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thebigpicture news

EMPLOYEE SHARE OPTIONS: TOO QUICK
TO JUDGEMENT

e The Japanese economy did not
expand by 1.4% in the first
quarter as originally reported.

Revised data now show no
change in GDP in the quarter.
The first estimate of growth in
the second quarter is 0.5 %.

The move to expense employee share options is a knee-jerk reaction which fails
to come to terms with the fundamental problem.

Disclosure of executive performance will continue to be at the whim of company boards

The Japanese government has and chairmen.

also announced that industrial . ) .
production fell by 0.4 % in | EMployee share options were motivated by a threefold desire:
July and cote consumer prices °
fell for the 34th consecutive
month. Meanwhile, the yen is
higher against the US dollar, d
constraining the likely growth
contribution from exports.

to give employees some proprietorial sense and a coincidence of interests with
shareholders - both would benefit if the share price rose;
to avoid having to force employees to outlay cash for
share ownership; and,

e to provide employees with some additional wealth poten- “  the
tial without having to raise salaries permanently.

In Johannesburg, more than

20,000 delegates are signed up . b&lﬂdl]/&lgOﬂ
to the UN Summit on Sustain. | G€nerally speaking, greater employee share exposure was seen a5t y
able Development. World | t0 be good for company performance and shareholders. It was | #8425 eniployee

widely encouraged. It was not generally seen by management as
a way of avoiding the cash impact of higher remuneration. Indeed,
in the most conspicuous examples of wrongdoing, employee
share options were not substitutes for high cash salaries.

share options...is
not in the best
interests of
investors.”

leaders (but not the US Presi-
dent) will attend this week.
Will they make meaningful
progress toward their stated
goals of action plans to reduce

poverty, redress global distri- | At the same time, accounting standards had barely come to terms

bution imbalances or meet | with the time value of money. They had not grappled with how op-
global ~ environmental chal- | tions should be valued nor how the value could be measured
lenges? Unlikely. when contingent upon performance. There was no generally ac-

cepted approach to bringing them into the statement of financial performance.

However, there were requirements for quite detailed reporting of options entitlements
both within the notes to the accounts and, more publicly, to the ASX. Shareholder ap-
provals in some circumstances were also required so that the granting of options was
difficult to conceal if that was ever a motivation.
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So what was the failing in the system? The actual failing was in the linkage between the
granting of options and individual performance. This was, of course, a matter of percep-
tion. For investors, already concerned about high executive salaries, options were seen
as another reward which had not been adequately earned. In many cases, executives
saw them as simply part of a salary package which needed to be paid to be competi-
tive.

Adding to the murkiness was a reticence by company chairmen to make clear to share-

lian investment bank. He
has been a top-rated institu-
tional equity analyst and has
marketed investment advice
in all the major international
financial centres.
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holders what was reward for exceptional performance and what was simply necessary
to attract a particular executive to the job. Perhaps, in many cases, the two were suffi-
ciently blurred that an explicit explanation was not possible.

And, therein, lay the failing. It had little or nothing to do with how remuneration was be-
ing reported. Nor is this failing now being addressed by recent regulatory initiatives or
foreshadowed changes to accounting standards.

Unfortunately, the odium emanating from conspicuous examples of riches being ac-

(Continued on page 4)




Guideposts for Australian Bond Yields

Australian 10 Year Bond Yields
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BOND YIELD DIRECTIONS

“Current bond yields
are slightly to the low
side of the excpected

range.”

The current Australian ten year bond
yield at around 5.8 per cent is slightly
below the big picture expected value.

The big picture uses three guideposts to
assess whether bond yields are "high" or
"low" :

e US inflation

e the US real bond premium

e the Australian risk premium

Underpinning this view is that Australian
financial markets are tied to the US mar-
kets.

Over the year to July, US consumer prices
rose by 1.5 percent. thebigpicture ex-
pects that US inflation (see chart oppo-
site) will be in the 2-3 percent range on
an ongoing basis as the cyclical weak-
ness in the US economy passes. The in-
flation upside will be limited by a central
bank which will continue to err on the
side of inflation control at the expense of
growth, if the choice is required.

Real bond yields - the difference between
nominal yields and inflation - have ap-
peared to settle between three per cent
and four per cent (see second chart oppo-
site). The big picture is assuming, as a
base case, 3%.

Australian bond yields have most often
been at a premium to US yields. This pre-
mium is a measure of implied risk for the
Australian economy and is affected by
several factors but primarily

e relative inflation performance
e the balance of payments outlook
e government fiscal policy
e exchange rate volatility
Of these factors, the principal one is likely
to be the relative inflation performance.

While there are significant policy issues
associated with each of the other factors,

percent
1. US inflation
2. Real rate premium

= US yield benchmark

= Australian yield

3. Australian risk premium

AUSTRALIAN BOND YIELDS
Expected Range
Most
Low Likely  High Current
1.5 2.5 3.0 1.5
2.75 3.5 4.0 3.1
4.25 6.0 7.0 4.6
1.0 0.5 0.0 1.2
5.25 6.5 7.0 5.8

they are likely to have a relatively benign
influence over the foreseeable future. The
balance of payments, while continuing to
be higher than desirable, has stabilized.
The government has reduced its claim on
the financial markets through a combina-
tion of higher taxes and asset disposals.
And, while the exchange rate is histori-
cally weak, it has apparently stabilized
and there is some sense in markets that
appreciation is more likely than deprecia-
tion.

Nonetheless, the spread between US and
Australian bond yields is at a recent high
point. Australia's relative inflation per-
formance - affected by the impact of the
GST introduction and the relative
strength of the economy - would be a sig-
nificant but transitory influence on this
outcome. In the event that the gap in the
inflation performance narrowed, as it is
expected to do, it is likely that this pre-
mium would also narrow. The big picture
is assuming a value most likely around
0.5 per cent.

These conclusions are summarised in the
table.

Current bond yields are slightly to the low
side of the expected range. The key differ-
ences and sources pf a likely subsequent
rise in yields are:

e the expected rise in US inflation

e a reduction in the Australian risk
premium

From a timing standpoint, any change
would be expected in the first or second
quarters of 2003.

The risk that yields would move sharply
lower from where they are seem likely to
depend on a reappraisal of the Australian
risk premium and it falling prior to an up-
turn in the US inflation rate.

The risk that yields move sharply higher
from current levels (and beyond the limits
outlined in the table) seems to depend on
the US inflation performance deteriorat-
ing without any reappraisal of the riski-
ness of Australia.

The balance of factors seem to indicate
that Australian bond yields will tend up-
ward in the coming six months but only to
around 6.5% reflecting the cyclical
strengthening in the US economy.
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JUDGEMENT conNT’D

(Continued from page 1)

quired while shareholder wealth was fal-
ling now taints employee share options
generally.

Of course, the real issue is broader than
simply the treatment of employee op-
tions. It extends to bonus payments of
any sort; indeed, to salary generally.

Putting aside measurement problems,
assume that all remuneration payments
are required to be reflected in the state-
ment of financial performance no matter
how they are delivered. Shareholders will
continue to be aggrieved if those pay-
ments are made irrespective of the over-
all corporate financial performance or the
performance of the company's stock
price.

From an investor's standpoint, the priority
is for more disclosure about remunera-
tion levels and how they are varied in ac-
cordance with performance - either fi-
nancial or market. There have been few
complaints if executives receive higher
rewards when they are accompanied by
financial success and this is likely to be
so in the future.

One test will be whether the defensive
posture of chairmen at AGMs will be re-
placed by a more open and accountable
approach to these matters.

Companies being required to report non-
cash rewards in the statement of finan-
cial performance could actually disadvan-
tage investors.

e It would get chairmen off the
hook. They could go back to avoid-
ing scrutiny by saying that every-
thing is disclosed in accordance
with accounting practices and
sidestep having to explain to
shareholders the basis of the pay-
ments.

e |t would also make accounts more
complex by including additional
non-cash and one-off items which
would probably be stripped out for
analytical purposes in any event.

By diverting attention from the primary
issues, the bandwagon against employee
share options, which now includes politi-
cians, professional directors and regula-
tors, is not in the best interests of inves-
tors.

In brief .... RBA credit card reform

The Reserve Bank released its long-
awaited report on credit card fees. The
report is expected to result in a signifi-
cant reduction in bank revenues and re-
duced prices for consumers. Time will
tell.

The recommendations are an unprece-
dented and radical attempt to introduce
competition into the credit card market.

It seems unlikely that banks and credit
card providers will accept the changes
without seeking to compensate them-
selves in other ways. Subsequent to the
proposed changes being announced,
there was little change in bank share
prices indicating some faith (based on
past experience?) that they will not be
affected detrimentally.

Will consumers get a discount for cash?

Given the already extensive use of credit
cards in Australia, it seems hard to be-
lieve that the economy will move to the
dual pricing system this would imply. But
there may be other changes. Openings
might emerge for larger retailers or alli-
ances of retailers to more aggressively
market their own credit cards and then to
price differentially on the basis of their
use.

“Disclosure of
executive performance
will continue to be at
the whin of company

boards and chairmen.”

Want to subscribe to thebigpicture? Send an e-mail to
subscriptions@thebigpicture.com.au for details.

Remember thebigpicture money back guarantee: If,

asked.

after subscribing, you change your mind for any rea-
son, simply ask for your money back - within the first
month, a 100% refund on the annual subscription or,
after the first month, a pro rata refund .... no questions
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