
















Employee share options 

The usage of share options has come under particular scrutiny recently. It is viewed as a way of 

paying staff a highly competitive salary I ensuring their loyalty and avoiding having that cost damage 

profrtability and the valuation ratios used to price shares. The problem has really come to Ilght 

recently as senior management of many companies that presided over massive collapses still 

seem to be awarding themselves huge salaries and benefits while lesser mortals holding the 

common equity are nursing large losses. 

Disgruntled investors, who feel as if they are footing the bill for high payouts following poor 

performance, have voted with their feet. Furthermore, as accounting standards do not require the 

costs of employee options to be taken through the profit and loss account, investors feel that the 

costs of doing business are being disguised and that prOfits are overstated. As the shares in 

companies that have misled the market have falien precipitously, the need to address this issue is 

urgent. We have looked at the effects of this issue on the European communications equipment 

sector, and addressed some of the difficulties of expensing employee share options. 

Visible employee costs 

The effect of using share options is clear. Nokia has arguably paid the lowest cash salaries in the 

European sector over the last few years. (*Note: The salary per employee numbers are meant for 

guidance only, as the numbers for Alcatel and Ericsson include termination benefits in 2001 and do 

not account for the fact that Nokia has a younger workforce and a flatter organisation). If we take 

into account the value of the stock option program offered to its employees over the last few years, 

it is easy to understand how Nokia has managed to retain key members of staff while keeping 

salaries comparatively low. For example, employees at Nokia can't have been too perturbed at 

eaming €3,000 less than those at Ericsson in 2000, when their options were worth €100,000 per 

employee. What a difference 18 months makes! 

Average Salary 1999A-2001A*, €ODOs 

68 

1999 2000 2001 

Source: Company data 
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Value of share option scheme per employee at year end, €OOOs 

199 • Nokia • Ericsson !J Alcatel 

(50) 

1999 2000 2001 Now 

Source: Company data 

Share option scheme value per employee (€ per employee) 

1999 2000 2001 Now 

Nokia 

Value Option Plan/employee 198,858 95,285 48,030 (SO,240) 

Perceived wealth change since year-end (103,S73) (47,2SS) (4B,030) 

Ericsson 

Value Option Plan/employee (1,494) (S,087) (10,912) 

Perceived wealth change since year-end 

Alcatel 

Value Option Plan/employee 11.837 12,161 (162) (19,4S3) 

Perceived wealth change since year-end 324 (12, 161} 

Source: Company data 

While we suspect that employee salaries have never been much of an issue at Nokia due to the 

perceived wealth in the option scheme. we think that recent events will have rattled the employees. 

As the schemes of Alcatel and Ericsson have never been able to deliver even any 'perceived' 

wealth to the employees, the salaries have had to be higher. Nokia management now has a 

problem as the scheme is underwater for the first time in recent memory, and its employees may 

perceive that they are underpaid relative to those of the competition. 

The problem facing Nokia in particular is how to keep its core members of staff, as most of them 

have seen their incentive disappear over a cliff. The most likely answer will be salaries that come 

back up to the industry average and thus lower proftts. However, we believe that there is a certain 

prestige attached to working for Nokia and believe that it will always be able to pay slightly less 

than the market rate. We think that the rate is some way above current levels. We think that the 

differences in compensation, graphed above, have too many skewing factors to include increases 

to the average in our forecasts. 

Share option and warrant schemes 

It is arguable that by not accounting for the economic cost of their share option schemes, 

companies are not giving a true and fair representation of their economic situation. Share options 

are used to reward employees and to compensate for lower salaries, but the costs of said 

schemes are never reported through the profit and loss account. This is a criticism that has been 

aimed at Nokia, where the average salaries are lower and thus lead to higher profits. We suspect 
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that with all the attention that is being given to accounting standards, we are likely to see share 

option accounting in the profit and loss account become mandatory. Therefore we have examined 

the impact that this would have had on our companies retroactively. 

Details and valuation of employee share option and warrant schemes 
NOKIA 

Options in issue (m) 

Current Intrinsic Value €In 

@ Period-End €m 

Stnke € 

Exercisable options 

Current Intrinsic Value €m 

@ Period-End €in 
Strike€ 

ERICSSON 

Options in issue (m) 

Current Intrinsic Value €m 

@ Period-End €m 

Strike SEK 

Warrants(m) 

Current Intrinsic Value €m 

@ Period-End €m 
Strike€ 

ALCATEL 

Options in issue (m) 

Current Intrinsic Value €m 

@ Period-End €m 

Strike€ 

Warrants(m) 

Current Intrinsic Value €m 

@ Period-End €m 
Strike€ 

Source: Company data 

1999 2000 

203 185 
1,100 (1,385) 
8,242 5,065 

6.89 19.80 

43 12 
422 103 

1,935 529 
2.50 3.83 

1999 2000 

1 52 
(30) (687) 
(11) (157) 
212 135 

1999 2000 

47 71 
(546) (2,354) 

1,370 1,600 

17 38 

2001 

230 

(3,141) 
702 

25.95 

106 

296 
2,070 

9.53 

2001 

99 
(929) 
(433) 

98 

2001 

134 
(1,932) 

(16) ~ 
19 

Over the past two years, it is clear who the winners have been. Nokia employees who have had 

the sense and the ability to exercise some or all of their options have made a great deal of money. 

It is estimated that management and employees have sold around €3.6bn of options over the last 

two years, making the scheme one of the most lucrative. In contrast the schemes of Alcatel and 

Ericsson have never really seen the light of day. Recent events make it quite possible that they 

never will. 

Cost of option schemes 

We believe that, since companies that grant options to employees could have sold the options in 

the marketplace and made a profit on them, some form of recognition in the profit and loss 

account is required. Current thinking is to value the options as if they were to be purchased in the 

market and then to put that charge through the profit and loss account. However, as we discuss 

below, we think that using recent valuation methods does not represent economic reality (page 6). 

Current thinking prices employee options using methods for exchange-traded options, which have 

much shorter expiries. Below, we have calculated the impact of including these costs in the profit 

and loss account on profitabitity. 
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Time value calculation is 

camp/ex .. 

.. . and is where the problems 

arise .. 

.. . as time value is MUCH 

too expensive 

Option valuation (calls) 

The value of a call option is made up of two parts, intrinsic value and time value. The premium or 

the price of the option is the sum of the two parts. Intrinsic value is the difference between the 

price at which the option gives the right to buy the share (strike price) and the current share price. 

For example a Nokia call with a strike of €12 when the share price is €15 has intrinsic value of €3. 

Time value is more complicated. 

Time value represents the probability that the underlying share price will move such that the 

intrinsic value is greater than current levels before the option must be exercised or expire 

worthless. Taking this into account, it is easy to see why an options price will converge with its 

intrinsic value as expiry approaches (see below). 

Time value of options vs. time to expiry 

21 16 

Source: Nomura 

11 
TlI1le to expiry 

To price an option, the time value and intrinsic value are calculated and added together to give its 

fair market value. Unfortunately the calculation of time value is as theoretical as intrinsic value is 

simple. The Black and Scholes model is routinely used to calculate the value of options taking into 

account, share price, strike price, time to expiry, underlying share volatility and the risk free rate. A 

value per option is produced which can then be used to estimate the economic cost of granting 

options to employees . 

In our view, it is here where the problems arise. To ensure employee loyalty, the time horizon of 

employee options tends to be very long (up to 10 years) when compared with the market (up to 1 

year). This means that these options often have enormous time value despite having negative 

intrinsic value. In some of our calculations, see below, this has resulted in option prices being 

within striking distance of the share price . 

Taking these charges through the profit and loss account often results in very material charges that 

we consider to be too severe. In most cases it is the high time value that is affecting profitability as 

opposed to any economic reality. Furthermore we believe that this is an overstatement of the real 

cost to the company of issuing option programs. For example, reducing the time to expiry of 

issued options would hugely decrease the charge in the profit and loss account but greatly 

increase the value to employees as they would be able to get their hands on the money quicker. 

Not only does this show how unsuitable the method is, but it increases the scope for further 

meddling with reported profit numbers. We have examined each company's scheme in more 

detail on the following pages. 

Nomura Equity Research 



Nokia 

Nokia employee share option cost calculation 

1999 2000 2001 

Options granted (mJ 92 18 73 

Strike(€) 15.80 44.86 31.78 

Share Option Pn'cing 

Share price at issue (€) 21.7 51.1 27.5 

Strike price (€) 15.8 44.9 31.8 

Gurrent time-to-expiration (years) 5.0 5.0 5.0 

Riskless retum (annua/ised) 5.35% 5.35% 5.35% 

Underlying asset volatility 63.0% 63.0% 63.0% 

dl 1.12 0.99 0.79 • d2 -0.29 -0.42 -0.62 

N(dl) 0.87 0.84 0.79 

N(d2) 0.39 0.34 0.27 

Predicted option premium (€) 14.2 31.3 15.1 

Gal/Intrinsic Value (€) 5.9 6.2 

Calf Time Value (€) 8.3 25.0 15.1 

P&L Cost (€m) (764) (459) (1,095) 

Source: Company data 

The problem is the very high cost of accounting for issuing options. We have calculated the value 

as if the company had gone into the market and bought options on its own stock to give to its 

employees. Arguably, by not selling the options for cash, the company has forgone a profit and 

should recognise that cost in the profit and loss account. 

It is clear that Nokia's profitability could be significantly impacted by its employee option scheme. 

The warrant scheme, however, has been discontinued, and we do not expect any related charges. 

The effect on EPS is severe, with the reported number for 2001 reduced by 21% from EO.79 to 

EO.53. The cost of the scheme in 2001 amounted to an extra £18,974 per employee, which we 

believe is not representative of the real cost of the scheme to the company. This is due to the 

valuation method (see above). 

Instead of options, Nokia issued warrants in 1995 and 1997 due to Finnish legislation 

requirements. These warrants issued in 1997 are exactly the same as options and expire on 31 51 

January 2003. Warrants issued in 1995 expired on 31 51 January 2002. Interestingly 51.2m of the 

1997 options are still in the money with a strike price of £3.23 and represent around £551 m of 

value to the employees. These are exactly the same as options except that they had bonds 

attached to the warrants. The bonds were fully repaid in 2001 and are no longer relevant. We 

expect these warrants to be exercised anytime over the next 5 months resulting in a further 

£551 m in value accruing to the employees. Although the company will not incur any charge as 

a result, we think that further profits from the option scheme may create bad feeling in the 

investment community. 
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Big hit to EPS from expensing 

options 

Overall impact on Profit and Loss account (€m) 

2000 2001 

P&L Total Cost of Options and Wan-ants (574) (1,095) 

Option+Adjusted EB/TDA 6,436 5,210 

Reported 7,010 6,305 

Change -8% -17% 

Option-Adjusted EBIT 5,287 4,142 

Reported 5,861 5,237 • Change -10% -21% 

Option-Adjusted PTP 5,373 4,255 

Reported 5,947 5,350 

Change -10% -20% 

Option-Adjusted Adj" Net Profit 3,625 2,996 

Reported 4,027 3,789 

Change -10% -21% 

Option-Adjusted EPS (€) 0.76 0.63 

Reported 0.84 0,79 

Change -10% -21% 

Option-Adjusted PER 16.1x 19.4x 

Source: Companydala • Ad~ed for non·operating Items 

The impact of the share option scheme on all line items in the profit and loss account used to value 

shares is large. We think that should Nokia be forced by a regulator or its peers to take these costs 

through the P&L, the impact on the company's short-term valuation could be significant. For 

example in 2001, EPS, by our calculation, would have been reduced by 21 %, from the reported 

€O.7910 €O.S3. 

Ericsson 

Cost of employee option scheme 

1999 2000 2001 

Options granted (m) 50 48 

StrikeSEK 212.81 132.80 60.50 

Share option pricing 

Share price at issue (SEK) 68.4 168.6 63.2 

Strike price (SEK) 212.8 132.8 60.5 

Current time-to-expiration (years) 7.0 7.0 7.0 

Riskless return (annualized) 5.35% 5.35% 5.35% 

Underlying asset volatility 83.0% 83.0% 83.0% 

~ Predicted option premium (SEK) 42.1 135.5 49.4 

Cal/lntrinsic value (SEK) (144.4) 35.8 2.7 

Calf time value (SEK) 186.5 99.7 46.7 

P&L cost (SEKm) (261) (5,027) (2,217) 

Source: Company data 
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Ericsson's scheme is in trouble. With a share price that has been declining for two years, there is 

no value in the scheme for its members. With the outlook for recovery far beyond the horizon, the 

likelihood is that the current scheme may never see the light of day. In real terms this scheme is 

unlikely to ever cost the company, shareholders or the market anything at all as the options are 

almost certain to expire worthless. With re-pricing impossible, we think that Issuance of new 

options is Ericsson's only way the company can re-invigorate its option program. With the likely 

move towards compulsory accounting for share options costs, this could be very damaging to any 

fragile profitability the management is able to resurrect from the ashes of the telecom collapse. 

We think that the other issues that Ericsson faces, such as its imploding markets, lack of 

profitability and cash flow, controversial corporate governance and dilutive rights issue, are likely to 

govern share price periormance over the next 6-9 months. Therefore, we expect that any 

revelations regarding its share option program will be insignificant by comparison. 

Impact of share option scheme on Ericsson profit and loss account (SEKm) 

2000 2001 

P&L Total Cost of Options and Warrants (5,027) (2,217) 

Option-Adjusted EBITDA 33,313 4,003 

Reported 38,340 6,220 

Change -13% -36% 

Option-Adjusted EBIT 22,917 (5,462) 

~ Reported 27,944 (3,245) 

Change -18% 68% 

Option-Adjusted PTP 24,618 (22,169) 

Reporled 29,645 (19,952) 

Change -17% 11% 

Option-Adjusted Adr Net Profit 17,347 (/4,281) 

Reported 21,018 (12,064) 

Change -17% 18% 

Option-Adjusted EPS (SEK) 2,19 (1.75) 

Reported 2.66 (1.48) 

Change -17% 18% 

Option-Adjusted PER 6.4x Nis 
Source: Corrpany data • AdJUsted fOr non-operating ~ems 

Alcatel 

Cost of employee options program 

1999 2000 2001 

Options granted (m) 49 69 

Strike(€) 28.40 48.80 36.13 

Share option pricing 

Share Price at issue f€) 26.8 63.3 29.9 

Strike price (€) 28.4 48.8 36.1 

Current time-to-expiration (years) 5.0 5.0 5.0 

Riskless return (annualised) 5.35% 5.35% 5.35% • Underlying asset volatility 71.0% 71.0% 71.0% 

Predicted option premium (€) 16.5 43.0 17.6 

Call Intrinsic Value (€) (1.6) 14.5 

Call Time Value (€) 18.1 28.5 17.6 

P&L cost (€m) (10) (1,398) (1,214) 

Source: Company data 
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Time to expiry creates the 

cost 

No big impact on share 

pricing 

Common with Nokia and Ericsson, the cost of the option program lies in both the volatility of the 

underlying shares and the long time horizon to expiry. Again the value of the option program must 

now be questionable as all options are deeply out-the-money. Future option programs are likely to 

be cheaper due to the much lower level of the shares. 

Impact of share option scheme on Alcatel profit and loss account {€m} 

2000 2001 

P8L Total Cost of Options and Warrants (1,398) (1,214) 

Option-Adjusted E81TOA 1,874 (296) 

Reported 3,271 918 

Change -43% Nla 

Option-Adjusted EBIT 685 (1,575) 

Reported 2,082 (361) 

Change -67% 336% 

Option-Adjusted PTP 442 (3,163) • Reported 1,839 (1,949) 

Change -76% 62% 

Option-Adjusted Adj-- Net Profit 332 (1,543) 

Reported 1,376 (693) 

Change -76% 123% 

Option-Adjusted EPS (€) 0.31 (1.35) 

Reported 1.30 (0.61) 

Change -76% 123% 

Option-Adjusted PER 44.7x. Nla 

Source: Company data 'Adjustedlornon-operatingrtems 

Accounting for the options program in 2001 would have destroyed one of the few good numbers 

the company managed to produce, positive EBITOA. While the cost of the options has a large 

impact on the financials of the company, we think that the valuation impact will be marginal. This is 

because Alcatel has what we consider to be an ordinary employee options scheme, whose costs 

are already the subject of discussion in the market. This is in contrast to Nokia, where we suspect 

further withdrawals from the options scheme may be poorly received, 
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Learning to count in the future 

Given the recent furore over corporate governance and reporting standards. regulators and 

investors appear desperate to latch onto something to give them comfort. Employee share option 

accounting kills two birds with one stone by bringing executives to book in terms of remuneration 

and by seeming to improve financial reporting. Consequently we think that within 12 months, most 

corporates will be forced to book the costs of share option schemes against profits if they haven't 

decided to do so any way. (IASB is already in advanced planning stages of a new standard that 

sets out the principles for accounting for employee share options.) 

The question is: How should companies account for them and how much do they really cost? We 

believe that expensing the theoretical premium is inadequate and does not fairly represent 

the economic cost to the company of a share option scheme. The main reason for this is that 

current methods for pricing options deal with short expiries. Combining much longer expiries with 

increasing volatility increases the theoretical value of the option to levels not far from the share 

price. (Ericsson 2008 calls with a strike price of SEK60.5 should have a premium of SEK46.7 when 

the share price is SEK63). To give an idea of the effect that this can have, we have examined the 

effect of increasing expiry and volatility on the valuation of Nokia employee options issued during 

2001. The results are shown below. 

Time value of 73m Nokia call options by expiry, share price €27.5, strike price €27.5 

25.0 (1,600) 
tml'il!l.m Call Tme Value (LHS) € I Option 

20.0 
--P&L Cos1 (RHS) en 

(1,400) 

(1,200) 

15.0 (1,000) 

(800) 

10.0 
(800) 

(400) 
5.0 

(200) 

0.0 

2002 200. 2004 2006 2007 2008 2009 2010 

Source' Nomura. based on Black & Scholes 

Time value of 73m Nokia calls by underlying volatility, share price €27.5, strike price €27.5 

20.0 (1,600) 
ttilB) Call Tme Value (LHS) € I Option 

1B.O 
--P&L Cost (RHS) €In 

(1,400) 

16.0 
(1,200) 

14.0 

12.0 (1,000) 

10.0 (800) 

8.0 (600) 

6.0 
(400) 

4.0 

2.0 (200) 

0.0 

10.0% 20.0% 30.0% 40.0% 50.0% 60.0% 70.0% BO.O% 

Source: Nomura. based on Black & ~BS 

Nomura Equity Research 

8 August 2002 

Expensing is coming 

Time to expiry is the problem 

11 



8 August 2002 

Space for fiddling 

Market pays for it! 

Good disclosure 

Value extraction 

12 

As is clearly shown in both instances, the potential cost to the company increases threefold as 

both time to expiry and stock volatility reach levels at which employee stock options have been 

issued. By setting the expiry just a short time ahead, management would be able to reduce the 

charge significantly and also to make quick gains by exercising on short-term price rallies. Using 

this method it would be easy for managements to manipulate the costs charged against 

profits and be in a posjtion to take even more money out of the company. Divorcing the 

interests of management and shareholders can only lead to further problems, in our view. 

This method also does not take into consideration the fact that option schemes never result in a 

cash outflow for the company concerned. This means that all charges will always be non-cash and 

reversed out in the cash flow statement. In our view, this will serve to confuse accounts as 

profitability and cash flow will become even further divorced. Nokia management may have taken 

€3.6bn out of the option scheme, but remember the company didn't payout cash for it - the 

market did. 

Conclusion 

Despite recent bad press, accounting for share options among companies that file a 20F is 

satisfactory. For all the companies in the European communications equipment sector that we 

examined, the level of disclosure of employee share options was good and notes in the 20Fs 

included a calculation of the impact of share options on EPS. While we didn't necessarily agree 

with the calculations in aU instances (some expiries were too short and underlying volatilities too 

low), the fact that these issues have been addressed is encouraging. We think that the high profile 

of this issue has effectively reduced its impact on share prices should corporates be forced to take 

the charges through headline EPS. 

The one area where we think there is scope for negative coverage is the Nokia 1997 options that 

will be exercised over the next 6 months. These warrants are in the money, having an average 

strike price of €3.23. We think that this may be seen negatively, as no turnaround in value for 

investors would be required for another €551 m to be taken from the scheme. 

We think that reflecting the theoretical full value of options issued will cause more problems than 

jt will solve. There will be more ways for management to manipulate reported profits, leading to 

less transparent accounts, as cash flow and profit could be wHdly different and conflicts of interest 

between management and shareholders could intensify. We do not profess to have the answer. 

but it could be as simple as a pot of cash in January invested in 12-month calls on the company's 

stock divided up amongst the employees at year-end. We think that an accurate reflection of 

the cost of share options is warranted, but we believe that using traditional methods of 

valuing share options will only make matters worse. 
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Employee Pension Schemes 

When looking at employee pension schemes. investors should have only one issue in mind: Are 

there sufficient assets in the pension scheme to meet the liabilities the company must face in the 

future? An underiunded scheme indicates that the company is likely to have to increase employee 

costs to plug the gap at some time in the future. While there are no regulations that force schemes 

to be fully funded all the time, we view underfunded schemes negatively, as management is 

effectively mortgaging the future for profitability in the short term. We think that in the future the 

relevance of this issue will decline as it really only applies to defined benefit schemes, which are 

shrinking in favour of defined contribution schemes. We have looked at the funded status of the 

pension fund, the breakdown of the pension obligation and the degree to which company stock is 

held within the fund. 

As far as we can tell, this issue affects Alcatel, among the European communications 

equipment companies, most of all. The main reason for this is that Alcatel has the largest 

obligation per employee in defined benefit schemes for which it is assuming the investment risk. 

Other reasons for the differences (see below) could be variations in pension regulation and state­

provided pension schemes in France, Sweden and Finland, as well as the existence of defined 

contribution schemes, which are not subject to this accounting. 

Pension obligation per employee 1999A-2001 A (€) 

• Nokia • Ericsson G]Ak::atel 

34,940 

1999 2000 2001 

Source: Cornpanydata 

Nokia 

The fact that Nokia's defined benefit obligation is small and adequately funded reduces the impact 

of this issue significantly. The overall level of disclosure is very good and the area where it is lacking 

(classification of benefit obligations) is not really significant as this is only likely to impact a company 

where the pension fund is underfunded. However, the pension suffers two shortcomings in our 

view (see below). 

First, the assumption for long-term returns. This is an actuarial assumption, which reduces the size 

of the obligation. In the last two years, this has been increased by 25bp per year and has helped 

keep the fund above water in an environment of falling returns. We do not see any reason for 

increasing return assumptions without the acceptance of more risk as overall returns have 

decreased rather than increased over the last few years. But this is a minor issue. 
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Pension scheme details, 1999A-2001A (Em) 

1999 2000 2001 Now (E) 

Fair Value of Assets 1,086 1,037 787 614 

Foreign 86 116 123 123 

Domestic 445 364 330 330 

In Nokia Stock 555 557 334 161 

No. shares (m) 11.7 11.7 11.5 11.5 --% Total Plan in NOK1V 51% 54% 42% 26% 

Present Value of Obligation (400) (647) (766) (766) 

Surplus 686 390 21 (152) 

Discount rate for PV 5.80% 5.80% 5.80% 

Expected LT Return 7.00% 7.25% 7.50% 

Salary Increase 4.00% 4.00% 4.00% 

Employees 51,177 58,708 57,716 .. 
Obligation I Employee (€) (7,816) (11,021) (13,272) 

VBO(E) 

ABO(E) 

PBO(E) (400) (647) (766) 

Total Obligation (400) (647) (766) 

Fair Value of Assets 1,086 1,037 787 

fW 
Unfunded Obligation (from ABO) (E) 

Accrued Pension Cost 

Prepaid Pension cost 

Additional Minimum Liability 

Source: Company data 

Second and of greater significance is the weighting of the fund in the company's own shares. At 

the end of 2001, the scheme was 42% funded by Nokia shares, a very high weighting. As a 

percentage of total pensions assets, Nokia shares are below the 5% threshold required by Finnish 

pension regulation. This is because Nokia also has a substantial pension asset that is managed on 

a defined contribution basis. Both funds are run independently of Nokia management, but the 

Nokia shares are held within the defined benefit scheme. In our view, this is a questionable 

method of funding pension liabilities, as arguably pension funds should be negatively correlated 

with the periormance of the company. The ability to make up for poor periormance will then be 

better should the company fall upon hard times. It is this practice that devastated the retirement 

funds of Enron and World Com and is not a practise that is likely to be viewed positively by 

shareholders. 

However, the impact of this issue on the fundamentals of Nokia is less important. The 

scheme may be stuffed with Nokia shares, but even with the current tow level of the share price, 

the scheme is only just under water. Furthermore, we estimate that the scheme is now 26% 

funded by Nokia shares, further reducing the impact. However, we think that the market will 

take any association with the practises of Enron and WoridCom negatively. We hope to see 

this issue resolved as the scheme could easily be diversified, leaving it adequately funded and 

incurring no charges to the profit and loss account. 
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Ericsson 

Ericsson has Qutsourced its pension scheme to a third party. As we understand, the fund is 

managed independently from Ericsson, which makes annual payments or takes annual credits 

from the fund depending on periormance. In 2000 and 2001, Ericsson took credits from the fund. 

Pension scheme details, 1999A-2001 A (SEKm) 

Fair Value of Assets 

Foreign 

Domestic 

In ERIC Stock 

No. shares 

% Total Plan in ERleB 

Present Value of Obligation 

Surplus 

Discount rate for PV 

Expected L T Return 

Salary Increase 

Employees 

Obligation I Employee (SEK) 

VBO(E) 

ABO (E) 

PBO(E) 

Total Obligation 

Fair Value of Assets 

Unfunded Obligation (from ABO) (E) 

Accrued Pension Cost 

Prepaid Pension cost 

Additional Minimum Uability 

Source: Company data 

1999 

(8,398) 

103,290 

(8,851) 

(8,398) 

(8,398) 

2000 

? 

(9,318) 

105,129 

(9,649) 

(9,318) 

(9,318) 

2001 

? 

(10,104) 

85,198 

(12,910) 

(10,104) 

(10,104) 

iii 

•• 

In our view, the level of disclosure is inadequate. There is the potential for a cash charge every year 

to be made in the accounts, and we have no idea of the fundamentals that underlie such 

payments. We have no idea how large the assets are, what assumptions have been made or what 

the real pension liabilities are as the provision taken in the balance sheet amounts to just over 

€1 bn, or €1 ,000 per employee. We suspect that this is not the real size of the pension obligation 

as it appears too small. 

With the level of disclosure of the pension scheme, there is no way of knowing what the funded 

status is or how aggressive the actuarial assumptions have been. With equity returns having been 

very poor over the last year or so, the possibility exists for significant charges to occur in Ericsson's 

profit and loss account to make up for shortfalls and changes in actuarial assumptions. We think 

that unexpected charges to prop up funds about which we know nothing would be taken 

negatively by the market as evidence of further mismanagement and poor market communication. 
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Been in the red for a while 

Going concern matters 

Mostly Germany 

Actuarial assumptions getting 

easier 

Alcalel 

While on paper Alcatel's pension fund seems to be in the worst shape, we think the fact that it has 

been underfunded for three years indicates that it has already exerted its effect on valuation. The 

excellent level of disclosure in the 20F means we can dig a little bit deeper into the fund. 

Pension scheme details, 1999A-2001 A (€m) 

1999 2000 2001 

Fair Value of Assets 2,710 2,904 2,2Bl 

Foreign 

Domestic 2,710 2,904 2,281 

In CGE Stock 

No. shares 

% Total Plan in CGE ? Q 
Present Value of Obligation (4,043) (4,OBO) (3,305) 

Surplus (1,333) (1,176) (1,024) 

Discount rate for PV 5.50% 5.25% 6.00% 

Expected LT Return 6.50% 6.50% 7.00% 

Salary Increase 4.00% 4.00% 2.75% 

Employees 115,712 131,598 99,314 

Obligation / Employee (€) (34,940) (31,004) (33,278) 

VBO(E) (2,710) (2,904) (2,281) 

ABO (E) (1,312) (1,364) (1,241) 

PBO(E) (21) 188 217 

Total Obligation (4,043) (4,OBO) (3,305) 

Fair Value of Assets 2,710 2,904 2,281 o 
Unfunded Obligation (from ABO) (E) (1,312) (1,364) (1,241) 

Accrued Pension Cost (1,256) (1,292) (1,120) 

Prepaid Pension cost 126 154 126 

Additional Minimum Liability 182 226 247 

Source Company data 

The immediate issue is whether or not the company will have to fully make up the short fall in the 

next few years. Our estimates indicate that the current liabilities of the fund {VBO} are fully funded 

and that it is the assumptions of benefits earned in the future (ABO) that is causing the fund to be 

underinvested. While the obligations are well funded should the company be wound up 

tomorrow, we believe that the company should be run on a going-concern basis. Therefore, 

we expect to see this funding gap closed over the next five years or so. 

The majority of the shortfall comes from Germany, where €700m of liabilities remain unfunded. Of 

the rest, €200m is in the USA and €100m in France. We are not concerned with the €100m in 

France as this refers to benefits that are paid only if the employee remains with Alcatel until 

retirement. Therefore, we think that the fund remains around €900m underfunded. We 

understand that Alcatel will be making extra contributions of €8Sm per year to make up the 

shortfall. 

However, the actuarial assumptions leave something to be desired. All three assumptions have 

been changed favourably during 2001 to allow the funded status to remain at levels similar to 

those of 2000. While the retum assumed is not as aggressive as Nokia's, both the discount rate 

and the salary increase assumptions have been changed significantly. Employees are now 

expected to get salary increases of 2.5% per year, which may be a lot to ask now that the options 

scheme is so deeply underwater. Furthermore, the discount rate has been increased by 75bp, 
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which we find difficult to justify in an environment in which interest rates have fallen significantly. As 

the fund has been underfunded for some time, we do not think that this issue will impact the share 

price, but it does reflect poorly on management's objectivity when reporting its funding 

status. 

Despite a failure to disclose the holding of Alcatel within the pension fund, we estimate that it is at a 

level that would be construed as a normal investment holding. The main reason for this is the 

relative stability on the pension fund when compared with the volatility of Alcatel shares. Between 

year-ends 1999 and 2001, Alcatel's shares fell by 58% - but its pension fund fell only 15%. In 

contrast, Nokia's pension fund, which has a disproportionate holding in Nokia shares, fell by 27% 

over the same period, while the shares fell by 38%. This low correlation between the share and the 

pension fund leads us to believe that ownership of Alcatel shares is not a significant issue for 

the Alcatel pension fund. 
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Capitalisation of research and development expenses 

Currently, International Accounting Standards (lAS) are more lenient with respect to research and 

development expenses than US GMP. Basically, lAS allow development costs to be capitalised 

for any product, whereas US GMP only allow it for software. Therefore it has been suggested that 

companies reporting under lAS may be artificially more profitable than their US peers. To assess 

the impact on the European communications equipment sector we have examined this issue and 

looked at the impact on EPS were all R&D costs to be expensed in the year incurred. 

Our results are not surprising. The impact of this issue is minor, diluting reported EPS by 5% 

in the worst case. With the tightening of reporting standards that is sure to follow recent events, 

we think that R&D capitalisation may be abolished and that this minor issue will sink further into 

obscurity. 

Nokia 

Capitalised development costs, 1999A~2001 A (€m) 

1999 2000 2001 

Open Gross Capitalised Cost 650 811 1,097 

Added 271 394 431 

Disposals (110) (108) (214) 

Other 

Close Gross Capitalised Cost 811 1,097 1,314 

Accumulated Amortisation (398) (457) (421) 

Amortisation Charge 110 118 169 

Other movements (59) (205) 

NBV Capitalised R&D 413 640 893 

R&D Charged (1,755) (2,584) (2,985) 

Extra charge if all R&D expensed (161) (276) (262) 

Adjusted R&D Expense (1,916) (2,860) (3,247) 

% Variation 9% 11% 9% 

Recalculated EPS 0.43 0.80 0.75 

Reported EPS 0.46 0.84 0.79 

Dilution ·7% -5% -5% 

Source: Company data 

This is one area where adherence to lAS could be seen as a problem for Nokia. Alcatel and 

Ericsson still use local accounting standards that are harsher on the treatment of R&D expenses. 

In our view, the impact is not really worth worrying about. Despite increasing the R&D budget 

by 10%, significant income from financial resources and a 30% tax rate reduce the impact to just 

5% on the bottom line. This is an issue that comes up quite regularly for Nokia, but it is not one we 

would lose any sleep over. 
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Ericsson 

Capitalised development costs, 1999A-2001A (SEKm) 

1999 2000 2001 

Open Gross Capitalised Cost 505 1,170 1,232 

Added 745 89 83 

Disposals (117) (6) 

Other 37 (21) 23 

Close Gross Capitalised Cost 1,170 1,232 1,338 

Accumulated Amortisation (405) (477) (583) 

Amortisation Charge 30 98 95 

Other movements (49) (26) 11 

NBV Capitalised R&D 765 755 755 oJ 

R&D Charged (33,123) (34,949) (39,699) 

Extra charge if all R&D expensed (715) 12 

Adjusted R&D Expense (33,838) (34,940) (39,687) 

%Variation 2% 0% 0% 

Recalculated EPS 1.53 2.66 (1,48) ~ 
Reported EPS 1.54 2.66 (1,48) 

Dilution -1% 0% 

Source: Company data 

This is a non-issue for Ericsson. Swedish accounting standards do not allow R&D expenses to be 

capitalised, hence no impact on EPS. Ericsson has more important things to worry about. 

Alcalel 

Capitalised development costs, 1999A-2001 A (€m) 

1999 2000 2001 

Open Gross Capitalised Cost 491 621 1,006 

Added 172 213 230 

Disposals (79) (73) (128) 

Other 37 245 (146) 

Close Gross Capitalised Cost 621 1,006 962 

Accumulated Amortisation (438) (660) (564) 

Amortisation Charge 176 149 162 

Other movements (56) 73 (258) 

NBV Capitalised R&D 183 346 398 

R&D Charged (2,116) (3,696) (3,773) 

Extra charge if all R&D expensed 4 (64) (68) 

Adjusted R&D Expense (2,112) (3,760) (3,841) 

~ % Variation 0% 2% 2% 

Recalculated EPS 0.62 1.25 (0.65) 

Reported EPS 0.62 1.30 (0.61) 

Dilution 0% -3% 

Source: Company data 

like Ericsson, French accounting standards are harsher on the treatment of R&D expenses, and 

consequently, expensing all costs leads to a 2% rise in R&D charged to the P&L account. The 

effect on EPS is similar and is of little significance, in our view. 
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No life~altering problems 

Limited life span 

Pro forma scapegoat 

It's afl about trust 

Conclusion 

Most of the issues we have highlighted here are relatively minor relative to the scale of World Com 

or Enron. However in these sensitive times. adverse share price reaction is likely in response to 

some of them. but we seriously doubt whether any of the companies discussed here are hiding an 

irregularity with the potential to cause a scandal. 

Like many other hot topics of the day, the issue of accounting standards has a limited lifespan. 

Undoubtedly the accounting standards are likely to change, but it is not clear whether it will be for 

the better. Forcing a lot more expenses through the pal, such as options, is likely to make 

accounts less transparent than they already are, as there WIll be greater scope for management 

interierence and greater diversion from cash flow. 

Furthermore, the divergence between the pro forma and the reported numbers will become even 

wider should many of the muted changes become a reality. This is most likely to cause greater 

confusion as the average investor is not in a position to pick through the notes and equate the 

differences. We think that the notion to do away with pro fonna accounting altogether is 

absurd. Not only do all accounts have to be reported under GMP anyway, but pro forma 

accounting allows the observer to see where the differences are and to include or exclude anything 

he or she wishes when arriving at what is believed to be the right net number. Pro forma 

accounting is an addition to, not a replacement, of the regulatory requirement and as such serves 

to clarify not obscure. Unfortunately it is possible that pro forma accounting may become the 

scapegoat for the accounting irregularities that have decimated sentiment and belief in reported 

numbers. We think that this would make analysis and understanding for investors of the financial 

position of companies much more rather than much less difficult. 

The real problem is much more fundamental, and that is the issue of trust. No matter what rules 

and regulations come into force. it will still be possible for managements and auditors bent on 

fraud to misrepresent the economic situation of a company through its accounts. The issue of trust 

is far more important, we believe, and one that must be restored before the market can hope to 

see any form of recovery. 

Companies mentioned in this report 

Company Ticker Price (07/08/02) Rating 

Alcatel CGEP.PA €4.68 Hold 

Ericsson ERICB.ST SEK7.80 Sell 

Nokia NOK1V.HE €11.90 Sell 

Source: NOrT'IJra and Reulers 
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