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Stock Option Plans -1

n our last Report, we looked af some of

the reasons why the trend towards varia-

ble pay is grabing an increasing porfion of
executive compensation packages, and des-
cribed the various different pay methods. Among
them, stock option plans have shown the most
unprecedented growth over the last twenty years
and far outpaced the other systems. In the mid-
sixties, the average unit value of these plans was
approximately US$ 16 thousand. At the close of
the nineties, US CEOs were paid, on average,
US$ 9 million in stock options. This growth was

Natura facit saltus

The IPO of Natura Cosméticos was
a success to which we were proud fo be a
part of. Although we were surprised, as were
all other investors, by the fact that we got a
much smaller stake than we had hoped for,
the general feeling is extremely positive. At
this point, we shall restrict our comments to
the IPO transaction and ifs repercussion on
our capital markefs. We shall leave our exa-
mination of Natura's operational performan-
ce fo a future occasion, including its growth
drivers, which we find solid and inferesting.

Our work on active equity manage-
ment has taken us to the front of issues invol-
ving the viability of the Brazilian capital ma-
rkef. Surrounding this theme, there have been
many discussions about the role of insfitutio-
nal environment, the specific laws and regu-
lations, the alternatives for tackling the chro-
nic lack of long term financing mecanisms,
the barely existent culture of ‘public company’
entrepreneurship, the high cost of financial
transactions, etc. More recently, after the
maturing of some of these discussions and
monitoring the comparative experiences in
other markets, we began to encourage en-
trepreneurs from a wide variefy of sectors of
activities and business size fo test the capital
market as a compefitive source of financing
for their projects. We always point out that @
sound business, conducted by competent and
trustworthy individuals, in a transparent envi-
ronment, with fair corporate arrangements,

most apparent in the nineties when, for exam-
ple, the total stock options granted in S&P 500
companies soared from US$11 billion in 1992
to US$119 billion in 2000. Moreover, hundreds
of companies began granting sfock options not
only to their CEOs but also to most employees.
It is estimated that, in 2000, between seven and
ten million employees in the US had stock opti-
on plans.

As stock market launched ifs descent in
1999 and corporate scandals started to surge,
stock options programs began to loose their

can find financing at a competitive capital cost.
But we lacked practical examples of success in
this area. Now we have Natura.

According to the banks that led the tran-
saction, the demand for Natura shares was ten
times greater than the offer, and the price was
set in the upper half of the suggested range. The
implicit multiples were 7,9x EV/Ebitda and 10,7x
P/E, according to the projections of the same
banks for 2004, which represents a substantial
premium over the Ibovespa. Natura shares
opened 9.5% above the offer price, and was the
most liquid stock on that day in the Bovespa (R$
160 million). Since then, the shares have rea-
ched R$ 47,00, or 29% above the IPO price,
with an average daily liquidity of R$ 12 million.

This successful offering has beaten the
sfigma of secondary sales done by the contro-
lling shareholder where the market would tradi-
tionally impose a higher discount for informati-
on asymmetry between buyers and sellers. In this
case, the reason for the sale of the secondary
shares became clear and buyers regarded the
offer as an opportunity o be party fo an interes-
ting story, without the fear that they were simply
providing a parfial “exit” for the controlling sha-
reholders.

The amounts involved in the operation
make for an interesting exercise: the volume of
funds obtained in the public offer was almost
R$680 million, before the green shoe allotment.
If we were fo imagine a project levered af the
ratio of one-third, equity, and two-thirds, debt,

appeal. Enron, WorldCom, Global Crossing,
among other companies, presented their inves-
tors with a peculiar prospect: rich executives cum
poor shareholders. Stock option programs mo-
ved from being the heroes of incentives to effici-
ency to villains of inciting rashness, along the
rocky road of “infectious greed”. This new per-
ception led fo an inferesting reaction in July
2003, when Microsoft, the model of corporate
growth, and ferfile ground for proliferation of
options, announced that these would be fully
substituted by restricted shares.

the transaction could have represented the
financial feasibility of a US$650 million pro-
ject. If we assume further that the real de-
mand was not ten, but five times the offer (as
bid offers are usually artificially inflated), voi-
la!, our mental gym would reveal the potenti-
al availability of more than US$ 3 billion for
investments. There are very few companies in
our market whose growth needs would not
be more than safisfied with such a budget.

The cosmetics sector has experien-
ced a quite remarkable momentum, geared
by changes in consumption patterns and by
alterations in global demographic profiles.
There will always be those who interpret the
success of the offering as a reflection of this
favorable external environment, and jusfifying
the success of the Natura offer with the much
higher multiples of ifs infernational peers.

But the fact is that, after Natura’s
IPO, new deals are on the way. Perhaps this
was the missing incentive fo provoque the
more skeptical entrepreneurs and bankers to
believe in the equity market as a compefitive
financing source. Natura sfill has a long way
to go as a public company, but there is clear
evidence that this deal already represents a
quality leap in the development of our capi-
tal markets. Says the old Latin principle, “Na-
ture does not progress in leaps”. With due
deference 1o the ancients, in this case, Natu-
ra facit saltus. Naturally.

This report has been prepared for information purposes only and it is not infended to be an offer for sale or purchase of any class of shares of Dynamo Cougar, or any
other securities. All our opinions and forecasts may change without notice. Past performance is no guarantee of future performance. According to the brazilian laws,
investment funds are not guaranteed by the fund administrator, nor by the fund manager. Investment funds do not even count for any mecanism of insurance.




The idea now is to analyze this rise and
fall of stock option plans. The topic is now an
inherent part of the daily life of US economic
and political news, as it affects companies’ cash
flows and citizen/shareholder's pockets. At the
same time, it also involves calculations that are
quite complex. The June 2001 edition of Fortu-
ne announced that Apple’s CEO, Steve Jobs,
received an options package worth US$ 872
million. In his defense, the executive claimed that
the real value of his options was zero. A mathe-
matical pricing method at the time reached a
market value of US$ 170 million for this packa-
ge. Herein lie the allure and the peril of stock
option plans. It is very rare for a financial con-
cept fo be so widespread among people while,
at the same time, being subject to such a huge
discrepancy of valuations. That is why it is a diffi-
cult theme and why we became interested in
wrifing about t.

Thus, we decided to split this task into
two further Reports. In the present one, we des-
cribe the chief concepts of a sfock option plan.
We also analyze the status of this type of com-
pensation in light of the idiosyncrasies of our
(Brozilian) capital markets and su-
ggest a few features for the design
of new plans. In our next Report, we
shall return fo the context of the US

cise price, which is defined at the time the opti-
ons are granted. Usually, this price is equiva-
lent to the average of recent market quotati-
ons.

The company's expectation is that the
efforts of its executives and staff will result in in-
creased market prices for ifs shares. In this event,
at the time the options are exercised, the benefi-
ciary will purchase the shares at a price below
the then prevailing market price, thus receiving
a premium for his/her contribution to the
company’s success. Let us take a highly simplifi-
ed example: let us imagine that an executive,
qualified to take part in the program, receives a
grant of 1,000 shares at R$10 per share, the
market price af the fime. At the end of the ves-
ting period, the executive will be able fo exercise
his/her right.  If the market price on that date is
R$30 per share, he/she may acquire the shares
from the company at the exercise price and im-
mediately thereafter sell them in the market. This
represents a gain of R$20 per share or fotal gain
of R$20,000.

The nomenclature of stock option plans
involves many diverses definitions. If the exerci-
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port. For now, let’s limit ourselves to examining
the definitions.

Repricing is the mechanism whereby
exercise prices are adjusted downwards to fo-
llow substantial declines in market prices. The
idea is fo ensure that the options become more
in-the-money or, at least, less underwater. When
the exercise price is adjusted based on an eco-
nomic or performance index, this is known as an
indexed option. As a rule, exercise prices are
not usually adjusted for dividend distribution. In
other words, dividend payments tend to render
options more out-of-the-money (or less in-the-
money), since the market price is normally ad-
justed down but not the exercise price. Plans
are subject fo vesting rules, which define the mi-
nimum period after which options may be exer-
cised and the shares can be sold af the market-
place. A vesting period may fall due on a single
occasion or, equally, may be scaled over a peri-
od of years, depending on goals achieved or a
combination of the above alternatives. Periods
of less than a year also occur, but rarely, since it
is more usual for US companies fo apply the 25%
equal annual vesting method over a four-year
period. Atthe close of the vesting
period, the employee who exerci-
ses his/her option becomes a
company shareholder, with all the

market and analyze why these opti- beriod ( Dcynqmo T FGV-100 T Ibovespa rights mheren.t fo this asset. The
ons packages acquired less than erio ougar total option life is generally ten
ideal formats and proportions, in | 60months | 483,94% 451,90% 103,37% years. Options may be exercised
qrsler fo dur;}:ierstorgj the.cfhgrqdfe- “36months | 138,02% 159 56% 56,24% i{n cdqsh, ;ﬁing c}:ampony |?0Es as
risfics and the problems infrinsic o prmmm—— 1% 8,5 T unding, through swaps of shores
this method of compensation. received in prior grants, with the
] _12months 68,55% 108,03% 95,60% profits obtained on exercising the

Concepts | 3months | 5,37% 3,04% -0,74% options in question, or via stocks

Stock option plans are a set NAV/Shareon31/mar/2004=60,219273595 appreciation rights, under hybrid

of general rules implemented via in-
dividual agreements whereby the company grants
an employee the right fo acquire some of ifs sha-
res under specific pre-established conditions.
Despite varying in format and system, as a ge-
neral rule, the aim is to achieve a common ob-
jective of aftracting and retaining qualified pro-
fessionals, assuring these individuals a portion
of the profits they helped to build, and aligning
their inferests with those of the shareholders. The
agreement defines the grant periods, the eligi-
ble employees, the amout of underlying shares,
in addition fo the conditions for exercising and
paying for these shares. As a rule, a Compensa-
tion Committee, usually comprised of members
of the Board of Direcfors, is set up fo manage
these plans.

Under Brazilian corporate law, stock
option plans need a specific provision in the
company’s by-laws. The general plan must then
be submitted to shareholder’s approval in a
General Meeting. After that, the Board of Di-
rectors is empowered to grant the options, and
the Compensation Committee is in charge of
the allocation among the beneficiaries. The
company then grants each nominee the right
to buy the number of shares allocated to him/
her, at a given price, over the time in which the
plan is in force. This is called the option exer-

se price is the same as market price, the option
is deemed to have been granted at-the-money. If
the exercise price is greater or less than market
price, the option will have been granted in-the-
money or out-of-the-money, respectively. Throu-
ghout the duration of the plan, if the market pri-
ce drops below the exercise price, the options
become underwater, i.e., they have no value to
their holders. The infrinsic value of the option is
the difference between market and exercise pri-
ce. Accordingly, options with a positive intrinsic
value are in-the-money. Fair value is that shown
by an option pricing model based on market cri-
teria, such as Black-Scholes (BS). The mathema-
fical option price calculation via BS is one of the
most complex and useful formulas in finance,
and was devised by Fisher Black and Myron Scho-
les, who were awarded the Nobel Economics
Prize for this work. Option value is defined as
being a function of: (i) the price of the under-
lying stock, (i) the maturity of the options, (ii)
the exercise price, (iv) the inferest rate, and (v)
the volatility of the underlying sfock, where the
mathematical relationship between the stock pri-
ce and the option value derive from an expo-
nential function. This feature represents signifi-
cant implications in stock option package incen-
tives. But this will be discussed in the next Re-

plans. Some plans offer additio-
nal incentives encouraging employees fo refain
their shares for as long as possible.

For the companies, the aim of stock op-
tion plans is to retain and motivate key staff, by
offering them a participation on the success of
the corporation. They create a corporate culture
of “ownership”, and motivate and reward long-
term efforts while, ot the same fime, avoiding
fixed costs and postponing expenses. Concep-
tually, if the price of the share is the best measu-
re of corporate success (which it unquestionably
is for the shareholders), then the transformation
of employees info shareholders should be the
ideal method for linking compensation to per-
formance. It would be even more inferesting to
successfully align these interests without an im-
mediate cash disbursement. Thus, the appeal
of stock option packages is to attain the specific
farget objectives of compensation mechanisms,
fo attract, motivate, and refain highly qualified
staff, with the further ability fo: i) minimize agen-
¢y costs by aligning company interests; i) incor-
porate market opinion as a performance judg-
ment criterion; and iii) insfitute an alternative sour-
ce of capital fo finance expenses on compensa-
tion during corporate growth.

It is a long way from the concept to the
results. The route of stock option plans in US



companies suffered important deviations, losing
momentum in compensation packages, to the
point where it began fo be associated with bad
corporate governance policy. We would need
considerably more space to refrace this mean-
dering path. Thereupon, we left this fask for our
next Report. For the moment, it should suffice o
convey the insight that, in the US model, the pro-
ceess for establishing stock option plans reveals
a latent conflict: the CEQ is the subject and the
object of the agreement, since it is he/she who
controls the Board of Directors, which is respon-
sible for shaping and deciding on the CEO's own
compensation package.

In Brazil

Pay packages linked fo stock performan-
ce are sfill relatively uncommon in our corpora-
te culture. While the US market is concemed
with controlling the obesity of its stock option
plans, here, we sfill lack the calories essential to
align interests via the capital market.

A characteristic of our market is the de-
fined control of the ownership of capital. Itis the
controlling shareholders themselves who contract
managers and are responsible for shaping their
compensation packages. As such, in Brazil, the
relationship is inverse: it is not the executives who
manipulate the Boards, but the board members
who confrol management. If the cost of stock
option compensation is the dilution of sharehol-
ders, board members elected by them will tend
to be diligent in this method of contracting. We
live in an environment where opportunities for
abuses such as the ones that ocurreed in the
U.S. recently are significantly fewer!, the excep-
tion being when the controlling shareholders hold
the majority of management positions. In this si-
tuation, controling shareholders will have incen-
tives for the appropriation of private benefits?,
and these incentives will be as big as smaller is
their ecnomic inferest in the company.

We have written before about the po-
tential for a misalignment of inferests that could
arise from the combination of concentrated ow-
nership and the existence of preferred shares
without fag along rights in Brazilian capital ma-
rket. This could stimulate management to ex-
clusively maximize control premium, condem-
ning shares outside the majority block o oblivi-
on (see Dynamo Reports n. 25 and 26). Accor-
dingly, stock option plans can be an important
reassurance for minority shareholders, signaling
that senior management is really interested in
the performance of company s shares (assuming
that the program involves the shares of the same
kind as those held by the outside investors). Con-
sequently, compensation plans linked fo stock
performance are welcomed. Here, we would
dare to recommend some features for a stock
option program adapted fo our market envi-
ronment3:

Our Performance

Dynamo Cougar’s shares rose 5.4%
during the first quarter of 2004, which com-
pares with 1.2% for the IBX and an actual fall
of 0.7% for the Ibovespa. Since inception on
September 1993, the compounded annual
return was 32.6% * in US dollars and 31.2%
» if measured in relation to the inflation in-
dex, IGP-M. Comparable figures for the Ibo-
vespa are 9.5% ™ in US dollars and 8.4% ™ in
IGP-M.

Most of the optimism for 2004 faded
as the first quarter progressed. After a good
start for the year, where most indices went up
nicely, expectations were reversed and the Ibo-
vespa index closed the quarter with a negative
return.

Although we benefited frm the envi-
ronment of positive expectations, our portfolio
continued to reflect our more cautious percep-
tion about the fundamentals required for a
sustained phase of GDP growth. We continued
to have exposure o exporting companies,
where we could idenfify long-term comparati-
ve advantages and that were not significantly
dependent on the impact of domestic income
levels. In this context, we kept a high percen-
tage of the portfolio in companies whose re-
venue dynamics are mainly dicated by foreign
market. Thus, VCP became our top position.

Another highlight for the quarter was
Ambev ON. After the announced “merger” with

Interbrew, Ambev's non-controlling common
shareholders will be granted their lawful tag
along rights and, as such, will be entifled to
receive the equivalent of 13.74 Interbrew sha-
res for every 1,000 Ambev shares. Accordin-
gly, until the final tender for the ON shares is
made, they will be traded as proxies for Inter-
brew. In other words, the value of Ambev
common shares can be interpreted as being
a function of the price of Interbrew’s shares in
Europe, the Euro/Real exchange rate and the
probability aftributed fo the closing of this tran-
saction.

With the announcement of this fran-
saction, common shares of Ambev went up sig-
nificantly. Even so, they still traded at a large
discount in relation fo the parity given by the
fender fo be made by Inferbrew. As such, in
view of this high discount and the low proba-
bility we ascribe fo the dea not occurring, we
kept our position in Ambev’s common shares.

The prospects for the economy du-
ring the remainder of 2004 remain unclear.
At present, there are many positive and many
negative points. Despite this low visibility, we
are optimistic about the market for IPO's in
Brazil. There should be more IPO’s in 2004
than the sum of all of those from 2000 to
2003. For this very reason, we dedicate a
portion of this Report fo the first of such offers,

Natura.
|

i

i)

The underlying shares must be identical to
those held by non-controlling shareholders:
For example, there will be no alignment of
interests for shareholders holding preferred
shares if the executives have their plans ba-
sed on common shares.

Options should be adjusted to dividends:
For the shareholder, what matters is the to-
tal return of the stock and not just its appre-
ciation. If options are not adjusted for the
payment of dividends, this will represent an
incentive for the executives fo retain profits,
which frequently results in lesser returns for
the shareholders;

Options should be indexed: The index can
be based on the performance of the overall
market or the specific secfor as measured
simply by an average return of a basket of
shares as opposed fo a liquidity-based in-
dex such as the most popular ones in Brazil.
Extra-good returns could even be removed
from the base to ensure that the compari-
son applies only to mediocre performances.
Alternatively, a minimum indexation linked
some basic interest rate within the concept
of risk-free rate, could be used 1o reflect the

opportunity cost of capital and fo prevent
the executives being compensated when the
shareholders are subject to a negative re-
turn.

iv) Prohibition of repricing: At this inifial stage,
the options are unlikely to represent a signi-
ficant portion of Brazilian executives” total
compensation. But, when this is the case, if
the shares drop 1o a region where the in-
centives to retain staff become weak, a new
exercise price could even be considered, but
the number of shares must be adjusted do-
wnwards, taking info consideration conside-
ring the market value of the previous grant.

v)  Establish and disclose the dates for granting
packages, in order fo prevent “gaming” pro-
blems: The aim here is to restrict
management’s opportunities fo manipulate
the timing of relevant information based on
the proximity of the grants dates.

vi) Esfablish a vesting period of at least five ye-

ars.

Make it compulsory for the profit, or ot least

part of it, on the exercise of existing options,

fo be converted info the purchase of new

shares, which sale would be restricted for a

vii

(1) Nevertheless, the Regulatory Authorities were diligent in establishing that stock option plan deviations are deemed fo be a category of abuse of the power fo control, where their practifioners incur
the penalties applicable to grave infractions (CVM Instruction. 323 Art. 1, ftem XI).

(2) This type of behavior is also known as funneling, and was discussed in Dynamo Letters 25, 26, and 33.

(3) The greater part of this list is borrowed from Crystal, G. The Perfect Stock Option Plan prepared for The California State Teachers’ Refirement System, 2003.



specific period: The idea here is fo prevent
short term gains based on the volatility of
the markets and also fo stimulate a long-
term bias.
viii) Establish a rule stating that, three years pri-
or fo refirement, executives become uneligi-
ble to participate in stock option plans: This
should prevent risky and/or short-term fo-
cused managerial decisions, particularly if
these executive's options are seriously un-
derwater.
The option life should not be extended
beyond three years after an executive’s refi-
rement.

=

Another imporfant aspect is that the sfo-
ck option packages must be approved in a Ge-
neral Meeting by all the shareholders, including
the ones holding preferred shares. This is be-
cause the dilution of total capital arising from
the issue of new shared affects all classes of sha-
res equally.

Lastly, the slow beginning of the use of
sfock option plans in Brazil explains the fact that
the debate on the labor, tax, and accounting
implications involved is much more infrequent
here. On these aspects, it is worth noting that: i)
the predominant legal interpretation is that a sto-
ck option plan is a business agreement based
on corporate legislation, and should not be con-
fused with labor-related obligations, since the
option is merely the expectation of a right and
not a benefit that becomes automatically incor-
porated into the employee’s entitlements; i) as
yet, we do not even have specific tax legislation
on the matter; and iii) the CVM's technical de-
pariment believes that companies should account
for the granting of options as an expense, but
have not expressly manifested themselves on the
matter (Oficio-Circular CVM/SNC/SEP No. 01/
2004). Meanwhile, companies must observe the
minimum requirements for disclosure in the “no-
tes o the consolidated financial statements’, re-
quired by Deliberacio CVM No. 37.

—— #

Given the evidence that we lack instru-
ments for alignment of inferests based on capi-
tal markets, compensation mechanisms based
on the performance of stocks should be promo-
ted and encouraged. In this respect, stock opti-
on packages are very timely, given their proven
efficiency in creating an “owner’s attitude”
among executives and employees. Moreover, in
Brazil, a combination of concentrated capital
ownership and corporate culture makes our en-
vironment much less vulnerable fo the distorti-
ons observed abroad. In our next Report, we
shall examine the experiences of large US cor-
porations. This will serve as a subsidy for the
analysis of an improvement in the model: we
believe the issue of restricted shares could re-
present an inferesting alfernative for market com-
pensation.

Rio de Janeiro, november 19t 2004.

Dynamo Cougar x Ibovespa x FGV-100

(in US$ dollars)

DYNAMO COUGAR* FGV-100** IBOVESPA***
Year Since Year Since Year Since
Period Quarter 45 pate  01/09/93 Quarter ;5 pate  01/09/93 = Quarter 45 pate 01/09/93
| 1993 | . 38,78 38,78 . 9,07 9,07 z 11,12 11,12
| 1994 | . 245,55 379,54 . 165,25 189,30 . 58,59 76,22
| 1995 | 3 -3,62 362,20 g -35,06 87,87 g -13,48 52,47
| 1996 | . 53,56 609,75 3 6,62 100,30 : 53,19 133,57
| 1997 | . -6,20 565,50 . -4,10 92,00 - 34,40 213,80
| 1998 | . -19,14 438,13 5 -31,49 31,54 5 -38,4 93,27
| 1999 | . 104,64 1001,24 5 116,46 184,73 5 69,49 227,58
| 2000 | . 3,02 1034,53 -7,69 -2,63 177,23 -10,45 -18,08 168,33
-0,98 -0,98 1023,40 -10,06 -10,06 149,33 -16,00 -16,00 125,39
-6,15 -7,07 954,28 -1,76 -11,64 144,95 -3,73 -19,14 116,97
-27,25 -32,40 666,97 -33,81 -41,52 62,12 -36,93 -49,00 36,84
38,52 -6,36 962,40 55,88 -8,84 152,71 49,07 -23,98 103,99
13,05 13,05 1101,05 3,89 3,89 162,55 2,76 2,76 98,35
-19,15 -8,60 871,04 -22,45 -19,43 103,60 -31,62 -33,51 35,63
-22,31 -28,99 654,37 -31,78 -45,04 38,90 -44,17 -62,88 -24,28
29,76 -7,86 878,90 38,00 24,15 91,67 45,43 -46,01 10,12
4,47 4,47 922,65 4,63 4,63 100,55 5,39 5,39 16,06
27,29 32,98 1201,73 38,16 44,55 177,07 34,33 41,58 55,91
19,37 58,73 1453,83 24,72 80,29 245,56 22,34 73,20 90,74
22,18 93,94 1798,51 35,98 145,16 369,91 39,17 141,04 165,44
4,67 4,67 1887,16 2,35 2,35 380,16 -1,40 -1,40 161,72
Average Net Asset Value for Dynamo Cougar (Last 36 months): R$ 168.769.038,73

(*) The Dynamo Cougar Fund figures are audited by KPMG and returns net of all costs and fees, except for Adjustment of Performance Fee, if due.

(**) Index that includes 100 companies, but excludes banks and state-owned companies. (

***)

Ibovespa average.

Please visit our website if you would like to compare the performance of Dynamo funds to other indices.

For any further information,
visit our web site:

www.dynamo.com.br
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