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fl .'\hree closely related phenomena have caught

the imagination of capital market participants,

commentators and regulators since the turn
of the millennium. The umbrella concept of this trinity
might be described as a growth in attentiveness to the
desirability of reforming corporate governance prac-
tices (DiPiazza and Eccles 2002). Nestled beneath
lies a renewed attentiveness to creative and opaque
financial accounting and reporting practices (Mulford
and Cominskey 2002, Rezaee 2002, Schilit 2002). The
third element, a subset of the second, is the particular
empbhasis on the reform of accounting and financial
reporting practices relating to options granted to em-
ployees as part of their total compensation (Meul-
broek 2001, Coulton and Taylor 2002).

In this paper, rather than focusing on the technical
aspects of the accounting and financial reporting
treatment for executive options, we examine the issue
from a governance standpoint. We argue that al-
though the award of options to executives and em-
ployees has been intended to mitigate agency prob-
lems brought about by the divide between manage-
ment and control which characterises diffusely held
public corporations (Watts and Zimmerman 1986),
the adoption of large-scale option-based compensa-
tion potentially introduces a range of governance
problems.

Poor governance practices appear to have become
the lightning rod for blame in relation to a portfolio of
high-profile corporate collapses including Enron,
WorldCom, Global Crossing, HIH and, more recently,
Parmalat. It is therefore understandable that policy-
makers in Australia and elsewhere have reacted with
considerable vigour (not necessarily to be equated
with effectiveness or rationality) in an attempt to rem-
edy ills ranging from board structure and relationship
with management to disclosure requirements and au-
dit independence.

Whether these initiatives are shown by history to
amount to attacks on systemic weaknesses, or fail to
adequately address this dimension, remains to be
seen. Whatever verdict history returns, the present is

The use of options as a component of
executive remuneration in large listed
corporations in Australia grew
materially between 1997 and 2002.
This growth coincided with a
significant degree of concentration

of ownership of those options in

the bands of a small cadre of board
members and senior executives.

We conclude that this phenomenon,
to date essentially unexplored in the
literature, has significant implications
for the quality of governance
outcomes in firms that use options

in their incentive and remuneration

systems.
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certainly characterised by change. In Australia, the
CLERP! 9 program represents a key vehicle for re-
form of corporate law almost certainly inspired in
large part as a means of addressing a range of practic-
es perceived as unacceptable both locally and interna-
tionally over the past few years. The key principles be-
hind CLERP are market freedom, investor protection
and quality disclosure to the market

of relevant information. The most

significant changes brought about by

CLERP 9 are:

e Australian Shareholders Association;
¢ Business Council of Australia;
¢  Association
Australia;
¢ Law Council of Australia; and
¢ Group of 100 (representing CFOs of Australia’s
largest enterprises).
In March 2003 the council released
its guidelines for corporate govern-
ance best practice. ASX-listed entities

of Superannuation Funds of

e audit committees become man- 1HE GUIDELINES  will have to comply with the guide-
datory for top-500 listed entities; lines or explain in their annu.al report
* audit committees will be respon- why they have not complied. The
sible for managing auditor inde- WERE CRITICISED prl.r(lial};le b-EhtI;:dt tl}llavmg. volur.ltaliy
pendence and the provision of guidelines 1s that there 1s no single
non-audit services by external approach to corporate governance
auditors; IN SOME that suits all organisations. According
¢ external auditors will be required t”(;‘hthe_ Australielm .StOde Exchaflge:
t ASIC t t “The size, complexity and operations
c(;;:f;) ritn?l)uence’ ?EZ;EE;:& 0(; QUARTERS of companies differ, and so flexibility
mislead them; must be allowed in the structures
. . . . imise individual per-
¢ the Financial Reporting Council FOR BEING DE adopted to optimise in
will oversee auditor independ- fo‘:;r}llance.d(ffx 2003). ciced
ence requirements; e guidelines were criticised in
¢ a former audit partner may not FACTO LAWS, Zomf; quz:;‘ tfars for b(tflntg defactt:i l?tliWS,
become a director of a client for eveloped I secret, {00 restrictive,
two years; misleading, and lacking a cost-benefit
¢ directors will need to disclose di- DEVELOPED IN analérs;i;. t(})lther comm;:nt.at(;rs t}?r
rectorships of other companies gued that there was no basis for this
to shareholders; form of complaint given the relative
e whistleblowers will be protected SECRET, TOO ea:f Wit;‘ ‘EV];HEE c.o;‘[(l)%l;arge c.ou;((i)(‘;)ge
against retaliation in achieve utlini , Vurie )
employment; Turnbull 2003). The council will peri-
e the maximum civil penalty for RESTRICT IVE, odically review the guidelines, to en-
breaching the continuous disclo- sure that.tllley stay in s:ep with the
sure rules will increase from commercial environment.
$200,000 to $1 million; MISLEADING’ The ASX also influences govern-
e the Australian Securities and ance, at least as practised by listed
ieg corporations, through its listing
i?i‘l,le‘tfetrz;nets ‘gx(;n;l)r:\:vsesrl(t)(l)l igps):)(s,:i AND LACKING A rules. On 1 January 2003, a range of
financial penalties and issue in- new listing rules became active, with
i ; the intention of enhancing and clari-
frmgem'ent notlc'es for breaches COST-BENEFIT ‘ : g :
of continuous disclosure rules; fying the continuous disclosure
and framework (ASX 2002, para. 1.1). The
e Australia adopts International ANALYSIS. continuous disclosure framework is

Accounting Standards for report-
ing periods after 1 January 2005.
In addition to CLERP 9, a range of

other institutions and factors have in-
fluenced a changing background for governance. One
institution which has played a significant role in this
transformation of the governance landscape is the
Australian Stock Exchange (ASX). In August 2002 the
ASX convened a Corporate Governance Council to
develop recommendations that reflect international
best practice. The council comprises representatives
of 21 groups including:
¢ Australian Institute of Company Directors;
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aimed at ensuring a fully informed

market, and ensuring that there is no

inequity in access to relevant infor-

mation that could lead to disadvan-
tage for some investors (ASX 2002, para. 2.1). The
changes include a new rule giving ASX the power to
determine that company information is no longer con-
fidential (Listing Rule 3.1A), the requirement for com-
panies to release information to correct or prevent
false rumours (Listing Rule 3.1B) and a provision
which enables, ASX to publish correspondence be-
tween it and a company if necessary for an informed
market (Listing Rule 18.7A).
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A further noteworthy influence on Australian corpo-
rate governance is the HIH royal commission. On 16
April 2003, Justice Neville Owen tabled the final re-
port of the commission, whose brief it was to find out
why the company collapsed and whether the actions
of the company’s directors and senior executives had
been at fault. The commission made 52 adverse find-
ings against individuals and companies, and recom-
mended that legal action be taken against 13 execu-
tives of the HIH group. Part of the final report ad-
dressed corporate governance issues and made two
formal recommendations:

e that the Corporations Act and the ASX listing
rules be amended to force appropriate disclosure
of executive remuneration; and

¢ that the duties of company officers should be
clarified and extended.

However, Justice Owen pointedly avoided making
further recommendations, given the ASX Corporate
Governance Council’s concurrent role in putting for-
ward best practice recommendations.

In other jurisdictions, interest in corporate govern-
ance and policy reform relating to this matter has also
been high. Two influential reports, one focusing on
the role and effectiveness of non-executive directors
(the Higgs Report) and another focusing on the func-
tions of audit committees (the Smith Report), have
contributed significantly to recent corporate govern-
ance reforms in the United Kingdom (Higgs 2003,
Smith 2003). Meanwhile, the most significant change
in US corporate law in many decades was the passage
in 2002 of the Sarbanes-Oxley Act (Lawrence 2003).
Changes brought about by this act include:

e listed companies must satisfy audit committee re-
quirements, including the rule that the audit com-
mittee comprise solely independent directors;

e a new Public Company Accounting Oversight
Board will have investigative and enforcement
powers in its role as accounting profession
watchdog;

e registered public accounting firms will be prohib-
ited from offering various non-audit services;

¢ public companies must disclose “in plain English”,
and “on a rapid and current basis” material chang-
es in their financial condition and other signifi-
cant company news;

¢ new disclosure obligations in relation to a range
of matters, including off-balance-sheet transac-
tions, pro forma financial information, manage-
ment assessment of internal accounting controls
and the adoption of, or any change in, a code of
ethics for senior financial officers; and

e certain corporate officers must reimburse the
company for any bonus received in the event of
accounting restatements due to failure to comply
with financial reporting rules.

‘While Sarbanes-Oxley is a piece of US domestic leg-
islation, its impact has not been restricted to that juris-
diction (Brewster 2003, pp. 275-6). A recent example

of the extra-territorial effect of the act has been pro-
vided in the wake of the scandal surrounding unau-
thorised foreign currency options trading by a small
group of traders at the National Australia Bank (NAB),
resulting in losses totalling approximately SA360 mil-
lion. During the inquiry into the unauthorised trading
activity, it was revealed that a number of staff from its
auditor, KPMG, had been working on secondment in
the bank for extended periods over approximately
three years. Because of the NAB’s fundraising activi-
ties and listing status in US capital markets, its deal-
ings with its auditors falls foul of Sarbanes-Oxley pro-
hibitions on the secondment of audit staff to client
firms in either employee or management roles
(Oldfield and Cornell 2004).

Although the details of the responses made to per-
ceived governance deficiencies in Australia, the UK
and the US have differed, the similarities are striking,
arguably for two main reasons. First, the de facto ex-
tra-territorial impact of the highly prescriptive
Sarbanes-Oxley means that there is likely to be a con-
tagion effect of rule-based modifications to govern-
ance structures and systems wherever there are sig-
nificant concentrations of organisations tapping di-
rectly into US public capital markets. Second, there
seems no reason to believe that governance regula-
tion in particular is any more immune to the forces of
institutional isomorphism than other fields of policy-
making (for example, economic management, social
welfare, healthcare and education) where the phe-
nomenon is well documented in both analytical and
empirical literature (Meyer and Rowan 1977,
DiMaggio and Powell 1983, Dolowitz and Marsh
2000). Whereas the governance changes discussed
above have had an essentially outward-facing orienta-
tion (as exemplified by reconfigurations of auditor in-
teractions with clients and former clients as well as
changes to the financial reporting landscape), many
key governance problems are almost exclusively in-
ternally rooted and have received less attention. The
use of options to remunerate executives provides a
case in point. The governance debate relating to these
instruments has focused squarely on the issue of fi-
nancial reporting, an externally oriented governance
question, but has remained relatively silent on the in-
ternally oriented governance questions.

Thus the debate has focused on the relatively pe-
ripheral question of whether options granted to exec-
utives ought be expensed through the profit and loss
statement, but essentially ignored matters ultimately
more germane to the improvement of governance,
such as requirements for pre-vesting performance
hurdles to accompany the grant of options (Clawson
and Kline 1997), quarantining market-wide returns
from rewards available to executives in receipt of op-
tions (Akhibe et al 1996), restricting the capacity of
option-holders to engage in third-party derivatives
contracts to modify or remove their risk exposure (Ali
and Stapledon 2000) and curtailing practices such as
re-loading? (Harper 2002). Despite the absence of pol-
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icy initiatives on issues such as these, the number of
organisations implementing executive options plans
and the aggregate number of options involved in such
plans have shown considerable growth. This is dem-
onstrated by the data set out in Tables 1 and 2, collect-
ed from a sample of large-capitalisation listed
Australian corporations between 1997 and 2002.

The data demonstrate growth in the application of
options plans on several dimensions. The proportion
of companies in our sample with options plans grew
from 81.25% in the first year for which we collected
data (1997), to 96.875% of our sample in the final year
for which we collected data (2002). Similarly, the peri-
od under examination saw growth of 118% in options
outstanding under plans adopted by companies in our
sample. At the start of the period, non-board senior
executives participated in some form of option-based
remuneration in about 73% of the companies, but by
2002 this had grown to about 94%. However, while the
use of options in executive compensation packages
has grown substantially, the consequences of this
trend have not been systematically analysed from a
governance perspective.

EXECUTIVE OPTIONS AND
INCENTIVE PROBLEMS

There is a strong link between agency-theory-based
models of conflict between principals and agents and
the justification of the use of options and other equity-
linked devices as a significant element of executive re-
muneration. From an agency-theory perspective,

TABLE 1: OUTSTANDING OPTIONS BY
YEAR, 1997-2002
Year | No of companies in | Total outstanding
sample® with plans options at end of
financial year
1997 52 441,919,000
1998 58 573,101,000
1999 59 627,698,000
2000 61 772,103,000
2001 62 821,366,000
2002 62 967,029,000

managers whose wealth is not tied (or is tied only to a
limited extent) to the value of the employing firm are
likely to be motivated by factors divergent from the in-
terests of the firm’s owners.

The use of options, it is argued, overcomes many of
these difficulties by directly tying managerial wealth
to share price, and thus to the wealth outcomes of the
firm’s shareholders.? However, there is growing evi-
dence that share options schemes are associated with
a range of dubious behaviour on the part of
executives.

Consider first the substantial volume of shares re-
purchased by companies. Yermack (2001) cites evi-
dence that repurchase activity rises with the option
holdings of managers. The repurchase of shares may
increase firm value when the shares are acquired at
prices below their true economic value, or when there
are no alternative investment opportunities that would
be expected to earn the firm’s cost of capital. Exactly
why there should be a positive association between
repurchase activity and option-based compensation
schemes is uncertain.

One explanation often put forward is that firms wish
to limit the dilution that would arise for existing share-
holders when shares are issued to employees on exer-
cise of their options. Share repurchases reduce the
number of shares outstanding and act to offset shares
issued to employees. If we believe that options create
incentives so strong that employees are led to create
value over and above that which would have been
achieved in the absence of options, then we must
question this explanation. There is no need for man-
agement or shareholders to be concerned with dilu-
tion in earnings per share if the increase in shares as-
sociated with the exercise of employee options is
matched by an increase in expected earnings, where
the latter is created by the greater efforts of incentiv-
ised employees.

If the dilution argument does not hold, why else
might there be an association between share repur-
chase activity and employee option schemes? If man-
agement possesses information advantages not availa-
ble to shareholders, a share repurchase may be timed
to enable executives to achieve substantial gains on
the exercise of their options. Specifically, the an-

TABLE 2: NUMBER OF COMPANIES IN SAMPLE IN WHICH OPTIONS HELD BY
CHAIRMAN, CEO, EXECUTIVE DIRECTORS AND SENIOR EXECUTIVES 1997-2002
No. of No. of companies in which options held by:
S Ci;’l“s‘;’;‘gf: Chairman CEO Other Non- Senior
. t executive executive executives
with options directors directors
plans
1997 52 12 36 29 11 47
1998 58 10 39 29 10 52
1999 59 9 44 28 9 56
2000 61 9 49 29 8 58
2001 62 9 45 28 10 58
2002 62 8 46 27 9 60
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nouncement of a share repurchase typically results in
an increase in share price. There are a number of pos-
sible reasons for this — perceptions that the firm is
undervalued and management seeks to return the
firm to its “true net worth”, premiums offered to en-
courage sale or offset capital gains taxes, reduction in
supply of shares outstanding, to name a few. If man-
agement times the repurchase of shares to coincide
with the vesting of their options, any increase in share
price arising from the transaction may result in a sub-
stantial increase in their remuneration.

The issue at hand, however, is the degree of informa-
tion asymmetry between management and sharehold-
ers regarding the motives for the repurchase and the
sustainability of the increase in share price.
Shareholders are unlikely to possess the same insight
as managers into the opportunity cost associated with a
share repurchase, this being the return on alternative
investment opportunities. Any gain in share price aris-
ing from the repurchase of shares may be temporary,
and, indeed, the transaction may have negative conse-
quences for long-term firm value if funds that could
have been invested in valuable projects have instead
been diverted to repurchasing shares. Share repur-
chases may represent a valuable tool for executives
who wish to engineer an immediate gain in their option
remuneration. This is supported by Aboody and
Kasnick (2001), who attribute a significant association
between the choice of cash payout policies and CEO
stock option compensation to CEOs’ opportunistic be-
haviour in response to the structure of their compensa-
tion, rather than to a more general need to repurchase
shares to support their firms’ stock option plans.

In an earlier paper, Aboody and Kasnick (2000) in-
vestigate whether CEOs manage the timing of their
disclosures around stock option awards. Their find-
ings suggest that CEOs make opportunistic voluntary
disclosure decisions that maximise the value of their
share option compensation. They find that CEOs man-
age shareholders’ expectations around award dates
by delaying good news and rushing forward bad
news. The result is that share prices fall prior to award
dates, allowing at-the-money options to be awarded at
lower exercise prices. Good news, however, is held off
until just prior to vesting dates, allowing an immediate
increase in option value, and ultimately, executive re-
muneration. The result is shareholders have been on
a round ticket to nowhere, while executives have
gained considerably in terms of the value of their com-
pensation. The timing of voluntary disclosures thus
affords the opportunity for management to expropri-
ate higher remuneration from the firm without there
necessarily being an increase in value for existing
shareholders.

A further example of opportunistic behaviour on
the part of management relates to the payment of divi-
dends. Lambert et al (1989) examine changes in the
cash dividend distributions of firms subsequent to the
adoption of executive option plans, and find that the
adoption of such plans induces top executives to re-

duce cash dividends relative to the expected level of
dividends that would have prevailed in the absence of
the plans. This finding is consistent with the notion
that dividends negatively affect the value of stock op-
tions, given executive stock options generally do not
share in dividends paid by the firm. By reducing divi-
dend payments, the underlying equity base of the
company will increase, preserving the value of options
held by executives. Aboody and Kasnick (2001) also
suggest that CEO stock option compensation plans in-
fluence the composition of firms’ cash payouts in the
form of dividends and share repurchases, with execu-
tives selecting cash payout policies to avoid the ad-
verse effect of cash dividends on stock option values.

Paying executives in the form of options also ap-
pears to increase their propensity to gamble the firm’s
assets. Early researchers tended to view in a positive
light the potential for high-powered incentive con-
tracts to increase managerial risk-taking. Their
premise was that executives possessed a self-serving
incentive to decrease the volatility of the firm, arising
from an inability to diversify personal income sources.
Specifically, greater volatility in the performance of
the firm increased the likelihood that the firm might
reach financial distress, with the consequence of
shortened tenure for managers and executives. This
contrasted with shareholders, who could relatively
costlessly reduce their exposure to the total risk of the
firm by diversifying their shareholdings across many
firms, and who, as a consequence, would prefer great-
er risk-taking on the part of their managerial agents.

Manifestations of high risk-aversion on the part of
managers might be in lower levels of leverage than
are considered optimal (given the cost and tax advan-
tages of debt), over-investment in low-risk projects
and under-investment in high-risk but positive-value
projects. Given that share option grants offer execu-
tives the opportunity to participate in future firm up-
side, researchers hypothesised that managers earn-
ing some percentage of their income in the form of
share options would be more likely to engage in risk-
taking activities, thus better aligning their incentives
with those of diversified shareholders.

In one study, Agrawal and Mandelker (1987) exam-
ined the variance in stock returns for firms that an-
nounced either capital investments or changes in finan-
cial leverage — activities likely to influence the total
risk of the firm — and compared this data with share
option holdings among managers in these firms. They
found that executive holdings of shares and share op-
tions were larger in firms in which the variance in re-
turns increased in response to investment announce-
ments, relative to those firms where the variance in re-
turns decreased. Similarly, they found that share option
holdings were larger in firms that engaged in leverage-
increasing transactions. They conclude that their find-
ings are consistent with the hypothesis that executive
holdings of common stock and options in the firm en-
courage risk-taking and thus have a role in reducing
managerial incentive problems.
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The conclusion of these authors is not surprising,
given the premise on which their work is based. These
studies see the incentive problem between principal
and agent as high risk-aversion on the part of the
agent (managers) and risk-neutrality on the part of
the principal (shareholders). Share options are seen
as the vehicle by which executives can be incentivised
to take greater risk. But at what point is tangency
reached between principal and agent with respect to
risk preferences? As both the volume of stock option
schemes and the concentration of options in the hands
of senior executives have escalated, there must be a
point where risk-taking on the part of executives be-
comes sub-optimal from the perspective of sharehold-
ers, precisely because executives have little to lose
(fair value options are granted at no cost to execu-
tives) while shareholders can lose their entire invest-
ment if the company experiences severe financial dis-
tress. We believe the growing list of corporate casual-
ties associated with high risk/overpriced acquisitions
is testimony to this point.

It seems appropriate to distinguish between risk
aversion and loss aversion. If managers are risk averse
they require suitable compensation for taking risk.
Here share options may be an appropriate mecha-
nism, given that managers may participate in any un-
expected upside arising from their investment deci-
sions. If managers are remunerated through a flat
wage structure, the risk they face is a prolonged
downturn in earnings, leading to potential dismissal
from the firm (Milgrom and Roberts 1992). If this is
the case, then it may be loss aversion, not risk aver-
sion, that is at the heart of the principal/agent prob-
lem. The difference between loss aversion and risk
aversion may appear subtle, but the implications are
significant from the perspective of risk-taking in the
firm. Loss aversion implies that managers become
risk-seeking when confronted with below-hurdle
performance.

When confronted with losses or below-target per-
formance, managers exhibiting loss aversion are pre-
pared to take large risks in order to improve the likeli-
hood of achieving target (Schmidt and Zank 2002).
While share options allow the managers to participate
in future gains in share price, they do not eliminate
downside in the sense that risky activities that materi-
ally increase earnings volatility may still result in cor-
porate distress and reduce management tenure.
Indeed, if managers are loss-averse, the potential
gains from risky decisions are outweighed by the po-
tential losses, and managers will have an incentive to
increase the riskiness of the firm’s assets when per-
formance is perceived to be falling below target.
Existing shareholders, on the other hand, may not be
compensated for changes in the risk profile of the
firm’s assets.

The assumption of risk neutrality on the part of
shareholders can also be challenged. The existence of
market imperfections means shareholders may care
more about total firm risk than is suggested by the ne-
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oclassical framework, which has at its core the as-
sumption that diversified shareholders care only
about the systemic risk of their portfolios. Shapiro
and Titman (1986), for example, show that financial
distress costs and the existence of non-linear tax
schedules result in an inverse relationship between
the total risk of a firm and its expected cashflow. This
makes reductions in total risk valuable even for per-
fectly diversified shareholders.

In a recent study, Chen (2002) examines the impact
of stock options on the risk profile of projects under-
taken by firms. He tests the ratio of post-option-award
volatility of return on investment to pre-option-award
volatility, and finds that companies that grant execu-
tive stock options demonstrate greater volatility in in-
vestment returns than those who do not. This result
should not be surprising, given that options are more
valuable in volatile climates. Chen concludes that ex-
ecutives undertake riskier projects after they are
awarded stock options. This is important where the
bulk of options held by employees in a firm are in the
hands of a small cabal of senior executives, the same
group with the power to change financial and operat-
ing policies to suit their interests, but not necessarily
those of the shareholders (Blasi et al 2003).

In addition to these concerns, it is not clear that the
use of executive options has resulted in executives
having as much of their wealth tied to the firms for
which they work as might first appear likely. Large-
sample empirical evidence gathered in the United
States suggests that, at least in that jurisdiction, when
managers receive new options they tend to reduce the
risk exposure so created by selling shares in the firm
that they already own.

Further, when executives exercise options, the US
evidence suggests that they tend to sell nearly all stock
so acquired (Ofek and Yermack 1997). So, if one means
of resolving the principal-agent conflicts which are said
to justify the award of significant quantities of options
is to engineer an increase in executives’ overall expo-
sure to employer firm equity, it seems dubious wheth-
er the issue of options is in fact achieving this goal.

Even before the vesting date for options issued to
employee executives, it is possible that individual ex-
ecutives may use a range of devices to limit or remove
the risk to which they might otherwise be exposed as
a result of their receipt of options. Over recent years,
financial institutions have engineered various mecha-
nisms effectively enabling managers to realise value
from, or reconfigure the risk profile of, their options
holdings, including fences and zero cost collars (Ali
and Stapledon 2000, Bettis et al 1999, Ellis 1998).

It is not clear that issuing organisations in Australia
have had sufficient presence of mind to prohibit the
use of such devices by executives, or at least to force
them to disclose their use to the board and seek ratifi-
cation. Indeed, it seems that under the present
Corporations Act and ASX listing rules, there is no
way to enforce such external disclosure (Carlin and
Ford 2003).
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In most cases, executives in receipt of options bear
less risk in the context of poor performance than ordi-
nary shareholders. If share prices decline, sharehold-
ers continue to lose until the decline ends. Executives
receiving options, on the other hand, face a limited
downside, since beyond a certain level of decline in
share price, their options are essentially worthless.

Further, in many cases, executives are given an op-
portunity to be issued with repriced options in a proc-
ess known as “reloading” (Harper 2002). This means
cashing in old instruments with higher exercise pric-
es as the only consideration paid for receiving new in-
struments with much lower exercise prices.

‘We take the view that repricing or “reloading” is like
reducing the pass rate in a “fair” examination simply
because the group performed poorly. It is a particular-
ly invidious phenomenon, one which gives the lie to
the rather naive argument that the grant of options to
executives results in substantial alignment of their in-
centive and risk sets with those of the shareholders in
general.

There is much room for improvement in the design
of the contracts by which options are transmitted to
executives, the disclosure requirements surrounding
the issue and tenure of such instruments, and the gov-
ernance arrangements to ensure that the issue of op-
tions to executives promotes value creation rather
than transferring wealth from the shareholders as a
whole to a select group of option-owning insiders (Saiz
2003).

THE HOLDING
CONCENTRATION PROBLEM

The term “holding concentration” refers to a measure-
ment of the degree to which the ownership of options
issued in an organisation’s executive options scheme
is concentrated in the hands of a select group of sen-
ior actors, defined in this study to include the board
members (executive and non-executive), the chief ex-
ecutive officer and the five highest-remunerated non-
director executives. From disclosures in listed firms’
annual financial statements, it is possible to gather
data on options issuance and holdings to this level of
detail.

We calculated concentration rates for a sample of
Australian top-100 listed corporations using two meth-
odologies. In the first, we calculated the unweighted
arithmetic average holding concentrations by sum-
ming the concentration level in each organisation dur-
ing a particular year, and dividing by the number of
organisations in the sample for that year. This data is
set out in Table 3.

We also carried out a modified holdings concentra-
tion calculation, reported in Table 4, in which we
weighted organisations with larger options plans more
heavily than those with smaller plans, measured by
the absolute number of options outstanding during a
particular year. Arguably, the latter calculation pro-
vides a more useful measure of concentration since it
scales for size (as measured by number of options out-
standing at a particular organisation, though not for

TABLE 3: CONCENTRATION OF OPTION HOLDINGS AMONG SENIOR MANAGEMENT
(AVERAGE HOLDINGS BY COMPANY) 1997-2002

Year Chairman CEO Executive Non- Board Non-board Total
director executive senior senior senior
director executive executive executives’
1997 14% 31% 15% 12% 40% 7% 40%
1998 14% 26% 15% 10% 34% 12% 42%
1999 10% 20% 11% 8% 26% 11% 38%
2000 14% 19% 15% 11% 27% 10% 40%
2001 11% 20% 12% 9% 28% 12% 38%
2002 9% 17% 14% 10% 24% 17% 40%

TABLE 4: CONCENTRATION OF OPTION HOLDINGS AMONG SENIOR MANAGEMENT
(PERCENTAGE OF TOTAL OUTSTANDING OFPTIONS) 1997-2002

Year Chairman CEO Executive Non- Board Non-board | Total senior

director executive senior senior executives
director executive executive

1997 2% 11% 7% 1% 20% 1% 21%

1998 1% 10% 7% 1% 20% 3% 23%

1999 1% 10% 3% 1% 15% 6% 21%

2000 4% 11% 8% 1% 23% 4% 28%

2001 4% 11% 8% 1% 23% 5% 27%

2002 3% 8% 8% 1% 21% 4% 25%
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the value of those options) and thus lessens the risk
that extreme concentrations in a number of organisa-
tions with small options plans distorts the interpreta-
bility of the overall dataset.

Several observations seem pertinent. First, board
holdings dominate those by non-board senior execu-
tives. This is apparent in Table 4, which is based

on weighted calculations of concentration, indicat-
ing a tendency in organisations with larger options
plans for the bulk of outstanding options held by the
organisational elite to be in the hands of board mem-
bers. In our sample, more than 80% of holdings con-
centration at senior levels during the period of the
study was explained by board holdings. Similarly, the
CEO’s dominance in the context of board holdings
signals not only the degree of authority conferred

on CEOQs in large corporations, but also the strength
of motivation, good and bad, to maximise the value

of options holdings. In our sample, about half of the
concentration in the hands of directors is attributable
to CEO holdings.

Given the focus on the role of non-executive direc-
tors in contemporary debates and regulatory initia-
tives on corporate governance, our findings on their
options holdings is interesting. While unweighted
non-executive director holding concentration aver-
aged 10% (around one-quarter of total unweighted
senior executive concentration for the period between
1997 and 2002), this fell to 1% on a weighted basis, or
only around 4% of total weighted senior executive con-
centration. This suggests that, as might be expected
given the desire to reinforce their independent status,
non-executive directors generally do not participate
(or do so only marginally) in options-based remunera-
tion. However, the fact that the unweighted non-exec-
utive director holding concentration so far outweighs
the weighted holding concentration suggests that this
taboo is broken in a surprising number of cases.? An
explanation for this pattern is that although such di-
rectors might be labelled “non-executive”, a sub-
stance-over-form approach to classification might lead
to another outcomeS or at least give rise to questions
about assumptions that non-executive status equates
to independence.

CONCLUSIONS

Our study suggests a significant degree of holdings
concentration in large publicly listed Australian corpo-
rations. In the only other published research of which
we are aware on this issue, Blasi et al (2003, p. 190)
suggest senior executive holding concentration in top-
100 USbased firms of around 33%. It would seem
therefore that, at least in aggregate, the Australian ex-
perience is similar to that of the US.

This study, and our expressions of concern about
the holdings concentration problem, are based on log-
ical deduction rather than empirical analysis. Our case
at this stage can be thought of as circumstantial. We
begin with the premise that options schemes as an el-
ement of executive remuneration may bring incen-
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tives for behaviour which, while enriching the holder
of the option, does nothing for, or actually degrades,
shareholder wealth. The literature makes it clear that
most of the mechanisms for achieving these unfortu-
nate wealth transfers are within the grasp of only a
very select group within an organisation.

Altering capital structure mix, systematic alteration
of firm risk profile, the management of information
flows between the firm and capital markets, the tim-
ing of options issue and vesting, and decisions to en-
gage in reloads are all initiated by a narrow but power-
ful constituency within a firm. Yet this same constitu-
ency stands to gain disproportionately from an infla-
tion of option value. Our basic intuition is that this
constituency has both the means and the motive to
give effect to actions which endanger shareholder
wealth creation and therefore represent poor
governance.

This capacity for action is brought into even sharper
relief when considering the extent to which even non-
executive directors participate in some options
schemes. We propose to undertake further research
on this issue. However, irrespective of additional em-
pirical inquiry, the results reported in this paper serve
as a reminder that while the careful design of incen-
tive contracts such as options packages is an impor-
tant element of governance oversight, so too is a care-
ful watch on the dispersion or concentration of owner-
ship of options issued by firms as part of overall remu-
neration policy.

Tyrone M. Carlin CPA is a professor in management
and Guy Ford is a senior lecturer in management at the
Macquarie Graduate School of Management. The au-
thors acknowledge funding provided by the Australian
Stock Exchange and Macquarie University which facili-
tated the research reported in this paper.

NOTES

1  Corporate Law Economic Reform Program. This
is documented in “Corporate Disclosure —
Strengthening  the  Financial  Reporting
Framework”, Issues Paper No. 9, Commonwealth
Government Printing Service, Canberra.

2 The practice of reloading involves the cancella-
tion of existing options issued to executives and
the simultaneous issue of an equivalent quantity
of options with lower exercise prices, usually with
the immediate effect of causing the recipient’s op-
tions to be brought back into the money. In gen-
eral, the recipient pays no consideration (other
than the tendering of the old options) for the ben-
efit of this transaction.

3 It has been estimated in some earlier literature
that the degree to which a CEQO’s wealth is sensi-
tive to changes in the market capitalisation of the
firm by which they are employed, in the absence
of strong equity holdings, or equity-hased expo-
sures such as those created by options, is very
low. For example, Jensen and Murphy (1990) es-
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timated that the sensitivity of a median CEO’s sal-
ary and bonus payments to a $1,000 change in
firm market capitalisation was 6.7 cents.

4  Table 2 shows that in 1997, of those companies in
our sample with options plans, the non-executive
director participation rate was 21%. This had fall-
en to 14.5% by 2002, but still represents a surpris-
ingly high level of participation for individuals
whose raison d’etre is the exercise of an independ-
ent mind at board level.

5 A clear example of this comes from the case of
Burns Philp and Co. The board deputy chairman,
Graeme Hart, owns a majority of the voting equity
in the organisation, yet is listed as a non-execu-
tive director.

6  Total sample size was 64 Australian publicly listed
corporations drawn from the top 100 by market
capitalisation.

7 This is the sum of all board option holdings (ex-
ecutive and non-executive directors) and hold-
ings of the top five non-board executives em-
ployed by the firm.
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