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1. Introduction

JPMorgan is a leading global investment bank with a major long-term presence in, and commitment to the Australian market.  As Ord Minnett, this firm acted as a Joint Lead Manager to each of the Telstra1 (T1) and Telstra2 (T2) transactions.   We support the Government’s intention to sell the remainder of the Commonwealth’s stake in Telstra Corporation Limited at the earliest appropriate time.  Completing the privatisation of Telstra, alongside continued appropriate public interest regulation, will support efficiency in the industry as a whole in the national interest.

The provisions of the Telstra (Transition to Full Private Ownership) Bill 2003 (“the Bill”) are appropriate to the proper facilitation of the transaction, or transactions, which will be required to complete the privatisation.

This submission does not address all the provisions of the Bill. It concentrates on those provisions that facilitate the possible use of hybrid securities in a future sale process. Additional comments on other commercial aspects of the Bill are noted in section 6 below.

JPMorgan is a global leader in the hybrid securities market and is a leading global equities house, as demonstrated by its leading market share across all markets in 2003 to date (#1 in US equity-linked offerings, #2 in European equity and equity-linked offerings, #3 in Asia ex-Japan equity and equity-linked offerings). It has been bookrunner on the five largest hybrid securities issues ever undertaken, including the recent €5 billion exchangeable bond issue by the German Government in its further privatisation of Deutsche Telekom.

The sale in a single tranche of the residual Commonwealth stake in Telstra would be the world’s largest follow-on equity market transaction over the past decade.  It would substantially exceed the records set at the time by the T1 and T2 transactions.  When compared to the relatively small scale of the Australian domestic equity market, achieving such a global record will present significant challenges.  To execute such a transaction at the fullest possible value to the Commonwealth will require the world’s most experienced execution team and the greatest flexibility in structuring the elements of the transaction.

The Bill explicitly authorises the Commonwealth to utilise a wide range of hybrid securities as part of a full or partial Telstra sell-down.

The proposed legislation allows the Commonwealth a significant level of flexibility as to structure, features and timing.  This flexibility will enhance Commonwealth outcomes.

The issuance of hybrid securities by the Commonwealth in the T3 context can be beneficial to the Commonwealth in a number of respects:

· The targeting of a substantial, diversified and additional investor base, should result in increased demand and price tension for Telstra securities. This should, in turn, result in increased proceeds to the Commonwealth.

· Budget enhancement: the Commonwealth is likely to pay a lower coupon than that achievable on ordinary debt.

· Potential to sell a tranche of Telstra shares at a material premium to the current share price.

· Provides financing while maintaining effective voting interest in Telstra until the ultimate sale of the underlying tranche of Telstra shares.

· The hybrid securities market opens up opportunities for the Commonwealth to tap additional latent offshore demand without reducing domestic demand for Telstra shares. This potential to tap additional foreign investment is particularly relevant as international demand for both T1 and T2 fell well short of expectations.

· Allows for flexibility in the sale process.

· Exposure to the growing international equity-linked market: Hybrid-securities are increasingly used by corporates to raise capital and by governments to monetise their holdings.  Recently the German Government (Kfw €5.0 bn exchangeable into Deutsche Telekom) and the Republic of Austria / ÖIAG (ÖIAG €325 million exchangeable into Telekom Austria) accessed the convertible market as part of their privatisation programmes.

JPMorgan notes that one form of a hybrid security was considered as part of the T2 transaction in 1999, but was not proceeded with in view of the high level of retail demand for the ordinary instalment receipts, and because of other technical legislative issues that are now addressed by the Bill.  Developments in equity markets since T2 mean that it is now highly unlikely that there will be sufficient further retail demand for instalment receipts to enable a full “pure equity” sale without an unacceptably high discount to the contemporary market price of Telstra shares.

2. Overview of Hybrid Securities

Summary

· A hybrid security is effectively one that has both debt and equity characteristics.

· This is typically achieved by potential future conversion of a debt-like instrument into ordinary equity at a later date on an optional or mandatory basis. Typically, optional exchange is a right of the investors.

· Optionality has a value to the investor and can allow the issuer to pay a lower “coupon” (yield or interest rate) than would be required on a comparable debt security.

· Hybrid securities are extremely flexible and can be structured to have a greater debt or a greater equity bias and to tap different investor bases, depending on the objectives of the issuer.

· JPMorgan envisages that hybrid securities would be offered in conjunction, although not necessarily concurrently, with an offer of ordinary equity (eg instalment receipts or ordinary shares) in selling the Commonwealth’s remaining stake in Telstra.  The investment markets in which such hybrids and other securities are offered (retail, domestic, international) will require careful analysis to ensure that the hybrid creates additional value in the offer overall, rather than merely diverting investor demand that might otherwise have been attracted by other instruments in the offer.  

Key Benefits of a Hybrid Securities Issue to the Commonwealth

An issue of hybrid-securities as part of the Telstra sale process, provides a number of benefits to the Commonwealth:

· An increase in demand tension for the total sale transaction leading to the positive effect on price maximisation/discount minimisation.

· An exchangeable bond could, for example, be serviced by a lower interest coupon than that achievable on ordinary Commonwealth debt. This would result in a lower interim Commonwealth debt servicing cost pending the future exchange of the hybrids into Telstra shares.

· Hybrid securities can create the potential to sell a tranche of Telstra shares at a material premium to the equity price applying to the transaction generally.  Some of the securities available can be structured so that conversion (and thus disposal of the shares) will only occur once the underlying share price exceeds a pre-determined level and conversion can be guaranteed once that level is exceeded.  The Commonwealth could ensure disposal of the securities only once they reach, for example, A$5.75 per share.

· Hybrid securities increase demand for Telstra securities by targeting a unique investor group with the potential to extend international presence on the share register.

The use of hybrid securities also allows the Commonwealth significant flexibility in a sale process and enables access to a large group of distinct investors:

· Timing: hybrid securities could be issued at short notice as a stand alone (partial sale) transaction before a complete sell-down of Telstra, or simultaneously with the broader equity sale process. Indeed, different hybrid instruments with different characteristics, to appeal to different investor groups, could be issued in a prior sale and then also as part of an equity transaction.

· Conversion: the conversion of the hybrid securities into Telstra shares can be mandatory (provides certainty of sale) or optional (allows for conversion at the option of the holder or the Commonwealth).

· Structure: the wide range of hybrid securities contemplated allows flexibility with regard to accounting classification, servicing commitments and, critically, ability to access targeted investors.

· Currency: hybrids can be denominated in both foreign and domestic currencies.

· Price: hybrids can be structured to only convert at a pre-determined price (eg A$5.75).

· Maturity: If hybrids run to maturity without triggering conversion (share price does not reach the conversion price trigger), the Commonwealth will be required to repay the exchangeable at face value, but will have benefited from the lower servicing cost in the interim. It follows that, in that circumstance, the Commonwealth would than have the option to sell the underlaying shares on the basis of the then prevailing market price.

3. Hybrid Market and Investor Overview

· Equity linked securities have grown to become a significant source of capital for many corporates and are used by governments to monetise their holdings. Recently the German Government (Kfw €5.0 bn exchangeable into Deutsche Telekom) and the Republic of Austria/ÖIAG (ÖIAG €325 million exchangeable into Telekom Austria) accessed the convertible market as part of their privatisation programmes.

· Since T1 and T2, and subsequent developments in equity markets, the flows of funds to pure equity investment managers has slowed in favour of a greater diversity of investment types. This trend is evidenced by the substantial growth in the global issuance of equity-linked securities, accounting for 56% of all equity capital raised in 1H03, compared to 18% of total issuance in 1999 (at the time of T2).

· The most common forms of hybrid securities issuance are currently convertible bonds and mandatory exchangeable securities.

· This trend has been followed domestically with the proportion of equity-linked financing increasing from 23%, FY2002, to 38% in 1H 2003.

Relative equity capital issuance globally and domestically  in H1 2003

 SHAPE  \* MERGEFORMAT 


Note:  Source: Capital data, Bondware, Dealogic

· International hybrid security investors are a distinct investor group separate from pure equity and debt investors. The convertible investor base is predominantly comprised of international institutions (eg. fixed income funds, equity income funds, arbitrage funds).

· By contrast, there is considerable overlap between domestic hybrid investors and domestic equity investors. Thus, the domestic market would not offer the same investor diversification benefits and saturation would be much more rapid than in the international markets. A domestic offer of government hybrid securities would effectively compete with domestic demand for Telstra shares. This would not, therefore, be optimal for the Commonwealth in the context of a large scale T3 offering.

· Upon conversion, the international offering will allow Telstra to enlarge its international investor base, which is currently well below the 35% limit on foreign investment allowed by the legislation. The access to the international investors base will result in increased demand, price tension and liquidity for Telstra securities and will widen and deepen the platform for subsequent capital raisings by Telstra. It will also have the effect of boosting foreign investment in Australia.

4. Example of Exchangeable Bonds (EBs)

Security Overview

· An exchangeable bond is effectively a convertible note, but as it is issued over ordinary shares held by a third party (in this case, the Commonwealth) rather than being issued by the company (in this case, Telstra), it is called an “exchangeable”.

· A convertible note is a bond plus an embedded call option:

· lower coupons due to the value of attached options;

· potential issue of equity at a premium to current price.

· Typical maturity of these securities is 5 years.

· The embedded option typically allows the investor to exercise the right to convert into shares at any time in the life of the EB. However, the option can be structured to prevent conversion during, for example, the first two years of the life of the security.

Indicative terms of an EB issue

	
	Terms and Conditions

	Offering
	Exchangeable bonds convertible into shares of Telstra during the life of the security at the option of the investor

	Market
	Global Institutional Offering

	Maturity
	5 years

	Coupon
	Set at a margin (usually below) the relevant swap rate.  

	Conversion mechanism
	At the option of the investor (but can be structured to prohibit conversion in the early life of the security or to allow the issuer to force conversion once the trigger price has been reached) at a fixed premium to the share price on the date of issue

	Voting rights
	None, until conversion


Pros and Cons to the Commonwealth of an EB issue

	Advantages
	Disadvantages

	· Can be structured so that conversion will only occur if Telstra share price exceeds, say, A$5.75.
	· Eventual sale is not guaranteed (ie if price never reaches the conversion trigger). In that event, the Commonwealth repays the face value of the EBs (equal to the original amount received by the Commonwealth at the time of issue), but will have benefited from the lower cost of financing in the interim.

	· Cost of servicing is below the Commonwealth’s current cost of debt, offering a benefit that will flow directly into the Budget.
	

	· Generally issued internationally, thus increasing the breadth of Telstra’s potential investor base.
	

	· Option can be structured so that conversion is initially restricted to guarantee the Commonwealth ongoing receipt of the Telstra dividends for a certain period of time.
	


5. Indicative Financial Benefit of Replacement of Current Funding with Exchangeable Bond Issue

This analysis compares the net present benefit to the Commonwealth of replacement of current debt funding with an exchangeable bond issue. The net present value (NPV) to the Commonwealth of issuing a A$5bn exchangeable bond with a conversion premium of 25% and using the proceeds of issue to repay A$5bn of existing debt is A$723.3 million greater than the status quo (ie compared with the net present value of servicing current debt of A$5bn and receiving the current Telstra dividend income on the relevant tranche of Telstra shares). 

In the analysis we make the following assumptions:

Assumptions

	
	

	Current Telstra share price
	A$5.00

	Date of sale / hybrid issue
	30 September 2003

	Time to conversion
	5 years

	Commonwealth cost of debt 
	5.420%

	Coupon on Exchangeable Bond 
	2.125%

	Size of current debt outstanding 
	A$5bn

	Size of Exchangeable Bond issued 
	A$5bn

	Size of underlying tranche of Telstra shares
	A$4bn

	Dividend growth
	IBES
 consensus in 2004 to 2007, 3% growth in 2008

	Conversion premium
	25%


Replacement of Current Cash Funding with Exchangeable Bond Issue (A$ million)

	
	30-Jun-04
	30-Jun-05
	30-Jun-06
	30-Jun-07
	30-Jun-08
	30-Jun-09

	Cost of servicing current debt

	(203.4)
	(271.0)
	(271.0)
	(271.0)
	(271.0)
	(67.6)

	Cost of servicing EB
	(79.8)
	(106.3)
	(106.3)
	(106.3)
	(106.3)
	(26.5)

	Net servicing cost saved
	123.6
	164.7
	164.7
	164.7
	164.7
	41.1

	
	
	
	
	
	
	

	Cash dividend income

	201.6
	211.2
	232.0
	244.8
	252.1
	0.0

	
	
	
	
	
	
	

	Net current cash flows (status quo)
	(1.8)
	(59.8)
	(39.0)
	(26.2)
	(18.9)
	(67.6)

	PV of current cash flows

	(1.8)
	(56.0)
	(34.6)
	(22.1)
	(15.1)
	(51.2)

	
	
	
	
	
	
	

	Net EB cash flows 
	121.8
	104.9
	125.7
	138.5
	145.8
	(26.5)

	PV of EB cashflows4
	119.4
	98.2
	111.7
	116.7
	116.6
	(20.1)

	
	
	
	
	
	
	

	NPV to Commonwealth of EB issue 
	542.5 
	
	
	
	
	

	
	
	
	
	
	
	

	NPV to Commonwealth of satus quo
	(180.8)
	
	
	
	
	


By issuing a hybrid the Commonwealth saves debt servicing costs on two fronts:

· The illustrative annual cost of servicing the EB (2.125%) is less than half the Commonwealth’s five year cost of debt (5.420%).

· The conversion premium of 25% allows the Commonwealth to issue a hybrid of A$1.25 for every A$1.00 of underlying Telstra stock owned. As such, it can repay a greater amount of debt than it would be able to if it were to undertake a straight sale of the shares (ie A$5 billion compared with A$4 billion).

However, a few issues should be noted:

· It is unlikely that an EB will restrict conversion to a single date (the five year anniversary of issue) although it can probably be structured to prevent conversion for the first couple of years of the life of the security.  If, during the conversion period, the Telstra share price appreciates beyond the conversion price it is likely that investors will convert in advance of the five year maturity and thus the Commonwealth will lose the benefit of the dividend income from that point on. However, since conversion will mean that the share price has exceeded, say A$5.75, (assuming that this is the exercise price) we assume that the Commonwealth would not be unhappy with this outcome.

· The cost of servicing the EB is lower than the cost of servicing the debt because of the value to the investor of the embedded option which may, or may not, be exercised.  As noted, exercise means that the sale price of the Telstra shares achieved will have reached an acceptable level and thus the Commonwealth should not be unhappy with this outcome.

6. Other Commercial Aspects of the Bill
Non-Commonwealth hybrid issuer (s8AJ(4))

The Bill’s provisions are limited to a hybrid being issued by the Commonwealth or a Commonwealth-owned company.  This is the most likely optimal commercial arrangement.  However, it may be useful to have the flexibility for the Commonwealth to enter into a commercial arrangement with a non-Commonwealth owned issuer to facilitate the issue of appropriate securities and still have the benefits of the legislative provisions (eg in respect of guarantees).  This provision could be extended to cover non-Commonwealth issuers of hybrids where the issue is authorised by agreement with the Commonwealth.

Definition of “hybrid” (s8AJA)

The definition is generally comprehensive. However given the flexibility in the possible forms of hybrid securities, and the pace of innovation in their design, it may be prudent to include scope for a hybrid security to be defined by regulation if its precise attributes do not necessarily align with the current range of definitions.

Limitation on non-diluting conduct by Telstra (s8AYA)

It is desirable that any future access by Telstra to the capital markets should not compete with access by the Commonwealth for the purposes of completing the privatisation of the company.  While Telstra is presently most unlikely to take such action, this alignment of interests may not be sustained if the Commonwealth later becomes a minority shareholder during the divestment process.  The provisions appear to be effective, although they may allow too much scope for a future Government to inhibit Telstra’s access to equity markets for reasons unconnected with completing the privatisation (eg to frustrate a commercially desirable but politically unwelcome acquisition by Telstra).  The markets may prefer the scope to direct Telstra in this respect to be limited to the avoidance of conflict with the Commonwealth’s own divestment program. This provision should cease to have effect once the Commonwealth’s shareholding reaches a minimal level, say 5%, to remove the theoretical scope for the Commonwealth to use a single share to control Telstra’s capital raising activities.

Telstra to advise Minister of Commonwealth shareholding level (s8AYB)

This is a necessary provision to enable the Minister to issue the declarations that terminate legislative provisions that are to fall way at pre-determined shareholding levels.  However, it may be simpler to oblige Telstra to monitor its share register and notify the Minister at the relevant points, rather than require a process of notice and response.

 ________________________

JPMorgan

22 September 2003
Appendix A: Case Study

KfW Exchangeable Bond into Deutsche Telekom – July 2003

· On July 8, 2003 the German Government, through its state development bank Kreditanstalt für Wiederaufbau (KfW), undertook a EUR5.0bn exchangeable bond issue where the underlying security was its stake in Deutsche Telekom.  This was the largest ever hybrid security offering globally with JPMorgan as joint bookrunner.

· The KfW EB had a maturity of 5 years and was priced with an annual coupon of 0.75% and an exchange premium of 38%.

· It was structured such that KfW could force conversion into the Deutsche Telekom shares after 3 years if the Deutsche Telekom share price exceeded 120% of the exchange price.

· Demand for the issue was extremely strong and the entire transaction was placed within a matter of hours.

· KfW achieved very aggressive terms with the bond closing on the day of the launch at 100.5 (a 0.5% premium to the issue price).

· Deutsche Telekom stock performed well and closed down only 2.9% versus the previous day’s closing share price despite trading volumes of more than five times the average daily trading volume.

· The transaction was applauded by the leading financial press with favourable reports in the Financial Times, Wall Street Journal, Bloomberg and The Times.

Appendix B: Recent International Hybrid Security Issues

Select Recent European Hybrid Security Issues 

	Issue date
	Issuer
	Security
	Issue Size
	Life (yrs)
	Coupon(%)
	Premium(%)

	29-Jul-03
	Finmeccanica into STM
	EB
	EUR439m
	7.0
	0.375
	32.5

	29-Jul-03
	STMicroelectronics
	CN
	USD$1,217m
	10.0
	0.000
	55.0

	24-Jul-03
	OIAG into Telekom Austria
	EB
	EUR325m
	3.0
	1.125
	34.4

	08-Jul-03
	KfW into Deutsche Telekom
	EB
	EUR5,000m
	5.0
	0.750
	38.0

	03-Jun-03
	Alcatel
	CN
	EUR1,022m
	7.5
	4.75
	110.0

	22-May-03
	Siemens
	CN
	EUR2,500m
	7.0
	1.375
	46.0

	18-Mar-03
	NewsCorp into BSkyB
	EB
	USD1,655m
	20.0
	0.75
	36

	19-Feb-03
	Deustche Telekom
	MEDS
	EUR2,290m
	3.3
	6.50
	24.0


Notes: CN=convertible note, EB=exchangeable bond, MEDS=mandatory exchangeable security

Select Recent Asian Hybrid Security Issues 

	Issue date
	Issuer
	Security
	Issue Size
	Life (yrs)
	Coupon(%)
	Premium(%)

	12-Aug-03
	POSCO into SK Telecom
	EB
	US$437m
	5.0
	0.00
	52.0

	18-Mar-03
	News Corporation
	CN
	US$1,655m
	20.0
	0.75
	36.0

	02-Feb-03
	SMFG
	CN
	US$2,861m
	2.33
	2.25
	0.0

	26-Jul-02
	SK Corp into SK Tel
	EB
	USD1,250m
	5.0
	2.50
	26.0

	28-May-02
	Mitsubishi Corp
	CN
	US$1,210m
	9.0
	0.00
	25.05

	08-May-02
	Fujitsu
	CN
	US$1,774m
	7.0
	0.00
	35.0


Select Recent US Hybrid Security Issues 

	Issue date
	Issuer
	Security
	Issue Size
	Life (yrs)
	Coupon(%)
	Premium(%)

	27-Jun-03
	General Motors
	CB
	US$4,300m
	30.0
	6.25
	32.5

	20-Jun-03
	Xerox
	MEDS
	US$920m
	3.0
	6.25
	20.0

	14-May-03
	SLM Corporation
	CB
	US$2,000m
	32.0
	1.24
	75.0

	09-Apr-03
	Wells Fargo
	CB
	US$3,000m
	30.0
	1.04
	110.75

	08-Jan-03
	Tyco International
	CB
	US$3,000m
	15.0
	2.75
	32.0

	08-Jan-03
	Tyco International
	CB
	US$1,500m
	20.0
	3.13
	26.0
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Total = US$145.9bn
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�   Institutional Broker Estimates Survey


�   Assumed debt level of A$5bn


�   On underlying tranche of Telstra shares (A$4bn in value; ie 800m shares)


�   Discounted at the yield on the 2008 Commonwealth bonds (as at 12 September 2003), over the 5 year life of the EB





