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Macquarie Bank Group of Companies

6 July 2007

Mr Dean Paatsch

Institutional Shareholder Services (ISS)
By email: dean.paatsch@issproxy.com

Dear Dean
MACQUARIE BANK LIMITED (“MBL”) 2007 NOTICE OF ANNUAL GENERAL MEETING (“AGM”)
Thank you for your feedback on MBL’s 2007 Notice of AGM.
We are pleased to note that you have indicated that you are recommending in favour of most resolutions on the agenda for the AGM.   However, it is noted that ISS has recommended against MBL’s Remuneration Report.  ISS’s decision to reverse its 2006 recommendation is surprising given MBL’s continued strong performance for shareholders in 2007, combined with the fact that our remuneration approach is unchanged and, in our opinion, better articulated in this year’s Remuneration Report.
In the attached pages, we have set out what we understand to be your key concerns and the Bank’s detailed responses to each of these points (which are summarised in a table on pages 3 and 4).  This information may assist you and your subscribers in better understanding the Bank’s approach.
I note that these responses have been endorsed by MBL’s Chairman, the members of the Board Remuneration Committee and by MBL’s senior management.  I also note that the 2007 Remuneration Report, being part of the Directors’ Report, was approved by a resolution of the Board.
In light of these responses, we request that you reconsider your voting recommendation regarding the Bank’s 2007 Remuneration Report.  In any event, it would be greatly appreciated if you would send this letter to your subscribers so that they are aware of our response.

I would also like to repeat our request that you provide us with a copy of your report to subscribers so that we can properly respond to our shareholders.  Of particular concern to us is that the ISS report is being openly debated in the press, placing us in a very difficult position when we are asked to comment by the media and our investors.

Without the benefit of your reports to subscribers, the attached responses have been based on the high level comments conveyed to MBL by Dean Paatsch by telephone and by Phil Spathis of ACSI (which we understand are based primarily on the ISS report) by email, supplemented by press commentary in the Australian Financial Review (AFR) and The Australian on 4 July 2007 (which we have, of necessity, presumed to be accurately extracted from your report).

In our attached responses, we have addressed some deficiencies we have noticed.  We are concerned that our investors could be considering other additional analysis or comments in your report which we have not been able to assess.  Anything more that you can do to improve the transparency of this process for our shareholders would be greatly appreciated.
We are sending the same responses to Phil Spathis at ACSI.  We may also provide this response to other MBL investors.
We would be happy to discuss any aspect of this response with you or your individual subscribers who are MBL shareholders.  Please call me on (02) 8232 3273 or email me if you have any queries.

Yours sincerely
Dennis Leong

Company Secretary

SUMMARY OF MACQUARIE BANK RESPONSES TO ISS COMMENTS
	ISS Observation
	Macquarie Response

	1. Profit Share – Delivery 

Weighting of executive remuneration towards “material annual cash payments” which “do not provide sufficient long-term alignment with shareholders”, including specific CEO remuneration comparisons to Citigroup, JP Morgan, Merrill Lynch.
	General comments:
· Many features of MBL’s remuneration arrangements ensure long-term alignment e.g. 10 year retention of 20% of annual profit share, 10% of annual profit share required to be invested in MBL shares.
· Aggregate retained amounts for Executive Directors are very meaningful at any point in time e.g. a multiple of up to three times average annual remuneration for Executive Committee members (excluding options)
· While the amount retained by MBL in respect of any one year is lower than competitors, MBL imposes a much longer vesting timeframe, such that long-standing senior executives are required to have a greater multiple of their remuneration “locked up” in mandatory unvested MBL/fund equity than those in comparable roles at almost all peers
· Eligible Australian executives can voluntarily invest additional portions of their profit share allocations into MBL shares pursuant to a shareholder-approved staff share acquisition plan.

· Consistency in remuneration arrangements encourages business-building over the long-term
· Remuneration considerations are subject to competitive pressures, with retention percentages subject to a trade-off against the duration of the vesting period – overall MBL can’t be significantly out of line
· MBL’s outstanding long-term financial performance (eg. TSR since listing better than companies in the ASX 50 at the time of listing as well as global peers) demonstrates success in achieving alignment with shareholder interests

· MBL’s track record of retaining senior staff (e.g. 7% voluntary Director level turnover in 2007) demonstrates a long term focus from staff, further evidence of significant alignment with shareholder interests

These comments also apply to the specific CEO remuneration comparisons.  It is worth noting that Citigroup and JP Morgan Chase are far from comparable to Macquarie in terms of business mix (having very material retail banking, credit card and consumer finance businesses).

	2. Profit Share – Measurement
Short-term nature of cash profit share payments (based on one-year performance) and the inclusion of “one-offs” like Macquarie Goodman.
	· Profit Share arrangements are designed to drive long-term shareholder returns – sustained high NPAT and ROE are strongly correlated with long-term Total Shareholder Return
· The profit share methodology results in a conservative outcome for staff generating annuity streams, who are rewarded only as profits are recognised whereas shareholders benefit as soon as the market recognises the value created

· Measuring performance on a longer basis could result in perverse outcomes

· Sufficient discretions exist re profit share allocations to encourage the right behaviour by executives

· A one-year focus is consistent with competitor practices

· Inclusion of asset realisations is appropriate, especially given that this is now an everyday part of our business
· In fact, failing to give staff full recognition for generating such income would create disincentives and may bias behaviour adversely
· Macquarie Goodman disposal reflected many years of business development by executives, and it is appropriate to fully reward their efforts; this situation was very different to a private equity transaction

	3. Profit Share – Disclosures

Insufficient disclosure of the size and basis of calculation.
	We believe that:
· Our disclosures are sufficiently detailed and meaningful for shareholders to understand the approach (2½ pages of Rem Report)
· Our disclosures are in line with those of competitor disclosures (ie. generally no detailed disclosure of basis and size of pool)
· It would ultimately disadvantage shareholders  to make more detailed disclosures given the commercial sensitivity of the information

	4. Profit Share – Outcomes

Executives appear to receive a disproportionate share of the profits relative to shareholders:

· 57% of income to the profit share pool at the margin; and
· Bonuses of top 13 Executives versus Dividends.
	In relation to the marginal participation rate of the profit share pool:
· This is only the marginal result for additional income earned when ROE is already high (well above the cost of capital)

· This reduces earnings volatility for shareholders – (the methodology operates such that staff, via the pool, would also bear a disproportionate share of any reduction in profit)
· This is not new information – similar information has previously been publicly disclosed as long ago as 1999
· This results in overall remuneration levels that are in line with peers

In relation to comparing bonuses for the top 13 Executives to dividends:

· Focusing solely on the dividend in this comparison ignores other earnings retained by MBL to support future business growth (which should provide future benefits to shareholders); it also ignores the actual value created for shareholders by share price growth.
· The bonus figures disclosed are pre-tax while the dividend figures are after tax so it is potentially misleading to compare them.
· Therefore, more relevant comparisons would be to the $1.9 billion profit before tax or $4.8 billion of shareholder value created in 2007.


We note that ISS’s four areas of concern relate to MBL’s profit share arrangements.  MBL’s shareholders endorsed these arrangements when they approved the giving of benefits to officers under the Directors’ Profit Share Plan at the 2005 AGM.  This resolution was very strongly supported in a binding shareholder vote.

MBL emphasises performance-based pay and establishes retention arrangements around this pay (including retention of profit share over ten years) to foster an entrepreneurial and long-term focus in staff.  It should be remembered that these “material cash bonuses” are entirely at risk amounts and only occur if MBL achieves outstanding financial results from year-to-year.

These responses to ISS’s four key areas of concern are discussed in further detail on the following pages.

1. Profit Share – Delivery
General comments concerning the delivery of profit share

MBL believes that its remuneration arrangements are appropriately structured to ensure that staff take a long-term focus.  This has driven excellent returns to shareholders over the long term, demonstrating strong alignment with shareholder interests. Amending these arrangements risks reducing certainty and consistency for staff, the attractiveness of the Bank as an employer of choice, and casts future doubt on the Bank's ability to effectively retain quality staff. Shareholders have long understood the link between shareholder value and remuneration.  Changes to the Bank's remuneration arrangements would undermine a system that has produced a track record of consistent profit growth for more than a decade.
The Bank evaluates its remuneration arrangements in a wholistic manner.  One cannot consider a single element, like annual retained amounts, in isolation.  The entire remuneration package for executives must be considered.
(i) Remuneration Arrangements Designed to Ensure Long Term Focus
Executives receive fixed annual remuneration and options as well as the annual bonus.  Several aspects of MBL’s remuneration structures ensure that staff take a long term view.  In summary:

· Effectively 30% of current year (pre-tax) profit share for Executive Directors is retained:

· 20% is retained for ten years (vesting between five and ten years, but not paid out until ten years and subject to forfeiture until then).  This is notionally invested in specialist funds in the case of MBL’s Executive Committee members and many other Executive Directors;
· 10% is required to be invested in MBL shares via the minimum shareholding requirement imposed on Executive Directors
· Options are also a component of performance pay:
· Options vest in equal tranches after 2, 3 and 4 years, subject to the satisfaction of performance hurdles for Executive Directors.
Relative to total remuneration
, the effective upfront “cash bonus” is about 62.6% for an average Executive Key Management Person (refer the supplementary disclosure on page 52 of the 2007 Annual Review).  The remuneration structure of MBL’s CEO is in line with this average which shows a cash bonus that is 23.9% below the 86.5% for MBL’s CEO cited by The Australian as being a statistic provided by ISS.

MBL’s practices are consistent with overall industry practice to deliver a portion of performance-based pay as cash upfront and withhold other components as equity (in MBL’s case both MBL equity and an exposure to the specialist funds managed by the Bank).  
(ii) Meaningful Retention Amounts for Executive Directors, Especially Relative to Competitors
MBL generally imposes a longer vesting period than its competitors.  The amount of retention applicable to an individual is linked to both the portion retained each year and the period over which it is retained.
Consider the following information comparing MBL’s non-cash performance pay with that of its competitors (note that many of these competitor arrangements are variable over time and between different individuals, in contrast to the more stable, uniform policies adopted by MBL – the information below relates to the most recent period):

	
	Retention Level
	Vesting Period

	MBL
	20% (fund equity exposure)
	5-10 years; Avg = 7.5 yrs

	
	10% (MBL shares)
	10 yrs / 5 yrs*

	
	Var. (options)
	2-4 years; Avg = 3 yrs (plus hurdle)

	Competitor
	At least 25% (equity-based)
	4 years

	Competitor
	44% (equity-based)
	2-3 years; Avg = 2.5 yrs

	
	5% (options)
	3 years

	Competitor
	Up to 29.4% (60% of 49%) (equity-based)
	40%: immediately; 60%: 3yrs; Avg = 1.8 yrs

	
	Up to 19.6% (40% of 49%) (options)
	

	Competitor
	~ 40% (equity-based)
	35%: 3yrs, 65%: 5 yrs; Avg = 4.3yrs 

	
	~ 37% (options)
	4.5 yrs (with possible acceleration to 2 yrs)

	Competitor
	56% (equity-based)
	1-4 years; Avg: 2.5 yrs 

	
	4% (equity-based)
	3 yrs (plus hurdle)

	Competitor
	54-59% (equity-based)
	2-3 yrs; Avg: 2.5 yrs

	
	~6% (options)
	


Competitors comprise: Babcock & Brown, Bear Stearns, Goldman Sachs, Lehman Brothers, Merrill Lynch, Morgan Stanley.
Source: Annual Reports / Proxy Statements

*10 years for Executive Committee members and 5 years for other Executive Directors.
On the basis of this information on vesting of retained bonus elements, at any point in time, MBL’s long-standing senior executives are required to have a greater multiple of their remuneration “locked up” in mandatory unvested MBL/fund equity than those in comparable roles at almost all of its competitors.  It should also be remembered that, in contrast to peer practices, Macquarie’s options have a performance hurdle in addition to minimum service requirements.
Excluding options, at any point in time MBL’s Executive Directors have very meaningful exposures to MBL shares and its funds:

· An Executive Committee member will have 20% of the last ten years’ bonuses retained subject to forfeiture plus the equivalent of 10% of the last ten years’ bonuses locked up in their minimum shareholding requirement – 30% of bonuses over ten years represents a multiple of three times average annual remuneration.
· Other Executive Directors will have 20% of the last ten years’ bonuses retained subject to forfeiture plus the equivalent of 10% of the last five years’ bonuses locked up in their minimum shareholding requirement – representing a multiple of around 2½ times average annual remuneration.
These are very material amounts.
Eligible Australian executives also have the opportunity to voluntarily invest additional portions of their profit share allocations into MBL shares under a shareholder-approved staff share acquisition plan.
(iii) Consistency in Remuneration Arrangements and “Balance” in Retention Structure Encourages Long-Term, Entrepreneurial Focus

Consistency is absolutely critical to our remuneration practices to provide staff with the certainty that their efforts over multiple years in building businesses will be rewarded.  In this respect MBL differs from many of its competitors, which is certainly a contributor to MBL’s superior performance and its track record of building new businesses and growing organically.
MBL’s existing senior management team grew many of these businesses from scratch, thereby creating valuable income streams, many with annuity characteristics, which translate to increased shareholder value.  In these businesses, our staff are only rewarded under the profit share methodology as profits are recognised over time, whereas shareholders benefit as the share price rises, reflecting the value created.

The diverse range of businesses established by the Bank presents a contrast to some of the Bank’s peers which rely more on trading income which creates less lasting value for shareholders.  MBL’s relative Price/Earnings performance evidences this.

The AFR coverage of the ISS report states: “The fundamental issue for ISS is that Macquarie’s business mix, with its greater proportion of lower risk fee-generating funds, is significantly different to the high-risk, high return, transaction-heavy business of global investment banks”.

This statement appears to suggest that staff at Macquarie should be rewarded at a lower rate for building valuable annuity income streams than staff working at an investment bank generating less reliable income streams (despite acceptance in the investment community that annuity income is generally more valuable to shareholders, reflected via a higher trading multiple, than truly “one-off” income).

The statement also seems to contradict another comment conveyed by ISS criticising the profit share outcome associated with the Macquarie Goodman disposal (which was perceived to be a “one-off”).
Another aspect of encouraging a long-term, entrepreneurial focus is striking the right balance between short-term and long-term delivery of remuneration such that staff are not demotivated because their rewards seem too remote.  A staff member about to embark on a business-building venture that may take several years to become profitable, will wish to see some meaningful rewards as soon as the business becomes profitable, rather than waiting for, say, half their bonuses to vest over a further ten years.  MBL considers that it could be demotivating to staff to lock up more than the 30% that is currently the case.

(iv) Competitive considerations

MBL needs to be competitive with its remuneration arrangements versus the investment banks, private equity firms and other financial services participants with which it competes for talented staff.  Therefore, if MBL were to withhold a higher proportion of current year profit share allocations it would need to shorten the retention period (similar to the timeframes applied by some global investment banks as documented in the table above) or pay more, to remain competitive.

However, we believe:

· That ten years is the right timeframe for retention;
· That consistency in the Bank’s remuneration arrangements is essential to encourage risk-taking and a long-term focus; and
· That MBL has outperformed its global peers and this is the best available evidence that our current practices work and lead to excellent returns for shareholders.
(v) Financial returns demonstrate sufficient long term alignment

The Remuneration Report includes extensive performance information to illustrate the strong degree of alignment between MBL’s staff and shareholders.  To restate some of the key points:
· MBL’s compound annual Net Profit After Tax (“NPAT”) growth over ten years (28.7% pa) is higher than its global peers (page 55 of the 2007 Annual Review);
· MBL’s average return on ordinary equity over 5 years and 10 years is higher than its global peers (page 56 of the 2007 Annual Review);
· MBL’s Total Shareholder Return (“TSR”) since listing of 1,814 per cent is higher than that of all of the ASX 50 companies at the time of MBL’s listing as well as its global peers (page 57 of the 2007 Annual Review).
MBL believes that these outstanding long-term results clearly demonstrate that its remuneration arrangements, which have evolved incrementally over several decades, provide strong long term alignment.
(vi) Staff tenure demonstrates that the system delivers long term alignment

MBL also has an excellent track record of retaining senior staff, which also demonstrates that staff are taking a long term view.

The average tenure of members of the Executive Committee is 19 years, and almost all of the Committee members have at least ten years’ experience with MBL.

It is also worth noting that, although the broader group of Director level staff has more than doubled in the last five years, tenure statistics also demonstrate that senior staff appear to be in it for the “long haul”:
· Voluntary Director level turnover, although marginally rising, was only 7 per cent in 2007, in the face of fierce competition for talent between investment banks, private equity firms and other financial services participants; and
· A quarter of Director level staff have at least ten years’ experience with MBL and nearly a third have between five and ten years’ experience.

Specific comments concerning CEO remuneration
MBL’s CEO is remunerated pursuant to the same arrangements as apply to other Executive Committee members.  Therefore, the points above also apply to the CEO remuneration comparisons cited by The Australian Financial Review and The Australian.  In particular, it should be remembered that retained bonuses (in whatever form) typically vest over a much shorter timeframe for the Bank’s global peers, such that MBL’s long-standing senior executives are required to have a greater multiple of their remuneration mandatorily “locked up” in unvested MBL/fund equity than those in comparable roles at almost all of its competitors.

It is also worth briefly highlighting MBL’s view that the comparisons made with Citigroup and JP Morgan Chase are inappropriate given the very material differences in their business mix compared with that of MBL.  Citigroup and JP Morgan have some investment banking activities.  However:

· Citigroup derived more than half its 2006 net income from consumer banking e.g. retail banking (via 8,100 branches), credit cards and consumer finance; and
· JP Morgan Chase & Co derived close to half its 2006 net income from similar activities.
More comparable organisations for comparison purposes, in addition to Merrill Lynch, are Babcock & Brown, Bear Stearns, Goldman Sachs, Lehman Brothers, Morgan Stanley (refer earlier table).
It is also worth commenting again that it is potentially misleading to relate MBL’s CEO’s full annual bonus with the “cash bonus” of Wall Street competitors.  The comparison appears to exaggerate the position by 

· Ignoring the retention of 20 per cent of Mr Moss’s bonus into a notional portfolio of specialist funds*; and

· Ignoring the minimum shareholding requirement which is akin to retaining 10% into stock.
* Stating that this “is eventually paid as cash” ignores the points that it is subject to forfeiture and that the value of the ultimate cash payment is dependent on the performance of the specialist funds.  Therefore it is more like the “equity” than “cash bonus” amounts disclosed by Wall Street – note that these “equity” amounts are typically allocated by Wall Street firms based on one year performance.
2. Profit Share – Measurement 
(i) Profit Share Approach Designed to Drive Long-Term Shareholder Returns
MBL believes that determining profit share based on actual annual performance is vital.  Sustained high NPAT and Return on Equity (“ROE”) are drivers of long-term shareholder returns.

Annual NPAT and ROE results are also measures with a direct “line of sight” for executives.  Building profit share arrangements around these annual drivers ensures that staff are focused on the right measures.

Staff who strive to maximise their own remuneration will be benefiting shareholders.
Given that staff are remunerated on an annual basis (and to do otherwise would make MBL uncompetitive against peers), the adoption of a longer timeframe for performance measurement could result in perverse outcomes.  If a company performed poorly in a particular year, it would seem inappropriate to many investors for the CEO to receive a large bonus because they still managed to hit a three year performance target (off the back of earlier efforts).  Such a “disconnect” between pay and performance from year-to-year is undesirable.
The general focus of MBL’s profit share arrangements on annual NPAT and ROE outcomes ensures that people are only rewarded when they deliver actual results.  It should be noted that, although the profit share pool is established in accordance with a methodology driven by bank-wide performance, there is also a discretionary element to determining individual profit share allocations which can be applied to ensure correct behaviour and decision-making.  In an extreme situation, the pool could itself be materially varied if the Independent Directors of the Board believed that circumstances warranted such action.
The 2007 Remuneration Report makes many important disclosures in relation to the way that decisions are made about allocating profit share (pages 61-63 of the 2007 Annual Review) including the following key points (paraphrased):
· Profit share allocations are primarily based on performance outcomes (NPAT and ROE), although other considerations are also considered, particularly for staff whose performance is less directly linked with such performance measures;
· Profit share allocations are subject to a rigorous approval process, with, for example, profit share allocations for Executive Committee members approved by the Independent Directors of the Board on the recommendation of the Board Remuneration Committee;
· Profit share allocations are also subject to Board discretions to ensure appropriate outcomes – the Independent Directors of the Board can:

· change the quantum of the profit share pool to reflect external factors if deemed to be in the Bank’s and shareholders’ interests (historically, no material alteration has been made to the quantum of the profit share pool); and
· defer the payment of profit share amounts to a subsequent year at a Group, business or individual level where it is in the interests of the Bank and shareholders to do so (this deferral discretion has been exercised from time-to-time).
Specific additional comments are provided in relation to the determination of the profit share allocation to the CEO on page 62 of the 2007 Annual Review.
The approval process and Board discretions in relation to profit share allocations, in combination with the Bank’s robust risk management and financial control framework, ensure that individual rewards are determined in a manner that encourages appropriate behaviour and outcomes.
(ii) One Year Measurement Consistent with Competitors
It is standard investment banking industry practice to set performance-based remuneration primarily, or exclusively, based on performance during the year to which the performance relates.  MBL must be competitive in its remuneration arrangements, and cannot depart too far from standard industry practice without risking the loss of, or failure to attract, talented staff.
In its 2006 Proxy Statement (page 23), Goldman Sachs states:

“Ultimately, the [Compensation] Committee determined the aggregate amount of bonuses to be paid . . . in light of the firm’s return on average tangible shareholders’ equity of 39.8%, pre-tax earnings of $14.6 billion and net earnings of $9.5 billions.” (Note the similar measures to MBL’s drivers).

For other similar references, refer:
· Babcock & Brown 2006 Annual Report pages 54 & 56

· Bear Stearns 2007 Proxy Statement page 15

· Lehman Brothers 2007 Proxy Statement pages 18-19

· Merrill Lynch 2007 Proxy Statement pages 43-45

· Morgan Stanley 2007 Proxy Statement pages 14-15

(iii) Inclusion of Asset Realisations
The Bank does not agree with ISS’s comments regarding the inclusion of asset realisations alongside other income streams:

· Given the Bank’s business model, which involves turning over assets and businesses, asset realisations are literally another income stream for which staff should be rewarded, just as they would be for generating net interest income, fee income or trading income.  Asset sales have become a normal part of Macquarie's business (witness the fact that they have been occurring each year for many years).  However, the actual level of those asset sales will be a swing factor from year to year;

· The implication that the Macquarie Goodman realisation should have been somehow discounted fails to reflect the fact that, rather than being a “windfall”, this gain reflected many years of efforts by executives in building the business – it would be inappropriate, in fact a major disincentive, not to fully recognise the long-term efforts of the staff involved.  Failing to give proper recognition via staff remuneration might even bias staff behaviour towards, for example, retaining assets in spite of a much stronger economic rationale for disposing of them.  The profit share mechanism enables this recognition to occur when shareholders also benefit, and only when they benefit.  Importantly, the profit share outcome associated with the Macquarie Goodman gain in 2007 is the same as in 2005 when a similar gain was recognised and publicly disclosed – the same basic approach has applied unchanged; and
· The comparison to a notional fee that a private equity firm might charge in relation to an asset that it manages is invalid – Macquarie Goodman was a business that the Bank built (alongside other partners), not at all like an investment managed by a private equity firm on behalf of other investors.  Being the investor that disposed of its interest, Macquarie earned all of the gain on realisation of this investment.  The hypothetical comparison with the private equity “carry” that MBL might have earned if it had instead, merely been managing this investment on behalf of other investors, does not appear to be relevant in evaluating Macquarie’s overall gain and the associated outcome for the profit share pool.
It should not be forgotten that shareholders genuinely benefit from asset realisations in that the profits from these transactions are available to pay as dividends or to retain in the organisation to provide additional capital for future growth.  Similarly, profit share paid to certain staff in relation to specific realisations is acknowledged by those staff as non-recurring, and therefore has no implications for future profit share allocations.
3. Profit Share – Disclosure
We believe that:

(i) Our disclosures are adequate

The Remuneration Report provides a large amount of information about the determination of profit share (all quotes from page 61 of the 2007 Annual Review):
Description of Drivers/Methodology
· “The size of the profit sharing pool is determined annually by reference to the Bank’s after-tax profits and its earnings over and above the estimated cost of capital.”

· “The proportion of after-tax profit and the proportion of earnings in excess of the cost of capital that are used to calculate the profit share pool are reviewed at least annually.  The need for, and any subsequent changes, are reviewed by the Board Remuneration Committee.  The Independent Directors of the Board make a decision based on the recommendation of the Board Remuneration Committee.”

· “The effect of this profit sharing mechanism is to provide substantial incentives in relation to superior profitability, but low or no participation for less satisfactory performance.”

Rationale for Drivers

· “Net profit after tax and return on ordinary equity were selected as the most appropriate performance measures for the following reasons:

· “They are correlated over time with total shareholder returns.  This relationship has been re-affirmed recently by independent remuneration consultants, Towers Perrin, in their review of Macquarie’s remuneration approach;

· “A pool accrues only when results are recognised and flow to Macquarie’s operating profits;

· “They provide an appropriate incentive because they are elements of performance over which the executives can exercise considerable control; and

· “Net profit after tax and return on ordinary equity can both be substantiated using information that is disclosed in audited financial accounts, providing confidence in the integrity of the remuneration system from the perspective of both shareholders and staff.”

Confirmation of Outcomes

· “The basis on which the profit share pool is created has been stress tested under a variety of profit and return on equity scenarios which indicate that the resulting compensation ratio is likely to remain broadly within the same bounds as for major global investment banks . . . being an approximate range of 50 to 55 per cent
· “The Independent Directors of the Board have certain discretions, as follows:

· “to change the quantum of the pool to reflect external factors if deemed to be in the Bank’s and shareholders’ interests.  Historically, the Board has made no material alteration to the quantum of the profit share pool; and

· “to defer the payment of profit share amounts to a subsequent year at a Group, business or individual level where it is in the interests of the Bank and shareholders to do so.  The Independent Directors of the Board have exercised their discretion in relation to deferral, including for 2005, 2006 and 2007.  However, the deferred amounts are always expensed in the year in which the profits are generated.”

(ii) Our disclosures are in line with those of competitors
We are not aware of any competitors that disclose more extensive, meaningful information on the actual basis of determination of their profit share pools.  We are only aware of one peer that discloses the size of the bonus pool. 
(iii) It would be inappropriate to make additional disclosures
The exact formula is commercially sensitive and detailed disclosure could put MBL at a competitive disadvantage which would not be in shareholders’ interests.
We note the comment in ACSI’s guidelines that “where commercial confidentiality applies, shareholders should be informed of the parameters adopted in the financial year for the bonus arrangements”.  MBL has done exactly this.
4. Profit Share – Outcomes

Profit share pool participation in earnings “at the margin”
The Australian cites the details of the Macquarie Goodman realisation in 2007 as implying that “staff collected 57 per cent of the after-tax profit earned from shareholder funds”.
It should be noted that this outcome:
(i) Applies at the margin when ROE is high

The “excess return” component of profit share is only achieved once the cost of equity is exceeded – this is designed to ensure that shareholders receive adequate returns on the capital employed before returns over and above the cost of equity are shared in greater proportions with staff.  Therefore, the cost of capital must be more than covered before the profit share pool can participate in profits at this rate.  At low return on equity levels, when the cost of capital is not covered, a much lower portion of profits accrues to the staff profit share pool.  Sharing excess returns in this way creates an incentive for staff to ensure that capital is used most efficiently.
(ii) Dampens volatility for shareholders
This outcome also means that if profits were to fall, the staff profit share pool would absorb a disproportionate share of the down-side, thereby insulating shareholders from the full impact of an income reduction.
(iii) Is not new information

The outcome at the margin for high levels of return on equity has always been like this, and has been disclosed previously.  Shareholders have long been aware of this information.  Refer:

· similar disclosures made in relation to the Macquarie Goodman gain in 2005;
· rule of thumb often provided to the market that approximately one-third of marginal pre-tax profits accrue to shareholders as NPAT; and

· 1999 Investment Overview market presentations which showed that, under the former profit share approach, approximately 55 per cent of pre-bonus profits accrued to the bonus pool for high levels of return on equity.
(iv) Results in appropriate MBL-wide remuneration levels
As demonstrated on page 52 of the 2007 Annual Review, MBL’s compensation ratio (49.8% in 2007) is reasonable in comparison to those organisations that have the most comparable business mix and which publicly disclose comparable information (generally global investment banks).  It is vital that MBL remains competitive with these organisations given the high level of competition for talented staff in the financial services industry.
The improvement in MBL’s NPAT/income margin from 19.0% to 20.4% between 2006 and 2007 is further evidence that an appropriate portion of income is accruing to the benefit of shareholders.
Top Executive Remuneration versus Dividends
The AFR notes, with quotes attributable to the ISS Report, that the total dividend was “only 3.5 times more than the 13 most senior employees of the bank received in bonuses”.
(i) Comparison Does Not Take Proper Account of Shareholder Value Generated
In our view, comparing top executive bonuses solely to the dividend paid to shareholders for a particular year is inappropriate in that:

· it ignores other current year earnings generated by staff (for which they should naturally be rewarded) which have been retained to provide capital for future growth, obviously for the future benefit of shareholders.  The dividend is not the only way that shareholders are rewarded; and

· the bonus figures are pre-corporate tax whereas the dividends are post-corporate tax.
It would be more appropriate to consider bonuses in light of MBL’s Profit Before Tax of $1,928 million, up 50 per cent on 2006, and the considerable value created for shareholders by the MBL share price appreciation ($4.8 billion
 in the year ended 31 March 2007).
(ii) Inconsistent Use of Data in the Comparison
It should also be noted that the dividend number included in the comparison ($633 million) was the dividend paid during the 2007 financial year, part of which actually related to earnings of the 2006 financial year (ie. the 2006 final dividend paid in July 2006).
This amount, being a 2007 cashflow does not properly correspond with the bonuses disclosed in relation to 2007 performance (which are a 2008 cashflow).  From a consistency perspective, bonuses paid in relation to 2007 earnings would be better considered in light of the total dividend paid in relation to 2007 earnings, being $794 million (comprising the 2007 interim dividend paid in December 2006 and the 2007 final dividend paid in July 2007).
� For the purpose of this analysis, an adjustment has been made to exclude from total remuneration the “investment earnings” on amounts retained from executives’ prior year profit share allocations which have been notionally invested in Macquarie-managed specialist funds over the retention period.


� Being the increase in MBL’s market capitalisation between 31 March 2006 and 31 March 2007, less capital raised during the year (including option exercises and reinvestment of dividends).
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