The Secretary

Parliamentary Joint Committee on Corporations and Financial Services

Suite SG.64

Parliament House

Canberra   ACT   2600

Dear Committee

CLERP (AUDIT REFORM & CORPORATE DISCLOSURE) BILL

1.
Focus of submission is executive compensation


I wish to make a confidential submission specifically in relation to executive compensation and the process in which it is awarded.

2.
Summary of desirable changes to the Bill

Specifically, I submit that the Bill should have clauses added to it which would have the following effect:
(a)
Shareholders of each listed company must be required to vote, such vote being binding on the company, on:

(i)
the compensation structure of its 5 most highly paid executives; and

(ii)
any executive share scheme.

(b)
In seeking such approval, the Explanatory Statement issued by the company to shareholders must:

(i)
clearly set out the components of the proposed compensation structure or executive share scheme, as the case may be; and

(ii)
provide a range of possible outcomes for the executives in question or the participants in the scheme, as the case may be.

(c)
To protect minority shareholders in the listed company, any shareholder in the listed company with voting power greater than 50% is precluded from voting upon any approval required under paragraph (a) above, with the resolution otherwise being a simple majority.

(d)
The granting of options by a listed company to management as a component of compensation is prohibited.

(e)
Options issued by a company must be expensed at an arms’ length valuation.

(f)
Options issued by a listed company must be subject to performance criteria or standards.

(g)
Each director of a listed company that is said to be “independent” must be identified by announcement to Australian Stock Exchange Limited and in the annual report of the listed company.

(h)
Before a listed company seeks the approval referred to in paragraph (a) above, each of the independent directors of a listed company must consult and seek feedback from at least the 5 largest shareholders in the company who are independent of both the management of the company and the board, in relation to the matters referred to in paragraph (a) above.

3.
Lateness of submission


I apologise for the fact that this submission is late, but I only became aware of the enquiry when reading about it in the Australian Financial Review on Wednesday the 17th of March.

4.
Confidentiality


I wish Section 10 of this submission to be kept confidential.  My reasons are that due to the late nature of my submission I have still to discuss potential legal action in regards to this matter with my legal representative and I am still in discussion with the company in respect of this matter.

5.
Submission is my own


This submission is made by me as an individual and a fund manager, and not on behalf of P.M. Capital Ltd, of which I am the chairman.

6.
Depth of my experience and concern

6.1
As an independent fund manager, with 20 years global experience in analysing and investing in companies, I believe I am uniquely positioned to give an insight into what has become a critical issue from the perspective of a shareholder and also the long term credibility of financial markets. 

6.2
My passion for the subject is witnessed by the fact that I have discussed this issue on numerous occasions in my quarterly reports to investors and have recently been discussing it with my legal representatives. 

6.3
P.M. Capital Ltd is an independent, privately owned, fund manager whose Global equity fund and Australian equity fund were each ranked No 1 in their respective surveys for the year 2003.

6.4
I stress the word independent as the majority of fund managers are owned by listed corporate entities, the very entities and their boards that are the focus of this enquiry.  Thus, it is very difficult for the fund management entities not to be conflicted.  In fact, one of my greatest difficulties as a shareholder, when discussing with boards what we believe to be inappropriate compensation structures, is the lack of direct support we garner from the larger fund managers.  This is, in my strong view, due to pressure the large fund managers receive from management of the listed investee companies not to pursue contentious issues.  They also perceive that access to management will be cut off if the fund manager publicly pursues any issues they have with inappropriate compensation structures.  In other words, when push comes to shove the fund manager backs off as it is not their money at risk.

6.5
We are not only independent but we are also unique in that we invest our own capital into the same funds that we manage for our clients, and thus our interests are perfectly aligned with our unit holders.

6.6
As a Responsible Entity for 4 funds P.M. Capital Ltd takes the interests of our unit holders seriously and executive compensation is an issue that we have very strong feelings about.  If management are inappropriately rewarded and there is a lack of transparency regarding the process it can only be of detriment to the capital raising process as long term investors will place a higher discount rate on the supply of capital.

6.7
I think we are all well aware of numerous examples of excessive, and in some cases obscene, executive compensation.  This has emerged over the previous decade at the very same time that managements urge wage restraint from their employees. It is a fact that executive compensation has grown well in excess of total wage expense which, if allowed to continue, will create increased friction and thus be detrimental to all.

6.8
The excessive payments are normally defended with a philosophical response that you need to reward management for performance and that there should be no restriction on management’s ability to perform and thus their potential to be rewarded.  We agree. The crux of the problem, however, is that boards are creating reward structures that allow for significant payments to management which are in no way related to performance.  In addition, they are approving these structures without any input from the owners of the business, the shareholders.  The boards operate as though they are beholden to management and respond to shareholder outrage with the pompous attitude that they know what is in the best interests of shareholders and thus do not need to discuss it with the very constituents that they represent.  In any normal democracy they would be booted out but due to the “soft” approach taken by institutional shareholders in dealing with these matters, board composition is dictated by management and not by the shareholders.

6.9
If a board of directors genuinely believed that they acted in the best interests of all shareholders when structuring compensation packages then why would they not want it to be approved by the constituents which they represent?  If you really believe in what you have done, in any walk of life, then you have no trouble being transparent about it.  What makes matters worse is that not only are they not willing to be held accountable for their decisions but they also fail to correctly account for the cost of these packages, specifically in relation to options.

7.
Options as part of compensation

7.1
It is a great myth that options align the interests of management with that of the shareholder.  Shareholders take hard earned savings and invest them in a company.  If management makes a poor decision, shareholders suffer a permanent loss of capital to the detriment of their ability to retire on an appropriate income at some future point in time.  Management, however, do not lose anything.  There is no loss of capital, only an opportunity cost of what they may have made if the share price went up.  All too often, if the share price does go down then management cancels the options and award themselves new options at a lower strike price; you cannot lose.  They share in the upside but not in the downside.

7.2
To make matters worse, when options are issued they are rarely expensed correctly, thus understating their true cost to the shareholder.

7.3
To offset dilution from the option issues, management often engage in buyback schemes, but again this cost is lost on shareholders as the cash-flow used for the buybacks could have been used to pay a higher dividend instead.  It’s all a game: the winner is always management and the loser the powerless individual shareholder.

7.4
Options should actually be banned as a form of management compensation.  They are illogical.  Take the situation where management performs poorly but we are in a bull market and thus, short term, the stock price increases in value.  Management exercise their options and are handsomely rewarded.  In contrast, we enter a bear market, management perform well in difficult circumstances but short term the share price goes down.  The options lapse and they receive nothing.  ILLOGICAL.

7.5
If management want to align themselves with shareholders then there is no reason why they cannot take part of their post tax salary and enter an arms’ length transaction with a financial intermediary and buy the options on their own account. Then they will be truly aligned.

8.
Reason compensation structure must change

8.1
The reason why the process in which boards structure compensation must change is that the government has dictated that every wage earner must set aside 10% of his/her wages to fund their retirement.  It is not an individual choice and thus the government has a responsibility to protect their interests.  This money is predominantly directed into shares and thus, over time, the ownership of our listed companies is shifting to the average wage earner.  Unfortunately, though, corporate governance is not keeping up with this evolution in ownership and boards and their decisions on executive compensation are unable to be held to account by the very owners of the company that the board of directors is supposed to be accountable to.

8.2
As an aside can I also suggest that our superannuation scheme combined with the benefits of dividend imputation is vastly underappreciated in terms of its long term benefits to the general public?  This is why issues that we are discussing are so critical because they serve to undermine the true long term benefits that will be generated by such policy.

9.
Overseas abuse viewed seriously


The abuses that have been occurring (on a global basis) in regards to management compensation is highlighted by numerous high profile examples including, the board of the New York Stock Exchange being investigated for it’s $US200 million compensation package for it’s CEO and the CEO of Deutsche Bank being criminally charged for unlawfully granting $US56 million in appreciation rights to his executives.  Authorities overseas understand how serious this issue is and are dealing with it and it is important that the same rigour is applied in Australia by our regulatory authorities. 

10.
Matter Omitted
11.
Conclusion

11.1
I can highlight many other examples but the clear message is that the process by which a board structures the compensation package of its senior executives must be bound by very strict rules relating to transparency and the right of the shareholder to vote on the decision made by the directors that are supposedly representing them.

11.2
Our democracy is built on the principle that policy proposals will be voted on and if the Financial System is to maintain its integrity over the longer term it must also adhere to those principles. This is particularly true for those shareholders who find themselves in a minority position and thus vulnerable to the abuse of power.

11.3
A board who was genuinely acting in the best interests of its shareholders would not require legislation to enforce these rights of a shareholder.  However, given the extent of the abuses that we have seen over the past decade, the government, through legislation, must create specific guidelines that ensure that the integrity of the system is indeed maintained.

11.4
The overriding principle that must be protected is that Shareholders (not management) own the company and the board of directors report to, and are accountable to, the Shareholders.  Unfortunately, when it comes to executive compensation, that principle has not been adhered to.

11.5
I would be more than willing to address the Committee if required either on a conference call or in person in Canberra.  Unfortunately, I am travelling on business to Europe on the 30th of March and will not be returning until the 26th of April.  Otherwise, I am available at any time.

Yours sincerely

Paul Moore

Chairman, P.M. Capital Ltd
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