficiency may override the
ownership focus but then combined with other nudges,
employees may be influenced to stay in the plan and realize
even greater gains.
•

Offset the cash-out incentive with an incentive to hold
shares. To
structure

an

improve

the

ROI

of equity compensation,

award of equity to

stock purchase

plan

participants based on their holding shares. The perceived
value may exceed the accounting expense and create an
upward spiral of pay, ownership, and financial efficiency.
•

Invest in communication. A few dollars per employee spent
on communication that enhances participation rates can
result in an immense return on those expenditures. When
an employee then realizes a relatively small personal
investment can generate such returns, the aggregated
employer/employee cost/benefit relationship is optimized.

•

Include peer influence in communication strategy. One
study found that “peer effects” – consulting with a co-worker
regarding their decisions – drives the results. 26 Knowing
that employees do consult with one another during the
decision period, as consumers do with product purchase

26

Duflo, Esther and Emmanuel Saez, 2002. “The Role of Information and Social
Interactions in Retirement Plan Decisions: Evidence from a Randomized
Experiment,” NBER working papers 8885, National Bureau of Economic
Research, Inc.
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decisions, provides an opportunity to channel communications accordingly.
Communications
While many of the behavioral economics principles seem to work
against the success of equity compensation programs, there are
others that work to the advantage of plan sponsors if they are
incorporated in the design. For example:
•

The endowment effect. “Go with what you know” behavior.
Investors (employee equity plan participants are investors)
tend to buy and hold shares in companies that they “know”
just as investors tend to own more stock of companies in
their country than of companies in foreign countries. 27 How
do we use this in employee equity compensation? Despite
the warnings of investment analysts and others that
employees should not over-invest in their employer’s stock,
and a few high-visibility disasters like Enron, this behavioral
tendency can be used to the company’s advantage.

•

The herd mentality. People in uncertain situations tend to
overweight

the

actions

of

others

in

their

decisions.

Marketing professionals have used this for decades, knowing
that “opinion leaders” can influence the choices of their
colleagues. A less elegant term for this is “herd mentality” in
investing circles and a result of the “information cascade”
among some economists. 28 Given the tendency for employees
to ask their peers “what did you do?” there is an opportunity
to ensure that the opinion leaders in the company, while
27
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Huberman, Gur, “Familiarity Breeds Investment,” Review of Financial Studies,
Vol. 14, 2001.
Bikhchandani, Sushil, David Hirshleifer, and Ivo Welch. 1992. “A Theory of
Fads, Fashion, Custom, and Cultural Change as Informational Cascades,”
Journal of Political Economy, 100 (5).
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refraining from giving investment advice, should be the
focus of informational and educational efforts.
•

Risk balancing. A recent research study in Taiwan 29
confirms that individual risk orientation is a significant
factor in employee holding versus liquidation of equity
instruments and actions are highly contingent on the degree
of “psychological linkage”

between

employees and the

company. This points again to communication strategy as
the key to bridging perception and behavior to the mutual
benefit of the employee and employer.

Taking It Global
Much of the research to date in the area of behavioral economics
has occurred in context of US-based cultural norms. Like many other
concepts, the ideas will be subjected to a number of cultural and
behavioral differences. Cross-cultural behavioral economics is more
nascent than the work in the US but there are several bodies of
information that indicate two important and seemingly contradictory
facts:
•

Across national boundaries, human beings have similar
tendencies with respect to the fundamentals of behavioral
economics

•

There are significant and important differences among
cultures in how people behave economically.

29

Liu, Nien-Chi, Ann Lin and Chung-Hung Lin, “Why do employees hold their
vested stocks while they can sell them?” The International Journal of Human
Resources Management, January 2009.
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For example, recently published research 30 indicates that many
US-derived principles of behavioral economics are valid in the
People’s Republic of China yet

there

are

important

cultural

differences. One factor identified in this research is the role of
inflation in individuals’ perception of the value of assets. Other
cultural factors were identified that may lead to even greater
considerations. The authors of that research did not address some
issues that we believe may be governing factors in the ultimate
effectiveness of equity compensation, tax and securities issues aside.
Does the fact that Chinese citizens have had a shorter history of the
ability to choose affect their choices and does choice architecture
need to consider that? Are Chinese employees more risk averse, or
less risk averse, due to continued government control of the
economy?
US companies have often assumed, wrongly, that any program
that is successful in the US will be equally successful in the UK. The
historic connection and superficial similarities of the two populations
likely fuels this perspective. Yet the economic histories of the two
nations result in quite different orientations. Like the US, the UK
has adopted government-sponsored programs to encourage equity
compensation. Whether these regulatory efforts address behavioral
economic principles has not been tested. What should be clear,
however, is that differences in taxation, economic structures and the
way that history has manifested itself in the nation’s financial
decisions (rejection of the Euro, for example) must be considered
when implementing equity compensation programs.
Notably, the Indian economy has avoided much of the global
financial crisis due to a substantially different banking regulatory
structure than the US. The differences go beyond regulation,
30

Liu, Nien-Chi, Ann Lin and Chung-Hung Lin, “Why do employees hold their
vested stocks while they can sell them?” The International Journal of Human
Resources Management, January 2009.
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however, as reflected in the comments by Deepak Parekh, the chief
executive of HDFC, India’s first specialized mortgage bank. “Savings
are important. Joint families exist. When one son moves out, the
family helps them. So you don’t borrow so much from the bank.” 31
Are there deep-rooted differences among cultures regarding money
that should be considered in the design of equity compensation
plans?
The continuing expansion of behavioral economics research
outside the US should provide even more questions, and hopefully
more answers, in the coming years.

The Future of Behavioral EquityTM
As global equity compensation professionals, what do we do with
all of this? This chapter is an initial attempt to integrate many years
of experience

designing,

overseeing,

and administering equity

compensation program with the growing body of knowledge on
behavioral economics. We believe there are several lessons that can
help take equity compensation to a new level of effectiveness:
•

New Evaluation. A remuneration program intended to
change behavior must never lose sight of behavioral factors.
If the intent is to “attract, retain, and motivate” – the tired
mantra of pay professionals – then there needs to be
concrete evidence that the program is fostering each of these
objectives, or the Company needs to carefully reassess the
reasons for its equity practices. Companies are woefully
behind in doing so relative to the extensive time and money
spent on financial reporting, valuation, and other regulatory
activities.

31

“How India Avoided a Crisis,” New York Times, 19 December 2008.
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•

New Design. The amount of effort expended on resolving
global

regulatory

issues

–

country-specific

disclosure,

accounting, tax, securities, and labor requirements – must
be matched with a dedication to behavioral economicsfocused design. Many US multinational corporations are
guilty of exporting US-centric programs, but employers
headquartered in all countries need to add behavioral
analysis to their plan design and operation due diligence
process.
•

New Communication. The vast differences in concepts of
ownership, work, and money among the world’s cultures
indicates that “think global act local” may need to evolve to
“think

global

communication

think
and

local”

for

equity

implementation.

compensation

Translation

of

documents will need to yield to translation of design.
There is no doubt that the current economic, financial, and
political crises will drive equity compensation decisions in the near
future. These events are triggering new thinking about equity
remuneration and just as behavioral economics is making its way
into the thinking of global leaders and financial institutions, equity
compensation professionals who adopt a similar perspective can
emerge

as

leaders

rather

than

compliance

experts

and

administrators. We have the opportunity to explore and develop
these ideas now and position them for a lead role when the
economies of the world rebound, before we forget what didn’t work
well, after all, during the last boom times.
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View from the Top:
Senior Leadership on
Equity Compensation
by Robert J. Finocchio, Jr. with John Bagdonas

I am an unabashed fan of broad-based equity compensation.

I

believe it is the single best method of aligning the interests of
employees with those of shareholders.

As a former CEO, lead

independent director at three public companies, and stock option
recipient, I have seen firsthand the incentivizing power of equity
compensation.

It is also the best available tool for conveying a

shared sense of responsibility for corporate objectives and strategy,
and for rewarding employees for performance and encouraging the
right leadership behaviors.

It should not be a surprise that many

other corporate leaders and board members share my opinion on
equity.
Unfortunately, the primacy of this belief in equity compensation
is no longer de rigueur in many of these same corporate offices and

GLOBAL EQUITY ORGANIZATION

37

boardrooms. As indicated in recent surveys, the importance of equity
awards in compensation decisions continues to wane, as companies
are only half as likely today to grant stock options as they were just
five years ago 1.
This

is

primarily

because

the

original

idea

of

equity

compensation has come under siege for a variety of reasons, some
intended and others not. The principal influencer has been a change
in accounting treatment, which has led to a number of direct
modifications to the use of equity plans by corporations.
accounting change

also

has resulted in

This

a number of other,

unintended consequences to current equity compensation practices.
Specifically, the resulting expense valuations have been used by
certain media outlets to skew public opinion and exaggerate
perceived abuses in executive compensation, by pandering to populist
concerns and calls for government activism to address these issues.
Another unintended consequence has been the substitution of other
types of incentives for traditional equity, which most likely have
stifled innovation, and have created an environment where the
“cure” has been worse than the perceived “disease”.

These factors

have led to a confluence of events that continue to compel the lion’s
share of public companies to alter their equity compensation
practices and, in my opinion, undermine the original premise and
benefit of granting equity.
Regardless, the original model of granting equity has worked
very well and has stood the test of time over the last four decades.
Look no further than the example of Silicon Valley for the
remarkable alignment of interests that takes place when companies
use equity compensation in appropriate, transparent, and legal ways.
Shareholders and employees alike share in the benefit of enterprising innovation and value creation, as expressed by increasing

1

PwC, 2007 Global Equity Incentives Survey
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share price.

Conversely, if corporate strategies do not produce the

intended results, then a properly designed equity plan ensures that
employees will not benefit, as reflected in lower total compensation
(for U.S. employees as reported on their W-2 forms).

This is the

power of equity compensation – it uniquely incentivizes employees to
accomplish the desired results, and inculcates organizations with the
correct entrepreneurial behaviors. There are countless examples of
firms across the corporate spectrum, from start-ups to Fortune 100
Companies, which can attribute a large part of their success and
business acumen to having the interests of their leaders aligned
with the corporate objective of developing and executing strategies
for long-term growth and value creation. Equity compensation has
been the most practical and scalable means of accomplishing this
alignment.
Before we begin to examine the causes and influences for the
current decline in the use of equity, let us take a brief look at the
long and storied history of equity compensation in corporate
America, since its origins nearly a half-century ago.

Equity’s Deep Roots
In its earliest days, equity compensation predominately took the
form of stock options, which companies used as an elegantly simple
way to encourage employees to act like owners and entrepreneurs.
This was done by aligning their compensation and overall focus on
building company share price.

Time vested options worked so well

because they leveraged the incentives to management in building
long-term value as represented by company share price.
I think there is no better metric than market capitalization (i.e.,
share price) to measure management’s success at building long-term
value.

Although some may feel that an inordinate focus on short-

term share price may lead to less than desirable decisions and
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behaviors, as long as there is sufficient corporate transparency,
disclosure, and appropriate vesting requirements, the markets will
generally ensure that any actions taken counter to building longterm value will not be rewarded in the short term.

This focus on

long-term value creation and share price appreciation also has the
beneficial effect of encouraging employee retention. An employee is
much more likely to consider the potential benefits of the future
vesting of equity awards, as opposed to short-term incentives
distributed in cash, when contemplating a change in employment.
Equity compensation was also the primary spark that helped fuel
the engine of explosive growth in the US technology sector during
the last quarter of the twentieth century.

Many of the household

technologies and product names we take for granted today had their
corporate seeds sown in the entrepreneurial risks their founders took
in establishing their companies. Much of this risk taking would not
have been possible without equity compensation, because equity was
the predominate currency for the technology sector to attract and
retain the talent needed to grow their businesses.

For many of

these cash-starved start-ups, granting equity proved to be their sole
means of survival.
Most interesting, while employees assumed significant risk in
taking much of their compensation in equity, it was common for
them to actively to seek these types of arrangements with their new
company.

Options became the de facto “coin of the realm” in the

technology sector, because in accepting equity, their interests
became completely and inexorably aligned with the interests of their
company and its shareholders – they would not benefit unless their
organization continued to grow and succeed.
The linkage between innovation and equity compensation is
undeniable. If you look at the companies where innovation has been
most prevalent over the past 25 years, they typically have been
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small, entrepreneurial start-ups that depended highly on equity for
attracting and retaining talent. Apple, Cisco, Google, and Intel are
just a few examples of these venture-funded start-ups.

It is not a

coincidence that small, equity dependent companies historically have
led corporate America in innovative breakthroughs.

Larger, well-

established corporations typically grant far less equity to employees
and present less incentive to take entrepreneurial risk. Incidentally,
besides creating an environment that nurtures innovation, equity
compensation and ownership improves productivity.

There is a

demonstrated correlation between corporate productivity and equity
ownership by employees. The results of over 60 studies indicate that
equity ownership is associated with better firm performance on
average. 2
Although this model has worked remarkably well, in the past few
years

the

idea

of

granting

“old-fashioned”

equity

has

been

compromised in a number of ways, and for a variety of reasons. The
net impact has been to alter compensation practices to the point
that they are at best, marginally aligned to desired behaviors and
corporate objectives, and at worst, disconnected or even countermotivating to good organizational performance.

I would predict

these changes to equity programs will have a stifling effect on
employee innovation, as 100% compensation certainty does not
reward risk taking.

The removal of equity incentives similarly

diminishes an employee’s motivation to innovate, due to the lack of
an

attributable

gain

or

benefit

from

his

or

her

individual

contribution.
Why and how has this happened?

Let us look at some of the

major influences on equity compensation practices over the last few
years.

2

Dr. Joseph R. Blasi, Rutgers University
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The Quest for Accounting Purity
Without

doubt,

the

accounting

treatment

for

equity

compensation has had the greatest impact on plan design and
corporate remuneration practices.

Although there are may be

additional considerations under the IASB standards and the eventual
adoption of IFRS2, I will use the U.S. accounting treatment as an
example for illustrative purposes.

Under the original U.S. APB 25

standard, a company booked a tax deduction upon the realization of a
compensation benefit by a plan participant. The value of the equity
delivered to the participant was not treated as an income statement
amount (although it did affect diluted EPS calculations).

Over the

last two decades, however, many advocated for the development of a
“truer” measure for the value of equity compensation vehicles.
This quest for accounting purity resulted in the eventual
adoption of the FAS 123R standard for the accounting of equity
compensation. In my opinion, FAS 123R has caused great harm. It
has created huge distortions between its resultant valuations
(models originally developed for short-term market traded options)
and the compensatory value actually delivered.

It has also helped

fuel the anti-business bias in the press, through the repeated
reporting of executive compensation based on these valuations -- not
the actual income ultimately received by the employee.

This

disconnect between the reported valuations, and the amount
actually earned, can lead to misperceptions about the efficacy of
incentive equity awards.

Specifically, it can lead to a belief that

employees are receiving these reported, excessive amounts as a fait
accompli, and not as an incentive to recognize a potential gain at
some future date.

It also neglects the employee’s downside risk of

receiving substantially less than, or perhaps none of, the originally
reported amount.
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Ultimately, the employees’ actual compensation (or W-2 reported
amount) is the proof that the incentive is working and delivering the
intended benefit.
Unfortunately, actual compensation received (or W-2 amounts) is
not reported in the press — only the values initially associated with
awards as determined by the FAS123R model(s) are reported in the
compensation tables in company proxy statements.

It would be a

much more useful measure to report the actual changes to a CEO’s
W-2, than the potential imputed amounts from the FAS123R model
methodologies.

These disconnects between the modeled amounts

and the values actually realized by the recipient, are further
complicated by the time period differences between the financial
reporting function and the period(s) when a benefit may actually be
realized.
The goal or stated aspiration of these accounting initiatives was
to find fairness in the treatment of these awards and provide
investors with a truer means to perform financial comparisons.
There was a common perception that equity awards were being
treated as a “free lunch”.

This was because there was no direct

expense booked or accrued prior to an exercise, or a delivery of
shares. Previously, there was more than sufficient data in financial
statements and footnotes for investors to judge the dilution, burn
rates, and shareholder impact of any equity granted, and the results
were clear. Although the stated objective in making the accounting
change was to provide a consistent baseline for quantitative and
financial analysis, I suspect that even the most sophisticated
investor does not fully understand the math of Black-Scholes.

In

practice, however, the result has done anything but make the issue
clearer.

While the common perception has been to treat these

accepted valuations as sacrosanct, the conclusions and decisions
many have made from these results continue to confound.
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Although the technical methodology for the models is sound, as
they do indeed yield accurate valuations for short-term traded
equity-based derivatives, I do not believe the application of these
valuations for compensatory purposes has led to sound decisions
regarding the

continued use

of equity.

Nevertheless,

these

valuations remain the gold standard by which the investing public,
and now compensation committees, may value equity awards, which
I believe continues to create significant dislocations between the
empirical results of these models and the value ultimately delivered.
The economic substance of equity compensation has become confused
with the GAAP valuation of the awards.

The derived and reported

accounting valuations have morphed into a perception of economic
reality that unfortunately has become the conventional reality for
many pundits and decision makers.

Valuations vs. Delivering Value
Corporate America is rife with examples of these distortions
between

the

modeled and employee-realized values of equity

compensation.

The Black-Scholes methodology was not created to

determine the value of a long- term equity award.

This is why it

rarely correlates to the value ultimately delivered to a participant,
as reflected on a compensation (i.e., W-2) or portfolio statement.
Although FAS123R does allow for a “true-up” process for events such
as exercise, delivery of shares, or premature forfeiture of an award, it
does not allow any adjustment to reverse the previously booked
expense for unexercised full-term grants that expire. In our current
bear market, there will no doubt be many examples of awards
expiring “underwater”, never delivering any previously reported
“value” to the recipient. In particular, the media has had a field day
over the last several years quoting the “values” of these awards as
part of executives’ pay packages, listed in proxy statements.
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reality, however, many of these amounts are only fractionally, if at
all, realized by the named executives.
Before FAS123R, the economic value of any underwater grant
expiring would have matched the value previously expensed (both
equal to zero).

Even for grants that eventually do deliver some

compensation to the employee, the initial valuation of these awards
has been the driver for the compensation decision-making process.
This is what has led to the disconnect between perception and
reality, and the influences on compensation committees that
continue to compromise corporations ability to use equity freely as
the powerful entrepreneurial motivator it has been over the last half
century.
These valuations have led many organizations to change their
traditional equity compensation practices, and the types of awards
they

use,

to

address

the

market

perceptions

sensitivities regarding executive compensation.

and

investor

The determination

of this upside potential, as derived by Black-Scholes, or another
accepted

methodology,

is

highly

dependent

on

the

initial

assumptions and parameters used, which in many cases can result in
deviations by orders of magnitude from the value ultimately
delivered to the recipient of the award.
Unfortunately, in this quest to create an accounting construct
that accurately reflects the value of equity awards, FAS123R, in
practice, has resulted in a number of additional side effects that
continue to help confuse and confound the original concept and ideal
of equity compensation.

These side, or second order, effects have

acted as further inhibitors to decision makers in their deliberations
regarding the optics and practical consequences of aggressively using
equity awards as a compensation tool.
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Second Order Effects
The more notable of these second order effects has been the role
of the press and other media in playing to the current populist
sensitivities

about

executive

compensation.

The

current

environment of “fear and loathing” in Corporate America, plus the
yet to be resolved questions regarding the tax and fiscal policies of
the Obama Administration, have added to this general sense of
economic uncertainty.

This lack of clarity has been compounded

further by persistent misrepresentations by the media, as perceived
excesses in executive compensation have become a very attractive
target for popular attention and consternation in our current
depressed market.
In pandering to this mob-like mentality, the press has done a
tremendous disservice to the greater business environment for public
companies. Executives and compensation committee members have
learned to be overly sensitive to the skewed public perceptions
regarding executive compensation, which have had very little basis
in reality.

During the annual proxy and shareholder meeting

season, there are countless stories that appear in the press, cable
news, business programs, and magazines detailing the lavish pay
packages being showered on business leaders. The comparative point
that these stories neglect to make is that the primary cause of the
“largesse” of most of these amounts is based on the FAS123R
valuations ascribed to the equity granted. By looking at the equity
component in a typical proxy compensation table, it is clear that
these “point in time” valuations are only as valid as the current
modeled assumptions used to create them. No doubt, they will have
little correlation to the compensation ultimately realized by the
named recipients.

Although a formal analysis has yet to be

performed, I hope in the near future that an academician will
conduct a comparative study to dimension the extent of this
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disparity between award valuations and actual compensation (i.e.,
W-2 amounts).
A recent example is perhaps illustrative of this point.

Toward

the end of last year, there was significant corporate reorganization
activity in the financial services sector.

One Wall Street firm,

Merrill Lynch, decided to distribute significant bonuses to a number
of their senior employees ahead of schedule, to precede their pending
acquisition by Bank of America. Although Merrill was not necessarily
in the best financial position to do so, they chose to let the
employees receive these annual bonuses before they became subject
to additional review by the new management team. Although it was
widely reported in the press that they chose to “take the money and
run”, in actuality, 30 to 40 percent of the bonus amounts were paid
in shares of Bank of America stock. 3 The exorbitant sums reported,
and the outrage expressed over these amounts reverberated in the
halls of Congress and in the popular press for weeks.
The one important aspect of the story that the media neglected,
however, is the fact that the assumptions used to create the
reported valuations for the equity portion are significantly different
today.

In particular, the equivalent stock price used for valuation

purposes is markedly below the original set of assumptions, yielding
a sizeable difference. For all the current media hyperbole regarding
excess pay, this is the insidiously confounding aspect of FAS123R
that the press consistently under reports. The size and scope of the
modeled value of the award is what receives the attention, not the
fact that there is significant downside risk to the participant.
Similarly, there is very little recognition of the fact that if an
executive were eventually to realize an amount to the scale of what
was originally

reported,

then

that

person

rightly

should be

recognized for his or her contributions toward growing long-term

3

Wall Street Journal – “Thain Fires Back at Bank of America”, April 27, 2009
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shareholder value.

Again, this is an example where equity

compensation succeeds in aligning the employees’ interests with
those of the public shareholders.
The excessive media coverage of these compensation aberrations
unfortunately have helped also fan the flames of increased scrutiny
and theatrics from our representatives in Washington.
political

pundits

have

comedically observed, “a crisis
is a terrible thing to waste” —
there is nothing like a spirited
public

outcry

over

bad

practices by big business to
spur

Congress

hearings.

Much

to

hold

of

political

gamesmanship

centered

on

the

this
has

optics

of

these pay packages, and not
necessarily on the underlying
accounting

aberrations

that

have led to the unrealized
reported

amounts.

As some

As

One interesting observation
regarding “excessive pay” - it
typically results in a high
percentage of taxes being paid by
the recipient. If this “excess” or
incentive pay is properly tied to
individual and corporate
performance, it becomes a winwin for companies and society as
a whole. When businesses and
individual employees succeed,
the economy improves, tax
revenues increase, and
politicians can laud the benefits
to everyone.

I

indicated in the previous example, perhaps the umbrage and outrage
directed at the individuals responsible for these perceived excesses
may prove ultimately to be quite misplaced.

Unintended Consequences
Many

unintended consequences have

resulted from

these

changes to the way organizations value and account for equity
compensation.

Unfortunately, by allowing accounting or tax policy

to be the single largest influencer on equity compensation decisions,
the result is rarely in the best interests of the employees or
shareholders at large. As recent examples in the news have shown,
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we are in a period of heightened awareness and sensitivity regarding
executive compensation in general, and in particular, how equity
awards can be used as an unintended accelerant to complicate the
overall calculus and optics of the situation.
Another

potential

unintended

consequence

—

regarding

compensation in general — is likely to occur with several provisions
contained in the TARP (Troubled Asset Recovery Program) and
Stimulus Bill legislation recently passed by the U.S. Congress.
These

Bills are

interesting

because

legislators have

included

limitations on incentive compensation for companies receiving
government assistance. Specifically, limitations have been placed on
the amount of bonus or incentive pay a firm can pay an individual,
but no actual limits have been placed on the amount of salary that
an individual can be paid at one of these troubled firms. This seems
to have the counter-intuitive potential of actually incenting the
opposite behaviors to those encouraged by equity compensation.
This arrangement seemingly will have the perverse construct of
rewarding non-performance through the unrestricted payment of
salary, while limiting the motive to deliver actual results by capping
the potential for performance-related incentives. It is also likely to
have the additional unintended consequence of driving talented
performers out of troubled firms, when it is most important to retain
them.

Yet another example of government addressing issues of

populist perception without addressing the impact of short-sighted
over-regulation.

Effects on Equity Compensation
One of the more significant consequences from this sea change
in current equity compensation practice has been the increasing over
reliance on restricted stock units (RSUs) and other full share grants.
Unlike options, which truly incent performance and entrepreneurial
risk taking, RSUs tend to have the opposite effect – they “pay for
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being there”, versus truly incentivizing employees to create value by
making

entrepreneurial

calculated business risks.

decisions

and

taking

strategic,

well

As mentioned earlier, the valuations of

FAS123R and its accounting treatment of RSUs and options have led
them to be considered as equivalent in decisions by Boards and
Compensation Committees.

The economic substance of RSUs and

options are not the same, as they provide very different incentives
and detractions at stock prices above and below their original grant
price.
Another widely overlooked, unintended consequence of FAS123R
has been the impact on discounted Employee Stock Purchase Plans
(ESPPs).

Previously under APB 25, a large number of companies

offered discounted ESPPs and many employees participated in these
plans. For a majority of organizations, these 423(b) plans became the
way for the average rank and file employee to become a stakeholder
and

become

motivated

to

act

and

think

like

an

owner.

Unfortunately under FAS 123R, the attractiveness of these popular
plans came under question by many companies, due to expensing
concerns.
Unfortunately, due to these concerns, many of these companies
chose to reduce the discounted purchase benefit to employees or
even eliminate their ESPPs entirely.

In addition, when some

organizations realized that their modified plans were no longer as
attractive, they eventually decided to suspend or end the plan
offering because of significantly reduced participation rates.

Cash is Not King
Perhaps the most unfortunate trend we have witnessed during
this

period

of

transformation

away

from

traditional

equity

compensation is the over-reliance on cash to replace equity awards.
While it may seem safer and simpler for companies to go back to cash
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as the reliable old standard during uncertain times, in many ways,
cash awards can incent behaviors directly counter to building longterm shareholder value.

Direct cash awards can have the counter-

productive effect of encouraging a “take the money and run”
mentality versus incentivizing entrepreneurial risk taking, and
aligning future rewards with corporate decisions geared for the longterm.
As a director of several public and private companies, I have
found that cash compensation programs can be “gamed” much too
easily, as compared to a four-year term option. Too often, cash-based
incentive compensation allows, or even motivates, executives to
trade short-term certainty for long-term gain. The promise of cash
provides no long-term risk incentive to the employee.

As we have

observed with the example of Wall Street, individuals have been able
to take huge risks with other people’s money with no downside risk
to themselves.
The risk associated with cash awards is asymmetric – once
received, there is no risk to the recipient, and there is no inherent
incentive for future performance, aside from the prospect of receiving
future cash awards.

This runs counter to what is achieved in

utilizing equity compensation, where the participant has the
incentive to grow long-term value in good times as well as in down
times.

Options

in

particular

have

the

desirable

effect

of

“handcuffing” a participant when the stock price is depressed, as well
as leveraging the upside potential and benefit when the stock price
appreciates

beyond

the

grant

price.

In

this

way,

equity

compensation encourages the right leadership behaviors in good
times, as well as attributing accountability during market downtimes
and

offering

the

proper

continued

incentives

for

long-term

improvement and value creation.
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AIG is the most recent example of this potential conflict of
corporate interests in utilizing cash awards as compared to equity
awards. As has been widely noted in the press, AIG had contractual
arrangements with senior executives to distribute bonuses in early
2009.

Having previously received U.S. federal bailout funds to

continue operations, AIG was in the highly unenviable position of
distributing these incentives under the full scrutiny of Congress and
the American taxpayer.

Although the situation continues to

unwind, much of the controversy and corporate turmoil could have
been avoided by aligning employees’ interests with those of their
public shareholders and taxpayers, by tying long-term incentives to
equity, and focusing employees’ strategic objectives on long-term
value creation.

The Need for Transparency
Although there are typically many other factors involved in
choosing to rely heavily on incentivized cash compensation, it is
clear that it can lead to behaviors and excesses that might be
preventable through a greater use of equity compensation.

To be

sure, the most important lesson to learn in looking at examples is
the need for transparency in corporate practices.

As US Supreme

Court

the

Justice

Louis Brandeis was quoted on

subject

of

transparency, “Sunlight is said to be the best of disinfectants.” 4
From a capitalistic free market perspective, I cannot stress this
enough - for our markets to work properly, there must be sufficient,
accurate information disseminated for investors to make their own
informed decisions.

The same is true of equity compensation

decisions: we may disagree on valuation methodologies, but what is
critically important is to have a process in place to disclose policy and
practice to all shareholders and the investing public at large, on a
consistent basis. While there continues to be new proxy disclosure
4

L. Brandeis, “Other People's Money” (1933 edition)
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requirements that help in the effort to provide investors with
additional information, there is ample opportunity for further
simplification of these disclosures, which are often mind-numbingly
complex.
I believe this should be true as well for business practices at all
public companies across America. When crises arise or companies are
befallen by problems that appear to be caused by a lack of oversight,
the typical political reaction, as I stated earlier, is to hold public
hearings and to enact additional regulation.

Most probably, new

regulation is not the answer to avoid future problems. Bright light,
or complete transparency, is the best preventer of corporate excess,
error, and malfeasance. Fraud is already illegal. There is no need
for additional regulations to pursue those who commit corporate
crimes.
In a free society, individuals should not be restricted from
investing in non-reportable securities or with investment advisors
whom they may trust. Investors should have the choice of putting
their money into opaque or less than transparent investment
vehicles, and assume the inherent risks thereof.
regulation

only

drives

complexity,

transparency increasingly difficult.

and

Additional

complexity

makes

Individuals should have the

freedom to make less than intelligent investment decisions.

The

fear of additional regulation also inhibits the free flow of capital and
can have an increasingly detrimental effect on free enterprise.

I

believe that there is a fine line between an effective level of
government oversight and regulatory control, and an appropriately
unfettered free market environment.

Over-Regulation and Efficient Private Enterprise
I am an admirer of the free market principles of Milton
Friedman. He was a firm believer in the power of free markets and
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free enterprise, unimpaired by government intervention. He opined
considerably

on

what

he

considered

“the

uselessness

and

counterproductive nature of most government regulation.” 5 He felt
we “owe much to the climate of freedom we inherited from the
founders of our country”, and he was afraid of “squandering that
inheritance by allowing government to control more and more of our
lives.” 6

Friedman felt that over-regulation was an impediment to

market efficiency, and I agree with him that unfettered private
enterprise, within limits, is the best model to create long-term
economic value.
I am also a firm believer in keeping a healthy tension between
private enterprise and the government.

A wonderful dynamic

emerges when government and private enterprise only moderately
intrude upon each other. When I hear of business and government
cooperation, I want to grab for my wallet. This type of “cooperation”
typically encourages poor corporate management, through the
pursuit of political objectives versus the objective of creating
shareholder value.

Fannie Mae and Freddie Mac are perfect

examples of the less than optimal results delivered from attempting
to manage the cross-objectives of politically driven businesses.

Trends
So what do I see for the future of equity compensation?

On

balance, I believe corporate America will continue on a trajectory of
increased cash-based compensation and smaller, more RSU-centric
plans.

The external factors that have influenced companies to

downsize the proportion and type of equity in their compensation
packages will likely persist throughout the duration of the current
bear market. Even though organizations today could benefit greatly

5
6

The New York Review of Books – “Who was Milton Friedman?” 2/17/07
“Free To Choose” – PBS series, 1980
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from

utilizing

options to

truly

incentivize

executives toward

developing long-term growth strategies, in the current politicized
environment, most organizations will be loathe to be bucking the
trend and taking the risk of changing their equity compensation
programs.

This will be compounded further by continuing market

uncertainty and the specter of increasing government control of
troubled corporations, as very few compensation committees will
have the appetite to subject themselves to any additional scrutiny or
public criticism.
An additional trend to note has been the recent prevalence of
option exchange programs.

These programs, with many existing

option plans and grants underwater, attempt to walk the fine line of
delivering new equity to re-incentivize employees, versus running
further afoul of the press and public opinion in this difficult
economic environment. The significant number of depressed grants
and market prices pose additional problems for companies in their
ongoing grant practices. As levels of option overhang and the burn
rate of plan shares continue to increase, existing plans are depleting
shares faster than anticipated.

This will continue to be a vexing

problem, as one recent survey indicated that at least 90% of granting
companies have at least one tranche of options below their exercise
price. 7
“Say on Pay” shareholder proposals during this year’s annual
meeting season may accelerate the trend of diminishing equity grant
practices in the next few years, as many companies will find the
further need to justify their existing programs. It will become even
more difficult to secure approvals to increase the amount or
proportion of equity they are currently granting to employees.
These

proposals will likely receive

significant

press coverage,

particularly those directed at troubled companies.

7

As with my

Radford Surveys – Underwater Options Exchanges Tender Offer Research
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previous examples of media hype in reporting equity compensation
disclosures in proxy statements, I believe that “say on pay” proposals
will similarly generate sensationalized stories, and will have an
exaggeratingly large and negative impact on the continued uses of
equity compensation.
Increased shareholder activism will continue to add to the
pressure on public boards to address the corporate governance issues
relating to their compensation practices.

This trend will also be

influenced by the continuing evolution of the previously discussed
TARP government bailout program, and the resulting regulatory
constraints on compensation.

This is likely to include additional

“claw-back” type provisions, which will allow regulators to recoup
compensation under certain future conditions.

Although the

Sarbanes-Oxley Act (SOX) also contains claw-back provisions in
situations requiring financial restatement, it is interesting to note
that time-vested equity compensation already has a “built-in” clawback feature, which effectively precludes premature distribution of
rewards from past period performance.

The Challenge
The practice of granting equity will continue to face many
challenges in Corporate America.

From my perspective, the most

important among them will be the decisions organizations must
make regarding their human capital.

The retention of key talent

during these uncertain times will be essential for the survival of
many companies, and equity compensation can play a fundamental
role in these turnaround strategies.

Innovation and leadership

continue to be stifled under the oppressive klieg lights of media
scrutiny and public perception gone askew, and an increasingly
politicized framework for regulatory expansion.
their

Boards

should

be

courageous

and

Corporations and

defend

their

equity

compensation practices. Problems begin to occur when directors are
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afraid to be criticized, instead of acting like leaders and defending
their beliefs to shareholders.

Shareholders always have the right

not to invest if they disagree with the stated corporate practices. I
believe we need to reinvigorate the entrepreneurial spirit of
Corporate America by empowering Compensation Committees to take
the actions they see fit to truly incentivize employees, and return to
the successful equity compensation practices of the past.
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The History of Share Plan
Administration and the
Impact on Plan Design
By Carine Schneider

"Creativity is allowing yourself to make mistakes. Design is
knowing which ones to keep" – Scott Adams
The concept of incentive compensation has been around since
medieval times and has been debated almost as long. Do workers
work harder when they have the possibility to earn more if they
work harder or smarter? Should you offer all workers, some workers
or key workers “skin in the game” to tie them to the employer and to
focus their efforts? Most of the debate centers around the mechanics
of the program – the ”plan design” and whether the offer is
attractive enough or whether the offer is too complicated. Design
has always been tied to the strategy or goal for the plan – what is it
that you want the worker to do or change?
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In medieval times, the lord of the manor employed someone to
keep track of the harvest and, if the harvest was bountiful, pay the
peasants a portion of the crop. The math was relatively simple and
everyone knew what he or she would receive. Times have changed
and the administration of stock plans has now become increasingly
complicated and expensive. With systems costing millions and
millions of dollars to develop and maintain, professionals debate
whether the design should dictate the technology or whether design
should fit the technology.
Using our medieval example, the lord of the manor would easily
communicate to the workers that, if the yield of the crop achieved
150 bushels of wheat (enough to feed the lord, his family and his
close friends), any share above that required would be split equally
among the remaining workers. In the 1800’s, whaling ships adopted
the concept that no one would receive a salary for sailing on the
voyage (i.e., no base pay) and everyone would share in the total haul
upon returning to land. Unlike medieval times, when the extra was
split equally among the workers, the crew of a whaling ship didn’t
agree to an equal split; captains received a higher percentage than
cabin boys. Prior to sailing, each crew member would understand
what their percentage of the profit would be (costs were first repaid
to the owners of the boat and a percentage of profit was paid to the
underwriters of the voyage). Tracking the numbers did not require
anything beyond someone with a good understanding of math and a
quill.
With the birth of the high technology industry in Silicon Valley,
incentive

compensation

developed

into

highly

complex

and

international programs. Multinationals embraced the concept of
broad-based (all employee) programs. An industry was created solely
to

support

the

design,

compliance,

taxation,

administration,

education, communication and transactions supporting companies
who offered stock plans. At first, the plans were relatively standard –
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everyone got the same kind of award (with little variation) and they
were generally granted with the same terms and conditions. In the
mid 1980’s, Intel embarked upon an intensive compliance review,
allowing one of their internal compliance team members to travel to
almost all of their jurisdictions and meet with local government
officials to ensure that all was being done correctly. I can recall
sitting in presentations by this person, understanding both what an
amazing accomplishment Intel had achieved and how far we still had
to go.
Over time, plans became more complex and creative. Perhaps the
plan design consultants can take the credit, perhaps the companies
were driving the creativity or perhaps it was just natural evolution
to take something simple and make it much more complex. The 1980s
saw the spread of stock plans; the 1990s saw the birth of the broadbased plan (and the very popular “anniversary” grant). With the turn
of the century, the playing field changed as the accountants began
to significantly impact design with a change in accounting treatment
for

employee

plans.

Since

2001,

the

complexity

has

grown

exponentially so that the average cost of a stock plan continues to
increase.
In 2007, Global Shares and Buck Consultants teamed up to
sponsor the first Global Stock Plan Administration Survey and were
the first to look at the cost of stock plans. Much has been discussed
about the ROI (return on investment) of stock plans but no survey
had looked at the out-of-pocket costs. Most recent survey results,
1

published in 2009 found that, across all industries and plan sizes,
the

survey found companies spent

on

average

US$34.00 per

participant. The survey did see a trend towards reducing plan
participation as companies move towards granting awards to a select

1

The 2009 Buck Consultants and Global Shares Global Stock Plan
Administration Survey Report
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group of employees instead of all employees, this impacted an
increase in the price per participant.
By the early 1990s, administration of plans had fallen into two
camps – some companies decided to hire staff and license software (or
utilize Microsoft Excel) to manage tracking and day-to-day support inhouse. As the industry to support stock plans grew, an alternative to
the “do-it-yourself” mentality developed and companies could choose
to hire an outsource firm to do the administration for them.
Outsourcing of stock plans grew as the number and size of plans
expanded.
In the 1980s, two entrepreneurs each started their own
companies on different sides of the United States. On the east coast,
in a small Manhattan apartment, Mike Brody started CMS (Corporate
2

Management Solutions). Mike and his brother Steve tell the story
that they first began by programming during the day and running
their punch cards through a mainframe computer at IBM at night,
when the processor had down time. IBM was very interested in
developing a system to support their stock plans and became one of
the first clients of CMS.
On the other side of the country, Cheryl Breetwar had found
herself managing the stock plans for Rolm. Personal computers were
not yet widely used, but most companies in Silicon Valley knew it
was just a matter of time (the first Apple Macintosh was released in
1984 and other personal computer makers were beginning to spring
up throughout Silicon Valley). In 1983, Cheryl and her partner Pat
3

Ontko created a company called ShareData. The goal for ShareData
was not only to create software that companies could license to

2

3

Corporate Management Solutions later changed its name to Transcentive and
was acquired by Computershare in 2004
ShareData was acquired by E*Trade Financial Services in 1998.
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manage their stock plans, but to train the next generation of stock
plan administrators.
Within the next few years, CMS and ShareData grew quickly,
adding clients, sponsoring education and training events and
supporting the creation of a new community. Companies were now
able to hire a stock plan administrator who could manage their stock
option program and use the new stock plan software tools. Most
companies in the 1980s and 1990s did not grant anything beyond
stock options. The software applications were developed for the PC
(although the first version of CMS was developed for the IBM
mainframe) and companies could control the data, reporting and
overall management of their plans. The applications were generally
easy to use and training was made available. The NASPP (National
Association of Stock Plan Professionals) was launched in 1992 to
support the thousands of people managing stock plans.
In Europe and beyond, stock plans were provided generally to a
select group of executives. Most companies did not consider the
administration of the executive plan an activity the company would
manage themselves, but rather would hire either their law firm or a
financial institution to support the management of the plan. SAYE
(“Save as your earn”) plans were popular with the broad-based
employee

population

and

administration

of

these

plans

was

exclusively handled by savings carriers and banks, who would provide
a savings account to accumulate savings. Gradually, some of these
savings carriers were also asked to manage the executive stock plans
of SAYE clients. In 1991, Peter Howells started Howells Associates,
based near Leeds. His company was the first in Europe to provide
technology that allowed companies to administer their own stock
plans.
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The spectacular rise of the stock market through most of the
1990s and the beginning of the “dot com” era drove significant
changes in stock plan administration. Companies in both the United
States and Europe began to grant stock to most, if not all employees.
These “broad-based” grants were not only provided to all employees,
regardless of their level in the company, they were granted to
employees in all countries. The prevailing philosophy was “we are all
in this together and everyone can make an impact”.
Technology companies had long believed in this philosophy. One
was hard-pressed to find a Silicon Valley-based company that didn’t
provide stock options to all of its employees. Non-technology
companies such as Pepsi, Bank of America, Citigroup, Bristol Meyers
and many others were introducing stock incentive plans throughout
the world and to almost all levels of employees. At Bank of America,
even the part-time teller was granted a stock option every six
months as part of the Take Ownership plan.

4

As these mega-plans were being introduced, the trend for many
large companies, especially those who had previously offered only
small, executive plans, was to look to outsource their stock plan
administration. During the 1990s and early into the new century,
outsourcing mostly meant handling large amounts of phone traffic
and technology that had the ability to manage large numbers of
records. Many of the large brokerage houses and transfer agents
moved into the outsourcing business and either licensed technology
from the two larger players (CMS, now called Transcentive, or
ShareData, purchased by E*Trade in 1998 and now called Equity
Edge) or decided to build their own internal systems.
At the time, building a system internally required a deep
understanding of how stock options work, the reporting required by
4

Take Ownership was launched in 1997 by then CEO Dave Coulter and was
offered to all 93,000 employees at the time.
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clients and the subtle administrative differences that could be
introduced. At the time, Restricted Stock/Unit and SAR (stock
appreciation right) plans were rare and generally not broad-based.
ESPP (employee stock purchase plans) were popular among U.S.
companies, but because most ESPP plans qualified under Section
423, the development of technology for ESPP plans was easier and
generally more routine. In Europe, and especially in the U.K., plans
continued to be focused mainly on the executive levels. SAYEs were
still handled by the various savings carriers/banks.
Around 2000, many things started to change. The accounting
profession in the U.S. as well as the international accounting
community had been looking at the accounting for stock options for
5

quite some time. In the late 1990s, the United States FASB

released Financial Accounting Standard (FAS) 123 – which, for the
first time, proclaimed that any incentive stock award given to an
employee had value and therefore, should be accounted for on the
company financial statement. This move sparked outrage and many
high tech CEOs, consultants, financial institutions and sponsors of
these large programs organized and asked Congress to intervene and
ensure that the FASB would not “kill broad-based employee stock
plans”. Many in the stock plan community were asked to testify in
Congress and several used extremely emotional language to caution
U.S. lawmakers that the accounting of stock options would mean the
end of incentive compensation and therefore drive a nail into the
coffin of entrepreneurship. Looking back, it is understandable that
many people who believed that stock option plans drove innovation
and growth thought that accounting (or tracking the cost) for these
plans would force many companies to stop granting stock to the
broad-based population or perhaps to everyone.

5

Financial Accounting Standards Board
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It was quite unusual that Congress would review what the FASB
determined was appropriate accounting policy and methodology.
Great debates were held on the proper valuation of a stock option
(and when to determine that valuation) as well as whether investors
would treat two similar companies the same if one chooses to grant
broad-based and the other did not. We didn’t know it then, but we
were preparing for a bull market and the start of the dot com bubble
and political, as well as popular pressure prompted the FASB to
propose a compromise which is referred to as FAS 123. Basically,
companies would need to account for their stock plans, but only
provide a footnote in the financial statement.
6

Outside of the US, the IASB was watching this debate carefully
and also determined that stock options were a form of compensation
and, therefore, must be accounted for in a company’s financial
statements. The FASB and IASB had been working quietly together
to converge generally accepted accounting principles. The goal was to
have one set of accounting principles for all companies worldwide,
thereby giving investors an opportunity to compare financial reports
from companies in various countries without having to interpret
various accounting standards.
By late 1999, the world was watching as the dot com era arrived
and enthusiasm about stock plans grew. Magazines such as Time and
Newsweek now regularly reported on stock options and the term
“stock option millionaire” became something to which university
students could aspire. The cultural shift in the U.S. will be studied
for years, but for the stock plan industry, this meant we were finally
on the front page. Venture capital was creating new companies every
day and stock plans were a big part of the compensation package. It
became more attractive to obtain a large stock grant than to

6

International Accounting Standards Board
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negotiate a good base salary. Every day, companies were going public
and rank and file employees were becoming extraordinarily rich.
The dot com era had a major impact on stock plan administration
because of the huge demand for skilled and experienced stock plan
professionals. Traditional stock plan administration firms were
receiving budget to grow and increase their departments and
technology was improving. By the late 1990s, many commercially
available software systems were available and could be loaded onto
PCs rather than mainframes. This allowed stock plan administrators
to manage stock programs on desktop computers.
Many companies were granting stock options every month and
the activity level was high. In many cases, the company found that
they simply couldn’t handle all the activity, but at the same time
they did not want to outsource the function completely, so they
developed the concept of “co-sourcing”.
By adopting a co-sourcing model, the company could still
maintain the records for their plan, but could send a nightly feed to
their brokerage partner and allow the brokerage firm to receive the
phone calls and take the orders for the stock option exercises directly
from the employee. This model is still used by hundreds of companies
today and provides an effective way to support both the company and
the participant.
Technology had to be adopted to allow for this co-source
relationship, but the technology commitment was generally minimal.
Brokerage firms saw stock plans as a wonderful way to attract new
clients, many of whom were accumulating significant wealth at a
relatively young age. Budgets to support stock plan administration
and technology continued to climb and several new players entered
the market.
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Europe,

and especially

the

U.K.,

found that

more

large

multinationals were also granting stock on a large scale in order to
compete with their U.S. competitors. Several firms began supporting
the non-U.S. market and were looking for opportunities to expand.
With the Internet now being used to sell pet food and books,
administrators started to look at ways to use the web to support
stock plan administration.
By 2002, much had changed. The Enron scandal and the demise
of Arthur Anderson, as well as the introduction of the SarbanesOxley Act (sometimes referred to as SOX) began to affect stock plan
administration and technology. The dot com boom was over, the love
affair with stock options were severely criticized and U.S.-traded
companies now found themselves struggling to understand Section
404 of the Sarbanes-Oxley Act, which required that internal
processes affecting the financial statements of a company be
documented and reviewed. Any U.S.-traded company that hired an
outside firm to manage internal functions (like payroll or accounts
payable) would need to obtain a SAS 70

7

certification from an

independent audit firm. Suddenly, managing stock option plans was
not as easy as it had been just a few short years earlier.
Not only was the process for administration under review, but
the process for developing the technology required review. SAS 70
increased the cost of supporting stock plans and required a close
review of the people and processes developed to support stock plan
administration. Increased discipline was introduced and several
smaller providers decided not to incur the additional costs associated
with the changes.

7

A SAS 70 is a “Report on the Processing of Transactions by Service
Organizations” where professional standards are determined by an auditor to
assess the internal controls of the service provider.

68

GLOBAL EQUITY ORGANIZATION

Perhaps the biggest change to stock plans came in December
2004 when FAS Standard 123 “Share Based Payments” was revised
and issued as FAS 123R. Among numerous changes to FAS 123, FAS
123R removed the choice to continue using the intrinsic method
(whereby companies would calculate the fair value by the amount
was only disclosed in the footnote).

Companies that issued stock

options (and other share-based awards) would have to record an
expense for what they had previously only disclosed in a footnote.
The industry mounted another huge effort to fight the changes,
but public and political opinion could not override the FASB. When
the IASB disclosed that they too felt that share-based payments
should be accounted for, the argument moved from whether to
expense stock plans to the appropriate method to value the award.
Consultants were hired and companies began to look at the actual
cost of the stock plans. Models were developed and board members
were briefed to understand the difference between Black-Scholes and
a Monte Carlo simulation. Critics felt that the end of executive stock
plans had finally come. If they only knew.
The beginning of the expensing era (post-FAS123R adoption) was
the beginning of creative plan design and the end of basic
administration. Almost overnight, administration became much more
complicated and sophisticated. No longer were companies asking
their record keepers to keep track of who received what award, they
were being asked to support increasingly sophisticated plan designs
with timely and complicated expense reporting.
All of this brings us to the current day. Stock plans managed to
survive several front-page scandals, including the backdating scandal
in the mid-1990s and the stock market correction of 2008. Incentive
plans continued to come under fire by the mainstream media and
yet, companies continue to offer plans to their employees.
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During this period of time (between 1996 and 2009), I found
myself on both sides of the table – I helped companies design their
plans and then in 2005, I went back to the administration side of the
business and helped companies with the day-to-day administration.
It was during this time that I first started thinking about the plan
design versus technology question.
Which should lead? Arguments for both points of view follow.

Technology Should Drive Plan Design
Recordkeeping is no longer just keeping track of the participants
and their awards, it requires complex tax withholding calculations,
compliance tracking and most importantly, financial reporting and
expense reporting. Any creative change in plan design requires not
only a change in the recordkeeping database, but also requires that
tax reporting and expense accounting would appropriately reflect the
correct information and any web portal provided to the participant
reflects the correct and complete information.
My firm supports one

company that

provides a standard

Restricted Stock Unit plan. In addition to the RSU plan, they decided
to also provide Dividend Equivalent Units (DEUs) that could be paid
in cash or stock and would be accrued during the vesting period. The
company checked with their administrator to see if this addition
could easily be handled. This small change, seemingly minor, would
require up to $1 million in additional programming costs to support
the changes required to support the plan, the reporting and the
participant portal.
Had this plan design been something that many clients adopted,
I’m sure the previous administrator would have considered making
the investment to support the plan. It would have required close to
a year of programming and a significant investment, but that might
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have been worth it if many of their current clients introduced this
kind of DEU plan. However, dividends are not common for many
companies and for those who have dividends, a DEU plan can have a
myriad of variations.
I have interviewed many wise and experienced stock plan
administration professionals who have worked in the business for 20
years or more. Not surprisingly, everyone agreed that companies who
consult their plan administration partner before and during the plan
design

process

will

find

their

administration

costs

lowered.

Oftentimes, small changes can be made to the plan design that have
a major impact on cost or complexity. Peter Howells, Chairman of
Howells Associates, states, “Admin complexities have grown hugely
and compliance requirements are ‘intricate’, to put it mildly. But
today as then companies so often design their plans and then think
about admin – thank goodness we clever people are there to hold
their hands.” Unfortunately, cleverness can be costly.

Plan Design Should Drive Technology
When I was working with companies to design their plan, the
first (or maybe second question) was “Why are you introducing this
plan? How do you want your employees to behave/change?” The first
question was not “Which system do you plan to use to administer
your plan?”
Plan design has long been the tail that wags the dog. Ensuring
that the plan design fits the strategic challenges of the company is
crucial to the design and implementation of a successful and effective
plan. During the design phase, subtle changes or lack of definition
can have a significant impact on the future administration of the
plan. Plan design consultants need to understand general plan
design,

the

tax

and

accounting

impact

of

any

design,

the

international impact (as most companies these days extend their
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plans beyond the home country), the compliance and legal issues and
of course, the administrative impact of any design. Successful plan
design projects will organize a multi-disciplinary team that can
review any proposed plan design from all perspectives.
At the same time, companies need to be careful not to adopt the
“latest trend” in plan design to keep administrative costs low,
assuming that by adopting another companies plan design will allow
them to avoid the traps and pitfalls of creative plan design. I worked
with one client several years ago who changed their plan design from
stock options to restricted stock just after Microsoft made the
change. The company decided to grant Restricted Stock to everyone
in the company. Unfortunately the awards for many employees were
quite small, some participants receiving 25 shares of Restricted
Stock, vesting over five years. Administratively, this was a rather
simple plan to manage.
However, the participants were furious. Why did this plan not
achieve its strategic goal? Because when a participant received their
first vesting of 5 shares, they were required to pay income tax
immediately upon vesting (in the U.S.). Because of the low share
price, participants found that their entire gain was used to pay their
taxes and commission to sell the shares. In this case, the practical
side of the plan was not considered.

8

Another Alternative
I may be biased, but the most successful plans I have worked on
have started work, from day one, with a team of plan design
consultants and administrative experts. These plans, designed for

8

This company did decide to accelerate the total grant to allow all 25 shares (in
my example) to vest (or lapse. This feature was allowed under the plan
document. The company then ceased granting awards to their entire employee
base.
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both American and European companies, have been effective and
successful. For the first time, companies have more choices than ever
to assist with their strategic drivers. Incentive compensation has the
potential to change behavior, corporate goals and reward employees
along with shareholders. The design must be carefully crafted to
ensure that the changed behavior is appropriate to the goals of the
company and carefully aligned with the shareholder interests.
Supporting these plans requires flexibility in terms of systems,
reporting and participant portals. Patricia Boepple, an icon in the
stock plan administration world says, “To be successful, companies
must ensure that neither technology nor plan design drive the
process – they must work in unison”.
Ivan Chermayeff, a famous graphic designer, once said that,
“Design is directed toward human beings. To design is to solve
human problems by identifying them and executing the best
solution.” Although originally intended for his own industry, it
applies equally to our own. Employee share plans will continue to
evolve

and,

ultimately,

creativity

will

be

rewarded.

On

the

recordkeeping side, we’ll do our very best to keep up.

CARINE SCHNEIDER is the CEO and co-founder of Global Shares, an
independent provider of stock plan administration and consulting services. Ms.
Schneider has 25 years of experience in equity and executive compensation,
including four years of experience in a corporate environment.
Prior to creating Global Shares, Carine held a senior level management position
with Citigroup Stock Plan Services, was a partner with PricewaterhouseCoopers
and was the Leader of the Global Stock Plan Services group at Watson Wyatt
Worldwide. In 1992, Carine was the founding Executive Director of the National
Association of Stock Plan Professionals (NASPP). Carine was also the Director of
Customer Services for Corporate Management Solutions (now Transcentive) and
was the Manager of Shareholder Relations at Oracle Corporation where she
assisted in the initial public offering and managed all aspects of the company's
various stock plans.
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In 1999, Ms. Schneider was a co-founder of the Global Equity Organization
(GEO). She currently serves as the Chairperson of the Board of Directors. She
has been the Chair of the Advisory Board for the Santa Clara University Equity
Professionals Certification Program (twice) and is a member of GEO, NASPP and
the NCEO. In addition, she is an invited member of the Advanced Share Studies
Group in the United Kingdom. Carine was the business community representative
on the National College of Ireland Accreditation Committee for the Masters
Degree in Employee Ownership.
Ms. Schneider was born in The Netherlands and speaks Dutch as well as
English. She received her degree in Psychology and Sociology from the
University of California, Santa Cruz. She speaks frequently at conferences
around the world, including US, Europe, China, India and Australia and has
contributed chapters and articles to various industry publications and books.
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The Current State
of Stock Plans
By Sean Trotman, Deloitte

The current global economic crisis has stripped many incentive
plans of their power to motivate and retain employees.

The crisis

has brought employee stock plans in particular into sharp focus.
Many observers have questioned the efficacy and indeed the
continued viability of equity-based compensation as a part of
employee pay. Nevertheless, it is the view of the author that, just
as equity programs formed the foundation of most global reward
initiatives in the past, they will continue to do so.

The role of

equity compensation will, however, continue to evolve as companies
adapt their stock plans to constantly changing regulations and
market conditions.
In order to understand the current state of stock plans, it is
helpful to review the history of employee share ownership over the
past decade.

Stock plans are unique in their ability to facilitate a

feeling of ownership in a company and align employee interests with
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those of shareholders. As such, they have enjoyed a high level of
global acceptance and support for many years and should emerge
from the current crisis even more relevant as a device to help drive
corporate performance.

1990s – The Rise of Employee Stock Plans
The 1990s saw a dramatic increase in the use of employee stock
plans on a global basis as companies relied on equity compensation as
a valuable and cost effective instrument to attract, motivate and
retain employees.

The rise of employee share plans was fuelled in

large part by expanded grants of stock options, primarily by US, UK
and Western European companies, to employees on a worldwide
basis.

During

the

1990s

many

companies

pushed

equity

compensation down past the executive ranks and into the domain of
the rank and file employees.

Most large and mid-sized public

companies utilized a stock option plan and some also used an
employee stock purchase plan (ESPP) or other equity-based plan. For
many companies though, stock options were the only incentive
vehicle offered.
Of the developed nations, it is interesting to note that Japan
was a late adopter and did not start using equity compensation on
any scale until the late 1990s.

In 1997, the Japanese Parliament,

responding to the request of the business community, changed the law to
allow Japanese companies to implement stock option plans for the first
time.

Prior to this change, Japanese companies were practically

prohibited from granting share options to employees.

In order to

encourage employee share ownership and create a stable shareholder
group,

most

Japanese

companies

had

created

employee

share

participation associations to provide the employees with an opportunity
to purchase company shares.
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It was not until the 2000s that Japanese companies started
awarding stock options to their global workforce.
were

made

to

stock option

legislation

in

Further changes

2001 to

eliminate

restrictions on Japanese companies granting stock options to anyone
other than their own direct employees.

These changes enabled

Japanese corporations to grant stock options to directors, consultants
and employees of overseas subsidiaries. Consequently, at the turn of
the decade many Japanese companies started using stock option
plans for employees globally as a way to attract and retain a
competent workforce and compete with their US, UK and Western
European rivals.

All for One and One for All
Throughout the 1990s, stock options reigned supreme as the “allfor-one, one-for-all” program that linked executive and employee pay
to shareholder value creation. The incentive mechanism provided by
the leverage inherent in stock options was considered to play a major
role in the sustained success enjoyed by many of the companies that
used stock options extensively.
The heady rise of stock options was due, in no small measure, to
the beneficial accounting, cash flow and tax treatment afforded to
stock options in many countries around the world.
Prior to the introduction of accounting rules in the 2000s that
required them to be treated as a financial statement expense, stock
options could be provided to employees without a corresponding
charge against earnings.

Additionally, since stock options and

employee stock purchase plans require employees to purchase (in
most cases at a discounted price) the shares they will receive, the
employee’s investment provided the organization with a valuable
cash injection which was not available using other forms of equity
compensation.
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Tax legislation also had a big role to play in promoting the rise
of stock options internationally.

The tax regimes of many nations

provided significant tax breaks to the employees receiving stock
options as well as to their employer companies (typically in the form
of social security tax savings). This illustrated that governments and
revenue authorities worldwide supported stock options as drivers of
corporate, and by extension, economic growth.
The US, UK, France, Italy and India stand out as jurisdictions
with well developed legislation governing stock options that provided
significant tax benefits for participants in company stock option
programs in the form of deferral of taxation from the point of
exercise of the option to the point of sale of the shares and favorable
tax rates for the gain recognized at the date of sale of the shares. In
addition, with the exception of India which does not consider equity
compensation to be liable for social tax, complying with the tax
favored regime in these locations enabled companies and employees
to avoid paying the social security taxes that would otherwise be due
on the stock option gains.
With all the benefits of using stock option compensation as a
part of employee remuneration, the 1990s saw an increase in use for
the broader employee base as well.

Technology companies in Silicon

Valley in particular saw rising share prices as an opportunity to
facilitate a wider sense of employee ownership through broad-based
stock purchase plans as a part of employee pay packages.

Internal

Revenue Code §423 Employee Stock Purchase Plans (ESPP) in the US
and Revenue Approved Save As You Earn (SAYE) stock purchase plans
in the UK were added as an additional benefit and supplement to
employee compensation. These plans served as tax advantaged share
purchase mechanisms available to all employees enabling participants
to elect to have a percentage of pay withheld by the company and
accumulated to purchase company shares at a discount to the market
value.
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Under Accounting Principles Board Opinion 25 (APB 25),which
most US companies followed in the 1990s, a similar accounting
treatment to that of stock options could be achieved for stock
purchase plans; as long as the discount from the purchase price did
not exceed 15% of the fair market value of the underlying shares at
the lower of the start of the purchase period or at the date of
purchase, employers did not recognize an accounting expense.
While other types of equity awards, such as restricted stock and
restricted stock units were used, they were deployed on a very
limited basis compared to stock options and ESPPs. Where they were
used, restricted stock and unit programs tended to be offered only to
a handful of the most senior executives in an organization.

All in

all, stock plan design in the 1990s was very homogenous.
Notwithstanding the relatively homogenous nature of stock
plans, the administration burden increased exponentially as equity
compensation programs grew in size and global reach.

As a result,

more and more companies turned to specialist firms to outsource the
administration of their stock plans rather than trying to tackle it
internally.

2000s – The End of Generic Stock Plan Design
The year 2000 heralded the dawn of a new era in stock-based
compensation planning.

Underperforming public stock markets in

March 2000 meant that many executives and employees were holding
“underwater” stock options with exercise prices higher than the
current market value of the company stock underlying the options.
Consequently, stock option plans and ESPPs lost some of their luster
as a vehicle for companies to attract, retain and motivate employees.
The traditional way to deal with this issue was for companies to
engage in option repricing or exchanges, which became frowned upon
by shareholders and later penalized by accounting regulations. The
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bear market brought with it heightened scrutiny on executive pay by
regulatory

organizations

and

shareholder

advocacy

groups,

particularly in the US and particularly where senior executives had
realized large option gains immediately prior to large decreases in
company stock prices.
Institutional investors and shareholder advisory groups became
increasingly resistant to, and vocal about, excessive stock option
practices. At the same time, the early years of the 2000s also saw a
number of legislative changes which started to shape accounting and
taxation of equity compensation, as well as corporate oversight and
governance.
In 2002, as a reaction to corporate misconduct resulting in the
downfall and ultimate demise of several companies, the SarbanesOxley Act was drafted into law in the US. Sarbanes-Oxley mandated
that rigorous corporate controls be put in place around all aspects of
financial reporting and provided for executives to forfeit certain
bonus and equity compensation awards if company financials were to
be re-stated as a result of non-compliance.
The

fact

that

equity

compensation

was being

specifically

addressed in the legislation is a testament to fact that employee
stock plans were deeply embedded as a crucial component of
executive compensation.
In addition to oversight regulations beginning to address equity
compensation,

accounting

regulations changed as well.

The

introduction of the requirement to include the fair value of stock
options in a company’s profit and loss statement under International
Financial

Reporting

Standards

and

under

the

US

Financial

Accounting Standards Board Statement No. 123R, Share-Based
Payment (FAS 123R),put stock options on a more level footing with
other equity awards from a financial statement perspective.

As a

result, the playing field was recast and companies started to reassess
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the suitability of their existing stock plan arrangements in terms of
attracting, motivating and retaining employees globally.

The

conventional wisdom in terms of stock plan design began to change
and more diverse incentive programs were developed as a way to
avoid the shortcomings of stock option programs.
Many companies moved away from stock options to other forms of
equity pay. Use of restricted stock and restricted stock unit programs
gained in popularity, as they were considered more effective than
stock options from a retention standpoint. These types of programs
also helped companies manage dilution and burn rates more
effectively than they could with options. Restricted stock units tend
to be more prevalent internationally than restricted stock from a tax
standpoint as they enable deferral of taxation to vesting (and in
some locations until distribution) unlike restricted stock which some
countries would seek tax at grant.
The pendulum had swung and the 2000s saw restricted stock and
unit plans, which historically had been the preserve of senior
executives, being used more broadly.

Conversely, stock options,

while still used in some companies as a broad based equity
instrument, are now fairly commonly used only for senior executives.
The outright award of shares that would always have value, even in
a

down

market,

was

thought

to

identification in the issuer company.

provide

more

ownership

These programs were not

without their critics though if the restrictions were time-based and
not performance-based, as was the case in the 1990s, executives
could look forward to the payment of company stock without a
corresponding achievement of performance targets.
With

the

changing

oversight

and

accounting

regulations

bringing an increased focus to equity compensation, compensation
committees and shareholder advocacy groups were concentrating to a
greater extent than ever before on the use of employee share plans.
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As scrutiny from compensation committees began, companies began
to be challenged on the levels of executive compensation being
provided, leading to further concerns regarding dilution levels.
In response to the accounting changes, as well as to the
questions regarding share pool dilution, some companies also used
stock appreciation rights (SARs) settled in stock as a way to deliver
the same economic benefit as stock options but with the advantage
of extending the life of the company’s share plan reserve by
requiring fewer shares to be issued upon exercise than would be
required with traditional option grants.

A growing number of

companies are looking to net share settle their restricted stock/unit
awards and deliver the net amount of shares to employees after
holding back sufficient shares to cover the taxes that are due on the
transaction date. The reason for this was to enable the shares that
were withheld to cover the taxes to be put back in the share reserve.
This had the advantage of prolonging the life of the share pool and
delaying the need to go back to shareholders for authorization to
issue

more

shares.

administrative

burden

This

presented

no

and

tax

accounting

and

small

amount

of

complexity

internationally.

Pay for Performance
Scrutiny on the appropriateness of executive pay has been
steadily increasing.

The pay for performance debate has come to a

head in the current economic crisis with many stories in the press of
excessive bonuses in ailing and failing companies.

Stock plans

constitute an important part of the pay for performance debate as
companies try to realign traditional compensation vehicles to be
more shareholder friendly.

Companies around the world are under

pressure to impose a stronger linkage to long-term performance and
risk management. This will be achieved by rebalancing the mix of
salary and incentives including:
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Long-term performance-based stock grants based on the

•

attainment

of

predetermined

multi-year

performance

objectives
Long-term incentive cash payments based on multi-year

•

performance objectives (typically three years)
Risk-adjusted vehicles, including premium priced stock option

•

grants, performance based equity grants and grants tied to
leverage adjusted return ratios.
The focus on pay for performance is, of course, a worldwide
phenomenon but is particularly acute in the US, which has lagged
behind the rest of the world when it comes to performance-based
stock compensation plans. This is largely due to the traditional US
accounting treatment that made plans that employ performance
metrics subject to variable rather than fixed plan accounting.
Variable

plan

accounting results in

volatility to

the

income

statement as the accounting charge would need to be remeasured
each

period

and

this

rendered

performance-based

pay

plans

unattractive for widespread use in the US. Where US companies had
used performance measures in the past, they had been very
piecemeal, either to avoid the limitations of Section 162(m) of the
tax code, which limits the corporate tax deduction for the top five
executives, or to enable acceleration of vesting for what are
essentially still time-vested awards.
European countries, on the other hand, have been using
performance linking for many years. In the UK, for example,
performance metrics are almost universal for quoted companies. This
has been the case since 1987, because institutional shareholders
have voted down any new plan that does not involve relevant
performance targets. In Germany, performance hurdles are actually
required by law. These are just two examples but they illustrate that
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European countries have a wealth of experience with performance
plans.
FAS123R provided a trigger for US companies to re-think the use
of time-based restricted share programs as it made performance-based
equity awards a much more efficient incentive vehicle than servicevested ones. Generally speaking the new rules for expensing awards
with vesting linked to performance provided that companies would
not incur an expense greater than what they would have incurred if
the awards had simply been vested over a service period.

In fact,

expense is not recorded for awards that are not earned due to failure
to attain performance conditions – conditions derived from internal
metrics such as revenues or return on assets. .
The move away from generic plan design and the increasing use
of performance metrics meant that the administration of stock plans
was becoming even more complicated.

Don’t Forget About Tax
In

addition

influences,

to

accounting,

shareholder

tax policy and legislation

also

and

regulatory

exerts considerable

influence on the composition and structure of stock plans and how
they are designed and used internationally.
As stock plan practice by companies has evolved over the past
two decades, tax authorities worldwide are focusing on the benefits
and pitfalls of providing equity as part of employee compensation.
There is widespread recognition that equity compensation can serve
as a good source of revenue for governments.

The past 18 to 24

months have seen a marked increase in legislation designed to
introduce specific tax rules on equity compensation where such rules
may not have existed in a particular country or to revise the tax
treatment of equity compensation in locations with established tax
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rules for stock plans.

Every country adopts a different approach to

tax policy in order to strike a balance between encouraging employee
share ownership, minimizing abuse and bringing in much needed
revenue into the country’s coffers.
Let’s take two of the countries mentioned earlier that have very
sophisticated

tax

legislation

around

equity

compensation

to

illustrate some of the differing approaches employed to moderate the
use of stock plans. These examples will also highlight the challenges
that diverse tax rules present for companies in terms of structuring
and administering global share plans.

France
The French tax administration introduced similar tax benefits
for free shares or restricted stock style programs in 2005 as had
existed for many years around stock options. This was an expression
of the government’s view that these free share programs, which were
growing in prevalence, were good for business and therefore
something to be encouraged fiscally.

Certain conditions were

required to be met in order to benefit from the tax favored
treatment including a holding period during which the shares could
not be sold. In the case of stock options, the holding period was four
years from grant to sale and in the case of free share programs a
period a minimum vesting period of two years and a holding period
after vesting of at least two years was required. If all the necessary
conditions were satisfied, in addition to favorable income tax
treatment, social security contributions could be avoided entirely on
restricted stock plan gains for the employer company and for the
individual recipients.
At the end of 2007, the French authorities imposed new
legislation

requiring

the

employer

to

pay

social

security

contributions at a flat rate of 10% on stock options and free share
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awards granted on or after October 16, 2007 that met the conditions
for tax favored treatment.

This diminished the tax advantages

slightly and meant that the French government was guaranteed to
collect some social security income from these stock plans but still
treated these plans much more advantageously from a tax standpoint
than any other form of pay.

Even more recently, the French

government has imposed further limitations on the tax benefits that
could be obtained from these share plans by corporate officers.

India
In 2007, the Indian government radically changed the taxation
treatment of equity compensation.

They withdrew the ability of

share plans to qualify for tax beneficial treatment under the Central
Government guidelines and instead extended the Fringe Benefits
Tax (FBT) regime which had originally been introduced in 2005 on
certain

employer

provided

benefits

to

equity

compensation.

Consequently, share-based compensation is not taxable for employees
in India; instead employers are now liable for FBT on the gain at the
date of exercise of a stock option (calculated based on the value of
the underlying shares at vesting) or at the vesting of restricted stock
or units settled in shares.

Additional complexity for non Indian

companies operating plans in India arises from the fact that if the
shares are not listed in a recognized stock exchange in India, the
shares will be treated as unlisted and will have to be valued by a
category 1 Merchant Banker registered with Securities and Exchange
Board of India.
This volte-face in tax treatment caused many companies to think
long and hard about whether to continue to allow Indian employees
to participate in their stock plans as the new regime significantly
increased the cost and complexity. In the experience of the author,
some companies chose to settle awards to Indian employees in cash
but the majority continued with equity either absorbing the cost or
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in some cases passing some or all of the cost of the FBT on to the
employee.
Another problem is the application of FBT to employees who
were in India for a period of time since the grant of the equity
instrument and are no longer in India at the time the option is
exercised. This leads us into the next tax topic of mobile employees.

Mobile Employees
The issue of employees who work in more than one tax
jurisdiction over the course of their career is receiving significant
attention and has become one of the hottest issues in the stock
compensation

world.

Tax

authorities around the

world are

increasingly focused on making sure that companies are compliant in
terms of reporting the income from stock plan gains of employees
who cross tax borders while holding equity awards. Many countries
have become much more sophisticated in addressing taxation for exresidents (so called “trailing liabilities”). Some, including Hong Kong
and Singapore, impose taxes upon departure.

Others expect the

taxes to be paid based on the period the individual was working in
their country even if the employee is no longer resident or working
in their country at the time of the transaction. The level of scrutiny
by tax authorities in this area can only be expected to increase.
For many companies, it is a business imperative to move key
people from one market to another to capitalize upon opportunities
or help the local in-country operation get up and running.

Given

these people will usually be relatively senior in the organization,
they will, more often than not, have equity awards. As a result, this
has become

a

major

compliance

issue

for

globally

operating

companies as they have to institute tracking mechanisms for their
employees to capture not just formal expatriates but employees who
frequently travel across national borders on business travel or short-
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term assignments. It necessitates systems for calculating and paying
taxes to multiple jurisdictions for people who may not be on payroll
in that company.

This has added yet another layer of significant

complexity to stock plan administration and is an area where
companies are increasingly looking for a technology solution which
will synch up data housed in the HR and payroll and travel systems
with the stock plan data housed on the stock plan administration
platform and the tax technical rules.

Corporate Tax
The other side of the tax coin is the corporate tax position.
With increasing compliance and administration costs, there is
heightened interest in today’s environment to secure corporate tax
deductions in the various locations in which employees receiving
equity awards are working.
In the US and the UK, the employer company is, generally
speaking, entitled to a statutory corporate tax deduction for the
amount recognized by employees as income from a stock vesting or
option exercise under an employee stock plan.

In most other

countries, however, a company is unable to claim a tax deduction for
equity compensation issued to its employees unless it incurs a cash
cost associated with the delivery of that equity compensation. This
is usually achieved through a global stock chargeback program, which
involves the parent company charging each affiliate company for the
costs associated with delivering shares under a global equity plan to
employees working directly for the affiliate in order to achieve a
corporate tax deduction. This technique can also be used to reduce a
company’s effective tax rate and repatriate cash from subsidiaries
around the world to the parent company, which is viewed as a
significant benefit in the current credit crunched environment.
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Consequently, the corporate deduction associated with stock
options or other types of equity awards is being focused on to a
greater degree today than in the past as a way to reduce costs and
extract much needed cash from stock plans.

What Does the Future Hold?
Despite significant accounting, regulatory and tax changes in
the past decade that have seemingly threatened the use of equity
compensation,

companies continue

to

use

stock plans as an

important part of total remuneration. Performance share plans are
certainly on the rise.

Stock options are still used, albeit more

selectively than was the case in the 1990s. ESPPs are still used by
many companies today although instead of allowing employees to
purchase shares at a discount many now have a matching share
component whereby for every few shares purchased (at fair market
value) by the employee, the company will add a matching share. The
matching share component is considered to be good for retention.
It remains to be seen what equity compensation will look like 10
years from now but it is clear that equity compensation is not a
passing trend and will remain in use for the long term.

New

challenges and opportunities will continue to emerge. For the past
several years, the international Accounting Standards Board (IASB)
and the US Financial Accounting Standards Board (FASB) have been
working together to achieve convergence of International Financial
Reporting Standards and generally accepted accounting principles in
the US.

This convergence presents both new risks and new

opportunities and for many companies will have a significant impact
on share-based compensation plans, requiring companies to examine
everything closely — from financial statement impact and taxation
to systems, and plan design implications.

GLOBAL EQUITY ORGANIZATION

89

Conclusion
Equity compensation has come a long way from the days of the
“plain vanilla’ stock options of old.

Taxation and regulatory

requirements around stock plans continue to evolve and as a result
cause employers to constantly revisit the method and structure of
this form of compensation.

Nevertheless, stock plans remain a

powerful and cost effective tool for remunerating employees on a
global basis.

SEAN TROTMAN is the North East Global Compensation and Benefits
Practice Leader for Deloitte, based in New York. Sean has over eleven 1years of
global compensation and tax experience. Sean specializes in the design and
implementation of global equity and incentive compensation programs and has
helped many of the world’s leading companies develop practical solutions to the
tax, administration and human resource challenges that operation of a global
share plan presents.
Sean has developed a particular expertise in helping companies undergoing
corporate reorganizations (in particular mergers and spin-offs) develop strategies
to mitigate the effects that such reorganizations have on a company’s
compensation and benefits programs.
Sean is a member of a number of professional organizations (including Global
Equity Organization, National Association of Stock Plan Professionals and
National Foreign Trade Council). Sean is a frequent speaker and writer on
global compensation issues.

90

GLOBAL EQUITY ORGANIZATION

Protecting Your Stock Plan
By Mary K. Samsa (Seyfarth Shaw LLP) and Juan Bonilla (Cuatrecasas)

As you have read in other chapters in this book, employee
compensatory equity plans can be a highly effective tool for
motivating and rewarding employees. However, as with any benefit
that is provided to your employees, protection of the company’s
interests is of similar significant importance.

Legal issues must be

contemplated and adjusted for in the end product to ensure that (1)
what the company intended to offer is actually what it offers, and (2)
that employees do not have the ability to manipulate what they
receive into something beyond the scope of what was originally
contemplated by the company. What we are referring to is designing
the employee compensatory equity plan for the company’s legal
protection, assessing the appropriate legal risks with respect to the
equity awards being offered, and drafting the plan and awards to
reduce those legal risks, if possible. Consequently, one of the most
important considerations when offering an employee compensatory
equity plan is risk management.
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Areas of Risk Analysis
Managing legal risk on a global basis is a major challenge for
multinational companies.

There are three key areas typically

reviewed by multinational companies when conducting its risk
analysis with respect to its employee compensatory equity plans.
Those three broad areas include:
•

Legal Compliance Generally

•

Protection of Intellectual Property and Confidential Information

•

Protection of Company Reputation

Each of these areas has some impact on how a multinational
company decides to offers its employee compensatory equity plan as
well as what it decides to offers under that plan. These decisions can
impact a company’s business in various jurisdictions going forward
and provide a company, in some instances, the ability to completely
forfeit an equity benefit for an employee where wrongdoing is
concerned. Each of these will be discussed in turn below.

Legal Compliance Generally
As any company who offers an employee compensatory equity
plan across multiple jurisdictions knows, there are a whole range of
challenges because the legal rules governing equity plans are simply
not uniform across jurisdictions. The legal risks range from assessing
the local legal requirements affecting the implementation and
continuation of the employee compensatory equity plan long-term to
then managing the different results across jurisdictions in an
attempt to achieve an overall consistency in the analysis of the
various different legal issues.
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Employee compensatory equity plans need to be monitored and
reviewed

for

changing

circumstances,

reasonableness

and

law

changes on a set cycle. The key is to have a multi-year agenda with
a defined cycle to identify issues before they become problems.
Specifically, being proactive with respect to education will ensure a
means for improving strategy, broader design perspectives and
improvements and a global understanding of the factors that impinge
on those decisions (such as public perception, legal issues, financial
issues).
Securities Laws
Typically, the first place most companies start in their legal
compliance review is an analysis of the relevant securities laws in
the various jurisdictions in which they intend to offer equity awards
to their employees. Violation of securities laws tend to have larger
penalties and fees associated with those violations and missteps in
this area can create other complicating issues with respect to the
company’s ability to conduct further business in that jurisdiction. As
such, companies tend to tread more carefully with respect to these
laws.
Also, the legal rules across jurisdictions are typically not
consistent in their application.

Although the European Union

Prospectus Directive was the first such attempt to streamline
securities filings across a large number of countries (defined within
the European Union (EU)), many jurisdictions still retain some
portion of their own individualized securities laws, particularly when
their jurisdiction is chosen as the “home member state” for the EU
Prospectus filing.

Consequently, although the EU Prospectus

Directive acts as the general overriding compliance effort for
securities law purposes, the independent countries underneath that
filing can still require additional specificity in the filing so long as it

GLOBAL EQUITY ORGANIZATION

93

does not contravene the general rules of the EU Prospectus
Directive.
Additionally, when a company gets outside the EU, then it has
the separate securities laws of all other countries where it intends to
offer the employee compensatory equity plan to comply with also.
Therefore, a company could find itself in need of satisfying the EU
Prospectus Directive, obtaining a Australian Class Order Exemption,
a US SEC registration exemption, and/or making a Japanese
securities filing. This requires that the company determine how to
structure the employee compensatory equity plan so that it satisfies
all of the legal securities requirements globally but that the
underlying integrity of the plan itself is retained and is still
accomplishing the desired objective of the board of directors.
Keep in mind that it is crucial for the company to comply with
the securities laws in each country.

Compliance in this area does

require an appropriate amount of lead time. Therefore, a company
will want to have a general understanding as to whether (1) any
securities filing exemption is available to it, (2) whether any type of
filing is required or not (e.g., some securities exemptions are selfexecuting by merely meeting the legal requirements and some are
not and require a simplified filing to avail oneself of the exemption);
and (3) the cost of such securities filing, and (4) how long it will take
to prepare the filing and then submit and secure the requisite
approval.

Being forewarned in this area will make the company

forearmed.
Tax Laws
Of critical importance to employees is the tax ramification of the
equity award being given to them by the company. How the award is
taxed equally can affect whether the equity award is positively or
negatively perceived.

In particular, companies need to pay special

attention to when the equity awards are taxed. Some jurisdictions
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tax the equity awards when they are granted, others tax equity
awards when they are exercised, and still others tax only when the
equity awards are sold.
In some instances, an employee’s equity awards could be taxed
twice if s/he is an expatriate, once in their home country and once in
the host country where they are working.

If that same expatriate

moves around among three or more countries during the entire
vesting period of the equity award, s/he could find that there are
multiple jurisdictions attempting to tax a piece of his/her equity
award by the time such equity award is exercised.

The rules

surrounding expatriate taxation of equity awards is slowly becoming
more and more sophisticated within many jurisdictions as each
jurisdiction attempts to tax a piece of vested equity awards.
Netherlands is a prime example of this.

The

During tax audits, the

Netherlands’ tax authorities have been know to request a listing
from the audited company of expatriates who have come in and out
during the audit years in question and then review equity awards
granted to those individuals for purposes of assessing and collecting
tax on that portion of equity awards that vested while such
individual was working in The Netherlands.
As such, it is critical that the company be sure to understand the
tax impact not only to themselves but also their employees.

A

company doesn’t want to give an employee an equity award in a
country only for the employee to find out that it is taxable on grant.
In that case, the company has given this employee the right to
acquire shares in the future but unfortunately, right now the
employee must pay taxes. In this instance, that equity award may
not feel like a benefit at all.
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Foreign Exchange Controls
Generally, foreign exchange controls refer to how jurisdictions
restrict how much currency can flow into and out of the jurisdiction.
In the past, foreign exchange controls were more rigorous and
restrictive to companies.

Some jurisdictions imposed a maximum

lifetime on the amount of currency that could be sent outside the
jurisdiction. Other jurisdictions imposed a limitation per year. And
other jurisdictions flat out prohibited currency from crossing the
borders.
Notwithstanding the above, multinational companies have been
offering employee compensatory equity plans for years. As such, how
did they comply with these restrictions?

To get around these

barriers, companies sometimes limit the way their global employees
in a particular jurisdiction can exercise their equity awards.

For

example, many companies continue to utilize stock options but
require such exercises to be “cashless exercise.” “Cashless exercises”
typically (although not always) have the following steps:

(1)

employee notifies company that he/she wants to exercise his/her
stock options but provides no cash, (2) company forwards stock (which
is subject to the stock option being exercised) to a broker, (3) broker
takes stock received from company and sells such stock on the open
market, (4) broker receives cash from sale of such stock and generally
remits the full exercise price on such stock to the company, then
remits the applicable income tax withholding on the stock option
exercise to the company, keeps a portion of the proceeds as a
transactional fee, and remits the remaining funds from the proceeds
to the employee.

In this way, the local employee never needs to

provide currency/cash to receive the equity award; he/she only
receives cash compensation in return within the borders of his/her
home country and consequently, there has been no violation of the
foreign exchange rules.
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As the world economy moves to a more global market approach,
many jurisdictions have somewhat relaxed their foreign currency
control restrictions.

However, foreign currency control restrictions

fluctuate over time based on market conditions.

In times where

financial markets are unstable, many jurisdictions find it necessary
to impose greater control on the flow of its currency across its
borders in an attempt to stabilize their economies.

Consequently,

the flexibility built into these particular rules expand and contract
as needed and can quickly change over time. Therefore, companies
need to closely monitor foreign exchange control rules in the
jurisdictions where they are operating their employee compensatory
equity plans to ensure compliance with those rules at grant as well
as at exercise and provide, if necessary, assistance to employee in
meeting any changing requirements.
Labor Laws
Labor laws are one legal area that companies tend to struggle
with, particularly US-based companies.

For example, US culture

from a labor law standpoint generally does not ever guarantee any
particular benefit forever. As such, concepts such as acquired rights
or vested rights are not clearly understood in the US. However, it is
crucial to understand how labor laws in various jurisdictions impact
an employee compensatory equity plan and the associated increase in
cost of such benefit that may result in certain jurisdictions.
Vested Rights. Acquired rights or vested rights typically are
created due to the employment relationship and these concepts
refer to the inability of a company to take away or remove in the
future a benefit previously or currently offered. In other words,
by merely offering the benefit, the employee becomes entitled to
it as part of his/her continued compensation package. When
companies do not understand this concept before offering an
employee compensatory equity plan, in some countries, offering
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the plan can end up costing the company money.

The most

common example of this issue pertains to inclusion of equity
awards in severance compensation.
An example of this issue is the impact of a termination of
employment on the life cycle of the stock plan. Legislation
and/or case law in certain jurisdictions may provide that the
specific provisions of the stock plan governing the impact of a
termination of employment are to be superseded either by a
specific formula to calculate the loss of future income by the
terminated employee or by a potential continuation of the plan
under certain circumstances. These issues must be carefully
evaluated to ascertain whether the stock plan can be structured
so that former employees can no longer benefit from the equitybased awards previously granted to them.
Severance. For example, in Latin America, an employee who is
terminated is entitled to severance indemnity. That amount is
determined by the relevant law and the relevant employee’s
income.

If that country counts equity awards as a part of the

employee’s income, it could significantly increase the amount
the company would have to pay if it ever terminated the
employee.
Social

Insurance.

Additionally,

companies

also

need

to

understand the interplay with local social security laws. For
example, some countries, including the United States, the
United Kingdom, and Sweden, require employers to pay a
portion of the social security tax on equity award proceeds
granted to employees. Companies need to clearly understand the
increased cost associated with any application of social security
regulations to ensure that the overall value of the awards given
in a certain jurisdiction is within acceptable parameters for
offering such awards in that particular jurisdiction.
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Discrimination. Age discrimination is one area of labor law that
is evolving dramatically, not only within the EU but also within
the US.

Claims of discrimination based on age can certainly

have an impact on equity-based awards, both in the terms of the
design of the eligibility criteria or in the design of the vesting
and exercise conditions. In certain countries, particularly in the
EU, part-time employees cannot be favored over or discriminated
against with regards to full-time employees. Plans that are only
offered to full-time employees arguably may breach this antidiscrimination rule.

Additionally, any provisions of an equity

plan that are deemed to provide a more favorable treatment to
employees based on an age criteria (i.e., accelerated vesting
beginning at age 55 or 60) may need to be reconsidered and
evaluated to determine whether such a provision can be deemed
acceptable in all jurisdictions where the stock plan is offered.
Corporate Reorganizations
Equity based awards can have a relatively long life cycle (i.e., for
stock options, it is typical to provide that the expiration of the
options will take place ten (10) years from the grant date). During
the ten (10) year life cycle of that plan, there might be a number of
changes that may affect the company offering the stock awards.
These changes can range from a merger or spin-off, to a sale of a
subsidiary that will no longer be part of the parent-controlled group
that initially offered the stock awards. In addition, a change in the
underlying equity of a company by means of an increase in capital
from shareholders may also have an impact on the value of the
employee stock awards that have been previously granted to the
employees. The terms and conditions of the stock plan must carefully
consider the different possibilities that may or could impact the
company offering the stock plan, as well as its subsidiaries, in order
to guarantee a smooth transition if the corporate reorganization
happens, with the primary objective usually being to not dilute the
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value of the stock awards to ensure they still function as an
incentive.
Modifications of the Plan or the Award Documents
In the current economic environment, some companies are
considering changing or modifying their compensation and benefits
structure in an attempt to give value to the employees, particularly
if the previous awards are currently underwater. Some companies
are, for instance, offering re-pricing of stock options, or exchanging
stock options awards for restricted stock awards. A company trying to
implement these types of changes must also be aware of local laws
that may restrict the ability to change or modification the terms and
conditions of existing awards (which can be easily implemented in
some jurisdictions but not in others).

Companies also need to

consider the possibility that individual consent of the employees may
be required, and/or the need to consult with local employee
representative bodies prior to making any such change.
Data Protection
Data privacy and data protection laws can also add additional
steps for a company when enacting a compensatory equity plan.
Generally, privacy laws are meant to prohibit the transfer of
personal data about an employee if the jurisdiction that will receive
that same data does not have the same level of data protection.
Although these rules were quite cumbersome when they first began
to be enacted around the globe, they are more commonplace now and
understood to be necessary as a part of doing business in various
jurisdictions around the world.
The majority of jurisdictions around the world have some form of
data protection and data privacy laws in place. Typically, these rules
have a broad application to employee information in general.

As

such, companies must comply with these rules for wage and payroll
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purposes and normally have established the relevant compliance
procedures and policies in a jurisdiction even before a company
decides to offer an employee compensatory equity plan. Hence, the
implementation of the equity plan can piggyback off the general data
protection procedures already used for another employment related
purpose.
However, there are still situations in which a company must
specifically acquire the employee’s consent and the company may
need to file paperwork or at least notify local authorities about the
compensatory equity plan. A company should confirm whether this
is required in any jurisdiction in which they are offering the equity
plan.

Notwithstanding this, it is considered best practice when

drafting an equity award agreement to expressly have the awardee
consent, when accepting the equity award, to the free transfer of
that personal information necessary to administer the equity award
across borders. Such consent should be limited to only the personal
information needed to effectuate the administration of the equity
award.

By doing so, the company creates a legal precaution that

could potentially save it a lot of problems later on under various data
protection rules.
Translations into Local Language
Some

countries

(luckily

only

a

few)

require

that

any

documentation made available to employees be translated into local
language.

However, even if a country does not legally require a

translation, it is important to review whether the number of affected
employees in one jurisdiction may make the translation into local
language justifiable as well as cost-effective. In the event of
litigation, both the plan and the award documents will more than
likely have to be translated into the local language. In light of the
difficulties that may arise out a translation of an equity plan, and
the possible misunderstandings with litigation-based translations,
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companies may want to consider whether having a local translation
could save costs and time in the future.
Education
After reading through the various types of legal compliance
necessary when offering an employee compensatory equity plan, how
should a company stay abreast of all the changes to ensure
compliance?

The board of directors of a company is typically

responsible for the equity grants made during the course of a year.
Some board members may be experts in equity and others may not.
Because

all board members cannot

be

expert

in

everything,

companies need to fully utilize outside resources such as attorneys,
consultants and accountants.

These professionals provide insight

into what other boards are doing as well as have the capacity to
highlight key legal exposure issues from year to year. Education is
crucial in this area.

Whether education takes the form of self-

education (i.e., general investigation and reading by board members
themselves) or targeted outside education by professional groups, the
rules surrounding compensatory equity plansare constantly evolving
and to the board must constantly attempt to keep itself apprised of
those changes in order to effectively maintain such plans in a legally
compliant form.
Recommendation
Legal compliance always has a price tag. The larger the number
of jurisdictions in which a company offers an employee compensatory
equity plan, the higher the cost of maintaining that plan may
potentially be. However, always understand what the lay of the land
is

in

each

jurisdiction

from

a

legal

compliance

standpoint.

Understand not only the legal compliance issue itself but the
potential cost of noncompliance. In the end, if a company has all the
data points, it may still eventually decide from a business standpoint
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to ignore the compliance issue, but at that point the company would
have appropriately assessed the risks of noncompliance and made a
more informed decision.
In addition, some types of stock awards may be more suitable
from a legal perspective than others within specific jurisdictions.
Understanding which types of stock awards can be more easily
adapted to the deviations in each country can also be a significant
point in terms of risk analysis. Further, considering whether it is
advisable to have country specific subplans can also present a
suitable alternative for purposes of being consistent with the aims of
the grants but also to adapt the plans to the specific situations of
each jurisdiction.

Protection of Intellectual Property and Confidential Information
Broad-based compensatory equity plans by definition are offered
to a large cross section of a company’s employee population base. As
such, equity awards are typically granted to employees who are not
subject to any type of prior written employment agreement with a
company. In many instances, companies can use the equity awards
for a dual purpose. The equity award can act as an incentive to the
employee but it can also provide an opportunity to the company to
protect its intellectual property through the use of a noncompete or
nonsolicitation or confidentiality provision.
Generally, the laws of most jurisdictions require that for a
noncompete or nonsolicitation or confidentiality provision to be
effective,

there

consideration.
consideration

must

be

a contractual offer,

acceptance

and

Consequently, using the equity award itself as the
to

make

the

noncompete

or

nonsolicitation

or

confidentiality provision binding offers the company this protection
with very little additional compensation outlay.
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For example, an employee could be granted an equity award. As
part of the terms and conditions of accepting the equity award, the
employee would have to agree to a two-year noncompete and one
year nonsolicitation provision.

In the event that the employee

breaches the noncompete and/or nonsolicitation provision in the
equity

award

agreement

during

employment

or

following

termination of employment, the employee would be required to
payback any stock s/he is actually holding from the exercise such
award or if he/she has already sold such stock, then s/he would have
to payback any proceeds received from the sale of such stock that was
acquired with respect to the equity award.

In other words, there

would be a clawback provision in the event of a violation of the
noncompete and/or nonsolicitation.
Note that use of a clawback provision such as this merely
operates as a deterrent to the employee; it is not legally enforceable
on a standalone basis. In other words, a company could not go to a
court of law in this situation and secure an injunction against the
former employee from working for a competitor or stealing clients.
Instead, the recourse to the company is merely instituting a legal
action against the former employee for repayment of the clawback
proceeds as punitive damages for violation of the noncompete and
nonsolicitation.

However, its use as a deterrent to this type of

behavior can be effective if the dollar amounts recoverable by the
company in this type of situation are significant in magnitude (e.g.,
repayment of $25,000 in profit by a former employee whose base
salary is $100,000 can be a significant enough financial deterrent to
drive the appropriate behavior).

Protection of Company Reputation
Recently, firms have started to pay more attention to the
potential impact of employee compensatory equity plans on company
reputation.

104

Executive compensation practices of companies, which

GLOBAL EQUITY ORGANIZATION

include employee compensatory equity plans, are under close
scrutiny around the globe.

As financial markets struggle and

companies are accused of waste, decisions surrounding plans that are
offered should always be reviewed with an eye toward public
perception and how certain decisions will be perceived.
As we discussed above, a continual challenge is compliance with
the multitude of regulatory rules around the world. Public exposure
of legal violations can be more damaging that the magnitude of the
violation itself.

As competition in the marketplace tightens, a

company wants to stand out for positive differences, not negative.
As such, legal compliance can aid in preventing future reputation
issues.
Additionally, an open dialogue with company shareholders
regarding employee compensatory plans also presents an opportunity
for benefit.

Where employee compensatory equity plans are firmly

grounded with shareholder disclosure and approval, the company
minimizes the risk of opposition to such plans and even the potential
voting down of such plans in the future. A company does not want
to be in a position where it is viewed as not having the vote of
confidence of its shareholders on any issue.
In the environment after Enron and WorldCom, independence
with respect to a company’s external advisors is also a key factor in
gaining public confidence.

The separation of those professionals

advising on the employee compensatory equity plan from the
professionals advising on the other aspects of the company’s business
is viewed favorably by shareholders and investors as an appropriate
check and balance on what is being offered and how the company
itself is doing.
Finally, as more and more companies migrate to use of
performance standards for vesting with respect to their equity
awards, boards need to be careful to set the performance conditions
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high enough to avoid a perception that targets may be achieved too
easily.

There has been significant press in the last several years

(particularly in the UK and the US) regarding perceived reward for
poor performance.

Appropriately

structuring

the

performance

criteria that coincide with equity awards can be a key factor in
building the company’s reputation and showing a dedication to tying
pay for performance. In addition, defining performance metrics that
can be fairly assessed and that are based on merits, both individual
and company-related, can help in building a company’s reputation.

Best Practices for Protecting an Equity Plan
In summary, there are a number of tangible and intangible
factors that can influence how much protection can be built into an
equity plan to prevent future harm to a company.

Our recom-

mendations in this respect include:
•

Select and retain appropriate advisors. Choose legal
counsel

and

consultants

who

truly

have

professional

competence in the area.
•

Identify the internal team needed to provide input for
greatest

protection.

Typically,

the

Human

Resources

Department will interface with the consultants, the Legal
Department will interface with outside legal counsel, the
Finance Department will assist in quantifying the costs,
earnings impact

and dilution

impact

of the

employee

compensatory equity plan, and the IT Department will assist
in tracking the return on equity awards. Each group carries
a different responsibility but significantly contribute to the
whole return of the program.
•

Conduct due diligence. Reach decisions through a process
that
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are
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available. Also, ensure that decisions can be attributed to a
rational business purpose so as to avoid the argument of
corporate waste or fraud.

Finally, make sure both the

requirements for legal compliance and the practical risks
associated with the decisions (e.g., noncompliance, of being
the leader or first with respect to a new trend, or of doing
nothing) are well understood by all involved..
•

Education. Have a formal education strategy and process
with respect to the employee compensatory equity plan.
Also, provide easy-to-use access to important documents such
as plan documents and administrative guidelines.

Finally,

from a legal perspective, have fiduciary training and the
relevant duty of loyalty, duty of care, etc.
•

Leverage disclosure requirements.

Executive

compen-

sation, including equity, has been subjected to increasing
levels of disclosure in the past few years, particularly in the
US. These disclosure requirements play an important role in
allowing outside investors to better understand the thought
processes of the Compensation Committee in designing and
implementing executive compensation regimes.
•

Analyze and outline differing scenarios to ensure full
understanding of implications of awards. This is crucial to
the necessity of retaining objectivity. Evaluate the pros and
cons of each scenario from the perspective of both the
employee and the company to ensure the best possible
result.

•

One size may not fit all. Be aware that each stock award
cannot be analyzed in an identical manner in different
jurisdictions, and quite frequently result in differing legal
implications. Consider whether different types of stock

GLOBAL EQUITY ORGANIZATION

107

awards must be made depending on the deviations in each
jurisdiction.
•

Properly design and structure performance metrics. To
help build the

company’s reputation,

companies must

properly structure performance metrics to be sure that the
profits made by the employees are consistent with the
performance levels established for them.
Note that our recommended best practices also satisfy good
governance positions within a company with respect to its employee
compensatory equity plans. Achieving an equitable balance between
benefiting employees and protecting the company’s interest is
definitely achievable with a compensatory equity plan so long as the
company takes the appropriate steps and consults with its trusted
advisors.
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Communication Plans
That Work
By Nancy Mesereau, Fidelity Stock Plan Services

Companies with

effective

and valued equity compensation

programs share a commitment to equipping plan participants with
the knowledge and tools they need to understand and realize
financial benefit

from this important

workplace

benefit.

An

important component of the effectiveness of any stock compensation
program is that it meets the corporate goals of attracting, retaining
and providing appropriate incentives to employees.

Why go to the

considerable expense of offering equity compensation if employees
neither understand their awards nor appreciate their value?
The importance of clearly communicating plan details and the
potential for financial gain is especially true for equity compensation
programs, which tend to be complex and which vary greatly in design
from one company to another.

Well-designed communications can

greatly enhance the understanding of participants around the world,
who may be unfamiliar with employee stock awards and in addition
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face complex local tax scenarios in jurisdictions beyond the company’s
home country.

This understanding requires familiarity with the

details and operation of the particular form of the company’s stock
compensation, and it also requires that participants understand the
potential rewards under the plan and how those rewards will be
shaped, for example by changes in the company’s stock price. A lack
of understanding of the program by participants will undermine the
potential value of an award—the participant’s “perceived of value” of
the award—and result in the plan failing to achieve the employer’s
corporate objectives.
The potential variety in communications programs is infinite,
and a program that works for one company may be inappropriate or
ineffective for another. This chapter reviews strategies for employee
communications programs for global equity compensation plans that
help the plan sponsor enhance the company’s return on investment
(ROI), support plan goals to attract, motivate and retain key talent,
and help participants realize monetary gain.

Defining Success
Begin planning a communications strategy by focusing on the
ultimate goals of the plan.

How is the effectiveness of the global

equity compensation program measured?

What does success look

like? Only by focusing on both the drivers and measures of success
for the underlying program—in this case the equity compensation
plan—can an effective communications strategy and project plan be
designed and executed. Once the objectives and measures of success
for both the plan and the communications strategy are set, a tactical
plan can be developed and resources can be aligned around welldefined program goals. Answering the following questions can help
companies design an effective participant communications program.
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Align with Plan Goals and Corporate Practice
What are the goals and objectives of the plan(s)?
Employee share plans are an important tool used to attract,
retain, motivate, or reward key talent. Therefore, messaging and
communications must be appropriate to each audience and aligned
with the plan’s objectives. Some companies wish to foster employee
ownership, while others see equity programs as a means of rewarding
employees without using cash.

In certain industries, broad-based

stock option programs are an essential component of a competitive
compensation package. Companies often use several types of share
plans, each with unique objectives targeted to different groups of
employees. Measures of plan effectiveness may include participation
rates, wealth delivered to employees, employee recruiting and
retention rates, levels of executive ownership, and overall employee
ownership.
What is your company’s communications style?
Communications style and content should reflect corporate
culture and employee engagement practices.

Some companies

deliver as little material as possible, while others make sizable
investments in comprehensive programs and services, including
highly customized content, face to face educational seminars,
dedicated web sites, and materials localized for multiple countries
and languages.
Is the communications program for a new or well-established equity plan?
New equity compensation programs will usually necessitate
creation

of a full complement

communications channels.

of pieces,

using a variety of

These could include many types of

information ranging from basic plan concepts, detailed examples of
the tax implications of the equity award, to instructions on how to
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pay taxes and sell shares. Repeat key messages across all formats,
from web to print, to ensure employees truly understand the
potential monetary value of their award plan, tax obligations for
both the participant and the plan sponsor, and logistical details for
managing the benefit. Different employees attain understanding in
different ways, and varying the message format and the delivery may
improve understanding. For established programs, review and update
previously created materials that will be re-used.
Do not underestimate the sensitivity of communicating changes
to the features or terms of a popular employee program, especially if
participants are likely to view the change as a loss of a valued
benefit. This is the scenario many companies face when shifting from
traditional
(RSA/RSU).

stock options to

restricted stock awards or units

The greater the potential for controversy around a

change in equity compensation strategy, the greater will be the need
to explain repeatedly the rationale for modifications to the program
and the bottom-line result for the employee.
Are communications in response to unusual circumstances?
Unique or infrequent events and exceptional circumstances can
prompt a need to reach out to plan participants. Situations that
typically affect equity compensation programs include a business
combination (merger, acquisition, or spin-off); adoption of a new type
of equity plan or modifications to existing plans; and corporate
actions such as stock splits and options exchanges or repricings.

A

major change in administrative processes, such as switching service
providers or brokers, should also be communicated to participants in
a clear, timely manner.
In the case of business combinations, prompt communications
about equity plans can help smooth the transition for nervous
employees of the company being acquired. As quickly as is practical,
communicate whether and how prior programs will be terminated or
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absorbed into the acquiring company’s equity compensation plans,
what ratios will be used for converting stock options and restricted
awards, changes in performance targets, and the process for disposing
of shares.
Emotions run very high around changes in popular employee
programs, especially if participants view the change as a “take-away”
or loss of a valued benefit. The more controversy expected—
regardless

of

the

underlying

circumstances

or

the

business

rationale—the greater is the need to explain, over and over again,
using different formats, styles, and media, why the program is
changing, how it affects the value of the employee’s award, changes
in plan logistics, and any actions the employee must take.

This

often requires repeated communications using a variety of formats,
style, and media.

Just as inadequate attention to communications

can quickly turn an equity compensation benefit into a disincentive
in the minds of participants, so can well-executed messaging improve
employee morale and engagement.
What is the level of global complexity?
Does the global plan include country-specific sub-plans or
features? Do the measures of success differ from country to country?
Any global plan—whether it’s a single plan design or one that
contains

country-specific

variations—may

necessitate

strategies for communicating with plan participants.

multiple

If participants

are located in the home country and share a common language, a
simpler approach

may

suffice.

Many

countries require

plan

communications to be translated into the employee’s local language.
(See accompanying article: “Starbucks Corporation and the Bean
Stocks Program,”

for a case

study about

an

effective

global

communications initiative.)
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Are company shares publicly traded?
The value of equity plan awards is readily apparent and remains
top of mind for participants able to track the company’s share price
on a public exchange and in the local currency.

Because sales of

listed shares are straightforward and easily handled through a
broker, it is generally easier for participants in these companies to
understand plan value and logistics than it is for employees of
private firms. The processes whereby private company employees
realize gain from equity awards are very different and unique to each
company, and must be explained in considerable detail. Will the
company repurchase the shares if the employee leaves? Can one
employee sell options or shares to another? How, when, and how
often is share value determined and communicated to employees?
Transparency around the equity compensation plan is essential in
ensuring employees truly understand how the plan will benefit
them.
Know Your Audience
How many different audiences must be reached?
To how many distinct groups must you communicate, and how do
their information needs differ? Is the communications program
designed

for

the

broad

employee

population

or

just

senior

management and executives? A common situation in the case of
global restricted award plans is for some employees to receive
restricted stock while those in certain countries receive restricted
stock units that settle in cash. These groups will require different
types of communications.

Localized materials certainly improve

employee understanding, but translation expenses also dramatically
drive up program costs and extend program timelines.

Participant

access to web-based communications vehicles, either at work or at
home, may also influence the scope of the effort.
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How financially savvy are plan participants?
Participants in broad-based equity compensation plans often
have little or no experience with equities.

They may never have

owned shares of any company’s stock or held a brokerage account,
and may not know how to sell shares or re-invest the proceeds. For
participants in emerging economies, the basic understanding of
financial transactions and responsibilities may be much lower than
for those in the developed world. The plan sponsor should consider
the different levels of comfort its participants may have and adjust
communications about

basic

financial

education

and planning

information accordingly. At a minimum, the company should explain
to employees what it means to receive and subsequently trade or sell
company shares, and give clear instructions for working with a
broker or service provider. Numerous third-party providers as well as
financial

services

firms

offer

both

generic

and

customizable

educational content to companies and their employees. Using or
adapting existing content can help lower communications costs.
What restrictions, holding periods, or ownership guidelines apply?
Beyond the normal vesting or performance constraints of
restricted awards, some plans, such as U.S. Incentive Stock Options
(ISOs), tax-qualified ESPPs, and share purchase plans with an
employer match, require employees to hold shares for a specified
period of time or through a vesting period in order to receive
favorable tax treatment or earn the right to matching shares. Stock
ownership guidelines for executives are also common.

In these

cases, plan communications must explain the requirements and
vesting terms, holding periods, or ownership ratios plus any financial
or other consequences of not meeting all provisions.

This includes

tax penalties for early sale or loss of shares as a result of termination
of employment.
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Companies with a stated goal of employee ownership and a
history of favorable stock price performance sometimes deliver
material designed to illustrate the benefits to employees of longterm ownership of company shares.
Are plan participants’ communications preferences understood?
Learning exactly what information is needed by plan participants
and how it should be delivered could be as simple as asking them.
(See accompanying article: “Employees Clear on What, Why, How,
and How Much” for research insights into participant preferences.)
Employee preferences are likely to differ from region to region.

In

many countries, compensation discussions are a family affair,
something the communications program should take into account.
Support and involvement of human resources associates at each
country location are critical to ensure that communications meet
local cultural norms.

The Building Blocks of Effective Communications
For new or broad-based plans, assume that some employees are
unfamiliar with the concepts of share ownership, the differences
among the equity award types (stock options, awards, units, purchase
programs, and appreciation rights) and especially the tax implications
of equity compensation, which can vary greatly both from country to
country

and

within

a

single

country.

The

most

important

information a participant wants to know is: what is the cost to me,
how much will I realize from this award, and when and how will I
receive my shares or the cash proceeds? The plan sponsor’s objective
is to ensure that participants are strongly engaged with and
motivated by the equity compensation program.

As the Starbucks

example illustrates, effective communications support the needs of
both the plan sponsor and the participant.
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Listed below are some (but by no means all) of the important
types of information to consider when planning your program.

Be

sure to clearly describe all key processes, identify actions the
participant must take, and highlight important dates. Use examples
and graphical illustrations whenever possible. Consider delivering
the information in multiple formats that can be communicated in
person

by

managers,

accessed

by

participants

from

corporate

networks or Web sites, and printed for later reference.
•

Required plan documents. Determine which plan-related
documents, legal agreements, individual award notices or
other information the company is required by law to deliver
to employees. These requirements may differ in jurisdictions
beyond the issuing company’s home country.
include

plan

documents,

prospectus,

These may

grant

agreements,

accept/decline forms, and tax election forms.
•

Translation or localization. Some countries require that all
or

portions

communications

of
be

legal

documentation

provided

in

the

and

local

other

language.

Translations can drive up communications costs very quickly
but are also very effective in demystifying stock plans for
participants. Even where documents are delivered worldwide
in English, it’s wise to enlist local teams to assist with the
review of any materials, suggest Frequently Asked Questions
appropriate to the local audience, and prevent the wellmeaning

home

office

from

inadvertently

delivering

a

message that participants may find offensive or that violates
cultural norms.
•

Plan logistics. Provide specifics on how the plan works, with
timelines, key dates, and action items.

Explain and

distinguish between events that require an action by the
participant (e.g., grant acceptance, exercise of options) and
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passive events (e.g., restricted award vesting) the participant
may not control but which give rise to the imposition of tax.
Give details on how to work with required or preferred
brokers or other outside vendors.

Spell out the roles and

responsibilities of all involved stakeholders:

plan sponsor

(administrator, legal, treasury, corporate secretary, HR),
participant,

broker(s),

bank,

and

any

outsourced

administration or other service providers involved with the
plan. Describe foreign currency exchange processes.
•

Income and tax reporting. Taxation of equity compensation
can be very confusing. Include straightforward examples of
tax processing: specify what amounts are taxable, how taxes
are calculated, what plan events will trigger a tax due (such
as

exercise,

vesting),

payment

dates,

and

remittance

processes. Provide examples relevant to the plan types (stock
options vs. restricted awards, for example).

Also indicate

whether all applicable taxes will be withheld. In many cases
withholding local tax may not be corporate practice. Detail
the movement of shares and money through the life of the
award. Explain when and from whom—plan sponsor, broker,
bank, administrator— income and transaction reporting and
statements will be delivered. Equip local payroll offices with
the information they need to handle questions from local
participants.
•

Event-driven communications. For each plan, decide how
proactive you wish to be regarding key events or dates. Will
you or your broker notify participants of vestings and
expirations for options and restricted awards, enrollment and
withdrawal deadlines for stock purchase plans, and whether
performance thresholds have been partially or fully met?
Will you, your broker, or administrator alert participants to
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options expiring in the money?

Does the communications

policy apply globally or just to certain countries?
•

Executives and corporate insiders. Outline pre-clearance
and compliance policies for corporate insiders and executives.
List dates for trading blackouts and windows.
executives

understand

their

disclosure

Make sure

and

reporting

obligations, and their responsibility for communicating these
policies to their personal financial advisors.
•

Globally mobile employees. Many companies mandate
special handling of equity award transactions for expatriates,
international
employees.

assignees,

and

other

globally

mobile

This helps ensure compliance with multiple

country national and local tax jurisdictions and supports the
corporate tax and accounting functions’ requirements for
tracking and reporting equity compensation income and
expense.
•

External stakeholders. Consider consulting with external
stakeholders,

such

as

marketing

specialists,

content

providers, transfer agent, broker, and outsourced plan
administrator, before communicating details to employees.
This collaborative approach helps reinforce the consistency of
messaging and of administrative practices, and adds value to
both the plan sponsor and the participant experience.
•

Glossary, FAQs, and local contact information.

Supple-

mental information such as a glossary of key terms and
answers to frequently asked questions can enhance employee
appreciation for and understanding of their awards. Be
sensitive

to

local

nuances

and

potentially

confusing

differences in terminology even within a single language, for
example, American and British English or Continental and
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Canadian French. Finally, provide local contacts to answer
or direct participant questions appropriately.

Be Creative across Communications Channels
When deciding how to deliver plan communications, consider
employee preferences first.

Choose a mix of communications

methods that is appropriate for the culture and communications
style of your company, supports the number of geographic locations
and languages required, includes non-print communications tools,
and aligns with the budget and resources available.
•

Print. Producing printed materials is very costly, yet
employees prefer hard copies of plan documents for later
reference or to review at home with spouses and partners
(See “Employees Clear on What, Why, How, and How
Much.”) Local laws may require the company to provide hard
copies of certain documents. If you decide to provide printed
materials, be sure to account for the time and costs of
distribution, including shipping and postage. Where electing
to go partially or completely paperless, make available
printable versions of all plan documents, FAQs, and other
materials for employees to download.

•

Electronic

communications.

Interesting

and

creative

technology-based communications tools, such as podcasts,
social

networking

sites,

and

collaborative

document

management tools, in addition to websites, can improve the
reach and the effectiveness of a communications program
and give employees the flexibility of viewing, reading, or
listening on demand.
•

Face to face. The larger and more geographically distributed
the participant population, the more challenging person-
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alized communications becomes.

But because concepts

around stock ownership and tax obligations for equity awards
are so complex, it’s important to supplement print and
electronic

communications

with

live

meetings

where

participants can ask questions. Depending on the nature of
the work force and the availability of staff, companies should
consider large group sessions led by human resources or
benefits managers, small group meetings with individual or
team

managers,

and

country-specific

sessions

with

representatives from local human resources and payroll.
Personal

interaction

introduction

of

a

is

new

especially
plan

or

important
a

major

or

for

the

possibly

controversial change to an existing plan.

Conclusion
Stock plan professionals often address participant communications in the later stages of an equity plan rollout, when resources
are scarce and timeframes compressed. By remaining focused on the
objectives and measures of success for equity compensation plans and
on the communications style appropriate for its plan participants,
any company can plan and execute a well-designed participant
communications program that works.

COMMUNICATION CASE STUDY – Starbucks Corporation1
The Starbucks Experience has always been about passion for the
delivery of a quality product, excellent customer service, and people,
the company is equally passionate about extending to its “partner”
employees in the United States and 43 other markets a shared sense
of what it means to be a part of the Starbucks workforce.

1

Starbucks Corporation and Fidelity Investments are not affiliated.
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Starbucks periodically renews its efforts in partner education,
illustrating the company’s continued commitment to its diverse
partner population.

Stock plans are offered in company-owned and

operated markets, including Australia, Canada, Chile, China, Costa
Rica, Germany, Hong Kong, Ireland, Netherlands, Puerto Rico,
Singapore, Switzerland, Thailand, United Kingdom, and the United
States.
Starbucks has focused on improving partner knowledge of the
benefits of their stock plans and how their stock plans can work for
them in the long-term, with a goal of delivering communication in
local language. Partner education is the goal toward which Starbucks
continues to reach using various communications across a multitude
of channels, including:
•

Comprehensive, personalized grant packets

•

Translated stock plan brochures

•

Online resources internally and through Fidelity, its third
party administrator
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•

Open forums in each market

•

Newsletters (e.g., My Brew, Siren’s Tale)

•

Flyers and posters

•

Email messages – global and market-specific

•

Internal conferences

•

Store and roasting plant meetings

•

Company voicemails

•

Company mailings
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•

Telephone representatives specializing in stock plans

Bean Stock Award Package
Starbucks’ commitment to communication is exemplified by the
comprehensive communication strategy employed for its Bean Stock
Plan, and for which the company received a GEO Award from the
Global Equity Organization for Best in Financial Education in 2008.
Beginning with the delivery of the Bean Stock Award Package,
partners are

provided with

local-language

versions of several

components:
•

Chairman’s Message. A message from the Chairman, CEO
and President of Starbucks Corporation

•

Stock Option Grant Agreement.

This grant agreement is

partner-personalized, and includes the partner’s wages, as
reflected based on their country’s fiscal year, the foreign
exchange rate associated with the calculation of their grant,
as well as other terms generally expected to be found in a
stock award grant agreement.
Starbucks has adopted the approach that these grant agreements
are only as successful as participants’ ability to read and
understand them.

That approach therefore necessitates that

grant agreements are delivered in local language, regardless of
market size.
•

Partner

Information

Supplement.

This

supplement

provides Partners with local tax consequences of their
participation in the Bean Stock program, including (where
applicable), the timing of taxation of their stock options, the
methods of exercise (e.g. exercise and hold, cashless exercise,
etc.) available to them, the applicability of tax according to
their country rules, payment and filing obligations in their
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country, tax implication at sale of long shares, employer
obligation related to withholding and reporting, as well as
any applicability of tax favorable share scheme rules that
may exist in that country (e.g. UK Approved Sub plan).
The

comprehensive

inclusion

of this information

in

local

language helps illustrate Starbucks’ continued commitment to
partner education.

While the company is very focused on

ensuring that partners understand the true benefit of the Bean
Stock program, and also wants to ensure that participants
understand the local tax implications of their participation in
the Bean Stock program. Thus, local tax information is provided
to partners in every market, in local language.
Rules related to applicable country-specific sub-plans.

So as to

provide participants with plan documents specifically related to
them, and again, in their local language, sub-plan documents
associated with them are included in the Award Package. There
are currently sub-plans in the following countries:

•

–

Australia

–

Netherlands

–

Germany

–

Switzerland

–

Hong Kong

–

United Kingdom

–

Ireland

Company-Wide Sub-Plan to the 2005 Long-Term Equity
Incentive Plan. Again, ensuring the delivery of countrylevel plan information in local language.

•

Bean Stock Plan Summary. Prospectus with information on
key provisions of the Bean Stock Plan, provided in local
language.

•

Bean Stock Brochure. This brochure, meant to serve as a
reference tool for Bean Stock Plan participants, includes
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practical plan information for the participant, as well as
information detailing the relationship between Starbucks
and its service provider, Fidelity Stock Plan Services.
practical

plan

information

includes

details

The

regarding

eligibility, the calculation of Bean Stock awards, and what it
means to “vest”.

Regarding Starbucks’s relationship with

Fidelity Stock Plan Services, the brochure provides high
level detail about the communication stream from Fidelity
Stock Plan Services, as well as detailing the partner’s choices
when it comes to exercising their stock options, the
importance of thinking about taxes, the expiration of
options,

and how termination

affects both

their plan

participation and any Starbucks shares that they may own as
a result of plan participation.
•

Localized
Fidelity

to

Welcome
provide

Kits.

Starbucks

“Welcome

Kits”

collaborated
that

serve

with
as

a

comprehensive reference tool to assist partners working with
Fidelity in

the

following languages:

Spanish, Dutch, Thai and Chinese.

English,

German,

These communications

are designed to explain a complex and important partner
benefit at a level that will help each partner easily
understand how they can maximize their stock plans by
illustrating the tools available at Fidelity.
Summary
The results of this comprehensive communication strategy are a
continued and noteworthy increase in partner understanding of the
Starbucks stock programs. Partner education efforts are web-based,
with a wealth of information delivered through the company
intranet and on Fidelity’s web site. This focus has been enthusiastically embraced by partners – web exercises have increased from 22%
in 2002 to 85% by 2007. While the global expansion of Starbucks is
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noteworthy, our communication strategy illustrates a calculated
approach to keeping pace with this expansion.

ADDENDUM – Participant Communications Preferences: What,
Why, How, and How Much
The

easiest

way

to

determine

your

plan

participants’

communications preferences may be simply to ask them. In a series
of focus groups conducted by the Stock Plan Services group at
Fidelity Investments, plan sponsors and plan participants expressed
strong opinions on what types and methods of plan communications
they found most effective.
Focus groups were asked to evaluate short and long versions of a
printed welcome kit—often used when employees receive awards for
the first time or to introduce a new type of award or a new service
provider.

Both versions included several different categories of

information on the equity compensation plan, including details
about how to work with the partner selected by the company to
administer the plan and to deliver communications, brokerage
services, and phone and web support for plan participants.
The results of the welcome kit exercise underscore one of the
fundamentals of good plan communications:

that it contains the

right information, and not just the required information. Both plan
sponsor and participant groups favored the longer version of the
welcome kit, citing its depth of content and attractive format. They
liked the long kit because all of its contents related directly to the
stock plan, the material was easy to read and understand, and the
printed materials could be filed away for later reference.
The following attributes and components were cited by the focus
groups as essential to an “ideal” welcome kit:
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•

Simplicity and clarity. Explain the equity plan in simple,
plain language. Outline all major features and plan-specific
events.

•

Focus. Include only information that is relevant to the
plan.

•

Examples. Include examples that relate to employees’
personal situations. Illustrate a variety of scenarios showing
how transactions work, how and when taxes are paid and
reported, and how and when employees receive their
proceeds in their home currency. Use graphs and charts to
explain key concepts, timelines, and processes.

•

Glossary of plan terminology. Define the different award
types, transactions and plan events (exercise, vest, lapse,
election, and qualified and non-qualified distributions).

•

Personalization. Messages that feel personalized rather
than generic help participants maintain a human connection
to the company and reinforce the corporate brand and
messaging.

Personalization

need

not

require

full

customization; it can be achieved cost-effectively and easily
by adding company logos and participant names to standard
corporate or third party-supplied communications materials
and web sites.
•

Is actionable. Includes a checklist of what actions the
participant needs to take and delivers details on where to go
for more information.

•

Is referenceable. Where kits are delivered electronically,
files may be downloaded and printed by the participant.

Results of a survey of stock plan participants at public companies
conducted

by

Fidelity

late
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in

2007

further

underscores

the
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importance of targeted communications in helping to achieve sponsor
goals for attracting, motivating and retaining participants.

More

than 70% of equity plan participants surveyed expressed a preference
for more information on a number of different topics, including
equity compensation basics, the tax implications of their awards, how
to exercise options and/or sell shares, stock price projections, and
market trends.
Equity Plan Participants Desire More Information

Source: 2007 Fidelity Industry Participant Research and Focus Groups

NANCY MESEREAU is Vice President of Industry Relations for Fidelity’s Stock
Plan Services Group. She has worked extensively in the equity compensation
industry and with technology firms specializing in accounting, financial
consolidation, and management reporting solutions.
Nancy earned the Certified Equity Professional (CEP) designation in 2001 and is
Series 7 and 24 registered. She serves on the Advisory Boards for the Certified
Equity Professional Institute (CEPI) and the National Center for Employee
Ownership (NCEO), and is a member of the National Association of Stock Plan
Professionals (NASPP) and the Global Equity Organization (GEO). Nancy
earned a Bachelor’s degree from Ohio University and an MBA from the
University of Connecticut.
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100% Compliance:
Is it Real or Fantasy?
By June Anne Burke, Baker & McKenzie

Maintaining a global equity plan that fully complies with the
laws of every country in which the plan is implemented is a
daunting, but not impossible, task. Many companies have conducted
ongoing

compliance

compliance,

or at

programs
the

very

that
least,

enable
to

them

identify

to

maintain

quickly

where

noncompliance has occurred and take corrective action.
The degree of difficulty in maintaining a compliant plan depends
on a number of factors, including the number of countries involved,
the number of locations and/or lines of business within a country,
the complexity of the plan, the number of participants, the degree of
autonomy of the locations from the parent company, and last but not
least, corporate culture.
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Overall, global equity plans are in greater compliance today than
when they first grew in popularity among multinationals. Led by the
high tech industry in the U.S, the 1990’s witnessed an explosion in
equity grants to employees and directors in countries outside the
issuing company’s headquartered country.

Stock options were the

most prevalent form of award, followed by employee stock purchase
plans.

In most countries, equity was a novel way of delivering

compensation and benefits to employees.
legal

implications

of

these

awards

As a result, the tax and
was

uncertain

in

many

jurisdictions.
Before granting in a new jurisdiction, many companies looked at
the tax implications for the employee and employer, the local
securities law

requirements of

granting

options and/or

stock

purchase rights to employees, local exchange control requirements
governing the holding of foreign securities and the remittance and
repatriation of funds, employment law considerations and data
privacy requirements. Where the requirements were unclear and a
ruling was considered impractical because of the remoteness of the
location and/or the number of eligible employees in country, awards
payable in cash, such as stock appreciation rights, often were
substituted or the country was omitted from the grant.

However,

many of these companies did not revisit the foreign tax and legal
requirements for years afterwards.
Some companies looked only at the tax and legal requirements
in the countries where the largest eligible employee populations
existed. Others looked at all countries, but limited their review to
the tax implications for the employee and local entity, and assumed
that compliance with legal requirements in the headquartered
country, such as securities law requirements, would be sufficient for
local purposes.

In many cases, failure to consider local legal

requirements was due to the lack of appreciation of potential
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differences between the law of the headquartered country and
foreign jurisdictions.

Why Compliance?
As companies continued to grant equity in foreign jurisdictions,
governments gradually became aware of these awards.

Over time,

the tax and legal implications of equity awards, particularly stock
options, began to be better understood as questions were posed to
government agencies, rulings requested and new laws passed.

The

highest audit risk is in the area of tax compliance. Many, if not most,
governments have become aware of lost revenue resulting from the
failure of local employers to report and withhold on taxable gain on
the awards, as well as employees’ failure to report and pay tax on the
taxable income.
audit

programs

Some countries have implemented aggressive tax
that

specifically

target

equity

awards

of

multinational companies (e.g., the Netherlands, Japan, Korea and
Germany). International tax cooperation treaties between the U.S.
and other countries, have facilitated audits of the tax returns of
award recipients.

In addition, countries have begun to look at tax

revenue lost due to transfers abroad and adopt tax laws aimed at
capturing all or some of the gain attributable to services performed
in the country in question (e.g., Singapore).
Failure to comply with tax withholding and reporting can attract
significant penalties, including the following:
•

In Belgium, the penalty for failure of employer to report
taxable income is 309% of the amount due;

•

In the Netherlands, the failure to withhold wage taxes can
result in penalties of up to 100%, in addition to any tax not
withheld;
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•

In Singapore, the penalty for failure of employer to report is
100% to 400% of the unreported income.

In short, multinational companies have been assessed penalties
and interest equal to millions of U.S. dollars for failure to comply
with tax withholding and reporting requirements.
Even though the risk of audit by local securities regulators is
much lower than the risk of a tax audit, failure to comply with local
securities laws can result in criminal fines and/or imprisonment in
many jurisdictions.

In some instances, after negotiations with the

authorities, companies that voluntarily disclosed past noncompliance
have been allowed to cure the past noncompliance simply by making
corrective filings.
Failure to comply with other laws also can result in criminal
penalties at the local entity and employee level.

In China, for

example, potential penalties for violating local exchange controls
ranges from 30% to 500% of the amount in question (employee and
employer) plus possible imprisonment.
Beyond exposure to civil and criminal penalties, local violations
of any kind can result in damage to the parent and/or local
company’s reputation, as well as that of country heads and other
senior executives of the local entity.

The State of Compliance Today
As a result of tax audits, companies have become increasingly
focused on plan compliance.

In addition, heightened focus on

compliance in the wake of corporate scandals, such as Enron and
WorldCom in the U.S., which led to enactment of the SarbanesOxley Act of 2002 (SOX), has created a climate of concern with
ensuring that a company’s equity plan was in compliance at home
and abroad.
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In spite of this trend, the degree of global equity plan
compliance today varies widely. This variation is due in part to
differences in corporate philosophies on compliance. Many companies
take compliance with foreign laws very seriously and strive to be
fully compliant.

These companies have undertaken compliance

“audits” to assess the status of their plans globally. They have
addressed instances of noncompliance, and working with external
advisors, have implemented ongoing procedures and created tools for
staying in compliance. On the other hand, some companies approach
compliance from a cost/benefit perspective and undertake a more
targeted approach to compliance, such as focusing on countries
where the company has a relatively large grant population and/or
the risk of audit is relatively high.

Top 11 Potential Pitfalls to Maintaining a Compliant Equity Plan
Although

100%

compliance

is

attainable

with

the

right

procedures and tools in place, there are a number of pitfalls to
achieving and maintaining compliance:
1. Change in Long-term Incentive Program Design
Equity plans can quickly fall out of compliance where there is a
change in plan design, such as, for example, where a new form of
award is substituted for an existing form of award and the tax and
legal implications of the new form of award are not reviewed.
Further, implementing a new design without considering the tax
and

legal

implications

noncompliance.

of

the

new

plan

can

compound

the

Evaluating the compliance status of the existing

plan is often advisable, particularly where filings will be required for
implementation of the new plan, or where the company wishes to be
in compliance going forward.
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2. Corporate Transactions, e.g., Mergers and Acquisitions, Spinoffs, Inversions
Often, corporate transactions are structured without considering
the effect that the transaction will have on the equity plans
supported by the transaction.

For example, where a company

maintaining an employee equity plan is acquired by another company, outstanding awards of the company being acquired will be
impacted.

Depending on what the acquiring company gives the

employees in exchange for their outstanding awards, the exchange
could be a taxable event in one or more countries, triggering
withholding and reporting obligations on the part of the acquiring
company’s local entity.

Often, when a taxable event occurs, the

period for withholding and reporting will have passed before the
acquiring company realizes that there has been a taxable event,
exposing affected employees to possible penalties and interest for
failure to report and pay taxes. In addition, local entities of the
acquiring company could be subject to penalties and interest for
failure to withhold report and remit income and social taxes.
In general, paying participants cash in exchange for their
outstanding awards attracts different tax consequences than an
exchange of an award for the same form of award (such as an option
for option exchange). Generally, cash payments are taxable as cash
remuneration, which in some jurisdictions is taxed differently than
equity (e.g., Chile). In some countries, (.e.g., Canada), an exchange
of one form of award for another form (e.g., options for restricted
stock units) can give rise to a taxable event, whereas an exchange of
the same award forms would not.
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In addition to tax considerations, corporate transactions often
give rise to securities law implications. For example, the exchange of
options granted over shares of the acquiring company for options
over shares of the acquired company can trigger a securities filing
requirement. This often catches companies that are granting equity
in a country for the first time by surprise. It also is easy to overlook
filing requirements in jurisdictions where the acquiring company has
previously granted awards but has not exceeded the threshold for
filing. In Japan, for example, a filing may be required if thresholds
based on offering size and number of offerees are exceeded (e.g., 50
or more offerees and offering size in excess of ¥10,000,000).

In

Australia, an acquiring company that in the past has been able to
rely on a “section 708 exemption” from having to register its plan
(e.g., no more than 20 offerees and offering size less than AUD 2
million in 12 months), may find itself having to rely instead on the
Class Order exemption, which entails providing employees with an
Offering Document and lodging it with the ASIC.
Depending on the country in question, even if the filing
requirement is promptly identified, the length of time needed to
complete the required filing and obtain approval will have exceeded
the time remaining before the closing date.

In these situations,

timely identification of the filing requirement can enable the
acquiring company to comply with local securities laws by tailoring
the treatment of outstanding awards to participants in the country
in question. For example, (assuming the company is not otherwise
exempt from filing) the time needed to complete a securities filing in
Japan in connection with a stock option grant depends on whether a
Form 6 or Form 7 filing is required, but is at least several months in
either case. This requirement can, in most cases, be avoided by
granting restricted stock units (RSUs) in place of options.
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Corporate

transactions also

give

rise

to

employment

law

considerations, such as whether the change in the underlying shares
and the number of awards given in exchange, or the cashing out of
awards

altogether,

employment

of

gives

affected

rise

to

employees

constructive
that

termination

triggers

of

liability

for

termination indemnities. Plan documents, award agreements, other
plan materials and employment agreements should be reviewed to
determine the rights of participants in the event of a change in
control and/or upon termination of employment. Finally, works
council notices and consultation requirements should be addressed.
3. Workforce Reductions
One of the most significant challenges to keeping a global equity
plan in compliance occurs when a company undergoes workforce
reductions. Often, there is a loss of personnel at headquarters and
at the regional and country levels who have firsthand knowledge of
decisions regarding administrative processes and other procedures
designed

to

maintain

compliance.

When

employees

who

are

unfamiliar with the plan and its history replace lost personnel,
awareness of these processes and procedures may be lost and the
plan can quickly fall out of compliance.
4. Distraction, Drain on Resources due to Developments in the
Headquartered Country
When significant changes occur, for example, in the U.S., (i.e.,
the Sarbanes-Oxley Act of 2002, enactment of I.R.C. Section 409A
and the change in accounting standards under U.S. GAAP from APB
No. 25 to FAS 123R), many U.S. headquartered companies struggle to
find

adequate

resources

to

focus

on

foreign

tax

and

legal

developments.
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5. Budgetary considerations
Even in periods of relatively little legislative activity, companies
may question

the

return

on

investment

of monitoring plan

compliance around the world. This is especially the case in countries
in which the number of participants is low. However, depending on
the country and the nature of the noncompliance, penalties can be
large. In addition, any negative publicity that may result can cause
significant

damage

to

the

parent

and/or the

local company’s

reputation and embarrass country heads and other local executives—
damage that is difficult to quantify but real nonetheless.

For

targeted approaches to maintaining compliance, please see Is 100%
Compliance Achievable?, below.
6. Complacency
Relaxing one’s guard is another pitfall to maintaining ongoing
compliance. Companies sometimes assume that, because the tax and
legal requirements were looked at when their plans were first
implemented, or perhaps “only a few years ago”, the plans continue
to be compliant. Because laws change continuously, plans can very
quickly fall out of compliance.

Companies can stay abreast of new

developments by working with external advisors to receive updates
on tax and legal developments that affect their particular plans and
administrative procedures. Ideally, grant documents should be
reviewed at least annually for updates that are necessary or
desirable. As discussed further below, tools that are tailored to the
company’s plans and particular needs can be developed to track the
relevant developments, the decisions made in response to these
changes, and the allocation of responsibility for implementation of
decisions.

GLOBAL EQUITY ORGANIZATION

139

7. “We’ve assigned responsibility to our overseas locations for
plan compliance—after all, the plan is a benefit provided to their
employees.”
A variation on Pitfall #6 is a sense of false security that arises
from assigning
locations.

responsibility

for plan

compliance

to

overseas

Companies sometimes assign responsibility to their

overseas locations reasoning that the plan is a benefit provided to
local employees, and therefore, the cost and responsibility of
complying with local law should be borne locally.

Sometimes, the

rationale is that the remote locations are more familiar with the
laws of their own country than is headquarters, and that the
locations are more likely to be aware of new developments and can
employ their resources in a more cost efficient manner than
headquarters. This approach usually fails to keep the plan in
compliance for a number of reasons. First, overseas locations are not
knowledgeable as to the laws of the headquartered country and do
not necessarily have the same degree of familiarity with plans of the
headquartered country. They will not necessarily see potential
conflicts between local law and the law of the headquartered
country, or understand the implications of an approach on plan
administration or compliance with laws outside their country.

For

example, compliance with the blackout provisions applicable for
French tax law purposes to French-qualified RSU plans can conflict
with U.S. securities laws.
Second, the locations may not be working with advisors who
routinely address issues faced by foreign multinational companies
that grant equity in their country.

Another reason is that the

locations do not necessarily have sufficient personnel resources to
monitor compliance.

Further, over time, familiarity with the

program fades with employee attrition.
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8. Extension of Plan from Home Country to Overseas
From time to time, companies extending their domestic plans
overseas neglect

to

consider the

tax and legal requirements

applicable to their plans in that country due to lack of experience
with overseas grants. Project team members from various companies
(and not only those headquartered in the U.S.), whether from legal,
tax, finance or HR, may express surprise that compliance with the
laws of the headquartered country does not exempt the company
from having to comply with local law. This is particularly true in the
case of non-tax laws. Companies sometimes (mistakenly) assume that
compliance with the securities laws of the headquartered country is
sufficient to comply with the securities laws of other countries.
Further, it can be difficult for U.S. companies to understand that
employment laws and data privacy laws outside the U.S. can be very
different from U.S. federal and state laws.
Another pitfall for companies can be “country creep”, where a
company expands its business into a new country, and suddenly finds
itself in negotiations with its first hire in that country.

Often,

employment agreements promising equity awards and/or new hire
grants are made without considering the tax or legal implications.
9. Mobile Grant Population
Most companies find it very challenging to comply with tax
withholding and reporting requirements in the case of mobile
employees.

This is primarily because tracking employees from one

jurisdiction to the next is difficult and requires coordination among
geographic locations. This is especially the case for employees whose
home country is not the headquartered country and who move
between countries outside of the headquartered country. Tracking
employee movement between countries requires development and
implementation of procedures under which the locations are required
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to report the arrival and departure of employees to and from
locations in other countries. Some companies have managed to
implement successfully procedures that track movement of employees
from one country to the next.

The relative degree of ease or

difficulty in doing this varies according to the size of the mobile
employee population, the number of overseas locations and degree of
autonomy from headquarters.
10. Change in Plan Administrator or Administrative Procedures
Changing plan administrators poses a compliance challenge. Care
must be taken to be sure that the data is accurately transferred. In
addition, the plan sponsor should ensure that they have a mutual
understanding of procedures, which should be clearly documented.
Where electronic delivery and acceptance has been implemented, it
is critical to consider the content of grant documentation.

Often,

important terms and conditions of a grant are overlooked in the
interest of implementing an on line system. In addition, procedures
for delivery and acceptance of the terms and conditions of awards
should be reviewed in light of local standards for validity.

Finally,

changes in procedures should be clearly communicated to the
locations.
11. Multiple Lines of Business; Culture of Autonomy
Companies with multiple lines of business that are relatively
autonomous from the parent face the greatest challenge in keeping
their global equity plans in compliance. In order for compliance to
be achieved and maintained, a compliance program should be
coordinated by corporate headquarters, working together with the
locations.

Failure to do leads to noncompliance for the reasons

stated in Pitfall #7.
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Is 100% Compliance Achievable?
Many companies maintain global equity plans that are fully
compliant with local law. Where the law is unclear, these companies
take pains to adopt a reasonable interpretation of the law or to get
rulings where possible. However, because laws change frequently, or
because situations such as those discussed above arise from time to
time, maintaining a compliant plan is a never-ending work in
process.
Compliance Audits
Companies that are uncertain as to whether their plans are in
compliance should consider undertaking a compliance “audit” or
review on a country-by-country basis to determine their plans’
compliance status.

Compliance audits allow companies to identify

compliance problems and, working with the locations, arrive at a
common

understanding

of what

procedures and practices are

necessary for compliance.
Best practices for ongoing compliance include:
•

Review plan materials. In addition to undertaking compliance “audit,” plan documents should be reviewed to be
sure that appropriate language for grants outside of the
headquartered country is included before the plan goes to
shareholders for approval.

Language that is overly focused

on the headquartered country should be avoided. Further,
the plan should permit the addition of subplans and
variations for foreign grants. A company implementing a
global ESPP also should include a non-423 component.
•

Review grant practices.

Next, grant practices should be

reviewed. Are the board resolutions adequate for global
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grants?

Does the

timing

of

delivering

materials to

employees raise any concerns from a tax or securities law
standpoint? Does the method of delivery create any timing
concerns?

Are

signed

award

agreements

obtained?

If

electronic delivery and acceptance is used, is this method
valid under local law?
•

Review

award

agreements/enrollment

agreements.

Award agreements and ESPP enrollment agreements should
be reviewed to see whether modifications are needed for
employees outside the headquartered country. In the case of
U.S. multinationals, care should be taken to ensure that the
agreements include adequate language for tax withholding,
data privacy, and the nature of grant. Restrictive covenants,
such as non- compete, non-solicitation and confidentiality
clauses, as well as “clawback” provisions (i.e., provisions that
require forfeiture of outstanding awards and/or repayment of
shares or share proceeds), should be reviewed in light of each
country in which grants are to be made.
•

Develop

tools

and

procedures.

Once

areas

of

noncompliance have been identified, companies can work
with the affected locations to determine the reason for the
compliance failure. Often, compliance results from a lack of
communication between headquarters and the overseas
locations. Tools and procedures can be developed, with the
input of the locations, for ongoing compliance. For example,
country and plan-specific manuals can be prepared by
corporate that document required procedures, deadlines and
responsibilities. These should be reviewed by the locations
for comments and discussed in person or by phone before
being finalized. By doing so, the company will surface any
“disconnect” between corporate and the locations as to the
nature of the underlying awards or assignment of roles and
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responsibilities. Examples of misunderstandings that have
surfaced in the course of conversations relate to when an
award is taxable

(e.g.,

a company’s French

operation

mistakenly believes the options and/or RSUs are Frenchqualified), whether tax withholding is required or whether
the location or corporate is responsible for withholding.
Importantly, by asking for the locations’ input before finalizing
the manuals, the parent company is likely to identify obstacles to
carrying out the procedures it has outlined, which helps both parent
and locations to arrive at a mutually satisfactory solution. For
example, the timeframe for sending exercise data to the locations
may not allow for timely withholding and reporting by the local
entity. In some countries, this data is needed earlier in the month
than in others. By working through these issues with the locations,
headquarters can establish buy-in to the goal of maintaining
compliance.
One size does not fit all – companies can choose among a variety
of approaches to keeping their plans in compliance to fit the size,
scope, breadth and complexity of their plans.
regular

review

treatment

of

of

grant

awards,

documents,

tax-qualified

filing
regime

At a minimum, a
requirements,
requirements

tax
(if

applicable), withholding and reporting requirements, and tax laws
affecting mobile employees should be undertaken.
In addition, certain information should be gathered and kept
current, such as the number of employees per country, the corporate
structure, whether costs are charged back to local subsidiaries, the
type of shares used to satisfy awards, plan administration practices
and plan amendments.
Some companies may wish to pursue a tiered approach to
compliance, such as looking more frequently at countries with larger
numbers of participants and/or where the risk of a governmental
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audit is greatest.

Administration manuals might be prepared only

for countries where the number of participants exceeds a particular
threshold, requiring that other countries make due with just
summary materials.

Periodic calls between headquarters and the

locations to review recent developments and proposed decisions with
varying

frequency,

according

to

the

number

of

participants,

frequency of change, and the like may also provide value.
Who should “own” responsibility for compliance?
Responsibility for compliance requires a team approach at
headquarters as well as between headquarters and each location, and
a collective sense of responsibility.

At headquarters, legal, tax,

finance and human resources should be part of the team. For the
reasons discussed in Pitfall #7, above, compliance is best maintained
when driven by headquarters with the input of the locations.
Addressing past noncompliance
While bringing plans into compliance prospectively is mostly a
matter of identifying where compliance is breaking down and putting
procedures in place going forward, addressing past noncompliance
involves identifying with precision instances of noncompliance so
that disclosure is accurate and complete and the cost of coming into
compliance can be calculated.
In order to estimate accurately the cost of coming into
compliance, penalties, interest and back taxes must be calculated
accurately. In some countries, the size of penalties and interest for
various tax violations varies depending on whether the taxpayer
voluntarily discloses the noncompliance, or whether the noncompliance was discovered in the course of an audit. In certain
countries, some penalties and interest do not apply where voluntary
disclosure is made (e.g., France). In other countries, the size of the
penalties can be negotiated down to a fraction of what the penalties
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would have been had the company not come forward voluntarily,
e.g., the Netherlands (5% penalties versus 100%), or Singapore (25%
to 100% compared with up to 400%). Note, however, that incomplete
disclosure can be dangerous: in the Netherlands, for example, if the
local company does not disclose all instances of noncompliance in
‘open’ tax years and the authorities decide to audit the returns, the
company may be assessed at the higher rate.
When

it

comes

to

addressing

past

companies are more risk averse than others.

noncompliance,

some

Companies in highly

regulated industries that have precarious relationships with local
regulators, or companies that cannot afford negative publicity
associated with a local law violation, are more likely to correct past
noncompliance wherever feasible. Another consideration that enters
into the assessment of risk is whether complying with local
requirements going forward increases the risk of audit. As a general
rule, the longer the period of noncompliance and the more ‘open’ tax
years and countries involved, the more likely it is that a foreign
parent company will make strategic decisions as to where to correct
past noncompliance and where to come into compliance on a going
forward basis alone.

Conclusion
Maintaining an equity plan that is in full compliance with local
law is possible where companies develop and implement an ongoing
compliance program that is centrally coordinated yet involves twoway input between headquarters and the locations. Companies can
avail themselves of a variety of tools and approaches that are
appropriate to the size, complexity and geographic scope of their
equity programs. After making an initial investment, these programs
can be conducted in a cost-efficient manner. Where a change in the
law requires an expensive regulatory filing or an undesirable change
in taxation, administration or plan design, alternatives can be
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identified. Advisors that specialize in providing tax and legal
information applicable to global equity programs can advise and
assist companies in this effort. Where there are “gray” areas of the
law or new developments that give rise to unanswered questions,
companies can seek advice as to what a reasonable interpretation of
the law is and formulate a reasonable position in response.

JUNE ANNE BURKE began her career in 1979 in the private practice of law,
specializing in U.S. individual and corporate tax matters, ERISA matters and
private placements. She joined Hewitt Associates in 1986, where as a member of
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plans, and eventually, global equity plans. June Anne joined Mercer Human
Resource Consulting as a Principal in the firm's International Practice in 1999
and lead the firm's global equity group. In October 2006, she joined Baker &
McKenzie as a Partner in the firm's New York Office, along with other global
equity attorneys from Mercer
Her experience as a practicing attorney and consultant has given June Anne the
ability to approach client issues from a wide range of perspectives. She has had
the opportunity to work with a range of individuals within client organizations,
from senior management, to legal, tax, finance, and HR. In addition, she has
been fortunate to be part of global organizations for the last 20 years.
June Anne received her undergraduate degree from Wellesley College and her
J.D. from The University of Connecticut School of Law. While practicing law,
she completed a substantial portion of the New York University School of Law
LL.M. Program in Taxation. She has spoken on global equity topics at
numerous conferences, including GEO Annual Conferences and Chapter and
Regional Events. She has also written many articles on global equity.
With its growing membership and expanding global reach, GEO's importance
as a forum for global equity plan sponsors and professionals is greater than
ever. As such, June Anne is excited about the organization's future and is
honored to be a member of the Board.
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Financial Education in the
Workplace: It’s Now or
Never for Europe
By Veronique Japp, BNP Paribas Securities Services and Bernard Marx,
Institut pour l’Education Financière du Public

A substantial number of European countries today have come to
the

conclusion

that

financial

literacy

amongst

the

general

population is inadequate. Here is the extent of the consensus:
•

Financial

awareness

in

relation

to

personal

finance,

pensions, insurance, savings & risks is not where it should
be for most people;
•

A good level of financial literacy needs to be reached early in
one’s lifetime: in other words when the first important
financial decisions are likely to be made (buying a house,
starting a private/complementary pension, providing for our
future and that of our family, etc.);
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•

Ideally,

adequate

financial

information

and

education

therefore needs to start at school.
In July 2008, a report handed in to France’s Education Minister,
Xavier Darcos, described the teaching of economics in French
secondary schools as heavily theoretical, inefficient, inaccurate and
subjective. The content of teaching is a highly passionate and
political issue, but beyond the battles of opinion, the teaching of
economics and finance in schools and universities does not provide
citizens with the means to make adequately informed financial
decisions, nor does it actually build the population’s personal finance
understanding. In France in particular, it could be argued that the
current teaching programmes provide students and future employees
with a distorted view of a company and its executives.
In addition to the UK – where, in comparison, the concept of
Financial Education appears well ahead both in funding and in
delivering financial education to pupils and students – Spain, Italy
and Germany have also launched programmes targeted at young
people. The OECD has identified Financial Education as a specific
project and is actively promoting worldwide cooperation on Financial
Education! The gap, and the need to fill the gap, has been
established.
But what do we do now? What happens to those of us who are
well into our working life and need to make critical financial
decisions here, and now?
In particular in respect to share plans: it is unlikely that recent
or emerging national financial education programmes will include
specific content on employee share plans, their relevance in an
individual’s life cycle and attitude to risk, the opportunities they
represent during downturns.

150

GLOBAL EQUITY ORGANIZATION

The Altedia/BNP Paribas annual survey for 2008 showed that,
whilst Employee Saving Plans and Share Plans are still very popular
in France, over 60% of employees said that they are not adequately
informed, let alone educated, on the different products made
available to them.
In today’s market conditions the communication challenge is
even greater: not only will companies be expected to better inform
employees; this has been the trend in many countries for some time;
but they now also need to address their employees’ concern over
their existing holdings and their future financial decisions in the
workplace. We all think it is obviously a great time to launch new
plans: how do we make sure employees see that, and more
importantly, make their investment decision in full consciousness of
their overall financial situation?
I am joined by Bernard Marx, Consultant at IEFP (Institut pour
l’Education Financière du Public) and member of the European
Commission working group on Financial Education. Together, we will
address some key differences between the UK, where Financial
Education in the workplace is well under way, and some major
continental European countries; and will discuss the need for
employee financial education in Europe: the time is NOW!
Véronique Japp:
The Financial Services Authority (FSA) in the UK kick-started its
“Building Financial Capability” programme in 2003 and has reached
5.4 million people, of which over 2 million are employees. They’re
aiming to reach 10 million people, of which 4 million employees, by
2011.
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In Italy the Italian Banking Association decided on a clear
Financial Education strategy pretty much at the same time as the
FSA. However, resources, objectives and political support are not
comparable. In France the Financial Services watchdog, the AMF,
decided to create the Institute for Financial Education of the general
Public (IEFP) in 2006: France is not just a few years behind:
Financial Education in general is not as high up on the political
agenda, and the financial resources available are not comparable to
those of the FSA.
Whilst the needs are different, what we need to achieve in
France, Italy and even Germany is at least as great as it is in the
UK.
French employees know how to save money and are generally
quite good at budgeting. On the other hand, one of the greatest
challenges for the FSA was to get British employees to plan for their
later life.
But French people do not have the same relationship with
money, or I would argue, with their employer. Getting people to
reconsider their historical black and white view that both money and
corporations are evil and the state is the protector of all surely will
require, if not large budgets, a lot of good ideas and energy.
Bernard Marx:
The financial education challenge is obviously important, even
more so in the context of a financial and/or economic crisis. As early
as 2005, the OECD published a series of noteworthy recommendations on the topic of financial education.
In Europe, the movement is, therefore, underway. Things are
moving quickly. An increasing number of countries are launching
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programmes and taking initiatives and even building a national
strategy in the field of financial education.
Veronique is right, different countries have different needs and
different resources allocated to their programmes but you’ll find
some common ground:
•

Strategies are, in most cases, based on a public-private
partnership with a role for financial institutions, employers
and so on;

•

Target priorities are defined in all programmes: the elderly,
youngsters, students, be it in schools or elsewhere, and
you’ll frequently find that workers are identified as a target
too. For those you’ll often find that the priority is to ensure
they prepare for their retirement.

In France, a working group set up by the French regulator
(l’Autorité des Marchés Financiers [AMF]) detected a significant need.
It resulted in the foundation of the Institute for Public Financial
Education (IEFP) in April 2006. The IEFP is a not-for-profit
organisation made up of representatives from the public sector, (such
as the AMF, Banque de France and the Ministry of Education) and
private partners (like NYSE Euronext or the French Banking
Association). Up to now, financial means have been rather limited.
Yet surveys clearly indicate that French people are, like others
Europeans, largely unaware of financial issues. At the same time, as
opposed to what happened elsewhere, average households have quite
a high level of savings (fifteen per cent of income). Pensions are
mostly a “pay-as-you go” system and there are only a few pension
funds. Complementary pensions are offered, primarily for managers.
Private

insurance

still represents a small part

of healthcare

expenses. Household indebtedness quickly increases, mainly because
of low wages, but it did not reach the level that it reached in some

GLOBAL EQUITY ORGANIZATION

153

other countries. As in other OECD countries, until 2008, credit
consumption in France stayed high, in a favourable context.
Nevertheless, probably for cultural reason, French households were
more cautious. The average savings ratio remained around 15%,
while the average indebtedness ratio rose from 50% in 1996, to 72%
in 2008.
As investors, French people are not really attracted to risky
financial investments.

Their favourite

investments are

saving

accounts, real estate investments and non-risky life insurance. Only
15% (6.5 million people) have directly invested in stocks, and 2.5
million

in

mutual funds:

life

insurance

products and UCITS

(Undertakings for Collective Investment Schemes in Transferable
Securities.
It is possible that this behaviour (limited investments in stocks)
may turn out to be a good thing for households in the crisis we are
going through at the moment: French people are probably less
exposed to the downturn in the markets. But for the future, this is
bad for the economy. Investments in shares are necessary for
financing development and innovation.
And it is also bad for households themselves because long term
savings will be more and more necessary in the future for pensions:
in the longer term, investments in shares are proven to be providing
better returns than savings accounts and the less risky options that
French investors generally prefer..
On the other hand, employees’ aversion to investments in stocks
is not consistent. Employee share ownership programmes are
successful. Seven of the top ten companies (and thirteen of the top
twenty) ranked by equity held by employees, in millions of Euros, are
French.
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All of the above prove that the need, if not the demand, for
financial education in the workplace is important in France too.
Financial education must attempt to convey a number of important
messages on the risk/return profile and the correlation between good
returns, risk mitigation and the investment horizon. Employees who
work in companies with profit sharing schemes and incentive
schemes are faced with difficult choices. Should they simply invest in
a savings fund? And in which fund should they invest their profit
sharing income? Once consumers are better educated, they will be
able to put pressure on the financial sector to obtain simple products
that meet their needs.
So far educational responses do not meet these requirements. Of
course, most companies that introduce employee savings or share
programmes also offer information programmes. But, as a whole, the
space dedicated to education either doesn’t exist or tends to be
reduced to the provision of online portals which are primarily for
employees to model their transactions and trade. Furthermore, there
is very little financial education in individual life-long trainings in
France.
Veronique Japp:
So there is a consensus on the need to do something, and
programmes are in place or have started in many European
countries. The next key things to focus on include:
•

Identifying employees as a key target in its own right: in
many programmes – including those in France and Italy –
youths, students, and the elderly have been identified as
groups who need specific attention. In some cases women are
considered as a target on their own, but employees and the
very specific investment products that they need to make
decisions on, are not a separate target.
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•

Prove that it is worth doing: What I generally hear in
continental Europe, and to a certain extent in the UK still
to this date, is that employers think one the following:

•

It is not my role

•

What’s in it for me?

•

Even if I did, employees won’t use it

Let’s address each of those:
If it isn’t the employer’s role to provide the means to make a
decision on the investment products that it is offering, whose is it
then?
According to the survey produced by IEFP in 2006, 81% of the 1520 year olds rely on their parents for financial “advice”. When those
people

find themselves in

need of information,

training and

education on their personal finances, they are extremely unlikely to
expect their employers to provide this. But are your relatives or
friends well placed to give you advice? Are they well placed to
identify what is the right decision for you and you only?
It could be a role for the national governments: in France it
appears quite natural to think that only the state could possibly
have the employees’ best interest at heart. From this perspective it
is good news that most European programmes are driven by a publicprivate partnership. But how is a government going to be able to
provide a comprehensive Financial Education programme to the
100,000 employees of a bank, the 50 employees of a small business, as
well as to employees of a large DIY corporate? Each programme needs
to be targeted and designed for the audience. It will be challenging
enough to identify the different groups and profiles within the
company.
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But the reason why it is the employer’s role is not only because
it is nobody else’s. A stress-free employee is more productive whereas
an employee worried about his personal finance is likely to find it
difficult to concentrate. In addition, from the moment an employer
gets involved in providing financial instruments to its employees, it
becomes

involved

in

communicating

information

about

those

instruments: a share plan, but also health insurance products,
additional retirement plans, pension funds, etc. Employees who do
not understand the products that are being offered will either not
take part, or waste time trying to work it out. Again: the time spent
at work trying to understand whether a share plan is the right
investment, or not, is not spent as efficiently as it could be for the
company. Finally, an employee who feels adequately informed and
educated to make a decision on the share plan that he is being
offered to participate in, is a lot less likely to blame his employer
when the share price is down.
I was referring earlier to the French example where one of the
primary objectives for Financial Education is to improve the way the
general public, and employees in particular, feel about private
businesses and employers. Surely for employees to end up blaming
their employers for their share plan investment losing most of its
value is not a step in the right direction. Employers who make sure
share plans are offered in a healthy environment where employees
have all the means to make a perfectly informed decision, and the
best decision in light of their age, life cycle, personal situation, other
investments, existing savings and attitude to risks, are better placed
during downturns to handle their questions, address their concerns
and ensure future plans take up.
Not only is the employer best placed to provide financial
education in the workplace, but I would also argue that if you
haven’t done it yet, now is the time.
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Bernard Marx:
In the context of the financial crisis, pensions are a sensitive
issue more specifically in those countries where defined contribution
pension funds are the most significant. Within these plans, the
impact of the crisis largely depends on the financial choices made by
each employee. Those who are near retirement and who have left a
large share of their savings in securities will suffer the most. This
will not be the case for younger employees who can hope for a
market recovery. As far as they are concerned, the risk of making bad
decisions is the opposite. The crisis should neither encourage them
to save less for their pension, nor should a durable aversion to risk
lead them to invest in under-performing products over the long
term. An overhaul of regulation will no doubt be necessary. But, as
the OECD states, “effective financial education programmes and
information disclosure have become more important to the wellfunctioning of the private pension system” (OECD Pension markets
in focus. December 2008).
Employers usually prefer defined contribution pension systems.
They, therefore, have no interest in seeing their employees lose
faith in them. So they should not avoid developing programmes for
financial education dedicated to the question of employees saving
schemes.
In France, as I said, employees are not particularly preoccupied
by the future of private pension plans. But employee savings
connected to profit sharing, incentive programmes and employee
shareholding is important.

The crisis reduces profitability. More

particularly, it can generate a loss in confidence vis-à-vis the
employee’s shareholding. If one wants to maintain these plans as
saving instruments and also as a means to provide employee
incentives and associate them more closely with their company’s
strategy, they will, no doubt, have to be backed up by further
financial education and information.
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Veronique Japp:
In the absence of Financial Education, or suitable understanding from employees, their behaviors appear to be counterintuitive: subscribe to share-based plans when markets are doing
well, and lose confidence when prices have collapsed. If anything,
2009 is likely to be the best year to purchase shares in your own
company (particularly when you can buy shares at a discount, or get
free shares for your purchased shares).
Now the question is: how best to influence initiatives? In Europe
we are looking at countries with very, very different histories and
cultures; some will react well to regulations, others won’t.
A law in favour of employee participation and share plans was
voted in France on 30th Dec 2006 and one article specifically
amended French employment law in order to “improve employees’
literacy in corporate finance and employee saving and share plan
schemes”. Over two years down the line, Financial Education in the
work place is hardly a national priority.
If we look at how the situation developed in the UK, it did not
happen overnight. The government gave the FSA four objectives,
one of them being “to promote public understanding of the financial
system”. Since 2003 the FSA has set a strategy to deliver against
these objectives and it has, in particular, a strategy for financial
education in the workplace.
In Italy we have again a different experience. I would argue that
to a certain extent they have gone nearly as far as promotion of
financial awareness can go, even before Bank of Italy launched its
Financial Education programme in 2007. Indeed since 2006 any
financial instruments offered to employees must first be presented by
duly empowered people whose role is to fully inform employees and
thereby to protect them. These Promotori finanziari are financial
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experts who must accompany employers and their employees when
presenting a shareholding plan and who must collect subscriptions. A
sort of Independent Financial Adviser for all employees: not the
answer to all our problems but certainly quite a move.
So whilst a push from our respective governments is of great
help to our cause, it doesn’t necessarily appear to be enough.
Employers and their providers need to believe in the business case.
It also begs another question: where the Italians offer a face-to-face
option, in the UK all-online offers seem to have their share of
success.
Bernard Marx:
As we know, the MiFID (Market in Financial Instruments
Directive) has reinforced the obligation to inform and advise private
investors. Had this directive been applied to employee saving
schemes, it would have led to the development of advice on a one-toone basis for savers and shareholders. But, the French version of the
MiFID directive has excluded employee saving schemes from the
scope. The legal and financial implications generated for companies
would have been too significant, particularly for small and medium
businesses. At the government also happened to wish to promote
profit

sharing

and

incentive

schemes

in

small

and

medium

businesses: the two were not really compatible. Asking for financial
advisers in the workplace is not forbidden, but it is something rarely
implemented and it will more than likely be slow to develop.
Training in the work place is a second option. Some companies
are already experimenting with specific training programmes directly
linked to the company saving schemes and employee shareholding
programmes. The French law of 2006 for the development of profit
sharing and employee shareholding has the specific goal of improving
employees’

knowledge

of

their

company’s

finances

and

the

mechanisms of employee saving programmes, more specifically in the
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context of the “DIF” (individual right to training”). But the law
doesn’t contain very practical drivers and it doesn’t seem to have
created much impact.
The third way would be an e-learning type system of education
and information. It’s probably the most flexible and easiest to
implement both for companies, and for saving schemes managers or
by dedicated institutions. This type of learning could meet the
expectations of employees. The Institute for Public Financial
Education where I work has chosen to develop a website dedicated to
the

general public with

specific tools for budgeting and for

employees. (www.lafinancepourtous.com). The European Commission
has also set up an e-learning website (www.dolceta.eu) to educate
the consumers with a different version for each of the 27 member
countries.

A large part of it concerns budgeting and financial

matters.
But this kind of product will only be successfully developed if
companies and employee representatives are aware of the importance
and the usefulness of the information provided. Be it for economic
feasibility reasons alone.
Veronique Japp:
From that point of view a number of European countries have
adopted some form of online education approach. In the Netherlands
the ministry of finance launched an online money-wise guide
(http://www.centiq.nl). In Italy – following on the Italian Banking
Association’s initiative for a distinctive strategy for improving
transparency, comparability and for helping clients in making
educated choices - a number of initiatives were developed, including
an online platform at http://edu.pattichiari.it. The National Bank of
Poland also launched their own financial education portal at
(http://www.nbportal.pl/pl/np). In all cases above, employees are not
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yet identified as a specific target. But it shows that we, in France,
haven’t been the only ones to favour the online route.
This begs another question though: do you achieve the same
level of personalisation through websites as you would through faceto-face meetings? It is one thing to provide information; increasing
financial awareness and literacy is another, and making sure the
content that you provide is adapted to the user’s age, attitude to
risk, position in the life cycle, existing investment and existing
understanding of other financial instruments is again an entirely
new objective. So far, not many online Financial Education portals
in Continental Europe appear to have achieved the capacity to
differentiate the needs of the groups they need to target to the
point of including employee share plans.
Bernard Marx:
Of course, face-to-face would be the best. Proactive advice is the
most efficient. Let’s note that lighter approaches have been
implemented. For example, in Ireland, the Financial Regulator has
created a personal finance information service including a telephone
helpline. Information is also given by writing.

But this requires

appropriate human resources and funding.
On paper, there are a lot of initiatives and good intentions out
there. Some countries have started to build up very useful
experiences that others can benefit from. In continental Europe:
there is a need, but there isn’t yet a will! The key to success is to
enhance the awareness, and the sense of urgency, amongst all
categories and all decision makers. Whilst funding appears, yet
again, to be the main hurdle, the truth is that once the risk of doing
nothing and the return on investment provided by addressing the
issue are clearly identified and decision makers are convinced,
funding issues will be quickly resolved. Today we are still at a stage,
in Continental Europe, where we are wondering whose responsibility
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it is (and therefore who should bear the cost). Once the question
actually becomes: “who will get the benefits?” it will be a big step
forward. The realisation that it is a matter of sharing the benefits
and cost savings, in particular in the workplace, will come from the
success of other programs and initiatives: those addressed at young
people, teachers and consumers. It will also come from cultural and
regulatory changes: as individuals are taking a more active role in
their financial decisions, it will become absolutely inevitable to
provide them with the means to do it effectively.

VERONIQUE JAPP is Head of International Development of BNP Paribas
Securities Services’ corporate services in Paris. Her involvement in share plans
began in 2003 when she joined Computershare as a Relationship Manager in
London. In her 6 years in share plans she has been particularly involved in
helping French companies implementing and running plans in the UK and vice
versa. She also found herself particularly interested and involved in challenges
faced by companies in the areas of Employee Communication and Financial
Education in the workplace. At BNP Paribas, she also led and designed the
implementation of key share plans client solutions such as international tax and
mobile employee solutions.
BERNARD MARX is an economist, team member of the French Institute for
public financial education since its foundation in April 2006. He is in charge of
economics and international issues and of relations with French National
Education.
Created through an initiative driven by the French Financial market regulator
(AMF),The IEFP is a not-for-profit organization. Its mission is to make financial
education actively present in France. Bernard Marx is also member of the
European expert group on financial education.
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Why Bother with BroadBased Stock Programs?
The Intel Corporation Perspective
By Patty McChesney, Mike Namie, Keith Pearce, Paula Sanderson and
Brit Wittman, Intel Corporation

The Philosophy of Broad-Based Stock Programs
As you will see borne out through the pages of this chapter, the
world of stock compensation is a complex one. There are regulatory
issues, complexities of tax, accounting and administration, and a
myriad of program designs, all of which require much more extensive
communication and education than most cash-based compensation
programs. So, why bother? Why not just pay everyone in cash and
call it a day? Simply put, because owners work harder. There is
obviously more to it than that, such as cash flow considerations,
among others, but the main driver in support of broad-based stock
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plans

is

creating

an

ownership

mindset

and

unity

amongst

employees.
No matter what your business, chances are that what you spend
on your employees is one of your top three costs, often number one.
It’s also highly likely that the greatest variance in daily performance
amongst all your business’ assets rests with your employees. The
photocopier may break down from time to time, but in general it
produces copies very consistently. Your employees, on the other
hand, have some days where they ‘knock it out of the park’, some
days where they ‘phone it in’, and everything else in between.
Herein is the greatest opportunity to effect productivity for most
organizations: the rich and largely untapped vein of discretionary
effort that lies in every employee.
But how do we unleash it? The most effective method is to get
them engaged and acting like owners. The ground-breaking work
done by Joseph Blasi and Doug Kruse in their book, “In the Company
of Owners: the Truth About Stock Options and Why Every Employee
Should Have Them”, does an excellent job of illustrating this
principle through an exhaustive quantitative analysis. Provide
employees with a stake in the performance of the business, give
them a reason to care, show them what’s in it for them if the
business does well – then watch the dormant seeds of discretionary
effort bloom.
But how does one get employees to act like owners; to have an
‘ownership mentality’? It requires a three-pronged approach:
•

Firstly, employees have to understand how the performance
works; what success looks like at an enterprise-wide level
and how their responsibilities fit in and support that
performance. Working harder won’t translate into added
value if employees don’t know what to work on in the first
place.
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•

Secondly, employees have to understand the link between
company

success and personal

success.

They

have

to

understand how adding value to the business simultaneously
and directly adds to personal net worth.
•

Lastly, the potential personal added value has to be
meaningful.

‘Meaningful’

will

vary

from

employee

to

employee, and is therefore hard to define, however, a nonmeaningful opportunity will not be sufficient to secure
additional (or possibly any) discretionary effort. Token
ownership will generate token effort at best, which Intel
learned first hand. The book, “Equity, Why Employee
Ownership is Good for Business”, by Corey Rosen, John Case
and Martin Staubus explores these elements in greater
detail through case studies in a number of organizations
that use the ownership mentality to their advantage.
It requires all three of these elements to create the desired
ownership mentality. Any two by themselves will fall short of the
mark, but the use of all three in combination can yield powerful
results. Where most organizations fall short of the mark is in
creating the understanding of how an individual employee’s efforts
enhance the overall performance of the organization. They do an
admirable job of providing a meaningful stake for the employee and
then explain in detail the mechanics involved in how the employee
will experience added financial value if the company performs well.
All the stock terminology is explained; the employee becomes
familiar with terms such as vesting, strike price, exercise, etc.
What the employee is not given is the link between what s/he
does and how the business is positively impacted. Without this link,
the stock program may have succeeded in generating the desire in
the employee to work harder, but without the knowledge of how to
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do so effectively. A wellspring of discretionary effort with no
direction for application provides minimal value add.
Ultimately, failing to establish this link may result in the
employee feeling their fortunes are at the whim of external forces.
In these circumstances, any increase in net worth experienced may
contribute to a ‘lottery’ mentality, the feeling that employee’s stock
gains just

happened by chance,

rather than

the

‘ownership’

mentality. Even though the employee profited, s/he has no reason to
believe it was due in any part to her/his effort and, therefore, is not
an effective way to entice the employee to work harder. Conversely,
if the employee does not experience a personal gain, or worse,
actually

experiences

a

personal

loss,

without

feeling

any

responsibility for driving results, s/he will either discount stock
entirely, or will insist that s/he be compensated for the ‘loss’. In
times of declining market values this has been the biggest problem
for many companies. Employees claim they have experienced a loss
and need to be ‘made whole’ even though the enterprise has failed to
drive a return for the shareholders. Without the link between
individual performance and company performance, companies face
serious

problems

in

motivation

and

retention

when

stock

compensation is not delivering value – here, ironically, the employee
argues that they have lost something, not understanding that in
fact it is the shareholder that has actually lost. The contract was for
the employee to share in the value creation – without the link to
how the employee contributes to that value creation, it is possible
for her/him to claim a need for recompense. If the link were present,
the employee would understand that it is entirely appropriate that,
without shareholder value creation; there is also no parallel value
creation for the employee.
Similarly, failing to educate employees on how they benefit
when the business benefits will not drive an ownership mentality.
Without that link, employees will not understand the benefits of
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ownership, even if they do have an ownership stake. Some
organizations have given employees stock or option grants, but the
extent of their education and communication was, “now you’re an
owner”. They may have even gone so far as to explain how the stock
vehicle works – the mechanics of stock or options, but haven’t taken
the time to explain why the employee is being given stock. It is
unlikely that behavior change will be effected if the employee does
not understand that their fortunes are tied to the same drivers of
the shareholders’ fortunes.
A meaningful potential outcome is another critical ingredient to
creating the ownership mentality that will effect behavior change. If
the potential benefit is negligible, not only won’t it be enough to
effect positive behavior change, but it could generate cynicism as
employees compare their fortunes and potential rewards for creating
shareholder value to those same potential rewards amongst the
population for whom the amounts are meaningful – the executives.
Intel has learned this first hand with our non-exempt employee
population as will be described below in more detail. In other words,
token ownership is likely to get token behavior change, or even
worse, it could drive dissatisfaction.
It takes a concerted three-pronged approach to creating the
ownership mentality that will unleash the dormant discretionary
effort in your employees. Ironically, you may have noticed it does
NOT actually require true ownership. One of the main criticisms of
stock options is that, for the majority of recipients, they do not
create owners – the option is a right to ownership, but not a
requirement. More to the point, most option holders execute sameday-sales, where they simultaneously purchase the shares at the
grant price and then sell them at the market price, receiving the
difference as pure cash proceeds. But actual ownership is tangential
to the point. If, through your granting, education and communication, you created the impetus for the employee to behave in the
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manner most beneficial to owners – the ownership mentality – it
doesn’t actually matter whether the employee was an owner or not.
The goal is get the employee to work harder for the owners – the
best way to do that is to align the employees’ and the owners’
interests. That can best be achieved by showing them how what they
do can benefit the owners, showing them that doing so benefits
them as well, and making sure their stake is real.

It All Starts with Design
So far we’ve touched on the theoretical aspects of how to make
broad-based stock programs effective and how they can benefit
stockholders, the company and employees. For Intel, when it comes
to stock compensation, theory and reality have been pretty closely
aligned. Below we will share some actions Intel has taken, and what
challenges we face, in trying to make our broad-based stock programs
more effective. Before we begin the “Intel story”, it is important to
realize that broad-based stock doesn’t mean the same thing at every
company. At Intel, our definition of broad-based means that virtually
every Intel employee is eligible to receive an annual stock award and
more than 95% actually do. The approximate 5% who don’t receive an
award is a result of various reasons such as the laws or accounting
rules of their country of residency and the company’s interest in
retaining an employee based on their individual performance.
Another important point to remember is that one size doesn’t fit
all and what we describe in the following paragraphs might not be
the right model for your organization. There are several things to
consider when designing and supporting your stock programs, such as
size and maturity of your company, location of employees, culture
and “affordability” or dilution limits. What we do hope is that this
article will give you some thoughts and ideas on how to approach the
design, implementation and administration and support of your
employee stock programs.
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We’ll start the Intel story by providing a brief background on the
company and its culture. Robert Noyce, one of Intel’s co-founders,
and a man called the father of Silicon Valley culture, built the firm
based on a philosophy of egalitarianism (equality). In the early days,
that meant dispensing with titles, dress codes, reserved parking spots
and different sized offices. All of this was intended to create an
atmosphere in which creativity could flourish and all employees felt
equally responsible for the company’s success, and all had an
opportunity to share in that success. The best way to ensure
employees could share in the success was to provide them with a
stake in the company. As we grew, some of those early practices were
modified, but the majority still exist today, with the most important
being providing all employees with an equal opportunity to share in
the success of the company.
Now that you have some background, let’s continue our story
with a discussion around stock program design. Back when the stock
market was “soaring”, and accounting and governance rules were
more accommodating, it was fairly easy to design stock compensation.
We just gave everyone options and let them reap the rewards.
During these so called “good times”, the focus of employee education
and communication was around the mechanics of how stock options
worked; there was little emphasis on the “linkage” discussed in the
previous section. In essence, we treated stock compensation as just
another benefit. There was little, if any, dialogue with employees
about what it truly meant to be an owner. All we cared about was
how fast the stock was going up and how much money the options
would generate. It was the “lottery mentality”. But it was OK,
because employees were working hard and the company was
successful. Then the dreaded “dot.com bubble” burst.
As most of us are painfully aware, beginning in the middle of
2000 the stock market started to decline. By late 2004, Intel’s stock
price was struggling to recover and we failed to generate consistent
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gains for stockholders over that period. Yes, we had our ups during
those four years, but in general, our stock was flat to down. In
addition, changes in accounting and governance rules, along with
more stockholder “intervention”, seemed inevitable. Finally, the
biggest issue we were facing was a high
dissatisfaction

with

stock options,

driven

level of employee
by

the

entitlement

mentality that had developed during those “good times”. Despite the
fact that stockholders weren’t seeing a return on their investment,
employees still felt that they deserved to be compensated. This
proved to us that we hadn’t adequately established the “ownership
mentality” for employees. The pervasive mindset seemed to be less
focused on understanding what was happening, why and what they
could do to turn the situation around, and more focused on what
Intel should do to “make it up to them”. All of this culminated in the
conclusion that something needed to change and change quickly. Did
our stock program design still make sense based on Intel’s size and
maturity?
In early 2005, we kicked off an initiative to re-vamp our stock
program design. We approached this initiative as an opportunity to
not only improve the perceived and real value of our stock
compensation, but also as an opportunity to change the way we went
about doing it. The biggest change from past design initiatives was
getting key business partners involved from the very beginning. The
first thing we did was establish a working team that consisted of all
the key stakeholders relevant to stock compensation, such as tax,
legal, stock operations and employee communications, to name a few.
This was a break from our traditional design model where key
stakeholders provided input, but were never fully involved with the
design up front. Our new model served two main purposes. The first
was to create a stronger partnership by making the design a
collaborative effort rather than having each group playing a separate
role.

The

second was to

shorten

the

time

from

design

to

implementation, which it did. We were able to design, implement,
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communicate and administer the new program in just nine months,
from early 2005 to final approval in late 2005, for implementation in
April 2006.
Once the working team was established, we began analyzing
various alternatives. Given the main driver behind our re-design
effort was employee dissatisfaction; we had to find a solution that
employees would accept. Up to this point, our egalitarian philosophy
meant that components of compensation were pretty much the same
for everyone. Based on research and employee feedback, it became
apparent that different employee groups valued certain components
of compensation more than others. This is what’s known as the
“Employee Value Proposition.” To put it another way, it’s when
employees ask themselves, “What’s in it for me to work here?”
In order to maximize employee engagement, the value provided
by the company must align as best as possible with what’s important
to each employee. The biggest thing that stood out for us was that,
the

further down

you

went

in

the

organization,

the

more

predictability and less risk employees wanted in their compensation
(e.g., cash). So the question we had to answer was how to balance
employee’s desire for more cash, with the company’s desire to
maintain the link between employees and stockholders. The solution
was a combination of restricted stock units (RSUs) and stock options.
In April 2006, for all grades middle manager and below, we began
granting all RSUs rather than stock options. This allowed us to
maintain the employee stockholder link, but at the same time
provide

lower

graded

employees

with

less

risk

and

more

predictability. For middle manager and above, we used a mix of RSUs
and stock options. The mix at middle manager level consisted of
mostly RSUs, but shifted more towards options as you go up in grade,
to the point where executive stock awards consisted of mostly stock
options. This design allowed us to better align the level of risk and
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reward with the level of direct influence different grades had on
company performance. RSUs were also chosen over restricted stock
awards because they were easier to administer internationally,
mainly from a tax standpoint.
Now let’s fast forward to late 2007. RSUs had been in place for a
little more than a year. For the most part, RSUs were very well
received by employees. We say for the most part because, initially,
employees were confused about tax. Many had the misconception
that RSUs carried a higher tax burden than stock options. The main
driver seemed to be that in most cases, employees experienced two
taxable events with RSUs, but only one taxable event with stock
options. With RSUs, they were taxed at vest, and again when they
sold the shares. Whereas with stock options, most employees
conducted same-day-sale, so there was only one taxable event.
Therefore, despite the fact that RSUs and stock options have the
same tax impact for employees, they perceived that RSUs were taxed
twice and stock options only once. Another big concern for employees
was the difference in size of an RSU award as compared to a stock
options award. Employees had a difficult time understanding why the
number of units they got was reduced by 66%. During the first year
after implementation, we rolled out a comprehensive training
program that helped employees get a better understanding of RSUs,
and how they compared to stock options. Once they obtained that
understanding, their perceived value of RSUs continued to grow.
Our employees’ perception of RSUs was also helped by the fact
that Intel’s stock price was around $19 in April 2006, when RSUs
were first granted, and was around $19 in April 2007, the first RSU
vest. The majority of employees were happy they had RSUs because
despite the flat stock price, their RSUs were still generating value.
However there still seemed to be some dissatisfaction amongst
employees, mainly at lower grades. Our interpretation of the “noise”
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we were hearing was that lower graded employees didn’t want stock
and that they would just prefer cash.
Before jumping to that conclusion, however, we decided to go
directly to employees and get their feedback. This was done in three
ways. First, we conducted focus groups and individual interviews.
These were done with employees at all levels in the organization,
from the lowest all the way up to executive management. We asked
them a series of questions aimed at gaining some insight into how
employees felt about the way our stock programs were designed. The
questions covered all aspects of our design, but more focus was placed
on the design for lower graded employees. As we analyzed the
feedback, it narrowed the focus of dissatisfaction to non-exempt (e.g.,
non-salaried) employees. Therefore, we concluded our internal
research by conducting a non-exempt-only survey. We surveyed close
to 5,000 hourly employees from around the world to ensure a
statistically valid sample.
What the survey results told us was that these employees did in
fact want stock; they just felt the amount wasn’t meaningful. That
information proved to be valuable, but probably the most important
piece of data we got from the survey was that 82% of respondents
answered “yes” to the question, “Intel giving stock awards to nonexempt or factory employees sends the message that we are an
important part of Intel’s success.”

It was this information that

helped us validate our belief that stock, more than any other
compensation vehicle, can create a unity amongst employees and a
link with the company.
Over the past nine years, since the “downturn” of 2000, we’ve
learned many things about designing not only stock compensation,
but

compensation

in

general.

First

and

foremost,

employee

engagement, education and communication are vital. Get employees
involved early on in the process. Direct employee involvement via
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surveys, focus groups and interviews benefited both the employees
and the compensation and benefits design team. From an employee
standpoint, they felt empowered to influence the outcome and they
felt respected because we were asking their opinion. From a design
standpoint, we gained valuable insight into what employees were
thinking and what they wanted, rather than draw our own
conclusions based on anecdotal information. It also gave us a great
opportunity to educate employees at the same time we were getting
their feedback. The information sharing was a two-way street.
Keep in mind that employee involvement can be a double-edged
sword, as you run the risk of setting unrealistic expectations. But as
long as those expectations are managed properly, the benefits to
employee engagement in design can be tremendous.
Secondly, we learned that compensation must be tailored to
what employees value (the Employee Value Proposition). Each
employee has his or her own unique value proposition, and it would
be ridiculous to think that compensation can be designed at that
level. However, certain employee groups share a lot of the same
characteristics in terms of what they value. Identify these trends
and do your best to align compensation based on those preferences.
Finally, engage with key stakeholders from the very beginning.
Conduct your design as a collaborative effort, rather than allowing
each function to have a specific role. This also includes engaging
with

decision

makers

early

and

often.

Don’t

wait

until

a

recommendation is formulated to meet with decision makers. Check
in with them periodically and make course corrections along the way.
This will save you time and re-work.
Now that we’ve covered design, let’s talk about the two key
aspects that support the design and are vital to maximizing value of
the programs: employee communications (including education) and
administration.
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Education and Communication
As described in the first section on philosophy, in order for a
broad-based

stock

program

to

be

successful,

employees

must

understand the link between their role and company success, and
how the company’s success translates to their success. Once you have
a design in place that best meets the needs of stockholders, the
company and your employees, you must maximize the perceived
value of that design through education and communication. At Intel,
we call this “Educomm”. Educomm is the combination of education
and communication.
In the design section, we talked about perceived value. What is
perceived value and what are the factors that influence it? As the
name implies, perceived value is the level of value employees place
on various components of compensation based on their perception. In
many cases, from an employee standpoint, perception is more
important than reality. This seems to be especially true for pay and
benefits programs. One example of this was described above where
Intel employees didn’t feel our programs were competitive compared
to other companies, but in fact we were very competitive. Employee
perception is formed by the information they have, both factual and
anecdotal.

Factual

information

communications and external

is

sources,

gathered
such

from

internal

as the

Internet,

magazines, or newspapers. Anecdotal information is from primarily
word of mouth, from co-workers, friends, and family. Over the last
couple of years since we started looking at perceived value more
closely, we’ve found that employees perceived our stock programs to
be less competitive and value-add compared to what other companies
were offering. We knew this perception wasn’t aligned with reality
based on our design and competitiveness.
The accuracy of your employee communications is under your
control, but that of external and anecdotal sources is much less so.
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However, these sources can be used to improve perceived value and
in some ways are better and more credible. Before looking at that, an
understanding of the place of stock programs in a pay and benefits
portfolio is needed. As you can see by the figure below, stock
compensation falls fairly low on the importance scale relative to
other components of compensation. Bear in mind that this data was
taken during a period when the stock market wasn’t performing all
to well, but the point is still made.

The value skyline
Employees’ value pay and benefits programs differently (fig. 1).

Therefore, when working to maximize the perceived value of
broad-based stock programs, the first point to grasp is that stock is
not the most important component to employees. Stock is good, but
it is peripheral. Second, the perceived value of stock varies with the
company’s stock price – both positively and negatively. While
obvious,

this fact

strongly influences how an

education

and

communications strategy is developed and deployed. And the third
point is that in a broad-based program, employees of different
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background and experience value stock differently. This goes back to
employee value proposition discussed in the design section, as well as
experience and familiarity with stock compensation. For instance,
generally senior employees have had more exposure to stock
compensation; they understand it better; they are willing and able
to take on more risk; and, as a result, value stock more highly as
part of total compensation. On the other hand, for employees in
countries where stock ownership is unfamiliar, and they aren’t as
willing to take on risk, the perceived value will tend to be much less
until some educational breakthroughs are made. This is fairly
intuitive and bears out in all the research that was reviewed.
Therefore, we must come to the conclusion that there is a direct
correlation between understanding and perceived value. We have an
example of where this played out in reality.
We developed some tax-specific training around RSUs that was
delivered to several regional sales organizations in the US. To
provide some context, the instructor was the same for every training
session, and the training basically walked employees through how to
file their tax return when RSUs vested and when the shares were
ultimately sold. At the beginning of each session, the perceived
value of RSUs didn’t seem to be that high, mainly based on
misconceptions about tax treatment as described above. By the end
of the training session, once employees learned how taxes worked for
RSUs, their perceived value increased significantly.
We fundamentally believe broad-based stock programs have value
or we wouldn’t be offering them. However, our expectations about
employee valuation of stock have to be realistic. Most will not
consider stock the most important and valuable pay program offered
and we should not expect them to. Once we accept that, we can
develop a strategy to maximize the perceived value of stock
compensation. So how do we do that and what are the obstacles to
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portraying that value? As stock professionals, we understand equity
and see the value, but how can we convey that to employees?
One of the biggest obstacles we have to overcome to improve
perceived value is “legacy thinking“ (remember when our stock used
to double every two years) or when the current state becomes the
new normal. Many employees who saw the tech bubble or the 20052007 bubble have a tough time letting go of their perception of what
stock is and what it should return in value. The mindset that stock
will make you rich, especially when it actually did make some people
rich, is a perception we still must deal with. It’s a legacy mindset.
Expectations need to be reset downward and that is normally a
difficult proposition.
On the other hand, the current economic crisis will create a new
sense of what stock is and what it should return in value. The media
is doing the heavy lifting for us in this as the seemingly endless
stream of bad economic news moves the dial on expectations
downward. Yet we would wager that most of us believe the current
difficulties are not permanent. The legacy mindset and the new
normal further complicate the educational challenge for stock. The
key to maximizing perceived value for broad-based stock is to educate
employees about stock programs and provide realistic expectations for
the value they deliver. Once again, it’s about helping them
understand what it means to be an owner, in both “good times” and
“bad times”, and as an owner, what can they do to affect the
outcome.
So what guiding principles can be used to develop an Educomm
strategy? At Intel, we’ve developed five guiding principles for our
education

and

communication

efforts.

They

are:

1)

Manage

expectations, 2) Transparency, 3) Simplify, 4) Personalization and 5)
Focus on importance.
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Managing expectations is arguably the most important part of
the education and communication strategy. If employees have
reasonable expectations of a stock program, and the stock program
exceeds that, they are generally going to have a positive perceived
value

of

stock.

But

if

the

stock

program

misses

employee

expectations, regardless of how unrealistic those expectations are,
they are generally going to have a negative perceived value of stock.
Properly setting expectations is the first goal.
Transparency is about both authenticity and sharing more
information. Transparency builds trust, and trust removes obstacles
to receiving information. Employees can’t value something they
don’t know about.
Simplification is about making things understandable. Employees
can’t value something they don’t understand. It’s about diligently
using plain language and other techniques to more effectively
convey information.
Personalization speaks to the well known “what’s in it for me?”
axiom used in communications, but is also recognition of the fact
that human-to-human interaction is the richest information transfer
channel. Whenever you hear someone who is looking for product
support or customer service say, “I just want to pick up the phone
and talk to an actual person” s/he is saying that personalization
matters. There are not enough Human Resources people to have
one-on-one conversations with every employee, but even if there
were, that’s not the answer to personalization, as we’ll see in the
next section.
Focus on importance is about recognizing that stock is not and
will never be the most important component of the pay portfolio, as
has already been discussed. The tone and scale of emphasis of stock
education and communication must reflect this.
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Once we settled on our guiding principles, we then had to
develop our strategy for delivering the information. The techniques
or methods we use to drive Educomm fall into four categories: 1)
Traditional

education:

classroom

training,

PowerPoint

slides,

eCourses; 2) Non-traditional education: social media, small groups,
edutainment; 3) Non-personalized communication: intranet articles,
mass email; and 4) Personalized communication: individual email.
All these methods use the five guiding principles as much as
practical and can be used by Human Resources, communicators, and
managers. Traditional education and non-personalized communications must be carefully engineered to be transparent and simple,
to include content that manages expectations. Traditional education
should incorporate action learning to make it personal whenever
possible.
Social media is a new, but powerful way to spread the effort
required to reach employees. The highly networked nature of most of
these tools implies that stock professionals need to introduce
information into the network and let it flow outward on its own. It
is a good source of anecdotal information for employees. Small
groups, such as focus groups or voluntary employee clubs, provide a
very rich learning opportunity for all participants. Edutainment
(educational entertainment) has a lot of potential; this is the use of
games and activities as the context into which educational material
is introduced.
Non-personalized communication is the primary source of factual
information

about

stock programs for employees.

Personalized

communications may be developed based on certain triggers, such as
expiring stock options, and provide an education opportunity.
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Administration
As described, Educomm is key element to the success of your
broad-based

stock

program.

Equally

as

important

is

the

administration. Obviously, the level of difficulty in administering
your broad-based stock program will be dictated by the size and
location of your workforce. For Intel, the challenges of administering
and maintaining a broad-based stock program in 52 countries for
82,000 employees are many and quite complex. In addition to
ensuring alignment with shareholders and our program philosophy,
we have to stay very current with what’s happening on a broad
spectrum of fronts including business direction, legal changes, tax
law developments, market competition, and employee engagement
and motivation impact. At Intel, we accomplish this through a
variety of methods that have evolved over the years.
The first of these challenges is ensuring a guideline we can
follow globally. In the development and evolution of our broad-based
stock program, it was and still is important to think about what
boundary conditions and stock alternatives we need to consider in
tandem with our standard corporate stock program. Our objective is a
set of guidelines around stock compensation that can be used
relatively

consistently

in

support

of

our

stock

compensation

philosophy. One of these current guidelines is that we will
implement stock only where it is legally and administratively
feasible, so long as it is market competitive and we have a presence
of approximately ten or more employees. But this wasn’t always the
practice.
Since 1997, when Intel expanded eligibility in our stock
programs to all employees wherever it was legally feasible to do so, it
was implemented. Our objective was to ensure that everywhere we
could, we aligned employees with shareholders. It was a time in
which stock price was rising and everyone could benefit from Intel’s
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success and we seemed to have very engaged and happily motivated
employees. We also found that this approach reduced mobility issues
associated with compensation for employees transferring between
countries. Stock became one of the core components of the total
compensation structure that was almost consistently maintained
between sites. Where we couldn’t legally provide stock, which was
typically where it wasn’t a market competitive practice, we instituted
alternative benefit programs that mapped to local customs and
values to ensure a comparable and competitive substitute. We also
sought to be creative in our approaches to administration to meet
legal restrictions. One example of this is in countries where
employees are not allowed to hold an interest in a foreign company.
We found that we could grant shares to employees as long as a
cashless exercise was mandated for options and RSUs were sold at
vest to ensure that employees never held stock.
As we move into more recent history, accompanied by Intel’s
focus on cost savings in order to gain a competitive edge, we found
that we couldn’t provide stock or substitute programs simply where it
was legally feasible to do so. Instead, we put more emphasis on stock
being market competitive. To do this, we assess the reasonableness
of the stock cost against other benefit alternatives with the end goal
of ensuring market competitiveness and effectiveness of our total
compensation structure. A result of this approach was that we
introduced RSUs into our stock mix in 2006 as described in the
design section. We found that we could maintain the same cost
structure of our stock program but deliver more value to employees
although the number of RSUs would be less than the previous
number of options granted.
We also regularly seek to simplify administration and tighten
process controls for cost savings. One way we achieved this was to
eliminate as many manual stock programs as possible and move
affected sites to our standard corporate stock program. This occurred
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as laws changed and administrative ingenuity progressed. Our
centralized

administrative

function

complemented

by

regional

participation is a key ingredient to the success of our program
administration and controls. This structure helps to ensure that we
have one voice to answer employee inquiries and a team of
functional experts well versed in stock processes globally. This helps
us to maintain expertise on regional issues and developments as well
as to ensure that stock issues are addressed accurately and stock
guidelines followed. Having a regional presence representing the
stock programs has also been very instrumental in driving global or
local changes with site management when required.
To ensure that our processes meet Intel’s high standards for
quality, the stock administration team manages to a very detailed
set of indicators. The team spends focused effort auditing discrete
transactions,
expirations,

researching
managing

defects

grant

by

type,

acceptance

projecting

rates,

and

option
trending

employee contact volume. With this data, the team is in a better
position to know where the problem areas lie, and get in front of
issues before they affect employees.
One difficulty we face as a result of our size and geographic reach
is that we seem to be on the bleeding edge of all stock-related
compliance issues. For the most part, when we become aware of an
issue in one of the countries where we provide a stock benefit, we
find that nobody else has any knowledge and/or experience with the
issue. That requires us to conduct a great deal of research,
oftentimes seeking outside advice (either legal or tax), interpret the
ruling, and then approach our service provider for assistance.
Unfortunately, if our service provider has no prior experience with
the issue, this requires us to collaborate very closely with them to
build a solution.
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With the significant P&L expense associated with granting
broad-based stock programs, it’s critical to Intel that our employees
value this benefit. It is for this reason that we have implemented
several employee experience initiatives. At Intel, we introduce the
stock programs to new hires through a class called “New Hire Pay &
Benefits” that they take in their first month with the company. A
follow-on to that program is a class that goes into considerably more
detail entitled “Get Smart About Stock” and is available virtually to
all employees, and includes local language versions as required.
Additionally, our service providers make themselves available on-site
to provide free financial counseling in all aspects of personal money
management. As our employees transact their stock, we send them a
short 5-question survey to gauge their satisfaction with our stock
programs, the service delivery process, and the web tools available.
The information garnered from the results is used to prioritize
process improvements for the organization, as well as manage our
service provider. It also demonstrates to employees that we take
their feedback seriously as we want to ensure that even the
processes surrounding stock should help to

maintain

positive

motivation and engagement for employees.
In conclusion, there are many benefits to having broad-based
stock programs, with the main ones being employee unity and
linkage between the employees, the company and our stockholders.
But those benefits don’t come cheap. You have to be committed to
designing the programs so they best align to what employees’ value.
You

have

to

be

committed

to

supporting

a

comprehensive

communication and education strategy that really helps employees
understand what it means to be an owner and where they fit in to
generating value. And finally, you have to have the administrative
systems and processes to make it all work. Although Intel has come a
long way these last few years in how we think about, design and
support our stock programs, we’re certainly not finished, and
probably never will be. The world of stock compensation is ever
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evolving and we will have to evolve right along with it. But we do
know that the actions we have taken better prepare us to ensure our
stock programs deliver the value intended for our stockholders, the
company and our employees. As for the lessons we’ve learned, the
biggest one is don’t be afraid to get your employees involved in all
aspects from design to administration. After all, they are your
customer.
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About GEO
With more than 3,000 members in over 70 countries, the Global
Equity Organization (GEO) is the world’s leading not-for-profit
member community for employee share plan professionals. GEO’s
mission is to provide an open and honest forum to discuss the
challenges

of

creating,

managing

and

administering

equity

compensation programs for employees around the world. GEO
members are dedicated to:
•

Promoting high standards of competence, professionalism,
and performance in the administration of share plans;

•

Obtaining and disseminating information on the subject of
share plans for the benefit of other members and their
employers through GEO’s website, conferences, seminars,
and publications;

•

Encouraging the exchange of ideas and mutual assistance
among members;

•

Facilitating the association of professionals handling all
aspects of global share plans;
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•

Respecting the confidentiality and personal nature of the
information available to GEO members.

GEO was founded in

1999 by industry professionals who

recognized the need for an independent network to support the
growth of equity compensation programs, on both a local and global
basis.

In 2009, GEO is celebrating its tenth anniversary and

preparing to meet the challenges the next decade presents for
employee share plans. We invite you to join in that mission…for
more information, please visit www.globalequity.org.

A Message from our Chairman
We established GEO on the basis of community, not
in the interests of any one person or company. In
1999, few could have foreseen the changes to come –
new accounting rules, technological advances,
globalization, not to mention the challenges linking
equity compensation to corporate performance – that
put stock plans on the front page. Throughout, GEO
has been able to serve our community with
knowledge, tools and expert networks to enable
understanding and help everyone react accordingly.
Ten years on, share plans are again center stage,
key components in corporate survival and recovery.

Carine M. Schneider
Chairman of the Board
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A journal of equity plan leadership

The successful development, implementation and management of global
employee share plan programs requires the active engagement of numerous
stakeholder groups, both within and outside of your organization. Those
responsible for designing programs generally take local compliance and
regulatory requirements into account, but opportunities for collaboration
extend far beyond that simple connection. Quality programs also look to
incorporate administration, employee communications, education and
engagement, as well as the strategic perspective offered by senior executives,
into the design and implementation of their program design.
This collection of articles provides a unique metaphor into the creation and
sustenance of effective employee share plans. Representatives of various
stakeholder groups discuss the strategic and practical implications of equity
compensation, with a key emphasis on the drivers of employee engagement
and motivation. The collection concludes with a practical discussion about
how one leading firm, a 2008 GEO Award Winner for Most Effective Plan
Design, successfully developed and implemented their new equity compensation program involving tens of thousands of employees in 49 countries.
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