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Terms of reference

Review into the Regulation of Director and
Executive Remuneration in Australia

I, CHRIS BOWEN, Assistant Treasurer, under part 3 of the Productivity
Commission Act 1998, hereby request that the Productivity Commission undertake
an inquiry into the current Australian regulatory framework around remuneration of
directors and executives, as it applies to companies which are disclosing entities
regulated under the Corporations Act 2001 and report within nine months of the
date of receipt of this reference.

This review is intended to complement the work already underway in relation to
executive remuneration practices by regulated financial institutions. Last year, the
Prime Minister announced that the Australian Prudential Regulation Authority
would develop a template that links capital adequacy requirements to executive
remuneration practices in order to limit excessive risk taking in financial
institutions.

Background

The remuneration of company directors and executives is an issue which has
attracted considerable interest from shareholders, business groups and the wider
community. Concerns have been raised over excessive remuneration practices,
particularly as we face almost unprecedented turmoil in global financial and equity
markets.

The current global financial crisis has highlighted the importance of ensuring that
remuneration packages are appropriately structured and do not reward excessive
risk taking or promote corporate greed. The crisis has also highlighted the need to
maintain a robust regulatory framework that promotes transparency and
accountability on remuneration practices, and better aligns the interests of
shareholders and the community with the performance and reward structures of
Australia’s corporate directors and executives.

It is also important to recognise that internationally competitive reward structures
for company directors and executives continue to provide incentives for directors
and executives to assume leadership responsibilities within corporations.

Internationally, remuneration practices have been identified by various forums as a
contributing factor to the global financial crisis. The Group of Twenty (G-20) and
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the Financial Stability Forum are both examining remuneration issues to ensure
effective governance and oversight of executive remuneration is part of their
responses to the crisis. In addition, the United Kingdom and the United States have
imposed conditions on remuneration for entities that have received the benefit of
recent corporate bailouts and government assistance packages.

Scope of the review

In undertaking the review the Commission should:

1. Consider trends in remuneration in Australia, and internationally, including,
among other things, the growth in levels of remuneration, the types of
remuneration being paid, including salary, short-term, long term and equity-
based payments and termination benefits and the relationship between
remuneration packages and corporate performance.

2. Consider the effectiveness of the existing framework for the oversight,
accountability and transparency of remuneration practices in Australia including:

e the role, structure and content of remuneration disclosure and reporting;

e the scope of who should be the subject of remuneration disclosure and
approving remuneration packages

e the role of boards and board committees in developing and approving
remuneration packages

e the role of other stakeholders, including shareholders, in the remuneration
process

e the role of, and regulatory regime governing, termination benefits

e the role of, and regulatory regime governing, remuneration consultants,
including any possible conflicts of interest

e the issue of non-recourse loans used as part of executive remuneration and
e the role of non-regulatory industry guidelines and codes of practice.

3. Consider, in light of the presence of large local institutional shareholders in
Australia, such as superannuation funds, and the prevalence of retail
shareholders, the role of such investors in the development, setting, reporting
and consideration of remuneration practices.
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Consider any mechanisms that would better align the interests of boards and
executives with those of shareholders and the wider community, including but
not limited to:

e the role of equity-based payments and incentive schemes
e the source and approval processes for equity-based payments
e the role played by the tax treatment of equity-based remuneration

e the role of accelerated equity vesting arrangements and

the use of hedging over incentive remuneration.

. Consider the effectiveness of the international responses to remuneration issues

arising from the global financial crisis, and their potential applicability to
Australian circumstances.

Liaise with the Australia’s Future Tax System Review and the Australian
Prudential Regulatory Authority in relation to, respectively, any taxation and
financial sector remuneration issues arising out of this Review.

. Make recommendations as to how the existing framework governing

remuneration practices in Australia could be strengthened.

The Commission is to undertake an appropriate public consultation process
including the invitation of public submissions.

CHRIS BOWEN
[19 March 2009]

Vi

TERMS OF REFERENCE









10 Taxation issues 325

10.1 Introduction 326
10.2 Taxation of equity-based payments 327
10.3 Treatment of termination payments 346
10.4 Taxation of bonuses 349
10.5 Allowable tax deductions for employers 351

PART D: IMPLICATIONS FOR PUBLIC POLICY AND
CORPORATE CONDUCT

11 The reform package 357
11.1 What sort of policy action is called for? 358
11.2 Improving board capacities 364
11.3 Reducing conflicts of interest 368
11.4 Improving relevant disclosure 373
11.5 Well-conceived remuneration policies 381
11.6 Facilitating shareholder engagement 384
11.7 Adding it up 392

APPENDIXES

A Public Consultation 399

B Remuneration data 411

References 447

The following appendixes are not included in this Report. They are available on the
inquiry website (Www.pc.gov.au/projects/inquiry/executive-remuneration)

C  Taxation
D  Research on executive remuneration

E  Valuing equity based payments

CONTENTS IX



Abbreviations and explanations

Abbreviations

AASB The Australian Accounting Standards Board

ACSI Australian Council of Super Investors

ACTU Australian Council of Trade Unions

AHRI Australian Human Resources Institute

AICD Australian Institute of Company Directors

AMWU Australian Manufacturing Workers’ Union

APRA Australian Prudential Regulation Authority

ASA Australian Shareholders’ Association

ASIC Australian Securities and Investments Commission

ASX Australian Securities Exchange

ASX100 companies The largest 100 companies listed on the Australian Securities
Exchange

AWE average weekly earnings

BCA Business Council of Australia

CEO chief executive officer

CFMEU Construction, Forestry, Mining and Energy Union

CGT capital gains tax

CLERP Corporate Law Economic Reform Program

CSA Chartered Secretaries Australia

GST goods and services tax

IFSA Investment and Financial Services Association

LTI long-term incentive

NASDAQ National Association of Securities Dealers Automated
Quotations
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NED non-executive director

NYSE New York Stock Exchange

OECD Organisation for Economic Co-operation and Development
S&P Standard and Poor’s

STI short-term incentive

TSR total shareholder return

Explanations

Billion The convention used for a billion is a thousand million (109).

Findings Findings in the body of the report are paragraphs high-
lighted using italics, as this is.
Recommendations  Recommendations in the body of the report are high-

lighted using bold italics with an outside border, as this
is.
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