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IMPACT OF STOCK OPTION EXPENSING
ON SMALL BUSINESSES

WEDNESDAY, APRIL 28, 2004

UNITED STATES SENATE,
COMMITTEE ON SMALL BUSINESS AND ENTREPRENEURSHIP,
Washington, DC.

The committee met, pursuant to notice, at 10:04 a.m., in room
428A, Russell Senate Office Building, Hon. Michael Enzi presiding.

Present: Senators Enzi, Fitzgerald, Allen, Ensign, Levin, Bayh,
and Pryor.

OPENING STATEMENT OF THE HONORABLE MICHAEL ENZI,
A UNITED STATES SENATOR FROM WYOMING

Senator ENzI. I will go ahead and call this hearing to order. 1
want to welcome all of the panelists from our two distinguished
panels and express appreciation for all of you taking the time to
provide us with the information. This is the Small Business Com-
mittee, and the approach is on small business. I have to admit that
early on in this process I made the mistake of calling in some peo-
ple that had experience with what I was talking about, had re-
sources to be able to talk about it, and some of those were big busi-
nesses and it confused the message. So I am very pleased that we
are able to do a small business hearing to emphasize some of the
small business aspects and to make sure that there is some kind
of a positive delineation between the requirements that we have for
mature businesses and growing businesses, particularly small busi-
nesses. Small businesses do make up a significant part of all busi-
ness. There are 23 million small businesses, which is 99.7 percent
of all employers. That is one-half of the private sector employers
and 60 percent of the net new jobs, 50 percent of the non-farm pri-
vate GDP and 13 times more patents per firm than the big pat-
enting firms.

Now, I do want to congratulate FASB for work that they have
done and for their importance to the international economy. I have
been a very strong defender of their independence and am still a
strong defender of their independence. It is extremely important
that they be an independent board.

I am recognizing kind of a failure to communicate, and it is a
failure on my part because I have not been able to get across this
small business aspect, the start-up that has been so important in
the United States and so important that China is now outdoing
new start-ups about 40-to-1 over us. It is because they have a busi-
ness plan that calls for stock options for small businesses, for start-
ups.

(1)
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Again, small business does not have the opportunity that big
business does to represent themselves in a lot of these things. I
mentioned a hearing—my first year, this Small Business Com-
mittee allowed me to hold a hearing in Casper, Wyoming, on some
of the difficulties small businesses were having with the Federal
Government. When it was over, one of the news media came up to
me and said, “You didn’t have a very good turnout today. Only
about 100 businesses showed up.” Well, Casper is not all that big
compared to here, and my comment was, “Any small business that
has the extra resources and people to be able to come and testify
would fire that person because they can’t afford him.”

I was pleased that Chairman Herz announced in the November
hearing that he was going to have a Small Business Advisory Com-
mittee, and I had emphasized it in my opening comments. So, I
was particularly pleased that he had paid attention to that.

Now, I had envisioned it to be like NASD’s Advisory Committee,
and NASD’s Advisory Committee meets 4 times a year and they
kind of pick what things they want to review on behalf of business.
It is my impression that the advisory committee that has been se-
lected at this point for FASB is going to meet twice a year, and
they are only going to talk about the topics that FASB wants them
to address. I hope there can be some more flexibility in there.

I have also been a little disturbed at some of the letters coming
from Members of that Small Business Advisory Committee lob-
bying on behalf of FASB. I am very worried about the lobbying as-
pect of this whole thing. Answering questions is extremely impor-
tant. Educating us is extremely important, but out-and-out lob-
bying is something that seems kind of out of place in all of this.

I do appreciate the opportunities that I have had to meet with
the Chairman and members of FASB. When I see that there is a
conference call with institutional investors and they are being en-
couraged by the Chairman to contact Congress—now, institutional
investors are people that, you know, even delve in the realm of
hedge funds. It is not small business, and they are being asked to
tell us that it is all okay.

Now, in some testimony last week, it was mentioned that the
rule is only eight pages long. Well, if you count the appendices, it
is 229 pages, and it is very disturbing to me that there are only
two mentions in that whole thing about small business.

Now, small business has an investment in stock options. There
are 1.4 million businesses. They represent 15.4 million jobs, and
they are concerned about what is happening with their stock op-
tions.

Another thing that disturbed me about the rule, without any ad-
vance warning, suddenly employee stock purchase plans showed up
in that. Now, when we are talking about small business in Wyo-
ming, that means that the mom-and-pop business trying to sell
their business to their employees, trying to give their employees an
opportunity to take it over so there is continuity in the business,
are now going to pay attention to FASB and have some complicated
rules that they have to follow. I know in last week’s testimony that
there was mention that the FASB standards for small business are
a private choice.
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Well, unless it says so somewhere, unless there is a very definite
statement, every bank, every supplier, anybody that deals with the
business is going to have to make sure that they are following the
standard that FASB put out. Somehow we have to make a distinc-
tion on that, and until we make a distinction, there isn’t any busi-
ness that really has a choice.

So I think we are kind of passing the buck and shirking the re-
sponsibility for small business. It is kind of a mad hatter’s game
of hide-and-seek for small business where they try to find things
out.

I know that a lot of the controversy around this hinges around
executive compensation. I know that Congress is very jealous of a
lot of people that make a lot of money. We have shown it in actual
bills that we have passed limiting the cash compensation that ex-
ecutives can make.

It doesn’t matter what we do. There are ways around what we
do. Sometimes as we try to put those things into place, we kind of
foul things up for everybody.

A recent article in The Washington Post found that with or with-
out stock options, executives are going to get their pay. So this pro-
posal wouldn’t do anything to curb executive compensation, but it
will curb the ability of ordinary workers to receive stock options,
and it will curb small business’ ability to hire workers and to cre-
ate new jobs.

One of the ways that a start-up business gets really good tech-
nical people is to offer stock options so that they can grow with the
business. These small businesses don’t have any other way to real-
ly provide that incentive for them to come in. They don’t have
enough cash to pay them cash up front, so it will have a drastic
effect on small businesses. This hearing is intended to hear what
small business has to say, and that will be the second panel.

I would like to welcome our witnesses today and thank them in
advance for their testimony. I will mention that I have condensed
my opening comments considerably and hope that people will kind
of stick to a format of about 5 minutes on their statements so that
we will have time for questions. There are a lot of things we need
to go over in this.

On our first panel today, we have two members of FASB: the
Honorable Chairman Robert Herz and George Batavick who is
chairing the Small Business Advisory Committee. In addition, we
have the Honorable Douglas Holtz-Eakin, the Director of the Con-
gressional Budget Office. I appreciate all of you appearing today.

Senator Levin, any opening comments?

OPENING STATEMENT OF THE HONORABLE CARL LEVIN,
A UNITED STATES SENATOR FROM MICHIGAN

Senator LEVIN. Thank you very much, Mr. Chairman.

This is a very important hearing, and we look forward to hearing
from our panelists as to the purpose of the FASB rule, what the
origin of the rule is, and as to whether or not it has a particular
effect on small businesses as distinguished from other companies,
and if so, what that effect is.

We adopted a reform following the Enron disaster called Sar-
banes-Oxley, and one of the things we did in Sarbanes-Oxley was
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to give FASB greater independence by giving it a source of revenue
which would be protected. We saw that FASB was put under huge,
huge political and lobbying pressure about 10 years ago when they
decided to require that options be expensed like all other forms of
compensation. FASB had to back off at that time despite their be-
liefs. It is supposed to be an independent accounting board which
adopts accounting standards free from political pressure, and this
time around it did what it believed was the right thing to do, which
is to treat stock options as compensation like all other forms of
compensation.

Stock options are the only form of compensation which, up until
now, do not need to be expensed. If you give somebody stock, condi-
tional or otherwise, if you give somebody a bonus, conditional or
otherwise, based on performance, that must be expensed at one
]Io)OiIll{t or another. It is compensation. It has got to show up on the

ooks.

There has been this treatment of stock options which is unlike
any other incentive pay or any other pay or compensation of any
kind, which for reasons we saw very clearly in the early 1990s, are
excluded from the usual rule, which is that compensation is going
to show up on the books. Companies get a tax deduction for com-
pensation. They get a tax deduction when the stock options are ex-
ercised. In fact, it is now typical that employees get tax deductions
up front when the stock options are granted. That is even now al-
lowed, and many employees of small businesses take tax deduc-
tions immediately.

So in terms of the argument you can’t value stock options, they
are valued all the time. They are valued in footnotes which are
shown, and employees who take tax deductions now, when given
the stock option are allowed in many instances to take tax deduc-
tions now. Yet, it doesn’t show up on the company’s books as an
expense.

That double standard fueled the Enron disaster. What happened
in Enron and many other companies is that the executives enriched
themselves by taking huge amounts of stock options, made the
company look a lot better than it was through phony accounting,
made the books look great, showed a big profit for the company,
had the stock value go up, exercised their options, enriched them-
selves, and left their companies bankrupt.

The question always haunted me: How could they do that? How
can they make the books show a profit and not pay income tax on
that profit? How do they survive as an executive by showing a prof-
it on their books but not having to pay Uncle Sam the income tax
on that profit? The answer was stock options, because those same
stock options which enrich them, in Enron and too many other
companies, at the expense of stockholders and employees, those
same stock options are a tax deduction. So Enron could deduct the
value of those stock options on its income tax, but not show the
value of those stock options as an expense on its books. So it had
these large profits shown, which were phony profits, but did not
have to honestly show the stock option value as an expense on its
books. That was a major part of the Enron disaster for us.

Putting all that aside, we have an independent accounting board
now, which has made a decision that it is going to require that



5

stock options be expensed. Our Chairman points out that stock op-
tions are an extremely valuable tool. They are. So are bonuses a
valuable tool for performance. So are grants of stock based on per-
formance, but they all have to be expensed.

Our Chairman points out that stock options are being used in
China, and that is great. The issue here isn’t whether or not stock
options are used. The question here is the accounting for stock op-
tions. What will the accounting rule be for stock options? That is
the issue, not whether stock options are granted; not anymore than
it is whether or not bonuses are granted for performance or wheth-
er or not stock itself is given for performance.

Again, when bonuses and stock are given based on performance,
they are shown as an expense on the books. That is what the ac-
counting rule is. Stock options are the only form of compensation
which is not treated like other forms of compensation, and that is
what FASB is proposing to change.

One final comment on China. I understand—and I would like our
witnesses to comment on this—that in focusing on stock options,
China is also adopting the International Accounting Standard
Board rule, which is going to go into effect next year, which re-
quires that stock options be expensed. If we are correct, in China,
which is going to make greater use of stock options, they are going
to adopt the same accounting principle for those stock options in
China as FASB is proposing here domestically.

Finally, a very small percentage of our small businesses use
stock options, as far as we can tell. I hope our witnesses will com-
ment on that. The best figure that we can get is that about 3 per-
cent of small businesses, according to one study, use stock option
grants. So regardless if or not we have the same accounting rule
or a different accounting rule for stock options relative to small
businesses under the current rule, which does not require expens-
ing, those stock options do not need to be expensed at all, since
only 3 percent of our small businesses apparently use the stock op-
tions. Of course, no business, unless it is incorporated, unless it is
public, has to adopt the Generally Accepted Accounting Principles,
(GAAP). So I think—and I would like statistics on this from our
witnesses—the vast majority of small businesses do not follow the
GAAP rules because they are not public companies. I would like to
hear some testimony on that as well.

Thank you very much, Mr. Chairman, for bringing us together.
It is a very important subject, and I look forward, at least as long
as I can stay here, to hearing from our witnesses.

Senator ENZI. Senator Allen.

OPENING STATEMENT OF THE HONORABLE GEORGE ALLEN,
A UNITED STATES SENATOR FROM VIRGINIA

Senator ALLEN. Thank you, Mr. Chairman, for having this hear-
ing, and thank you for your expert leadership on this very impor-
tant issue, which I think affects our economy, our jobs, and the op-
portunities particularly for small businesses, start-ups, and those
that may be small businesses and not publicly traded, but ulti-
mately might be.
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I vow to stay here through much of this hearing. We have a bat-
tle on the floor possibly on trying to stop taxing of the Internet, so
I may have to leave if we get back to that.

Let me make a few observations here on why I think the way
that you are bringing the Small Business and Entrepreneurship
Committee into focus here on the impact, particularly on smaller
businesses, is so right and so appropriate.

First, let me just give everyone here my view. I think incentives
are a great idea. I think it is a great idea if employees own part
of the company or have the potential of owning more of the com-
pany. It has been suggested—and I think it makes a great deal of
sense intuitively—that if an employee cares more about just a pay-
check every two weeks and actually cares about the market share
and how a company is growing and they also have that incentive
that those stock options that they might someday get will actually
have some value, I think that is a great motivation. In fact, one
respected technology CEO said, “Employees with stock options are
like homeowners; whereas, those without stock options are like
renters.” He saw a difference in attitude, commitment, and the
level of entrepreneurial spirit. It all makes a great deal of sense.

My concern with what the Financial Accounting Standards Board
is planning to do with this exposure draft—and it seems like they
have preordained that they are going to do it—is the impact all
this is going to have on jobs and the ability of broad-based stock
ownership for broad-based employees, not the top executives of the
company, but the ability for companies that may have 50, that may
have 500 employees, they may have even 5,000 employees. The
point is all the employees from clerical to some of the engineers,
to the scientists, to the innovators, all of that is going to have an
adverse impact on their productivity and those opportunities for
those individuals.

Now, what we have here is an elected Senate, and we are faced
with unelected officials on the Financial Accounting Standards
Board. And the effect of all the benefits of stock options for employ-
ees, broad-based employee stock options, will come to an end if this
proposal goes forward. The question, though, and the whole issue
here is how are you going to treat employee stock options as an ac-
counting expense and disregard just certain fundamental issues.

First, employees’ stock options are not freely tradable. They
inure to the benefit of an employee, and they only have any value
of whatever that strike price is eventually achieved 4 or 5 or 6
years down the road. So how do you value something that has no
market? How do you put a price on something if it is not for sale?
The answer is you cannot, and there is no accurate way to value
these options without an open market.

On top of it all, we have a proposal now that really hasn’t been
field-tested very much, this binomial approach as opposed to Black-
Scholes, which has generally been discredited. So on top of it all,
an untested proposal is going forward on something that really is
not evaluable.

The stock options, of course, take several years, and the other
thing is for small businesses—and even larger businesses—when
they have downturns, say in the technology sector, because they
are using stock options, which may or may not become worth some-
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thing someday, rather than laying off employees, they don’t have
that underlying expense because say their salary component. Their
salary that they pay every month, is not as high because they are
giving more in stock options. So instead of laying people off, their
expenses are less, and that keeps folks motivated, staying with the
company, not jumping to another job, so that when the demand
kicks in, that talent is still there for that company.

I do also find it distressing that on the Pacific Rim and particu-
larly in China, the People’s Republic of China has companies in
that country advertising and promoting themselves that they have
employee stock options. I would hope in the United States of Amer-
ica that we would want to make sure that we are competitive and
that we do not lose talent, we do not lose those jobs, offshoring, so
to speak, because of the better incentive packages that creative
innovators can get from working in a company in the People’s Re-
public of China. I will also point out Bear Stearns said that if
FASB is determined to fundamentally change—to go with their
flawed assumptions about their proposals as far as expensing stock
options, there will be a 44-percent decline in the Nasdaq 100 com-
panies’ profits that they would have been required to expense, em-
ployee stock options, if they had to in 2003. So, granted, the
Nasdaq 100 are not necessarily small businesses; however, they are
businesses—and I do care about businesses, large, small, and me-
dium size, and a lot of small businesses, a lot of those companies
on Nasdaq at one time were small businesses. So I think it is very
important that we address the economic impact of this on jobs, the
competitiveness of the country, and particularly in looking at small
start-up companies that want to retain good people, quality people
in their workforce, as well as attract people to serve on the board
of directors that will also help those companies grow.

I thank you, Mr. Chairman, for your leadership on this very im-
portant issue.

Senator ENzI. Thank you.

Senator Bayh.

OPENING STATEMENT OF THE HONORABLE EVAN BAYH,
A UNITED STATES SENATOR FROM INDIANA

Senator BAYH. Thank you, Mr. Chairman. As much as I would
like to think that the audience is gathered here today to hear me
give a speech, I suspect that they are here to listen to our panel,
and I am here to listen and learn. Let me just take 2 minutes to
sort of share my perspective with which I am approaching this
issue.

It seems to me that our job as public policymakers is to attempt
to reconcile a couple of very important and potentially competing
concerns that will be brought up in the course of these delibera-
tions. The first is the importance of the accounting aspect of all of
this, the need for accuracy and transparency in accounting that is
vitally important to the functioning of our capital markets, the con-
fidence and trust that investors, both large and small, can place in
the American system of free market enterprise. That is a very im-
portant concern I know we are going to be hearing about today.

Senator Allen alluded to some of the difficulties of achieving ac-
curacy in this context. It seems to me from what I can hear that
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perfection is likely to escape us, but, nevertheless, we need to do
the best we can in terms of achieving accuracy and transparency.

There is also a set of other issues that some of our colleagues
have touched upon here. I refer to these as the macroeconomic
issues: incenting innovation, which I think is very important in
terms of what the competitiveness of the American economy is
going to be going forward; global competitiveness, vitally important
at this juncture with increased globalization and competition.

It is possible that there is going to be some tension between
these different principles that we seek to embody in our decision-
making. I was going to say the potential consequences are signifi-
cant. A couple of decades ago, I believe, the treatment for health
care expenses was changed, moving that from a footnote up into
the balance sheet, and it set off a chain of events, which may be
good, may not be good, depending on your perspective. They were
very significant. Companies began to take health care costs much
more seriously. That led to the rise of managed care organizations,
which has led to, in some respects, a backlash against the provision
of care in that regard, which has then led to the call for the Pa-
tient’s Bill of Rights, et cetera, et cetera, et cetera. A change in the
accounting treatment of health care expenses led to really some
profound changes in a seventh of the American economy. That
touches upon the daily lives of almost every American.

So as I said, that may have been good, it may not have been
good, but it was profound. It makes it vitally important that we get
this right and at least make some attempt to anticipate what the
impact of all this is going to be on accuracy and transparency, but
also on the rate of innovation and our ability to compete globally
with those we have to compete with.

Those are sort of some of the principles I am trying to approach
this debate with. I want to thank our panel members and others
for being here today, and I look forward to receiving their wisdom.

Thank you, Mr. Chairman.

Senator ENzI. Thank you.

Senator Ensign.

OPENING STATEMENT OF THE HONORABLE JOHN ENSIGN,
A UNITED STATES SENATOR FROM NEVADA

Senator ENSIGN. Thank you, Mr. Chairman. I think this is a vi-
tally important issue when it comes to the competitiveness of
America in the global economy. What Senator Bayh just talked
about, I think, is exactly right. If we mess this up, there could be
iQ,levere consequences, and I hope that our panel is taking that to

eart.

What Senator Levin mentioned was that this isn’t about whether
to use stock options or not. This is just about how to account for
those. The problem with that statement is that the people who are
issuing stock options are telling us that if FASB goes ahead with
what they are planning, broad-based stock option plans will come
to an end.

Now, are the top employees going to get stock grants and are
some companies going to use stock grants? Yes. The top employees
aren’t the people that we are worried about. It is the rank and file
employee out there that will no longer, as Senator Allen talked
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about, be an owner in the company. Silicon Valley was built on
stock options. A lot of these start-up companies that could not af-
ford to pay the top prices were giving lower wages, and stock op-
tions, basically allowing the individual employees themselves to be
an entrepreneur. Part of being an entrepreneur is being a risk-
taker. As a veterinarian, I started my own animal hospital in Las
Vegas. I was a risk-taker. I was putting my own heart, sweat,
money, everything at risk.

Well, that is what broad-based stock options plans do to the
front-line employee, do to the secretary, do to the engineer, do to
all rank and file workers. They become owners in the company, be-
lievers in the company.

When we put in these types of accounting standards that are so
complex, you confuse people. I am not an expert, I am not an ac-
countant like our Chairman is. Listening to the CFOs out there
and to the people that are going to actually have to comply with
this, they are pulling their hair out. They are saying there is no
way that they are going to do this. Company after company after
company is telling us that, and especially now if—in this draft pro-
posal, you give two different options, binomial, Black-Scholes, and
a company is forced to pick one and not the other, you are setting
people up for frivolous lawsuits from trial lawyers.

If we are going to expense—which I disagree with in the first
place—then we should certainly have a valuation method that is
accurate, but also one method that everybody uses so there isn’t a
choice out there because, otherwise, I believe it is going to once
again be just a tremendous windfall to the trial lawyers in Amer-
ica.

What we should be after is accuracy and transparency, and I still
don’t understand—and maybe the panel can address this—why dis-
closing stock options at the various prices that they were given on
the various financial statements and income statements, why those
wouldn’t be accurate enough for the average investor. I mean, that
is what you are trying to do. You are trying to say, okay, as an in-
vestor I see those out there, I can figure out any dilution that rep-
resents. But if they are actually being expensed and forcing re-
statements and effecting the stock price, it just doesn’t seem to
make sense. My father is a chairman and CEO of a public com-
pany. It started at $25 a share, went to $42 a share, to $17 a
share, back to $28, down to $7 a share, back to $28 a share, back
to $15 a share, to $42, back to $25, and now it is up to $60.

The volatility of markets makes expensing of stock options so in-
credibly complex that I frankly think that is going to hurt investors
and our company and the biggest thing I think that is going to hurt
is our competitiveness in the global community. We should be look-
ing at everything we can do to make American business more com-
petitive in the global marketplace. That means reforming regula-
tion and the way we tax our companies and accounting rules. That
is certainly a regulation, and we should not be making American
companies less competitive, especially with the Pacific Rim, which
anyway, is by far the most competitive place for the United States.

So I look forward to hearing from our panel today and certainly
hope that our panel is listening to the people who are on the front
lines making these decisions. You are not responsible for the com-
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petitiveness of the United States. You know, they are, we are, and
I hope that we do this right because I am very afraid of what is
going to happen.

Senator ENzI. Thank you.

Senator Pryor.

OPENING STATEMENT OF THE HONORABLE MARK PRYOR,
A UNITED STATES SENATOR FROM ARKANSAS

Senator PRYOR. Mr. Chairman, I am glad you brought this very
important issue before the committee today. I appreciate your lead-
ership on it, and I think any comments I would have would really
just be ground that has already been plowed by these other Sen-
ators. So I would like to just hear from the panel now.

Thank you.

Senator ENzI. Thank you.

We will move to the panel then, and the first person to present,
of course, will be the Chairman of the Financial Accounting Stand-
ards Board, Chairman of FASB, Robert Herz. He joined
PricewaterhouseCoopers in 1974 after graduating from the Univer-
sity of Manchester in England with a B.A. degree in economics, and
moved on to Coopers and Lybrand. He has been real active in the
AICPA with the security regulations committee and a
transnational auditors committee of the International Federation of
Accountants. An amazing background, and he has a recent book,
“The Value of Reporting Revolution: Moving Beyond the Earnings
Game.”

Mr. Chairman.

STATEMENT OF ROBERT H. HERZ, CHAIRMAN, FINANCIAL AC-
COUNTING STANDARDS BOARD, NORWALK, CONNECTICUT;
AND GEORGE J. BATAVICK, BOARD MEMBER, FINANCIAL AC-
COUNTING STANDARDS BOARD, AND CHAIRMAN, FASB
SMALL BUSINESS ADVISORY COMMITTEE, NORWALK, CON-
NECTICUT

Mr. HErz. Well, thank you, I guess it is Acting Chair Enzi, and
thank you, Members of the Committee. I am Bob Herz, Chairman
of the FASB. With me, as you said, is George Batavick, one of my
fellow Board members, and he will be chairing our newly estab-
lished Small Business Advisory Committee. That very good idea
did come from Senator Enzi, and we thank him for that. We are
pleased to appear before you today on behalf of the FASB and
thank you for allowing us to participate in this very important and
timely hearing.

We certainly recognize the importance of small business to job
creation, to entrepreneurship, and to our Nation’s economy. Accord-
ingly, we also recognize the need to carefully evaluate whether our
proposed improvements to financial reporting, not just on this sub-
ject but in general, not only are conceptually sound and meet the
needs of the users of those reports, but also whether the proposed
improvements can be implemented by small businesses in a cost-
effective manner.

We have got some brief prepared remarks, and I would respect-
fully request that the full text of our testimony and all supporting
materials be entered into the public record.
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Senator ENzI. Without objection, they will be included.

Mr. HERZ. As you know, we are an independent private sector or-
ganization. Our ability to conduct our work in a systematic, thor-
ough, and unbiased manner is fundamental to achieving our mis-
sion, which is to establish and improve general purpose standards
of financial accounting and reporting for both public and private
enterprises. We believe those standards are essential to the growth
and stability of the U.S. economy because creditors, investors, and
other consumers of financial reports rely quite heavily on credible,
transparent, comparable, and unbiased financial information to
make their economic and investment decisions.

Now, because the actions of the FASB affect so many organiza-
tions, our decisionmaking process must be open, it must be thor-
ough, and it must be as objective as humanly possible. Our rules
of procedure require an extensive and public due process. That
process involves public meetings, public hearings or roundtables,
field visits or field tests, liaison meetings with many interested
parties, consultations with our advisory councils, exposure of our
proposed standards to external scrutiny and public comment, and
then after the comment period, public redeliberation by the Board,
which often, I will tell you, does result in significant changes and
improvements to proposals.

Our due process procedures do include participation by users,
auditors, and preparers of the financial reports of small business.
The recent formation of the Small Business Advisory Committee is
intended to further enhance that participation.

We make final decisions only after carefully considering and ana-
lyzing input of interested parties. We try our darndest to balance
the often conflicting perspectives of the various parties in order to
make independent, objective decisions guided by the fundamental
concepts and key qualitative characteristics of sound, fair, and
transparent reporting.

On March 31, we issued a proposal for public comment to im-
prove the accounting for equity-based compensation. It is out for a
comment period of 90 days, and we will be holding roundtables and
other meetings. George will talk about that. It is the result of an
extensive public due process that began in November 2002. That
process included the issuance of a preliminary document for public
comment, review of over 300 comment letters received and over 130
further unsolicited letters, consultation with advisory committees,
review of relevant research, meetings with valuation and com-
pensation experts, field visits to companies, public and private dis-
cussions with hundreds of individuals, and active deliberation of
the Board at 38 public Board meetings, of which about half of those
meetings small business issues and non-public-company issues,
were discussed.

Based on our work to date, we believe the proposal would signifi-
cantly improve the financial reporting for equity-based compensa-
tion arrangements. We would do that by creating greater trans-
parency and completeness in the reporting and a more level play-
ing field in accounting for different forms of equity-based com-
pensation. We believe the proposal would enhance the com-
parability of reported results, profitability, and other key financial
metrics between companies that choose to compensate their em-
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ployees in different ways. The proposal would achieve this by a
number of provisions, but most notably, and I guess most con-
troversially, by the proposed elimination of the existing exception
for so-called fixed-plan employee stock options, which are the only
form of stock option, and which are the only form of equity-based
compensation that is not currently required to be reported as an
expense in the financial statements. The proposal reflects our view
that all forms of equity-based compensation should be properly ac-
counted for and that the existing exception for fixed-plan employee
stock options results in reporting that not only ignores the eco-
nomic substance of those transactions, but that also distorts re-
ported earnings, profitability, and other key financial performance
metrics.

Thus, under the current rules, the greater the use of these in-
struments to compensate employees, the greater the distortion of
the reported results. I would note in contrast, this distortion does
not occur when companies use stock options or similar instruments
which can often be quite complex, such as stock purchase warrants
for purposes other than compensating employees, for example, to
acquire goods and services, employ consultants, or in financed
M&A transactions, because in those cases, the current rules do re-
quire that the options or the warrants be valued and properly ac-
counted for.

Now, just to digress into the public company arena for just one
second, and then we are going to have George focus on small busi-
ness, in the public company arena the proposal would also bring
about greater comparability between the nearly 500 companies that
have now voluntarily opted to account for the cost of employee
stock options in their financial statements and the many others
that have elected not to do so.

It would also result in substantial convergence in the accounting
for equity-based compensation between U.S. standards and the
international accounting standards that are followed by companies,
including many small and non-public companies in over 90 coun-
tries around the world.

I would like to now hand it over to George who will discuss the
several special provisions contained in the proposal that relate to
small business as well as some other small business matters and,
very importantly, talk about our continuing work and due process
on this important subject.

Mr. BaTtavick. Thank you, Bob, and good morning, everyone. Be-
fore I outline the special small business provisions contained in our
proposal to improve the accounting for equity-based compensation,
I would first like to provide some brief background on small busi-
nesses and financial accounting and reporting standards.

First, there is no Federal law requiring non-public enterprises to
use FASB standards. Thus, for most small businesses, the use of
our standards is primarily a private choice. For some small busi-
nesses, that choice may be influenced by whether they have plans
to become a public enterprise.

For other small businesses, the decision to follow FASB stand-
ards may be influenced or controlled by their current or potential
lenders, suppliers, other contracting parties, et cetera. To the ex-
tent that one of those parties requires that the financial reports of
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small businesses comply with our standards, that requirement pre-
sumably reflects that party’s opinion that our standards result in
better, more transparent information for their respective purposes.

Second, it is also important to note that the FASB has long rec-
ognized, as part of our ongoing public due process procedures, that
the costs of complying with our standards can fall disproportion-
ately on small businesses. In recognition of that fact, the Board ac-
tively solicits and carefully considers requests from users, auditors,
preparers of financial reports, and considers whether or not there
should be special provisions to alleviate the costs of implementing
our standards.

These requests come from our continuous and ongoing due proc-
ess and deliberations throughout the life of a project. In this project
on equity-based compensation, if you are following it, all constitu-
ents, large and small, could have taken advantage of our free week-
ly action alert e-mail subscription, which discusses current agenda
items and past Board decisions. They could have attended an open
Board meeting. They could have called in, or they could have lis-
tened to our free webcasts of meetings on the day of the meeting
and one week after. Our meetings also get extensive news cov-
erage, and our free website includes an up-to-date summary of all
equity-based compensation issues as well as our tentative deci-
sions. We sought input from various State CPA societies, who in
turn briefed their clients—in many cases small businesses—on the
status of the project. Lastly, liaison meetings with various groups
having small business representation and Board and staff speaking
engagements provided additional means of receiving valuable input
from the small business community.

With respect to this proposal, it is our understanding that al-
though the use of employee stock options is prevalent at some
small businesses, particularly start-ups and venture capital-backed
enterprises that plan to become public enterprises, the vast major-
ity of small businesses, 3 percent or less, in the U.S. do not grant
employee stock options. As indicated earlier, however, for those
small businesses that are impacted by our proposal, the proposal
includes several special provisions intended to alleviate the costs of
implementation.

First, the proposal includes a special provision that would permit
most small businesses, including all that are non-public, to meas-
ure compensation cost using a simpler, less costly intrinsic value
method, rather than the fair-value-based method. Under the intrin-
sic value method, the amount of compensation expense required to
be reported would generally be equivalent to the amount of the in-
come tax deduction for stock options.

Second, the proposal includes a special provision that provides
that most small businesses that are non-public enterprises would
have a simpler, less costly prospective transition to the new re-
quirements. Finally, the proposal includes a special provision that
provides that the effective date of the proposed standard for non-
public enterprises would be delayed 1 year until 2006.

I would also like to note that the proposal includes a Notice for
Recipients that highlights and describes these special provisions.
The notice requests that respondents to the proposal indicate what
other special provisions for small businesses might be appropriate
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and whether any or all such provisions should also be extended to
public enterprises that are small business issuers.

The Board currently plans to discuss the proposal’s special provi-
sions and other issues about the proposal with representatives of
small businesses at our inaugural public meeting of our Small
Business Advisory Committee on May 11. Our request for agenda
items, which was made to this committee for this meeting, showed
interest in this proposal. We also plan to hold several public round-
table meetings with valuation and compensation experts, users,
auditors, preparers, et cetera, in June to discuss a broad range of
issues.

Following the end of the comment period in June, the Board
plans to redeliberate, at public meetings, issues raised in response
to the proposal, including all those issues raised by the small busi-
ness community. Those redeliberations will include careful consid-
eration of these requests, including ongoing input from the Small
Business Advisory Committee.

Only after evaluating the input at public meetings will the Board
consider whether to issue a final standard.

On behalf of myself and Bob, I would again like to express our
appreciation for inviting us to participate in this hearing. All the
information we obtain at this hearing will be carefully considered.

In conclusion, let me assure you—and I know Bob will also as-
sure you—that you and the users, auditors, and preparers of small
business financial reports can have confidence that the Board will
continue to reach out actively and solicit input from representa-
tives of small businesses in response to our proposal. That input
will be carefully considered in an open, thorough, and objective
manner that will best serve the interests of all parties.

Thank you again, and Bob and I would welcome any opportunity
to respond to questions you may have.

[The prepared statement of Mr. Herz and Mr. Batavick follows:]
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Robert H. Herz

Chairman

and

George J. Batavick

Board Member

Financial Accounting Standards Board

Chair Snowe, Ranking Member Kerry, and Members of the Committee:

I am Robert Herz, chairman of the Financial Accounting Standards Board
(“FASB” or “Board”). With me is one of my fellow board members, George
Batavick. George is heading up the FASB’s newly established Small Business
Advisory Committee (“Committee”). The idea for the Committee originated with
Senator Enzi at a hearing he chaired late last year.

We are pleased to appear before you today on behalf of the FASB. We want to
thank you for inviting us to participate in this very important and timely hearing.

The Board recognizes the importance of small businesses to job creation,
entrepreneurialism, and our nation’s economy. Accordingly, the Board also
recognizes the need to carefully evaluate whether our proposed improvements to
financial reporting not only are conceptually sound and meet the needs of the users
of those reports, but also whether the proposed improvements can be implemented
by small businesses in a cost effective manner.

George and 1 have brief prepared remarks, and we would respectfully request that
the full text of our testimony and all supporting materials be entered into the
public record.

The FASB is an independent private-sector organization. Our ability to conduct
our work in a systematic, thorough, and unbiased manner is fundamental to
achieving our mission—to establish and improve general-purpose standards of
financial accounting and reporting for both public and private enterprises. Those
standards are essential to the growth and stability of the United States (“US”)
economy because creditors, investors, and other consumers of financial reports
rely heavily on credible, transparent, comparable, and unbiased financial
information to make rational resource allocation decisions.
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The FASB’s independence, the importance of which was recently reaffirmed by
the Sarbanes-Oxley Act of 2002, is fundamental to our mission because our work
is technical in nature, designed to provide preparers with the guidance necessary to
report transparent and credible information about their activities. Qur standards
are the basis to measure and report on the underlying economic transactions of
business enterprises.

Because the actions of the FASB affect so many organizations, our decision-
making process must be open, thorough, and as objective as possible. Our Rules
of Procedure require an extensive and public due process. That process involves
public meetings, public hearings or roundtables, field visits or field tests, liaison
meetings with interested parties, consultation with our advisory councils, and
exposure of our proposed standards to external scrutiny and public comment. The
FASB members and staff also regularly meet informally with a wide range of
interested parties to obtain their input and to better our understanding of their
views.

Our due process procedures include active participation by users, auditors, and
preparers of the financial reports of small businesses. The recent formation of the
FASB Small Business Advisory Committee is intended to further enhance that
participation.

The Board makes final decisions only after carefully considering and analyzing
the input of all interested parties. The Board must balance the often conflicting
perspectives of various parties and make independent, objective decisions guided
by the fundamental concepts and key qualitative characteristics of sound, fair, and
transparent financial reporting.

On March 31% of this year, the Board issued a proposal for public comment to
improve the accounting for equity-based compensation. That proposal is the result
of an extensive public due process that began in November 2002. That process
included the issuance of a preliminary document for public comment, the review
of over 300 comment letters and over 130 unsolicited letters, consultation with our
advisory councils and valuation and compensation experts, field visits, public and
private discussions with hundreds of individuals, including users, auditors, and
preparers of the financial reports of small businesses, and active deliberations at
38 public Board meetings at which the provisions of the proposal were carefully
developed with consideration given to the ongoing input received from all
interested parties.
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The Board believes the proposal will significantly improve the financial reporting
for equity-based compensation transactions in many ways, including eliminating
the existing exception for so-called fixed plan employee stock options, which are
the only form of equity-based compensation that is not currently required to be
reported as an expense in financial statements. The proposal reflects the view that
all forms of equity-based compensation should be properly accounted for as such
and that the existing exception for fixed plan employee stock options results in
reporting that ignores the economic substance of those transactions.

The proposal also will provide greater comparability between enterprises that
compensate their employees in different ways and, in the public company arena,
between the nearly 500 enterprises that have voluntarily chosen to account for the
cost of all of their employee stock options and the many others that have elected
not to do so.

Finally, the proposal has the secondary, but important, benefit of achieving greater
international comparability in the area of accounting for equity-based
compensation. In that regard, our international counterpart, the International
Accounting Standards Board {“IASB™), issued a final standard in February of this
year requiring the expensing of all equity-based compensation. The IASB
standard will be followed by enterprises in over 90 countries beginning next year.

The proposal includes several special provisions relating to small businesses.
George will briefly discuss those provisions and other small business issues.
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Chair Snowe, Ranking Member Kerry, and Members of the Committee:

Before I outline the special small business provisions contained in our proposal to
improve the accounting for equity-based compensation, 1 would first like to
provide some brief background on small businesses and financial accounting and
reporting standards.

First, there is no federal law requiring nonpublic enterprises to use FASB
standards. Thus, for most small businesses, the use of our standards is primarily a
private choice. For some small businesses, that choice may be influenced by
whether they have plans to become a public enterprise, since public enterprises are
required to comply with our standards under the federal securities laws.

For other small businesses, the decision to follow FASB standards may be
influenced or controlled by their current or potential lenders, suppliers, other
contracting parties, or State regulators. To the extent that one of those parties
requires that the financial reports of a small business comply with our standards,
that requirement presumably reflects that party’s opinion that our standards result
in better, more transparent, information for their respective purposes than the use
of other existing comprehensive bases of accounting, such as tax basis, cash basis,
or regulatory reporting.

Second, it is also important to note that the FASB has long recognized as part of
our public due process procedures that the costs of complying with our standards
can fall disproportionately on small businesses. In recognition of that fact, the
Board actively solicits and carefully considers requests from users, auditors, and
preparers of the financial reports of small businesses to defer effective dates,
provide for differential disclosures, or provide other special provisions to alleviate
the costs of implementing our standards.

With respect to our proposal to improve the accounting for equity-based
compensation, it is our understanding that although the use of employee stock
options is prevalent at some small businesses, particularly start-ups and venture
capital backed enterprises that plan to become public enterprises, the vast majority
of small businesses in the US do not grant employee stock options. As indicated
earlier, however, for those small businesses that are impacted by our proposal, the
proposal includes several special provisions intended to alleviate the costs of
implementing the proposed requirements.

First, the proposal includes a special provision that would permit most small
businesses (including all that are nonpublic enterprises) to measure compensation
cost using a simpler, less costly “intrinsic value method,” rather than the fair-
value-based method that would be required for most public enterprises. Under the
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intrinsic value method, the compensation cost for any reporting period would be
measured based on the difference between any excess of the fair value of the
enterprise’s stock and the exercise price of the employee stock options granted
with final measurement of compensation cost at the settlement date. The total
amount of compensation expense required to be reported under that method would
generally be equivalent to the amount of the income tax deduction for stock
options.

Second, the proposal includes a special provision that provides that most small
businesses that are nonpublic enterprises would have a simpler, less costly
“prospective” transition to the proposed new requirements. Finally, the proposal
includes a special provision that provides that the effective date of the proposed
standard for nonpublic enterprises would be delayed for one year until 2006, as
compared to the proposed effective date of 2005 for public enterprises.

I also would like to note that the proposal includes a Notice for Recipients
(“Notice”) that highlights and describes these special provisions as well as other
key aspects of the proposal. The Notice requests that respondents to the proposal
indicate what other special provisions for small businesses might be appropriate
and whether any or all such special provisions should also be extended to public
enterprises that are small business issuers under the federal securities laws.

1 also would note, however, that we are aware of some recent surveys and other
input from investors indicating strong opposition to any exemptions from our
proposed requirements for start-ups and newly public companies, respectively.

The Board currently plans to discuss the proposal’s special provisions and other
issues about the proposal with representatives of small businesses at the inaugural
public meeting of our Small Business Advisory Committee in May. We also plan
to hold several public roundtable meetings with valuation and compensation
experts, and users, auditors, and preparers of financial reports in June to discuss a
broad range of issues about the proposal.

Following the end of the proposal’s comment period in June, the Board plans to
redeliberate, at public meetings, issues raised in response to the proposal. Those
redeliberations will address key conceptual, measurement, disclosure, and cost-
benefit issues and will include careful consideration of the ongoing input received
from representatives of small businesses, including ongoing input from the
members of the Small Business Advisory Committee.

Only after carefully evaluating the input at public meetings will the Board
consider whether to issue a final standard. The Board’s current plans are to
complete its redeliberations and be in a position to issue a final standard in the
fourth quarter of this year.
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On behalf of myself and Bob, I would again like to express our appreciation for
inviting us to participate in this hearing. All of the information we obtain in
connection with this hearing will be carefully considered consistent with our
mission and Rules of Procedure.

In conclusion, let me assure you, Chair Snowe, Ranking Member Kerry, and
Members of this Committee, that you, and the users, auditors, and preparers of
small business financial reports can have confidence that the Board will continue
to actively solicit input from representatives of small businesses in response to our
proposal. That input will be carefully considered in an open, thorough, and
objective manner that will best serve the interests of all parties and that will lead to
improving the transparency and credibility of financial reports and, thus, assisting
in the strengthening of the US economy.

Thank you again, Chair Snowe. Bob and I would welcome the opporfunity to
respond fo any questions.
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Senator ENzI. Thank you.

That was Mr. George Batavick, who is not only on FASB, but he
is the Chairman of the Small Business Advisory Committee. He is
the former Comptroller of Texaco, Inc. He has company-wide re-
sponsibility for strategy and policy matters covering all aspects of
accounting and financial reporting, special studies, internal con-
trols, and tactical plan coordination, and he has had a career in
public accounting at Arthur Andersen. Thank you for the testi-
mony.

The next person to testify will be Dr. Douglas Holtz-Eakin, who
is the sixth Director of the Congressional Budget Office. He spent
18 months as a Chief Economist for the President’s Council on Eco-
nomic Advisers, and he serves as CBO’s representative on the Fed-
eral Accounting Standards Advisory Board. He served as editor of
a number of publications—the National Tax Journal, been involved
with the Journal on Human Resources, and a whole list of them,
very impressive list of them. We look forward to your testimony,
Dr. Holtz-Eakin.

STATEMENT OF DOUGLAS HOLTZ-EAKIN, DIRECTOR,
CONGRESSIONAL BUDGET OFFICE, WASHINGTON, DC

Mr. HoLTZ-EAKIN. Mr. Chairman, members of the committee, the
Congressional Budget Office recently delivered to Congress a report
on the accounting for employee stock options, which examined the
issue from an economic perspective, with a particular focus on
measurement issues and on the economic implications of account-
ing for stock options. I want to highlight three main points of that
report, and then I would be happy to take your questions.

The first point is that granting stock options to employees results
in a cost to the firm that is equivalent to cash and other non-cash
compensation. Using the fair value or cash equivalent of compen-
satory options at grant and recognizing that value over the period
when the corresponding labor services are provided—the vesting
period—brings accounting closer to the economic reality of total
firm expenses and net income.

That finding is based on three observations:

First, is that stock options are valuable to employees; otherwise,
they would not accept them as a substitute for other compensation.

Second, the value of options can differ among employees and
change over time. However, the reporting entity is the firm. In re-
porting net income for the firm, costs should be recognized at the
time the labor services are provided; expensing over the vesting pe-
riod reports that cost for the firm. Any subsequent changes in the
value of the options represent a shift of resources among stake-
holders in the firm and not a change in the cost of labor compensa-
tion—a point that we explain in more detail in the report.

Finally, stock options can be cost-effective. Beneficial incentive or
productivity effects will be reflected in earnings. A fair display of
the cost-effectiveness will be achieved by showing the cost of labor
services required to produce those earnings. For that reason, any
accounting standard should recognize their value, but not prohibit
the use of stock options.

The second major point is that valuing stock options is more dif-
ficult than valuing cash compensation. The difficulty does not ap-
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pear to preclude the recognition of their fair value, however, espe-
cially when compared with the intricacy of other calculations of
compensation expenses.

It is more difficult than cash or non-cash benefits, such as em-
ployee health insurance, largely because the price is not observed
and because it has some special features, such as vesting periods,
forfeiture provisions, and restrictions on transferability. However,
advances in financial analysis now permit reasonable valuation of
a wide variety of such warrants, and indeed they are present in
many investment portfolios, including those of the Federal Govern-
ment.

To provide some perspective, the valuation of employee stock op-
tions can be compared with another form of compensation: retiree
health benefits. To value those, a firm must forecast employees’
tenure, the retirees’ marital status, trends in health and mortality,
changes in medical technology, and the ultimate cost and utiliza-
tion of medical services. In short, the valuation exercise is forward-
looking and is based on uncertain and volatile prices. Current
methods for employee stock options address an analogous situation,
and robust options-pricing methods are now available to every
MBA. Moreover, as the demand for such valuation increases, we
would anticipate further analytic advances and an increased supply
of people providing this service to firms.

The final point I want to make from our report is on the eco-
nomic implication of recognizing the expense of employee stock op-
tions. This accounting requirement would not change the economic
fundamentals of any business, large or small. Firms’ cash flows
would not be affected. Their customers, product markets, and com-
petition would be unchanged. Small and large businesses would
face the same labor market conditions, and they would have the
same tools available to attract highly productive labor. Their taxes
would be unchanged. In fact, the underlying financial facts would
be precisely the same for all businesses after the accounting
change. Thus, the only channel for any real economic effect would
be changes in investors’ valuation of these businesses.

One would expect that for savvy investors and for most firms, ex-
pensing would provide no new information and, therefore, no
change in value. Current standards require firms to calculate and
disclose, in audited notes, the fair value of the options grants and
the effect of recognizing them as an expense, on net income. Ex-
pensing would only make this information available more easily
and to a broader audience.

Now, it has been argued that there will be a significant decline
in stock prices as a result of expensing. In advance, no definitive
evidence can be offered for this claim. However, evidence from
other similar events—for example, the early 1990s exposure draft
from the FASB, firms that have voluntarily adopted expensing in
the United States, and firms that have expensed these grants in
Canada or the European Union—argues against any significant
overall effect on stock prices.

A related concern is that stock prices of businesses too small to
be tracked by market analysts may be adversely affected by ex-
pensing. Many of the CEOs of such firms believe that expensing
will reduce their stock prices and have announced that they will
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stop granting options. This is a serious issue. The economic impor-
tance of these entrepreneurial firms and the informed source of
these reports requires that we consider it carefully.

It may be the case that investors in such small firms may be sur-
prised by the information received from expensing stock options
and that this will cause a decline in stock prices, an increase in the
cost of equity capital, and potentially sizable near-term losses for
managers and employees. If some firms are relatively overvalued,
other firms are relatively undervalued, and those firms will enjoy
a corresponding increase in their stock prices as a result of the ac-
counting change. This would permit near-term expansion of mar-
kets and employment by such firms. Those offsetting effects reduce
the possibility of a significant overall effect.

Moreover, these same considerations suggest that improved in-
formation will allow capital in the economy as a whole to flow to
its most productive uses. For the economy as a whole, this would
provide a benefit in the form of increased productivity and competi-
tiveness.

Thanks, and I look forward to your questions.

[The prepared statement of Mr. Holtz-Eakin follows:]
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Madam Chair, Senator Kerry, and Members of the Committee, thank you for the
opportunity to present the findings of a Congressional Budget Office (CBO)
report on accounting for employee stock options.! The purpose of the report was
to examine the way in which the recognition of the cost of such options—as in the
Financial Accounting Standards Board’s proposal to require the expensing of
compensatory stock options for publicly traded firms*—would improve the
measurement of net income. In my remarks today, I wish to make three points:

m Granting stock options to employees results in a cost to the firm that is
equivalent to cash and other noncash compensation. Like the cost of other
compensation, the fair value of options is an expense to the granting firm.

®  Valuing employee stock options is more difficult than valuing cash
compensation, but the difficulty does not appear to preclude the recognition of
their fair value, especially when compared with the intricacy of some other
calculations of compensation expenses.

®  Recognizing the expense of employee stock options would not change the
economic fundamentals of any business, large or small. Thus, any economic
effect of this accounting change would derive from altering investors’
perceptions of the expenses and net income of some firms. To the extent that
recognized net income is closer to its underlying economic value, more
accurate perceptions would be broadly beneficial.

Compensating Employees with
Options Is Costly to the Firm

Granting options or other benefits in lieu of cash compensation is an exchange of
value for labor services. A fundamental objective of financial accounting is to
tally operating flows of resources into and out of the reporting entity in order to
measure the net gain or loss from operations during the specified period. Including
the fair value or cash equivalent of compensatory options and recognizing that
value as an outflow of resources when the corresponding labor services are
provided—the vesting period—brings accounting practice closer to economic
reporting of total expenses and net income.

Several aspects of that observation merit discussion. First, CBO’s analysis is
entirely consistent with the notion that stock options are valuable to employees.
Indeed, if not, employees would not accept options instead of other compensation.

8 Caongressional Budget Office, Accounting for Employee Stock Options (April 2004).

2. Financial Accounting Standards Board, Proposed Statement of Financial Accounting Standards:
Share-Based Payment (No. 1102-100, an amendment of FASB Statements in No. 123 and 95),
March 31, 2004, available at www.fasb.org/drafved_intropg_share-based_payment.shiml.
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Second, it may be the case that the value of options differs among employees or
shifts over time. The focus of accounting for expenses and net income, however,
is on the cost of compensation to the firm at the time that the labor services are
provided. Expensing over the vesting period the fair value of stock options when
they were granted reports that cost for the firm. As detailed in the CBO report,
subsequent changes in valuation represent a shift of resources among firms’
stakeholders but not a change in the cost of labor compensation.

Finally, stock options can be cost-effective in attracting and retaining a skilled
workforce. Any beneficial incentive or productivity effects will be reflected in
earnings, as reported in net income. A fair display of cost-effectiveness will be
achieved by also showing the cost of labor services. The demonstrated
effectiveness of options as an incentive-based compensation tool makes it
desirable that proposals to recognize the value of options do not prohibit their use
by any company.

Valuing Options Can Be More Difficult

Than Valuing Some Other Forms of Compensation
Compared with pay and purchased fringe benefits such as employee health
insurance, employee stock options are more difficult to value because their price
is usually not observed directly. In addition, features such as vesting periods,
forfeiture provisions, and restrictions on transferability make valuation more
complicated than for options without those features. However, advances in
financial analysis now permit reasonable valuation of a wide variety of such
warrants, as attested by their presence in many investment portfolios—including
that of the federal government.

Some perspective on the difficulty of valuing options may be provided by
comparison with another form of employee compensation: health benefits for
retirees. To value those costs, the firm must project numerous uncertain future
conditions, including employees’ tenure, retirees’ marital status, trends in health
and mortality, changes in medical technology, and the cost and utilization of
medical services years hence. That is, the valuation exercise is forward-looking
and incorporates uncertain and volatile prices. Current valuation methodologies
for employee stock options address an analogous situation, with the advantage
that robust options-pricing models are now in the standard toolbox of MBAs. In
short, the challenge does not appear to be unique or fraught with such practical
difficulty that one would prefer a value of zero, which is currently permitted.
Moreover, as the demand for such valuations increases, one should anticipate
further analytical advances and a growing supply of service providers.
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Recognizing the Fair Value of Options Would Not

Change the Economic Fundamentals for Any Business
Cash flows available to conduct operations will not be affected by the form of
accounting disclosure in financial statements. Customers, product markets, and
competition will be unchanged. Small and large businesses will face the same
labor market conditions, and they will have the same tools available to attract
highly productive labor. In fact, the underlying financial facts will be precisely the
same for all businesses after any new accounting standard is adopted.

Thus, the channel for any possible real economic effect would be a change in
investors’ valuation of businesses. For savvy investors and most firms, expensing
would provide no new information and, therefore, no change in value. That
situation exists because the current standard requires firms to calculate and
disclose, in audited notes, the fair value of the options granted and the effect that
recognizing them as an expense would have on reported net income. For those
investors willing to refer to that disclosure, information required by the proposed
standard is already available. Expensing would only make that information more
easily accessible and broadly available. Nonetheless, it has been argued that there
will be a significant decline in the prices of stocks as a result of expensing. The
experience of companies that have already begun to expense options in the United
States, Canada, and the European Union argues against any significant overall
effect.

Another concern has focused primarily on businesses too small to be tracked by
market analysts. The belief that expensing employee stock options will reduce
their stock prices has prompted some businesses to declare that they will stop
granting options rather than recognize the expense, regardless of the benefit of the
options to the firms or to their employees. The economic importance of
entrepreneurial firms and the informed nature of these reports suggest that they be
taken seriously. Perhaps investors in some firms would be surprised to discover
the effect of options on earnings. Such businesses would suffer a decline in stock
prices and an increase in the cost of equity capital, with potentially sizable
near-term losses for managers and employees. But in the same way that some
businesses might have been relatively overvalued as a result of understated
compensation costs, other firms have been relatively undervalued. The latter
would enjoy an increase in stock prices as a result of the accounting change,
permitting near-term expansion of markets and employment. Therefore, the effect
overall would be smaller than for any single firm.

Such dynamics reflect the fact that improved information and valuation would
tend to divert new investment from firms with less productive opportunities
toward others with more productive ones. That is, a potential economic benefit for
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the economy as a whole from the proposed accounting standard would be to
increase the flow of capital to those businesses that could use it more
productively, as indicated by their higher net income.

This completes my statement, Madam Chair, but if I may, I would like to submit
the CBO report on this topic for possible inclusion in the record.
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Senator ENZI. I want to thank all three of you for your out-
standing testimony and particularly for the more extensive docu-
ments that you have provided for us. I was able to go through quite
a few of those, but I need to have some answers to some more gen-
eral questions to start out with.

I am concerned about the method of gathering information about
the proposed standard. I guess I am a little disappointed that the
concentration is on convincing Congress that what you are doing is
right rather than soliciting comments to find out whether what you
are doing is right. I am just not familiar with this process of a
Board that is supposed to be soliciting—and everything that they
write talks about listening and process and accountability and
thoroughness, and they have had the appearance of being locked
into a primary approach from the very beginning, and everything
that seems to be happening continues to put forward that ap-
proach.

For instance, I got a letter from the Big Four accounting firms,
and they said that that was at the solicitation of FASB officials,
asking us not to do any legislation. I have said a number of times
that if the small business aspect—if there is an appearance that it
has been listened to, then legislation may not be necessary. But if
it isn’t listened to, there may be a landslide toward doing it.

It is based around listening, not about legislating, and there is
so much concentration being done on the legislation that I am not
sure that the listening is being done.

Chairman Herz, would you comment on that, as well as your role
as a lobbyist?

Mr. HERzZ. Well, I think we listen a lot. We meet with many peo-
ple. We get lots and lots of input. I went over that. Inevitably, some
people have views, and when you don’t accept their views, they say
you are not listening. Listening does not necessarily mean that you
agree or obey.

We are continuing to listen. We really are. In fact, on the small
business aspect, your suggestions have been outstanding, I think,
on the Small Business Committee. Just from my meetings with
you, I think I have taken on some of your infectious passion for the
subject, and we will continue to do that.

At a hearing actually on the House side back in June, I said that
I don’t think personally one-size-fits-all in that regard. One of my
involvements was being a managing partner of a series of invest-
ment funds that invested in a lot of things, including venture cap-
ital, direct equity investments in start-ups and the like. I think I
have got a pretty decent feel for that.

Our job is ultimately to find the right accounting, accounting
that is sound, accounting that is also cost-beneficial, that is under-
standable, and we are going to listen real hard and work it real
hard. You have my commitment to that.

As for the lobbying, I can’t help but thinking that it is kind of
a little bit like the pot calling the kettle black. You know, we all
know from all the press reports—and we didn’t want to politicize
this issue. Long before we even put this on the agenda, the Inter-
national Stock Option Coalition was formed, was ready—you know,
the press, on Capitol Hill, you called a roundtable yourself right
after we put this on the agenda. I think that was a useful round-
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table, but hearings were all called. This is about the fifth or sixth
hearing this month on this subject.

I understand. I actually think Senator Bayh’s perspective is kind
of where I would come down. You guys have got—I mean, this is
a public policy issue, and there are competing—there may be com-
peting goods. I hope there aren’t competing goods. I mean, my view
is let’s get the accounting right. If you want to incent innovation
through stock options, triple the tax deduction, do something else,
but let’s get the information set right so that the capital markets
can work.

In regard to lobbying, we have not asked any firm to lobby for
us with respect to our proposed standard to improve the accounting
for equity-based compensation. Since 1996, our Washington, DC
representative, Jeff Mahoney, has provided information and re-
sponded to questions about the FASB and our activities from staff
and Members of Congress, Federal Government officials, and other
interested parties here in Washington, DC. He also arranges for me
to meet directly with many of you, with your staff, and other people
in Washington. Our communications sometimes entail lobbying
contacts as defined in the Lobbying Disclosure Act relating to pro-
posed legislation that relates to our activities, both Jeff and I and
my predecessor, Ed Jenkins, were registered under the Lobbying
Disclosure Act on behalf of the Financial Accounting Standards
Board.

Our intent is not to lobby, not to politicize at all, but, we have
seen on the other side since this issue began and more lately with
the well-publicized fly-ins of executives and, as Senator Fitzgerald
said at last week’s hearing—I don’t know what adjective he used—
that the place was swarmed with, crawling with high-tech lobby-
ists. We would rather have this issue discussed on its merits like
we are doing today rather than through a political context.

Senator ENzI. Well, I appreciate that. I can tell you, I wouldn’t
have been nearly as surprised had I gotten a letter from each of
the Big Four accounting firms instead of a joint one from the Big
Four accounting firms. I didn’t know they got together on that per-
sonal of a basis.

But to move on, I am really pleased that you did a Small Busi-
ness Advisory Committee. I am hoping that you will perhaps make
it a little bit more of a Small Business Advisory Committee. Under
NASD—and I keep using that as an example because I am hearing
a lot of good reports on things that are happening as a result of
it, the chairman is actually from a small firm. The advisory com-
mittee meets on a regular basis. The advisory committee selects
what it is going to hear. On your advisory committee, they are
going to have a half a day, I think, to look at this proposal and go
into the details on this intrinsic and fair value and Black-Scholes
and binomial valuation models. I am also wondering if that is near-
ly adequate. And I am wondering how the comments by the Small
Business Advisory Committee will become a part of the docket then
on what you are actually going to do. I am also a little concerned
about people from that committee already writing letters and say-
ing what is going to happen. If it hasn’t even met, it seems a little
premature for the committee to have any kind of an opinion yet.

Would either of you care to comment on that?
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Mr. BATAVICK. Yes, Senator, I would. Going back to the meeting
itself, as you know, when we formed this committee, we reached
out to over 20 different organizations for representation—the
American Community Bankers, the National Venture Capital Asso-
ciation, Small Business Administration, etc. We believe we have an
excellent committee. I have spoken with just about everyone that
was nominated for the committee, and I can tell you they are very
enthusiastic on two fronts. They are enthusiastic that they are
going to be providing us with important issues that we can con-
sider, but they are also interested in getting together as a group
so the users and the preparers and the auditors can hash out
issues.

It was raised earlier today: Why do some of these private compa-
nies follow our standards? Well, these are the types of issues we
are going to be discussing to make sure that the users understand
what the preparers and the auditors are going through.

We did go out prior to the meeting with a suggestion for agenda
items. We did receive a number of requests, and those requests
were around the area of equity-based compensation, which, as Sen-
ator Enzi said, is going to be the largest topic discussed at our
meeting. We also thought it was important to discuss other issues
that they brought up. They brought up our Standard 150 on man-
datory redeemables. They brought up issues on business combina-
tions. They brought up issues on various other matters like the ac-
counting environment, and whether we should we have differential
accounting standards.

So based on those agenda requests from the committee, Mr. Sen-
ator, we formed the agenda itself. Also, we are not looking to have
just two meetings a year. Unfortunately, that was mis-commu-
nicated. What we meant to communicate is that, at a minimum, 2
times a year we will meet. We are going to discuss during this
meeting what type of frequency will make sense. Even if the fre-
quency of the meetings is only 3 or 4 times a year, let’s say, or 5
or whatever, that doesn’t mean that we don’t reach out to this com-
mittee whenever we want to. That doesn’t mean that they can’t
pick up the phone and call us and give us their input.

If you look at the agenda on equity-based compensation, what
you will see is that when we talk about the provisions, when I brief
this committee on some of the differential provisions we have for
non-publics, we are going to ask them: Should this be expanded to
other small businesses and how? What do you need to educate
yourself? What help do you need to implement the requirements?

These are all the questions that we are going to be spending a
considerable amount of time on at our inaugural meeting. The peo-
ple that I spoke with are very energetic, very excited about getting
together. And I believe they feel coming in here that they will be
able to have input and they will be able to make a difference.

Senator ENzI. I appreciate that, and it is very encouraging, and
I will be looking forward to the results on that. I know that my
time has run out, but I have to ask Dr. Holtz-Eakin a question. I
will mention that I would appreciate it if we could put some addi-
tional questions to everybody in writing and get some responses.
What we are doing, of course, is building a record so that we know
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what to do in the future and how things are going based on what
we have heard today.

Dr. Holtz-Eakin, in the CBO study on FASB, was there any inde-
pendent technical accounting analysis or just the documentation
used from FASB itself? I noticed that there wasn’t any mention of
small business in the CBO study. So was there any input from
small business? Were there any additional studies that were used
besides information from FASB?

Mr. HoLT1z-EAKIN. Well, certainly the CBO study reflects our
reading of the broad accounting and research literature in econom-
ics on both the measurement issues and the economic implications.
So it is far from focused on just the materials received from FASB
but, rather, on the entire record of published research.

Senator ENz1. Okay. I will have some additional questions.

Mr. HoLTZ-EAKIN. Certainly.

Senator ENzI. I appreciate it.

Senator Levin.

Senator LEVIN. Thank you, Mr. Chairman.

Mr. Chairman, first of all, I would like my statement to be made
part of the record, including that portion which lists some of the
leaders in the financial and accounting world who have supported
the expensing of stock options.

Senator ENZI. Your full statement will be a part of the record.

[The prepared statement of Senator Levin follows:]
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ON
THE IMPACT OF STOCK OPTION EXPENSING ON SMALL BUSINESS

April 28, 2004

Since late 2001, a wave of corporate scandals has engulfed the U.S. business world.
While business giants like Enron, Adelphia and Tyco got front page publicity, nearly every
business, large and small, was in some way hurt by the damage done to investor confidence in
our financial systems, our markets, and our financial regulators. Among other problems, many
new companies seeking venture capital or an opportunity to go public have experienced a
dramatic decline in investor backing.

To stop the wrongdoing and restore investor confidence, Congress held hearings, issued
reports, and enacted landmark legislation, the Sarbanes-Oxley Act of 2002. This work focused in
particular on halting the accounting abuses infecting so many corporate books. Among other
measures, we created a new Public Company Accounting Oversight Board, required companies
to disclose material off-balance sheet transactions, and strengthened the independence of the
private sector body that sets U.S, accounting standards, the Financial Accounting Standards
Board, or FASB, by providing it with independent funding.

Today, because FASB has tackled one of the toughest accounting issues in its history by
proposing to require companies to treat stock option compensation as an expense in their
financial statements like all other forms of compensation, opponents of stock option expensing
want Congress to override FASB’s independent judgment, politicize the standard-setting process,
and roll over FASB’s independence. To do so would be to signal that accounting maneuvers to
prop up earnings are still acceptable and turn our backs on the lessons of Enron. It would be a
grave mistake.

Today’s hearing focuses on how expensing stock options may affect small business. No
one is proposing, by the way, to stop any U.S. business — large or small — from issuing stock
options. The issue is not whether stock options are valuable incentives that should be used, but
whether stock option pay should be accounted for on company books as an expense, just like
every other form of compensation. All other forms of compensation — including incentives such
as bonuses, conditional stock grants, and stock appreciation rights — now appear as an expense on
a company’s books. The only exception has been stock options. The issue today is whether
FASB will be overridden or allowed to maintain its independence now that it has decided to
eliminate that anomaly and require stock options to be treated as an expense, like all other forms
of compensation.

Since gaining popularity in the 1980s, because of their stealth compensation feature, the
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main purpose of stock options has been to compensate corporate executives. In fact, at U.S.
publicly traded companies, stock options now provide the majority of CEO pay, boosting CEO
pay every year through good times and bad, while leaving average worker pay further and further
behind. J.P. Morgan once said that CEO pay should not exceed 20 times average worker pay. In
1990, the pay gap between CEOs and average workers was already 100 times. Last year, CEO
pay at about 350 of the largest U.S. public companies averaged $8 million, a 9 percent increase
over the prior year, and average CEO pay was 300 times average worker pay. Stock options were
the largest single factor in that pay gap.

Stock options have operated as stealth compensation, because most U.S. companies do
not show stock option pay as an expense on their books, although those companies deduct stock
option pay as an expense on their tax returns. That’s the double standard, the gimmick that
allows companies to show a huge compensation expense deduction on their tax returns but zero
expense on their books. FASB’s proposal would put an end to that double standard by requiring
companies to treat stock option compensation as an expense on their financial statements, just as
they take a tax deduction for the stock option compensation.

FASB proposes taking this action because it views stock option pay as compensation. It
has concluded that omitting this expense from a company’s financial statement produces
misleading accounting results, including making the company’s earnings appear larger than they
really are. FASB’s view is the consensus position in the accounting field. The International
Accounting Standards Board, whose standards affect 90 countries, is requiring stock option
expensing beginning next year. Canada began requiring stock option expensing this year. A
2002 survey of financial experts by the Association for Investment Management and Research
found that more than 80 percent support stock option expensing. All four major accounting firms
also favor expensing.

Opponents predict a parade of horribles if FASB goes ahead with its plan. They predict
this accounting change will stifle investment and innovation, hurt our stock markets, lead to
outsourcing of high tech jobs, and wreak havoc in our economy. But experience already shows
these dire predictions are wrong. Since 2002, nearly 500 companies have voluntarily agreed to
begin expensing stock options on their books. These companies represent about 20% of the
number of companies on the Standard and Poor’s index of companies and 39% of that index
based on market capitalization. None of the predicted horribles has happened.

Perhaps the most common prediction by opponents is that stock option expensing will
depress company earnings which will, in turn, cause stock prices to fall and devastate investment
prospects. The facts, however, show otherwise. Just last month, a leading executive pay expert,
Towers Perrin, issued a study examining 335 companies that switched to stock option expensing
and found that stock performance was the same, on average, as the rest of the S&P 500 and mid-
cap 400 indices. Expensing did not affect their stock prices.

Financial analysts have also rejected the doom and gloom predictions, issuing reports
with generally favorable reviews of stock option expensing.
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~Goldman Sachs Global Equity Research issued a recent report supporting stock option
expensing and stated: “We do not expect a material impact on the share prices of most
firms.”

-UBS Investment Research has stated that expensing is a “long past due change” and
“medicine for the long-term health of companies and investors. It will shed light on the
true profitability of many companies, helping to separate those that deserve investor
capital from those that do not.”

~Merrill Lynch says the argument that expensing options will harm U.S. technology
leadership and job creation is based on “the following fauity logic: U.S. technology
leadership and job creation depend on the systematic misrepresentation of financial
statements. One might as well argue that money spent on R&D shouldn’t count as an
expense because it provides employment and helps industries advance.”

~Credit Suisse First Boston Equity Research says: “We expect companies to pay closer
attention to the economic cost of their stock option plans. Companies don’t focus much
on costs that they don’t have to account for. ... [W]e expect to see a decline in the number
of options granted, potentially replaced by restricted stock, cash, incentive options, or
nothing if the company had been overcompensating its employees.”

—The National Center for Employee Ownership, a long-standing champion of stock
options, conducted a 2003 survey of 30 leading business schools and found that 31 out of
37 professors expected expensing to have little or no impact on company earnings.

~Congress’ own economists at the nonpartisan Congressional Budget Office, who we will
hear from today, have made the same forecast, issuing a recent report which concludes:
“IR]ecognizing the fair value of employee stock options is unlikely to have a significant
effect on the economy . . . however, it could make fair value information more transparent
to less-sophisticated investors.”

Honest accounting, in other words, doesn’t hurt the economy.

Other leaders in the financial and accounting world, who care about-small business and
the high tech sector, also support stock option expensing as good for investors and good for
markets. They include Federal Reserve Chairman Alan Greenspan, Treasury Secretary John
Snow, SEC Chairman William Donaldson, Public Company Accounting Oversight Board
Chairman William McDonough, former SEC Chairman Arthur Levitt, former Comptroller
General Charles Bowsher, investors Warren Buffett, John Biggs and Pete Peterson, Nobel Prize
Winners Joseph Stiglitz, Robert Merton and Myron Scholes, as well as respected groups such as
the Council of Institutional Investors, the Investment Company Institute, Financial Services
Forum, Consumer Federation of America, National Association of State Treasurers, Institute of
Management Accountants, and The Conference Board’s Commission on Public Trust and Private
Enterprise. None of these persons wants to hurt small business or high technology, yet all of
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them support stock option expensing.

President Bush, who doesn’t support expensing stock options, nevertheless opposes
Congressional interference with FASB’s independent accounting judgment.

Some opponents claim that expensing stock options will hurt the economy by dampening
innovation. But many of the 500 companies expensing options are successful, high tech
innovators like Microsoft, Netflix, and Amazon. They also include such diverse companies as
General Motors, Dow Chemical, Boeing, BankOne, UPS, and Coca-Cola, each of which relies on
technical innovation for business success. The CEO of Netflix, a high tech company that began
expensing stock options last year, has stated: “[T]nnovation continues unabated. ... We innovate
because it thrills us, not because of some accounting treatment.”

Another claim of some opponents is that stock option expensing will force high tech
companies to outsource more jobs in order to cut costs. But a number of high tech companies,
like Cisco, Dell Computers, IBM, and Intel, have already sent hundreds or thousands of jobs
offshore, without expensing their stock options. Intel began outsourcing software research and
development operations to India several years ago; in 2003, its CEO was quoted by the Indian
press as saying, “I can tell you that the headcount in India will continue to grow and a lot of back
office work is also coming.” Cisco Systems announced in 2003 that it was “going to increase
outsourcing to India in all areas” including software development, and in October announced a
“China-based staffing solution” for Cisco’s Global Technical Response Center.

Dell Computer, which is based in Texas, recently set up customer and technical support
centers in India, China, Morocco, Slovakia, and design centers in China. It also has manufac-
turing plants in Brazil, Malaysia and China. Although only 36 percent of its revenue comes from
overseas sales, Dell has 23,000 employees in other countries and only 22,000 here at home.

These offshoring companies are increasingly paying third world wages for high-end
products and handsome profits. The stock option expensing proposal is not the cause of their
outsourcing decisions: these companies don’t expense their stock options. By invoking
outsourcing fears to justify Congress’ overriding the expertise and independence of FASB,
FASB’s opponents undermine the integrity of our financial reporting systems and accounting
standards setting process, both of which are critical to investor confidence and long-term capital
investment in U.S. companies.

Another red herring argument is that requiring stock option expensing will eliminate
broad-based stock option plans and hurt average employees. Again, the facts are to the contrary.
Companies that currently offer broad-based plans to their workforce such as Home Depot, Wal-
Mart, and Netflix, have already determined that they can expense options without having to
terminate their stock option plans. Other companies, such as Microsoft, are replacing stock
options with stock grants, but I haven’t heard of their employees complaining about getting
actual shares of stock. Even these broad based plans, however, reserve more stock options for
corporate executives than average workers. The National Center for Employee Ownership has
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stated: “[{Whhile the growth of broad-based options has been an important economic trend, our
data nonetheless indicate that even in plans that do share options widely, executives still get an
average of 65% to 70% of the total options granted.”

1t is also important to note that most U.S. small businesses — in fact, most U.S. employers
— don’t offer stock option compensation to their employees now and, thus, are unlikely to be
affected by the FASB proposal. The Small Business Administration estimates that, in 2001, the
latest year for which data is available, about 23 million small businesses were operating in the
United States, That same year, the IRS received about 6 million corporate tax returns, 2 million
partnership tax returns, and additional millions of returns from S corporation owners and sole
proprietorships filing as individuals. This data suggests that most small businesses operate as
partnerships, sole proprietorships, or S corporations. A nationwide survey by the Bureau of
Labor Statistics of stock options issued in 1999, a banner year for stock options, found that only
1.7 percent of non-executive U.S. workers received any options that year, suggesting that,
nationwide, relatively few businesses are actually issuing stock options to their employees.
Another recently released study of U.S. work establishments with less than 100 workers in a
single location by Douglas Kruse and Joseph Blasi of Rutgers University, and Richard Freeman
of Harvard University, indicates that 95% of these small businesses did not grant options to more
than 10% of their workers in 2002.

The impact that FASB’s proposal does have on small business will be eased by three
special rules in the FASB proposal to help private companies, including startups and small
businesses, mitigate the cost of stock option expensing. First, the proposal gives private
companies a choice in how to value their stock options. They can use either the same valuation
models as public companies, or an alternative “intrinsic value” method which allows a company
to track a stock option’s exercise price compared to its stock price and get a final, exact value on
the date the stock options are actually exercised. This alternative method eliminates uncertainty
in determining a stock option’s value, in return for stretching out the expense over time to the
exercise date. Second, in contrast to public companies, the FASB proposal allows virtually all
private companies to begin stock option expensing prospectively and skip the new accounting for
any outstanding, non-vested stock options. Third, the FASB proposal would give private
companies an extra year to begin compliance, requiring them to begin expensing in 2006 instead
of 2005.

A final argument used by many stock option opponents is that precisely estimating the
value of stock options is difficult. But that’s true of many items on a financial statement, from
the value of goodwill to the reserves required to protect against uncollectible receivables or
loans. Companies are already required to value compensation instruments that are even more
complicated than stock options, such as long-dated stock warrants and convertible bonds. As
Warren Buffett once said, the only value that everyone agrees is incorrect for a stock option is
Z€er0.

The bottom line is that the valuation issue, as well as other technical aspects of stock
option accounting, ought to be resolved by the accounting experts, of which Congress isn’t one.
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‘What Congress can add to the debate is its understanding of the role played by stock
options in too many of the corporate scandals that have come before us. 1 chaired the Enron
hearings before the Permanent Subcommittee on Investigations and saw how the books were
cooked to make loans and fake sales look like income so Enron could impress Wall Street
analysts and boost its stock price. Stock options were the fuel for Enron’s dishonest accounting.
Enron’s CEO took home $123 million from exercising stock options in the same year the
company went bankrupt, and so many lost their jobs and life savings.

In addition to enriching executives, stock options played a second vital, but as yet
unrecognized, role in the Enron scandal by enabling Enron to show huge paper profits without
having to pay taxes on them. During our Subcommittee investigation, I wondered how Enron
executives could create huge phony profits to increase the company’s stock value and make their
own stock options worth a fortune, without sapping the company’s treasury to pay income taxes
on the inflated income. 1learned the answer was those same stock options, which at the same
time they were enriching executives, provided Enron with a big enough tax deduction to
eliminate any worries about taxes.

For the last five years before it declared bankruptey, from 1996 until 2000, Enron told its
stockholders that it was rolling in revenues, claiming a 5-year U.S. profit of $1.8 billion,
according to an analysis of Enron's public filings by Citizens for Tax Justice. During those same
years, Enron deducted about $1.7 billion in stock option compensation from its tax returns as a
business expense -- cutting its taxes by $600 million and eliminating its tax liability entirely in 4
out of the 5 years. In other words, the stock option double standard allowed Enron to dole out
this form of compensation to its executives, claim a huge tax deduction, and escape paying U.S.
taxes, while not showing any stock option expense on its inflated financial statements. Enron
had a lot of company, by the way, in benefiting from the stock option double standard.

FASB and the folks we rely on to set accounting standards resisted enormous pressure
from corporate executives when they decided to end the accounting anomaly that keeps stock
options off corporate books as an expense, thereby making a company’s earnings look better than
they are. Hopefully, Congress will also stand up to the powerful political forces being brought to
bear to overrule FASB. Congress needs to match its courage with FASB’s courage and protect
FASB’s independence and ability to resolve controversial accounting issues based on accounting
expertise rather than political considerations. That’s what we committed to do two years ago
when we enacted the Sarbanes-Oxley Act, and it is critical that, in this first big test, we continue
to champion, preserve, and fortify FASB’s independence. Small business won’t be hurt by
honest accounting.



39

Senator LEVIN. These supporters include Alan Greenspan, Treas-
ury Secretary Snow, SEC Chairman Donaldson, Public Company
Accounting Oversight Board Chairman McDonough, former SEC
Chairman Levitt, and a lot of investors, including Warren Buffett,
the Council of Institutional Investors, the Investment Company In-
stitute, Financial Services Forum, Consumer Federation of Amer-
ica, National Association of State Treasurers, Institute of Manage-
ment Accountants, and the Conference Board’s Commission on
Public Trust and Private Enterprise.

None of these folks want to hurt small business. All of these
folks want honest accounting, and that is what this is all about.

Second, I must say I admire the guts and the courage of the
major accounting firms in this country because they have decided
to do what they believe is right, which is to support the FASB ap-
proach. I can’t tell you the pressure that was put on those account-
ing firms to go against FASB. It was huge. We talk about lobbying?
The pressure placed on the accounting firms by their clients to go
against FASB was intense.

I have seen that kind of lobbying, by the way, up close and per-
sonal. I testified in front of FASB 10 years ago when it first tried
to adopt this rule, and there was a room full of hundreds of execu-
tives all testifying against FASB, putting huge pressure on them,
and they backed down.

They didn’t back down this time, and rather than being critical
of the four accounting firms for coming together and standing to-
gether to do what they believe is right, despite huge pressure from
their own clients, I give them great credit for coming together. If
they feel that they have to stand together because they are strong-
er when they are all taking a similar position, then that is not un-
common around here. We can understand that, and I give them
credit for their courage. I hope we have the courage not to interfere
with the independence of FASB, just the way accounting firms
have the courage now to protect the independence of FASB, be-
cause that is what this is about. It is not about whether or not we
are going to promote incentive pay or stock options.

I am all for stock options. I am all for honest accounting. These
are not inconsistent. The question is: How do you account for incen-
tive pay? That is the issue here—not whether you give stock op-
tions or bonuses or other forms of incentives, which I think all of
us are for. It is a question of accounting for it, and when the pro-
fessionals who are in charge of the accounting rules tell us honest
accounting requires that they be accounted for just like other kinds
of incentive pay, I think it would be a mistake for the political lead-
ers of this country to then interfere with that judgment. That is
what we are being asked to do, to overturn the independent judg-
ment of FASB. I hope we resist that pressure just the way the ac-
counting firms have resisted the pressure and just the way FASB
has resisted the intense pressure from mainly executives. Let’s not
kid ourselves, what is involved here for the most part are stock op-
tions going to executives, because that is where most of the stock
options go. The vast majority of them go to executives and have
fueled the huge increase in executive pay that we have seen in this
country.
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In 1990, the pay gap between CEOs and average workers was
100 times. Last year, CEO pay at 350 of the largest public compa-
nies was 300 times average worker pay, and stock options were the
largest single factor in that pay gap.

Now, with the time that is left, I just want to ask a few questions
about some of the statements which have been made about the al-
leged negative impacts of honest accounting. There has been a
study made of companies that have switched to stock option ex-
pensing voluntarily, without being required to, and this was a Tow-
ers Perrin study. Are any of our panelists familiar with that study?

Are you, Dr. Holtz-Eakin?

Mr. HoLTZ-EAKIN. The staff has looked at it. It was part of the
input into our report.

Senator LEVIN. Does that study show that of the 335 companies
that switched to stock option expensing, their stock performance
was the same, on average, as the rest of the S&P 500?

Mr. HoLTZ-EAKIN. It showed a minimal impact of the move to ex-
pensing on stock prices.

Senator LEVIN. All right. Now, Merrill Lynch has taken the fol-
lowing position, against the argument that expensing options will
harm U.S. technology leadership and job creation. Their point is
this: the logic that expensing stock options will harm technology
leadership leads you to the following faulty logic: U.S. technology
leadership and job creation depend on the systematic misrepresen-
tation of financial statements.

“One might as well argue,” Merrill Lynch says, “that money
spent on research and development shouldn’t count as an expense
because it provides employment and helps industries advance.”

Do you agree with that, Mr. Herz?

Mr. HERzZ. Yes, I agree with that, and I would go further. There
are lots of good things that, you know, we just account for properly:
pensions, training, occupational health and safety costs. All those,
I think we would agree, are good things. But we do proper account-
ing for them.

So it is hard to understand why for this particular item—and I
guess I understand a little bit the emotionalism because it involves
the ownership and motivation of the people through the ownership.
But, you know, the question really from our point of view is: What
is the right accounting? What will make the financials more trans-
parent? What will make the capital markets work better?

Senator LEVIN. On that issue, on the ownership issue—because
I think all of us want to promote ownership. I have been a big sup-
porter of ESOPs, employee stock ownership plans. I think they are
great. I am all for them. It is a different issue from how do you
account for stock options and other incentive pay. I want to just get
into one particular kind of stock options, incentive stock options,
ISOs, that are given to employees that qualify for special treatment
under the Tax Code. I want to see if I understand this correctly.

These incentive stock options which are given are taxable when
they are given.

Is that correct, Mr. Herz?

Mr. HERZ. I am not a tax expert, but there used to be a thing
called an 83(b) election, which effectively says tax on the grant
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date, and that is a decision versus kind of waiting to get the final
result and the appreciation and get taxed at that point.

Senator LEVIN. So we have a situation where a lot of our employ-
ees have the option to pay the tax when the option is granted to
them rather than when it is exercised. Is that correct, as far as you
know?

Mr. HERz. Well, yes. Based upon this conversation, that is my
recollection. But I am not a tax expert.

hSeglator LEVIN. Okay. Does anyone else on this panel know about
that?

Mr. HoLTZz-EAKIN. No.

Senator LEVIN. All right. Well, then, let me just make this state-
ment, and if it is not true, I will have to ask someone on the second
panel. Unhappily, I can’t be here to hear the answer, but we will
find out for the record.

The National Center for Employee Ownership has reported the
following: in a 2002 survey of 275 high-tech, venture-backed firms
with 20 to 100 employees, over 80 percent of the firms gave their
employees incentive stock options that qualify for special treatment
under the Tax Code. Incentive stock options, or ISOs, allow an em-
ployee to pay the tax on the value of their stock options on the
grant date, employees who prefer to pay for them because they
think they have less value now than they will downstream, which
means they have to be valued now. And it happens all the time.

Do you disagree with that?

Senator ENSIGN. Yes.

Senator LEVIN. All right. In other words, if I am misstating that,
fine. What I am saying is that under this provision of the Tax
Code, employees with these incentive stock options have the
right

Senator ENSIGN. They pay ordinary income when they take the
gain.

Senator LEVIN. They can also value them now. They have an op-
tion—no, no. Excuse me. I hope we have a tax expert in the room
here because this is a very important point. We all assume that
employees pay the tax when they exercise the options, and that is
probably the case much of the time. But employees under these in-
centive stock option plans qualify for special treatment under the
Tax Code where they are allowed to pay a tax when it is granted,
before it is exercised. In order to do that, they have to be valued.

Now, again, if I am right—and I believe I am—this is a very sig-
nificant point because what it means is that the argument about
valuation, that you can’t value these things, is wrong on many
counts. We value things that are much more difficult to value than
stock options. For instance, grants of stock which will be given to
you if a company reaches a certain profitability level, those grants
of stock are valued now, even though you don’t know if a company
will ever get to that profitability level. They value that now. It is
compensation. There is no exception for that. It must be valued on
this year’s—it must be shown, excuse me, on this year’s books of
the company. So there are very difficult things to value in terms
of compensation which may or may not be achieved downstream.

For instance, if a company reaches a certain point, you promise
a bonus, that must show on the company’s books as compensation.
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Even though it is conditional upon a company reaching a certain
point, it must show as compensation on a company’s books, unlike
stock options which never have to show on a company’s books as
a compensation.

I want to go back to this one point. I think it is important for
this committee to get the answer to the question I am raising on
the incentive stock options that qualify for special treatment under
the Tax Code where an employee is allowed now to take a tax de-
duction based on the value now of that stock option, even though
it cannot be exercised now and can only be exercised later.

Mr. Chairman, I think I have probably taken more time than I
should, and I want to thank the Chair and my colleagues for their
leniency on this.

Senator ENzI. Thank you.

Senator Ensign.

Senator ENSIGN. Thank you, Mr. Chairman.

I do want to address some of the things I talked about in my
opening statement. First of all, Senator Enzi’s legislation would ex-
empt the top five executives. We have heard that this is all about
the executives in the company and that would exempt the top five
executives.

In the light of Sarbanes-Oxley, if you are a CFO/CEO and you
have to certify these financial statements, and now with the severe
penalties that Sarbanes-Oxley brings to the fore, if you were one
of those CEOs/CFOs, would you continue broad-based stock option
plans if you had been giving them in the past?

Mr. HERz. If I think they are good thing, yes, absolutely.

Senator ENSIGN. And you think you could value them accurately
based on——

Mr. HERz. Oh, yes. They are already in the footnotes, and those
are part of the audited certified financial statements, have been for
8 years. There are 500 companies doing it. Microsoft just took a
charge of $2.5 billion or something.

Senator ENSIGN. Isn’t Microsoft now doing stock grants, though?

Mr. HERz. Going forward they are going to restricted stock
grants, but they took their charge for the existing options, some
number like that. You know, it takes some work, particularly if you
have got a broad-based plan; just like if you have a pension plan
you have got to do some work. But these things—our experience,
you know, we had a whole panel of valuation experts. We talked
to the companies that are actually putting it in their

Senator ENSIGN. Would you use binomial or Black-Scholes going
forward?

Mr. HERZz. It depends on the company’s circumstances, and that
is why we—first of all, the myth that there are two different meth-
ods is not right. They are based on the same financial economic
theory. The binomial model is just a more flexible version of Black-
Scholes. Black-Scholes is just like a hard-wired thing. The binomial
is like being able to open it up by periods, but they are based on
the same financial economic theory. The binomial allows you to put
in more inputs, model in blackout periods. So if you have a more
complicated plan that goes out longer, you might want to use the
binomial in order to get a more refined estimate, just like if I am
a company that only has a few fixed assets and figuring out depre-
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ciation, I will probably use some historical kinds of facts versus
doing—if T had a lot of fixed assets and different types, I would
probably do what are called lifing studies.

Senator ENSIGN. Well, why do you think—because the chair-
man’s bill exempts the top five executives. Why——

Mr. HERZ. No, the other way around. It captures the top five.

Senator ENSIGN. That is what I mean. But what I mean is that
it basically takes away the argument that—the CEOs/CFOs of the
company would be arguing to keep broad-based stock plans because
it benefits them. So we have taken that off the table. Why would
they, in arguing against what you all are doing because they be-
lieve that it has been a valuable tool, and the feedback that I am
getting from them is negative, and I don’t know that a lot of you
understand it, or accountants in the public understand it. Why do
they think there are so many problems with it? Why are they con-
cerned about Sarbanes-Oxley? Why have we heard from so many
of them that they will do away with broad-based stock option plans
because of what you are doing? I mean, why are those concerns out
there if they are not real?

Mr. HERZ. Well, let me make a few comments before I try to play
psychologist.

Senator Enzi’s legislation, we believe it is fatally, seriously
flawed conceptually on a number of grounds, and it really would
amount to no expensing, largely. It has a method where there is
zero volatility, it doesn’t capture the actual value of the options,
and it can be manipulated very easily to come to no expense. So,
you know, I don’t think that does any kind of trick, with all def-
erence to my colleague accountant here, the good Senator.

Why they are arguing that, they may believe it. I happen—this
is only my own view, okay? I am not them. I believe that they truly
believe, you know, in their business model. I have seen it because
I have invested in some of those companies, start-ups. Some of
them went public, and they have very much a culture of that and
a true belief that that is the secret formula to success. I think that
they are, therefore, almost foisting one argument after another
after another after another after another.

Our role is to try and get as much information and input as we
can to understand as best we can what the real situation is, and
that is what we try to do.

Senator ENSIGN. Well, Mr. Chairman, like I said, I know my time
has expired, and I just think that the people who are out there who
have created these successful business models ought to be paid at-
tention to more closely than they are today because we are in a
highly competitive global marketplace, and if we take away one of
the tools that has led to this high-tech revolution that we have had
in the United States of America, if we take away one of the most
valuable tools they have to attract great employees, we could do
some great damage to our economy. I know that that is not what
you are after, but that may be, in effect, what you end up doing.

Thank you, Mr. Chairman.

Senator ENzI. Thank you.

Senator Bayh.

Senator BAYH. Thank you, gentlemen, for your time today.
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Let me start off by asking a couple of questions about the dif-
fering institutional roles of the organizations you represent and our
responsibility here in the United States Congress. Am I right in
saying, Mr. Herz, I think I wrote down during your opening re-
marks that you realize that the accounting issues are important to
innovation and competitiveness. That is why you take your time to
try and get it right. My understanding is your charge is, while you
understand those are important, it is not really to take into ac-
count macroeconomic issues like innovation and global competitive-
ness and that sort of thing; is that correct?

Mr. HERZ. Yes. We have a charge that says we must be what we
call neutral. That does not mean we apply Swiss accounting. It
means that in developing what we think is the better accounting,
we look at the economic attributes of the transactions, how they
impact on the company, its earnings, its cash flow, its financial po-
sition, earnings per share.

Senator BAYH. My point is you focus strictly on the accounting
and not so much on the—once you are convinced you have got the
accounting right, in your opinion, you do not focus on the ramifica-
tions quite so much.

Mr. HERZ. And I think the belief there is that the public good we
are serving is that the better information therefore makes for a
better capital market, you mentioned all of that.

Senator BAYH. Right. Let me follow up on that. It is possible that
these different concerns need not be in competition with one an-
other. As I said in my opening comments, I hope we can reconcile
it because you do not want to sacrifice transparency and accuracy
for the sake of competitiveness and innovation. At the same time,
innovation and competitiveness are important, and to the extent
there is interplay between these two things, we need to figure out
what it is and try and get the balance right so that we do not just
serve the interests of accounting accuracy, and that is very impor-
tant, but that we serve the overall interests of the society we rep-
resent well.

So there are some institutional differences here in terms of the
breadth of issues we look at, and I am interested to know, is there
any analysis been done to see if these things, first of all, can be—
I am going to have you, Mr. Eakin—is that how you pronounce
your last

Mr. HoLTZz-EAKIN. Holtz-Eakin.

Senator BAYH. I am sorry. You did address this at least in theo-
retical terms, but have any of you done any analysis on what the
impact the proposed changes would have on innovation, on global
competitiveness, on those sorts of broader concerns?

Mr. HERz. My esteemed colleague can answer that.

Senator BAYH. I assume the answer would be no and no, and Mr.
Holtz-Eakin, let me get to you.

You did mention some of these concerns. I took from the tenure
of your answer though, that your response was sort of from a theo-
retical economic perspective as opposed to having actually done an
in-depth survey of some kind.

My additional question to you would be, I wonder if when the
change in the treatment of health costs was done, did people antici-
pate the sort of profound impact that it was going to have on the
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health care system, or at least did they try to anticipate what the
consequences were going to be? As I said in my opening state-
ments, those changes may have been good, they may have been
bad, but they were profound, and I would hope that before we un-
dertook that kind of thing somebody would have attempted to think
it through.

Mr. HoLTZ-EAKIN. There are a lot of different dimensions to your
question, and I will address them one at a time. The first is that
there is a lot of research on the importance of institutions, legal,
regulatory and accounting institutions for economic performance.

Senator BAYH. These specific proposed changes.

Mr. HoLtz-EAKIN. These specific proposed changes, we have
seen——

Senator BAYH. The effect on innovation——

Mr. HoLTz-EAKIN. Canada propose to

Senator BAYH. —— [continuing]. And global competitiveness.

Mr. HovLtz-EAKIN. We have seen Canada propose and implement
this.

Senator BAYH. I am sorry, we have seen?

Mr. HovLtz-EAKIN. We have seen Canada propose and implement
expensing. We have seen the EU move there, but we have not had
a chance to observe what happens after the fact. But we will have
the chance to observe changes from regimes where you did not ex-
pense to where you did.

Senator BAYH. We will have.

Mr. HoLT1Z-EAKIN. We do not have——

Senator BAYH. But have we as we are sitting here today?

Mr. HoLTz-EAKIN. We do not have this exact isolated change, but
we have observed comparable events.

You talk about retiree health benefits, the evidence from that,
again not definitive, is that it did not change dramatically overall
valuations of firms. Investors were broadly aware of the

Senator BAYH. It had a dramatic effect on——

Mr. HoLTZ-EAKIN. It had implications——

Senator BAYH. [continuing]. Health care was treated.

Mr. HoLT1Z-EAKIN. But the channels were—we can talk about
those channels, but in terms of the impact that we would see from
this expensing proposal, you would expect it to affect valuations of
firms.

Senator BAYH. Again, this gets to my first question, which is the
range of issues that you have to consider may in some respects be
different than the range of issues we have to consider, and while
it may not have led to the change in valuations, it did have broad
societal impacts that at least deserve some discussion and under-
standing before you embark upon a profound change I would think.

Yes, Mr. Herz?

Mr. HERZ. I will use some loose wording. Let us suppose that we
all agree that a proposed accounting change is absolutely right
from accounting, a strict accounting point of view, that it is the
right information. It provides better information, better capital al-
location because people are now better informed and can make bet-
ter decisions. Are we saying the truth hurts? I am trying to figure
this out because we are visited all day long by people from different
industries who will make cases like that. When we went to bat try-
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ing to deal with the special purpose entity problems that were
highlighted by Enron, and that turned out to be fairly widespread,
people would come to us and say: Yes, well, I understand it is real-
ly the company’s debt, but my special purpose entity is very good.
It allows the company to borrow more, to employ more people, to
do more R&D. That is good for the economy.

We had a person a while back come from—was advocating we do
something related to the steel industry as they were having some
problems, and he said: You know, the problem, the steel industry,
backbone of America, absolutely needed for national defense. And
I do not want to seem cynical here, but it is just that we are on
the front line of listening to these things. He said: The problem is
we are not cost competitive. We need to be more cost competitive.
The big problem there is we have all of these pension costs. You,
Mr. FASB, we want you to put all that in the footnotes, take it out
of the financial statements.

That is not going to make him more cost competitive. It is just
going to hide the information.

Senator BAYH. Of course. My point simply is to you that accuracy
is important. There may be consequences to changing the account-
ing treatment that I think at least from the broader societal per-
spective, you may reach a decision it is the right thing to do, let
us go ahead. But to ignore the fact that there may be other con-
sequences, it seems to me, would be a dereliction of our duty.

Mr. HERZ. 1 absolutely agree with that. I agree with that, and
I thought you couched your opening remarks—you guys have a
tough job every day balancing the

Senator BAYH. Which leads me to my last set of questions for all
three of you, which is, has there been any analysis done of some
of these other proposals that seek to strike a balance and to rec-
oncile the competing differences, things that would treat large com-
panies and small companies somewhat differently, things that
would restrict the exercise of options on the part of executives so
they could not game the system, so to speak, things that would en-
courage or treat differently companies that had broad democratic
use of options as opposed to those that were highly concentrated
among use?

There are several other suggestions that have been made about
how you might be able to try and reconcile these two things. Has
there been any attempt to look at those alternatives and to see how
they would kind of stack up versus the ones we have been pre-
sented with here?

Mr. HERZ. It seems to me they are not mutually exclusive, doing
the right accounting and doing some of those other things ought to
be potentially complementary. That is why I said that—and again,
I am advocating my public policy. That is my job, to do the right,
get the right accounting. But I believe very strongly in that, and
it seems to me that if you then say, well, I want to counteract, not-
withstanding the accounting, I really want to continue to make
sure there are broad-based plans. Let us figure out some other way
through means at your disposal, taxes or whatever. And I under-
stand that bumps up against other competing priorities.

Senator BAYH. It reminds me—and this will be my final com-
ment, Mr. Chairman. It reminds me in some ways some of the cur-
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riculum we had in law school where we would focus on efficiency
analysis, what was the most efficient allocation of resources, and
you tried to enact the laws in a way that would promote maximum
efficiency. However, you also had to be aware that there were other
societal concerns in addition to efficiency, and there were times in
a democratic society that perhaps you would choose not to take the
most efficient path, you would try and quantify what the cost was,
but you were trying to achieve other objectives. I do not know
whether it is innovation or competitiveness. That is why I ask.

And, Mr. Chairman, I am concerned. What if any—there may be
none—but what, if any, is the effect on innovation? What is the ef-
fect, if any, on global competition? It is only then that you can see,
well, is there a tradeoff here, and if so, how big is it, and what is
the price we are paying for going one direction or the other?

Mr. HERzZ. I am with you, but the best I can do is all the highly-
esteemed people that have spoken, Mr. Greenspan, former Chair-
man Volcker, other people whose analysis seems to be that it would
not have those negative effects. I do not know what their basis is
other than the genius in their head.

Senator BAYH. Yes, Mr. Batavick?

Mr. BaTAvVICK. Yes. The only thing that I would like to add to
what Bob said is that for the most part this information is already
included in footnote disclosures. So when we first adopted our
Statement 123, the analysts and other users of that information
could very well have taken that information into account. I do not
believe there are any studies out there that show that putting the
information in the footnotes caused innovation to be hurt whatso-
ever. And also, if our proposal does go through and we do require
expensing on the income statement, that information will be read-
ily available, be readily disclosed. We have specific disclosures
around that information so the readers of the financial statements
can tell exactly what the expense is of the stock options.

Although I do not have any empirical data, my gut tells me that
it should not hurt innovation because if it is a good business deci-
sion to have a stock option plan, then the accounting for that really
should not impact innovation in the company.

Senator BAYH. Then, Mr. Holtz-Eakin, I will let you finish up be-
cause you have been generous with your time, and there are other
hearings going on, unfortunately simultaneously. Your gut tells
you, your intuition tells you, that may all be exactly right, but I
go back to the retirees’ health care cost situation. You know, from
an accounting standpoint, absolutely, and it may have been, in fact,
the absolute right thing to do, but there were some pretty signifi-
cant consequences, non-accounting consequences that flowed from
that. That had a big impact on society, and I think at least we have
some responsibility to try and anticipate what those impacts are
going to be, and is it, in fact, the right thing to do on balance? That
is really my whole point here today.

Mr. Holtz-Eakin, you get the last word as far as I am concerned.

Mr. HovLTz-EAKIN. What I hear you saying, Senator, is that there
may be larger policy objectives than simply the good accounting
and that is certainly the case.

The evidence in the economics literature is that efficient well-in-
formed capital markets on average engender innovation and pro-
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ductivity growth better than almost any other instrument that the
private market could imagine. It still may be the case that as a pol-
icy matter you might wish to, for example, target more societal re-
sources toward the high-tech industry for a policy objective, and if
so, the efficiency question becomes whether an accounting tool fo-
cused on employee compensation is the best way to achieve that.

Senator BAYH. I am glad you mentioned that.

Mr. HoLT1Zz-EAKIN. That is the way to frame the issue.

Senator BAYH. Because Mr. Herz mentioned this in his remarks
too, and this really will be my final word. Do these interests in
some way compete? If so, how significant is it, and if it is in some
way significant, are there different ways to achieve the other soci-
etal objectives, innovation, global competitiveness, other than the
accounting treatment? And most importantly for us, Mr. Chairman,
have these questions been answered? It seems to me that is kind
of a big issue hanging over us today.

Thank you.

Senator ENZI. Thank you very much. I do have to comment in re-
gard to one of your comments about the courage of the Big Four
accounting firms. I am told by businesses that the cost of doing this
binomial or the Black-Scholes calculation will run about half-a-mil-
lion dollars a year. That is not courage. That is compensation.

I appreciate all the comments here. In that previous round, I
concentrated on both applauding you for the small business aspect
that you put in there, and encouraging you to go further, and I am
very encouraged by those comments. But I do have to ask just a
little bit about the stock option expensing itself.

Mr. Herz, I would like your comments on this statement: Key
valuation assumptions are subject to considerable judgment and
significantly affect option values. For example, a 5 percentage point
change in volatility, which you mentioned in regard to my bill,
which can be justified solely by alternative ways of looking at his-
torical volatility, produced on the average a 15 percent change in
option value, a change in expected term from 3 to 5 years, again,
easily justifiable, produce on average nearly a 40 percent increase
in option value. The key assumptions are subject to so much judg-
ment and guesswork that selections among a wide range could be
justified as the best estimates. The end result would adversely af-
fect the comparability of financial statements of companies in the
same industry and at the same stage of development.

Do you have a reaction to that?

Mr. HERzZ. Yes. We have met several times and our staff with our
panel of very knowledgeable people. We have also visited compa-
nies, and there is some judgment involved and there is some skill
involved in doing this. They posited though that the range would
be a lot tighter than you are stating, and certainly the ranges his-
torically have been tighter than that, and that is because there is
some market discipline in all of this that goes on. There are the
auditors or the SEC looking at things. There are people that, quan-
titative people, buy side analysts and all that that compare one
company with another, and it imposes some discipline.

This 1s a real issue and we have posed in our book here, which
by the way most of it is just explaining why the rationale behind
our decisions and then providing useful guidance and some exam-
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ples for people, not the standard itself. We have posed a lot of ques-
tions around the valuation. Some people would like us to basically
get much more prescriptive so that you would almost ensure that
the range is very small. We could prescribe volatilities. We could
prescribe—we could take the term out of it and just see how long
the employee actually stays. All those things are possible.

We are trying to go along the lines of an SEC study that was de-
livered to Congress last summer on what is called principles-based
accounting, where they strongly advocated that the use of bright
lines and arbitrary uniform assumptions did not get to the best re-
porting. What got to the best reporting was diligent analysis and
judgment by the companies and by the auditors. I recognize, how-
ever, that there are tensions in this current environment. There
are people who—and I understand it—that are concerned with the
second guessing aspect, whether it be the trial bar or enforcement
agencies or whatever, and that is a much broader issue than I
think this particular topic.

All registrants now disclose what are called critical accounting
estimates, and those are inherent areas in accounting that have
significant judgment and impact on the reported financial state-
ments. I can read you the one from—I just happen to have Intel
Critical Accounting Estimates: The methods, estimates and judg-
ments we use in applying our accounting policies have a significant
impact on the results we report in our financial statements. Some
of our accounting policies require us to make difficult and subjec-
tive judgments, often as a result of the need to make estimates of
matters that are inherently uncertain. Our most critical accounting
estimates include assessment of recoverability or goodwill, which
impacts write-offs of goodwill, valuation of non-marketable securi-
ties, et cetera., valuation of inventory, and they go on and on and
on.
Senator ENzI. And they charge considerably for the work that
the}}li ?do, and then put in a little protector from the trial lawyers,
right?

Mr. HERz. No, this is something that the SEC put in, not the
other—it is to inform people that the income statement and the
balance sheet include a lot of estimates. We have a cash flow state-
ment that, for those who say that accounting ought to be much
more cash-based, well, you have a cash flow statement, but there
is a whole package of financials.

Senator ENzI. I want to go ahead with that statement that I was
using because it goes on to say: Beyond the complex accounting
questions involved, the issue of employee stock options also raises
some significant economic considerations. Not only would the ap-
proach under consideration be harmful to mature companies, it
would impose the heaviest burden on emerging high-growth compa-
nies. There is some more to the statement, but that is enough to
get the flavor for it. That is from a Coopers & Lybrand letter of
February 5th, 1993, and the person to be referred to for questions
is you. I do not want to put you in the category of a reformed Sen-
ator, but

Mr. HERz. We live and learn.

Senator ENzI. I appreciate the testimony of all three of you, and
I do have quite a few additional questions in more detail. I have
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learned that if I do the really detailed questions here, it puts peo-
ple to sleep, but it is information that we significantly need, and
particularly from Dr. Holtz-Eakin.

Thank you very much.

We will change now to the second panel, and I want to sincerely
thank the second panel for their patience and consideration, but
mostly for the outstanding testimony that they have that we are
about to put into the record so that it can be shared extensively.

While they are taking their position there, I would like to take
this opportunity to welcome our second panel to the Senate Com-
mittee hearing on the impact of stock option expensing on small
business. This is a rather large panel, and we look forward to hear-
ing all of your comments on the important issue.

First I would like to welcome Dr. Keith Carron, the President
and Founder of CC Technology, and the CEO of Delta Nu, both
small business start-ups located in Laramie, Wyoming. I thank you
for coming here to testify, Dr. Carron, and let me personally thank
you for all you have brought to Laramie through your hard work
and enterprise. CC Technology and Delta Nu are great examples
of the positive impact that small businesses can have on our rural
communities.

Our second panelist will be Professor Stephen Diamond, and Pro-
fessor Diamond is visiting us today from Cornell Law School, where
he teaches international corporate governance issues. He also fills
various advisory and consulting positions for large and small com-
panies, and we thank you for coming today.

Next I would like to welcome Dr. Jere Glover back to the Senate
Committee on Small Business. Mr. Glover has worked on both his
committee and the House Small Business Committee and has testi-
fied before Congress many times concerning the matters of small
business, and we appreciate his expertise.

Following Mr. Glover is Marc Jones. He is the President and
CEO of Visionael Corporation, a small business located in Palo
Alto, California. He is here before us as a small business owner,
and an executive involved in every aspect of his company from
strategy implementation to administration.

Then we have—I am going to need some help with this name—
John Kavazanjian, the President and CEO of Ultralife Batteries,
Inc. Ultralife was incorporated in 1991 and has since become a
public company with offices in New York and England.

Then Mr. Robert Mendoza will be testifying. Mr. Mendoza is the
Founder and Chairman of Integrated Finance Limited, a global fi-
nancial advisory committee. Mr. Mendoza is also a Managing Di-
rector of IFL Capital, which is a limited liability company, and the
U.S. broker-dealer affiliate of IFL.

Next we have Mr. Christopher Schnittker, the CFO of Cytogen
Corporation, located in Princeton, New Jersey, and Cytogen is a
publicly traded biopharmaceutical company that develops medi-
cines for cancer, respiratory and other diseases, and as a fellow ac-
countant, I welcome your comments and insight here today.

Dr. Smith was not able to be here so we will submit his testi-
mony for the record.

We will begin then with Dr. Keith Carron of Laramie, Wyoming.

Dr. Carron.
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STATEMENT OF KEITH CARRON, Pa.D., FOUNDER AND PRESI-
DENT, CC TECHNOLOGY, LARAMIE, WYOMING, ON BEHALF
OF THE UNIVERSITY OF WYOMING

Dr. CARRON. Thank you, Chairman Enzi and members of the
committee for inviting me here. I am President and Founder of a
technology small business start-up. We are in Laramie, Wyoming,
and I would like to explain the role that stock options play in the
development of our company and to tell you why I believe the pro-
posed FAS 123 would be detrimental to our growth and perhaps
even our survival.

Our company was conceptualized in 1997 by two chemistry pro-
fessors from the University of Wyoming, and I want to state right
off the bat that we did not follow the traditional rules of finding
large capital to start our company. Instead we wrote Small Busi-
ness Innovation Research proposals and Small Business Tech-
nology Transfer proposals, otherwise known as SBIR and STTR
proposals.

We waited until the proposals were funded, then we incorporated
the company, and being two university professors, somewhat naive
in business, we added a third founder who is an expert in entrepre-
neurship.

Since 1998, our company has acquired over $3.7 million in seed
capital from the SBIR and STTR programs. These grants have led
to two important outcomes, first as intellectual property in the
form of patents which are owned by the university and licensed
back to us for commercialization, and second, we developed a man-
ufacturing division which designs, manufactures, and sells our
products.

The first outcome, I would like to comment, is a direct result of
the Bayh-Dole Act in 1980, which was conceived to capitalize on a
pool of knowledge that exists in academia. The SBIR/STTR pro-
grams have provided us with an avenue that takes this knowledge
from the university and to produce it in the marketplace.

The second outcome, our manufacturing division, has already
created jobs and wealth in Laramie. Laramie is a small community,
about 30,000 people. Companies such as ours are rare in Wyoming,
but we are now demonstrating how a technology based enterprise
can play a vital role in bringing new wealth to our community by
creation of high value-added products that are sold worldwide.

Our manufacturing division has grown out of a single engineer
and myself to a business with six full-time employees, and five
part-time employees. These employees have made significant con-
tributions to the growth of the enterprise and will continue to do
so. In Laramie it is very hard to find key employees, so we have
to either retain them when we do find them, or we have to recruit
the experience from elsewhere. Recruitment requires cash. In a
start-up business cash is short. We are usually cash starved, and
as my business adviser reminds me, when you are out of cash, you
are out of business.

So one of the most important components of our cash preserva-
tion plan is to replace cash incentives with stock options. The best
method we have found is the IRS-endorsed Incentive Stock Option
Plan, which provides our employees with the opportunity to partici-
pate in the wealth creation from their own ongoing contributions.
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For example, we are now trying to recruit a high-salaried employee
from California, and the most compelling component of our offer
has been the stock option plan which will allow him to share in the
wealth that he will help create.

Lowering profits by expensing stock options creates, in my opin-
ion, a circular problem. Under FAS 123, the options will be ex-
pensed, resulting in decreased profitability for my company. The
grantee is thus less likely to exercise the option, rendering invalid
the whole original assumption that the option has incurred an ex-
pense.

Our small business was funded by seed capital provided by the
United States Government through the SBIR/STTR programs, and
this model, by its very nature, leads to neutral income statements.
These programs are not intended, in themselves, to be a source of
wealth creation. When a company is ready to emerge from the
R&D mode and to commercialize, it must achieve and maintain
profitability to attract working capital. Expensing stock options
works against this goal and adds an intangible imbalance to the in-
come statements.

Why do I say intangible? The majority of small businesses fail.
The expensing of options will only increase this failure rate, and
the irony is that the expense will never be incurred because the op-
tions will never be exercised.

Finally, to comment on how widespread the knowledge of FAS
123 is, a week ago I was approached by two bankers from
Wheatland, Wyoming. They wanted to bridge our company with a
Government agency, the Export-Import Bank, to support a working
capital line of credit. The Export-Import Bank is designed to help
small companies export their products and reduce the country’s
trade imbalance. But it is required right up front that their clients
have a positive net worth. I believe that by expensing stock op-
tions, we would decrease our likelihood of ever receiving this assist-
ance.

I would also like to note that neither of the bankers from
Wheatland, Wyoming had heard of FAS 123, and I would also like
to note that when we formed our stock option plan through a CPA
firm, we were never told that they would show up as an expense
on our balance sheet.

I would like to end by saying that, I believe because of the recent
abuses highly visible by public companies, the FASB is trying to
create a solution, but it will have unintended consequences of doing
significant harm by slowing the growth or preventing the growth
of private small business start-ups.

Thank you.

[The prepared statement of Dr. Carron follows:]
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Senator Snowe and Members of the Committee:

My name is Keith Carron, founder and President of a smail business start-up, the
primary engine for the nation's economic growth and job creation. Thank you for
offering me an opportunity to tell the story of my small business, CC Technology,
in Laramie WY, and to explain the role that stock options play in the growth of my
company. | do not wish to represent myself as an expert on stock options, but
rather to provide you with a story of how they are used to create small
businesses and why | believe the proposed FAS 123 would be detrimental to the
growth and perhaps even the survival of my company.

CC Technology -- The Origin of a University Spin-Off

CC Technology was conceptualized in 1997 by two University of Wyoming
chemistry professors: Keith Carron and Robert Corcoran. | use the word
conceptualized, as we did not follow the traditional approach of capitalizing a
company; rather we followed a plan more familiar to university professors. We
initially wrote Small Business Innovation Research (SBIR) and Smali Business
Technology Transfer (STTR) proposals fo the National Science Foundation and
the National Institutes of Health. The proposals centered on ideas developed at
the University, which we felt, had commercial potential. When the proposals
were funded we incorporated as CC Technology. Being two university
professors naive about business, we added an experienced entrepreneur,
Eugene Watson, to our founding team.

As | tell the story of CC Technology, | want to emphasize points concerning stock
in small businesses and the role of stock options. | will summarize these points
in a succinct statement at the end of this testimony. At this point it is important to
understand that our business was founded with three shareholders who held
100% of CC Technology's stock.

* 100 % of CC Technology’s stock was owned by its three founders.

Qver our short history, CC Technology has been quite successful in writing SBIR
and STTR proposals that have led to a total of over $3.7 million dollars in
funding. Our technology developed through these grants has led to two
important outcomes: first, intellectual property in the form of patent applications
that are owned by the University of Wyoming and exclusively licensed back to
CC Technology for commercial development; second, a manufacturing division of
CC Technology, operating under the name Delta Nu, which designs,
manufactures and sells Raman spectroscopy systems.

Allow me to first address the first outcome - a direct result of the Bayh-Dole act of
1980, which was specifically conceived to capitalize on the pool of knowledge
that exists in academia. The SBIR/STTR programs have provided us the perfect
avenue to take our knowledge and expertise out of academia into the
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marketplace. The concept of university ownership and licensing back fo the
inventors as a vehicle of carrying academic concepts to the marketplace has led
to many successful companies and will continue to do so. The SBIR/STTR
programs facilitate this movement of innovative ideas.

The second outcome, our manufacturing division, Delta Nu, has already created
jobs and wealth in Laramie WY. Laramie is a university community of about
30,000 people. | believe it is fair to say that most money that comes into
Laramie is through the university, directly or indirectly. Those dollars circulate
around the community through local shops and services. Companies like CC
Technology are rare but we are now demonstrating how such enterprise can play
a vital role in bringing new wealth to Laramie by applying our knowledge and
skills to the creation of high value-added products, now being sold world-wide.
These “new” dollars represent significant job creation and economic growth
potential for our community.

Delta Nu stemmed from our SBIR/STTR funding. Our proposals discuss new
chemical assays and new instrumentation to perform the assays. The newly
developed instrumentation required formation of a manufacturing arm of CC
Technology. To create this new instrumentation, we hired an Electrical Engineer
to assist me in the creation of a new device: a portable, inexpensive Raman
system. Unknown to us at the time, this technology and instrumentation enables
a major shift in chemical instrumentation, from central labs to distributed
locations. Just as computers moved from central mainframe computers to
portable computers (PCs), chemical sensors, too, are moving from large
centralized devices to small portable systems.

When CC Technology hired its first product development engineer we moved
from a company totally dependent on SBIR/STTR funding to a business capable
of designing, manufacturing, and selling a product, thereby generating revenue.
The R&D needed to develop our first product came from our grant funding.
However, as we approached marketability of our first product, the need for
working capital became clear. Our R&D payroll could be met with grant funds
but not the funds needed for manufacturing, marketing and sales. At this point !
wrote our first business plan and approached a local bank for a working capital
line of credit. We were able to secure our line of credit with personal guarantees
from the two principal shareholders. We received the line of credit because we
had personal assets and no business debt. | had my first lesson in bank loans; if
you have money, they like to lend; if you don’t, they won't. We did not have a
stock option plan at the time, but if we had, | believe the loss shown on our
income statement due to expensing stock options would likely have resulted in
our line of credit application being refused.

* SBIR/STTR companies by their nature operate at a near-zero level of
profitability and expensing stock options would result in a loss on the income
statement, possibly resulting in an inability to negotiate loans or outside



56

investment to break out of the dependence on SBIR funding.

Delta Nu has grown from a single engineer to a business with 6 full-time
employees and 5 part-time employees. We have a board of directors and offer
full-time employees a complete benefits package. Prior to our adoption of a
stock option plan for our key employees, we had grown from three shareholders
(founders) to seven shareholders. It is interesting to note that of the four
additional shareholders, three no longer contribute to our growth. These
individuals were not restricted by a vesting period that a stock option plan usually
requires. The fourth shareholder is the University of Wyoming in recognition of
our licensing relationship. The vesting period of an option plan clearly is
advantageous and is a key feature of our plan.

¢ Stock options usually include a vesting period requiring ongoing employee
contributions, thereby adding value to a business after the grant is made.

CC Technology -- Our Stock Option Plan

Over the last 4 years we have had employees who have shown themselves to be
key employees. By key, | mean employees who have made significant
contributions to the growth of the company, who will continue to contribute
significant value to the company, providing a basis for potential liquidation
opportunities for the shareholders of the company. In Laramie such employees
are difficult to find and are easily attracted to the high-pay “front range” of
Colorado or other areas of concentrated economic activity. The alternative is to
recruit employees with experience and potential from elsewhere. Retention
and/or recruitment require cash. Start-up businesses usually exist in a cash
starved environment - and as | am often reminded; in a small start-up company,
when you are out of cash, you are out of business.

One important component in our cash preservation plan is to replace cash
incentives with stock in the company. The best method for an employee is the
IRS-accepted incentive stock option (ISO) plan. The ISO provides employees the
opportunity to participate in the creation of wealth that is a consequence of their
on-going contributions to the enterprise.

To date we have offered stock options to two key employees as a means of
retention and are now considering offering options to a high-salaried employee
from California whose recruitment is essential for our growth. During the
interview process, we were able to show a past history of sales and excellent
future prospects. But the vital selling point to this potential employee was the
opportunity to be more than a tool in creating wealth for existing shareholders.
We demonstrated through the offer of options that we want this individual to
participate in the wealth they will help create. This is possible through an I1SO.
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CC Technology -- Tangibles and Intangibles

FAS 123 would require us to show our stock options as an expense on our
income statement. How would that affect CC Technology?

+ It would decrease profits (or increase losses)

* It would prevent or make it difficuit to obtain working capital under the current
method of income statement analysis.

» Culture could change, where bankers or investors neglect or suspect the
expense due to stock option plans.

First, decreased profits due to stock options create a circular problem. Under
FAS 123, options will be expensed, showing a decreased profitability. This in
turn makes the grantee less likely to exercise the option. This makes the original
assumption about the expense incorrect. Accounting stems from the root to
account for. Accounting is a science; economic forecasting is not. Meaningful
financial data is used to grow companies. This ruling adds tremendous negative
value to a company that uses stock options. This decreases profits, most likely
into the red or further into the red, such that investment is not possible. This
makes it impossible to attract working capital investment. The company fails.

Or, the culture changes and financiers learn to ignore the expensing of stock
options. After all, who knows if they will ever be exercised? Then my question
is, why add something to financial statements that is not reliable or credible?

Synopsis

At this point | would like to summarize the bulleted statements and succinctly
explain my views on FAS 123 and stock options.

Small companies are founded by a handful of individuals. In order to retain those
employees that make significant contributions and grow, ownership in the
company must be shared with those employees. The best way to include
employees in the ownership is to provide options to purchase stock after a
vesting period (period of sustained employment and productivity). Our small
business started from a business model and seed capital provided by the United
States government through the SBIR/STTR program and this model leads to
balanced income statements. Itis not, nor is it intended to be a source of wealth
creation in and of itself. When a company wants to breakout of the grant R&D
mode to commercialization it must try to maintain balanced income statements to
attract working capital. The expensing of stock options adds an intangible
imbalance to an income statement. Why is it intangible? The maijority of small
businesses fail. The expensing of options will only increase this failure rate. But
the irony is that the expense will never occur because the option will never be
exercised.
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The creation of an ISO must be ratified by the shareholders. This informs them
of the potential dilution of the value of their shares. They vote yes or no
depending on their belief that the options will increase their stock value further
down the road. In a true startup, the number of shareholders is small. The
diluting event cannot nor should not be hidden in a hundred pages of CEO
reports and beliefs and difficult to interpret financial statements. Small
businesses with a handful of shareholders must be prepared to see their shares
diluted by the addition of individuals who will be making the value of those shares
grow.

Last of all, | would like to make a statement about the public awareness of FAS
123. | heard about it two weeks ago! A week ago | was entertained by two
bankers from Wheatland, WY. They were not aware of FAS 123. They want fo
try to work with CC Technology and the Ex-Im Bank by offering an export
working capital line of credit. The Ex-im Bank is a government agency designed
to help small companies export their products and to reduce the country’s trade
imbalance. Please note, the Ex-Im Bank considers a positive equity to be a
requirement for assistance. Expensing stock options would greatly increase the
likelihood of not receiving government assistance to help reduce the trade
imbalance and this failure would all be based on an expense that may never be
realized because the option is never exercised. But, my point for this story is that
the bankers knew nothing of FAS 123 and my accountant never mentioned
knowledge of FAS 123 to me!! Had we followed FAS 123, we would have
provided these bankers with distorted income statements based on the
incalculable probability of the future exercise of our options and the incalculable
value of our shares at the time of exercise. My point is, why turn the rigors of
accounting logic into the realm of astrology and palm reading?

It seems to me that in their zeal to address recent widely-perceived abuses of
stock options by a few disreputable top level executives in an even fewer large
public companies, the FASB will be creating the unintended consequence of
doing significant harm to the nation's economy and competitiveness by throttling
back that primary engine of growth, the struggling private small business start-up.

Thank You,

Keith Carron
Professor and CEO
University of Wyoming, CC Technology
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Senator ENzI. Thank you very much.
Mr. Diamond.

STATEMENT OF STEPHEN F. DIAMOND, VISITING ASSISTANT
PROFESSOR OF LAW, CORNELL LAW SCHOOL, AND ASSIST-
ANT PROFESSOR OF LAW, SANTA CLARA UNIVERSITY
SCHOOL OF LAW

Mr. DiaMOND. Thank you, Chairman Enzi, for having this impor-
tant hearing and inviting me to testify.

I will suggest today that, one, the expensing of stock options is
an important step towards restoring accuracy, transparency and
credibility to the American economy, and two, American managers
should reconsider their aggressive use of stock options as a form
of compensation because options create a hidden conflict of interest
between inside option holders and outside shareholders.

While there may be some difficulty for some companies in adjust-
ing to this new regime, that will be temporary and it will be more
than compensated for by an overall lower cost of capital for those
same companies, and for those companies that are now only the
dream of a young inventor putting in long hard hours in a garage
or a university laboratory somewhere.

I am a law professor who specializes in corporate finance and
corporate governance, but my interest in this issue is not just an
abstract academic exercise. After graduating from Yale Law School,
I practiced corporate law in New York and in Silicon Valley for 5
years. While in private practice, I advised dozens of start-ups and
public companies, as well as the investment banks and venture
capital firms that provide them with financing. I continue to serve
as an adviser to start-up companies and was recently elected to a
seat on the board of directors of a small publicly-traded technology
company, where I also serve on the audit committee and chair the
compensation committee.

As an academic it is my job to study and help design institutions
to improve overall economic performance. An important principle
guiding such institutions in this country is our 70-year-old dedica-
tion to providing investors with the best information we can about
what is happening to their money. Failing to expense stock options
violates this core principle. It undermines the fragile relationship
between insiders and outsiders in our corporate system, thus rais-
ing the cost of capital for new investment projects.

It also creates an often hidden and little understood conflict of
interest between outside shareholders on the one hand and inside
option holders on the other. Granting corporate insiders huge op-
tion packages allegedly motivates the insiders to manage the cor-
poration in the long-term interest of public shareholders. But this
argument is based on a mistaken assumption that stock options are
the same as stock. They are not. Options are a different financial
instrument from the stock that an option holder receives in ex-
change for the exercise of the option. In fact, recipients of options
do not look forward to becoming long-term investors in a company’s
stock alongside their fellow outside investors. No, instead they look
to the day when they can exchange their option for stock and then
immediately sell it for a profit. In many cases that profit is cash
they receive from the company and its long-term outside share-
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holders in the form of costly debt incurred by the company to pay
for the shares given to the option holders. In the world of stock op-
tions, insiders get paid first, and it is the remaining shareholders
who must pay them.

Investors provide the capital to entrepreneurs, who by virtue of
their specialized technical or managerial talent, are tasked with
the control of the day-to-day operations of a business. In return, in-
vestors expect those entrepreneurs will not only work hard on their
behalf, but will also be fair and honest in their dealings with them.
This relationship is known in corporate law as the separation of
ownership and control. When the separation between investors and
managers widens, it can cause money to stay on the sidelines.

Today investors are still reluctant to make the very risky and
uncertain investments that need to be made to kick start a recov-
ery of the high tech sector. As one example of investor discontent,
at Texas Instruments, one of our country’s oldest and most success-
ful high technology companies, 57 percent of shareholders voted
earlier this month in favor of a proposal recommending to the
Board of Directors that they expense stock options.

That is why it is so perplexing to me that so many resist such
a basic reform. In fact, Silicon Valley ought to be doing precisely
the opposite of what it is doing. It should be showing as much lead-
ership and innovation on this issue as it does on basic scientific re-
search and development. Is it not just a bit strange in these cir-
cumstances that corporate managers want to deny their own inves-
tors access to vital financial information such as the impact of
stock option grants on the overall value of the company? That stock
options have value is certainly beyond debate. It is confirmed sim-
ply by the fierceness of the opposition to expensing them. One can
only conclude that the defensive posture of some is about protecting
a strategy of shifting wealth from outside investors to insider op-
tion holders, when the insiders have a significant advantage in as-
sessing the real value of the company.

This increases investor uncertainty about value, and thus dam-
ages the credibility of all potential entrepreneurs who hope to raise
capital for new companies in the future.

Thank you again for the opportunity to share my views with you
today. I ask that my written statement be submitted for the record,
and I look forward to answering your questions.

[The prepared statement of Mr. Diamond follows:]
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Assistant Professor of Law, Santa Clara University School of Law

Introduction and a summary of my argument

Thank you, Senator Enzi, for convening this important hearing ahd for inviting
me to testify. While the topic we are discussing today may seem complex and arcane to
many, it lies at the heart of what both makes the American economy so impressive and
what makes it subject, unfortunately, to unpredictable and damaging levels of volatility.

I will suggest today, briefly, that

1) the expensing of stock options is an important step towards restoring
accuracy, transparency and, thus, credibility to the American economy; and

2) American managers should reconsider their aggressive use of stock
options as a form of compensation in light of the hidden conflict of interest they
create between inside option holders and outside shareholders.

While there may be some difficulty for some companies in adjusting to this new
regime, that will be temporary and will be more than compensated for by an overall lower
cost of capital for those same companies and for those companies that are now only the
dream of a young inventor putting in long hard hours in a garage or university laboratory
somewhere.

1 am a law professor who $pecializes in corporate finance and corporate
governance. It is my job to study and help design institutions to improve overall
economic performance. An important component of such institutions in this country is
our 70 year old dedication to providing investors with the best information we can about
what is happening to their money.

Over the last decade or so a dangerous gap has opened up between, on the one
hand, the laws that most investors believe protect them from unpredictable or
inappropriate behavior by those to whom they entrust their life savings and, on the other,
the reality of behavior in the business world.

Failing to expense stock options contributes to this gap. It undermines the fragile
relationship between insiders and outsiders in our corporate system, thus raising the cost
of capital for new investment projects.

It also creates an often hidden and little understood conflict of interest between
outside shareholders of technology companies, on the one hand, and inside senior
managers and employee option holders, on the other.
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Not just an academic exercise

Let me point out that this research interest of mine is not just an abstract academic
exercise. After graduating from Yale Law School I practiced corporate law in New York
and in Silicon Valley for five years. Although this academic year [ am 2 visiting
professor at Cornell Law School in upstate New York, I normally teach corporate law,
securities law and international business law in the heart of the high tech world at Santa
Clara University School of Law where I have been on the faculty since 1999, Ialso
lecture to MBA students at Santa Clara’s business school on global business issues.
While in private practice I advised dozens of high tech and biotech startups and public
companies, as well as the investment banks, and venture capital firms that provided them
capital. I continue to serve as an advisor to startup companies and was recently elected to
a seat on the board of directors of a small publicly traded technology company, where [
sit on the audit committee and chair the compensation committee.

Protecting “Other People’s Money”

But in addition to advising companies, I now also play a role in advising
investors, particularly large institutional investors such as pension plans. And that has
reinforced for me the importance of research into the gap that I mentioned at the outset.
The central design principle of our corporate system is the existence of what corporate
law scholars call the “separation of ownership and control.” That is, owners, or investors,
provide capital to entrepreneurs who by virtue of their specialized scientific and
managerial talent are tasked with the control of the day-to-day operations of a business.
In return, investors expect that those entrepreneurs will not only work hard on their
behalf but will also be fair and honest in their dealings with them.

To back up this relationship we use federal securities laws to mandate the regular
disclosure of information to investors. This federal regime is complimented by a state
law regime that allows shareholders to elect a board of directors to act as their agent in
overseeing the work of the entrepreneurs and to vote on major changes in corporate
direction. Together, these laws allow shareholders to decide whether they want to hold
on to their investment, sell it or, in some cases, exercise their right to voice concerns
about the direction of the company.

Combined, these protective devices insure that the gap between corporate insiders
and outside investors does not expand to the point of instability. Our ability to manage
this gap, to insure that managers behave responsibly when using what Justice Brandeis
memorably called “Other People’s Money,” is a crucial advantage the U.S. economy
retains over almost every other country in the world.

For example, recently shareholders have sent strong messages of discontent over
insider behavior at corporations such as Disney and Texas Instruments. At Texas
Instruments, one of our country’s oldest and most successful high technology companies,
57% of shareholders voted earlier this month in favor of a proposal recommending to the
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board of directors that they expense stock options. Texas Instruments’ CEO called for a
rule that all companies can follow and said that TI would comply with whatever rule
FASB issues.

This system works well most of the time. But it is a system that requires a
delicate balance between those on the outside and those on the inside. Government, the
judiciary, and even occasionally, academia, can all play a role in assisting the main
players, but if the fundamenta] relationship between investors and entrepreneurs is upset
the damage can last for a very long time. That was the case in the wake of the crash of
1929. It took many, many years for credibility to be restored to the financial community
and, thus, to entrepreneurs. Government was forced to play a much larger role in the
management of the economy. Many have argued that this slowed our rate of innovation
and our overall competitiveness. Perhaps only because other nations were even worse off
and resorted to even more authoritarian interventions in their economies did we look
relatively healthier.

The damage done by the meltdown of the late 90s is still with us

In my view, we have not recovered yet from the psychological and financial
impact of the telecom and dotcom crash of the late 90s. 1told a reporter with the San
Jose Mercury News several years ago that it would take Silicon Valley a decade to
recover from the excesses of the late 90s. The reporter called me back because her editor
did not believe the quote was accurate! It was accurate. I only wish I had been wrong;
but already we are four years from, almost to the day, the peak of the NASDAQ. Yet
both startup activity and venture capital financing, although showing some signs of life
recently, continue to languish. This means that promising new technologies in both high
technology and biotechnology languish. There is certainly no question about the global
demand for the products of such companies. So there must be something on the supply
side that is causing the problem.

Silicon Valley should be leading the fight to expense options

In my view investors are still reluctant to make the very risky and uncertain
investments that need to be made to kick start a recovery of the technology world. You
will not hear many institutional investors admit this and you certainly won’t hear it from
the venture capitalists or the representatives of the technology world. But I think a trust
was broken in the late 90s that has not yet been restored.

That is why it is so perplexing to me that so many in the technology world resist a
basic reform such as the expensing of stock options. In fact, Silicon Valley ought to be
doing precisely the opposite of what they are doing: they should be showing as much
leadership and innovation on this issue as they do on basic scientific research and
development.
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The new world of fictitious capital

1 think there is an explanation for the defensive posture of some Valley managers
but it has nothing to do with the arguments that [ have heard put forward by lobbyists for
the industry. To understand it we have to go back to that basic principlesof our corporate
structure - the separation of ownership and control, the gap between investors, on the one
hand, and entrepreneurs on the other.

As I suggested earlier, that relationship suffered a traumatic blow in the 1929
Crash, unlike anything we have experienced since. As a result, business became more
cautious, even bureaucratic. Over time, this slowed innovation and productivity and,
finally, profitability. In the early 1970s we suffered a minor echo of the 1929 Crash, as
the stock market fell precipitously. Economists call such events “capital shocks.”
Interestingly, some new research indicates that that early 70s shock was caused by,
believe it or not, the early successes of Silicon Valley.

Older companies with shares listed on the New York Stock Exchange and
elsewhere were not the source of innovations like the semiconductor and early versions
of the future internet. These technologies were instead coming out of young startups
whose shares were not yet publicly traded. But investors eventually realized that the
value of the older companies had to fall in order to reflect the impact that these new
technologies would have once those startup companies started to trade their securities on
public markets.

That event — the capital shock of the early 1970s — was the inevitable by product
of our system of fictitious capital. Stocks and bonds, after all, are only paper titles to
wealth — investors who possess them have only a residual claim to the wealth of a
company. They must constantly attempt to predict the furure value of a company. That
is a demanding exercise. When we separate ownership of shares by investors, on the one
hand, from management of a company’s day to day operations, on the other, we risk a
disconnect between the price of the shares and the actual value, in today’s terms, of the
company itself. The shares, then, can contain a certain amount of fictitious, or apparent,
value for a certain period of time until the market can catch up with the changing
environment in which the company is operating.

‘What happened in the early 70s was an early warning of the emergence of a new
world, in which innovation happens so quickly that it is very easy for the price of a
company’s shares to be misaligned with its actual value. That can easily interfere with
our ability to steer capital to the most valuable investment opportunities. Investors, then,
often must operate as if they were flying an airplane in a dense fog with the instruments
broken and the runway lights out.

That is why there is such value in establishing clear requirements for transparency
and accountability in financial statements. That stock options have value is beyond
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debate — it is confirmed simply by the fierceness of the opposition to expensing them
coming from so many in the technology world.

But isn’t it just a bit strange that those same individuals want to deny their own
investors access to vital financial information such as the impact of stock option grants on
the overall value of the company? Clearly, this threatens to widen the gap that exists in
our system between investors and entrepreneurs. It increases the uncertainty about value
and it lowers the credibility of all potential entrepreneurs who hope to raise capital for
new companies in the future.

One can only conclude that the defensive posture of some in Silicon Valley is
about protecting a strategy of shifting wealth from outside investors to inside option
holders when the insiders have a significant advantage in assessing the real value of the
company.

The hidden conflict of interest between managers and investors

But, as I suggested at the outset, there is a second major dimension to the
problem. Insiders in the high tech world and elsewhere often cash in on stock options
and walk away with millions even when their company’s stock price sinks. Larry

¢ Ellison, head of software giant Oracle, cashed in $700 million of options in early 2001.
And just in time. A few weeks later Oracle stock plummeted from more than $34 per
share to around $13 per share when the company announced that sales and profits were
down. Enron insiders walked away with more than $1 billion in cash from stock options
as that company fell apart. These'insider games strike most Americans as a form of the
“infectious greed” that even Alan Greenspan blamed for the malaise that hit the stock
markets in the wake of NASDAQ meltdown.

Granting corporate insiders huge option packages allegedly motivates insiders to
manage the corporation in the long-term interest of public shareholders. But this
argument is based on a mistaken assumption that stock "options" are the same as stock.
They are not. “Options” are different financial instruments from the stock that an option
holder receives in exchange for the exercise of the option. As the FASB proposal
explains at the outset, options are a corporate liability, completely distinct from the
underlying equity into which they can be converted.

In fact, recipients of options do not look forward to becoming long term investors,
or holders, in a company’s stock alongside their fellow outside investors. No. Instead
they look to the day when they can profitably exchange their options for stock and then,
immediately, sell that stock at a profit. In many cases, that profit is cash they receive
from, in essence, the company and its long term outside shareholders who must take on
costly debt to pay for the shares given to the option holders. In other words in a world of
stock options, insiders get paid first and it is the remaining shareholders who must pay
them.
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.

Unlike options, stock prices are based on an assessment of the long term eamning
power of a corporation. That reflects the position that long term investors in a company’s
shares hold in the capital structure of the company. The price of stock options, however,
is based not only on the value of the underlying stock, but also on the length of time until
the expiration date of the option and, most importantly, the volatility of the underlying
stock. Options actually increase in value with an increase in the stock’s volatility
because this increases the chance that the option will be "in the money" (i.e., its market
price will be above its strike price) and hence profitable for the option holder to exercise
the option and cash in his or her shares rather than let it expire unexercised.

Options fuel the insider game of financial statement manipulation

Why should outside public shareholders care about this difference? Because an
increase in the volatility of the stock is something that corporate insiders can manipulate
by engaging in higher risk projects. Insiders have what Nobel Prize winning economist
Joseph Stiglitz calls an “asymmetric information” advantage. They will always know
more than outsiders do about the nature of the firm. Insiders have an overwhelming
advantage in assessing the potential of projects underway at the company. This does not
mean that insiders engage in illegal insider trading. That does happen, unfortunately.
But what [ am calling your attention to is far more subtle and probably more significant.

The insiders can increase the value of their options by engaging in “all or
nothing” gambles. After all, if the project is a success it might cause a huge increase in
the stock price, with a gain to outside shareholders as well. If the project is a bust,
insiders just tear up their worthless options and move on. The potential for gain to
insiders has been so huge in recent years that they have engaged not only in high-risk
projects but also in the illegal manipulation of corporate earnings. While outright illegal
manipulation is not the norm, it is certainly common for corporate managers in the high
tech world to time their entry into and exit out of firms based on the possibility of turning
a profit on their stock options.

Failure to expense options wastes valuable resources

Of course, this conflict between insiders and outsiders is linked back to my earlier
concern about the potential for a build-up of fictitious value in today’s stock prices. This
insight is reflected in the recent testimony of Craig Barrett of Intel that a growing part of
the value equation in today’s innovative companies is linked to so-called knowledge
workers and the intangible assets, i.¢. intellectual property, that they produce. There is
little doubt in a world like this that managers like Mr. Barrett need to reward their
workforces handsomely. 1believe it was Bill Gates who pointed out that the entire
“value” of Microsoft walks out the door every evening. The unanswered question,
however, is whether:

1) creating a whole new layer in the capital structure of our firms; and
then
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2) pretending it has no value; and then

3) inventing means to avoid disclosing its value to the financial markets;
and then

4) allowing insiders to profit at the expense of long term shareholders;
and then

5) expending a significant amount of resources defending this
compensation scheme in the political arena; all to

6) entrench managers who are more expert at gaming a company’s
financial statements than they are at producing value for investors and
for society as a whole;

is really worth the damage it does to the credibility of our corporate and financial system.

Thus, insiders' interests are not aligned with those of outside public shareholders
by stock options. They are, in fact, placed at odds with each other. Despite this conflict,
corporations can still pretend that options are given away for free, since they are not

-currently required to charge the cost of the options as an expense item in company
accounts. At the very least, as Senators Levin and McCain correctly argue, options
should be charged as a compensation expense. Even more effective would be to get rid
of options altogether and allow insiders to hold only restricted stock that they could sell
only after leaving the corporation: This would put them much closer to the actual
position of outside public shareholders while they are still working for those same
shareholders.

Thank you again for the opportunity to share my view with you today. I ask that
‘my written statement be submitted for the record and I look forward to answering your
questions.
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Senator ENZI. Thank you very much. Everyone’s full statement
or additional statement, if they want to submit it for the record,
will become a part of the record. We do appreciate your testimony,
so even if you have a couple of additional thoughts that you need
to put in, that is welcome as well.

Mr. Glover.

STATEMENT OF JERE W. GLOVER, BRAND AND FRULLA,
WASHINGTON, DC

Mr. GLOVER. Thank you, Chairman Enzi. I am pleased to be here
to testify about FASB’s proposal to expense stock options.

While I have been and am a CEO of several high-tech companies,
my primary experience in my career has been involved in helping
reduce regulatory burdens on small business and create a fair mar-
ketplace and playing field for small businesses. The one thing that
I have learned is that one size does not fit all. That is true in shoes
and it is especially true in standards and Government regulations.

During the last 3 years of my experience as Chief Counsel for
Advocacy at the Small Business Administration, we reduced unnec-
essary regulatory burdens on small businesses by over $20 billion.
We were consistently faced with agency claims that protecting the
public interest forced the agencies to place specific burdens on
small business, just as FASB is proposing to do now.

These officials routinely said that if their regulations were not fi-
nalized exactly as they had proposed, that the environment, worker
safety, investor trust, or whatever, would cease to exist.

Forced to reexamine the problems that their regulations were
causing, agencies found that small businesses were not the cause
of the problem in most cases, and that the regulatory burdens they
were proposing were unnecessary and could be modified. In some
instances small businesses were completely exempted and the pub-
lic interest was still served.

I oppose any agencies or organizations that are imposing unnec-
essary and unintended burdens on small business. FASB’s pro-
posal, if finalized as proposed, while well intended, will have a dev-
astating impact on growing small businesses, especially those in
Government contracting and those who need to finance their busi-
nesses. The burdens in dollars, lost management time and lost op-
portunities will adversely affect innovation and job creation in
America.

Let me explain why I believe the expensing proposals will have
an adverse impact that is contrary to the public interest. First,
many companies will simply stop giving employees stock options.
This to me is the worst possible outcome because it would deprive
them of key employees that are necessary to grow and expand their
businesses.

Second, many companies will find that they cannot comply with
the requirements simply because of the cost will be prohibitive.

Third, for those companies who choose to comply, what if they
are Government contractors? Will they be determined, because they
have negative net worths and negative profit statements, to be fi-
nancially not feasible. Under the FAR Regulations, they are not
feasible or capable of providing the work because they have loss or
bad financial statements. Likewise, when companies turn to bor-
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rowing, as the first witness just talked about on this panel, will the
banks understand when they come in with negative financials?
More importantly, will the Government agencies like the Export-
Import Bank, or like the Small Business Administration, make an
exception? And what is going to happen when the auditors from the
Federal Reserve, Comptroller of the Treasury and FDIC come into
the bank and say, look at the financials of the companies you are
lending to. I think that that is going to create an additional prob-
lem.

Of course, there is the issue of tax consequences on how these
options are being treated. Today there is a good bit of flexibility,
and I certainly use that in my companies and I know many, many
companies do have that flexibility. Will FASB’s new proposal
change their ability to have that flexibility? I suspect so.

FASB could have avoided this problem if they had, one, adequate
representation on the board itself, who fully understood small busi-
ness and implications. One of the critical problems here is they do
not understand—and accountants, by and large, many of them do
not understand—how tight cash is for starting companies. They do
not have $100,000 or $200,000 or $300,000 to spend on valuation,
and even if they did, it would be taking away from other activities.

If they had done a regulatory flexibility analysis. If they had
even looked at the opportunity to propose separate regulations for
small businesses, they would have proposed different regulations
for small businesses. There is no tiering of their proposed regula-
tions. Of course, they could have easily exempted small businesses.

The Regulatory Flexibility Act, which applies to all Federal and
most State agencies, has had a phenomenal impact, $40 billion of
regulatory savings to date. FASB has completely ignored it.

Under the circumstances, I think that you have to look at the sit-
uation. The SEC has found it could live with the Regulatory Flexi-
bility and live well with it, and they do a wonderful job. Had they
considered small business at the beginning, I do not think we
would be here, and I do not think they would be under the pres-
sure that they are under now. I think small businesses have his-
torically, these solutions that we have talked about are not new.
Each White House Conference has recommended them. Congress
has recommended them. Most Presidents have required them.
FASB has chose to fit everything into one-size-fits-all, and quite
frankly, that is not proper.

Thank you.

[The prepared statement of Mr. Glover follows:]
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Mr. Chairman and Members of the Committee:

| am Jere W. Glover with Brand and Frulla, a law firm specializing in litigation and
regulatory and administrative law, serve as CEO of two high-tech companies and am
advising a new organization, Entrex, new opportunities for small companies to sell their
securities to sophisticated investors. 1 also serve as Executive Director of the Small
Business Technology Coalition, the largest organization of Small Business Innovation
Research companies in the United States. | am pleased to be here today fo testify about
Financial Accounting Standard Board's, FASB, proposal to require expensing of stock

options.

While I'm not an expert on accounting, accounting standards or FASB, | do have
a lot of experience as counsel to this Committee and the House Small Business
Committee, and as Chief Counsel for Advocacy of the Small Business Administration.
During my tenure as Chief Counsel, we issued over 100 reports and economic studies,
testified before Congress over 30 times, intervened in over 200 agency rulemaking
proceedings, and reviewed over 5,000 regulations.
| have spent much of my career trying to reduce the regulatory burden on small
businesses to create a fair economic playing field that allows small businesses to grow
and to ensure that regulations imposed on small businesses are really necessary, while
addressing the problems actually caused by small business but without compromising

public policy objectives.
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During the last three years of my tenure as Chief Counsel, we reduced unnecessary
regulatory burdens on small businesses by over $20 billion. We constantly were faced
with agency claims that protecting the “public interest” forced agencies to place this
burden on small business, just as FASB is claiming now. These officials routinely said
that if their regulations were not finalized exactly as proposed, the environment, worker
safety, investor trust, etc. would cease to exist. Forced to re-examine the problems
regulations were designed to address, agencies often found that small businesses were
not the cause of the problem, at least not significantly, that the regulatory burdens as
proposed were usually unnecessary and could in fact be modified. in some instances

small businesses could be exempt entirely and the public interest still served.

| always oppose any agency, or organization, in this case the FASB, imposing
unnecessary and unintended burdens on small business. FASB’s proposal, while well
intended, will have a devastating impact on growing small businesses, especially those
who are in government contracting and who need to finance their businesses. The
burden in dollars, lost management time and lost opportunities will adversely affect
innovation and job creation in America. The problem is even worse since small
business cannot challenge FASB's decision once it becomes final. Normal protections

under the Regulatory Flexibility Act do not apply to FASB decisions.

Let me explain why | believe the expensing proposals will have an adverse small

business impact that is contrary to the public interest.
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1. Small companies will simply stop giving employee stock options to key
employees. This is the worst possible outcome. For years, companies have
used stock options to recruit and retain key employees. Small businesses in
their start-up and intermediate growth phases simply do not have the working
capital o compensate key employees commensurate with their contributions
to the firms’ successful growth. By allowing these key employees, engineers,
scientists, managers, and even CEOs to have stock options and the potential
for future monetary gains, small firms are often able to hire the best

employees to help them grow their businesses.

2. Many small companies will not even learn of the new restriction on
employee stock options until it is too late to comply. Small firms don't read
the Federal Register, the Congressional Record and certainly don't read the
FASB's proceedings and press releases. | understand that the FASB expects
compliance by next year. This virtually guarantees that most small

companies will be in violation.

3. The companies that find out about the requirements will not be able to comply
because the cost is prohibitive. From what [ understand, the computation
methods selected by FASB are designed for publicly traded companies and
are extremely difficult to apply to small privately owned companies. Since the
CPAs most often used by small businesses have never done a valuation of

employee stock options under these methods, the companies will have to hire
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one of the big four accounting firms to value their employee stock options.
The big four will probably be too busy valuing the public companies to work
on small firms, In addition to such delays, I've seen cost estimates of several
hundred thousand dollars for such valuations. Small firms don't have that

kind of money and it certainly isn't a productive use of their limited funds.

4. What happens to firms who choose to comply? [f they are government
contractors, it can create real problems. They may be found to be “not
financially feasible” as that term is used in Federal contracting decisions.
Because of the expensing of employee stock options, many will suddenty find
themselves to have a negative net worth and significant losses. Under the
Federal Acquisition Regulations, such companies are not eligible for
government contracts. If a company is seeking to borrow money, it will have
difficulty borrowing with a negative net worth and operating losses caused by
expensing requirements. Even if the company finds a bank which
understands the problem, how will the bank regulators, Comptroller, FDIC
and Federal Reserve see the situation? Has the FASB even met with the
bank regulators and SBA to examine the impact of its new standards on

commercial lending practices?

5. What are the tax consequences of FASB? I'm not sure what the impact of

FASB will be on the treatment of stock options. In the past, there has been
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flexibility in how options have been treated for tax purposes. I'm concerned

that this flexibility will be lost once FASB'’s proposal becomes final.

One bit of ironic good news is that when a company’s key employees leave, the

company will have a windfall profit when the stock options are cancelled.

This collateral damage could have been avoided and regulatory proposals more

finely tuned to address actual problems if FASB had

1.

adequate small business representation on the Board who understood the
impact of the proposal on small and emerging companies;

a small business advisory group in place when they were formulating the
standards. (It appears that the new small business advisory group that is being
set up now is arriving too late in the process to change the Board's decisions.);
completed a small business regulatory analysis of the impact of the standard on
small emerging companies. (All federal agencies and most state agencies are
required to conduct such an analysis before they take regulatory actions.);
proposed a separate and more appropriate regulation for expensing small

company stock options;

. delayed the effective date of the standard for small companies for a number of

years;

. exempted small companies from these regulations entirely,

. used some combination of the above.
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To date FASB, with the exception of belatedly appointing a small business advisory

group, has done none of the above.

FASB's failure to consider in some depth the impact of its action on small and
emerging companies or the predictable adverse impact on the nation’s economy is not
new. Federal, state and quasi- government agencies and organizations will always tend
to write one set of standard or rules and apply them to all businesses regardless of the
size. However, experience has taught us that this “one-size-fits- all” approach simply

does not work.

Almost 25 years ago, Congress passed the Regulatory Flexibility Act, RFA, requiring
each federal agency to conduct a regulatory flexibility analysis of the impact of its
actions before the agency even proposed a new regulation. The law also requires
agencies to develop and consider less burdensome alternatives and to do affirmative
outreach to small businesses to help them formulate the regulations. In 1996 Congress
strengthened the RFA and provided for judicial review of agency compliance with the

law.

Has the RFA changed the way agencies treat small business? Absolutely! To date
over $40 billion dollars of regulatory burdens that the agencies originally proposed to

place on small business have been eliminated - $20 billion during my last three years as
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Chief Counsel and well over $20 billion by my successor. All this was done without

endangering worker safety, the environment or even investor confidence.

Let me give you one example of how the RFA has served the public interest.’ The
Environmental Protection Agency (EPA) proposed requiring oil refineries to reduce the
amount of sulfur in gasoline. Originally this requirement would have imposed such
costly burdens on the small refineries {especially the one in Wyoming) that the small
refineries would have gone out of business, reducing the nation’s supply of gasoline and
increasing consumer prices at the pump. With further analysis, we concluded that the
small refineries were less than 2% of the problem. The EPA finally agreed that the
small refineries could delay compliance for a number of years. This would ailow them to
take advantage of new technologies that were being developed. Today all of those

refineries are still operating and the environment is still being protected.

Would this work for the expensing of employee stock options? Certainly. | have not
seen any evidence that the problems FASB seeks to address are caused by small
companies. FASB just has to look at the SEC as a model. By complying with the RFA,
the SEC has developed an excellent record customizing its regulations to reduce
significantly the burdens on small businesses, without compromising its public interest
responsibilities.

To illustrate: When | was helping prepare for the first White House Conference on
Small Business in 1980, President Carter requested that each agency highlight at least

one major accomplishment to be announced at the Conference. When | went to the
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SEC to meet with the senior management, they informed me in great detail that they
had to protect investor confidence and could not even consider doing anything for the
small emerging companies. These upstart companies would have to comply with all of

their regulations — period, end of discussion.

1 explained to them that they had done such a good job of protecting investors that
they had eliminated virtually any new company from going public for a number of years.
By analogy | argued that if OSHA wanted to eliminate all worker injuries, the only way
they could be sure that no worker was ever injured was to eliminate all workers. The
SEC had in effect eliminated the workers. Going public was simply too expensive and

complicated for businesses.

Since that time, the SEC has simplified its reporting requirements, granted
exemptions for small companies, created new short forms and allowed Regulation D
offerings for smaller companies. The SEC also approved an angel accredited investor
network to reduce the regulatory burden on angel investing. With all of these changes
and burden reductions on small companies, there has been no increase in investor
fraud. If these FASB-type standards were being proposed by the SEC, I'm confident
the agency would have found a way to lessen the burden on small emerging

companies.

FASB could have done likewise. To verify this conclusion we just need to answer

the following questions:
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What are the public interest issues at stake?

How and to what extent does small business contribute to the problem?
Will the proposed regulations stimulate or hinder the growth of small
business?

if hinder, can regulations be designed to eliminate this risk to the economy
without compromising the public interest?

Should Congress act if FASB does not?

Should quasi-governmental boards and organizations, (like FASB)

whose decisions have the impact of regulations be forced to comply with the

RFA?

| think the answers to these questions are important to the growth of the U.S.

economy and the creation of more American jobs. If we expect small business to be the

engine that grows the U.S. economy and creates jobs, we have to feed the engine, not

starve it. Regulations, such as expensing of employee stock options for small emerging

companies, put the brakes on the small business engine at the very time we need for

the accelerator to be at full throttle. | think the public interest is best served when we

have a vibrant, growing, small business economy that is creating jobs, developing new

technology and creating whole new industries.

Jere W. Glover
Brand and Frulla

923 Fifteenth St. NW
Washington, DC 2005

202-662-9700

Jereglover@brand-frulla.com
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Senator ENzI. Thank you very much.
Mr. Jones.

STATEMENT OF MARC JONES, PRESIDENT AND CHIEF
EXECUTIVE OFFICER, VISIONAEL CORPORATION, PALO
ALTO, CALIFORNIA

Mr. JONES. Thank you, Mr. Chairman. My name is Marc Jones,
and as you mentioned, I am the President and Chief Executive Of-
ficer of Visionael Corporation. I appreciate you giving me the op-
portunity to share my views on the recently released Financial Ac-
counting Standards Board draft calling for the expensing of these
broad-based stock option plans that are so prevalent and in favor
in Silicon Valley, and the impact of this proposal on small busi-
nesses like Visionael.

Our small business is a leading provider of network security and
network management solutions designed for the largest and most
complex corporate government and service provider networks. We
have more than 60 large customers worldwide including customers
like Sprint, Verizon, EDS, IBM, the Pentagon and the White House
Communications Agency.

Thus, the importance of the stock option issue in front of the
committee cannot be overemphasized. Broad-based stock option
plans have given me the opportunity to live the American dream.
I have been able to buy a house, send my children to good schools,
and now be the CEO of a small business. Broad-based stock option
plans have also given quite a few Visionael employees the possi-
bility to dream that dream that they themselves can be entre-
preneurs, that they can be partners in owning a business and that
they can dream one day of the financial success and the rewards
that are associated with our company’s success.

Now we have a stock option system that works, and it is being
threatened by FASB’s current exposure draft. FASB is proposing to
require all businesses, including small businesses like Visionael, to
use a complex formula to calculate the value of stock options, and
count that inaccurate cost as an expense. The FASB proposal will
curtail or perhaps even eliminate the ability of small business own-
ers to offer our employees stock options.

There are a number of problems with the FASB proposals. Fun-
damentally, small business owners are opposed to the creation of
inaccurate expenses on our financial statements. Our survival is
predicated on being able to provide our customers, our suppliers
and our financial backers accurate, easy to understand financial
statements. For example, an important component of Visionael’s
capital structure is a line of credit we have with a local bank. They
provide us funds while we wait to collect monies owed to us by our
customers. However, any borrowings under that line of credit must
be repaid if we are unprofitable. Thus, including inaccurate ex-
penses related to our stock option plan into our financial state-
ments could have the impact of us losing an important source of
capital for our business.

In addition, it will be difficult to absorb the additional cost of
complying with the FASB proposed regulations. We will need to
hire outside consultants, some of those accounting firms that you
mentioned earlier, along with additional finance personnel in order
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to comply with the FASB regulations. I currently estimate that
Visionael compliance could easily cost us $100,000 or more annu-
ally. This means that we will not be hiring two additional engi-
neers, sales people or perhaps we may not undertake certain mar-
keting programs that we would otherwise invest in. These compli-
ance costs are true hard costs, and we will be using expensive cap-
ital to pay for them.

I am going to move off of my prepared remarks for a minute be-
cause I listened to the panel previously, and the problem that I am
having with the previous discourse is that I hear lots and lots and
lots about policy this and economic that, and that footnotes here
and all that stuff.

The reality of it is that this is equity. It is a form of equity. Who
has what piece of the pie? And from a financial-statement perspec-
tive, 97 or 98 percent of the issue is a balance sheet issue of, if you
look at the company, how is it split up. We currently handle 97 and
98 percent of the issue already on the balance sheet, with full dis-
closure to anyone—investors and other people interested and other
stakeholders in the country.

We are now talking about 1 or 2 percent of this issue, and we
are potentially creating rules, and regulations and costs on small
businesses that none of the previous panel talked about the small
business. They couched it in terms of Texas Instruments that, and
HP this, and whatever. That is not the point. The point is how are
small businesses supposed to deal with this situation, and what im-
pact will that have on their cultures, their people, their environ-
ments, and their opportunities to be successful? So, from
Visionael’s perspective, and I represent—I am one of the “they,”
right? Our company is a venture-backed technology company that
is trying to create value for our customers here and around the
world. We do not get it. And the impact of these proposed regula-
tions on our business are very, very ominous, and for us to willy-
nilly look for the truth—the question was about, what is wrong
with the truth? Well, if we could come up with the truth, it might
help. And the question is what is the cost of getting to the truth?
So those kinds of considerations, in my humble opinion, need to be
addressed as part of what we do, the decisions that this committee
is responsible for making.

So I apologize for taking more time, and I thank you, and I
would be happy to answer any questions you might have.

[The prepared statement of Mr. Jones follows:]
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Senators Snowe, Enzi, and Kerry, and distinguished members of this
Committee, my name is Marc Jones and I am the President and Chief Executive Officer
of Visionael Corporation. I appreciate you giving me the opportunity to share my views
on the recently released Financial Accounting Standards Board (FASB) exposure draft
calling for the expensing of broad based employee stock option plans and the impact this
proposal will have on small businesses like Visionael.

Our small business is a leading provider of network security and network
management solutions designed for the largest and most complex corporate, government,
and service provider networks. We have more than 60 large customers worldwide,
including Sprint, Verizon, EDS, IBM Global Services, Kaiser Permanente, Fidelity
Investments, the Pentagon, and the White House Communications Agency.

Visionael is a privately held company founded in 1997 with 20 employees. Since
that time, Visionael has created 50 jobs, and we now have approximately 70 employees.
All of our employees have been granted stock options in our Company. Stock options,
and a belief in the market opportunity for our Company, have encouraged our employees
to continue to work at Visionael, because the longer they stay, the more their stock
options vest.

Stock options have allowed Visionael to recruit and retain the brightest and most
talented employees and have given our employees a deep personal interest in seeing our
company grow. Our dedicated employees recognize that their hard work, long hours, and
commitment today will lead to improved sales, improved profits, and a much stronger
company. Our employees eagerly anticipate the day when our company makes the leap
from a small privately owned business to becoming a publicly held company. And they
recognize that the success or failure of Visionael rests in their hands. Day in and day out,
they pride themselves with doing things more efficiently and more productively, so that
the company where they work — and which they own — can succeed.

We rely on rapid innovation and a dedicated work ethic to succeed in the
marketplace. Our small business has been able to compete with corporations much larger
than Visionael, primarily because of the relationships our people have developed with our
customers. When America On-Line thinks of Visionael, they think of Pam, or George, or
Ian; these are the people who are responsible for implementing our software. Our
Company’s success is predicated on having employees who spend long days and nights
ensuring the successful deployment of our software. The extraordinary effort our
employees provide to our customers is directly related to the pride they feel from being
part owners of Visionael.

Today, a stock ownership system that works is threatened by FASB’s current
exposure draft. FASB is proposing to require all businesses, including small businesses
like Visionael, to use a complex formula to calculate the value of stock options, and then
to count that inaccurate cost as an expense. The FASB proposal also will curtail the
ability of small business owners to offer our employees stock options and will likely lead
to the elimination of popular discount employee stock purchase plans.
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I am not one who spends a lot of time in Washington, DC or Norwalk,
Connecticut, deciphering the minutia of accounting regulations. But what I do know —
and the reason I am here today - is that this proposal gives absolutely no consideration to
the real world operations of small businesses like Visionael, or to how this plan can be
reasonably implemented. The FASB proposal provides small businesses with a
completely unworkable approach to valuing stock options, and will lead to inaccurate
income statement reporting, thereby making our businesses look less attractive to
investors.

This is an extremely important point. In the current economy, the availability of
capital is low, while the cost of capital is high. The FASB proposal is particularly
punitive to small companies, especially those that rely on expensive, venture capital.
Anything that adversely impacts the ability of small companies to address the broader
capital markets is a significant problem.

People on both sides of the expensing debate have agreed that no accurate model
for valuing employee stock options exists. So, while I support the goal of accurate,
understandable financial statements, I don’t understand the urgency in moving forward
when no method has been developed to accurately value stock options and when current
proposals will adversely impact small businesses.

The FASB proposal makes it extremely difficult for small companies to comply
because the three “acceptable models” for deriving an expense number are unworkable.
The first, the Black Scholes model, has been discredited as being inaccurate for valuing
employee stock options. Indeed, one need only look at the language of the Exposure
Draft to see that the FASB strongly discourages its use. The second, the lattice or
binomial method, uses inputs similar to Black Scholes, but is even more complex because
it requires literally thousands of assumptions by the company.

Using either the Black Scholes or the lattice model will require us to input
assumptions about the volatility of our Company’s stock. But as a privately held
company, whose underlying shares have never been liquid and, in many instances, are not
even issued and outstanding, it will be nearly impossible (and expensive) for us to come
up with a volatility number since there is no historical reference upon which to base that
number. This kind of “guessing” and “estimating” can result in significant distortion of
the value of the stock option and, in turn, a company’s income statement. FASB has long
recognized the difficulty that private companies have in measuring volatility by allowing
nonpublic entities in its current standard to omit expected volatility and instead use what
is known as the minimum value method where volatility is set at zero.

Unfortunately, the FASB proposal does not allow continued use of the minimum
value method. Instead, FASB calls on private companies to make a “policy choice” and
use the same fair value accounting that public companies use, either the Black Scholes or
the lattice models, or use the third option that FASB proposes, the intrinsic value method.
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Under the intrinsic value method, the stock option expense is measured as the
difference between the price of the underlying stock and the option exercise price at the
date the option is granted. This calculation must be made each time we report financial
results and the expense must be changed each time-— this is costly, overly complex and
will be confusing to the users of our financial statements.

1t is not obvious which of these methods Visionael will use if the current FASB
proposal is adopted. All of the methods will yield inaccurate results and all will be
expensive to implement. In addition, to the extent a private company becomes an
acquisition target, questions about the target’s financial statements and how they comply
with the acquirer’s policies will inevitably negatively impact the target’s valuation and
the speed by which the transaction can be completed.

Another problem with the FASB proposal is the way that it treats Employee Stock
Purchase Plans, or ESPPs. Many employees participate in ESPPs, which will also be
severely curtailed, if not eliminated outright, under the FASB rule. Small businesses are
not always able to offer 401k plans to their employees and ESPPs are a good way for our
employees to bolster their savings for retirement. The FASB proposal will require
companies to expense the discount that they offer to employees who buy company stock
through their ESPP. If FASB gets its way, this important saving vehicle would be
eliminated.

T am particularly confused by this proposal. The purpose behind ESPPs is to make
it easier for employees to purchase company stock. The discount is related to eliminating
the transaction cost associated with purchasing stock in the open market from
stockbrokers. In addition, ESPPs provide a simple way for employees to save by taking
money directly from their paychecks. This mechanism also protects employees from
inadvertently running afoul of Securities and Exchange Commission laws against insider
trading while still encouraging employee ownership of their companies. There is no
compelling reason for changing the accounting treatment associated with ESPPs. Afier
all, top company executives are not the major beneficiaries of ESPPs; employees are.

‘We can debate whether or not lawmakers should do something about curtailing
executive compensation abuses at large corporations, but FASB’s proposal does nothing
to address that issue. Instead, it proposes to inject inaccurate and unreliable numbers into
company financial statements.

This plan has serious consequences that create new hurdles that will severely
hamper small businesses, the main sector of our economy where jobs are created. It will
impose complex accounting rules in an already burdensome regulatory environment for
small businesses. The worst-case scenario is that FASB’s proposal will impede the
creation and growth of a significant number of small businesses. In the best scenario, the
few that are created and remain in business will see ownership shifted from broad-based
employee ownership to a concentrated ownership in the hands of the top few leaders of
the business.
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Despite the fact that there is no consensus on how to accurately value stock
options, small businesses like Visionael will be forced, in order to comply with the FASB
mandate, to significantly alter our business plans. We will need to spend $100,000 each
year, perhaps more, to comply with the proposed regulations. Given the cost of capital,
we will have to reduce other operational expenses to pay for regulatory compliance. As a
practical matter, this means that we will not hire an additional engineer, or two more
sales professionals. We may not invest in various marketing activities that could
stimulate additional sales for our business. The value of a small business is often
determined by its ability to move to be acquired or provide liquidity for investors through
a public offering.

The current rules proposed by FASB will not help investors, yet these regulations
will clearly negatively impact our small business and our business opportunity. Small
business owners will be faced with two options: (1) do not offer stock options to
employees, and run the risk of seeing those employees remain with larger multinational
corporate competitors; or (2) reallocate precious funding and resources away from core
business operations into new accounting regulatory compliance functions, and run the
risk of layoffs and hiring freezes. A real consequence of these proposed regulations is
that many small businesses will not get started as they won’t be able to attract the talented
employees necessary to have a successful enterprise.

Much is made of FASB’s independence. But FASB has made clear that it cannot
and will not consider the economic consequences of its standards. Given the state of our
nation’s economy, we don’t have the luxury of ignoring the economic consequences of
this proposal. This Committee is fully aware of the importance of small companies to our
economy. As a result, it is Visionael’s position that the FASB should formally submit its
proposal to the newly formed Small Business Advisory Committee for that Committee’s
review, consideration and comment. Of course, for the Small Business Advisory
Committee to truly have an active role, it would have been preferable for FASB to have
obtained the review and comment of the Small Business Advisory Committee before
actually issuing the exposure draft. Nonetheless, this problem could be mitigated were
FASB to extend the comment period so that the Small Business Advisory Committee has
sufficient time to analyze, review and comment upon the exposure draft.

An alternative we support is S. 1890, the “Stock Option Accounting Reform Act.”
S. 1890 deals with executive compensation problems at big corporations by requiring
those companies to expense stock options granted to the top five executives. Most
importantly, it requires an economic impact study to be conducted before any additional
expensing could go into effect. This economic impact study is particularly important, as
it will ensure that all of the possible job and economic implications are examined closely.
1 urge the Senate to pass S. 1890, which will allow small businesses to continue to offer
stock options to employees, and will allow millions of Americans to continue to reap the
benefits of ownership in the companies they work.

Small businesses have always been the driving force behind our nation’s
innovative and economic leadership, and talented and creative employees have always
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driven the growth of small businesses. At Visionael, we recognize the value of our
workforce, and we believe our employees should reap the fruits of their success as
owners of our company. FASB’s proposal to curtail stock option plans threatens broad-
based employee ownership at Visionael and small businesses across this country. Iurge
you and your colleagues to send FASB back to the drawing board, pass S. 1890, and help
protect and expand employee ownership in this country.

Thank you for giving me the opportunity to testify today. I will be happy to
answer any questions.
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Senator ENzI. Thank you very much.
Mr. Kavazanjian.

STATEMENT OF JOHN KAVAZANJIAN, PRESIDENT AND CHIEF
EXECUTIVE OFFICER, ULTRALIFE BATTERIES, INC,,
NEWARK, NEW YORK

Mr. KAVAZANJIAN. Thank you, Mr. Chairman. Thanks for allow-
ing us to express our opinions. I hope I can be as eloquent as Mr.
Jones.

The issue of expensing of stock options is a very significant one
to us. We make batteries. We are a small company in Upstate New
York, Newark, New York, outside of Rochester. We have been in
business for 14 years. Five years ago, I became the President, and
the company had never been profitable. We are now profitable, over
the last year, and we employ 900 people now, up from about 250
several years ago, and stock options are a very important part of
the way we have been able to attract and retain our professional
talent. Without the engineers, the sales people, the professional
managers in the company, there would be no work for the 75 per-
cent of the people who come in every day to make batteries.

Expensing stock options serves no useful purpose in the basic
reason we do financial reporting. That is what everybody is miss-
ing. Implementing the standard will hurt everyone, but the big
companies do not notice it. It will fall heaviest on the small and
growing companies like Ultralife, and I will tell you why.

First, financial reporting has one purpose. It is to provide the
shareholders with the information on the operational performance
of the firm and the data on which to calculate the value of the firm.
There are multiple methods for this, and most of them come down
to a discounted present value of cash flows, but the fact is that ex-
pensing stock options has no added value to that function.

It provides cash, when people exercise them. We are missing
that, also. People actually have to buy the stock. And, number two,
it dilutes the stock. Well, we already do a Treasury method dilution
which takes into account that. It hurts us in our EPS when stock
options are exercised. It is accounted for already. Both of these ef-
fects are very adequately accounted for.

And, in fact, I was thrilled to hear some of our previous people
say, in the footnotes to the financial statements, all of the data is
there already. So what purpose is the rule aimed at?

Well, it seems it is not aimed at giving investors an easier way
to evaluate a company. In fact, it is going to do the opposite. It is
going to make it tougher. And for small companies like us, who do
not have all of this analyst coverage to go wade through it, I mean.
Certainly, McDonald’s, and Microsoft, and AT&T, no problem. The
analysts will just back it out. What it is aimed at is to curb exces-
sive executive compensation. I cannot think of a less-effective way
to do this than through an accounting change; that really obscures
the real operating effectiveness of a company. Put in restrictions,
put in standards, put in additional shareholder approvals, take
away the tax deductibility, any of that stuff, but do not screw up
the one way we reflect to our shareholders how we are doing and
what we are worth.
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For a small company like us, there is a whole bunch of things
it is going to do:

First, it is going to make it harder to attract talent. I mean, you
hear that from anybody here. We have to compete against stable
companies in our area, like Xerox, Kodak, and Bausch and Lomb,
three large companies that are very stable. People take a risk when
they come to work for us. We have been able to give stock options
to the lowest level of the company. The majority of our grants go
to non-executives. It is a major reason we did not lose people when
we went through tough times in retrenching the company, and it
is a major reason why we retain our talent ever year. The share-
holders want this, and they approve of our option plans.

I have done well, because I took a risk in joining the company,
coming from Xerox, on the stock options. I have investors who call
me up and say, “We are really glad that you are doing well on it
because you earned it.”

We have been able to grant those stock options down into the
company. We have a big challenge, as I said, of being noticed by
the marketplace. Most investors look right to the bottom line. And,
in fact, we made money in the first and second quarters of last
year for the first time. I think—I have not done the detailed cal-
culation—but when our stock went up, if we redid the calculation,
we probably would have had to take a charge that would have put
us in a loss position in the third quarter. Imagine sitting in a con-
ference call and saying to your investors, we did great this quarter,
but we lost money because you wanted our stock so badly, the price
went up. It is hard to understand. We increased the value of the
firm. We had a positive cash flow. We had good results from oper-
ations, but we would have had a loss. It does not make sense.

We need access to capital. I think Mr. Jones was exactly right.
We are going to bump up against loan covenants. It is going the
put a damper on the share price. I do not want to get too technical
on finance, but the corollary to the Modigliani-Miller papers, which
are the seminal paper on valuing a firm, from Merton said that if
you have less information about a company, the share price will be
down because of systematic risk. This is what is going to happen.
It is going to obscure information about the company, and it is also
going to put more overhead in our financial statement. So $100,000
is probably kind of what we are looking at here. We have already
doubled our accounting costs because of Sarbanes-Oxley. I am not
going to begrudge that, because if it helps investor confidence, we
will do what we have to do, but this does not help investor con-
fidence.

And the last thing is it is going to cause is fluctuations. When
interest rates change and basic assumptions change, we are going
to have a duty to redo these models. So the better we do in some
cases, the worse we are going to do—because we are going to take
a charge—and then the worse we do, the better we are going to do
because when they reverse that charge, it will actually increase the
fluctuations, and fluctuations are bad for companies like us because
investors are worried about stability.

So it just seems like this does not make sense to me and to a
lot of people here. We cannot let the accounting community bow to
the pressure to try to quantify something that is already ade-
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quately disclosed, it is already accounted for in our EPS, and it
adds nothing to the ability of investors to judge us as a business.
It is going to hurt our access to capital, it is going to hurt our abil-
ity to invest in capital, to reduce our cost of labor so that we can
keep production in the United States, and it is going to hurt jobs.
It is disproportional on small businesses. The big ones, it is not
going to hurt as much, and that is why they do not want to fight
the political battle, and they are just letting it happen.

I V}&lfill also be happy to answer any questions, and thank you so
much.

[The prepared statement of Mr. Kavazanjian follows:]
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Good morning Mr. Chairman and esteemed members of the committee.
Thank you for allowing us to express our opinions on this very important
issue.

The issue of expensing of stock options is a very significant one to us.
Ultralife Batteries is a small but growing public company in Newark, New
York, a small town outside of Rochester. The company has been in business
for 14 years and when I became CEQ, § years ago, it had never been
profitable. After years of hard work, last year we finally became profitable
and we now are growing and employ over 900 people, up from 250 several
years ago, primarily involved in the design and manufacture of battery
products.

Stock options are an important part of the way that we attract and retain
professional talent. Without the engineers, salespeople and professional
managers in our company there would be no work for the manufacturing
employees that make up 75% of our workforce. Expensing of stock options
serves no useful purpose in the basic function of financial reporting and
implementing this standard will hurt everyone, but will fall heaviest on small
and growing companies like Ultralife.

What is the purpose of financial reporting? The purpose is to provide the
shareholders with information on the operational performance of the
company and the data with which to calculate the value of the firm. There
are multiple methods for calculating the value of the firm, but most of them
come down to an evaluation of the discounted present value of expected
future cash flows. The expensing of stock options provides no fundamental
added value to this function. The only effect of options is to provide a cash
flow from the exercise and to create more shares which figure into a per
share earnings calculation. Both of these effects are quite adequately
accounted for in the Treasury method dilution calculation that we all use
today to report on earnings.

What purpose then, is the proposed rule aimed at? It certainly is not aimed at
giving investors an easier way to evaluate a company---in fact it does quite
the opposite by imposing a non-cash cost that must be backed out in figuring
the value of the firm. Is it aimed at giving more information? I don’t believe
50, since we already disclose all the data that is required in order to evaluate
the effect of outstanding.
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It has been suggested that the real reason to do this is to curb excessive
executive compensation. I can think of no way less effective than doing this
through an accounting change that then obscures the true operating
effectiveness of a company. Impose restrictions, standards or additional
shareholder approval, but putting an accounting standard in place is
absolutely the worst way to do it.

What does it mean to Ultralife?

A small company faces some unique challenges.

First, there is the challenge of attracting talent. Expensing of stock options
will constrain our ability to attract and retain talent, for both employees and
directors. We are not Kodak, Xerox or Baush and Lomb, three of the largest
companies in our area.

We have been able to grant stock options down to the lowest level of the
company. The majority of our option grants go to non-executives. It was a
major reason why we did not lose more than a handful of professional
employees during our lean years and a major reason why we are able to
retain our talent as we grow. This is what shareholders want and why they
approve of option plans.

We also have the challenge of being noticed by the marketplace. Most
investors look at the bottom line performance before going down into the
details. For Ultralife, we were profitable for the first time in the first quarter
of 2003 and then again in the second quarter. Our stock price rose. If we had
to expense stock options, the rise in the stock price probably would have
caused a change in assumptions. This could have eliminated our profit and
put us in a “loss” position in the third quarter even though we had positive
results from operations, a positive cash flow and had clearly increased the
value of the firm.

Additionally, we need access to capital to finance our growth. The option
expensing proposal will be an artificial damper on share price, hence hurting
our access to capital. With capital, we can invest in the equipment to keep
the labor content of our product down and production in the United States.

This proposal will also impose even more overhead in our financial
reporting. This proposal will cost money through our calculation and
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administration work and through the audit fees connected with certification
by our auditors.

Lastly, it will cause artificial fluctuations in earnings and in share prices.
Good performance will be rewarded with an increasing share price. This
could cause stock option expense to go up in the next quarter and swing
earnings down. Share price will then go down and will cause a positive flow
back into the earnings, which will swing it up and the cycle will start again.
Instability in share price will discourage investors and could have a very
negative effect on the company.

Summary

If you allow FASB to implement this, you let them bend a measurement
system that is supposed to inform investors, into a tool for influencing
behavior. We cannot let the accounting community bow to political pressure
and try to quantify something that is adequately disclosed, whose effect is
already accounted for in EPS calculations and which adds NOTHING to the
ability of investors to assess the value of a company.

Expensing stock options does nothing to help investors understand more
about performance or value and in fact will obscure the true measures of
performance and value. It will also have a disproportional effect on small
companies who have a limited ability to educate the marketplace. This is not
in the public interest and should be stopped.
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Senator ENzI. Thank you very much.
Mr. Mendoza.

STATEMENT OF ROBERTO G. MENDOZA, CHAIRMAN,
INTEGRATED FINANCE LIMITED, NEW YORK, NEW YORK

Mr. MENDOZA. Mr. Chairman, I would like to thank the com-
mittee for giving me the opportunity to testify on this important
matter. I do so with some trepidation, though, as you will under-
stand in a second.

I believe that the FASB’s position is generally correct, and fur-
thermore that the expensing of options will, in fact, prove beneficial
to small businesses and the entrepreneurial spirit. Essentially, I
conclude that the analysis of the expensing issue does not differ
materially for small companies relative to larger ones and that no
constituency benefits from omitting any compensation costs from
the income statement.

The fundamental point, of course, is whether or not options rep-
resent an expense; that is to say, a cost which should be deducted
from revenue in the income statement in the same way as all of
the other forms of employee compensation. Since there is general
acceptance that options are a highly valued form of employee com-
pensation, it seems clear that they should be expensed provided
that it is feasible to measure adequately the cost to the issuer of
expensing them and, B, that there is no public policy imperative to
require a different, legislatively-mandated accounting treatment.

Financial markets provide compelling evidence that it is perfectly
practical to value options which are far more complex than em-
ployee stock options through the use of models. Each day literally
billions of dollars are traded based on models which depend on the
fundamental insight of the Black-Scholes-Merton formula. While it
is true that models will only provide an estimate of the cost of
granting options, this is not a reason, in my opinion, for not ex-
pensing them. The preparation of financial statements requires
judgment and a great deal of reliance on estimates; for example,
amortization and depreciation schedules and the value of intangi-
bles such as R&D expenses, to name but two. Model-based expens-
ing of options provides approximately the right answer. Failure to
expense options provides a precisely wrong answer because, clearly,
the cost cannot be zero.

I do not believe that the argument that expensing options
through the income statement results in double-counting of the ex-
pense withstands logical scrutiny. To make the point with an ex-
treme example, let us assume two identical companies, each with
annual income of $100,000, and each with non-employee compensa-
tion expenses of $20,000. So, at that level, we have $100,000 of rev-
enue. Both companies have $20,000 of cost. However, one company
pays its employees $10,000 in cash, plus sufficient option grants to
enable it to attract and retain the employees it needs, and the
other pays its employees solely in cash of $40,000. These two com-
panies are otherwise totally identical. The only difference is that
one of them pays its employees wholly in cash, the other one pays
them partly in cash and partly with options. If you fail to expense
the options, the first company will record pre-tax income of
$70,000, while the second one will show pre-tax income of only
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$40,000. Such a result distorts the comparability of financial state-
ments even between two otherwise identical companies.

My final point is that expensing options will actually benefit
small companies and encourage start-ups. The calculation proce-
dure will not impose a material cost on management either in
terms of time or expense, and in a moment, rather than give you
an estimate, I am going to give you some precise numbers. Income
statements which properly reflect the real costs incurred by the
business, specifically including all of the compensation costs, will
make it easier to attract capital because investors will be able to
measure properly the potential returns from the investment.

My conclusion is that it would not serve the public interests for
the Congress to mandate a different accounting treatment, but I
make this point not simply from a theoretical corporate finance
perspective, but also from recent personal experience.

In December 2002, my two partners—Peter Hancock and Bob
Merton—and myself raised a substantial amount of money from
third-party investors to found an international firm, IFL, which
you referred to in your opening, Mr. Chairman. Our goal is to do
an PO within 5 years. We, too, are living the traditional American
Dream. We have made considerable progress during our first year.
We now have 40 colleagues—we did not start in a garage. We
started in a spare office at a law firm with three people—we now
have 40 colleagues, are licensed as a broker-dealer in the United
States and Japan and are growing rapidly. We told our investors
that we planned to expense compensatory options, whether or not
we were required to do so, before we started the company.

We believe that this commitment to realistic and transparent ac-
counting helped us to raise the capital for a venture which was
both highly risky and highly ambitious.

Thank you.

[The prepared statement of Mr. Mendoza follows:]



98

Roberto G. Mendoza
Chairman
Integrated Finance Limited

1 would like to thank the Committee for giving me the opportunity to testify on
this important matter. I believe that the FASB’s position is generally correct, and
furthermore that the expensing of options will in fact prove beneficial to small businesses
and the entrepreneurial spirit. Essentially I conclude that the analysis of the expensing
issue does not differ materially for small companies relative to larger ones, and that no
constituency benefits from omitting any compensation cost from the income statement.

The fundamental point of course is whether or not options represent an expense,
i.e. a cost which should be deducted from revenue in the income statement in the same
way as all the other forms of employee compensation. Since there is general acceptance
that options are a highly valued form of employee compensation, it seems clear that
options should be expensed provided that (a) it is feasible to measure adequately the cost
to the issuer of expensing options; and (b) there is no public policy imperative to require
a different, legislatively mandated accounting treatment.

Financial markets provide compelling evidence that it is perfectly practical to
value options which are far more complex than compensatory options through the use of
models. Each day literally billions of dollars are traded based on models which depend
on the fundamental insight of the Black-Scholes-Merton formula. While it is true that
models will provide only an estimate of the cost of granting options, this is not a reason
for not expensing it. The preparation of financial statements requires judgement and a
great deal of reliance on estimates — e.g. amortization and depreciation schedules, and the
value of intangibles such as R & D expenses to name but two. Model-based expensing
provides the approximately right answer; failure to expense options provides a precisely
wrong answer since clearly the cost cannot be zero.

In any event the debate over the accuracy of models probably severely overstates
the complexity of the problem. A recent insight by Professors Bulow and Shoven of
Stanford University demonstrates that the maturity of an option for expensing purposes is
typically 90 days rather than several years. This results from the provision in most option
plans that the employee must exercise any vested options within 90 days of leaving the
company for any reason — including resignation or dismissal without cause. This
suggests that companies should expense each quarter the cost of extending an option for a
further 90 days. The Appendix describes this approach in some detail, and has been
submitted to the FASB, The critical point is that the 90-day life significantly simplifies
the valuation exercise — among other reasons because there are active listed and OTC
markets in 90-day options which provide observable market prices for the valuation
exercise.
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The argument that expensing options through the income statement results in
“double-counting” of the expense does not withstand logical scrutiny. To make the point
with an extreme example, assume two identical companies with annual income of
$100,000, and non-employee compensation expenses of $20,000. One company pays its
employees $10,000 in cash plus sufficient option grants to enable it to attract and retain
its employees, and the other pays its employees solely in cash of $40,000. If you fail to
expense the options the first company will record pre-tax income of $70,000, while the
second one will show pre-tax income of $40,000. Such a result distorts the comparability
of financial statements even between two otherwise identical companies.

My final point is that expensing options will actually benefit small companies and
encourage start-ups. The calculation procedure will not impose a material cost on
management either in terms of time or expense. Income statements which properly
reflect the real costs incurred by the business—specifically including all the compensation
costs—will make it easier to attract capital because investors will be able to measure
properly the potential returns from the investment.

My conclusion is that it would not serve the public interest for the Congress to
mandate a different accounting treatment.

1 make this point not simply from a theoretical corporate finance perspective, but
also from recent personal experience. In December, 2002 my two partners, Peter
Hancock and Bob Merton, and myself raised $45 million to start from scratch an
international investment banking firm. Our goal is to do an IPO within five years. We
have made considerable progress during our first year — we now have forty colleagues,
are licensed as a broker-dealer in the U.S. and Japan and are growing rapidly. We told
our investors that we planned to expense compensatory option grants whether or not we
were required to do so. We believe that this commitment to realistic and transparent
accounting helped us to raise the capital for a venture which was both highly risky and
highly ambitious.

Thank you.
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Senator ENzI. Thank you very much.
Mr. Schnittker.

STATEMENT OF CHRISTOPHER P. SCHNITTKER, SENIOR VICE
PRESIDENT AND CHIEF FINANCIAL OFFICER, CYTOGEN
CORPORATION, PRINCETON, NEW JERSEY

Mr. SCHNITTKER. Thank you, Senator Enzi, for the opportunity
to participate in this hearing and to round out this panel. My name
is Chris Schnittker, and I am a Senior Vice President and the
Chief Financial Officer of Cytogen Corporation. I am here today on
behalf of my company and millions of other public and private
small companies that stand to be seriously impacted by the pro-
posed accounting rules set forth by the FASB in their recent expo-
sure draft on share-based payment.

First, allow me to provide a brief description of my company and
how it relates to this hearing. Cytogen Corporation is a small, pub-
licly held biopharmaceutical company located in Princeton, New
Jersey, at the very heart of the East Coast pharmaceutical corridor.
We recently have grown to 65 employees, most of whom are dedi-
cated to selling and marketing our two lead oncology products-
Quadramet, a therapeutic radiopharmaceutical to ease the pain of
metastatic cancer, or cancer that has spread to the bone, and
ProstaScint, a monoclonal antibody-based molecular imaging agent
used to image the extent and spread of prostate cancer. We are
also developing Combidex, a novel molecular metastatic lymph
node imaging agent which is currently under review by the FDA.

Further, we support a research and development joint venture to
develop prostate cancer therapies based on our proprietary pros-
tate-specific membrane antigen, or PMSA, marker technology.
Clearly, each product or product candidate addresses the serious
and substantial unmet medical needs of cancer patients and the
physicians who serve them.

Cytogen relies on the dedication and drive of our board of direc-
tors, officers and employees to achieve its reach on our currently
marketed products and to progress its other product candidates
through the long and expensive process of drug research and devel-
opment. To this end, we have chosen a compensation program for
our employees which includes, among other elements, stock option
grants and participation in an employee stock purchase program.
Our stock option program is a broad-based one, granting stock op-
tions to every employee of the company, from our CEO, to my de-
partment’s staff accountants, to each of the company’s administra-
tive assistants. We believe such a program best aligns the interests
of all employees with that of the company and its outside share-
holders—simply stated, improving shareholder value—but also
boosts productivity and allows each and every employee to own a
part of our success. I would suggest it also allows them to feel some
of the pain of an unsuccessful business or a market downturn with
underwater stock options plaguing our industry during the past
few years.

At the company level, stock-based compensation allows us to at-
tract, retain, and motivate highly qualified scientific and manage-
ment personnel, many of whom are courted by the Fortune 500
pharmaceutical companies that surround us in our region. To illus-
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trate the difference between those pharmaceutical companies and
Cytogen, I offer a very brief story.

From the window of my offices in Princeton, which literally sits
in the shadow of a Top Five pharmaceutical company, I often watch
their corporate helicopter deliver people from their New York City
offices for meetings, a trip that probably takes them, at best, 20
minutes. This is the same trip that my CEO and I have done sev-
eral times a week, by car or by train, which often take upwards of
3 hours each way. I certainly do not begrudge this company its suc-
cess. In fact, in certain aspects of our business, they are a critical
business partner of ours. But I do hope that someday Cytogen has
access to that level of capital, where private aircraft is a necessity
rather than a distant luxury. As we are both competitors for the
same intellectual capital in the oncology drug development arena,
clearly, much of the deck is stacked against a company like
Cytogen because of its size and resource constraints. The promise
of stock-based compensation among the smaller companies’ employ-
ees help to level this playing field.

Further, on our employee compensation model, as the cash out-
lays for our employee health insurance programs and defined ben-
efit pension plans increase exponentially, we—and most other
smaller start-up companies—look to non-cash compensation to sup-
plement cash compensation so as to retain and motivate our em-
ployees. In order to compete with large pharmaceutical companies,
we need to be able to offer meaningful equity compensation in lieu
of the larger cash salaries, bonus programs and other perks offered
by other employers in our industry.

I am afraid that, with the expensing of stock options, small busi-
nesses will be denied yet another form of compensation to level the
playing field and its larger counterparts in the industry. We may
investigate the same moves made by other companies towards re-
stricted stock grants and performance-based stock options, but each
carries with them a complexity that can be difficult for small com-
panies to administer and equally difficult for rank-and-file employ-
ees to understand and, perhaps more importantly, believe in their
value. Even with those new compensation methods, I hope we will
be able to keep the critical ownership and entrepreneurial spirit
alive across all employees at Cytogen.

One of my responsibilities as the chief financial officer is to budg-
et and plan for our future growth, but also to allocate our scarce
capital resources, both human and financial, in the pursuit of our
corporate goals. The appropriate mix of cash-based versus equity-
based compensation for our employees is just one of these deci-
sions. Clearly, the current market has told us that companies who
have not yet set a clear course toward a sustainable and profitable
business model will not survive. This initiative is especially chal-
lenging in the biotechnology industry with our 10-year-plus drug
development time lines, disappointments or delays inherent to re-
search and the enormous capital required to progress that research
in a timely way.

Cytogen has made several conscious choices in this regard, and
we believe the market has rewarded us by moving from a market
capitalization of just under $30 million in late 2002, to a current
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market capitalization of $230 million, a greater than 600-percent
improvement in shareholder value.

I would like to sum up my comments with my reflections as to
why, and perhaps other employees like me, choose to work for
small, development-stage businesses. It is not for the stability of a
big company around you with adequate capital to ensure its exist-
ence, it is not for the businesses that, to some degree, run them-
selves due to their market share on vast resources. Among many
other reasons, it is simply the speed of innovation, a responsiveness
to change, the ability to work with leaders and coworkers who em-
brace entrepreneurial spirit and the chance to change the face of
a dreaded disease like cancer and improve the quality of life for the
patients and their families who are affected by it.

On behalf of Cytogen and other similar small businesses, I sin-
cerely appreciate the opportunity to express our views on this
issue.

[The prepared statement of Mr. Schnittker follows:]
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Statement of
Christopher P. Schnittker, CPA
Senior Vice President and Chief Financial Officer, Cytogen Corporation

Senate Committee on Small Business & Entrepreneurship
Hearing en “The Impact of Steck Option Expensing on Small Businesses”
April 28, 2004

Madam Chair Snowe, Ranking Member Kerry, and Members of the Committee:

My name is Chris Schnittker and [ am the Senior Vice President and Chief Financial
Officer of Cytegen Corporation.

Thank you for the opportunity to participate in this hearing on the impact of stock options
expensing on small businesses. The following is my written statement, which 1
respectfully request to be entered into the public record.

1 am here today on behalf of my company and millions of other public and private small
businesses that stand to be seriously impacted by the proposed accounting rules set forth
by the Financial Accounting Standards Board in their recent exposure draft on “Share-
Based Payment”, better known as the accounting standard which will require stock option
expensing.

First, allow me to provide a brief description of my company and how it relates to this
hearing. Cytogen Corporation is a small, publicly-held biopharmaceutical company
located in Princeton, New Jersey, the heart of the East Coast pharmaceutical corridor.
We currently have about 65 employees most of whom are dedicated to selling and
marketing our two lead oncology products, Quadramet™, a therapeutic
radiopharmaceutical to palliate metastatic cancer pain, and ProstaScint®, a monoclonal
antibody-based molecular imaging agent used to image the extent and spread of prostate
cancer. We are also developing Combidex®, a molecular imaging agent which is
currently under review by the FDA, and we support a research and development joint
venture to develop prostate cancer therapies based on our prostate-specific membrane
antigen, or PSMA, technology. Clearly, cach addresses serious and substantial unmet
medical needs of cancer patients and the physicians who serve them,

Cytogen relies on the dedication and drive of our Board of Directors, officers and
employees to advance its reach on our currently-marketed products and to progress its
other product candidates through the long and expensive process of drug research and
development. To this end, we have chosen a compensation program for our employees
which includes stock option grants and participation in an employee stock purchase
program. Our stock option program is a broad-based one, granting stock options to every
employee of the company ~ from our CEO, to my department’s staff accountants, to each
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of the company’s administrative assistants. We believe such a program best aligns the
interests of all employees with that of the company and its outside shareholders -
improving shareholder value — boosts productivity, and allows each and every employee
to own a part of our success. [ would suggest it also allows them to feel some of the pain
of an unsuccessful business or a market downturn, with underwater stock options
plaguing our industry during the past few years. At the company level, stock-based
compensation allow us to attract, retain and motivate highly qualified personne! — many
of whom are courted by the larger pharmaceutical companies that surround us in our
region. From the window of our offices in Princeton, which literally sits in the shadow of
a top-five pharmaceutical company’s R&D facilities, [ often watch their corporate
helicopter deliver people from their New York City offices for meetings - a trip that
probably takes at best 20 minutes. This is the same trip that my CEO and [ have done
several times a week by car or train, which often can take upwards of 3 hours each way. I
certainly do not begrudge this company it's success — in fact, in certain aspects of our
business, they are a critical business partner of ours. But I do hope that someday Cytogen
has access to that level of capital where private aircraft is a necessity, rather than a distant
luxury. As we are both competitors for the same intellectual capital in the oncology drug
development arena, clearly much of the deck is stacked against a company like Cytogen
because of its size and resource constraints. The promise of stock-based compensation
among the smaller company’s employees may help to level this playing field to some
degree.

Further on our employee compensation model, as the cash outlays for employee health
insurance programs and defined benefit pension plans increase exponentially, we, and
most other small or start-up companies, look to non-cash compensation to supplement
cash compensation so as to retain and motivate our employees. In order to compete
with large pharmaceutical companies, we need to be able to offer meaningful equity
compensation in lieu of the larger cash salaries, bonus programs and other perks offered
by other employers in our industry. I am afraid that, with the expensing of stock options,
small businesses will be denied yet another form of compensation to level the playing
field with its larger counterparts in the industry. We may investigate the same moves
made by other companies towards restricted stock grants or performance-based stock
options, but each carries with them a complexity that can be difficult for small companies
to administer and equally difficult for rank-and-file employees to understand and, perhaps
more importantly, believe in their value. Even with these new compensation methods, 1
hope we will be able to keep the critical ownership and entrepreneurial spirit alive across
all employees at Cytogen.

One of my responsibilities as a Chief Financial Officer is to budget and plan for our
future growth but also to allocate our scarce capital resources, both human and financial,
in the pursuit of our corporate goals. The appropriate mix of cash-based versus equity-
based compensation for our employees is just one of these decisions. Clearly, the current
market has told us that companies who have not yet set a clear course towards a
sustainable and profitable business model will not survive, This initiative is especially
challenging in the biotechnology industry with our 10-year-plus drug development
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timelines, disappointments or delays inherent to research, and the enormous capital
required to progress that research in a timely way. Cytogen has made several conscious
choices over the last few years on its march towards sustainable profitability. These
include rationalizing its own internal cel] signaling R&D efforts in 2002, which resulted
in the laying-off of nearly 75% of its R&D workforce, and controlling the growth of its
in-house sales force in support of its growing product base. In previous years, my
company has also outsourced its manufacturing efforts for both of its lead products with
major pharmaceutical companies, when GMP-quality manufacturing became too costly
for a small biotechnology company, at the same time forfeiting a degree of control over
our own destiny. We have also further rationalized our investment in R&D by the
formation of a joint venture with another public company to share the costs, and
decidedly the rewards, of developing our proprietary PSMA technology. The market has
rewarded us to some degree for these changes, rising from a market capitalization
{defined as the number of common shares outstanding multiplied by quoted market price)
of just under $30 mitlion in late 2002 to a current market capitalization of $230 million —
a greater than 600% improvement in sharcholder value. But there is still work to be
done.

The FASB’s proposals on options expensing are being handed to Cytogen at a very
critical juncture in our history. If adopted, we would need to work these charges into our
profitability model before we can determine the true “cost” of our option programs and
how we will continue to support them in the future. The results of our initial option
valuations, the implementation of the proposed binomial valuation methods and the costs
of consultants or sofiware to produce these valuations certainly give us reason to consider
the course of discontinuing our broad-based stock option program or reducing the
amount of options we grant within that program. We would certainly not be the first
company | have read about since this issue began its progress through rulemaking to
amend, curtail or eliminate its broad-based employee stock option program. These costs,
coupled with the burgeoning costs of recent requirements of the Sarbanes-Oxley Act of
2002 and corporate governance initiatives implernented by NASDAQ, will hit smaller
businesses harder than larger, well-established entities. The irony, to some degree, is that
many companies are considering doing away with stock options at a time when, as a
result of the market rebound over the past few months, they are once again a substantial
motivating factor for our employees. Rationalizing this program at this time willbe a
difficult “sell” to our employee base.

We are also concerned at Cytogen about the market’s reaction to a potential setback in
our path towards profitability as a result of the proposed stock option accounting rules.
Cytogen’s access to capital on terms favorable to the company is a critical factor to the
future success of our business. My CEO and I spent much of the first quarter of 2004
engaged in capital raising activities, leading up to a successful $26 million capital raise
during April. This process involved many face-to-face meetings over several months
with bankers and advisers developing our strategy and getting them comfortable with the
Cytogen model. This process culminated in a condensed 2-day deal “road show” to
interested investors. During this 48 hour period, we met with approximately 15 potential
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institutional investors — most of which were less than an hour in length. | would argue
that helping a potential investor become truly knowledgeable about your financial model
and cash flow prospects in less than one hour, especially on a company as multifaceted as
Cytogen, is going to be near impossible if we are soon asked to carve out substantial non-
cash charges like stock-based compensation. The core cash flow models of companies
like ours is a critical marker of their eventual success or failure. An investor’s
understanding here is critical to their decision whether or not to invest. I would rather be
spending that hour discussing the future promise of our marketed products and the quality
of our research and development programs than dissecting our true cash flows from our
public financial statements.

[ would like to sum up my comments with my reflections as to why I, and perhaps many
other employees like me, choose to work for small, development-stage businesses,
particularly in the life sciences arena. It is not for the stability of a big company around
you with adequate capital to insure its existence. It is not for businesses that to some
degree run themselves due to their market penetration or vast resources. Among many
other reasons, small businesses offer:

s The speed of innovation,

* The responsiveness to change;

e The ability to work with leaders and co-workers filled with entrepreneurial
spirit; and

s The chance to change the face of a dreaded disease like cancer and improve the
quality of life of the patients and their families who it affects.

For the anxiety, the long hours, the working weekends, and last-minute travels — [ hope
that my company’s leaders, my co-workers and my staff can share in the reward of their
company’s success, commensurate with the enormous risks they assume in working for a
small business. An important and effective tool for sharing this success is through the
broad-based grant of employee stock options.

1 fear that bringing subjective, assumption-based accounting charges to bear on the
current system of employee equity compensation puts undue pressure on small
companies and their ability to attract, retain and motivate the very employees that are
critical to their success. I believe delaying the current rulemaking on stock-based
compensation until 1) we have addressed the accountants’ and investors’ concerns over
valuation methodologies and comparability among companies and 2) we better
understand its broad economic impact to small business is of vital importance.

On behalf of Cytogen, and other similar small businesses, I sincerely appreciate the
opportunity to express our views on these important issues.
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Senator ENzI. Thank you.

I want to thank all of the panelists for their enthusiastic and
varied testimony. It covered a wide range of information here. I
also want to thank Chairman Herz for staying and listening to the
comments. There was just a tremendous amount there, and I think
it helps to explain a little bit why some of the big mature compa-
nies are particularly excited about expensing theirs and why small
companies may not be. I am reminded, when I went to Kyoto for
some of the negotiations on global warming, and when I got there
I found out that the United States was the only country that was
there under the impression that it was an environmental con-
ference. All of the rest of them realized it was an economics con-
ference, and we took some blows as a result of that, and some of
the other countries did very well.

This is perhaps a mature versus growing company issue, but I
do really get excited when I'm around small businessmen, and I
know that it is that excitement that you have and your under-
standing of what you are doing that is really the secret to the suc-
cess of your companies. You have taken some risk and been willing
to do that, and I have no doubt that the companies here will suc-
ceed.

Mr. Kavazanjian, did I get it?

Mr. KAVAZANJIAN. Yes.

Senator ENzI. All right. Your presentation made me think that
your batteries will do better than that company that has the funny
bunny.

[Laughter.]

Mr. KavAaZANJIAN. We hope so.

Senator ENZI. You really did a great job. All of you are excellent
spokesmen on the issue, and again there is that variety of informa-
tion, and I want to get into that a little bit.

I will start with Dr. Carron because you have worked with SBIR
and STTR and competitively competed for awards. Will the stock
option hamper the growth and ability of firms to participate in
that, and can you provide any examples of areas that it might have
an affect on the business?

Dr. CARRON. Well, those programs, again by their very nature,
you write a budget, and at the end of the grant period, you had
better have matched your budget. So they lead to balanced income
statements.

If we try to attract employees through the stock option plan, that
will give us a negative balance on our income sheets and, I believe,
lead to the failure of our company just because we will not be able
to grow out of that R&D mode into a mode that actually manufac-
tures and sells products, which I believe is the goal of the SBIR
and STTR programs.

Senator ENzI. Right. When you get one of those grants, it is my
understanding that you are routinely audited. Do you think there
would be any concerns on how the expensing of options is done and
what impact that might have?

Dr. CARRON. Well, you are correct. We do have to undergo an an-
nual audit. I am not sure how the agencies would view a negative
income statement, but I am sure it would be a bad strike on our
company.
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Senator ENzI. Thank you.

Mr. Schnittker, you broke away from a large pharmaceutical
company to pursue a specialized niche in technology, and one of the
things that kind of is in the back of my mind is can all of your em-
ployees pronounce the names of the stuff that you have? Is that a
part of the test?

Mr. SCHNITTKER. I think we work very hard to try to make those
names difficult to pronounce.

[Laughter.]

Senator ENzI. I was impressed that you just rattled those off. But
you have pursued a specialized niche in technology, and given that
your firm was able to retain and recruit personnel, and you said
through stock options, how would you propose to recruit and retain
employees if this rule is finalized this way?

Mr. SCHNITTKER. Well, there are other alternatives that are out
there. It is something that we have considered a lot lately. In fact,
just two weeks ago, we took on a very important hire who was an
individual from Amgen. It involved a relocation to the East Coast,
and he will now be our senior vice president of sales and mar-
keting.

One of the considerations that obviously any employee makes
when they decide to come on with a firm is what the package is
worth and what the company offers. For us, we are looking at
things like restricted stock programs, perhaps increased compensa-
tion, perhaps increased bonus programs, a variety of other things,
many of which are cash based, which is difficult for us. Capital
Cﬁmes at a great cost. I heard somebody else on this panel mention
that.

The other option that we are looking into are performance-based
stock options, which have a little bit of a different accounting im-
pact, but are extremely difficult to administer, especially in the
rank-and-file employee range. It is very difficult to create a series
of objectives that are quantifiable and measurable for absolutely all
of your 65 employees.

My CEO is compensated with stock options that are performance
based, and I think that is very important, and it is very clear to
identify for a CEO what his four or five goals are over the next 5,
10 years, but I really question our ability to do that much broader
than senior management.

Senator ENZI. So the other employees there, their performance
measurement is how well the stock does, then.

Mr. SCHNITTKER. How they support the company and its success.
We have a very robust goal-setting program. We have a lot of re-
quirements that go right down into the individual departments:
Clinical Development, Research, Sales and Marketing. So they all
understand what their piece is of the bigger pie, and as long as
they do their piece, the theory is that that will support the com-
pany’s success.

Senator ENZI. I have been trying to get the Federal Government
to do a performance and results type of compensation. I have not
had much success.

Thank you.

Professor Diamond, on the last page of your written testimony,
you mentioned getting rid of options altogether. So are you against
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stock options or just because they are accounted for differently at
the present time? I am curious as to that statement.

Mr. DiamMoND. I think that stock options, as I suggested in my
oral statement, create a conflict of interest between the
optionholders and outside investors. And we have to keep in mind
that wherever there is a small business, there are also lots of small
investors, and they deserve a clear and unbiased picture of the fi-
nancial condition of the company. And I think stock options induce
insiders, and particularly senior managers, to manage the company
in a way that increases risk and volatility and then distorts the
outcome for the company.

So, in the long run, I think that we should move away from stock
options. I favor use of restricted stock or cash-based forms of com-
pensation.

Senator ENzI. So that would be why it was noticeably absent in
your testimony—any discussion about the accounting of the evalua-
tion process, which is one of the concerns of the small business is
how you get to that number.

Mr. DiaMoOND. Well, I am not particularly troubled by the re-
sources that will be required to provide accurate valuation. The
market does it already in part, and I think that services will
emerge to provide that for small companies, if it is necessary. I
think we have to be very careful here about blurring the lines. We
are talking about small companies that want to go public. Stock op-
tions for small companies that do not want to go public are really
irrelevant. So we are talking about small companies that want to
tap into the public markets. That is where the options have real
value for the employees.

That talented individual did not leave Amgen to join a small, I
am sorry, company that I had not heard of before in Princeton,
New Jersey, right, because he expects to be part of a private com-
pany for the rest of his life. He expects it to be a public company
and to sell his shares into the public markets at some great profit
to himself. So we have to be careful that we do not blur the line
between all 22.9 million small firms in this country and maybe the
million or so that really are looking to tap into the public markets.

If you are looking to tap into the public markets, you are tapping
into the large retirement systems of America’s workers, teachers,
toll booth collectors, police officers, nurses, et cetera, whose retire-
ment assets provide the fundamental capital that goes into our
public markets. And those individuals deserve a clearer, better pic-
ture, more accurate picture of the financial condition of these com-
panies. It seems appropriate for certain small companies that in-
tend to move in that direction to begin to adopt the FASB ap-
proach. A company that does not intend to go public does not have
to because they do not have to use GAAP accounting. So really, the
option for many small companies is just to ignore the FASB.

But if you are going to be talking about tapping into the public
markets, where the real payoff is for these individual employees,
you are living in a different world.

Senator ENzI. I will move to Mr. Mendoza because we are talking
about here, at this point, the ability to easily calculate that. Mr.
Mendoza, you used to be with JP Morgan as an investment banker,
and so you worked with Mr. Merton of the Black-Scholes-Merton
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valuation model. Last year, JP Morgan Chase entered into an
agreement with Microscoft, where JP Morgan Chase would buy the
outstanding stock options of the Microsoft employees, and based on
our calculations, the pricing is well below the valuation that would
occur of Black-Scholes-Merton was actually used.

How would you account for the discrepancy, especially since
Microsoft is one of the most heavily followed stocks by researchers?
If they do not use Black-Scholes-Merton, then why would small
growing companies do it? They made a major shift, and you prob-
ably have some insight into that for us.

Mr. MENDOZA. Well, I will try, Mr. Chairman.

First of all, in terms of my own background, I did work for JP
Morgan for 31 years, but left before the merger with Chase Man-
hattan. So I was not involved in that particular transaction. I do
know something about it and have, together with my partners,
written about it in an op-ed piece.

I think that the fundamental point that I would make is that the
purchaser of those options—in that case, the bank—did use a pric-
ing methodology which was either a naive Black-Scholes model or
some variant, as the chairman of the FASB discussed this morning.
Those valuation models all have a common heritage. They are not
different in the way that has been represented, but I think it was
as simple as the buyer using a valuation model, and the seller not
doing so. The seller got too low a price, and the buyer got the dif-
ference. It was pure economics.

Senator ENzI. But heavily discounted.

Mr. MENDOZA. Absolutely. It was heavily discounted because the
buyer did use the model and bought the options at a lower-than-
model price.

Senator ENZI. You were able to raise $45 million, I think, to start
an international investment banking firm and are planning to do
an IPO?

Mr. MENDOZA. We are hoping to, but it is a few years away.

Senator ENzI. Have you evaluated what the cost of expensing
your stock options will have on the ability to do that IPO?

Mr. MENDOZA. Yes, sir. We think it will facilitate it, as it facili-
tated the raising of the money because we believe that honest,
transparent, realistic accounting just attracts buyers. As Chairman
Greenspan has recently said, we believe that the market is going
to place an increasing premium on the integrity of financial state-
ments and not counting a very important part of your compensa-
tion cost, expensing some of it and not the rest of it, does not, I
think, promote integrity of financial statements.

I did mention in my prepared remarks that I was going to give
you some numbers on the actual costs in terms of time or money
of expensing options. Our small company has just negotiated an
agreement with a new investor who is going to purchase around 10
percent of our stock. He, quite appropriately, asked for audited
statements which we did not have. Our accounting firm is
PricewaterhouseCoopers, and we asked them how long it would
take to provide audited statements from the drafts they had al-
ready given us, and it takes about 3 weeks.

The draft came back yesterday, and one of the things that had
not been done was to expense our options. So we called up and
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said, well, we need to expense the options because that is what we
believe is right. They told us that under APB 25, you could use a
zero volatility assumption which, again, would result in no ex-
pense. We said, no, we need to expense them, but we do not want
to be silly about this. If it is going to delay the process so we can-
not raise our additional funding, we will not do it. We are not re-
quired to.

The answer came back that it would not delay the process, it
would not increase the cost of our audit, and we computed the
number, the actual expense number, in under 20 minutes.

Senator ENzI. Thank you.

Mr. Glover, since FASB is not a Federal agency, but a private-
sector entity, are there any remedies available to small business if
FASB does get it wrong?

Mr. GLOVER. I do not know of any, sir. I think all Federal agen-
cies and most State agencies have to comply with some version of
the Regulatory Flexibility Act. While this is a quasi-Government or
Government-sanctioned entity, the Regulatory Flexibility Act, the
Administrative Procedures Act, none of the safeguards apply. And
I would think, candidly, that there are no small businesses with
the financial resources to have challenged it under any cir-
cumstances.

Senator ENZI. Since FASB is a federally recognized standard-set-
ter, should the FASB 123 proposal be subjected to the Regulatory
Flexibility Act or should FASB be required to live up to the stand-
ards set in the act?

Mr. GLOVER. I think the latter part of that question is very clear.
They certainly should be. We have not found any Federal agencies,
despite protestations at the beginning, that could not meet and
comply with the law, and when they did, they found that they got
a better outcome. So I think that they should.

The legal issue of whether the law should be changed, I think
that is going to be dependent upon whether FASB changes its ex-
isting pattern of activities and really does take it seriously. I am
dead serious, when somebody does a regulation that one size fits
all, it will not work. Small businesses cannot afford and cannot
handle the kinds of burdens, problems, and they do not have the
facts upon which to make these assumptions. Many of these compa-
nies simply do not have the experience.

So I think, if they do not take that into consideration, if they do
not begin considering small business seriously, if they do not have
a very active advisory board and make that happen, I think you
will have to consider making the law, including them and some
other quasi-Federal agencies that have similar situations.

Senator ENzI. FASB is reaching out to small business with their
advisory board. A question that I have for all of you is how would
you suggest getting the word out to the small business community?
Most of them are not going to notice until a FASB directive actu-
ally impacts them, but we would like for them to be involved in the
comment period so that they can—and I will start with you, Mr.
Glover.

Mr. GLOVER. Well, I alerted, I am also the Executive Director of
the Small Business Technology Coalition, which is the largest
group of SBIR companies in the country, and I did alert our board
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to that issue. They generally were supportive of my comments
today, in the board action, and have directed that we comment on
this.

So I think we will get the word out to companies. Because I
think the unintended consequences for Government contracting
firms and other firms is they will suddenly find themselves in a sit-
uation where they cannot obtain audited financial statements for
no other reason—and I disagree that all of these companies are
going public. They are going to be impacted, and I think we will
try to get the word out to those companies, and hopefully some of
the other small business groups will do the same.

Senator ENzI. Thank you.

Mr. Jones, do you want to comment on that?

Mr. JONES. Just on that particular issue. As I listened to that,
I thought it was kind of interesting because I know, in our com-
pany, our heads are pretty down. I had no idea that the Small
Business Advisory Committee had this website and whatever, and
the real question is how would I?

And so the big issues for, I think, our small companies are what
is the composition of the Advisory Committee? Where do the people
come from, and what are their backgrounds that they can help in,
one, understanding the issues, truly understanding, not that they
are not responsible, but that they understand the issues because
they are living it, in terms of the composition of the committee
itself. And then those people have access to lots of other similarly
situated people who can provide the kind of input that I understood
from the testimony today was wanted by the committee, the Advi-
sory Committee.

Senator ENZI. From your testimony, and also Mr. Kavazanjian’s,
you mentioned that you had kind of a broad base, and I am curious
as to what you think the effect will be on your lower-level employ-
ees, the non-executives. I appreciated your comments that this be-
comes an extra step and does not have a lot of value. Now, if you
are going to be doing some additional capital-raising or something
like that, then there could be some additional value to it, but if you
are just trying to operate, as you have been operating, what effect
is it going to have on your lower-level employees?

Mr. JONES. It has a significant impact on our lower-level employ-
ees because I think part of what has been missing in the debate
about all of the stock options is that there are all sorts of things
that can happen, but the question is, for lower-level employees,
how much capital do they have with which to actually buy re-
stricted stock or to purchase the actual stock options?

I will not go into it, but I can actually answer the questions that
came up earlier about the tax implications of the grant of a stock
option and what is the difference between a non-qualified and an
incentive stock option and so on and so forth. All of us, we actually
live that stuff each and every day, and suffice to say, without get-
ting into the details, it was totally mischaracterized this morning.
The impact that was characterized and the truth is 180 degrees dif-
ferent.

Anyway, putting that aside, the impact on our employees would
be significant because, for us, it is all around capital, how do we
get capital, and what is the impact of our financial statements on
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capital? So, if we have to spend a disproportionate amount of
money in order to get what FASB believes are accurate financial
statements, that is disproportionate in the context of what impact
it will have on our financial statements, that is sort of backwards
from our perspective.

So, when we look at, in our case, the reality—and I am sure Mr.
Diamond, who has been in Silicon Valley, would attest to this, the
way that we today understand the market value of our companies,
there are two ways:

The first is when you are raising capital. So, in our particular
case, we have raised $40 million with kind of—I guess we have
messed-up, if they have got clean financial statements, we have
messed-up financial statements, but somehow we have been able to
raise $40 million with those messed-up financial statements be-
cause we have not been expensing stock options. And so the only
time the market determines the value of our business is when you
go out and you raise money, and you have various people who set
the price for the stock as they purchase into your company.

Every other period is done by the board of directors, and the
board of directors are not experts in the financial valuation of a
particular company on a particular day. And if you look at compa-
nies which go public, a significant amount of effort, and time and
expense comes in the SEC process, where all of those stock grants
are reviewed, and there is an understanding based on sort of what
has happened so that you can look backwards as to whether the
valuation of those companies were appropriate for stock issuance
purposes, stock option issuance purposes at each of those various
points.

And that is probably the single biggest issue of investment and
time as part of the public offering process. That, by itself, says that
small companies don’t have any of the art and skill that was re-
ferred to before around being able to implement these set of pro-
posed regulations, and so we will have no choice, because we do not
have it, our board of directors do not have it, the liability associ-
ated will be very, very significant in terms of, because it goes di-
rectly to the financial statements, so you have got to go and make
sure you have got experts that are providing you with the informa-
tion. It is going to be a significant impact on our hard costs in
terms of complying with the proposed regulations.

Mr. KAVAZANJIAN. Can I build on that a little bit?

First, this whole thing, the reason why small business is having
a hard time being heard here is because there is a sense of inevi-
tability about this thing happening. I had a director tell me, who
was a former CEO, he just retired, he said, “Yes, you are right, but
it is going to happen anyway.”

And the way the inevitabilities had happened is in the assump-
tion that a stock option is an expense like any other expense. And
to characterize it any other way is dishonest. I have heard a lot of
times from several people today about we have to have honest fi-
nancial statements, and I am insulted by that. We have very hon-
est financial statements. All of the data is there. Every piece of
data is there

And so we have a little different viewpoint of it as an expense.
Yes, it is an expense in one regard, but it is an equity expense. The
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shareholders have said to the employee, if you will stay here and
be dedicated to this company, we will let you buy the stock as if
you are reaching back to the day that we gave you the option. I
sold equity at $4, I sold equity at $5, I sold it at $13, and my stock
is $22. I did not revalue that equity on my balance sheet.

We will never win that battle. The accountants have decided that
there are beans that are not in a jar that have to be put in a jar
somewhere. It does not help the investment community value the
firm. We will do nothing different. We will try to do nothing dif-
ferent, assuming I keep my job, we will try to do nothing different,
except to educate people, if this happens, about what the real per-
formance of the company is.

And that is where my accounting firm has a heart attack because
I say, gee, what I am going to lead with in my press release is our
profitability, before stock option expensing, was “X,” and they have
a heart attack because it is not GAAP. I am not a financial profes-
sional, although I was trained in finance, 2 or 3 years ago the flexi-
bility was taken away from us to present alternative ways of look-
ing at our financial statements that might enhance things because
they are not GAAP—Generally Accepted Accounting Principles.

So we have this one-dimensional model in what is a four-dimen-
sional world: three dimensions plus time. And everybody wants to
sound bite one number. And we give them the sound bite of one
number that does not let them evaluate the firm, that further ob-
scures it, it is going to be a mess. So we are going to try to educate
the community if it does happen. The problem is that the initial
assumption that is an expense, not an equity expense, but a period
expense having to do with performance of the company, it is wrong,
and I am not going to waste my time trying to convince FASB of
that because I do not think they are going to get it. That is where
we are.

Senator ENzI. Thank you.

Mr. Diamond.

Mr. DiaMOND. If I could just reply to some of this. Look, the
problem is Enron had its SPEs, its off-balance sheet vehicles, dis-
closed in its footnotes, also. It also had its stock option grants dis-
closed in its footnotes, but no one could figure out the toxic com-
bination of the two, and the danger is that you get boards of direc-
tors who think that stock options are far less costly to a company
than they really are, and you create a mono-culture inside the firm
to take risks with other people’s money, as Justice Brandeis called
it, and you drive the company into the ground.

Now, it may be that, historically, we thought that American
managers were too risk averse, and a shift to an equity-based
world in the 1970s and 1980s was important, and that is where the
stock option culture first emerged. But it took hold with toxic effect
in the late 1990s, and we are still feeling the effects of that. We
funded far too many companies, quite frankly, in the late 1990s,
too much money chasing too few good projects, and we ended up
with a huge crash.

The NASDAQ is still only at about 50 percent of its peak in the
spring of 2000. Confidence has not returned to the market. Money
is sitting on the sidelines. I am quite certain that you run an hon-
est business and that you do the best to disclose to your share-
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holders, but the world gets a little bit more complex than that, and
we are talking about the larger picture here.

If I could make just one comment about the issues that came up
this morning with respect to global competition. I would not look
to China as a model for how to disclose information to investors.
It is a corrupt system. There is no rule of law. There is no trans-
parency. There is no independent Securities and Exchange Com-
mission. There is nothing that looks like the Financial Accounting
Standards Board. There is no genuine private sector. It is an en-
tirely politically controlled regime.

We have to tap into the world capital markets in this country for
a $1.5 billion every day, net, to keep funding our businesses. For-
eign investors continue to be willing to put money into this econ-
omy for one simple reason, and this is what makes the American
economy more competitive than any other economy in the world.
We protect minority shareholders’ rights. We give them information
under the securities laws, and we give them State corporate law to
govern the way in which companies are managed. If minority
shareholder rights are not protected in this country, people would
not invest here.

Foreigners know they can pour money into the American econ-
omy and know that there is some basic protection for investors
while they do so, and that is why this reform is such a crucial sig-
nal to the global economy and to the U.S. economy as a whole.

Senator ENZI. I want to tell you that one of the reasons that I
have a lot of faith in this country is because there are a lot of small
businesses, and there are a lot of small businessmen like we have
on this panel here today. It highly encourages me, when we talk
about Enron or WorldCom or Tyco or some of those, we are not
talking about small business, and we are really not talking about
an accounting problem. We are talking about out-and-out fraud. We
are talking about a lack of ethics in this country among certain
people, not all of them. There are a lot of big businesses out there
that are acting ethically. All of the accounting rules in the world
did not keep Enron from doing what they were doing.

There were people—and I recommend a book called, “My Broth-
er’s Keeper,” which is a biography of a guy that teaches at George
Washington University by the name of Emitai Etzioni, who had the
opportunity to teach an ethics class at the Harvard School of Busi-
ness. He went through, in his opening session, a series of questions
asking about ethical problems. He started out with some that were
grey, and he worked through to some that were absolutely black
and white to everybody I know, and he still had these Harvard
Business School future executives. In fact, at the time that he did
that, they would be the executives that are running these compa-
nies right now, saying, “Well, how does it affect the bottom line?”
They did not say, “Is it right?” They said, “How does it affect the
bottom line?”

The stock options question for small business is not that same
kind of a question. I have got to tell you, when I was working on
that Sarbanes-Oxley, a little over a year-and-a-half ago, companies
were afraid to do restatements, even if restatements raised the
value of their company because, even if it raised the value of their
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company, their stock went in the toilet because people were equat-
ing a restatement with fraudulent activity.

For small business, this is going to be—probably for big business,
too, but they have more capability to explain what is going on—
it is going to be a restatement. These companies that already exist
are going to be restating what they have been doing and winding
up with some negative balance sheets. The Small Business Admin-
istration may get it and may make some exceptions, but it is going
to require some changes there. Bankers, when the meeting started,
there was standing room only. In the back of the room, there must
have been 10 or 15 bankers. I know they were from Wyoming. I
will get to meet with them later today. I do not think they loan on
negative balance sheets either.

I am also concerned about one line replacing many footnotes.
People I know have been able to look at the footnotes, make some
translation, decide how the company was doing. So I really have
some concerns about what we are doing here, but mostly from the
standpoint of small business because we have small businesses in
this country that are growing, and we need to make sure that we
keep new small businesses.

I held an inventors conference this last summer, and Wyoming
is the least-populated State in the Nation, and because of Senate
ethics, I was not able to advertise for it. I still had 85 people show
up that were right on the verge of having, they have got an inven-
tion. They just were not sure what to do with it next, and they
have been concerned about how are they protected. We had people
there that talked about trademarks, and patents, and copyrights,
and prototyping, and venture capital, and marketing, and manufac-
turing, and shipping, and I am pretty sure I am going to get prob-
ably about 75 businesses out of that, some of them with some abso-
lutely great products that I wish could talk about, but they are still
in proprietary stage.

I am hoping that some of those companies will be able to use
stock options to get the talent they need because, while they may
have $100,000, it is going to cost them more than $10,000 for their
employees unless they can use stock options, and they are limited
on cash. We are having trouble attracting venture capital out our
way. So I am trying to watch out for those folks.

I do appreciate everybody’s testimony today. The witnesses were
outstanding on both panels, but there obviously appears to be a sig-
nificant difference of opinion. Our small business witnesses have a
completely different perspective on FASB’s stock option expensing
proposal than FASB or the non-small business witnesses.

As we heard from our witnesses and the former chief counsel for
advocacy, it is absolutely essential that FASB get it right the first
time. I want you folks to still be in business after the rule goes into
effect. If FASB gets it wrong, some small businesses will not have
anydrecourse. They will not last long enough for any changes to be
made.

I do look forward to hearing the comments from the Small Busi-
ness Advisory Committee, and I am very encouraged by the com-
ments today that it will be opened up, perhaps with more meetings
and more opportunities to have some say in what the agenda will
be.
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With respect to due process, I am extremely concerned that
FASB seems to have already made up its mind on the proposals,
and the words do not match up with the actions. If anything, it ap-
pears that FASB is orchestrating, through members of its parent
board and through a one-sided outreach effort, the notice and the
comment process. Now, I hope I am proven wrong on that. FASB’s
actions do not live up to the high standards that we expect of feder-
ally recognized standard-setters, and I strongly believe that if
FASB were a Federal agency, then its actions would violate the due
provisions of the Administrative Procedures Act. I know there have
been some field tests. I am not aware of any of those being done
on a small business.

I would like to thank Chairman Herz for being here for the en-
tire thing. It is really outstanding when somebody from that level
stays for all of the testimony and the questions. I would like to per-
sonally thank Chairman Snowe for allowing me to chair this vital
Small Business and Jobs hearing today.

I thank all of you for your time. The record will remain open for
10 days. We will be submitting some more detailed questions to
you and would really appreciate your responses.

Thank you.

[Whereupon, at 1:10 p.m., the hearing was adjourned.]






APPENDIX

(119)



120

FOR THE RECORD

STATEMENT OF SENATOR PETER G. FITZGERALD
COMMITTEE ON SMALL BUSINESS AND ENTREPRENEURSHIP
APRIL 28, 2004

Thank you, Mr. Chairman, for holding this important hearing today on the Financial
Accounting Standards Board, known as FASB, and its recent proposal to require the
expensing of stock options.

I would first like to welcome our witnesses, and thank them for taking time out of their
busy schedules to be with us today. I look forward to their testimony.

Several bills have been introduced in Congress that would block FASB’s new proposal. 1
oppose those bills for two reasons. First, I agree that stock options should be expensed
and support the new FASB proposal, although I believe it could be stronger. Second, I
believe that political interference with our private sector accounting standards board
would set a dangerous precedent.

We have been down this road before. A decade ago, FASB proposed an accounting
standard that would have required companies to record the value of employee stock
options as a compensation expense on their income statements. At that time, the Senate
overwhelmingly passed a resolution that condemned FASB’s new standard, and a
separate bill was introduced that would have stripped FASB of its rulemaking authority.
Under this threat of evisceration, FASB withdrew its recommendation.

Opponents of the new FASB proposal claim it is difficult to estimate the value of options.
I disagree. Options may be sold for cash, which makes them as good as cash. Warrants
that are similar to, if not functionally the same as, options are valued and sold on a regular
basis. Stock options are traded on markets throughout the world and on exchanges such
as the Chicago Board Options Exchange.

Opponents of the FASB proposal also argue that stock option valuations are too difficult
to estimate. However, it is also difficult to value many other items for which companies
are required to account, including pension liabilities, derivative positions, impairment of
goodwill, and even depreciation of plant and equipment. Yet no one argues that for these
items, difficulty to estimate gives a company the license to pretend that these expenses do
not exist.

Opponents also claim that stock options require no cash outlay by a company, and
therefore, need not be expensed. But depreciation, for example, requires no cash outlay
either, and no one argues that we should not try to account for the real expense of the
depreciation of plant and equipment. Furthermore, large amounts of stock options often
later necessitate large cash outlays. Companies often are required to allocate more cash
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on share repurchases to stem shareholder dilution than the amount the companies would
allocate for cash compensation of their employees.

Opponents of the FASB proposal also claim that stock options are not a real expense to a
company. If that is so, why do we allow companies to take a tax deduction for the
expense of issuing stock options? If the opponents were consistent in their thinking, they
would support changing the IRS rules, which currently allow for the tax deductibility of
stock option compensation.

Opponents further argue that requiring stock options to be expensed would penalize the
earnings of young promising companies, and thereby make it more difficult for such
companies to survive and succeed. But as Warren Buffet has written, “Why then require
cash compensation to be recorded as an expense given that it too penalizes the earnings of
young promising companies?” Going further, Mr. Buffet asks, “Why not allow
companies to pay all of their expenses in options and then pretend that these expenses
don’t exist either?”

Last month before the Joint Economic Committee, Federal Reserve Board Chairman Alan
Greenspan stated that if stock options are not expensed, the financial statements would
present a distorted view of a company’s profitability. He further stated that he views
FASB’s recommendations for accounting changes to be correct.

Mr. Chairman, I would like to ask unanimous consent that excerpts from Chairman
Greenspan’s testimony before the Joint Economic Committee and a speech he gave on the
topic in 2002 be included in the record following my statement.

On April 20, 2004, the Governmental Affairs Subcommittee on Financial Management,
the Budget, and International Security, which I chair, held an oversight hearing on the
expensing of stock options. One of the most troubling issues we discussed is the impact
of issuing employee stock options on shareholders’ equity when it is not fully disclosed to
the shareholders or other users of the financial statements. Current accounting standards
do not require that the reflection of equity dilution by virtue of the issuance of stock
options be fully disclosed through the income statement. Moreover, the dilution of
shareholders’ claims to the earnings of the company is only disclosed for so-called “in the
money” options, but is not required to be disclosed for options that have been issued and
are not yet in the money.

Under current rules, the financial statements of companies that do not expense stock
option compensation are, in my judgment, fictitious. The Financial Accounting
Standards Board’s proposed new rule would make earnings reports more accurate and
would move financial statements from the fiction to the nonfiction section of the public
domain. When it comes to stock options, expensing them should not be an option. Truth
in financial reporting should be mandatory.

Thank you, Mr. Chairman.
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EXCERPTS FROM TESTIMONY PROVIDED BY THE HONORABLE ALAN
GREENSPAN, CHAIRMAN, FEDERAL RESERVE BOARD, DURING THE

JOINT ECONOMIC COMMITTEE HEARING ON ECONOMIC OUTLOOK
April 21, 2004

“With respect to stock options, 1 think it would be a bad mistake for the Congress to
impede FASB in this regard. First of all, this is an accounting question. I've always
argued that accounting is for the purpose of determining whether particular strategies of
companies are profitable or not profitable. The whole point of accounting is to tell
somebody whether a specific strategy is working or not. The cost of worker input, labor
cost, irrespective of the form in which it's paid, is a critical determinant of the reduction
process and the determination of whether or not a strategy is profitable. In other words,
in simple terms, if your output values are greater than your input values, within certain
limits, it's a profitable strategy. If you take one of the significant elements of input of
costs and take it off the table, meaning you don't expense stock options, then we're geiting
a distorted view as to what the profitability of a particular operation is and you will get a
distortion in the allocation of capital. Now, it may very well make individual firms look
more profitable than they are and people don't like to change that. But the point of issue
is not whether it is more or less profitable, but are the figures right? And in this regard,
as best I can judge the FASB changes in recommendations with respect to accounting
procedures strike me as correct, and it's not clear to me what the purpose of Congress is
in this particular procedure.”

See Hearing Transcript, as reproduced by LexisNexis Congressional, at page 10.

“I chose my words appropriately and 1 think the Congress would err in going forward
and endeavoring to impede FASB in its particular activities.”

See Hearing Transcript, as reproduced by LexisNexis Congressional, at page 24.
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deral Reserve Board

Remarks by Chairman Alan Greenspan

At the 2002 Financial Markets Conference of the Federal Reserve Bank of Atlanta, Sea
Istand, Georgia

{via satellite)

May 3, 2002

Stock Options and Related Matters

I asked Jack Guynn and Bob Eisenbeis what issues you would like me to address this
morning. They suggested that events associated with the failure of Enron have refocused

attention on a number of accounting issues.t

In an economy as large, diverse, and complex as ours, sound corporate governance--
including the accurate measurement of corporate performance--is essential if our nation's
resources are to be directed to their most efficient uses. There can be little doubt that, on the
whole, both, as employed in the United States in recent decades, have been of very high
quality. We simply could not have achieved our level of economic performance if capital
were allocated on the basis of grossly inaccurate information.

But the very complexity and dynamism of our system requires that we constantly evaluate
the tools employed for measuring corporate performance to ensure that they adapt
appropriately to the evolving financial and economic environment. In that regard, the
increasing use of stock option grants to employees has raised new challenges for our
accounting system.

Such options are important to the venture capital industry, and many in high-tech industries
have counseiled against making any changes to current practices. They argue that the use of
options is an exceptionally valuable compensation mechanism; that recognizing an expense
associated with these grants would reduce the use of options, harming high-tech companies;
that the effect of options on fully diluted earnings per share is already recognized; and that
we cannot measure the costs of options with sufficient accuracy to justify their recognition
on financial statements.

These are important concerns. This morning, I would like to address them and other related
issues. The seemingly narrow accounting matter of option expensing is, in fact, critically
important for the accurate representation of corporate performance. And accurate
accounting, in turn, is central to the functioning of free-market capitalism--the system that
has brought such a high level of prosperity to our country.

Capitalism expands wealth primarily through creative destruction--the process by which the
cash flow from obsolescent, low-return capital is invested in high-return, cutting-edge
technologies. But for that process to function, markets need reliable data to gauge the return
on assets.
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Measures of profitability, however, can only be approximate. Although most pretax profits
reflect cash receipts less cash costs, a significant part of profits results from changes in the
valuation of items on the balance sheet. The values of almost all assets are based on their
ability to produce future income. But an appropriate assessment of asset value depends
critically on a forecast of forthcoming events, which by their nature are uncertain.

A bank, for example, books interest paid on a loan as current revenue. However, if the
borrower subsequently defaults, that presumed interest payment would, in retrospect, be
seen as a partial return of principal and not as income. We seek to cope with this uncertainty
by constructing loan-loss reserves, but the adequacy of those reserves is also subject to a
forecast. Similarly, depreciation charges against income, based on book values, are very
crude approximations of the decline in the economic value of physical plant and equipment.
The actual decline will not be known until the asset is retired or changes ownership. Another
example is the projection of future investment returns on defined-benefit pension plans,
which marked!ly affects corporate pension contributions and, hence, pre-tax profits. Thus,
how one chooses to evaluate the future income potential of the balance sheet has a
significant effect on current reported earnings.

The estimation of earnings is difficult enough without introducing biases into the
calculation. I fear that the failure to expense stock option grants has introduced a significant
distortion in reported earnings--and one that has grown with the increasing prevalence of
this form of compensation.

As I noted at the outset, some view the current treatment of option grants as having been a
major aid in raising capital to finance the rapid exploitation of advanced technologies. While
the vital contribution of new technology to the growth of our economy is evident to all, not
all new ideas create value on net. Not all new ideas should be financed. In recent years,
substantial capital arguably was wasted on a number of enterprises whose prospects
appeared more promising than they turned out to be. This waste is an inevitable byproduct
of the risk-taking that generates the growth in our economy. However, the amount of waste
becomes unnecessarily large when the earnings reports that help investors allocate
investment are inaccurate.

Stock-option grants, properly constructed, can be highly effective in aligning the interests of
cotporate officers with those of shareholders. Such an alignment is an essential condition for
maximizing the long-term market value of the firm.

Regrettably, some current issuance practices have not created the alignment of incentives
that encourages desired corporate behavior. One problem is that stock options, as currently
structured, often provide only a loose link between compensation and successful
management. A company's share price, and hence the value of related options, is heavily
influenced by economy-wide forces--that is, by changes in interest rates, inflation, and
myriad other forces wholly unrelated to the success or failure of a particular corporate
strategy.

There have been more than a few dismaying examples of CEOs who nearly drove their
companies to the wall and presided over a significant fall in the price of the companies’
stock relative to that of their competitors and the stock market overall. They, nonetheless,
reaped large rewards because the strong performance of the stock market as a whole
dragged the prices of the forlorn companies' stocks along with it.
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Stock or options policy should require that rewards reflect the success or failure of
managements' decisions. Grants of stock or options in lieu of cash could be used more
effectively by tying such grants through time to some measure of the firm's performance
relative to a carefully chosen benchmark. Many corporations do tie the value of stock and
option grants to relative performance, but most do not. To be sure, an untied option grant
can be thought of as an option whose value moves with the performance of the corporation
relative to the competition, coupled with a call option on, for example, the S&P 500 stock
index. It can be argued that the latter is merely another form of compensation that helps
firms retain valued employees. I am sure that is right, but does a compensation system tied
to the overall stock market serve a company well?

* ok K

Let me now turn to option accounting. A stock option is a unilateral grant of value from
existing shareholders to an employee. It is a transfer through the corporation of part of the
market capitalization owned by existing shareholders. The grant is made to acquire the
services of the employee, and presumably has a value equivalent to the cash or other
compensation that would have been required to obtain those services--what economists call
the opportunity cost of employing those services. That value is obviously a function of
when, and under what conditions, the option can be exercised. To assess the cash equivalent
of the option, only the market value of the option at the time of the grant matters.
Subsequent changes in the value of the option are not relevant to the exchange of labor
services for value received, just as future changes in the purchasing power of cash received
for services rendered do not affect the firm's compensation costs.

The accurate measurement of input costs is essential for determining whether the
corporation earned a profit from its current activities. That determination was relatively
straightforward when all receipts were cash and all expenses were cash costs. But, changes
in balance-sheet valuations based on fragile forecasts have become a more important
element in determining whether a particular corporate strategy was successful. And, as a
consequence, cost estimation has become ever more problematic. But the principle of
measuring profit as the value of output less the value of input is not altered by the
complexity of measurement.

To assume that option grants are not an expense is to assume that the real resources that
contributed to the creation of the value of the output were free. Surely the existing
shareholders who granted options to employees do not consider the potential dilution of
their share in the market capitalization of their corporation as having no cost to them.

The particular instrument that is used to transfer value in return for labor services is
irrelevant. Its value is not. Abstracting from tax considerations, one must assume that the
value is the same for the employer irrespective of the nature of the instrument that conveys
it--which could be cash or its value equivalent in the form of stock, free rent, a college
annuity for one's children, or an option grant.

The ability of options to substitute for cash obviously rests on an expectation by an
employee that the price of the company's stock will rise. Expectations of stock price
movements, in turn, appear to be significantly influenced by recent stock price behavior.
Thus, there is little surprise that stock options gained considerable favor as a form of
compensation with the steep rise in stock prices in the late 1990s. Similarly, one might
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reasonably expect that in an environment with slower stock price gains, option grants would
no longer be so favorably viewed by employees as a substitute for cash. As a consequence,
more cash or its equivalent might then be required to fund labor services.

One may argue that, because option grants are fully disclosed and their effect on earnings
can, with some effort, be estimated reasonably well, financial markets in their collective
wisdom see through the nature of any bookkeeping transactions. Hence, how expenses and
profits are reported is of no significance, because nothing in the real world is altered. Cash
flows, for example, are unaffected. The upshot of this reasoning is that stock prices should
be unaffected by whether option grants are expensed or not. Clearly, most high-tech
executives believe otherwise. How else does one explain their vociferous negative reaction
to expensing if its only effect were to change the book profit reported to shareholders?

1 fear they may be right. Indeed, most American businesspeople must believe expensing is
more than bookkeeping. Current accounting rules encourage firms to expense option grants.
However, only two of the S&P 500 firms reportedly chose to do so in the year 2000. If
expensing does indeed matter, at least some of the unsustainable euphoria that surrounded
dot-com investing at its peak may have been exacerbated by questionable reported earnings.

The measure of diluted carnings per share currently reported by corporations partially
reflects the number of shares that employees could obtain with vested but, as yet,
unexercised options. Some have maintained that this is all that is required to capture the
effects of option grants. Clearly, this adjustment corrects only the denominator of the
earnings per share ratio. It is the estimation of the numerator that the accounting dispute is
all about.

Some have argued against option expensing on the grounds that the Black-Scholes formula,
the prevailing means of estimating option expense, is approximate. It is.2 But, as I indicated
carlier, so is a good deal of all other earnings estimation. Moreover, every corporation
already implicitly reports an estimate of option expense on its income statement. That
number for most companies, of course, is exactly zero. Are option grants truly without
value?

As 1 noted earlier, critics of option expensing have also argued that expensing will make
raising capital more difficult. But we need to remember that expensing is only a
bookkeeping transaction. To repeat, nothing real is changed in the actual operations or cash
flow of the corporation. If investors are dissuaded by lower reported earnings as a result of
expensing, it means only that they were less informed than they should have been about the
true input cost of creating corporate revenues. Capital employed on the basis of
misinformation is likely to be capital misused.

Critics of expensing also argue that the availability of options enables corporations to attract
more-productive employees. | am sure that is true. But option expensing in no way
precludes the issuance of options. To be sure, lower reported earnings as a result of
expensing, should it temper stock price increases, could inhibit option issuance. But, again,
that inhibition would be appropriate because it would reflect the correction of
misinformation.

It is no more valid, in my judgment, to assume that option grant expense is zero than to
arbitrarily assume depreciation charges are zero. Both assumptions, excluding interest,
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increase reported pretax earnings. Both imply that the inputs that produce valued corporate
outputs are free.

One issue that has complicated the discussion of option expensing is the different way it is
handled for tax accounting. Under tax law, when options are exercised, the value realized by
an employee--that is, the difference between the share price and the strike price--is a
deductible compensation expense for the company. The amount of this compensation for tax
purposes reflects a rise in the price of the stock after the option grant.

Any such price changes are of no relevance in judging the cost of purchasing labor services,
though they do affect the tax liability and possibly the after-tax earnings reported to
shareholders of the firm that granted the option.? How capital gains and losses associated
with these transactions should be reflected in reported earnings is a separate issue.

* ok x

I want to emphasize that expensing in no way inhibits the legal authority to issue options.
Yes, if investors take currently reported earnings as real, expensing will reduce a
corporation's perceived earnings and conceivably its stock price. Employees, accordingly,
will consider options less valuable and presumably fewer will be issued. But confusing
markets is neither helpful nor permanent. If underlying corporate input costs are real, they
cannot be obscured indefinitely.

As | indicated earlier, the continued popularity among employees of option grants as a
substitute for cash compensation requires a persistent expected uptrend in a company's stock
price. Should compensation shift more to cash, the trend in reported earnings growth would
decline relative to an earnings trend in which options have always been expensed. Such a
shift presumably would make option expensing more attractive to the corporation.

kK ok

With an accounting system that is, or should be, measuring the success or failure of
individual corporate strategies, the evolution of accounting rules is essential as the nature of
our economy changes. As the measurement needs change, rules must change with them.
This does not lend itself to hard-wired legislation, which makes flexibility of rule-making
difficult. We would be best served, in my judgment, by leaving issues such as option grant
expense to regulatory bodies and the private sector.

There is a legitimate question as to whether markets see through the current nonexpensing
of options. If they do, moving to an explicit recognition of option expense in reported
earnings will be a nonevent. The format of reports to shareholders will change somewhat,
but little more will be involved. Making an estimate of option expense requires no
significant additional burden to the company.

If, however, markets do not fully see through the failure to expense real factor inputs,
market values are distorted and real capital resources are being diverted from their most
efficient employment. This would be an issue of national concern.
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Clearly then, the greater risk is to leave the current accounting treatment in place. If markets
have seen through the accounting, required expensing of option grants will have no effect on
the nation’s capital allocation. If, however, expensing does affect market values, a
continuation of current accounting practice could be costly to capital efficiency.

Some very notable developments in our corporate sector in recent years, most strikingly
evident in the collapse of Enron, have uncarthed deficiencies in corporate governance.
These are being addressed through market repricing and regulatory initiatives.

Despite evident shortcomings that have emerged from time to time, as | noted at the outset,
we should not lose sight of the fact that these arrangements over the decades have
effectively promoted the allocation of the nation's savings to its most productive uses.
Generally speaking, the structure of business incentives, reporting, and accountability has
served us well, | am confident that we will make the changes needed to ensure that these
structures continue to serve us well in the future.

Notes

1. On topics such as nonfinancial corporate governance and accounting, which are not in the
Federal Reserve Board's jurisdiction, | am obviously speaking for myself. Return to text

2. Expensing stock options is required to record the economic cost of labor services
purchased with option grants. But like all such balance-sheet-related costs (depreciation, for
example), their final accounting disposition can often take years. The reason is that future
movements in the price of the underlying stock will create capital gains or losses in the
stock option between the time of grant and expiration. Such changes do not alter the
economic cost, but depending on how the corporation chooses to hedge option grants, these
changes can affect the net worth of the corporation.

The issue does not arise with grants of stock because all capital gains and losses after
issuance accrue to the employee. In addition, this issue would not arise with option grants if
the corporation fully hedged its exposure to post-grant capital gains and losses. The
corporation could do this, in principle, by purchasing a call option on its stock that was
identical in all respects to the granted option and then selling that call option at the same
time that the employee exercises his or her option. Of course, the call options needed to
execute this hedge are difficult to arrange. Given this difficulty, many corporations partially
hedge their position by repurchasing their shares in the open market, which leaves them
exposed to some post-grant gains and losses. And, to be sure, many other corporations
choose not to hedge their option grants at all.

But these are accounting issues that are unrelated to the economic cost of an option at time
of grant. They are among the myriad balance-sheet valuation adjustments that endeavor to
address the ongoing impact of market valuation changes on all assets and liabilities. Return

3. Some firms report different tax labilities to the Internal Revenue Service and
shareholders. Return to text
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CARL LEVIN
MICHIGAN
Hnited States Senate
WASHINGTON, DC 20810
April 30, 2004
The Honorable Mike Enzi

Committee on Small Business and Entrepreneurship
428A Russell Senate Office Building
Washington, D.C. 20510

Dear Mike:

Earlier this week, the Committee on Small Business and Entrepreneurship held a hearing,
which you chaired, on the “Impact of Stock Option Expensing on Small Business.”

During that hearing, 1 incorrectly characterized the tax treatment of incentive stock
options (“ISOs™) by indicating that the tax code would allow ISOs to be valued on their grant
date and allow employees to be taxed on that grant date value. In fact, section 422(d)(3) of the
tax code requires companies, on the grant date of an ISO, to determine the value of their stock,
but not their stock options. This valuation is required because the tax code sets a limit on the
ISOs that can be issued to an employee in a calendar year, and that limit is measured by the value
of the company’s stock, not the stock options themselves as I thought. The tax code also pro-
vides that employees are taxed, not on the ISO’s grant date, but on the date when the employee
actually sells the underlying stock after the stock option is exercised. While my description of
ISO tax rules was in error, existing accounting rules applicable to both ISOs and other types of
stock options do require companies to determine the fair value of stock option compensation on
the date it is granted and then report it either as an expense or in a financial statement footnote.
These accounting rules mean that, for financial reporting purposes, many small businesses are
already calculating the grant date value of their stock options.

For that reason and the other reasons described in my opening statement at the hearing, I
continue to believe that treating stock options as an expense will not hurt small businesses, will
advance the cause of honest accounting, and will promote investor confidence in U.S. financial
statements. One of the hearing witnesses, Mr. Roberto Mendoza, provided direct evidence
supporting this view. Mr. Mendoza testified that his startup company, Integrated Finance
Limited, decided from its inception to expense all stock option compensation, and found that its
stance actually attracted investors by demonstrating the company’s adherence to transparent
accounting, Mr. Mendoza also testified that when he determined that the company’s draft
audited financial statement had failed to include any stock option expense, his accountant agreed
to include that expense at no additional cost and was able to calculate the expense itseif in less
than 20 minutes. This testimony shows that calculating stock option expenses can be quick and
inexpensive, and need not be burdensome to small business.
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The Honorable Mike Enzi

Committee on Small Business and Entrepreneurship
April 30, 2004

Page Two

{ apologize for any confusion my error on the ISO tax issue created at the hearing,. [
would appreciate this letter being included to clarify the hearing record.
Sincerely,

ad

Carl Levin

cc: The Honorable John Ensign
The Honorable Peter Fitzgerald
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Senate Committee on Small Business and Entrepreneurship
Post-Hearing Questions
to
Professor Stephen F. Diamond
Cornell Law School
“The Impact of Stock Option Expensing on Small Businesses”
April 28, 2004

Questions submitted by Senator Mike Enzi:

1.

Have you reviewed any studies or analyses demonstrating that either the Black-Scholes
method or the binomial method, or both, can value employee stock options accurately and
reliably?

You stated in your testimony that only those small businesses that want to go public
would be impacted by the FASB proposal. Does any of your research include statistics
on the number small firms that will elect not to go public because of the cost of expensing
stock options? Do you have any empirical data that support your findings?

You state in your testimony that you are member of the board of directors for small
publicly traded technology company. Does this company expense stock options? If so,
how many options are granted annually, what methodology is used to calculate the value
of the stock options, and what has been the cost to the firm to support this process?

Has any of your analysis on this issue included assessments of financial institutions and
their views on providing financing to small businesses that show negative balance sheets
due to the expensing of stock options?
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As of the date of printing, the Committee had not received a response from Professor
Stephen F. Diamond, Cornell Law School to the forgoing questions.
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Committee on Small Business and Entrepreneurship
Post Hearing Questions
“Impact of Stock Option Expensing on Small Business”
April 28, 2004
Robert H. Herz
Chairman
Financial Accounting Standards Board

Questions submitted by Senator Mike Enzi:

1. To date, FASB has decided not to conduct tests on valuation models.
Previously, FASB went to 18 companies and asked them about the costs of
complying with a new standard but did not look at the accuracy of the
valuation models for those companies. This would include actual field tests
of various valuation models by a cross section of companies, so that
significant data could be collected on the accuracy and reliability of different
valuation models.

2. FASB Spokesperson Sheryl Thompson has defended the decision not to field
test valuation models by telling the press [CFO.com on March 1, 2004], that
“the ultimate field test has already taken place.” She added that public
companies “have been performing the field test for seven consecutive years,
so the test sample is huge. It probably invelved thousands of companies.”
There’s little doubt that Ms. Thompson is referring to the use of Black-
Scholes in footnote disclosures the past 10 years. However, FASB is now
urging companies to use something different — the binomial medel.

How can FASB refuse to test the binomial model on grounds that companies
have used Black-Scholes in their footnotes?

The Exposure Draft, Proposed Statement of Financial Accounting Standards,
Share-Based Payment (“Proposal”), retains the same principle established in
FASB Statement of Financial Accounting Standards No. 123, dccounting for
Stock-Based Compensation (“Statement 123”), that a public entity should measure
the cost of employee services received in exchange for awards of equity
instruments based on the fair value of the instruments at the grant date. That
principle encompasses several valuation techniques, including a lattice model (an
example of which is a binomial model) and a closed-form model (an example of
which is the Black-Scholes-Merton formula) with appropriate adjustments to
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reflect the unique features of employee stock options. The lattice model and the
closed-form model are based on the same well-established financial economic
theory. Those models are routinely used by valuation professionals, dealers of
derivative instruments, and others to estimate the fair values of options and
similar instruments related to equity securities, currencies, interest rates, and
commodities. Those models are also routinely used to establish trade prices for
derivative instruments, to establish fair market values for United States (“US™) tax
purposes, and to establish values in adjudications. Finally, those models are used
routinely by enterprises in estimating the fair value of financial instruments,
including derivatives, convertible bonds, and employee stock options, and
reporting those amounts in their audited and certified financial reports. Although
most enterprises have historically used a closed-form model in complying with
the requirements of Statement 123 over the last eight years, some enterprises have
used a lattice model. Those enterprises include some of the more than 575
enterprises that have voluntarily adopted option expensing. Importantly, the
Proposal does not require that all enterprises use a lattice model or a closed-form
model. The Proposal permits nonpublic enterprises to determine the expense
based on the difference between the current fair value of their shares and the
exercise price of outstanding employee stock options, i.e., based on the “intrinsic
value” of the stock options. Public enterprises would also be permitted to use this
approach in circumstances in which, after a diligent effort, they conclude that it is
not possible to determine the fair value of the employee stock options they have
granted with sufficient reliability. The Proposal’s Notice for Recipients includes
six issues seeking additional input on these and other measurement issues.
Consistent with the Financial Accounting Standards Board’s (“FASB” or
“Board™) Rules of Procedure, the input received on those issues will be carefully
considered by the Board at public meetings prior to the issuance of any final
standard to improve the accounting for equity-based compensation.

Are there any studies FASB has relied on that show, specifically, that the
binomial method values employee stock options accurately? If so, please
provide a list of the studies. If there are not any studies that FASB relied on
or if the FASB has no such data, what is the reason that FASB does not
conduct field tests on the accuracy of the binomial model.

Examples of the types of input, data, and evidence that the FASB considered in
developing the Proposal’s measurement guidance include:

¢ Extensive discussions with a variety of parties including the Financial
Accounting Standards Advisory Council, the User Advisory Council, and
many other groups representing preparers of financial reports, and
auditors, and investors, and other users of financial information.

* Results of discussions with many valuation experts and compensation
consultants, including those on the FASB’s Options Valuation Group.

o Results of “field visits” with a number of public and private companies
covering a range of industries.
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o Data relating to the information about employee stock option
compensation contained in the disclosures of the audited and certified
financial reports of enterprises.

* Input from the many public enterprises that have voluntarily elected to
include the expense relating to employee stock options in determining
their reported net income. Those enterprises currently number over 575,
cover a wide range of industries, and include enterprises representing 41
percent of the S&P 500 index based on market capitalization. Again this
information is subject to an independent audit and management
certification.

¢ Information and views in the many comment letters received in response
to the FASB’s November 2002 Invitation to Comment, Accounting for
Stock-Based Compensation: 4 Comparison of FASB Statement No. 123,
Accounting for Stock-Based Compensation, and Its Related
Interpretations, and IASB Proposed IFRS, Share-based Payment.

s  Work done on this subject by other accounting standard setters, including
the International Accounting Standards Board (“IASB”) and the Canadian
Accounting Standards Board (“AcSB”). In February 2004, the IASB
issued International Financial Reporting Standard (IFRS) 2, Share-based
Payment (“IFRS 27). IFRS 2, effective in 2005, requires the expensing of
all equity-based compensation based on a measurement method generally
consistent with that contained in the Proposal. Similarly, in September
2003, the AcSB issued Stock-Based Compensation and Other Stock-Based
Payments, Section 3870 (“Section 3870”). Section 3870, effective in
2004, also requires the expensing of all equity-based compensation based
on a measurement approach generally consistent with the Proposal and
IFRS 2. Of note, many of the Canadian enterprises and hundreds of other
foreign enterprises that will be using Section 3870 or IFRS 2 are
registrants under the US federal securities laws and, therefore, subject to
the rules and regulations of the US Securities and Exchange Commission
(“SEC™).

As indicated in response to Question 2, the FASB is continuing to actively solicit
input on the measurement guidance contained in the Proposal. The input received
will be carefully considered by the Board at public meetings prior to the issuance
of any final standard to improve the accounting for equity-based compensation.

. The Association for Investment Management and Research (AIMR) - an
expensing advocate — recently ran ads in the Wall Street Journal and Roll
Call urging its members to write the FASB to support your exposure draft.
Has FASB had any conversations with anyone at AIMR about these ads?
Did they ask FASB whether it wanted them to run the ads?

AIMR is a worldwide, nonprofit professional association of 70,000 securities
analysts, fund managers, and investment advisors. The FASB did not have any
conversations with the AIMR about the advertisements prior to their running in
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the Wall Street Journal and Roll Call. AIMR did not ask the FASB whether we
wanted them to run the advertisements.

. This very same group, AIMR, has urged FASB to conduct field testing
generally as part of the standard-setting process. In AIMR’s words:
“AIMR’s Financial Accounting Policy Committee has on several occasions
communicated directly to the FASB in support of field testing in the
standards-setting process. Field tests can be enormously helpful in identifying
implementation problems that neither preparers nor users of financial
statements could have anticipated at the conceptual level.”

. Does FASB disagree with AIMR’s arguments that field testing can be
“enormously helpful?”

Field testing can be “enormously helpful,” in some circumstances, particularly
when the Board is developing an entirely new principle or guidance in an area not
previously addressed by the accounting literature. As indicated in response to
Question 2, those circumstances do not exist with respect to the Proposal. As
indicated in response to Question 3, the Board conducted field visits in connection
with the development of the Proposal. Those field visits included inquiries
focusing on “implementation problems,” particularly the costs of implementing
the Board's tentative measurement guidance. The Board concluded that the field
visits provided them with a sufficient understanding of the potential costs and
benefits and implementation issues raised by the tentative measurement guidance
necessary to support the issuance of the Proposal for public comment. As
indicated in response to Question 2, the FASB is continuing to actively solicit
input on the measurement guidance contained in the Proposal. The input received
will be carefully considered by the Board at public meetings prior to the issuance
of any final standard to improve the accounting for equity-based compensation.

. Last year, the Business Roundtable filed comments with FASB regarding
field testing that included the following comments:

“We recommend the FASB develop and sponsor a comprehensive market
test of the grant value of employee stock options. Specifically, a large
number of investment banks and other institutions with sophisticated
modeling techniques should be asked to provide bid and ask prices for at-
the-money options to purchase stocks of a large number of diverse
companies. The test should specify that (1) the options are not transferable. .
., (2) the options cannot be exercised until after a typical vesting period. . .,
and (3) the investment bank or other purchaser may not hedge the option
position by, for example, borrowing stock and shorting it against the option.
In addition, such a test could be refined to reflect specific features of
individual options plans .. . so that plans that incorporated desirable
governance features would benefit from a lower charge.”

(Comment Letter to FASB, January 31, 2003)
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What is your response?
See responses to Questions 2, 3, and 6.

. AIMR has run ads endorsing FASB’s exposure draft and urging people to
write letters to FASB in support. AIMR is one of only eight organizations
that nominate people to serve on the Board of Trustees of the Financial
Accounting Foundation, which oversees the FASB. Do you think that there
is any conflict when the same organization that nominates individuals to your
oversight beard takes out ads in support of a specific standard? Please
pravide the committee with any written communication between you and the
AIMR in connection with these ads.

See response to Question 4. Of note, any organization or individual may
nominate people to serve on the Board of Trustees of the Financial Accounting
Foundation (“FAF”). Those nominating organizations specifically identified by
the FAF are not prohibited by the Rules of Procedure from publicly expressing
their views in support of or in opposition to FASB projects, proposals, or
activities and frequently do so.

. Has FASB considered the impact of mandatory expensing standard on
broad-based stock option plans, the outsourcing of jobs or other economic
consequences? Has FASB addressed other such issues such as:

Whether the exposure draft will diminish the use of broad-based stock option
plans?

Whether the exposure draft will inhibit the recruitment and retention of
skilled workers at companies that have historically distributed their options
breadly?

Whether the exposure draft will undermine research and innovation because
of its impact on the use of broad-based employee stock option plans?

Whether the exposure draft will stimulate or impede economic growth in this
country?

Whether the exposure draft will weaken or strengthen the international
competitiveness of US businesses?

The Board’s mission and operating precepts require that it develop and improve
accounting standards in a neutral and objective manner that results in economic
activity being reported as faithfully as possible. That mission and operating
precepts were recently reaffirmed by the SEC following the enactment of the
Sarbanes-Oxley Act of 2002, The Board believes that the financial information
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that results from the application of FASB standards is essential to the growth and
stability of the US economy because creditors, investors, and other consumers of
financial reports rely heavily on unbiased, credible, and transparent information to
make rational resource allocation decisions. Distorting accounting standards and
the resulting financial information because of the potential impact that such
information may have on the outsourcing of jobs, other economic consequences,
or other issues is inconsistent with the fundamental purpose and role of financial
accounting and reporting in the US capital market system. Of note, many
economic experts have indicated support for the mandatory expensing of all
employee stock options, including Federal Reserve Chairman Alan Greenspan,
former Federal Reserve Chairman Paul A. Volcker, Nobel Prize winning
economists Robert C. Merton and Joseph E. Stiglitz, and groups like the Financial
Economist Roundtable, the Republican Staff of the Joint Economic Committee of
the US Congress, the Conference Board Commission on Public Trust and Private
Enterprise (co-chaired by Peter G. Petersen and John W. Snow), major investment
banks, and the Congressional Budget Office. Indeed many of those experts have
also indicated that mandatory expensing could have positive economic
consequences because of improvements in capital allocation that would result
from eliminating the existing exception from expense recognition for fixed plan
employee stock options and, thus, creating more credible and transparent financial
information.

What will FASB do if you hear consistently from people and organizations
during the comment period that the binomial method is likely to be
inaccurate and costly?

As noted in response to Question 2, the Proposal does not require the use of “the
binomial method.” Following the end of the comment period, the Board will
redeliberate at public meetings the issues raised by the Proposal. The
redeliberations, consistent with the FASB’s Rules of Procedure, will include
careful consideration of the input received by all parties. The redeliberations also
will benefit from the FASB staff and Board’s ongoing discussion of the key issues
with interested parties from a broad range of perspectives, including members of
the FASB’s Option Valuation Group and other valuation and compensation
experts that the FASB has been consulting with and will continue to consult with
throughout the entire process. As with virtually all FASB proposals, the
redeliberations could well result in a number of changes that improve the
Proposal. Only after carefully considering the input received in response to the
Proposal will the Board consider whether to issue a final standard. No final
standard may be issued without approval by a majority vote of the Board.
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Has the FASB considered the criteria for auditing companies’ financial
statements that include valuations using the Black-Scholes valuation model?
Using the binomial valuation model?

The FASB seeks out and receives significant input from the accounting profession
on the auditability of FASB proposals. The FASB also has an active dialogue
with those organizations responsible for establishing auditing standards. Input on
the auditability of the Proposal will be carefully considered as part of the Board’s
public due process procedures. Of note, as indicated in response to Question 2,
the lattice and related closed-form models have been used by many enterprises to
value and report on various types of financial instruments, including employee
stock options, for many years. Thus, valuations using those models have long
been subject to financial statement audits.

What was the rationale behind FASB officials’ decision to request that the
major accounting firms lobby Congress against any legislation on stock
option expensing? Who was the FASB official who made the request(s)?

Several Congressional staffers asked the FASB, “where are the accounting
firms?” regarding the proposed legislation to override the Proposal. We explained
that the major accounting firms have long publicly supported the independence of
the FASB and, thus, opposed any efforts by Congress to override the FASB’s
public due process and technical decisions on financial accounting and reporting
matters. Those staffers responded that, in light of the extraordinary Congressional
lobbying effort by opponents to the Proposal, the FASB should ask the major
accounting firms to reiterate their public position in writing. In response to that
recommendation, we asked the firms to consider writing such a letter, which they
subsequently did.

Are there any circumstances under which FASB would not adopt a final
standard requiring the expensing of all employee stock options?

Consistent with the FASB’s Rules of Procedure, the Board has not yet made any
final decisions relating to the Proposal, including whether all employee stock
options should be expensed. The Proposal’s Notice for Recipients requests
additional input on that issue and on several other issues relating to small
businesses. Following the end of the comment period, the Board will redeliberate
that input at public meetings. Only after carefully considering the input received
in response to the Proposal will the Board consider whether to issue a final
standard. No final standard may be issued without approval by a majority vote of
the Board.



140

Questions submitted by Senator Ensign:

1. Given that the FASB exposure draft suggests companies cannot simply rely
on historical volatility to produce a data point for a valuation methodology,
wouldn’t you agree that volatility is clearly the most difficult future input for
a company to accurately predict without leading to a material misstatement?
How can we ask CEO’s to sign their name on the bottom line of a financial
statement with any certainty given all of the variables of these confusing and
often inaccurate valuation models?

In its public deliberations leading to the development of the Exposure Draft,
Proposed Statement of Financial Accounting Standards, Share-Based Payment
(“Proposal™), the Financial Accounting Standards Board (“FASB” or “Board™)
did not find persuasive the argument that the estimated fair value of employee
stock options based on currently available valuation techniques would be so
unreliable as to impair the credibility and comparability of financial statements.
To the contrary, the Board believes that the use of APB Opinion No. 25,
Accounting for Stock Issued to Employees (“Opinion 257), intrinsic value method
has and would continue to impair not only the relevance and reliability, but also
the credibility, of financial statements by omitting a potentially significant
component of the total cost of employee services. The Board noted that
thousands of public enterprises have been estimating the fair value of employee
stock options, generally consistent with the approach contained in the Proposal,
including estimating the expected volatility of the price of the underlying shares,
and have been reporting those amounts in their audited financial statements for
eight years, Moreover, more than 575 enterprises, 116 of which represent 41
percent of the S&P 500 index based on market capitalization, have estimated and
reported all of their employee stock options as an expense in their audited and
certified financial statements generally consistent with the Proposal’s approach,
again including estimating the expected volatility of the price of the underlying
shares. In addition, many valuation experts and many other parties, including
Federal Reserve Chairman Alan Greenspan and the Congressional Budget Office,
agree that employee stock options can be reliably valued. It is widely
acknowledged that far more complicated financial instruments, including long-
dated and complex derivatives, and convertible bonds containing long-dated
options, are valued in the marketplace daily and that value is routinely reported by
enterprises. Uncertainties inherent in estimates of the fair value of equity-based
payment arrangements are generally no more significant than the uncertainties
inherent in measurements of, for example, loan loss reserves, valuation
allowances for deferred tax assets, and pensions and other postretirement benefit
obligations. For those items, as well for many other items in accounting
involving the use of estimates, enterprises are required to use appropriate
measurement techniques, relevant data, and management judgment in the
preparation of financial statements. Few accrual-based accounting measurements
can claim absolute reliability, but most parties agree that financial statement
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recognition of estimated amounts that are approximately right is preferable to the
alternative—recognizing no amounts.

You suggested that only 3% of small businesses use stock options — does that
include small businesses that use ESPPs?

A frequently cited 1999 Bureau of Labor Statistics survey indicated that 2.1
percent of establishments with 100 or less employees provided stock options to
employees in 1999. That same survey indicated that 4.1 percent of establishments
with 100 or less employees offered stock purchase plans to employees.

Has FASB asked for or considered the evidence that demonstrates that the
above referenced 3% of small companies that do use stock options are also
companies that are significantly contributing to innovation and economic
growth?

Consistent with the FASB’s mission and Rules of Procedure, when the Board
developed the Proposal it sought input on and evaluated whether the Proposal
would fill a significant need and whether the costs imposed to apply the
provisions of the Proposal, as compared to other alternatives, would be justified in
relation to the overall benefits of the resulting information. As part of that
evaluation, the Board carefully considered and continues to consider the impact of
the Proposal on small businesses. The Board also recently established a Small
Business Advisory Committee and solicited input about the Proposal from the
members of that Committee. In addition, the Proposal’s Notice for Recipients
includes three issues specifically relating to small businesses. The Board will
continue to actively solicit and carefully consider the input from small businesses
throughout its public due process relating to the Proposal.

You mentioned in your oral and written statements that nonpublic entities
are not required to use GAAP accounting. Have you considered the long-
term implication for the future of FASB as a standard-setting erganization if
the most innovative, entrepreneurial companies in the nation abanden
GAAP reporting?

The Board recognizes the importance of nonpublic entities to innovation and
entrepreneurialism and to our nation’s economy. Accordingly, the Board also
recognizes the need to carefully evaluate whether our proposed improvements to
financial reporting not only are conceptually sound and meet the needs of the
users of those reports, but also whether the proposed improvements can be
implemented by those enterprises in a cost-effective manner. Nonpublic
enterprises that have plans to become public enterprises have a strong incentive to
comply with FASB standards, since public enterprises are required to comply
with “GAAP reporting” under the federal securities laws. Other nonpublic
enterprises that currently use generally accepted accounting principles (“GAAP”)
will continue to do so only to the extent that those who request or demand that
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those entities use GAAP believe that FASB standards result in more useful
information for making rational resource allocation decisions than the other
alternatives, including the existing comprehensive bases of accounting, such as
tax basis, cash basis, or regulatory reporting. To date, many of those parties and
other users of financial reports have expressed support for the Board’s project to
improve the accounting for equity-based compensation and have urged the Board
to complete the project on a timely basis. Many of those parties also believe that
if special interests are able, through legislation, to preempt or override the
FASB’s ongoing project to improve the accounting for equity-based
compensation, the integrity of financial accounting and reporting in the United
States (“US”) will be dangerously compromised. Many also believe that such
legislation will severely impede the important ongoing efforts by the FASB to
achieve international convergence of high-quality accounting standards. Those
efforts have previously been encouraged by the US Congress and the US
Securities and Exchange Commission.

. The Association for Investment Management and Research recently ran
advertisements supporting the FASB exposure draft and calling upon people
to write FASB and express their support for the standard. Were you aware
the ads were being run before they appeared in the Wall Street Journal and
Roll Call? Did you have any communications with the AIMR prior to their
running these ads?

The Association for Investment Management and Research (“AIMR”) isa
worldwide, nonprofit professional association of 70,000 securities analysts, fund
managers, and investment advisors. The FASB did not have any conversations
with the AIMR about the advertisements prior to their running in the Wall Street
Journal and Roll Call. AIMR did not ask the FASB whether we wanted them to
run the advertisements. The FASB had no communication with the AIMR about
the advertisements except for receiving a copy of the advertisement when it was
submitted to the Wall Street Journal and Roll Call and before it ran in those
publications. The FASB neither had nor sought any input into the contents of the
advertisement or the decision to place the advertisement.

. You mentioned in your oral and written statements that nonpublic entities
are not required to use GAAP accounting. Have you considered the long-
term implication for the future of FASB as a standard-setting organization if
the most innovative, entrepreneurial companies in the nation abandon
GAAP reporting?

See response to Question 4.

. The Association for Investment Management and Research recently ran
advertisements supporting the FASB exposure draft and calling upon people
to write FASB and express their support for the standard. Were you aware
the ads were being run before they appeared in the Wall Street Journal and
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Roll Call? Did you have any communications with the AIMR prior to
running these ads?

See response to Question 5.
Questions submitted by Senator John F. Kerry:

1. Are the proposed methods of estimating the value of stock options more or
less accurate than methods used to estimate the value of other items that are
reported in financial statements for accounting purposes? Provide examples.

Uncertainties inherent in estimating the fair value of stock options are generally
no more significant than the uncertainties inherent in measurements of many other
items that are routinely measured and reported in financial reports. For example,
Intel Corporation’s (“Intel”) Form 10-K for the fiscal year ended December 27,
2003, includes a disclosure of “Critical Accounting Estimates.” That disclosure
describes “difficult and subjective judgments” in five specific areas that Intel
acknowledges “have a significant impact on the results we report in our financial
statements.” Those five areas include goodwill, non-marketable equity securities,
inventory, long-lived assets, and income taxes. Other enterprises have described
more than ten specific areas of accounting estimates involving difficult and
subjective judgments. For those items, as well for many other items in accounting
involving the use of estimates, generally accepted accounting principles require
enterprises to use appropriate measurement techniques, relevant data, and
management judgment in the preparation of their financial statements. Few
accrual-based accounting measurements can claim absolute reliability, but most
parties agree that financial statement recognition of estimated amounts that are
approximately right is preferable to the alternative—recognizing no amounts.

2. How many small businesses does the FASB estimate issue stock options?
What percentage of publicly traded small businesses does this represent?
Has the FASB taken into consideration particular difficulties that small
businesses may face in valuing stock options?

A frequently cited 1999 Bureau of Labor Statistics survey indicated that 2.1
percent of private industry establishments with less than 100 employees granted
stock options to employees in 1999. The same survey indicated that 21 percent of
publicly held companies offered stock options to employees in 1999. Consistent
with the Financial Accounting Standards Board’s (“FASB” or “Board”) mission
and Rules of Procedure, when the Board developed the Exposure Draft, Proposed
Statement of Financial Accounting Standards, Share-Based Payment
{“Proposal™), it evaluated whether the Proposal would fill a significant need and
whether the costs imposed to apply the provisions of the Proposal, as compared to
other alternatives, would be justified in relation to the overall benefits of the
resulting information. As part of that evaluation, the Board carefully considered,
and plans to continue to carefully consider, the impact of the Proposal on small
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businesses. The Board concluded that the Proposal should include special
provisions that mitigate the incremental costs those enterprises would incur in
complying with the Proposal’s requirements. Those special provisions include
permitting most small businesses to (1) use a simpler, less costly method to
measure compensation cost, (2) use a simpler, less costly method to transition to
the new requirements, and (3) have a delayed effective date. The Board recently
established a Small Business Advisory Committee and solicited input about the
Proposal from the Committee. In addition, the Proposal’s Notice for Recipients
includes three issues relating to small businesses. The Board will continue to
actively solicit and carefully consider the input from small businesses throughout
its public due process relating to the Proposal.

. Please describe FASB’s efforts to seek comment from affected parties in the
period leading up to the issuance of the proposed standard. Did small
businesses participate in any opportunities for comment, and to what extent?

The FASB actively sought comment from users, auditors, and preparers of
financial reports, including representatives of small businesses, in the
development of the Proposal. Representatives of small businesses provided
comment letters in response to the November 2002 Invitation to Comment,
Accounting for Stock-Based Compensation: 4 Comparison of FASB Statement
No. 123, Accounting for Stock-Based Compensation, and Its Related
Interpretations, and IASB Proposed IFRS, Share-based Payment (*Invitation to
Comment”), and provided unsolicited comment letters. Representatives of small
businesses also actively participated at public meetings of the Board’s Financial
Accounting Standards Advisory Council (“FASAC”) and User Advisory Council
(“UAC”) in which the project on improving the accounting for equity-based
compensation was discussed. Representatives of small businesses also provided
comments about the project at a number of liaison meetings between the FASB
and small business organizations, including meetings with the Technical Issues
Committee of the American Institute of Certified Public Accountants Private
Companies Practice Section, and the Accounting Practices Committee of the Risk
Management Association. Finally, representatives of small businesses also
provided comments about the project at dozens of conferences and other speaking
engagements in which the FASB participated at in locations across the country.

. In the past, FASB has conducted field tests in connection with its proposed
standards (such as the FASB’s standard for financial statements of not-for-
profit organizations and accounting for contributions in 1994). Has the
FASB conducted field tests on the proposed stock options expensing
standard?

The Board conducted field visits as opposed to “field tests” in developing the
Proposal. The FASB’s Rules of Procedure do not require that the Board conduct
field visits or field tests of proposed standards. In the past, field tests have
generally been conducted by the Board in those circumstances in which the Board



145

was proposing an entirely new principle or guidance in an area not previously
addressed by the accounting literature. In contrast, the Proposal retains the basic
principle and guidance established in FASB Statement No. 123, Accounting for
Stock-Based Compensation (“Statement 123”), that an enterprise should measure
the cost of employee services received in exchange for awards of equity
instruments based on the fair value of the instruments at the grant date. The
Board concluded that the field visits they conducted during the development of
the Proposal provided them with a sufficient understanding of the potential costs
and benefits and implementation issues raised by the tentative measurement
guidance necessary to support the issuance of the Proposal for public comment.
The Proposal’s Notice for Recipients includes six issues seeking additional input
on measurement issues. Consistent with the FASB’s Rules of Procedure, the
input received on those and other issues will be carefully considered by the Board
at public meetings prior to the issuance of any final standard to improve the
accounting for equity-based compensation.

Given the importance of finding an accurate, rational and fair model for the
valuation of stock options, please detail the steps FASB took to evaluate and
compare valuation models, in particular, the Black-Scholes and Binomial
models. Did FASB’s field tests include tests of the proposed models for
valuing stock options? If so, what were the results? Were small businesses
invited to participate is FASB field tests of the valuation models? Did they
participate? And if so, what were the results?

Examples of the types of input, data, and evidence that the FASB considered in
developing the Proposal’s measurement guidance include:

+ Extensive discussions with a variety of parties including the FASAC, the
UAC, and many other groups representing preparers of financial reports,
and auditors, and investors, and other users of financial information.

e Results of discussions with many valuation experts and compensation
consultants, including those on the FASB’s Options Valuation Group.

¢ Results of “field visits” with a number of public and private companies
covering a range of industries.

¢ Data relating to the information about employee stock option
compensation contained in the disclosures of the audited and certified
financial reports of enterprises.

s Input from the many public enterprises that have voluntarily elected to
include the expense relating to employee stock options in determining
their reported net income. Those enterprises currently numbering over
575 cover a wide range of industries and include enterprises representing
41 percent of the S&P 500 index based on market capitalization. Again,
this information is subject to an independent audit and management
certification.

o Information and views in the many comment letters received in response
to the Invitation to Comment.
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¢ Work done on this subject by other accounting standard setters, including
the International Accounting Standards Board (“IASB”) and the Canadian
Accounting Standards Board (“*AcSB”). In February 2004, the IASB
issued International Financial Reporting Standard (IFRS) 2, Share-based
Payment (“IFRS 27). IFRS 2, effective in 2005, requires the expensing of
all equity-based compensation based on a measurement method generally
consistent with that contained in the Proposal. Similarly, in September
2003, the AcSB issued Stock-Based Compensation and Other Stock-Based
Payments, Section 3870 (“Section 3870™). Section 3870, effective in
2004, also requires the expensing of all equity-based compensation based
on a measurement approach generally consistent with the Proposal and
IFRS 2. Of note, many of the Canadian enterprises and hundreds of other
foreign enterprises that have been or will be using Section 3870 or IFRS 2
are registrants under the United States (“US”) federal securities laws and,
therefore, subject to the rules and regulations of the US Securities and
Exchange Commission.

Several small businesses participated in the above referenced field visits that were
conducted in connection with the development of the Proposal. A summary of the
field visit results are included in the minutes of the February 11, 2004 public
Board meeting. Those minutes are publicly available on the FASB’s webpage at
www.fasb.org.

. Has the FASB assessed the potential cost of compliance with the proposed
standard on small businesses?

The Board conducted cost-benefit procedures to assess the potential cost of
compliance with the Proposal on public and nonpublic companies, including
small businesses. Based on the findings of those procedures, the Board concluded
that the Proposal sufficiently improves financial reporting to justify the costs it
will impose. The Proposal, however, encompasses several decisions intended to
mitigate the incremental costs of small businesses in complying with the proposed
guidance. Those decisions include permitting most small businesses to (1) use a
simpler, less costly method to measure compensation cost, (2) use a simpler, less
costly method to transition to the new requirements, and (3) have a delayed
effective date. The Board recently established a Small Business Advisory
Committee and solicited input about the Proposal from that Committee. In
addition, the Proposal’s Notice for Recipients includes three issues relating to
small businesses. The Board will continue to actively solicit and carefully
consider the input from small businesses throughout its public due process
relating to the Proposal.
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7. The exposure draft allows private companies to use what is called the
“intrinsic value method.” What is the rationale for allowing exercise date
accounting for private companies?

Statement 123 permits a nonpublic enterprise to omit expected volatility in
estimating the value of its share options granted to employees. The resultisa
measure termed minimum value. The Board said in Statement 123 that, in
concept, options granted by a nonpublic enterprise should be measured at fair
value-—the use of miniraum value was only a practical response to the difficulties
of estimating the expected volatility for a nonpublic enterprise. The Proposal
would eliminate the minimum value method and instead require a nonpublic
enterprise to elect whether to measure its stock options at their fair value at the
grant date (as is generally required for public enterprises) or at intrinsic value
through the date the options are exercised, lapse, or are otherwise settled.
However, the Board believes that, in concept, public enterprises and nonpublic
enterprises should use the same measurement method, and the Proposal therefore
establishes the fair value method as preferable for purposes of justifying a change
in accounting principle. Although the Board is reluctant to permit alternative
accounting methods for the same transactions and events, it concluded that
continuing to allow alternative methods is appropriate in this situation. The
Board understands that relatively few small, nonpublic enterprises offer stock
options to their employees, and many of those that do are emerging entities that
intend to make a future initial public offering. The Board believes that the
intrinsic value alternative provided by the Proposal is superior to the minimum
value alternative in Statement 123. Even under the APB Opinion No. 25,
Accounting for Stock Issued to Employees (“Opinion 25”), grant-date intrinsic
value method, which is the method currently followed by most enterprises, an
entity has to determine the intrinsic value of stock options granted. If the
enterprise granted options on a regular basis, it had to measure intrinsic value at
the date of each grant. It also has to measure intrinsic value at the date of each
exercise in order to determine its related income tax deduction under current US
tax law. In addition, the variable accounting method required by Opinion 25 for
certain stock options is the same as the intrinsic value method required by the
Proposal. Moreover, the final measurement of compensation cost under the
intrinsic value method in the Proposal is the same as the measure of the related
US income tax deduction. Thus, the intrinsic value method in the Proposal
generally does not impose a significant additional computation cost on a
nonpublic enterprise. The Board noted that providing an exception from the fair-
value-based method for nonpublic enterprises is responsive to comments from
some respondents to the Invitation to Comment and others that it would not be
feasible for some nonpublic enterprises to estimate the fair value of their options.
For all of the above reasons, the Board concluded that continuing to permit
nonpublic enterprises to measure their equity share options at minimum value at
the grant date could not be justified. If an enterprise does not measure the
compensation cost based on the fair value of an employee stock option at the date
it is granted, the Proposal reflects the view that an exercise date approach is
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superior to either permitting another measurement method at the grant date or
permitting measurement based on fair value at a date between grant and exercise
or other settlement.

Has FASB analyzed whether the intrinsic value method is a plausible
alternative to the Black-Scholes and Binomial models for public companies
as well as private companies? If the intrinsic value method is not a plausible
alternative for public companies, please explain why?

The Proposal provides that if it is not possible to reasonably estimate the fair
value of an employee stock option or other equity instrument at the grant date, a
public company may measure such an instrument at its intrinsic value consistent
with the alternative method permitted for nonpublic enterprises. The Proposal’s
Notice for Recipients includes a specific issue requesting comment on whether
the intrinsic value method should be extended to public enterprises that are small
business issuers. The Board will carefully consider the input received on that
issue and other input about the alternative method in its public redeliberations of
the Proposal. '
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Responses to Questions Posed by Senator Mike Enzi
to Douglas Holtz-Eakin, Director,
Congressional Budget Office

These questions were submitted to the Congressional Budget Office (CBO) following the
April 28, 2004, hearing of the Senate Committee on Small Business and Entrepreneurship,
“Impact of Stock Option Expensing on Small Businesses.”

Question 1. Did the CBO conduct any independent technical accounting analysis of the complex
accounting issues associated with employee stock options?

Response. Yes. CBO’s analysis included a detailed examination of the properties of employee
stock options (ESOs), their possible treatment as debt and equity instruments, and their
relationship to related transactions such as grants of stock and performance-based options.

Question 2. Did CBO evaluate and review any studies, reports and analyses arguing that stock
options do not reflect a cost to the company? If so, did any of the documents reference the impact
of this proposal on small business?

Response. Yes. CBO reviewed numerous research papers and reports (for example, a January 30,
2003, comment letter to the Financial Accounting Standards Board [FASB] from the
International Employee Stock Options Coalition), as well as Congressional testimony that
opposed recognizing the fair value of ESOs as an expense. Some of those documents specifically
note the possible effects of this proposal on small business. In every case, CBO evaluated the
arguments from the perspective of accounting precedence, economic logic, internal consistency,
and empirical verification.

For exarnple, the notion that granting ESOs is not a cost to the firm would also imply that
granting stock to employees is not an expense to the firm (since no cash is outlayed); however,
CBO reasoned, although the granting of stock in exchange for goods or services results in no
outlay of cash by the firm, current accounting standards require recognition of that expense,
measured as the market value of the stock at the time it is granted in exchange for goods or
services. Alternatively, some have argued that since ESOs do not require an outflow of cash
when they are granted, they are not a cost to the firm, but extending that claim to its logical
conclusion would imply that a firm could pay all of its costs by granting stock options and reduce
its expenses to zero. Finally, in testimony before the Senate Subcommittee on Securities and
Investment on November 12, 2003, witnesses argued that ESOs cannot be accurately valued and
that investors understand the cost of ESOs. Reflection reveals that the first claim implies that the
second claim is not valid, and vice versa—if employee stock options cannot be valued, how
could investors understand their cost?
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Question 3. Did CBO talk to any FASB Board members, or otherwise communicate with FASB
in any way, before finishing its report? How about any communications with FASB project
director, Michael Tovey?

Response. A CBO analyst did take the opportunity to ask Robert Herz, Chairman, Financial
Accounting Standards Board, a question following a Senate hearing at which he testified on
November 12, 2003. Other than that, CBO did not communicate with any FASB board members
or Michael Tovey before finishing the CBO report.

However, CBO analysts did read many FASB documents (including FAS Statement of Financial
Accounting Standards No. 123, Accounting for Stock-Based Compensation) in the course of
writing the report.

Question 4. Did CBO speak to any companies that utilize broad-based stock option plans? If so,
please provide a summary of their responses (pro & con).

Response. CBO Director Douglas Holtz-Eakin met with TechNet, the Silicon Valley Technology
Manufacturing Group, the Information Technology Association of America, and the National
Association of Manufacturers in a series of briefings at which employee stock options were
discussed. Many of the member companies utilize employee stock options, and their
representatives expressed the view that the proposed FASB standard would affect their ability to
attract employees and compete as in the past. Their primary argument focused on the absence of
a cash outflow, as discussed in the response to Question 2 above.

Question 5. Did you conduct any independent analysis and evaluation of the accuracy and
reliability of the Black-Scholes model?

Response. Yes. CBO investigated how sensitive Black-Scholes option prices were to changes in
the volatility parameter. CBO examined several firms’ disclosed information about the fair value
of employee stock options granted, replicated their results, and calculated the sensitivity of
option values to variations in volatility. CBO’s research also included reviewing articles
concerning not only the Black-Scholes model but also other option-pricing models.

The value of a call option is essentially the statistical expectation of its discounted future value.
Since options are derivative assets, a central empirical question is whether option prices are
consistent with the evolution of the price of the underlying assets over time. For example, the
standard Black-Scholes option-pricing model assumes “geometric Brownian motion” of asset
prices—essentially that very small random changes occur in the underlying stock price in each
very small time interval—but option-pricing models based on other distributional assumptions
(such as a jump-diffusion process, square root constant elasticity of variance, and stochastic
[changing] volatility) have also been developed. Tests of such models compare the consistency
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between the models’ option prices and the characteristics of the time series of the underlying
asset prices—for example, tests for arbitrage opportunities from dynamic option replication
strategies.

Question 6. Did you conduct any independent analysis and evaluation of the accuracy and
reliability of the binomial model?

Response. Yes. In fact, CBO has developed several binomial models for use in valuing various
types of options either written or held by the U.S. government.

A way to test the reliability and accuracy of a binomial model is to see whether the actual
realized value of the underlying stock falls within the range of the values predicted by the model.

Question 7. What is the basis for your concluding that employee stock options can be valued
accurately and reliably?

Response. Mathematical models to estimate the fair value of options have been developed that
meet the need of investors for a wide variety of options that are contracted for in over-the-counter
markets. Although few accrual-based accounting estimates can claim absolute reliability, option-
pricing models afford a better estimate than zero, which is not within the range of reasonable
estimates of the value of employee stock options at grant.

CBO also uses various option-pricing models in assessing the cost of federal programs, such as
that under the Air Transportation Safety and System Stabilization Act, which authorizes the
government to guarantee loans in exchange for fees and warrants, which are long-lived options.

Question 8. Does CBO typically ask a summer intern to conduct the “early investigation” of a
subject as you did here? Was the intern an accountant?

Response. As a matter of course, CBO attracts talented, trained interns that contribute useful,
productive work. In this instance, the intern was unusually well-qualified—a recent distinguished
graduate of a well-known business school who had been awarded a Fulbright fellowship to study
accounting and corporate governance in Japan. The intern generated correspondingly high-quality
research.

Question 9. The CBO report says that venture capitalists and others who support start-up
companies will “look past” the companies’ stock option expense. But the report cites no evidence
to back up that claim. Did you talk to any venture capitalists? Did you talk to any private
companies? Any new public companies? How many of these companies were small businesses?
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Response. Venture capitalists are highly informed and sophisticated investors; that is, they gather
in-depth information about all aspects of a firm before they invest. CBO therefore concluded that
venture capitalists would be well aware of grants of stock options and of the value that those
grants represented. Consequently, the recognition of the expense of stock options should not in
and of itself affect venture capitalists’ valuation of a company or a decision to invest in that
company. The CBO Director has met with several venture capitalists, including Vinod Khosla
and Floyd Kvamme. He has also benefited from the experience of his family members, who have
been involved in three start-up ventures in the United States and Taiwan, and an initial public
offering in the United States.

Question 10, Given the government’s mandate to support and protect the rights of small
business, why didn’t the CBO report focus some of its findings on the impact of stock expensing
on small business?

Response. The focus of the CBO report was to evaluate whether not recognizing the expense of
employee stock options resulted in an overstatement of earnings for firms, regardless of size.

Question 11. Your report claims that options can be estimated reliably using existing valuation
models, saying that “option-pricing models are used by traders and investors . . . to value options
that are much more complex than employee stock options.” Are you aware that some investment
banks have altogether refused to quote prices for employee stock options because of the
complexities associated with valuation?

Response. CBO agrees that it may be possible to find investment banks that, for whatever
reason, will not quote prices for ESOs. However, CBO does not believe that this is due to a lack
of analytic capability.

Question 12. Your report states that companies and their employees “can hedge employee
options.” Are you aware that employee stock options cannot be hedged because of their unique
and restrictive characteristics? Are you aware, furthermore, that this attribute of the Microsoft
stock options had to be removed in the JP Morgan-Microsoft stock option purchase?

Response. It may be difficult to purchase a specific financial instrument called an ESO hedge,
but it is clearly possible to take a financial position that affords the recipient of ESOs substantial
protection from losses in the value of the options.

Firms may hedge their exposure resulting from writing employee stock options by engaging in a
dynamic hedging strategy. As spelled out in “Hedging Employee Stock Options, Corporate
Taxes, and Debt” (an article referenced in the CBO report), under one such strategy, dynamic
delta hedging, firms buy back their shares and issue debt in proportion to the number of options
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granted and adjust their hedging portfolio in response to changes in the value of the stock
options. The authors conclude, “This strategy allows a firm to lock in the ultimate cost of an
option grant at its estimated grant value. . . . As time goes by, a firm adjusts its hedging position
by buying shares when the value of the options increases, and selling shares (and paying down
debt) when the options lose value.”

Question 13. Your paper says that the granting of a stock option “conveys a specific amount of
compensation.” That suggests that CBO believes that a stock option is equivalent to cash.

Response. Each form of noncash compensation has a corresponding cash-equivalent value. This
value represents the compensation conveyed to the employee.

Question 14. What I found very confusing is that CBO admitted in the report that there are
fundamental differences between cash and stock options. You said that employees receiving
options have only a “contingent claim” on the value of the options and that the company
distributing options retains more cash than a company that pays its employees in dollars. How
can you continue to conclude, then, that the accounting for these two very different
circumstances should be the same?

Response. Of course ESOs are not cash, but like other noncash compensation such as employee
or retiree health benefits, they have a cash-equivalent value. Noncash compensation can be {and
is) converted to cash equivalents every time a compensation package is negotiated by an
employer and employee.
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Questions submitted by Senator Mike Enzi: Answers by Roberto Mendoza

1: In your testimony, your accounting firm of PriceWaterhouseCoopers
(PWC) reported that expensing stock options would not delay your ability
to raise additional capital nor cost the firm any additional money. To date,
are these statements still accurate? If so, can you provide any
documentation or record that the expensing of stock options did not play a
negative role in raising capital or cost the firm money to do so?

{a) One of my statements is no longer accurate in that our decision to
expense options did — to my surprise — increase our audit fee. Our
auditors informed us recently that approximately $35,000 of our total audit
cost of $92,000 were directly attributable to our discussions regarding the
expensing of stock options. They said that this represented largely a one-
time cost. Nonetheless, 1 now believe that both for reasons of cost and
general efficiency it would be appropriate for the FASB to permit a
simplified expensing methodology for small — and possibly ali —companies.

{b) 1can confirm that our decision o expense opfions did not play any
negative role in our recent capital increase. On June 4, 2004 BNP
Paribas invested $6,000,000 for a 8.3% stake in our firm, IFL. Our
discussions with our auditors did not delay the closing, and | continue to
believe that our commitment to transparency facilitated the raising of the
capital. The expensing of the options served to increase the reported loss
for the year ended December 31, 2003. Please feel free to confirm this
directly with BNP Paribas.

2: What percentage of stock options does your firm currently issue
(employee/executive)?

Options represent 35% of outstanding shares.

3: Did PWC review the current FASB 123 proposal before reporting to you
that stock option expensing would not cost the firm additional money?

I understand that our auditors did review the current FASB 123 proposal,
but I alone am responsible for the “no additional money” comment which proved
inaccurate, but was made in good faith based on the information available to me
at the time.
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4: What methodology did PWC recommend using to evaluate the value of
your firm’s stock? Did PWC recommend that your company should use the
intrinsic value or binomial valuation methods?

Our auditors did not recommend the application of either FASB 123 or APB
25, though they did point out that we could rely on APB 25, which would
probably have resulted in a zero expense. They stressed that management is
responsible for presenting the firm’s financial results according to GAAP, and
that the auditors are not responsible for choosing the appropriate
methodology. it is precisely for this reason that | would now support a
simpler, standardized valuation methodology for small — and possibly all —
companies.

5: What type of review and consideration would be given to a small
business seeking financing from your investment firm if they showed a
negative balance sheet based upon their expensing of stock options?

We would support the expensing of options by any company seeking
financing even if it resulted in a “negative balance sheef” — which | take to
mean a negative net worth. But we are not an investment firm and do not
provide or arrange financing for small companies.

6: Has your investment firm provided capital fo any small tech or biotech
companies that have shown negative balance sheet because of expensing
stock options?

No. But | believe that the vast majority of small tech or biotech companies
who raise start-up or early stage financing do so when they are showing
losses — which would only be increased by expensing options. | do not
believe that this would affect their ability to raise funds. These companies
generally raise equity financing rather than loans from banks who, some
believe, would be more likely than equity investors to be influenced by
balance shest considerations.

7: Does the use of stick options by your firm differ from what smalf
technology and/or biotechnology firms may use?

| believe that our firm employs proportionately more restricted stock than
options relative to small technology or biotechnology firms. We consider that
all forms of equity compensation represent a real cost to the company ~ just
like cash compensation —~ and accordingly should be expensed.
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Added Comments

Testimony of John D. Kavazanjian

President and CEO
Ultralife Batteries, Inc.

Senate Small Business and Entrepreneurship Committee

After listening to the spirited discussion on stock option expensing, it occurs
to me that there are some basic principles to settle on before deciding the
question.

The major principle concerns what type of a charge against the financials of
a company the exercise of a stock options represents.

On one hand, we have the view that seems to be accepted by the FASB,
which is that a stock option is the grant of a financial security. Their view is
that this security has value and must be considered a compensation expense.
This view holds that this expense must be accounted for as a charge against
the operations of the company, just as any compensation charge is, and they
have promulgated rules that accomplish this. Compensation is compensation
and must be charged properly against operations and since this
compensation often takes the place of cash compensation, it should be
accounted for in the same way.

On the other hand, we have another view, which has been underlying much
of the opposition to this view, but which has not been well articulated. This
view is that a stock option represents the right to make an equity investment.
It is the shareholders giving the employee the right to make an investment in
the firm at a current market price, but stretching the time over which the
employee can make that decision. That time is extended because what an
employee must give in return is their continued employment. If the
employee resigns or is terminated, some or all of that right is taken away.
Looking backward from a future date, when the stock may have risen, it is
financially no different from an equity investment made at the time the
option is granted, but for which payment was deferred.

This viewpoint sees this as a willing contract that the shareholders make
with the employees of the company to give them a stake in the business and
ensure that their knowledge and experience stays in the company. If the
employee resigns or if the company decides not to keep their knowledge and
terminates them, unvested options would have no value at all.
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Senate Small Business and Entrepreneurship Committee

While many may have a strong position that one or the other of these
principles is the “true” viewpoint, there is enough substance behind either
viewpoint to make the case that this is a public policy decision. As Senator
Bayh has so aptly pointed out during the hearings, it is critical that before
such a decision is made, we need to understand the affect that it will have, so
that we do not cause unintended affects.

The FASB has already framed the debate with the assumption that this is an
expense. All input and all discussion have been based on this assumption
and it has taken the policy discussion out of consideration. This assumption
must be questioned and considered in order to have an informed discussion
of the choices and the effects. We must put on the table the public policy
discussion about which of these views is in the best interests of the
businesses and the investors in these businesses.

The Purpose of Financial Reporting

There are three main functions of our business accounting systems. The first
and primary function is to provide management with information on which
to make decisions. The second function, critical for a shareholder owned
company, is to provide the shareholders with information on the operational
performance of the company and data with which to calculate the value of
the firm. The last function, near and dear to the countries in which we
operate, is to provide the data on which to calculate our taxes.

Treating stock options as an expense does nothing to help financial reporting
and in fact will obscure the true operating performance and value of a
company. There are multiple methods for calculating the value of the firm,
but most of them come down to an evaluation of the discounted present
value of future cash flows. Expensing of stock options has no effect on this
evaluation. In additions, as a non-cash, non-operating expense it has no
value to the management in making operational decisions.
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I’ve talked to most of the investors in our company and several of the
analysts. Virtually every one of them plans to back out this expense when
doing their valuation models.

The main effect of options is to provide a cash flow from the exercise and to
create more shares which figure into a per share calculation. Both of these
effects are quite adequately accounted for in the Treasury method dilution
calculation that we all use today. The EPS calculation is an accepted first-
pass method of valuation. It already penalizes companies by increasing the
shares, the denominator in the calculation, in proportion to the number of
“in-the-money” options. Expensing of options will pollute this well
understood metric.

From an investor information viewpoint, treating options as an expense
presents no added value and in fact will make it harder to understand the
financials of a company. In fact, such treatment will be especially
detrimental to small companies and small investors and is not in the public
interest,

There are two reasons for this. First, as a non-cash, non-operating expense, it
must be backed out of the financial statements. Larger investors will be able
to do this because of the resources that they have for analysis, either
internally or externally. Look at this comment about the pending Google
offering from the Associate Press:

“...In 2003, Google reported an operating profit of $340 million on sales of
$960 million. But the 2003 figure appears to understate the company's cash
profit margin, since it includes very high expenses related to stock options
that will probably decline in future years. On a cash basis, Google had an
operating profit of $570 million in 2003, and an operating margin of 62
percent.”

Clearly, for Google, this expense will not be used for valuation, and analysts
will help to provide extraction of the relevant valuation data.
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This will even be more difficult because of the way that companies will be
forced to show this data. Recent rulings by the SEC make it imperative that
expenses be properly split out between lines on the P&L. This means that
important ratios such as gross margin, R&D expense, sales and marketing
expense and general and administrative expense will all have stock option
expense numbers in them which can move significantly between quarters. It
will be very hard to build a consistent model of a company under these
reporting rules.

Smaller investors or investors in smaller companies will have it even worse.
Without adequate attention from the analyst community, investors will only
see the bottom line, at first, which will include this expense, and will have to
wade through extensive disclosures in the notes to be able to back out the
expense and do their own valuation. This information will be buried in
multiple lines in the financial statement and will also obscure the basic
business model operating performance of the company. Companies would
be bucking the trend at great risk if they did pro forma reporting in an
attempt to illuminate this issue for shareholders.

The second disadvantage to small businesses and small investors has to do
with information. Small companies are under-covered by research analysts
and have to work hard to be noticed. Expensing of stock options will
disproportionately affect them because it is another layer of information that
has to be peeled back to understand their true value. This extra work will
make it harder for analysts and in turn they will cover fewer companies. This
will fall on the smaller companies. In 1987, Nobel Prize winning economist
Robert Merton showed that incomplete information about the equilibrium
price of an asset or uncertainty about it increases the cost of capital for that
asset and decreases its price. The expensing of options will obscure the true
value rather than illuminate the true value of the asset. For small companies,
there will be less coverage by research analysts, not more coverage. This
means that small companies will be hit with lower valuations and higher
costs of capital, not due to any operational defects but due to less
information.
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If you accept the hypothesis that it is an expense, it becomes even more
compelling when you view the paradoxical effect that it will have. Imagine a
company that wants to expand. It hires some employees from a larger
company and issues stock options to attract them. The options are valued
based on an appropriate mode! and are reflected in the earnings as the
company moves forward. The new employees do a good job and grow the
company faster than the market expected and the market responds by tripling
the stock price. The company now has to re-examine its model for expensing
assumptions and will likely take additional charges. These charges actually
reduce the future projected earnings of the company signaling a decrease in
value,

What has really happened? Has the value of the company gone down
because the value of the options went up? The dilution will be the same. The
amount of money the company gets from the exercise will be the same. The
future cash flows of the company do not change because of the stock price
change. The people still have to be employed at certain points for them to be
vested. There is no change in prospects or value. Considering stock options
as an expense runs counter to the market. The higher the stock goes, the
more expense you take against earnings even though there is NO change to
the value of the firm.

Expensing of stock options is counter to good public policy if only because
they are not in the best interests of giving the investor the best information
on which to judge a company.

FASB may argue that this last point is the SEC’s issue. They may say that
their job is to promote the standards and the SEC should dictate how this is
reflected to shareholders. This ignores an important reality. The SEC would
be extremely reluctant to take any accounting treatment called an “expense”
and then say that we wouldn’t have to put it in our statements.

This is yet another compelling reason to treat this as a matter of public
policy. After all of the “accounting” scandals that have hit us, the accounting
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profession is very careful to reflect everything that could possibly be an
expense or a liability wherever they can. This “principle of conservatism” is
the backbone of the profession. Recent experience has taught them that they
have nothing to lose and everything to gain from being as conservative as
possible. You can hardly blame them for this, but what you can do is to
carefully examine their pronouncements in a wider forum. Unfortunately,
the SEC is not structured to be able to do this. It is hard to see how they
would ever overturn an accounting standard.

As a result, someone with a wider domain and with broader responsibility
must get involved. The only place to turn is to the Congress.

The Executive Compensation Issue

Many have argued that expensing of stock options is required in order to
curb excessive executive compensation. It is hard to imagine anyone in the
financial community seriously agreeing that an accounting standard is
needed to do this.

It is highly unlikely that expensing will stop any compensation abuse. Most
of the option vesting is over a multi-year time frame and the expense is
therefore spread over that time frame as well. For larger companies the value
of the Executive Compensation that it represents is inconsequential in the
grand scheme of their expenses.

If curbing potential abuse is the object, it can very easily be accomplished
through better corporate governance. Many suggestions have been made in
this regard including additional shareholder approvals, granting of options at
a uniform time in the year or limits on how much can be concentrated in one
place. In the end however, companies still have to compete to attract
executive talent and have compensation tied to the stock price is an
attractive way to align the executive’s goals with the company’s goals.
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In any case, if executive compensation is the issue, trying to solve it through
an accounting standard makes no sense at all. There are other ways that are
more direct and more effective.

Financial Reporting Issues

As discussed above, treating stock options as an expense will lead to less
transparent financial reporting, not more transparent. It will obscure the true
performance and value of the firm.

Solving this problem would require coordination between the FASB and the
SEC. Based on past history-that is uniikely to happen. This means that
Congress must get involved to help a solution.

If we are still unsure of how we should view the grant of an option, there are
alternatives to jumping right into a new measure of earnings per share. It
would be relatively simple for FASB to require the calculation of stock
option expense and the SEC to have financials posted with the “old” EPS
calculation and then the EPS calculation including stock option expensing.
This will give the market the time to understand the effect and to match the
old and the new model.

Even if we do decide that it makes sense to treat stock options as an expense
rather than an equity investment, there is another principle to be decided.
That involves how the accounting treatment should be reflected in the
accounting statements. As mentioned earlier, it will further obscure the
operational model of the company from quarter to quarter if options
expenses are embedded in each line of the financial statement.

There are two choices. The first choice is what happens if we do nothing.
We will be forced by standard to show it as a charge against each line on the
financial statement related to the person who is getting the compensation and
the function that they perform. That means charging it against cost of goods,
R&D, sales and marketing and other reporting lines. This would make it
even harder for an analyst to understand the true business model of the
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company because the cost would have to be unfolded from each line in order
to understand the true operational performance. It would also be hard for the
company since we would have to look at every person, every quarter and the
job that they perform and the effect of their options.

The other choice is to view it as a separate line, identifying it as an aggregate
expense. This would make it easier to understand the company’s
performance. While the FASB might be in favor of this, the SEC would not.
This is another area in where, if current trends are followed, companies will
do more work and the end result will be even less information of relevance
delivered to shareholders.

Some Final Words-Summary

There is an important principle at stake here. If we decide that options are to
be expensed, we do not improve the amount of information that shareholders
get, we only obscure the relevant information.

For larger companies it will be less of an issue because it is much less of an
impact. They may, in fact worry that the viewing of a stock option exercise
as an equity event would cost them the tax deduction. They may not fear
expensing because they know that with extensive analyst coverage, their true
results will be explained to the markets.

This will also do nothing to change executive compensation. If anything, the
stock will be withdrawn from the lower paid employees, if this rule causes a
cut back. There are other ways to solve this problem.

Smaller companies have much to fear. It will hit them hard in proportion to
their size. It may even turn profitable quarters, in which the value of the firm
has grown, into quarters reported as unprofitable, as stock option charges
rise. They will spend much of their time trying to unravel the effect of
options for investors in trying to explain their financial performance and
they will have less time to explain the fundamentals of their business.
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As a recent news release said:

“The effects of the rule change, if approved, would probably be
most pronounced in the tech sector. But the change would have an
impact on the entire market, according to investment research
firm Standard & Poor's.

The company said this year's earnings estimates for the S&P 500
would be 7.4 percent lower, after factoring in the cost of stock
options. In addition, earnings in 2003 would have been reduced by
8.6 percent.

"A change of 7% or 8% in estimated earnings for the S&P 500 is
significant, especially if investors are not fully aware of what
caused the change," said David Blitzer, managing director and
chairman of the Index Committee at Standard & Poor's.”

This seeming reduction in earnings has nothing to do with a decrease in
value, especially if investors are “not fully aware what caused the change.”
That is a challenge for small companies who cannot easily educate the
marketplace about themselves.

Congress should establish the principle that stock option exercises are equity
transactions where the shareholders have accorded the employees an
extended period of time to make the investment.

If executive compensation is still an issue, then governance rules should be
promulgated to fix that direct problem.

Expensing of stock options is not in the best interests of small companies.
Expensing of stock options is not in the best interests of investors.
Expensing of stock options is not in the best interests of the country.
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Statement of U.S. Senator Conrad Burns
Senate Committee on Small Business
April 27, 2004

| first would like to thank Senator Enzi for his leadership
on this issue, as well as Chairwoman Snowe and her staff for
their hard work on all small business-related issues.
Recently, Financial Accounting Standards Board (FASB)
promulgated a proposal to treat employee stock options as
an accounting expense. On March 31, 2004, FASB released
an exposure draft of this proposal, which is scheduled to
take effect December 2004. | am opposed to treating
employee stock options as an accounting expense and have
cosponsored legislation introduced by my colleague Sen.
Enzi to prevent this from becoming a reality.

During my tenure in the Senate and as a member of the
Senate Commerce Committee, | have worked hard to bring
telecommunications and technology to Montana, and | have
learned that a company is only as good as the workforce it

employs.
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| have seen first-hand the entrepreneurial spirit of those
companies that begin with a great idea and not much else.
Many companies foster this entrepreneurial spirit by giving
their employees an ownership interest in the company
through employee stock options, but FASB, an unelected
accounting oversight board, wants to bring this to an end.

In an effort to treat employee stock options as an
accounting expense, FASB is ignoring unresolved issues
with the proposal, and most importantly, FASB is ignoring
the impact this ruling will have on small businesses and
those in the tech sector.

The nature of an employee stock option is to create an
incentive for the employee to work harder and more
efficiently, which will hopefully return stronger growth of the
company stock. Employees are given options that vest over
long amounts of time—typically in small increments over four
or five years. I'm not an expert on options trading, but |

know enough about economics to know that it is difficult—if
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not impossible— to value something that has no access to a
market. Yet under FASB’s proposal, a value would be given
to the options using an inaccurate valuation model, and the
company would be forced to carry the expense forward on
their books for the duration of the stock option.

While many of us here would like to believe that we are
good at picking stocks that will grow in the future, | don't
know anyone who is able to predict future stock prices with
absolute certainty. Even the most savvy stock analyst would
not be able to make future stock price predictions with 100%
accuracy, but FASB apparently has that capability.

| also want to mention the effect such a rule would have
on broad-based stock option plans. In the 100 largest high-
tech firms that focus on the Internet, average employees
hold 19% of their company’s stock--17% accumulated
through stock options. Top executives hold only 14%.
Rank-and-file employees and lower-level managers have

accumulated more of their companies than their bosses.
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Moreover, 98 of these 100 companies provide options to
most or all of their employees. In Intel's case, for example,
98% of the options granted between 1998-2002 went to
employees other than the top 5 executive officers.

Broad-based employee stock option plans are one of
the best ways to align the interests of employees and
shareholders. Employees are rewarded Only if the company
performs well in the market, thereby rewarding shareholders
simultaneously.

The approach advocated by Senator Enzi that | have
supported will help correct the problems associated with the
recent FASB ruling. Now is certainly not the time to begin
hamstringing small companies or start-ups who try to attract
a highly skilled workforce by using stock options. By
providing a tangible stake in the company that stock options
offer, workers can take pride in their contributions to a
company as it grows. That is the essence of

entrepreneurship in this country, and if it is stifled in any way,

the ability of small businesses to attract and retain

employees will be severely hampered.
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FOR THE RECORD

Why Stock-Option Compensation Stunts Growth and Destroys Jobs.

Statement of the Coalition to Stop Stock Options
for Hearing on Impact of Stock Option
Expensing on Small Businesses, April 28,
2004, U.S. Senate Committee on Small
Business

Compensation with stock options has mushroomed over the last decades because
current accounting standards treat stock options as if they were free. Reporting stock
options as if they were free is deceptive accounting. The options have value when issued
and they mature into stock that diverts significant cash from other investors. But
managers have convinced themselves that stock options are free candy and they are
flooding the Congress with complaints that FASB is taking away their free candy. And
they can not even see why anyone worries about stock options, since they have convinced
themselves that they are free. It is time to end the free candy and describe the real cost of
executive stock options. )

The sacred mission of accounting is to help channel capital toward the projects
that are best on their merits. The lie that stock options are free gets in the way of that
sacred mission. Treating options as free lures investors into bad companies, Top
managers also exploit the rule by paying themselves too much, snookering more money
out of their shareholders than they could otherwise get. Both effects waste precious
capital. When precious capital is wasted and diverted, the growth of the whole economy
is stunted. Deceptive accounting stunts growth and destroys jobs.

The worst aspect of the deceptive accounting is that it fools the companies
themselves. In the compensation committee, some one will propose why not 10,000
options for Joe? And someone else will say why not & million. Why not ten million?
After all they are free. The earnings statement is the budget or report card of the
company and any cost that is off budget, and off ledger really is treated as free by the
decision makers.

Support the FASB. The Financial Accounting Standards Board has just proposed
a revision to accounting standards that would require the company to report the fair value
of an option as a cost. FASB has tried to end the zero-costing rule in the past. But top
management likes reporting their compensation as free (Wouldn’t you?) and they have
defeated prior reform. They are trying to defeat honest accounting now too.

Zero costing. Under current accounting standards, options set up to have no
initial bargain at the time the option is granted can be reported by the corporation at zero
cost. The rule dates back to 1972 when there were no well established markets for
options nor good valuation theory and option compensation was of trivial importance.

Options aren’t free. Zero cost for an option with no initial bargain is not a good
faith effort at measuring cost. When the company proves successful, the holder gets the
stock, and at a tremendous bargain price -- the value of the stock ten years before. If the
company fails, the option holder avoids all loss, just by not exercising the option. An
option is like betting on the horses, after the race is over and without having put up the
capital that allowed the horse to run. For high-risk companies, the holder of the option
holds most of the value of the underlying shares.
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Just a proxy for cash. The stock issued in response to an option is certainly not
free, from the perspective of the issuing company or its shareholders. All stock shares in
the corporation’s cash flow. The new shareholders divert cash of the corporation from
the old shareholders. The value of stock and stock options is nothing but the discounted
present value of the cash that the corporation is expected to pay. The option is no more
free than the cash the corporation must ultimately pay out and divert from others.

Bad Business: Hurt the Company. Stock options are bad business, first, because
they give CEOs incentives to hurt their own corporation. Option holders participate in
gains, but not losses. CEOs with substantial stock options have an incentive to go into
projects with too much risk. Projects that have negative expected value to the
shareholders because of the loss possibilities can have very strongly positive value to the
CEO option holder. An option-holding CEO, looking only to his own personal stake,
will rationally send the company into ventures that should scare the flesh off a
shareholder.

Bad Business; Stop Dividends. Options are also bad business because they give
the CEO an incentive to stop dividends. Accumulation of earnings will enhance the
value of the options. Distribution of earnings will lower the value of the option.
Shareholders are often richer when they get dividends, especially under recent tax law
changes which enhance the after-tax value of dividends. But a CEO with options has a
personal incentive to withhold dividends even while hurting shareholder value.

Bad Business: Excessive discount rates. Options are also bad for business
because the discount rate used to calculate the value of stock and stock options is brutally
high. If the corporation would avoid the high discount rate, by other kinds of
compensation, either executives would get more present value from the cash the
corporation will pay or the company would have to pay less cash, or both.

Toxic volatility. The market demands high discount rates in valuing stock and
stock options because of unwelcome volatility in the price of the stock. Executives will
take anything free, but, in truth, executives hate the volatility even more than the average
stockholder because executives tend to be tragically under-diversified. The volatility on
employer stock hits the executives like an electrical shock. Most of the unnecessary
volatility can be filtered out of compensation by subtracting industry-average
performance, but only if management gives up the accounting pretense that their
compensation is free. The high discount rate also comes also comes because the discount
rate does not give interest deductions to the corporate employer, whereas other forms of
incentive compensation do.

Measuring the bargain. The value of an option when it is granted is just an
estimate and estimates turmn out wrong. But that objection can be easily met just by
measuring the bargain the option will give, as it arises and fluctuates. Measuring the
bargain on the option as it arises is easier and more accurate than estimating the value at
first. The difficulties of estimating value at first, in any event, are not a reason for using a
clearly wrong and deceptive value, zero cost.

Summing up. Stock options, in sum, are bad business because they rely on
excessive discount rates to determine value. Better management of the discount rate
would improve the corporation’s wealth or the executive’s wealth or both. Stock options
give the CEO a private stake in destroying shareholder value, by withholding dividends
and taking on too much risk. The deceptive accounting now available for stock options
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are bad, not just for the company, but the country. Zero costing allows the CEO to suck

too much compensation from out of the company and allows the company to sucker

investors into the company. Stock options waste capital, stunt growth and destroy jobs.
Respectfully Submitted,

The Coalition to Stop Stock Options
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Statement For The Record
E*TRADE FINANCIAL
Before the Committee on Small Business
U.S. Senate

April 28, 2004

Washington, DC

Introduction

E*TRADE FINANCIAL provides products and services to over 2,100 corporations that offer
employee stock options and stock purchase plans. We also provide services to the individual
employees that participate in these benefit plans. In total, we serve over 1.3 miltion employees who
participate in their company’s employee stock option and/or purchase plans. As a service provider
in this industry, we monitor developments in equity compensation practices so that we can inform
our clients of new developments and ensure that our products and services are in compliance with
current regulations and standards. We have followed the developments in accounting practices
concerning employee stock options and stock purchase plans for over a decade, and testified at the
Financial Accounting Standards Board hearings in anticipation of SFAS No. 123. We have
submitted comments on the International Accounting Standards Board’s exposure draft on stock
compensation and we plan to submit extensive comments on FASB’s current exposure draft by the
June 30, 2004 deadline.

In addition to offering testimony based on our expertise as a service provider in this industry, we
are also testifying today as a plan sponsor. At E¥*TRADE FINANCIAL, we sponsor both stock
option and employee stock purchase plans for our employees. Our focus for this testimony is on
employee stock purchase plans because the impending FASB ruling places these plans in jeopardy.
Companies should not be required to treat the discount given to employees under a qualified ESPP
as an expense for financial accounting purposes.

Qualified employee stock purchase plans, or ESPPs, are a vital benefit to the American worker.
They are an important form of compensation and contribute significantly to the financial assets of
rank-and-file workers through investments in the US capital markets. By giving a/l employees an
opportunity to own company stock, these plans also align the interests of employees with those of
shareholders. Excluding ESPPs from FASB’s proposed accounting standard for stock
compensation is vital to the financial well-being of American workers.

The FASB’s proposed accounting standard would have particular impact on small businesses
offering ESPPs as a way to attract qualified employees. As the Members of this Committee are
well aware, small businesses are significant job generators in the US economy. But for small
businesses to be successful, they must be able to attract talented and qualified labor force. Just as
access to capital is vital to the growth and expansion of small businesses, attracting the best people
is necessary for the long-term success of the business. Employees are the most valuable asset of a
company. When employees, including the rank and file employees, can purchase shares of a
company’s stock, they have the incentive to be more efficient and productive, adding value to the
company. By fostering such an ownership society, the interests of a company’s employees are
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aligned with those of the other shareholders. This is particularly important for a small business
trying to compete with large businesses.

Background on Employee Stock Purchase Plans

Employee stock purchase plans are qualified under Section 423 of the Internal Revenue Code. The
typical plan allows employees to purchase stock at a 15% discount off the lower of the market value
on the date the employees enrolled in the plan or the purchase date. Under most plans, purchases
occur every three to six months.! The maximum length of time that can elapse from enrollment to
purchase is 27 months. Employees typically pay for the stock through payroll deductions made in
the period leading up to the purchase date.?

Under Section 423, the plan must be offered to virtually all employees of the company and all
employees must be allowed to participate on an equal basis. In addition, Section 423 severely
limits the amount of stock that can be purchased under the plan to no more than $25,000 of stock
per year. These plans are fruly designed to benefit rank-and-file workers—they are not a form of
executive compensation. In fact, highly compensated employees are one of the few groups of
employees that can be excluded from the plan.

By allowing employees to purchase stock at a discount these plans encourage investment in US
companies. In addition, under Section 423, employees have a tax incentive to hold the stock for at
least a year. For the ESPP sales that E*XTRADE FINANCIAL processed in 2003, the stock was held
for an average of 430 days. Because of the discount available under these plans, and because of the
tax incentives to hold the stock, these plans represent an important savings tool for American
workers, ESPPs help American families realize their financial goals by providing savings and
investment opportunities for retirement plans, college tuition expenses, and home purchases.

It is also critical to note that the shares acquired under these plans generally are freely tradable upon
purchase. This means that these plans are a much more appropriate way for employees to acquire
company stock than a 401K or other retirement plan, where the employees may not be able to
immediately sell the stock they purchased. Although our data shows that employees voluntarily
choose to hold the stock acquired under an ESPP, they are not required to do so. Employees are
free to diversify their holdings, if they are unable or unwilling to bear the risk associated with
holding the stock.

The Economic Impact of FASB’s Proposal

Despite the important benefits provided to rank-and-file workers by these plans, ESPPs are at risk
of elimination. Under FASB’s exposure draft for the new accounting standard on stock
compensation, any employee stock purchase plan that offers a discount will be treated as an income
statement expense. 1f companies are required to record an expense for these plans, many
companies will no longer be able to afford to offer them. A recent survey by Deloitte & Touche
revealed that 63% of companies would reduce or eliminate their ESPPs if required to recognize an
expense for it.> There have been many high-profile companies who are already on record stating
that they will eliminate their ESPP if this standard is adopted. Our informed opinion is that when
expensing becomes a reality, this percentage will be much higher.

While we believe that our own ESPP is an extremely important part of our benefits package and is
clearly valued by our employees, we are also forced to evaluate whether we will continue or reduce
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our plan under FASB’s proposed accounting standard. Our employee stock purchase plan is fairly
typical —employees purchase stock at six-month intervals at a discounted price. Over 57%’ of our
domestic employees participate in the plan. This shows how extensively our employees are using
this plan as an important savings method, especially considering that, by comparison, only 48% of
total US households use mutual funds as a primary savings option®.

Under FASB’s proposed accounting standard, ESPPs are accounted for in the same manner as stock
options. On the date the employee enrolls in the plan, the company is considered to have granted a
stock option to the employee, which must be valued and expensed over the purchase period. But
unlike stock options, the expense is not fixed at the date of grant. Because the number of shares
that are purchased under the plan vary based on participation rates and the purchase price, the actual
expense the company recognizes isn’t finalized until the purchase occurs. Companies must record
an estimated expense before the purchase occurs and then adjust the estimate once the purchase
takes place. This introduces a level of variability into the financial statements that most accountants
and investors find unwelcome. A significant increase or decline in a company’s stock price during
the purchase period would require a significant expense adjustment in a later period.

Another problem with recognizing employee stock purchase plan expense is that the company can’t
control it. With stock options, companies can manage the expense by limiting who they grant
options to and how many shares they grant to the chosen option recipients. But, by law, the
company must allow substantially all employees to participate in the employee stock purchase plan
and must allow everyone to participate at an equal rate. As a result, the company has signifigantly
less opportunity to control the expense recognized for the plan.

The National Center for Employee Ownership estimates that over 4,000 companies offer ESPPs and
that 12 to 15 million individuals participate in these plans.® These plans are not confined to
technology companies in Silicon Valley. Many of the companies that you know and probably
patronize offer these plans, including Best Buy, Nike, Lowes, Southwest Airlines, Whole Foods,
Safeway’. And ESPPs are not limited to large public companies— many mid-size and small public
companies also offer these plans. 50% of our public clients that offer ESPPs have under 500
employees®.

We believe that FASB’s decision could have a significant detrimental impact on the American
worker, due to the number of companies that would eliminate their ESPPs if FASB requires
expensing. By requiring companies to expense ESPPs, we believe that FASB will inadvertently
widen the gulf between how executives are compensated compared to rank-and-file workers. The
value of stock that employees can acquire under an ESPP is limited to $25,000 per year, which may
not be significant to an executive. In fact, many executives voluntarily choose not to participate in
these plans. Of the ESPP participants that we serve, only 1.5% are company officers’.

To an average worker earning under $50,000 per year, the value of the stock acquired under this
plan is significant. In 2003, we processed ESPP trades for over 163 million shares, with a total
value of $1.8 billion. This represents an average personal savings value of $9600 per person'’.
Eliminating ESPPs, which is certain to be an inadvertent result of FASB’s standard, ultimately
reduces the savings opportunity available to rank-and-file workers. In addition, if companies are no
longer able to offer ESPPs because of the expense associated with them, this leaves 401Ks and
other retirement plans as the only non-discriminatory benefit plans under which rank-and-file
workers receive company stock. We are all aware that it is not always advisable for employees to
receive and hold company stock in their retirement plans. Employee stock purchase plans give
employees a safer option to owning company stock.
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More importantly, while the value of these plans is significant to the average American worker, the
value is not typically significant to shareholders. The limits imposed under Section 423 on the
number of shares that can be purchased in the plan ensure minimal dilution of shareholder value. In
2003, 53 public companies submitted proposals to their shareholders relating to ESPPs. One
hundred percent of these proposals passed, demonstrating shareholder recognition of the benefits of
ESPPs to the company itself.

We appreciate the opportunity to submit testimony to the committee. We urge you to take action to
prevent ESPPs from being pushed under the umbrella of the stock option debate. ESPPs are a
primary savings tool, vital to American workers in both large and small companies. As we have
demonstrated in the above testimony, ESPPs have built in safeguards to protect shareholders from
excessive executive compensation. Equity ownership is a time-tested motivational tool and an
important saving mechanism that is critical to the financial health of American workers.

! NASPP 2000 Stock Plan Design and Administration Survey: 87% of companies offering a Section 423 qualified ESPP
offer a 15% discount. 80.6% offer this discount offer the lower of the beginning or ending market value. 65.6% of
companies purchase at 3 or 6 month intervals.

2 NCEO Current Practices in Stock Plan Design Survey (© 2001): 82% of companies require shares to be purchased
using the payroll deductions.
* 2003 Technology Stock C
* Based on internal data.

* Investment Company Institute: www.ici.org.

®NCEO: http://www.nceo.org/library/eo stat.html.
7 See annual reports for companies listed.

® Based on internal and external estimated data.

? Based on proprietary aggregated transaction data.

1* Based on proprietary aggregated transaction data.

Survey Results; Looking Beyond Options, © 2003, Deloitte & Touche LLP.
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Robert H. Herz

Chairman

and

George J. Batavick

Board Member

Financial Accounting Standards Board

Chair Snowe, Ranking Member Kerry, and Members of the Committee:

I am Robert Herz, chairman of the Financial Accounting Standards Board
(“FASB” or “Board”). With me is one of my fellow board members, George
Batavick. George is heading up the FASB’s newly established Small Business
Advisory Committee (“Committee”). The idea for the Committee originated with
Senator Enzi at a hearing he chaired late last year.

We are pleased to appear before you today on behalf of the FASB. We want to
thank you for inviting us to participate in this very important and timely hearing.

The Board recognizes the importance of small businesses to job creation,
entrepreneurialism, and our nation’s economy. Accordingly, the Board also
recognizes the need to carefully evaluate whether our proposed improvements to
financial reporting not only are conceptually sound and meet the needs of the users
of those reports, but also whether the proposed improvements can be implemented
by small businesses in a cost effective manner.

George and 1 have brief prepared remarks, and we would respectfully request that
the full text of our testimony and all supporting materials be entered into the
public record.

The FASB is an independent private-sector organization. Our ability to conduct
our work in a systematic, thorough, and unbiased manner is fundamental to
achieving our mission—to establish and improve general-purpose standards of
financial accounting and reporting for both public and private enterprises. Those
standards are essential to the growth and stability of the United States (“US”)
economy because creditors, investors, and other consumers of financial reports
rely heavily on credible, transparent, comparable, and unbiased financial
information to make rational resource allocation decisions.
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The FASB’s independence, the importance of which was recently reaffirmed by
the Sarbanes-Oxley Act of 2002, is fundamental to our mission because our work
is technical in nature, designed to provide preparers with the guidance necessary to
report transparent and credible information about their activities. Our standards
are the basis to measure and report on the underlying economic transactions of
business enterprises.

Because the actions of the FASB affect so many organizations, our decision-
making process must be open, thorough, and as objective as possible. Our Rules
of Procedure require an extensive and public due process. That process involves
public meetings, public hearings or roundtables, field visits or field tests, liaison
meetings with interested parties, consultation with our advisory councils, and
exposure of our proposed standards to external scrutiny and public comment. The
FASB members and staff also regularly meet informally with a wide range of
interested parties to obtain their input and to better our understanding of their
views.

Our due process procedures include active participation by users, auditors, and
preparers of the financial reports of small businesses. The recent formation of the
FASB Small Business Advisory Committee is intended to further enhance that
participation.

The Board makes final decisions only after carefully considering and analyzing
the input of all interested parties. The Board must balance the often conflicting
perspectives of various parties and make independent, objective decisions guided
by the fundamental concepts and key qualitative characteristics of sound, fair, and
transparent financial reporting.

On March 31* of this year, the Board issued a proposal for public comment to
improve the accounting for equity-based compensation. That proposal is the resuit
of an extensive public due process that began in November 2002. That process
included the issuance of a preliminary document for public comment, the review
of over 300 comment letters and over 130 unsolicited letters, consultation with our
advisory councils and valuation and compensation experts, field visits, public and
private discussions with hundreds of individuals, including users, auditors, and
preparers of the financial reports of small businesses, and active deliberations at
38 public Board meetings at which the provisions of the proposal were carefully
developed with consideration given to the ongoing input received from all
interested parties.
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The Board believes the proposal will significantly improve the financial reporting
for equity-based compensation transactions in many ways, including eliminating
the existing exception for so-called fixed plan employee stock options, which are
the only form of equity-based compensation that is not currently required to be
reported as an expense in financial statements. The proposal reflects the view that
all forms of equity-based compensation should be properly accounted for as such
and that the existing exception for fixed plan employee stock options results in
reporting that ignores the economic substance of those transactions.

The proposal also will provide greater comparability between enterprises that
compensate their employees in different ways and, in the public company arena,
between the nearly 500 enterprises that have voluntarily chosen to account for the
cost of all of their employee stock options and the many others that have elected
not to do so.

Finally, the proposal has the secondary, but important, benefit of achieving greater
international comparability in the area of accounting for equity-based
compensation. In that regard, our international counterpart, the International
Accounting Standards Board (“IASB”), issued a final standard in February of this
year requiring the expensing of all equity-based compensation. The IASB
standard will be followed by enterprises in over 90 countries beginning next year.

The proposal includes several special provisions relating to small businesses.
George will briefly discuss those provisions and other small business issues.
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Chair Snowe, Ranking Member Kerry, and Members of the Committee:

Before I outline the special small business provisions contained in our proposal to
improve the accounting for equity-based compensation, I would first like to
provide some brief background on small businesses and financial accounting and
reporting standards.

First, there is no federal law requiring nonpublic enterprises to use FASB
standards. Thus, for most small businesses, the use of our standards is primarily a
private choice. For some small businesses, that choice may be influenced by
whether they have plans to become a public enterprise, since public enterprises are
required to comply with our standards under the federal securities laws.

For other small businesses, the decision to follow FASB standards may be
influenced or controlled by their current or potential lenders, suppliers, other
contracting parties, or State regulators. To the extent that one of those parties
requires that the financial reports of a small business comply with our standards,
that requirement presumably reflects that party’s opinion that our standards result
in better, more transparent, information for their respective purposes than the use
of other existing comprehensive bases of accounting, such as tax basis, cash basis,
or regulatory reporting.

Second, it is also important to note that the FASB has long recognized as part of
our public due process procedures that the costs of complying with our standards
can fall disproportionately on small businesses. In recognition of that fact, the
Board actively solicits and carefully considers requests from users, auditors, and
preparers of the financial reports of small businesses to defer effective dates,
provide for differential disclosures, or provide other special provisions to alleviate
the costs of implementing our standards.

With respect to our proposal to improve the accounting for equity-based
compensation, it is our understanding that although the use of employee stock
options is prevalent at some small businesses, particularly start-ups and venture
capital backed enterprises that plan to become public enterprises, the vast majority
of small businesses in the US do not grant employee stock options. As indicated
earlier, however, for those small businesses that are impacted by our proposal, the
proposal includes several special provisions intended to alleviate the costs of
implementing the proposed requirements.

First, the proposal includes a special provision that would permit most small
businesses (including all that are nonpublic enterprises) to measure compensation
cost using a simpler, less costly “intrinsic value method,” rather than the fair-
value-based method that would be required for most public enterprises. Under the
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intrinsic value method, the compensation cost for any reporting period would be
measured based on the difference between any excess of the fair value of the
enterprise’s stock and the exercise price of the employee stock options granted
with final measurement of compensation cost at the settlement date. The total
amount of compensation expense required to be reported under that method would
generally be equivalent to the amount of the income tax deduction for stock
options.

Second, the proposal includes a special provision that provides that most small
businesses that are nonpublic enterprises would have a simpler, less costly
“prospective” transition to the proposed new requirements. Finally, the proposal
includes a special provision that provides that the effective date of the proposed
standard for nonpublic enterprises would be delayed for one year until 2006, as
compared to the proposed effective date of 2005 for public enterprises.

I also would like to note that the proposal includes a Notice for Recipients
(“Notice”) that highlights and describes these special provisions as well as other
key aspects of the proposal. The Notice requests that respondents to the proposal
indicate what other special provisions for small businesses might be appropriate
and whether any or all such special provisions should also be extended to public
enterprises that are small business issuers under the federal securities laws.

1 also would note, however, that we are aware of some recent surveys and other
input from investors indicating strong opposition to any exemptions from our
proposed requirements for start-ups and newly public companies, respectively.

The Board currently plans to discuss the proposal’s special provisions and other
issues about the proposal with representatives of small businesses at the inaugural
public meeting of our Small Business Advisory Committee in May. We also plan
to hold several public roundtable meetings with valuation and compensation
experts, and users, auditors, and preparers of financial reports in June to discuss a
broad range of issues about the proposal.

Following the end of the proposal’s comment period in June, the Board plans to
redeliberate, at public meetings, issues raised in response to the proposal. Those
redeliberations will address key conceptual, measurement, disclosure, and cost-
benefit issues and will include careful consideration of the ongoing input received
from representatives of small businesses, including ongoing input from the
members of the Small Business Advisory Committee.

Only after carefully evaluating the input at public meetings will the Board
consider whether to issue a final standard. The Board’s current plans are to
complete its redeliberations and be in a position to issue a final standard in the
fourth quarter of this year.
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On behalf of myself and Bob, I would again like to express our appreciation for
inviting us to participate in this hearing. All of the information we obtain in
connection with this hearing will be carefully considered consistent with our
mission and Rules of Procedure.

In conclusion, let me assure you, Chair Snowe, Ranking Member Kerry, and
Members of this Committee, that you, and the users, auditors, and preparers of
small business financial reports can have confidence that the Board will continue
to actively solicit input from representatives of small businesses in response to our
proposal. That input will be carefully considered in an open, thorough, and
objective manner that will best serve the interests of all parties and that will lead to
improving the transparency and credibility of financial reports and, thus, assisting
in the strengthening of the US economy.

Thank you again, Chair Snowe. Bob and I would welcome the opportunity to
respond to any questions.



187

Testimony of

Robert H. Herz
Chairman

and
George J. Batavick
Board Member
Financial Accounting Standards Board
before the
Committee on Small Business and Entrepreneurship
April 28, 2004

Full Text of Testimony



188

Chair Snowe, Ranking Member Kerry, and Members of the Committee:

1 am Robert Herz, chairman of the Financial Accounting Standards Board
(“FASB” or “Board”). With me is one of my fellow board members, George
Batavick. George is heading up the FASB’s newly established Small Business
Advisory Committee (“SBAC”). The idea for the SBAC originated with Senator
Enzi at a hearing he chaired late last year.

We are pleased to appear before you today on behalf of the FASB. We want to
thank you for inviting us to participate in this very important and timely hearing.

The Board recognizes the importance of small businesses to job creation,
entrepreneurialism, and our nation’s economy. Accordingly, the Board also
recognizes the need to carefully evaluate whether our proposed improvements to
financial reporting not only are conceptually sound and meet the needs of the users
of those reports, but also whether the proposed improvements can be implemented
by small businesses in a cost effective manner.

Our testimony includes a brief overview of (1) the FASB, including the
importance of the Board’s independence and the ability to conduct its work in a
systematic, thorough, and objective manner, (2) the process the FASB follows in
developing accounting standards, (3) the application of our standards to small
businesses generally, (4) how the FASB identifies the concerns of small
businesses about our activities; (5) how the FASB evaluates the input from small
businesses as part of our public due process procedures; (6) the background and
basis for the Board’s unanimous decision to issue a proposal to improve the
accounting for equity-based compensation, (7) the key provisions of the proposal,
(8) the special provisions of the proposal applicable to small business, (9) how the
proposal would improve financial reporting, (10) the current status of, and the
FASB’s plans relating to, the proposal, and (11) some observations about some of
the more common arguments offered by some opponents of the proposal.

The FASB

The FASB is an independent private-sector organization.! We are not part of the
federal government. Our independence from enterprises, auditors, and the federal
government is fundamental to achieving our mission—to establish and improve
standards of financial accounting and reporting for both public and private
enterprises, including small businesses.> Those standards are essential to the

' See Attachment 1 for information about the Financial Accounting Standards Board (“FASB” or “Board”).
? See Attachment 2 for excerpts from recent materials about the importance of the FASB’s independence
and concerns about proposed legislation.
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efficient functioning of the capital markets and the United States (“US”) economy
because investors, creditors, and other consumers of financial reports rely heavily
on credible, transparent, comparable, and unbiased financial information to make
rational resource allocation decisions.

The FASB’s independence, the importance of which was recently reaffirmed by
the Sarbanes-Oxley Act of 2002 (“Act™),* is fundamental to our mission because
our work is technical in nature, designed to provide preparers with the guidance
necessary to report information about their economic activities. Our standards are
the basis to measure and report on the underlying economic transactions of
business enterprises. Like investors and creditors, Congress and other policy
makers need an independent FASB to maintain the integrity of the standards in
order to obtain the financial information necessary to properly assess and
implement the public policies they favor. While bending the standards to favor a
particular outcome may seem attractive to some in the short run, in the long run a
biased accounting standard is harmful to investors, creditors, the capital markets,
and the US economy.

The FASB’s authority with respect to public enterprises comes from the US
Securities and Exchange Commission (“SEC”). The SEC has the statutory
authority to establish financial accounting and reporting standards for publicly
held enterprises. For 30 years, the SEC has looked to the FASB for leadership in
establishing and improving those standards. The SEC recently issued a Policy
Statement reaffirming this longstanding relationship.*

The Policy Statement, consistent with the language and intent of the Act, also
reemphasizes the importance of the FASB’s independence described earlier. * It
states:

By virtue of today’s Commission
determination, the FASB will continue its role as the
preeminent accounting standard setter in the private
sector. In performing this role, the FASB must use
independent judgment in setting standards and should
not be constrained in its exploration and discussion of

? Sarbanes-Oxley Act of 2002, Public Law Number 107-204, Sections 108-109.

* “Policy Statement: Reaffirming the Status of the FASB as a Designated Private-Sector Standard Setter,”
Exchange Act Release Nos. 33-8221; 34-47743; 1C-26028; FR-70 (April 28, 2003).

* Sarbanes-Oxley Act of 2002, Sections 108-109; the legislative history of the Sarbanes-Oxley Act of 2002
(“Act”) is clear that the provisions of the Act relating to the FASB were intended to “strengthen the
independence of the FASB . .. from . . . companies whase financial statements must conform to FASB’s
rules.” Senate Report 107-205, o7 Congress, 2d Session (July 3, 2002), page 13.
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issues. This is necessary to ensure that the standards
developed are free from bias and have the maximum
credibility in the business and investing communities.

The SEC, together with the private-sector Financial Accounting Foundation
(“FAF”),” maintains active oversight of the FASB’s activities.

What Process Does the FASB Follow in Developing Accounting Standards?

Because the actions of the FASB affect so many organizations, its decision-
making process must be open, thorough, and as objective as possible. The FASB
carefully considers the views of all interested parties, including users, auditors,
and preparers of financial reports of both public and private enterprises, including
small businesses.

Our Rules of Procedure require an extensive and thorough public due process.®
That process involves public meetings, public hearings or roundtables, field visits
or field tests, liaison meetings with interested parties, and exposure of our
proposed standards to external scrutiny and public comment. The FASB members
and staff also regularly meet informally with a wide range of interested parties to
obtain their input and to better our understanding of their views. As discussed
further below, many of our due process activities include active outreach to, and
participation by, users, auditors, or preparers of the financial reports of small
businesses. The Board makes final decisions only after carefully considering and
analyzing the input of all interested parties.

While our process is similar to the Administrative Procedure Act process used for
federal agency rule making, it provides for far more public deliberations of the
relevant issues and far greater opportunities for interaction with the Board by all
interested parties. It also is focused on making technical, rather than policy or
legal, judgments. The FASB’s Mission Statement and Rules of Procedure require
that in making those judgments the Board must balance the often conflicting
perspectives of various interested parties and make independent, objective
decisions guided by the fundamental concepts and key qualitative characteristics
of financial reporting set forth in our conceptual framework.

® Policy Statement, Page 5 of 8.
7 See Attachment 1 for information about the Financial Accounting Foundation.
& See Attachment 1 for information about the FASB’s due process.
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The FASB and the FAF, in consultation with interested parties, periodically
review the FASB’s due process procedures to ensure that the process is workin

efficiently and effectively for users, auditors, and preparers of financial reports.

Over the past two years, the FASB and the FAF have undertaken a significant
number of actions to improve the Board’s due process procedures. Some of those
actions were intended to increase the quality and breadth of input to our process,
including increasing the input from users, auditors, and preparers of small
businesses. Those particular actions include the following:

¢ Consistent with a suggestion made by Senator Enzi, establishing a SBAC in
order to increase involvement by the small business community in
developing accounting standards.”” The SBAC, whose members represent
diverse perspectives and experiences, comprises lenders, investors and
analysts, preparers of financial statements from a broad range of businesses,
including controllers and chief financial officers, and auditors from the
small business community.

e Establishing a User Advisory Council (“UAC”) in order to obtain more
active user involvement in our process. The UAC comprises
representatives of individual and institutional investors, investment and
commercial banks, rating agencies, and other groups that represent
investors and key users. Several of the members of the UAC are primarily
users of financial reports of small businesses.

e Making our public Board meeting announcements available to interested
parties more broadly through an email subscription service.

e Making our public Board meetings available to interested parties for
monitoring via the telephone and, again, consistent with a suggestion made
by Senator Enzi, via web cast on our website free of charge.

* Making all of our proposals for public comment, all of the comments
received, and the full text of all our standards publicly available on our
website.

® The Securities and Exchange Commission (“SEC”) also recently reviewed the FASB’s due process and
concluded that “the FASB has the capacity . . . and is capable of improving both the accuracy and
effectiveness of financial reporting . .. Policy Statement, page 5 of 8.

1° See Attachment 3 for press release and listing of members of the Small Business Advisory Committee,
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Are Small Businesses Required to Comply with FASB Standards?

The US federal securities laws generally require that any enterprise, including any
small business, that lists its shares on a national securities exchange or has $10
million or more in assets and 500 or more owners of any class of equity securities
be deemed a “registrant.” All registrants generally are required to file periodic
reports with the SEC.”

The SEC has required, since the FASB’s inception in 1973, that the preparation of
the financial statements contained in the periodic reports comply with generally
accepted accounting principles (“GAAP”), including FASB standards.” As
indicated above, the SEC recently reevaluated and reaffirmed that requirement as a
result of the provisions of the Act."

Excluding those small businesses that are SEC registrants, there is generally no
federal law requiring that small businesses file financial reports or comply with
GAAP. Thus, for most small businesses, the use of FASB standards is a private
choice.

Some small businesses may choose to comply with GAAP at the request or
demand of current or potential lenders, suppliers, customers, or other contracting
parties, or at the request of State regulators. Other small businesses may choose to
comply with GAAP because they are funded by venture capital firms with the goal
or expectation of becoming a public enterprise. In any event, the decision by one
or more of those parties to require that the financial reports of a small business
comply with GAAP instead of another basis of accounting is presumably dictated
by the quality of FASB standards versus the other available alternatives.

How Does the FASB Identify the Concerns of Small Business about FASB
Activities?

The FASB actively solicits the views of all interested parties, including the views
of users, auditors, and preparers of financial reports of small businesses. Some of
the ways in which the FASB currently attempts to identify the concerns of
representatives of small businesses include the following:

¢ Establishing the SBAC to obtain more active involvement by the small
business community in the development of financial accounting and
reporting standards.

115 U.8.C. Section 781(g).

2 17 C.F.R. Section 249.310,

3 policy Statement, page 2 of 8.
Y 1d.
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¢ Including representatives of small businesses on the UAC, the Financial
Accounting Standards Advisory Council (“FASAC”), the Emerging
Issues Task Force (“EITF”), and other project task forces and working
groups. * Both the UAC and FASAC are formal parts of our independent
structure and have responsibility for consulting with the FASB as to
technical issues on the Board’s agenda, project priorities, and other
matters as may be requested by the FASB. The mission of the EITF is to
assist the Board in improving financial reporting through the timely
identification, discussion, and resolution of financial accounting issues
within the framework of existing authoritative literature. Several current
members of the UAC, FASAC, and EITF are primarily users, auditors, or
preparers of the financial reports of small businesses.

e Participating in liaison meetings with representatives of small businesses.
The FASB holds annual liaison meetings with several such organizations,
including the Technical Issues Committee of the American Institute of
Certified Public Accountants Private Companies Practice Section and the
Accounting Practices Committee of the Risk Management Association.
FASB members or staff also frequently meet less formally with other
organizations and individuals representing small businesses upon request
or at the initiation of the FASB members or staff.

e Participating at conferences and other speaking engagements that are
sponsored by or primarily attended by representatives of small businesses.
For example, FASB members or staff annually participate at dozens of
State CPA society conferences across the country.

How Does the FASB Evaluate the Input from Small Business as Part of Its Due
Process Procedures?

The FASB’s conceptual framework guides the Board in its development of
financial accounting and reporting standards. That framework states that the
objectives of financial reporting are to provide information (1) that is useful to
present and potential users, i.e., investors and creditors, in making investment and
credit decisions; (2) to help the users to assess amounts, timing, and uncertainties

1% See Attachment 1 for information about the Financial Accounting Standards Advisory Council and the
Emerging Issues Task Force.
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of prospective cash flows from their investments; and (3) about the economic
resources of and claims against enterprises, and the effects of transactions
changing such resources and claims."

The Board has long recognized that those objectives are not static and that since
the reporting by nonpublic or small businesses caters to a different set of users, the
same objectives, defined identically, may mean different things. For many small
businesses, the relevant financial statement users include both current and
potential lenders, suppliers, and customers. Some of those users may focus more
heavily on an enterprise’s ability to meet its debt or performance obligations.
Their needs may vary in some respects from the needs of other users of financial
reports.

The Board’s conceptual framework also describes the qualitative characteristics of
accounting information.” In the hierarchy of accounting qualities, the FASB
conceptual framework rates “decision usefulness” as the most important quality,
and “relevance” and “reliability” as the two primary qualities necessary to provide
such usefulness, subject always to the constraints of a cost-benefit evaluation.”

In applying the above concepts to the financial accounting and reporting of
nonpublic or small businesses, the Board has generally differentiated between
financial information appearing on the face of the financial statements and the
additional, analytical, and collateral information appearing in the footnotes to
those statements.'” With respect to the former, the Board has generally concluded
that all enterprises, including nonpublic and small businesses, should be subject to

' Statement of Financial Accounting Concepts No. 1, Objectives of Financial Reporting by Business
Enterprises (Novernber 1978), paragraphs 32-54.

17 Statement of Financial Accounting Concepts No. 2, Qualitative Characteristics of Accounting
Information (May 1980).

'8 Jd. paragraphs 32-110, 133-44. The Board has long acknowledged that the cost of any accounting
requirement falls disproportionately on small enterprises because of their limited accounting resources and
need to rely on outside professionals. “FASB Analyzes Small Business Concerns about Accounting
Standards,” FASB Status Report, No. 181 (November 3, 1986).

! Statement of Financial Accounting Standards No. 126, Exemption from Certain Required Disclosures
about Financial Instruments for Certain Nonpublic Entities (December 1996), paragraph 10 (stating that in
considering the costs and benefits of a new standard the Board has a commitment to consider potential
disclosure differences between small and large companies on a case-by-case basis).
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the same recognition and measurement requirements.” That conclusion has been
generally supported by the stated needs of users of financial reports of nonpublic
or small businesses. The Board, however, has on a number of occasions provided
deferred effective dates for nonpublic enterprises to alleviate the costs and other
burdens that may be associated with the more rapid implementation of new
requirements.”

With respect to the latter information disclosed in the financial statement
footnotes, the FASB has on a case-by-case basis decided in some circumstances to
reduce” or eliminate” the disclosure requirements for nonpublic enterprises.
Those decisions have generally been the result of input from users, auditors, or
preparers of financial reports of nonpublic or small businesses indicating that the
users of those reports did not need some or all of the disclosures™ or that the cost
of preparing the disclosures outweighed the usefulness of the information to those
users.”

% FASB Status Report, No. 181, page 4. There have been some limited exceptions. As discussed further
in the text of this testimony, in the October 1995 standard to improve the accounting for stock-based
compensation, the Board permitted nonpublic enterprises to use the minimum value method for measuring
stock-based compensation because of the difficulties of estimating expected volatility. Statement of
Financial Accounting Standards No. 123, Accounting for Stock-Based Compensation (October 1995),
paragraph 20. Another example is in the November 2002 Interpretation to improve the accounting and
disclosure for guarantees. The Board provided a scope exception for the initial recognition and
measurement of guarantees issued between parents and subsidiaries and certain other related parties. FASB
Interpretation No. 45, Guarantor’s Accounting and Disclosure Requirements for Guarantees, Including
Indirect Guarantees of Indebtedness of Others (November 2002), paragraph 7. One of the reasons given
for the scope exception was to alleviate nonpublic enterprises’ concerns about the cost of complying with
the new requirement. Jd. paragraph A29.

2! Statement of Financial Accounting Standards No. 107, Disclosures about Fair Value of Financial
Instruments (December 1991), paragraph 79 (concluding that allowing smaller enterprises additional time
to comply with the provisions of the Statement will reduce their costs of compliance); Emerging Issues
Task Force Topic No. D-1, “Implications and Implementation of an EITF Consensus™ (May 15, 2003),
page 4965A, footnote 2 (establishing operating procedures that provide nonpublic enterprises 2 later
effective date than public enterprises).

2 Statement of Financial Accounting Standards No. 132, Employers’ Disclosures about Pensions and
Other Retirement Benefits (February 1998), paragraphs 57-59 (concluding that a reduced disclosure set
would be appropriate for nonpublic enterprises as a result of comments by users of financial statements of
nonpublic enterprises about the usefulness of the disclosures).

* Statement of Financial Accounting Standards No. 141, Business Combinations (June 2001), paragraph
B201 (concluding that nonpublic enterprises should continue to be exempt from pro forma disclosure
requirements because of arguments by preparers and auditors that costs of the information exceed the
benefits); Statement of Financial Accounting Standards No. 131, Disclosures about Segments of an
Enterprise and Related Information (June 1997), paragraph 115 (concluding to continue to exempt
nonpublic enterprises from the requirement to report segment information because few users of nonpublic
enterprises’ financial statements have requested that those enterprises provide segment information);
Statement 126, paragraph 14 {concluding that certain nonpublic enterprises should be exempt from fair
value disclosure requirements because of the likely limited utility of the disclosures to certain users).

* Statement 132, paragraphs 57-59.

* Statement 141, paragraph B201; Statement 131, paragraph 115; and Statement 126, paragsaph 14.
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The FASB and its constituents have over the years periodically examined the issue
of whether financial accounting and reporting standards should be different for
small businesses.” Some of the reasons frequently cited in opposition to a so-
called Big GAAP/Little GAAP approach to financial accounting and reporting
include:

e Similar economic transactions and events should be reported consistently
regardless of the size of the reporting enterprise.

¢ Differential standards for enterprises of different sizes would reduce the
benefits to users of financial reports by impairing comparability more than
they would reduce the costs of financial statement preparation.

¢ It would be virtually impossible for an accounting standards-setting body to
decide which economic transactions and events should be permitted to be
recognized and measured differently by large versus small businesses.

® Dual standards would represent additional costs to preparers, accountants,
advisors, and others in the areas of continuing education, authoritative
resources, and quality control systems.”

* Status Report, No. 181, page 4 (concluding that the most constructive effort to alleviate the concerns of
small businesses regarding generally accepted accounting principles (“GAAP™) is to ensure that the views
of privately held companies and smaller certified public accounting firms are adequately included in the
Board’s consideration of specific accounting issues); FASB Research Report, A. Rashad Abdel-khalik,
Financial Reporting by Private Companies: Analysis and Diagnosis (August 1983), page 1 (stating that
surveyed bankers that are users of the financial reports of private companies do not believe that a special
set of GAAP would be beneficial for private companies considered to be small in size); FASB Invitation to
Comment, Financial Reporting by Private and Small Public Companies (November 20, 1981) (soliciting
input on several concerns about the existing financial reporting by private and small public companies};
“Report of Task Force on GAAP Requirement of Concern to Small or Closely Held Businesses, to Smatl
Business Advisory Committee, Financial Accounting Advisory Council” (December 1978), page 3 (finding
that most individuals surveyed reported that there were no areas of particular concern to them with respect
to current reporting requirements of small or closely held businesses); Abraham M. Stanger & Samuel P.
Gunther, Article, “Big GAAP—Little GAAP: Should There Be Different Financial Reporting for Small
Business?” N.Y.U. L. Rev. 1209 (Nov. —~ Dec. 1981) (concluding that different disclosure requirements, but
not recognition and measurement standards, should apply to small businesses, but that there should remain
a unitary system of GAAP).

¥ J. E. McCahey & A. L. Ramsay, “Differential Reporting: Nature of the Accounting Standards Overload
Problem and a Proposal for its Resolution,” Australian Accounting Research Foundation (June 26, 1989),
pages 10-11, 12-13.



197

Significantly, the users of small business financial reports have historically been
generally supportive of uniform accounting standards for both nonpublic or small
businesses and larger public enterprises.”

Notwithstanding this history, the Board recognizes the continuing interest by some
parties in the Big GAAP/Little GAAP approach. The Board plans to utilize the
SBAC to again consider issues raised by that approach.

What Are the Background and Basis for the Board’s Unanimous Decision to
Issue a Proposal to Improve the Accounting for Equity-Based Compensation?

A Brief History of the Accounting for Equity-Based Compensation

APB Opinion 25

US accountants and accounting standard setters have long debated the issue of the
best way to report employee stock options. In 1972, the Accounting Principles
Board (“APB”), the predecessor of the FASB, issued APB Opinion No. 25,
Accounting for Stock Issued to Employees. Partly because techniques to estimate
the value of stock options did not yet exist, the drafters of Opinion 25 created an
exception to the normal financial reporting model.” That model encompasses the
general principle that all of an enterprise’s costs should be included in the
enterprise’s financial statements; otherwise, the enterprise’s income is overstated.

Under the Opinion 25 exception, only stock options granted to employees that
meet certain specified criteria (so-called fixed plan employee stock options) are
not reported as an expense. All other options and all other forms of equity-based
transactions result in expenses to be included in the financial statements consistent
with the general principle.

* FASB Research Report, A. Rashad Abdel-khalik, page 1. Of note, the FASB’s counterpart
internationally, the International Accounting Standards Board (“IASB”) recently added a project to its
agenda to develop IASB accounting standards for small or medium-sized entities (“SME”). Under the
IASB planned approach there would be a rebuttable presumption that no medifications would be made to
the recognition and measurement principles of International Financial Reporting Standards for SME
standards. Similar to the general approach taken by the FASB, the IASB approach would generally be
{imited to disclosure modifications. As part of its international convergence efforts, the FASB will be
closely monitoring the IASB project.

¥ Opinion 25 measures stock issued to employees using the “intrinsic value based method.” Under that
method, compensation cost is the excess, if any, of the quoted market price of the stock at grant date or
other measurement date over the amount an employee must pay to acquire the stock. Opinion 25,
paragraph 10. The consequence of using the intrinsic value based method is that stock options are
frequently issued with the quoted market price of the stock at grant date equal to the amount an employee
must pay to acquire the stock and, thus, no expense is reported in the financial statements.
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Statement 123

Many parties agreed that the Opinion 25 exception was not the best approach to
transparent financial reporting for employee stock options, and, in 1984, the FASB
undertook a project to reconsider the issue. In 1993, after several delays in the
project, the FASB issued an Exposure Draft, Accounting for Stock-based
Compensation, for public comment. The Exposure Draft proposed to replace
Opinion 25 and require recognition of compensation cost for all awards that
eventually vest, based on their fair value at the grant date. For nonpublic
enterprises, the Board decided to permit those enterprises to omit expected
volatility from the fair value determination (so-called minimum value method)
because “estimating expected volatility for the stock of a newly formed entity that
is rarely traded, even privately, is not feasible.”™

In 1995, however, when the FASB issued Statement No. 123, Accounting for
Stock-Based Compensation, it permitted companies to continue to apply Opinion
25, while also requiring annual footnote disclosures of the fair values (or
minimum value for nonpublic enterprises) of fixed plan employee stock options
otherwise omitted from the financial statements. The following paragraphs of
Statement 123 summarize the basis for the Board’s decision to only encourage,
rather than require, that all stock-based compensation be measured at fair value at
date of grant and reported as an expense in determining an enterprise’s net
income:

The Board continues to believe that financial
statements would be more relevant and
representationally faithful if the estimated fair value of
employee stock options was included in determining
an entity’s net income, just as all other forms of
compensation are included. To do so would be
consistent with accounting for the cost of all other
goods and services received as consideration for equity
instruments. . . . However, in December 1994, the
Board decided that the extent of improvement in
financial reporting that was envisioned when this
project was added to its technical agenda . . . was not
attainable because the deliberate, logical consideration

% Statement of Financial Accounting Standards No. 123, Accounting for Stock-Based Compensation
(October 1995), paragraph 174.
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of issues that usually leads to improvement in financial
reporting was no longer present. Therefore, the Board
decided to specify as preferable and to encourage but
not to require recognition of compensation cost for all
stock-based employee compensation, with required
disclosure of the pro forma effects of such recognition
by entities that continue to apply Opinion 25.

The Board believes that disclosure of the pro
forma effects of recognizing compensation cost
according to the fair value based method will provide
relevant new information that will be of value to the
capital markets and thus will achieve some but not all
of the original objectives of the project. However, the
Board also continues to believe that disclosure is not
an adequate substitute for recognition of assets,
liabilities, equity, revenues, and expenses in financial
statements. . . . The Board chose a disclosure-based
solution for stock-based employee compensation to
bring closure to the divisive debate on this issue—not
because it believes that solution is the best way to
improve financial accounting and reporting.’!

In 2002, in Congressional testimony before the Committee on Banking, Housing
and Urban Affairs, Dennis R. Beresford, who was the FASB chairman at the time
Statement 123 was issued, shared his views about that Statement and the reasons
for the Board’s decision:

As many of you may recall, the FASB had
proposed that companies account for the expense
represented by the fair value of stock options granted
to officers and employees. The business community
and accounting firms strongly opposed this proposal
and a number of corporations engaged in a lobbying
effort to stymie the FASB’s initiative.

Certain members of Congress were sufficiently
influenced by the appeals from corporate executives
that they were persuaded to introduce legislation to
counter the FASB’s proposal. The legislation would
have prohibited public companies from following any

*! Statement 123, paragraphs 61 and 62 (emphasis added).
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final FASB rule on this matter. More importantly, the
legislation would have imposed requirements that the
SEC repeat the FASB’s process on any new
accounting proposals, thus effectively eviscerating the
FASB. Faced with the strong possibility that its
purpose would have been eliminated by this
legislation, the FASB made a strategic decision to
require companies to disclose the effect of stock
options in a footnote to the financial statements but not
record the expense in the income statement. ™

Pertinent Events Following the Issuance of Statement 123

For many years following the issuance of Statement 123, only a handful of
companies elected to adopt the fair value method of reporting employee stock
options as an expense in the income statement. In addition, few investors and
other users of financial statements expressed significant concerns with that
practice.

Beginning in 2001, however, following the highly publicized bankruptcies of
several major enterprises including Enron Corp., Global Crossing Ltd., and
WorldCom, Inc., many investors and other users of financial statements began
questioning enterprises’ accounting and reporting for employee stock options.
Moreover, many enterprises began considering whether to voluntarily expense all
equity-based compensation consistent with the requirements of Statement 123. As
of March 2003, when the Board added the project on equity-based compensation
to its agenda, 179 public companies had adopted or announced their intention to
adopt the fair-value-based accounting method in Statement 123.3

In 2001, the FASB’s international counterpart, the International Accounting
Standards Board (“TASB”) took up the subject of the accounting for stock options.
It needed to do so, not only because of the growing use of employee stock options
around the world, but also because there was no existing literature in the
international standards on this topic.

*? Prepared statement at a hearing on Accounting and Investor Protection Issues Raised by Enron and Other
Public Companies: Oversight of the Accounting Profession, Audit Quality and Independence, and
Formulation of Accounting Principles (February 26, 2002), page 5 (emphasis added).

** FASB Proposed Statement of Financial Accounting Standards, Share-Based Payment (March 31, 2004),
paragraph C5.
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In November 2002, it proposed, as the FASB decided almost 10 years ago in
developing Statement 123, that the appropriate accounting for employee stock
options is to measure compensation for the fair value of the options at the date
granted and to recognize the cost over the period the option vests.* And, also as
the Board decided in developing Statement 123, the JASB proposed that the best
way to measure the fair value at grant date is to use established option-pricing
models and then make certain adjustments for the unique features of employee
stock options. However, the TASB’s particular set of adjustments and allocation
methods were somewhat different from those under the fair value method
developed by the FASB in Statement 123. There also were some other important
differences between the IASB’s proposal and the Statement 123 approach.
Nevertheless, the fundamental conclusions were the same.

As the TASB released its exposure draft, the FASB issued an Invitation to
Comment that explained in detail the similarities of and differences between the
IASB proposal and the existing US standards and that solicited comments on those
differences.” The purpose of the Invitation to Comment was twofold: (1) to
solicit comments on certain issues that the Board would discuss when, in
accordance with its objectives of improving US financial accounting and reporting
standards and promoting international convergence of high-quality accounting
standards, it considered whether it should propose any further improvements to the
US accounting standards on equity-based compensation and (2) to assist
constituents that were planning to respond to the IASB’s proposal.

The FASB received 302 comment letters in response to the Invitation to
Comment. Most commentators from industry that made general observations
about the accounting for equity-based compensation, many of whom were from
the high-technology indusiry, were generally against mandatory expense
recognition of all equity-based compensation. Those commentators raised a
number of issues including (1) whether mandated expensing of fixed plan
employee stock options has a clear or widely accepted rationale; (2) whether
existing option pricing models, including Black-Scholes and binomial models,
even when adjusted, produce inaccurate and misleading information; and (3)
whether mandated expensing of fixed plan employee stock options will discourage
broad-based compensation plans.

34 JASB Proposed IFRS, Share-based Payment (November 2002); FASB Exposure Draft, Accounting for
Stock-based Compensation (June 1993).

3% FASB Invitation to Comment, Accounting for Stock-Based Compensation: A Comparison of FASB
Statement No. 123, Accounting for Stock-Based Compensation, and Iis Related Interpretations, and IASB
Proposed IFRS, Share-based Payment (November 2002).
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In contrast, most commentators that were users of financial statements, including
creditors, individual investors, pension funds, mutual funds, and financial analysts,
were generally supportive of mandatory expense recognition of all employee stock
options. Some representative examples include the following:

Stock options have become a disgrace insofar as
accurate reporting of expenses is concerned for
corporation{s].

1 strongly recommend that there be a
requirement for stock options to be expensed.

Benham M. Black, Pariner, Black, Noland & Read,
PLC, and Director, Virginia Financial Group, Inc. (an
independent bank holding company with total assets of

$1.04 billion), 1/31/03

[A]s a fiduciary, I continue to be infuriated with
the tech industry . . . and their blatantly self-serving
position on stock options. Options have contributed
mightily to the current crisis of confidence that we
have in the stock market, and I view the expensing of
options as a long-overdue and necessary step towards
restoring both confidence and rationality in the market.

The tech industry has been masterful at
marshalling their sharcholders own capital against
them, given their vociferous lobbying against the
proper accounting treatment of options, but the time
has come to treat options for what they are—
compensation—and force them to be treated on par
with all other forms of compensation.

Kenneth F. Broad, CFA, Portfolio Manager,
Transamerica Investment Management, LLC (a
registered investment adviser managing $12.5 billion
in equity and fixed-income assets for mutual funds,
funds for funds, separately managed accounts,
retirement plans and various for-profit and nonprofit
enterprises), 1/31/03
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CPF . . . supports the view that stock options are
compensation, have a cost, and that those costs should
be included on reported income statements.

Michael R. Fanning, Chief Executive Officer, Central

Pension Fund of the International Union of Operating

Engineers and Participating Employers (on behalf of
over 150,000 participants of the CPF), 1/23/03

Investors support the core conclusions by the
TASB and the FASB that stock based compensation
should be recognized as an expense and that the
amount of compensation expense should be based on
the fair value of stock-based awards at grant date.

James E. Heard, Chief Executive Officer, Institutional
Shareholder Services (serving more than 950

institutional investors and corporate clients
worldwide), 1/31/03

The Institute urges the Board to move forward
with a reconsideration of Statement No. 123 as soon as
practicable. We continue to believe that accounting
standards should (1) require the issuers to treat the fair
value of stock options granted to employees to be
recognized as expense in the income statement and (2)
ensure uniformity in how stock options are valued for
this purpose.

Gregory M. Smith, Director — Operations/Compliance
& Fund Accounting, Investment Company Institute (a
national association including 8,938 mutual funds, 535
closed-end investment companies and 6 sponsors of
unit investment trusts; its mutual fund members have
assets of about $6.539 trillion, accounting for
approximately 95% of total industry assets, and 90.2
million individual shareholders), 1/31/03
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The Council supports the principles outlined in
the IASB’s exposure draft, and we urge the Financial
Accounting Standards Board to propose and approve
similar rules. The IASB proposal is in line with the
Council policy on the issue, which states that since
stock options granted to employees, directors and non-
employees are compensation and have a cost,
companies should include these costs as an expense on
their reported income statements and disclose their
valuation assumptions,

Sarah A. B. Teslik, Executive Director, Council of
Institutional Investors (an association of more than
130 corporate, public and union pension funds with

movre than $3 trillion in pension assets), 1/21/03

In addition, the Board received many letters and emails from individual investors
and other members of the general public from around the country urging the Board
to mandate expense recognition for all equity-based compensation. Representative
examples include the following:

I strongly recommend that employee stock
options be mandated as an expense on corporate
financial statements. As long as these options can be
passed out like funny money, thereby encouraging
those on the receiving end to manipulate the financial
records to their advantage — people like me will stay
away from the market.

John S. Clauss, Jr., Glendale, California, 2/10/03

We encourage you to . . . require employee
stock options to be counted as an expense. If you
don’t take this action who do you think will make
these greed-monger’s start accounting for their
massive profits? Do the RIGHT THING, Damn it! ..

David and Nancy Gabrielsen, Beavercreek, Oregon,
2/11/03
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Companies are not required to expense options,
which means they can give out as many as they want.

I urge the FASB to require employee stock
options to be counted as an expense. . . .

Rob Rocco, Avon Lake, Ohio, 2/12/03

FASB’s  Current  Project to Improve the Accounting for Equity-Based
Compensation

In March 2003, at a public meeting, the Board decided to add a project to its
agenda to address issues relating to equity-based compensation. That decision was
based largely on three reasons.

The first reason was the high level of public concern expressed by creditors,
individual and institutional investors, pension funds, mutual funds, financial
analysts, and other users of financial statements about the need to improve the
financial accounting and reporting for equity-based compensation, in particular the
need to eliminate the exception from expense recognition that presently exists only
for fixed plan employee stock options. Those users of financial statements that
have been urging the FASB to eliminate the exception for fixed plan employee
stock options include:

e The Council of Institutional Investors (an association of more than 130
corporate, public, and union pension funds with more than $3 trillion in
pension assets)

e Institutional Shareholder Services (serving more than 950 institutional
investors and corporate clients worldwide)

¢ The Office of the State Comptroller of New York (an investor, shareholder,
and sole frustee of the nation’s second largest pension fund at
approximately $100 billion in assets)

¢ Moody’s Investor Services

e The Central Pension Fund of the International Union of Operating
Engineers and Participating Employers (on behalf of more than 150,000
participants of the CPF)

e The Teachers Insurance and Annuity Association College Retirement
Equities Fund (a financial services company with approximately $262
billion in assets under management, serving nearly 3 million education and
research employees at 15,000 institutions)



206

e The Investment Company Institute (a national association including 8,938
mutual funds, 535 closed-end investment companies, and 6 sponsors of unit
investment trusts; its mutual fund members have assets of about $6.539
trillion, accounting for approximately 95 percent of total industry assets,
and 90.2 million individual shareholders)

o The Association for Investment Management and Research (a nonprofit
professional organization of 61,600 financial analysts, portfolio managers,
and other investment professionals)*

e The American Federation of Labor and Congress of Industrial
Organizations (representing 13 million of America’s workers in 65 member
unions)

e The Conference Board Commission on Public Trust and Private Enterprise
(co-chaired by Peter G. Peterson, chairman of the Blackstone Group,
former Secretary of Commerce and chairman of the Federal Reserve Bank
of New York, and John W. Snow, (former) chairman, CSX Corporation and
former chairman, Business Roundtable).

As indicated above, fixed plan employee stock options are the only form of
employee stock options that are not required to be reported as an expense in the
income statements of the enterprises that grant them. All other forms of employee
compensation, including cash salaries, bonuses, fringe benefits, restricted stock,
stock warrants, performance-based stock options, indexed-based stock options,
employee stock ownership plans, are (and have long been) required to be reported
as an expense. Moreover, when equity-based grants of any form are issued to
nonemployees for goods or services, they also are (and have long been) required to
be reported as an expense. The exception for fixed plan employee stock options is
clearly an anomaly in today’s financial accounting and reporting.

Also as indicated above, creditors, investors, and other users of financial reports
have urged the Board to address the exception for fixed plan employee stock
options. Many have pointed to the negative impact that exception has had on
promoting excessive awards of such options, particularly to corporate executives,
and the negative behavioral aspects that it has had on corporate responsibility.”

* A 2001 survey conducted by the Association for Investment Management and Research found that more
than 80 percent of financial analysts and portfolio managers responding to the survey believed that stock
options granted to employees are compensation and should be recognized as an expense in the income
statements of the enterprises that grant them. AIMR, “Analysts, Portfolio Managers Want Employee Stock
Options Expensed on Income Statements, Global AIMR Survey Shows™ (November 19, 2001),

%7 The Conference Board, “Commission on Public Trust and Private Enterprise, Findings and
Recommendations, Part 11 Executive Compensation” (September 17, 2002), page 10.
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Clearly, many creditors, investors, and other users of financial reports want this
issue addressed and resolved in the near term.*

In 2002, President Bush announced a ten-point plan to improve corporate
responsibility.” That plan including the following statement: “The authors of
accounting standards must be responsive to the needs of investors.” There is no
other issue on the Board’s agenda on which investors have been clearer about the
need for an improvement in the existing accounting standards.

The second reason the Board decided to add a project to its agenda to address
issues relating to equity-based compensation was because of the complexity and
noncomparability and, thus, potential lack of transparency created by the
alternative accounting treatments presently available for reporting equity-based
compensation. That lack of transparency has been magnified by the recent trend
noted above of enterprises adopting the voluntary fair value provisions of
Statement 123. Some of those enterprises, including Citigroup Inc. and J.P.
Morgan Chase & Co., have requested that the Board mandate the expensing of all
employee stock options. It is also interesting to note some of those enterprises,
including Wal-Mart Stores, Inc., Netflix Inc., and Home Depot, Inc., have
historically offered broad-based stock option plans to many nonexecutive
employees and have indicated that adopting fair value expensing for all employee
stock options will not result in a curtailment of those programs.*

The third reason the Board decided to add a project to its agenda to address issues
relating to equity-based compensation was the opportunity to achieve convergence
to a common, high-quality international accounting standard in this area. As noted
earlier, the IASB issued a proposal in November 2002 that would require that all
stock options be expensed at their fair value at grant date. To maximize the
opportunity for international convergence, the FASB concluded that it needed to
consider the US accounting requirements for equity-based compensation
concurrently with IASB’s consideration of its proposal.

* The major US accounting firms also are generally supportive of expensing of all employee stock options.
Letter from Jack A. Weisbaum to the Honorable Richard H. Baker and the Honorable Paul E. Kanjorski
(March 19, 2004); Letter from Dennis M. Nally, Eugene O'Kelly, James H. Quigley, and James S. Turley
to the Honorable Richard H. Baker and the Honorable Paul E. Kanjorski (March 17, 2004); Letter from
Edward Nusbaum to the Honorable Richard H. Baker (March 17, 2004); “Big Four Shift View on
Expensing Options,” Financial Executive’s News (May 1, 2603).

% Ten-Point Plan to Improve Corporate Responsibility and Protect America’s Shareholders (March 7,

(May 8, 2003), page 2; Reed Hastings, “Expense It!” The Wall Street Journal (April 5, 2004).
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The FASB has long been committed to actively working with the IASB and other
national accounting standard setters to promote international convergence of
accounting standards concurrent with improving the quality of financial
reporting.? Both the Act® and the Policy Statement* indicate the support of the
US Congress and the SEC, respectively, for the FASB’s convergence efforts.

Since March 2003, the Board has held 38 public meetings to discuss the project.
Preparations for those meetings included thousands of hours of research on issues
relating to the project, including the review of the results of many research studies
on the topic.

In addition, the Board and staff have participated in public and private discussions
about the project with hundreds of individuals, including members of the FASAC,
the UAC, the Option Valuation Group,” and other groups and organizations
representing preparers, auditors, and users of financial reports. The Board also has
conducted field visits with a variety of enterprises of various sizes, including small
businesses, covering a range of industries to discuss issues relating to the project.

In February 2004, at a public meeting, the Board unanimously agreed to the
issuance of a proposal for public comment. That proposal was issued on March
31,2004.%

What Are the Key Provisions of the Proposal?
Scope

The scope of the proposal is very broad addressing the accounting for transactions
in which an enterprise exchanges its valuable equity instruments for employee
services, including employee stock purchase plans. It also addresses transactions
in which an enterprise incurs liabilities that are based on the fair value of the
enterprise’s equity instruments or that may be settled by the issuance of those
equity instruments in exchange for employee services. The proposal does not
change the accounting for similar transactions invelving parties other than
employees or the accounting for employee stock ownership plans. The Board
intends to reconsider the accounting for those transactions and plans in a later
phase of its project on equity-based compensation.

2 EASB, Rules of Procedure (December 1, 2002, as amended), page 2.

4 Act, Section 108(a)(2).

“ policy Statement, page 4 of 8.

* The Board established the Option Valuation Group to provide information and advice on how to improve
the guidance in Staternent 123 on measuring the fair value of stock options. Proposed Statement of
Financial Accounting Standards, Share-Based Payment, paragraph C37.

% See Attachment 4 for a summary of the proposal.



209

Recognition

For public enterprises, the proposal would require that the cost of employee
services received in exchange for equity instruments be measured based on the
grant-date fair value of those instruments (with limited exceptions). That cost
would be recognized over the requisite service period (often the vesting period).
Generally, no compensation cost would be recognized for equity instruments that
do not vest.

Measurement

The proposal would require that the grant-date fair value of employee stock
options and similar instruments be estimated using existing option-pricing models
adjusted for the unique characteristics of those options and instruments.

Disclosures

The proposal would require that the footnotes to financial statements of both
public and nonpublic enterprises disclose the information that users of financial
information need to understand the nature of the equity-based compensation
transactions and the effects of those transactions on the financial statements.

Transition and Effective Date

The proposal would be applied to public enterprises prospectively for fiscal years
beginning after December 15, 2004, as if all equity-based compensation awards
granted, modified, or settled after December 15, 1994, had been accounted for
using the fair-value-based method of accounting.

What Are the Special Provisions of the Proposal Applicable to Small Business?

Consistent with the requirements of its mission and due process, when the Board
developed the proposal it evaluated whether the proposal would fill a significant
need and whether the costs imposed to apply the provisions of the proposal, as
compared to other alternatives, would be justified in relation to the overall benefits
of the resulting information. As part of that evaluation, the Board carefully
considered the impact of the proposal on nonpublic enterprises (most small
businesses are nonpublic enterprises).
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The Board noted that the available statistical data about small businesses and
employee stock options appears to indicate that very few small businesses operate
stock option plans and, therefore, are unlikely, to be affected by the proposal.”
For those small businesses, however, that do operate such plans the Board
concluded that the proposal should include special provisions that mitigate the
incremental costs those enterprises would incur in complying with the proposal’s
provisions.

Those special provisions include permitting most small businesses to (1) use a
simpler, less costly method to measure compensation cost; (2) use a simpler, less
costly method to transition to the new requirements; and (3) have a delayed
effective date.

Simpler, Less Costly Measurement Approach

Most nonpublic enterprises would be permitted (and public enterprises, in the
limited circumstances where it is not possible to reasonably estimate the fair value
of an equity instrument at the grant date, would be required) to measure
compensation cost using a simpler “intrinsic value method,” rather then the fair-
value-based method that would be required for other enterprises.®

Under the intrinsic value method, the compensation cost for any reporting period
would be measured based on the difference between any excess of the fair value
of the enterprises’ stock and the exercise price of the employee stock options
granted, with final measurement of compensation cost at settlement date. The
total amount of compensation expense reported under the intrinsic value method
would generally be equivalent to the total amount of income tax deduction for
option grants presently reported by those enterprises.

The Board believes that applying the intrinsic value method described above
lessens incremental costs that nonpublic enterprises may incur in applying the
proposed requirements. The Board noted that nonpublic enterprises must

47 Beth Levin Crimmel and Jeffrey L. Schildkraut, “Stock Option Plans Surveyed by NCS,” Compensation
and Working Conditions (Spring 2001), Table 3, page 11 (referencing 1999 survey indicating that 2.1
percent of enterprises with 100 employees or fewer offered stock options); Andrew Pendleton, Joseph
Blasi, Douglas Kruse, Erika Poutsma, and James Sesil, “Theoretical Study on Stock Options in Small and
Medium Enterprises,” Final Report to the Enterprise-Directorate General, Commission of the European
Communities (October 2002), page 45 (indicating that the incidence of any form of share scheme among
small and medium size businesses is very low).

# The International Accounting Standards Board’s International Financial Reporting Standard (IFRS) 2,
Share-based Payment (February 2004), paragraph 24, does not permit the use of the intrinsic value method
for nonpublic or public enterprises, but does require that that method be used by nonpublic or public
enterprises in the rare circumstance that the fair value of the equity instrument cannot be estimated reliably.
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currently calculate the intrinsic value method whenever employee stock options
are granted (for financial reporting purposes) and whenever employee stock
options are exercised (for income tax deduction purposes). The Board also noted
that most nonpublic enterprises only prepare audited financial reports once a year.
Finally, to the extent that a nonpublic enterprise is funded by a venture capital
firm, the Board noted that those firms are required to determine the fair value of
their investments for financial reporting purposes.

After considering the input from users, auditors, and preparers of nonpublic
enterprises’ financial reports, the Board concluded that the intrinsic value method
provided more meaningful information than other alternatives, including the
minimum value method alternative permitted in Statement 123.¥ In rejecting the
minimum value method alternative, the Board noted that that method ignores a
key element of what makes options valuable, that is the ability of the holder for a
potentially lengthy period of time to capture the appreciation in the value of the
underlying stock.”  As such, it results in a measurement that is not
representationally faithful to the underlying economics of the transaction. It also
was noted that the minimum value method could be easily manipulated to result
in zero compensation expense being recognized.”

Simpler, Less Costly Transition Approach

All nonpublic enterprises would apply the proposed standard prospectively and
not be required (as other enterprises) to apply the requirements to any nonvested
portion of awards that were granted before the date of adoption of the proposed
standard.

Delayved Effective Date

The effective date of the proposed standard for most nonpublic enterprises would
be delayed for one year (fiscal years after December 15, 2005), as compared with
the proposed effective date for other enterprises (fiscal years after December 15,
2004).

* Proposed Statement of Financial Accounting Standards, Share-Based Payment, paragraphs C68-C72.
%0 Jd. paragraph C72.

! Mark Rubinstein, “On the Accounting Valuation of Employee Stock Options,” Journal of Derivatives
(Fall 1995), page 21.
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Solicitation of Comments on Special Provisions

The Board specifically highlighted the special provisions applicable to small
businesses in the following issues contained in the proposal’s Notice for
Recipients (“Notice”) to encourage respondents to provide further input on those
issues:

Issue 14(a): This proposed Statement would
permit nonpublic entities to elect to use an intrinsic
value method of accounting (with final measurement
of compensation cost at the settlement date) rather than
the fair-value-based method, which is preferable. Do
you agree with the Board’s conclusion to allow an
intrinsic value method for nonpublic entities? If not,
why not?

Issue 14(b): Consistent with its mission, when
the Board developed this proposed Statement it
evaluated whether it would fill a significant need and
whether the costs imposed to apply this proposed
Statement, as compared to other alternatives, would be
justified in relation to the overall benefits of the
resulting information. As part of that evaluation, the
Board carefully considered the impact of this proposed
Statement on nonpublic entities and made several
decisions to mitigate the incremental costs those
entities would incur in complying with its provisions.
For example, the Board decided to permit those
entities to elect to use either the fair-value-based
method or the intrinsic value method (with final
measurement of compensation cost at settlement date)
of accounting for share-based compensation
arrangements.  Additionally, the Board selected
transition provisions that it believes will minimize
costs of transition (most nonpublic entities would use a
prospective method of transition rather than the
modified prospective method required for public
entities). Moreover, the Board decided to extend the
effective date of this proposed Statement for nonpublic
entities to provide them additional time to study its
requirements and plan for transition. Do you believe
those decisions are appropriate? If not, why not?
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Should other modifications of this proposed
Statement’s provisions be made for those entities?

Issue 15: Some argue that the cost-benefit
considerations that led the Board to propose certain
accounting alternatives for nonpublic entities should
apply equally to small business issuers, as defined by
the Securities Exchange Act of 1934. Do you believe
that some or all of those alternatives should be
extended to those public entities?”

Also as noted above, the Board plans to discuss the views of individuals
representing small and medium-sized businesses regarding the above issues and
other aspects of the proposal at the inaugural meeting of the SBAC.

The Board will carefully consider during its public redeliberations of the proposal
the input received from users, auditors, and preparers of small business financial
reports and carefully consider whether the proposed requirements are cost
effective and meet the demands of those parties and the marketplace.

How Would the Proposal Improve Financial Reporting?

The proposal would improve financial reporting by requiring for the first time the
recognition of all compensation cost incurred as a result of receiving services in
exchange for valuable equity instruments issued by the employer. Recognizing all
compensation cost relating to equity-based compensation in the financial
statements improves the relevance and reliability of that financial information,
helping users of financial information to understand better the economic
transactions affecting an enterprise and to make better resource allocation
decisions. Such information specifically will help users of financial reports
understand the impact that equity-based compensation arrangements have on an
enterprise’s financial condition and operations.

That Board view was confirmed in a recent survey of 302 buy-side portfolio
managers and research professionals, who by a four-to-one margin indicated that
they believe the proposal, will improve transparency in financial reporting.® That
same survey found that “an overwhelming majority -- 90% -- of respondents
said they are opposed to any exemptions from the options expensing rule for
‘start-ups’ or technology companies.”

*2 Proposed Statement of Financial Accounting Standards, Share-Based Payment, pages iii and iv; see
Attachment 4 for the complete Notice for Recipients.

** Broadgate Consultants, Inc., “Institutional Investors Support FASB Options Expensing Proposal” (April
7,2004).

3% Id.; See Attachment 5 for additional excerpts from materials about the proposal and small business.
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In addition, a recent survey of 30 institutional technology investors found that
more than 90 percent support the Board’s effort to require firms to report
employee stock option expense in their income statements.”® That same survey
also found that nearly 70 percent of technology investors opposed exceptions
from the proposal for “newly public companies.”*

Both surveys are consistent with a 2001 survey of more than 18,000 analyst and
portfolio managers in which 83 percent of respondents agreed that employee stock
options are compensation and should be recognized as an expense in the income
statements of the enterprises that grant them.”

The proposal also would improve comparability by eliminating one of the two
different methods of accounting for equity-based compensation transactions that
were available to most enterprises (the Opinion 25 method) and would also
thereby simplify existing US GAAP. The existing accounting for equity-based
compensation had been specifically identified by many parties, including the SEC,
as an example of a “rules-based standard” that has “fueled the demand for
increased guidance” and that has led to further complex, detailed, and form-driven
rules.” Eliminating different methods of accounting for the same transaction leads
to improved comparability of financial statements because similar economic
transactions are accounted for similarly. That should, in turn, result in accounting
information that is more decision useful to creditors and investors.

The proposal also results in greater international comparability in the accounting
for equity-based compensation. In February 2004, the IASB issued International
Financial Reporting Standard (IFRS) 2, Share-based Payment.” Converging to a
common set of high-quality financial accounting standards on an international
basis for equity-based compensation improves the comparability of financial
information around the world and simplifies the accounting for enterprises that
report financial statements under both US GAAP and international accounting

55 Steven Milunovich and Richard Farmer, “Tech Stock Options—The Invisible Cash Flow Drain,” Merrill
Lynch Comment (February 3, 2004), page 7.

* Id. page 11 (emphasis added).

7 AIMR, “Analysts, Portfolio Managers Want Employee Stock Options Expensed on Income Statements,
Global AIMR Survey Shows.”

%% Staff of the US SEC, “Study Pursuant to Section 108(d) of the Sarbanes-Oxley Act of 2002 on the
Adoption by the United States Financial Reporting System of a Principles-Based Accounting Systern” (July
25, 2003), pages 24 and 25.

* Of note, in September 2003, the Accounting Standards Board (“AcSB™) of Canada issued Stock-Based
Compensation and Other Stock-Based Payments, Section 3870. Section 3870, consistent with IFRS 2 and
the FASB proposal, requires the expensing of all equity-based compensation. Significant concerns in
Canada about the inadequacies of the existing accounting for equity-based compensation led the AcSB to
take the unusual action of requiring that Section 3870 become effective in 2004, prior to completion of the
related FASB project and prior to the effective date of IFRS 2.
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standards. As indicated above, both the Act and the Policy Statement indicate
support of the US Congress and the SEC, respectively, for the FASB’s
convergence efforts.

What Is the Current Status of, and the FASB’s Plans Relating to, the Proposal?

As indicated above, the Board issued the proposal for public comment on March
31, 2004. Also as indicated above, the proposal includes a Notice that highlights
and describes twenty-two specific issues (three of which are related to small
businesses) that respondents might wish to consider in developing their
comments.” The comment period ends on June 30, 2004.

The Board plans to hold public roundtable meetings with interested users,
auditors, preparers, and compensation and valuation experts to discuss the issues
related to the proposal. Those roundtable meetings are scheduled to take place on
June 24, 2004, in Palo Alto, California, and June 29, 2004 in Norwalk,
Connecticut. The Board plans to seek participants for each meeting that represent
a wide variety of users, preparers, and auditors of financial reports, and
compensation and valuation experts. The Board also plans to discuss the views of
interested parties representing small and medium-sized businesses regarding the
proposal at the inaugural meeting of the SBAC to be held on May 11, 2004, in
Norwalk, Connecticut.

Following the end of the comment period, the Board will redeliberate at public
meetings the issues raised by the proposal. Those public redeliberations will be
thorough and objective.

The redeliberations, consistent with the FASB’s Rules of Procedure, will address
the key conceptual, measurement, disclosure, and cost-benefit issues raised by the
proposal and will include careful consideration of the input received by all parties.
The redeliberations also will benefit from the FASB staff and Board’s ongoing
discussion of the key issues with inferested parties from a broad range of
perspectives, including valuation and compensation experts that the FASB has
been consulting with and will continue to consult with throughout the entire
process.

Only after carefully evaluating all of the key issues and carefully considering the
input received in response to the proposal will the Board consider whether to issue
a final standard. No final standard may be issued without approval by a majority
vote of the Board.

“ See Attachment 4 for the Notice for Recipients.
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The Board’s current plans are to issue a final standard in the fourth quarter of this
year. As with all of the FASB’s activities, the FAF and the SEC will closely
monitor and oversee the Board’s due process on this important project.

Some Observations about Some of the More Common Arguments Offered by
Some Opponents of the Proposal.

Four of the more common arguments made by some of the opponents of the
Board’s proposal to improve the financial accounting and reporting for equity-
based compensation are (1) employee stock options do not represent a cost and,
therefore, should not be required to be expensed, (2) the cost of employee stock
options cannot be reliably estimated, (3) mandatory expensing of employee stock
options will eliminate broad-based stock option plans, and (4) mandatory
expensing of fixed plan employee stock options will have negative economic
consequences, including harmful implications to US technology leadership and job
creation. The following presents some observations about each of those
arguments.

Employee Stock Options Do Not Represent a Cost

In connection with the development of the proposal, the Board, after public
deliberations, decided by a unanimous vote that goods and services received from
any party in exchange for equity-based compensation should result in a cost that is
recognized in the financial statements. That decision led to the proposed
elimination of the existing exception that permits fixed plan employee stock
options to avoid expense recognition.

The basis for the Board’s proposed decision is that the Board agreed that all
employee stock options, including fixed plan stock options, have value and those
valuable financial instruments given to employees give rise to compensation cost
that is properly included in measuring an enterprise’s net income. Employee stock
options provide an employee a valuable right to buy an enterprise’s stock for a
fixed price during a fixed time period. Similar rights are bought and sold in
organized markets by speculators and other parties.

Furthermore, companies issue similar options and warrants to outside parties to
acquire goods and services and in connection with acquisitions and financing
transactions (and the fair value of those exchanges are always reported on the face
of the financial statements without exception). If such rights were not valuable,
employees, speculators, and other parties would not purchase them. Because
employees purchase those rights with services, those consumed services represent
an expense that is properly included in measuring an enterprise’s net income.
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The Board also discussed and disagreed with the related argument made by some
parties that equity-based compensation should not be reported as a cost and
deducted from earnings, but instead should only be reflected in diluted earnings
per share when the options are exercised. The Board noted that the argument
ignores the fact that all equity-based compensation, other than fixed plan
employee stock options, is currently reported as a cost and deducted from
earnings.

The Board believes that information about dilution from stock and stock option
issuances is relevant information for investors. Diluted earnings per share,
however, do not reflect all of the effects of equity-based compensation
transactions. *

In addition to potential dilution, equity-based compensation transactions also
affect the amount of the enterprise’s employee compensation costs. As noted
earlier, under existing accounting standards, all forms of equity-based
compensation, except for fixed plan employee stock options, are reported as part
of an enterprise’s employee compensation costs.

The Board believes that all compensation costs, including fixed plan employee
stock options costs, must be reported as an expense and deducted from earnings in
order to provide investors with sound, fair, and credible information about an
enterprise’s net income. As the Congressional Budget Office recently concluded
in its paper analyzing the accounting for employee stock options, “[i}f firms do
not recognize as an expense the fair value of employee stock options,
measured when the options are granted, the firms’ reported net income will
be overstated.”? More recently, in expressing support for the proposal in
testimony before the Joint Economic Committee last week, Federal Reserve
System Chairman Alan Greenspan commented that not expensing employee
stock options gives a distorted view of profitability ®

The Cost of Employee Stock Options Cannot Be Reliably Estimated

In its public deliberations leading to the development of the proposal, the Board
did not find persuasive the argument that the estimated fair value of employee
stock options based on currently available valuation techniques would be so
unreliable as to impair the credibility and comparability of financial statements.

' Of note, the diluted earnings per share calculation takes into account only those stock options that are in-
the-money and ignores the potential dilutive impact of options that are either at- or out-of-the-money.
FASB Statement No. 128, Earnings per Share (February 1997), paragraphs 20-23.

2 Congressional Budget Office, “Accounting for Employee Stock Options,” Summary, Section 2 of 3,
pages 1 and 2 (emphasis added).

© Stephen Taub, “Greenspan Endorses Expensing Options,” CFO.com (April 22, 2004).
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To the contrary, the Board believes that use of the Opinion 25 intrinsic value
method has and would continue to impair not only the relevance and reliability,
but also the credibility, of financial statements by omitting a potentially significant
component of the total cost of employee services.

The Board notes that thousands of public enterprises have been estimating the fair
value of employee stock options, generally consistent with the approach contained
in the proposal, and have been reporting those amounts in their audited financial
statement footnotes for eight years. Moreover, 483 enterprises, 113 of which
represent 41 percent of the S&P 500 index based on market capitalization, have
estimated and reported or will soon estimate and report all of their employee stock
options as an expense in their audited and certified financial statements generally
consistent with the proposal’s approach.®

In addition, many valuation experts and many other parties, including the
Congressional Budget Office, agree that employee stock options can be reliably
valued.® It is widely acknowledged that far more complicated financial
instruments, including long-dated and complex derivatives, and convertible bonds
containing embedded long-dated options, are valued in the marketplace daily and
that value is routinely reported by enterprises.”

Uncertainties inherent in estimates of the fair value of equity-based payment
arrangements are generally no more significant than the uncertainties inherent in
measurements of, for example, loan loss reserves, valuation allowances for
deferred tax assets, and pensions and other postretirement benefit obligations.”
For those items, as well for many other items in accounting involving the use of
estimates, enterprises are required to use appropriate measurement techniques,
relevant data, and management judgment in the preparation of financial
statements.® Few accrual-based accounting measurements can claim absolute

6 pat McConnell, Janet Pegg, Chris Senyek, and Dane Mott, “Companies That Currently Expense or
Intend to Expense Options Using the Fair Value Method,” Bear Stearns (February 12, 2004).
 Congressional Budget Office, “Accounting for Employee Stock Options,” Summary, Section 2 of 3, page
2, and Section 3 of 3, pages 5 and 6.

 Hearing on “H.R. 3574: Stock Option Accounting Reform Act,” Before the Subcommittee on Capital
Markets, Insurance and Government Sponsored Enterprises of the Committee on Financial Services,
Summary of Testimony of Robert C. Merton (March 3, 2004).

" Michael B. Clement, “Accounting: The Case for Expensing Stock Options,” Goldman Sachs Global
Equity Research (April 7, 2004), page 1.

¢ As an example, Intel Corporation’s (“Intel”) Form 10-K for fiscal year ended December 27, 2003,
includes a disclosure of “Critical Accounting Estimates” in Management’s Discussion and Analysis of
Financial Condition and Results of Operations. That disclosure describes “difficult and subjective
judgments” in five specific areas that Intel acknowledges “have a significant impact on the results we
report in our financial statements.” Those five areas include goodwill, non-marketable equity securities,
inventory, long-lived assets, and income taxes. Intel Form 10-K, pages 32-34,
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reliability, but most parties agree that financial statement recognition of estimated
amounts that are approximately right is preferable to the alternative—recognizing
no amounts.*

Mandatory Expensing of Employee Stock Options Will Eliminate Broad-Based
Stock Option Plans

If broad-based employee stock option plans are a good business decision, meaning
that the benefits derived from those plans exceed their costs, mandatory expensing
of fixed plan employee stock options should not lead to the elimination of broad-
based stock option plans. Many other forms of compensation, including pension
plans and Employee Stock Purchase Plans, have been and continue to be “broad-
based” at many enterprises, notwithstanding that those and other forms of
compensation, other than fixed plan employee stock options, are reported as an
expense.

As indicated above, Wal-Mart Stores, Inc., Netflix Inc., and Home Depot, Inc.,
have historically offered broad-based stock option plans to many nonexecutive
employees and have indicated that voluntarily adopting fair value expensing for all
employee stock options will not result in any curtailment of those programs. The
CEO of Netflix Inc. recently commented:

Thoughtful Silicon Valley CEO after CEO lines
up to say that closing the stock option loophole will
curtail the innovation economy as we know. But
Amazon, Microsoft and my company, Netflix, all
voluntarily converted last year to expensing, have
continued to give broad-based equity incentives, and
innovation continues unabated. Stock options may be
the symbol of the Silicon Valley culture, but it is not
the essence. We innovate because it thrills us, not
because of some accounting treatment.””

% Steven Milunovich and Richard Farmer, “Tech Stock Options—The Invisible Cash Flow Drain,” Merrill
Lynch Comment, page 5.
7 Reed Hastings, “Expense 1t!” The Wall Street Journal,
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Mandatory Expensing of Employee Stock Options Will Have Negative Economic
Consequences

Some opponents of the proposal argue that the recognition of compensation cost
based on fair value may have undesirable economic consequences, including
* harmful implications for US technology leadership and job creation.” As
indicated above, they often suggest that the required recognition of compensation
cost from equity-based payment arrangements is likely to cause some enterprises
to reduce, eliminate, or otherwise revise those arrangements. Some also contend
that recognition of compensation cost for employee stock options will raise the
cost of capital for enterprises that make extensive use of those options. All of
those assertions seem to be based on the presumptions that (1) most, if not all,
current equity-based arrangements are inherently desirable regardless of their cost
and (2) Opinion 25°s accounting requirements have only desirable economic
consequences. The Board considers neither presumption to be either supportable
or relevant in establishing accounting standards for equity-based payment
arrangements.

The Board’s operating precepts require it to consider issues in an evenhanded
manner, without attempting to encourage or to discourage specific actions. That
does not imply that improved financial reporting should have no economic
consequences. To the contrary, a change in accounting standards that result in
financial statements that are more relevant and representationally faithful, and thus
more useful for decision making, presumably would have economic consequences.
For example, required recognition of compensation cost based on the provisions of
the proposal would result in comparable accounting for all forms of employee
compensation. The Board believes that any decision to reassess and modify
existing equity-based payment arrangements would be based on information that
better represents the costs and benefits of various forms of compensation.

Some investors and others have noted the dramatic increase in the number of stock
options awarded to employees during recent years. The Board understands that
the vast majority of stock options awarded to employees are fixed plan employee
stock options for which enterprises that continued to use the accounting

* Some commentators have found it ironic that defending US jobs is used as an argument against the
FASB proposal, when many high technology and venture capital enterprises are at the same time trying to
convince Congress and other State legislators not to impose restrictions on outsourcing as they actively
promote the moverent of jobs overseas. Steven Milunovich and Richard Farmer, “Tech Stock Options—
The Invisible Cash Flow Drain,” Merrill Lynch Comment, page 6. Some recent articles discussing support
of outsourcing by representatives of the high technology or venture capital industries include Don Clark,
“Another Lure of Outsourcing: Job Expertise,” The Wall Street Journal (April 12, 2004); Ann Grimes,
“Venture Firms Seek Start-Ups That Outsource,” The Wall Street Journal (April 2, 2004); and Karl
Schoenberger, “Fears Over Offshoring Inflated, Says AeA, " Mercury News (March 24, 2004).
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requirements of Opinion 25 recognized no compensation expense. The accounting
under Opinion 25 treats most fixed plan employee stock options as though they
were a “free good,” which implies that the services received in exchange for those
options are obtained without incurring a cost. But employee services received in
exchange for stock options are not free. Stock options are valuable equity
instruments for which valuable consideration is received—consideration that
should be recognized regardless of whether it is in the form of cash, goods, or
services from employees or other suppliers. Accounting for fixed plan employee
stock options as though they imposed no cost on the enterprise that issues them
may encourage their substitution for other forms of compensation, such as stock
options or other instruments with performance or market conditions that may be
preferable in a particular situation. Requiring recognition of compensation cost
based on fair value increases the neutrality of financial reporting and removes an
accounting incentive for an entity to choose a form of incentive compensation—
fixed plan employee stock options—that may not be the most advantageous in its
circumstances.

Many would agree that an enterprise’s expenditures for a broad range of items,
such as pensions, education and training, environmental remediation, or
occupational, health, and safety programs, are expenditures that should be
encouraged. Those items, however, like all forms of employee compensation, are
a cost of the enterprise and properly reported as expenses in financial reports.

Of note, the above observations have generally been supported by many economic
experts who have reviewed the issue, including Federal Reserve Chairman Alan
Greenspan,” former Federal Reserve Chairman (and current chairman of the
Trustees of the International Accounting Standards Committee Foundation) Paul
A. Volcker,” Nobel Prize winning economists Robert C. Merton™ and Joseph E.
Stiglitz,” the Financial Economist Roundtable,” the Republican Staff of the Joint

72 Stephen Taub, “Greenspan Endorses Expensing Options,” CFO.com; Federal Reserve System Chairman
Alan Greenspan, Remarks at the 2002 Financial Markets Conference of the Federal Reserve Bank of
Atlanta, Sea Island, Georgia (May 3, 2002), pages 5 and 6.

> Hearing before the Subcommittee on Capital Markets, Insurance and Government Sponsored Enterprises
of the Committee on Financial Services, Testimony of Paul A. Volcker (June 3, 2002), pages 3 and 4.

™ Hearing on “H.R. 3574: Stock Option Accounting Reform Act,” Before the Subcommittee on Capital
Markets, Insurance and Government Sponsored Enterprises of the Committee on Financial Services,
Summary of Testimony of Robert C. Merton.

S Joseph E. Stiglitz, “The Roaring Nineties" (October 2003), pages 115-139.

7 Statement of Financial Economist Roundtable on the Controversy over Executive Compensation
{November 24, 2003).
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Economic Committee of the US Congress,” the Conference Board Commission on
Public Trust and Private Enterprise,” and the Congressional Budget Office.”

Conclusion

In conclusion, let me assure you, Chair Snowe, Ranking Member Kerry, and
Members of this Committee, that you, and the users, auditors, and preparers of
small business financial reports can have confidence that the Board will continue
to actively solicit input from representatives of small businesses in response to our
proposal. That input will be carefully considered in an open, thorough, and
objective manner that will best serve the interests of all parties and that will lead to
improving the transparency and credibility of financial reports and, thus, assisting
in the strengthening of the US economy.

Thank you again, Chair Snowe. Bob and I would welcome the opportunity to
respond to any questions.

" Joint Economic Committee, Republican Senate Staff, Economic Policy Research, “Understanding the
Stock Option Debate,” Report 107-04 (July 9, 2002), page 18.

" The Conference Board, “The Commission on Public Trust and Private Enterprise, Findings and
Recommendations, Part 1: Executive Compensation,” page 6.

™ The Congressional Budget Office, “Accounting for Employee Stock Options,” Section 3 of 3, pages 4
and 5.
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FACTS about FASB 2003-2004

401 Merritt 7, P.O. Box 5116, Norwalk, Connecticut 06856-5116 « www.fasb.org

Since 1973, the Financial Accounting Standards Board (FASB) has been the designated
organization in the private sector for establishing standards of financial accounting and
reporting. Those standards govern the preparation of financial reports. They are officially
recognized as authoritative by the Securities and Exchange Commission (Financial
Reporting Release No. 1, Section 101) and the American Institute of Certified Public
Accountants (Rule 203, Rules of Professional Conduct, as amended May 1973 and May
1979). Such standards are essential to the efficient functioning of the economy because
investors, creditors, auditors and others rely on credible, transparent and comparable
financial information.

The Securities and Exchange Commission (SEC) has statutory authority to establish
financial accounting and reporting standards for publicly held companies under the
Securities Exchange Act of 1934. Throughout its history, however, the Commission’s
policy has been to rely on the private sector for this function to the extent that the private
sector demonstrates ability to fulfill the responsibility in the public interest.

THE MISSION OF THE FINANCIAL ACCOUNTING STANDARDS BOARD

The mission of the Financial Accounting Standards Board (FASB) is to establish and
improve standards of financial accounting and reporting for the guidance and education of
the public, including issuers, auditors and users of financial information.

Accounting standards are essential to the efficient functioning of the economy because
decisions about the allocation of resources rely heavily on credible, concise, transparent
and understandable financial information. Financial information about the operations and
financial position of individual entities also is used by the public in making various other
kinds of decisions.

To accomplish its mission, the FASB acts to:

. Improve the usefulness of financial reporting by focusing on the
primary characteristics of relevance and reliability and on the qualities of
comparability and consistency;

. Keep standards current to reflect changes in methods of doing
business and changes in the economic environment;

. Consider promptly any significant areas of deficiency in financial
reporting that might be improved through the standard-setting process;

Financial Accounting Standards Board
Serving the investing public through transparent information resulting from high-quality
financial reporting standards, developed in an independent, pri tor, open due process.
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. Promote the international convergence of accounting standards
concurrent with improving the quality of financial reporting; and

. Improve the comimon understanding of the nature and purposes of
information contained in financial reports.

The FASB develops broad accounting concepts as well as standards for financial
reporting. It also provides guidance on implementation of standards. Concepts are useful
in guiding the Board in establishing standards and in providing a frame of reference, or
conceptual framework, for resolving accounting issues. The framework will help to
establish reasonable bounds for judgment in preparing financial information and to
increase understanding of, and confidence in, financial information on the part of users of
financial reports. It also will help the public to understand the nature and limitations of
information supplied by financial reporting.

The Board’s work on both concepts and standards is based on research aimed at gaining
new insights and ideas. Research is conducted by the FASB staff and others, including
foreign national and international accounting standard-setting bodies. The Board’s
activities are open to public participation and observation under the “due process”
mandated by formal Rules of Procedure. The FASB actively solicits the views of its
various constituencies on accounting issues.

The Board follows certain precepts in the conduct of its activities. They are:

0 To be objective in its decision making and to ensure, insofar as possible, the neutrality
of information resulting from its standards. To be neutral, information must report
economic activity as faithfully as possible without coloring the image it communicates for
the purpose of influencing behavior in any particular direction.

0 To weigh carefully the views of its constituents in developing concepts and standards.
However, the ultimate determinant of concepts and standards must be the Board’s
judgment, based on research, public input and careful deliberation about the usefulness of
the resulting information.

O To promulgate standards only when the expected benefits exceed the perceived costs.
While reliable, quantitative cost-benefit calculations are seldom possible, the Board
strives to determine that a proposed standard will meet a significant need and that the
costs it imposes, compared with possible alternatives, are justified in relation to the overall
benefits.

O To bring about needed changes in ways that minimize disruption to the continuity of
reporting practice. Reasonable effective dates and transition provisions are established
when new standards are introduced. The Board considers it desirable that change be
evolutionary to the extent that it can be accommodated by the need for relevance,
reliability, comparability and consistency.

0 To review the effects of past decisions and interpret, amend or replace standards in a
timely fashion when such action is indicated.
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The FASB is committed to following an open, orderly process for standard setting that
precludes placing any particular interest above the interests of the many who rely on
financial information. The Board believes that this broad public interest is best served by
developing neutral standards that result in accounting for similar transactions and
circumstances in a like manner and different transactions and circumstances should be
accounted for in a different manner.

AN INDEPENDENT STRUCTURE

Financial Accounting Standards Board (FASB}

The FASB is part of a structure that is independent of all other business and professional
organizations. Before the present structure was created, financial accounting and reporting
standards were established first by the Committee on Accounting Procedure of the
American Institute of Certified Public Accountants (1936-1959) and then by the
Accounting Principles Board, also a part of the AICPA (1959-1973). Pronouncements of
those predecessor bodies remain in force unless amended or superseded by the FASB.

Financial Accounting Standards Advisery Council (FASAC)

The FASAC has responsibility for consulting with the FASB as to technical issues on the
Board’s agenda, project priorities, matters likely to require the attention of the FASB,
selection and organization of task forces and such other matters as may be requested by
the FASB or its Chairman. At present, the Council has more than 30 members who are
broadly representative of preparers, auditors and users of financial information.

Financial Accounting Foundation (FAF)

The FAF, which was incorporated to operate exclusively for charitable, educational,
scientific and literary purposes within the meaning of Section 501(c)(3) of the Internal
Revenue Code, is responsible for selecting the members of the FASB and its advisory
council, ensuring adequate funding of their activities and exercising general oversight
with the exception of the FASB’s resolution of technical issues.

Governmental Accounting Standards Board

In 1984, the Foundation established a Governmental Accounting Standards Board
(GASB) to set standards of financial accounting and reporting for state and local
governmental units. As with the FASB, the Foundation is responsible for selecting its
members, ensuring adequate funding and exercising general oversight.

Trustees

The Foundation is separate from all other organizations. However, its Board of Trustees is
made up of members from constituent organizations having interest in financial reporting.
Nominees from constituent organizations are approved by the Trustees. There also are
Trustees-at-large who are not nominated by those organizations, but are chosen by the
sitting Trustees. The constituent organizations are:
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FAF Constituent Organizations

American Accounting Association

American Institute of Certified Public Accountants

Association for Investment Management and Research

Financial Executives International

Government Finance Officers Association

Institute of Management Accountants

National Association of State Auditors, Comptrollers and Treasurers
Securities Industry Association

The members of the FAF Board of Trustees are:

o Manuel H. Johnson (Chairman of the Board and President, FAF), Co-
Chairman, Johnson Smick International;

s Stephen C. Patrick (Vice President, FAF), Chief Financial Officer, Colgate-
Palmolive Company;

o Judith H. O’Dell (Secretary and Treasurer, FAF), President, O’Dell Valuation

Consulting LLC;

Robert E. Denham, Senior Partner, Munger, Tolles & Olson, LLP;

Samuel A. DiPiazza, Jr., Chief Executive Officer, PricewaterhouseCoopers;

Douglas R. Ellsworth, Director of Finance, Village of Schaumburg, 1llinois;

Barbara H. Franklin, President and Chief Executive Officer, Barbara Franklin

Enterprises;

o William H. Hansell, Executive Director Emeritus, International City/County
Management Association;

s Richard D. Johnson, Former Auditor of State, lowa;
Duncan M. McFarland, President, Chief Executive Officer and Managing
Partner, Wellington Management Company;

¢ Frank C. Minter, Retired Vice President and Chief Financial Officer, AT&T
International;

s Eugene D. O’Kelly, Chairman and Chief Executive Officer, KPMG LLP;

e Lee N. Price, President and Chief Executive Officer, Price Performance
Measurement Systems, Inc.; and

e Jerry J. Weygandt, Andersen Alumni Professor of Accounting, University of
Madison-Wisconsin.

AN OPEN DECISION-MAKING PROCESS

Actions of the FASB have an impact on many organizations within the Board’s large and
diverse constituency. It is essential that the Board’s decision-making process be
evenhanded. Accordingly, the FASB follows an extensive “due process” that is open to
public observation and participation. This process was modeled on the Federal
Administrative Procedure Act and, in several respects, is more demanding.
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HOW TOPICS ARE ADDED TO THE FASB’S TECHNICAL AGENDA

The FASB receives many requests for action on various financial accounting and
reporting topics from all segments of its diverse constituency, including the SEC. The
auditing profession is sensitive to emerging trends in practice and, consequently, itis a
frequent source of requests. Requests for action include both new topics and suggested
review or reconsideration of existing pronouncements.

The FASB is alert to trends in financial reporting through observation of published
reports, liaison with interested organizations and discussions with the EITF—see page
seven. In addition, the staff receives many technical inquiries by letter and telephone,
which may provide evidence that a particular topic, or aspect of an existing
pronouncement, has become a problem. The FASB also is alert to changes in the financial
reporting environment that may be brought about by new legislation or regulatory
decisions.

The Board turns to many other organizations and groups for advice and information on
various matters, including its agenda. Among the groups with which liaison is maintained
are the Accounting Standards Executive Committee (AcSEC) and Auditing Standards
Board of the AICPA, the International Accounting Standards Board (IASB), and the
appropriate committees of such organizations as the Association for Investment
Management and Research (AIMR), Financial Executives International (FEI) and Institute
of Management Accountants (IMA). As part of the agenda process, the Board may make
available for public comment agenda proposals that concisely describe the scope of
potential projects. The Financial Accounting Standards Advisory Council (FASAC)
regularly reviews the Board’s agenda priorities and consults on all major projects added to
the technical agenda.

After receiving input from the constituency, the Board must make its own decisions
regarding its technical agenda. To aid in the decision-making process, the Board has
developed a list of factors to which it refers in evaluating proposed topics.

Those factors include consideration of:

. Pervasiveness of the issue—the extent to which an issue is troublesome to
users, preparers, auditors or others; the extent to which there is diversity of
practice; and the likely duration of the issue (i.e., whether transitory or likely
to persist);

o Alternative solutions—the extent to which one or more alternative
solutions that will improve financial reporting in terms of relevance,
reliability and comparability are likely to be developed;

. Technical feasibility—the extent to which a technically sound solution can
be developed or whether the project under consideration should await
completion of other projects;

. Practical consequences—the extent to which an improved accounting
solution is likely to be acceptable generally, and the extent to which
addressing a particular subject (or not addressing it) might cause others to act,
e.g., the SEC or Congress;
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e Convergence possibilities—the extent to which there is an opportunity to
eliminate significant differences in standards or practices between the U.S.
and other countries with a resulting improvement in the quality of U.S.
standards; the extent to which it is likely that a common solution can be
reached; and the extent to which any significant impediments to convergence
can be identified;

o Cooperative opportunities—the extent to which there is international
support by one or more other standard setters for undertaking the project
jointly or through other cooperative means with the FASB; and

®  Resources—the extent to which there are adequate resources and expertise
available from the FASB, the IASB or another standard setter to complete the
project; and whether the FASB can leverage off the resources of another
standard setter in addressing the issue (and perhaps thereby add the project at
a relatively low incremental cost).

It is not possible to evaluate the above factors in precisely the same way and to the same
extent in every instance, but identification of factors to be considered helps to bring about
consistent decisions regarding the Board’s technical agenda.

Board Meetings

The core of the Board’s due process is open decision-making meetings and exposure of
proposed standards for public comment. Every technical project involves a number of
Board meetings. The Board meets as many times as necessary to resolve the issues. A
major project generally includes dozens of meetings over several years. All meetings are
open to public observers, although observers do not participate in the discussions, The
agenda for each meeting is announced in advance.

The staff presents written material, including analysis and recommendations, to the
Board members in advance as the basis for discussion in a Board meeting. The written
material is the result of extensive research by the staff, including a detailed review and
analysis of all of the significant alternative views for each issue to be discussed at the
meeting. The meeting format calls for oral presentation of a summary of the written
materials by the staff, followed by Board discussion of each issue presented and
questioning of the staff on the points raised. The Board may reach conclusions on one or
more of the issues presented. Any conclusions reached are tentative and may be changed
at future Board meetings.

The Exposure Draft
When the Board has reached conclusions on the issues, the staff is directed to prepare a
proposed Exposure Draft for consideration by the Board. After further discussion and
revisions, Board members vote by written ballot to issue the Exposure Draft. A majority
vote of the Board is required to approve a document. Alternative views, if any, are
explained in the document.

The Exposure Draft sets forth the proposed standards of financial accounting and
reporting, the proposed effective date and method of transition, background information
and an explanation of the basis for the Board’s conclusions.



230

At the end of the exposure period, generally 60 days, all comment letters and position
papers are analyzed by the staff. This is a search for new information and persuasive
arguments regarding the issues; it is not intended to be simply a “nose count” of how
many support or oppose a given point of view. In addition to studying this analysis, Board
members review the comment letters to help them in reaching conclusions.

Further Deliberation of the Board

After the comments have been analyzed and studied, the Board redeliberates the issues.
As in earlier stages of the process, all Board meetings are open to public observation. The
Board considers comments received on the Exposure Draft, and often incorporates
suggested changes in the final document. If substantial modifications appear to be
necessary, the Board may decide to issue a revised Exposure Draft for additional public
comment. When the Board is satisfied that all reasonable alternatives have been
considered adequately, the staff is directed to prepare a draft of a final document for
consideration by the Board. A vote is taken on the final document, again by written ballot.
Four votes are required for adoption of a pronouncement.

Statements of Financial Accounting Standards

The final product of most technical projects is a Statement of Financial Accounting
Standards (SFAS). Like the Exposure Draft, the Statement sets forth the actual standards,
the effective date and method of transition, background information, a brief summary of
research done on the project and the basis for the Board’s conclusions, including the
reasons for rejecting significant alternative solutions. It also identifies members of the
Board voting for and against its issuance and includes reasons for any dissents.

Additional Due Process

For major projects, the Board generally goes significantly beyond the core due process
described above. Soon after a major project is placed on the Board’s technical agenda, a
task force or working group usually is appointed, including preparers, auditors and users
of financial information who are knowledgeable about the subject matter. Experts from
other disciplines also may be appointed. Care is taken to ensure that various points of
view on the issues involved are represented.

The task force meets with and advises the Board and staff on the definition and scope of
the project, the nature and extent of any additional research that may be needed and the
preparation of a discussion document and related material as a basis for public comment.
Task force meetings are open to public observers. Task forces and working groups play an
important role in the standard-setting process by providing expertise, a diversity of
viewpoints and a mechanism for communication with those who may be affected by
proposed standards.

Before it begins deliberations on a new major project, the Board often asks the FASB
staff to prepare a Discussion Memorandum or other discussion document. The task force
provides significant assistance and advice in this effort. The discussion document
generally sets forth the definition of the problem, the scope of the project and the financial
accounting and reporting issues; discusses research findings and relevant literature; and
presents alternative solutions to the issues under consideration and arguments and
implications relative to each. The discussion document is published to invite constituents
to comment on the project before the Board begins deliberations.
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After a discussion document or an Exposure Draft is issued for public comment, the
Board may decide to hold a public hearing or a public roundtable meeting. These meetings
provide an opportunity for the Board and staff to ask questions about information and
viewpoints offered by constituents who participated in the comment process. Any
individual or organization may request to be heard at a public hearing, and the FASB
attempts to accommodate all such requests. Public observers are welcome.

Statements of Concepts

In addition to Statements of Financial Accounting Standards (SFAS), the FASB also
issues Statements of Concepts. Those do not establish new standards or require any
change in the application of existing accounting principles; instead, they are intended to
provide the Board and constituents with a foundation for setting standards and concepts
useful as tools for solving problems. The framework defined in the Statements of
Concepts helps the Board identify the right questions to ask in structuring technical
projects and contributes to a consistent approach over time. Because of their long-range
importance, Statements of Concepts are developed under the same extensive due process
the FASB follows in developing Statements of Financial Accounting Standards on major
topics.

Other Documents

In addition to broad issues of financial accounting and reporting, the Board considers
narrower issues related to implementation of existing standards and other problems arising
in practice. Depending on their nature, application and implementation problems may be
dealt with by the Board in Statements or Interpretations, by the staff in Technical Bulletins
or in Implementation Guidance in question-and-answer form. All of those are subject to
discussion at public Board meetings and to exposure for comment, although Technical
Bulletins and Implementation Guidance are exposed more narrowly.

Emerging Issues Task Force (EITF)

The EITF was formed in 1984 in response to the recommendations of the FASB’s task
force on timely financial reporting guidance and an FASB Invitation to Comment on those
recommendations. EITF members are drawn primarily from public accounting firms but
also include representatives of large companies. The Chief Accountant of the Securities
and Exchange Commission attends EITF meetings regularly as an observer with the
privilege of the floor. Lawrence W. Smith, FASB Director, Technical Application and
Implementation Activities, also serves as Chairman of the EITF.

Composition of the EITF is designed to include persons in a position to be aware of
emerging issues before they become widespread and before divergent practices regarding
them become entrenched. Therefore, if the group can reach a consensus on an issue,
usually that consensus is taken by the FASB as an indication that no Board action is
needed. A consensus is defined as an agreement, provided that no more than two of the
thirteen voting members object. Consensus positions of the EITF are considered part of
GAAP. If consensus is not possible, it may be an indication that action by the FASB is
necessary.

The EITF meets six times a year. Meetings are open to the public and, generally, are
attended by substantial numbers of observers. Because interest in the EITF is high, the
FASB has separate subscription plans for keeping up-to-date on the issues.
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Availability of Publications
To encourage public comment, Exposure Drafts and other discussion documents are
distributed primarily through the FASB website.

Statements of Standards, Statements of Concepts and Interpretations also are distributed
broadly when published through FASB subscription plans and may be purchased
separately by placing an order at the FASB website.

The FASB strives to keep the public informed of developments on its projects through a
monthly newsletter, The FASB Report, and a weekly notice, Action Alert, which provides
notice of upcoming Board meetings and their agendas with brief summaries of actions
taken at previous meetings. Action Alert is available by e-mail subscription at the FASB
website.

FASB Website
The FASB website includes general information about the Board and its activities,
information on upcoming public meetings, announcements of Board actions, summaries
and status of all active technical agenda projects, summaries of previously issued FASB
Statements and Interpretations, the quarterly plan for FASB projects and information
about membership in the Foundation, as well as information on how to order publications
online, by phone or mail.

The website can be accessed at www.fasb.org.

The Public Record

Transcripts of public hearings, letters of comment and position papers, research reports
and other relevant materials on projects leading to issuance of pronouncements become
part of the Board’s public record. The public records on all projects are available for
inspection in the public reference room at FASB headquarters in Norwalk, Connecticut.
Copies of public records also may be purchased at prices that vary according to the
volume of material that has to be copied by accessing the FASB website at www.fasb.org
or by contacting Records Retention at (203) 847-0700, ext. 270, for more information.

ADDITIONAL INFORMATION

General Information

For further information about the FASB, including Board meeting schedules, access the
FASB website at www.fasb.org, call or write Financial Accounting Standards Board, 401
Merritt 7, P.O. Box 5116, Norwalk, CT 06856-5116, telephone (203) 847-0700 or via e-
mail at director@fasb.org.

To Order Publications

Statements, Interpretations, Exposure Drafts and other documents published by the FASB
may be obtained by placing an order on the FASB website at www.fasb.org or by
contacting the FASB Order Department at 1-800-748-0659, weekdays 9:00 a.m. to 5:00
p.m. EST.
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Public Hearings and Comment Letters

For information about submitting written comments on documents or about public
hearings, access the FASB website at www.fasb.org or contact the FASB Project
Administration Department at (203) 847-0700, ext. 389,

Public Reference Room and Files

The FASB maintains a public reference room open during office hours, Monday through
Friday. The public reference room contains all FASB publications, comment letters on
documents and transcripts of public hearings. Copies of this material may be obtained for
a specified charge by accessing the FASB website at www.fasb.org or by contacting
Records Retention at (203) 847-0700, ext. 270, for an appointment.

* & K

To order additional copies of FACTS about FASB without charge, contact Public
Relations at (203) 847-0700, ext. 252, or fax a request to (203) 849-9714.

MEMBERS OF THE FASB

The seven members of the FASB serve full time and are required to sever all connections
with the firms or institutions they served prior to joining the Board. While collectively
they represent diverse backgrounds, they also must possess “knowledge of accounting,
finance and business, and a concern for the public interest in matters of financial
accounting and reporting.”

Board members are appointed for five-year terms and are eligible for reappointment to
one additional five-year term. Expiration dates (at June 30) of current terms are indicated
in captions beneath the members’ photographs,

Robert H. Hery was appointed FASB Chairman, effective July 1, 2002. He was a Senior
Partmer with PricewaterhouseCoopers, its North America Theater Leader of Professional,
Technical, Risk & Quality and a member of the firm’s Global and U.S. Boards. He also
served as a pari-time member of the IASB.

He joined Price Waterhouse upon graduating from the University of Manchester in
England with a B.A. degree in economics. He later joined Coopers & Lybrand as its
Senior Technical Partner and later held a similar position with PricewaterhouseCoopers.

He has authored numerous publications and chaired the AICPA SEC Regulations
Committee, the Transnational Auditors Committee of the International Federation of
Accountants and was a member of the EITF.

G. Michael Crooch was a Partner with Arthur Andersen and Director of the firm''s
International Professional Standards Group before joining the FASB on July 1, 2000. Mr.
Crooch was the American Institute of Certified Public Accountants’ (AICPA) delegate to
the International Accounting Standards Committee (IASC) and served on the IASC''s
Executive Committee. He also served on the Institute’s Accounting Standards Executive
Committee, including three years as the Committee Chairman. He earned bachelor’s and
master’s degrees from Oklahoma State University and a Ph.D. from Michigan State
University.
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Leslie F. Seidman was named to the FASB, effective July 1, 2003. Prior to joining the
Board, she managed her own financial reporting consulting firm. Among the previous
posts she held were Vice President at J.P. Morgan & Company, where she was
responsible for establishing accounting policies, and Assistant Director of Implementation
and Practice Issues at the FASB. She started her career as an auditor at Arthur Young &
Company. She earned a B.A. degree from Colgate University and an M.S. degree from
New York University.

Edward W. Trott was appointed as a member of the FASB, effective October 1, 1999.
Since 1992, he headed the Accounting Group of KPMG'’s Department of Professional
Practice. Before joining the Board, he was a member of the FASB's Emerging Issues Task
Force, the Financial Reporting Committee of the Institute of Management Accountants,
the FASB’s Advisory Council and the Accounting Standards Executive Committee and
Auditing Standards Board of the AICPA. He holds a bachelor's degree from the
University of North Carolina and an M.B.A. degree from the University of Texas.

Katherine Schipper was appointed to the FASB, effective September 2001. Prior to
Joining the FASB, she was the L. Palmer Fox Professor of Business Administration at
Duke University’'s Fugua School of Business. She has served the American Accounting
Association (AAA) as President and as Director of Research. She was a member of the
FASB’s Advisory Council (FASAC) from 1996 to 1999. Ms. Schipper holds a B.A. degree
Jfrom the University of Dayton and M.B.A., M.A. and Ph.D. degrees from the University of
Chicago.

Gary S. Schieneman was appointed to the FASB, effective July 1, 2001. Prior to joining
the FASB, Mr. Schieneman served as Director, Comparative Global Equity Analysis, of
Mervill Lynch. He is a member of the American Institute of Certified Public Accountants
(AICPA), the New York Society of Security Analysts and the Association for Investment
Management and Research (AIMR). He received a bachelor’s degree in accounting from
the University of lllinois and earned an M.B.A. degree from New York University.

George J. Batavick was named a member of the FASB, effective August 1, 2003. He was
previously Comptroller of Texaco Inc. where he had company-wide responsibility for
strategy and policy matters covering all aspects of accounting and financial reporting.
Prior to this post, he held a number of key positions, including Deputy Comptroller and
Director of Internal Auditing. Before joining Texaco, he was with Getty Oil Company. He
began his career at Arthur Andersen. He is a graduate of St. Joseph's University in
Philadelphia where he earned a B.S. degree.

FASB Staff

The Board is assisted by a staff of approximately 40 professionals drawn from public
accounting, industry, academe and government, plus support personnel. The staff works
directly with the Board and task forces, conducts research, participates in public hearings,
analyzes oral and written comments received from the public and prepares
recommendations and drafts of documents for consideration by the Board.
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FASB Fellows are an integral part of the research and technical activities staff. The
Fellowship program provides the Board the benefit of current experience in industry,
academe and public accounting and offers the Fellows first-hand experience in the
accounting standard-setting process. Fellows take a leave of absence from their firms or
universities and serve as project managers or consultants on a variety of projects.

Suzanne Q. Bielstein is Director, Major Projects and Technical Activities for the FASB.
Previously, she served in various capacities at the FASB, including Assistant Director of
Technical Research and Project Manager on the business combinations and combinations
Jor not-for-profit organizations. Prior to joining the FASB in early 1999, she spent five
years with Caradon plc in two different roles—Vice President of Planning, North
America, and Vice President and Corporate Controller of Clarke American Checks, Inc.
(a subsidiary of Caradon). Before joining Caradon, Ms. Bielstein was an Audit Partner at
KPMG in Boston. Ms. Bielstein earned a B.B.A. degree in accounting from the University
of Notre Dame.

Kimberley Ryan Petrone, who has been a member of the FASB staff since 1989, was
named Director, Planning, Development and Support Activities in April 2002. Previously,
Ms. Petrone was a Project Manager on the Board’s business combinations project from
1997 through issuance of Statements 141 and 142 in July 2001 and has been involved in a
number of other FASB projects. Before joining the FASB, Ms. Petrone was a Corporate
Accounting and Financial Reporting Manager with Savin Corporation. Prior to Savin,
she was with AMAX Inc. She earned a B.S. degree in accounting from the University of
Bridgeport and an M.B.A. degree from the University of Connecticut.

Lawrence W. Smith was named Director, Technical Application and Implementation
Activities of the FASB in August 2002. Prior to assuming this post, he was a Parter with
KPMG for 14 years, headquariered most recently in Stamford, Connecticut. From 1992~
1996, Mr. Smith served as a Partner in KPMG's Department of Professional Practice in
New York. During his 25-year tenure with KPMG, he served as Engagement Partner and
SEC Reviewing Partner on a number of international Fortune 1000 clients. He is a past
member of the Technical Standards Subcommittee of the Professional Ethics Committee of
the AICPA. Mr. Smith received an M.S. degree in accounting from Northeastern
University.
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Excerpts from Recent Materials about the Importance of the FASB’s Independence
and Concerns about Proposed Legislation

Enron, WorldCom, and other corporate governance failures demonstrate the
dangers of not having independent accounting and auditing standards.

If Congress interferes with the FASB proposal, the dangerous precedent of
intervention into accounting standards will be set. Congressional interference is
detrimental to the independent nature of the FASB and the accounting treatment of stock
options is a matter best left to FASB to determine.

The Honorable Daniel K. Akaka, Ranking Member, Financial Management, the Budget,
and International Security Subcommittee of the Committee on Governmental Affairs,
United States Senate, April 20, 2004

I know there are several bills in Washington that could erode confidence in the
FASB, including the Enzi-Reid Stock Option Accounting Reform Act. While I
personally won’t tell you how to vote on that specific piece of legislation, it is absolutely
critical that . . . you do everything you can to keep accounting standard setting in the
private sector and preserve the role of the FASB. No accounting body has ever worked
so well and it is unlikely that any replacement or increased government oversight will
improve upon its performance.

W. Steve Albrecht, Professor of Accounting and Associate Dean, Marriott School of
Management, Brigham Young University, March 5, 2004

Politics and financial-reporting standards don’t mix. Accounting standards
should be set by an independent and objective group of experts, free from political
pressure, after careful study and an open comment period in which feedback is invited
from all constituents. That is FASB’s mandate. Elected officials must overcome the
temptation to intervene and set a “politically correct” agenda for an independent
standard-setter.

The Association for Investment Management and Research (a worldwide, non-profit
professional association of 70,000 securities analysts, fund managers, and investment
advisors), April 9, 2004
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Financial markets’ credibility and health would be best served if options were
treated as an expense and Congress respected the independence of the FASB.

The Baltimore Sun, April 16, 2004

By and large FASB would be better off if Congress just stayed out of the
rulemaking process.

Dennis R. Beresford, Executive Professor of Accounting, The University of Georgia, and
Jormer Chairman of the Financial Accounting Standards Board, March 22, 2004

It is very disappointing to see that members of Congress are again threatening to
veto FASB on accounting for stock options. It is in no one’s best interest to politicize
accounting, and I hope that there will be a more evenhanded debate this time.

Dennis R. Beresford, Executive Professor of Accounting, The University of Georgia, and
Jormer Chairman of the Financial Accounting Standards Board, July 2003

I urge you to support the Financial Accounting Standards Board, its due process
and the importance of maintaining the continuation of independent private-sector
initiatives in the development and setting of accounting and financial standards.

Richard H. Booth, President and Chief Executive Officer, HSB Group, Inc., March 3,
2004

Companies who voluntarily expense have already begun to demonstrate that it
yields more accurate earnings numbers, restores investor confidence, and can be
accomplished without eliminating the benefits for rank-and-file employees. While H.R.
3574 would delay the implementation of FASB requirements, I strongly believe we must
act now to increase discipline within the system and strengthen investor confidence by
ending the special treatment that stock options have enjoyed for decades.

The Honorable Michael N. Castle, United States House of Representatives, March 3,
2004
1 would like to reiterate my support for an independent FASB to bring this project

to a timely conclusion with the accounting they have proposed.

Jack T. Ciesielski, President, R.G. Associates, Inc., April 21, 2004
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In my years of observing the standard setting process, I’ve seen the Board develop
improved accounting standards with an unmatched level of openness and fairness. Their
standards will not make everyone happy — in addressing the complicated issues they’re
charged with, it’s impossible to satisfy all parties involved. The reason we’re here is
because some of the FASB’s constituents are so unhappy with their attempts to reform
the accounting for option compensation that they’ve pulled Congress into the process.
They’re seeking a legislative answer to an accounting rule they oppose, and in doing so,
usurping the FASB’s authority to set standards. I believe that the FASB’s ability to
develop impartial standards resulting in robust information for investors to use would be
seriously hampered if legislative intervention becomes the norm for disagreeing with
their pronouncements, and a blueprint for such behavior was created the last time the
Board attempted to remedy option compensation accounting ten years ago. While it may
benefit a few of the Board’s constituents to preserve the broken accounting model, in the
long run our capital markets would likely suffer — and result in capital being misallocated
in the economy.

Jack T. Ciesielski, President, R.G. Associates, Inc., April 20, 2004

Which brings me to the deeper and far more troubling core of what is wrong with
this bill: the compromising of the FASB’s independence. [ oppose the injection of
Congressional bias into the independent standard-setting process of the FASB — a process
that was strongly endorsed by Congress during the development of the Sarbanes-Oxley
Act, and ultimately embedded in the Act itself.

Jack T. Ciesielski, President, R.G. Associates, Inc., March, 1, 2004

The eagerness of lawmakers to work with Silicon Valley executives on legislation
to control accounting standard-setting is a frightening sight to behold; it provides more
evidence of the need for standard-setting that’s out of their direct political grasp. An
independent FASB is the best hope of America’s individual investors, who don’t have a
well-oiled lobbying machine and aren’t well-represented by elected officials.

Jack T. Ciesielski, President, R.G. Associates, Inc., May 5, 2003
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Until the properly authorized expert independent organization, FASB, acts to
correct this problem, many companies will hide behind differing earnings treatments and
disdain performance-based options even while recognizing that they are the better
approach to executive compensation. Congress should be careful not to politicize this
issue and should permit FASB to take on this issue on its intrinsic merits. The recent
support of the FASB by SEC Chairman Donaldson is encouraging as to the view at the
SEC.

Peter C. Clapman, Senior Vice President and Chief Counsel of Corporate Governance,
TIAA-CREF (a full-service financial services provider with approximately $262 billion in
assets under management supporting the pensions of nearly 3 million individuals at
nearly 15,000 institutions in the educational and research field), May 20, 2003

The Securities and Exchange Commission long ago recognized the private
sector’s role in establishing accounting standards. We believe it would be a shame for
this Congress to undo almost 70 years of independent thinking in this critical area.

Scott Curtin, Managing Partner, Grant Thornton LLP, Kansas City, April 13, 2004

The integrity of financial reporting requires that U.S. companies expense all stock
options, contrary to the proposal of the Stock Option Accounting Reform Act (S. 1890 &
H.R. 3574). The expensing of only stock options held by the five most highly
compensated executive officers has the effect of overstating the profitability and assets of
a corporation, and thereby misleading investors.

Richard A. Curtis, Executive Director, The Highway Patrol Retirement System (a 3625
million pension fund), February 5, 2004

It is critical for the FASB to debate and make decisions without government
intervention.

Donald P. Delves, President, The Delves Group, April 20, 2004

While I am passionate about requiring the expensing of stock options, the
principal purpose of this letter is to ask that the FASB be allowed to do its job. Congress
should stay out of the debate. Congress has also been bashing auditors (partly justified)
for not standing up to their clients. It is alleged that the auditors champion the interests of
their clients for fear of losing fees. They are criticized of this even when the clients’
interests prove to be correct. Many members of Congress are guilty of championing the
interests of their constituents, regardless of how senseless the cause, for fear of losing
political contributions. A pretty safe, if not honorable, thing to do 10 years ago. Now,
however, when (it is estimated) 500 companies are voluntarily adopting the expensing of
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stock options and many investor advocates have favored expensing, those in Congress
must realize it isn’t only the ones that pass out all the contributions that have a vote!

Raymond L. Dever, CPA (Retired), Tucson, AZ, February 26, 2004

The supporters of this bill insult the intelligence of anybody with knowledge of
accounting or finance. Not expensing employee stock options is accounting FRAUD.
Chairman Alan Greenspan says options “should be expensed,” and the argument that they
can’t be accurately valued is “flat wrong.” When it comes to options Silicon Valley will
only be happy with options having a value of zero, anything else is not acceptable to
TechNet. The Black-Scholes options” pricing model is time tested, elegant, and accurate.

Andrew H. Dral, Sacramento, CA, December 30, 2003

Allow the Experts to Require Expensing of Options—Keep Politics Out. Options
are a critical compensation tool, but they are not free. Current rules allow companies to
choose not to list options as an expense on their financial statements. When options are
not expensed, financial statements do not accurately reflect a company’s true financial
state. In addition, current rules can encourage executive pay packages bloated with
options grants that appear “free” to the company. The Financial Accounting Standards
Board has stated its intent to require companies to list the cost of stock options in their
financial statements. In 1994, Congress blocked a similar effort. . . . [Tlhis time,
Congress must keep out and allow FASB to require options expensing.

The Honorable John Edwards, United States Senate, July 7, 2003

.. . [Plolitical interference with the private-sector accounting board is a dangerouns
precedence.

The Honorable Peter G. Fitzgerald, Chairman of the Financial Management, the
Budget, and International Security Subcommittee of the Committee on Governmental
Affairs, United States Senate, April 20, 2004

Congress should not substitute political decisions for the technical accounting
decisions of our private sector independent accounting standards board. I will use every
option at my disposal to fight any legislation that would undo the new rule or otherwise
threaten independence.

The Honorable Peter G. Fitzgerald, Chairman of the Financial Management, the
Budget, and International Security Subcommittee of the Committee on Governmental
Affairs, United States Senate, April 1, 2004
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U.S. Financial markets remain the envy of the world due to the quality, timeliness
and credibility of the financial information and disclosures provided by companies. The
result is better allocation of resources and lower overall cost of capital. We here in
Congress must ensure that this remains the case by allowing our standard-setter to
operate independent of public and private special interests.

As we discuss FASB’s proposal, 1 continue to encourage my colleagues to
support the position that the role of FASB is to pursue transparency and accuracy in
accounting standards, not to choose among competing public policies. We should not be
setting accounting standards on a political basis.

The Honorable Paul E. Gillmor, United States House of Representatives, April
21, 2004

After the disastrous financial accounting scandals of ENRON and TYCO, it is
best for accounting standards to be determined by the experts, not politicians. We urge
you to oppose H.R. 3574 or any legislation that interferes with the full adoption of
FASB’s new draft rule and their independence.

The Honorable Paul E. Gillmor, The Honorable Michael Castle, and The
Honorable Pete Stark, United States House of Representatives, April 1, 2004

H.R. 3574 would undo the progress made by the Sarbanes-Oxley Act of 2002 and
recent Securities and Exchange Commission (SEC) Policy Statement reaffirming the
Financial Accounting Standards Board (FASB) as the nation’s accounting standard setter.
Protecting the standard-setting process from political intervention was an important
reason for these recent steps. The role of FASB is to pursue transparency and accuracy in
accounting standards, not to choose among competing public policies. The FASB
designs the ruler. It is for others to decide what to do with the measurements.

The Honorable Paul E. Gillmor, United States House of Representatives, March
4, 2004

We should not be setting accounting standards on a political basis. Also, the
failure to expense options provides false and misleading statements to shareholders,
because it does not accurately report the true costs to the company and shareholders,
which explains the broad support for stock options expensing by financial experts such as
SEC Chairman William Donaldson, Federal Reserve Chairman Alan Greenspan, former
Fed Chairman Paul Volcker and Warren Buffett.

The Honorable Paul E. Gillmor, United States House of Representatives, March
3, 2004
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Some members of Congress say they need to “protect” stock options to protect
American technological leadership. That is a useful goal, and there are many things
lawmakers could do to help attain it. Adequately funding federal research is one of them;
conspiring with tech companies to perpetuate an accounting fiction isn’t.

Lee Gomes, The Wall Street Journal, March 22, 2004

I think it would be a bad mistake for Congress to impede FASB.

The Honorable Alan Greenspan, Chairman, Federal Reserve System, April 21,
2004

We are writing to you to again express our views on H.R. 3574, “Stock Option
Accounting Reform Act” and to urge Congress not to prevent the Financial Accounting
Standards Board from doing its job of independently setting U.S. accounting standards.
We believe that this pending legislation should be withdrawn and that the authority of
FASB not be undermined by this legislation.

Laurie Fiori Hacking, Executive Director, Ohio Public Employees Retirement
System (a 858.7 billion fund serving three guarters of a million Ohioans, making the
system the 10" largest state pension fund in the U.S.), April 5, 2004

Requiring companies to expense only options granted to the CEO and the next
four highest compensated executives, as proposed in S. 1890, is insufficient, and it
appears to be based on a desire to report overly optimistic numbers rather than report
comprehensive financial information. However, this is a decision that should not be
made in Congress. Rather, the Financial Accounting Standards Board (FASB), an(]
independent entity, is where this decision making should take place.

Laurie Fiori Hacking, Executive Director, Ohio Public Employees Retirement
System (a 856 billion fund serving three quarters of a million Ohioans, making the system
the 10" largest state pension fund in the U.S.), December 18, 2003

Congress should keep out of the accounting principles debate because most
members of Congress are not schooled in accounting as an information science or as a
behavior catalyst or as an economic measurement.

Mark E. Haskins, Professor of Business Administration, Darden School of Graduate
Business Administration, University of Virginia, March 22, 2004
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To make the problem worse, my industry is now trying to get Congress to
compromise the independence of the accountants on accounting policy. Hopefully
Congress will demur. The SEC and FASB are not perfect, but they are good accountants
and need to retain their independence,

Reed Hastings, CEO, Netflix Inc., April 5, 2004

Allowing FASB to determine the proper accounting treatment for stock options
will mean that the treatment will be fairly reflected in the financial statements. For
Congress to intervene in the issue of the proper treatment of stock options would mean
that the accounting rules would reflect considerations other than fairly representing the
financial condition of the business. This does not promote transparency in financial
statements and thus is not in the best interests of the investor. Therefore, we urge you to
oppose . .. [S. 1890/H.R. 3574].

J. Thomas Higginbotham, American Institute of Certified Public Accountants (the
national, professional organization of CPAs, with more than 330,000 members in
business and industry, public practice, government and education), March 11, 2004

It may seem attractive to put off this fight once again, but it is not going away.
H.R. 1372 is an understandable effort, but the studies contemplated by H.R. 1372 are no
answer to the problem. They are only a reason for another delay.

The Honorable Roderick M. Hills, former Chairman of the United States
Securities and Exchange Commission, June 3, 2003

This is not the first time FASB has attempted to require appropriate expensing of
stock options. In the mid-1990’s FASB attempted to require option expensing, but was
pressured by Congress to abandon its position. This thwarting of FASB’s role as an
independent body did nothing to protect sharcholders from the corporate collapses that
have plagued investors over the past several years. This time, we hope Congress will
respect FASB’s independence and not interfere with a process that we believe will result
in providing shareholders with more transparent financial statements.

James P. Hoffa, General President, International Brotherhood of Teamsters
(representing 1.4 million active members and over 600,000 retirees, and individual
pension and health and welfare benefit trusts with assets over 3100 billion), March 3,
2004

The exposure draft by the Financial Accounting Standards Board, recommending
that stock options be expensed on the income statement . . . produced an even greater
howl of outrage from the tech sector and its tame politicians than had been expected. ...
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. When politicians . . . . start setting accounting rules, the U.S. financial system is in
trouble!

Martin Hutchinson, United Press International, April 5, 2004

As we proceed today, I must caution my colleagues once again about the ongoing
need to protect the independence of the Financial Accounting Standards Board. A decade
ago, the Congress unfortunately strong-armed this private regulatory body into
abandoning its efforts to adopt a rule requiring stock options expensing. We now know
that this retreat contributed to the financial storm on Wall Street in 2001 and 2002.

The Honorable Paul E. Kanjorski, Ranking Member, Subcommittee on Capital
Markets, Insurance, and Government Sponsored Enterprises, Committee on Financial
Services, United States House of Representatives, April 21, 2004

Other leaders on Capitol Hill have agreed with me about the wisdom of protecting
the independence of the Financial Accounting Standards Board. Earlier this year, Senator
Shelby and Senator Sarbanes, the two most powerful members of the Senate Banking
Committee, asserted their bipartisan opposition to intervening in the activities of the
board. Chairman Oxley has also previously said that compromising the independence of
the private board that set accounting rules “could negatively impact efforts to improve the
transparency of financial reports.” I wholeheartedly agree. Deciding what should be
accounted for and how it should be accounted for is the job of the Financial Accounting
Standards Board, not the Congress.

The Honorable Paul E. Kanjorski, Ranking Member, Subcommittee on Capital
Markets, Insurance, and Government Sponsored Enterprises, Committee on Financial
Services, United States House of Representatives, March 3, 2004

The expensing of stock options is fong overdue. It will help bring corporate
balance sheets into line with reality, and allow investors to measure the true value of
executive compensation packages. ... In the name of transparency, this bill would
actually allow corporations to continue to obscure critical information. It is dramatically
out of step with the increasing demand for openness and transparency in the wake of the
corporate scandals of the last two years.

Adam Kanzer, Director of Shareholder Advocacy, Domini Social Investments,
August 13, 2003

Although Congress has an important oversight role with respect to financial
accounting and reporting for public enterprises, Congress should not be getting involved
in writing specific accounting standards. The FASB must be allowed to exercise its
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independence to study the issues and promulgate appropriate accounting standards under
a full due process open to public debate. Congress should not override FASB’s expertise
in accounting matters. The Board was established as an independent body to try and
avoid undue influence by any single party. The Board’s thorough, open, and public due
process is subject to active oversight by the private sector Financial Accounting
Foundation and the United States Securities and Exchange Commission. We would be
very concerned if political influence was brought to bear on a financial statement line
item.

Claude Lamoureux, Interim Chair, Accounting and Auditing Practices
Committee, The International Corporate Governance Network (an international network
of institutional investors, shareholder advocates and corporate governance experis
collectively holding move than 310 trillion in assets), February 2, 2004

The bill, which purports to bridge the gap between expensing and antiexpensing
factions, does nothing of the sort. It would require expensing only of options granted to
each company’s chief executive and the four other highest-paid executives — and mandate
the use of a valuation method that amounts to a cure worse then the disease.

Louis Lavelle, BusinessWeek, November 26, 2003

FASB . . . resisted enormous pressure from corporate executives when they
decided to end the accounting that keeps stock options off corporate books as an expense,
thereby making a company’s earnings look better than they are. Hopefully, Congress
will also stand up to the powerful political forces being brought to bear to overrule
FASB. Congress should protect FASB’s independence and its resolution of controversial
accounting issues based on accounting expertise rather than political considerations.
That’s what we committed to do two years ago when we enacted the Sarbanes-Oxley Act,
and it is critical that, in this first big test, we continue to champion, preserve, and fortify
FASB’s independence.

The Honorable Carl Levin, United States Senate, April 20, 2004

Some in Congress are proposing to overrule FASB, but many industry leaders and
investors have already spoken out against legislation that would interfere with FASB’s
independent judgment on accounting issues, including Alan Greenspan, William
Donaldson, John Snow, Paul Volcker, Arthur Levitt, Charles Bowsher, Warren Buffett,
John Biggs, the Investment Company Institute, Council of Institutional Investors, AFL-
ClO, and Consumer Federation of America, to list a few.

The Honorable Carl Levin and The Honorable John McCain, United States
Senate, March 31, 2004
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Stock options are the 800 pound gorilla that has yet to be caged by corporate
reform. Corporate scandals have shown how current U.S. accounting rules are fueling
stock option abuses linked to deceptive accounting, excessive executive pay, and
nonpayment of taxes by profitable corporations. Honest accounting of stock options
would strengthen the accuracy of U.S. financial statements and help restore investor
confidence in our financial markets. FASB and the International Accounting Standards
Board have already proposed treating stock options as an expense, and over 275 U.S,
companies have begun doing so on a voluntary basis. Legislation blocking requirements
for stock option expensing is not only wrong on the issue, it is also an attack on FASB’s
independence. The legislation would take the unprecedented step of directing the SEC,
once FASB exercises its independent judgment on an accounting issue, not to recognize
or enforce that accounting judgment. It sends exactly the wrong message to investors
about our commitment to accounting reform.

The Honorable Carl Levin, United States Senate, May 1, 2003

Naturally, Congress also has opinions. On the House side, a significant number
of Representatives (many no doubt influenced by campaign contributions) think that
FASB should be stopped in its tracks. But on the Senate side, Richard Shelby (R-
Alabama), chairman of the Banking Committee, which has jurisdiction over the matter,
seems determined to keep Congress out of it. The setting of accounting standards, he
says, “should be left to the professionals.”

Carol J. Loomis, Fortune, April 19, 2004

A lobbying blitz has begun to derail the FASB once again. Two bills have been
introduced in Congress. One would deter the FASB from acting for three years while the
issue was “studied,” as if it hadn’t been studied to death. The other would dictate a
compromise rule change that would leave the issued hopelessly muddled.

Congress, which has the ultimate say on whether Washington intervenes, is
divided. Write your congressman: Don’t let the silicon pigs skin you again.

Roger Lowenstein, author of “Origins of the Crash: The Great Bubble and Its
Undoing” and an outside director of the Sequoia Fund, SmartMoney, April 2004

While I may suggest a different model than FASB ultimately adopts, let me be
clear: anything FASB does on this is better than the existing approach, and anything
Congress does to stand in the way is nothing but thuggery. FASB’s interest is to
optimize information flow. Congressional machinations to limit this flow are ultimately
a cost to all of us for the benefit of the few. That’s wrong.
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We’re not talking about a change in economics, but rather a change in information
flow. Where Congress is seeking to restrict information flow for the benefit of few flies
in the face of what a non-political entity like FASB is chartered to do in the first place.

Bill Mann, Senior Analyst, The Motley Fool, and Member of the FASB'’s
User Advisory Council, March 17, 2004

The Senate holds hearings today to discuss a bill that would once again place
political limitations on the FASB’s ability to make decisions on what constitutes good
accounting. AeA and other well-heeled lobbying groups have already spent enormous
sums pressing their cases on why this is a disaster for American entrepreneurial spirit — as
is their right to do. While I find their arguments bankrupt and their attitude decidedly
anti-shareholder, they’ve got the kind of currency that counts in the halls of Washington:
big dollars.

Bill Mann, Senior Analyst, The Motley Fool, and Member of the FASB'’s User
Advisory Council, November 12, 2003

FASB has the expertise and independence to resolve stock option accounting, and
Congress should not be legislating accounting rules or threatening FASB’s independence.

The Honorable John McCain, United States Senate, March 31, 2004

The expensing of stock options allows investors, analysts, corporate executives
and employees, and auditors to properly understand the bottom line of corporations. This
legislation blocking stock option expensing not only undermines FASB’s independence,
but undermines the effort to restore confidence in our financial markets as well.

The Honorable John McCain, United States Senate, May 1, 2003
Any politician who touches this is touching a real third rail now. They’d be
promoting bad accounting and kowtowing to rich C.E.O.’s of tech companies dangling
campaign contributions,
Patrick S. McGurn, Special Counsel, Institutional Shareholder Services, March
21, 2004

This is tech-executive protectionism masquerading as reform.

Patrick S. McGurn, Special Counsel, Institutional Shareholder Services,
November 20, 2003
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H.R. 3574 holds that if a pricing model is used to determine the fair value of an
option, the assumed volatility of the underlying stock shall be zero. It is the case that
under the assumption of zero volatility, any pricing model used will give about the same
estimate of value. Thus, in effect, H.R. 3574 specifies the option-pricing model to use for
expensing. This option valuation model is seriously flawed as an estimator of fair value.
It is universally accepted that a large part of an option’s value is the result of the volatility
of the underlying stock price. But there are no real-world traded stocks whose volatility
is zero and furthermore, technology firms which issue large amounts of options tend to
have above-average levels of volatility. Thus the mandated approach of H.R. 3574 will
uniformly undervalue all options and for at-the-money options it will uniformly
undervalue the options by a large amount. This one provision will de facto preserve the
current and past practice of not expensing options issued at or out of the money.

Robert C. Merton, John and Natty McArthur University Professor, Harvard
Business School, and 1997 recipient of the Alfred Nobel Memorial Prize in Economic
Sciences, March 3, 2004

As a Certified Public Accountant, I am very concerned over the government
intervention in the setting of accounting standards. At present two bills (S 1890 and HR
3574) are before Congress that attempt to implement a political remedy to the highly
publicized stock option controversy.

I urge you to support the accounting and financial community’s efforts to pursue a
comprehensive and reasonable course in setting accounting standards. The Financial
Accounting Standards Board is currently considering the accounting issues related to
stock options in a national as well as global context.

I ask that you support private sector standards settings and oppose the S 1890.

Russell V. Meyers, Certified Public Accountant, Witt Mares Eggleston Smith,
PLC, March 16, 2004

The tech lobby continues to argue against expensing options; we disagree and
expose the flawed logic. . ..

Investors we surveyed don’t accept the tech lobby’s argument that job
creation and U.S. competitiveness require keeping option expense out of the income
statement. Investors also shun creative legislative attempts such as limiting expense to
five executives and exempting newly public companies for three years.

Steven Milunovich, CFA, First Vice President, and Richard Farmer, Assistant
Vice President, Merrill Lynch Global Securities Research & Economics Group, Global
Fundamental Equity Research Departiment, Merrill Lynch, February 3, 2004
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Consider the 10-year war over stock options accounting. Even the scarecrow can
sce that options should be deducted from revenues along with employee costs. But some
technology titans, who like being able to siphon off shareholder wealth, continue to battle
against truth in financial statements. They urge employees to write to Congress and they
pay lobbyists to sprinkle money in all the right places on Capitol Hill.

Gretchen Morgenson, The New York Times, March 21, 2004

Investors and the capital markets rely on transparent financial reporting and an
independent accounting standard-setting process. As we have previously stated in other
contexts, we urge Congress to preserve the independence of the Financial Accounting
Standards Board (FASB) and to avoid legislation that would have the effect of restricting
the FASB’s ability to establish accounting standards.

Further, we reaffirm our support, already expressed to the FASB, for the
mandatory expensing of all employee stock options, whose fair value would be
determined in a manner suitable for the reporting company.

Dennis M. Nally, Chairman and Senior Partner, PricewaterhouseCoopers LLP,
Eugene O Kelly, Chairman and Chief Executive Officer, KPMG LLP, James H. Quigley,
Chief Executive Officer, Deloitte & Touche USA LLP, and James S. Turley, Global
Chairman and CEQ, Ernst & Young LLP, March 17, 2004

I firmly believe that Congress should continue to leave accounting standard
setting in the private sector, with the understanding that the SEC already has ultimate
authority with respect to accounting at publicly traded companies.

By not supporting this legislation, you would be acting to maintain high-quality
independent private-sector financial-accounting standard setting in the United States.

Mark W. Nelson, Eleanora and George Landew Professor of Management and
Professor of Accounting, Cornell University’s Johnson Graduate School of Management,
March 3, 2004

THE stock market bubble might have been less severe. The wild swings in
federal budget deficits might have been reduced. Companies would owe a lot less
money. Less wealth would have been transferred from shareholders to managers, then
perhaps less paper wealth would have been created. Richard A. Grasso might still be
running the New York Stock Exchange.

All that might have happened if American politicians, a decade ago, had not
forced the Financial Accounting Standards Board to back down from its proposal to force
companies to record as a compensation expense the value of stock options given to
employees.



251

Now the accounting standards board is trying again, and this time it will probably
succeed, although there is no guarantee. Some companies are pushing a “compromise”
that would deduct the expense - at ridiculously low values — of only those options given
to high executives. There is no logical reason options given to one employee would be
an expense while those given to another would not. But the hope is that politicians will
be able to claim they are voting for little-guy recipients, not greedy corporate bosses.

Floyd Norris, The New York Times, April 2, 2004

Congressional action on this issue will ultimately only damage the FASB’s
credibility and will make it even more difficult in the future for the FASB to adopt
standards with which any constituency disagrees. The ultimate losers if that occurs will
be investors, who play a significant role in our economy by investing in companies debt
and equity securities, and, ironically, those who oppose the FASB’s efforts to improve
the accounting for stock-based compensation. As noted in the FASB’s mission
statement, accounting standards “are essential to the efficient functioning of the economy
because decisions about the allocation of resources rely heavily on credible, concise,
transparent and understandable financial information.” If investors do not have
confidence in the accounting standards used in preparing financial statements, they either
will not invest or will charge a significant premium for the capital they provide. Either
outcome would have an adverse economic consequence, both for the companies
attempting to raise capital as well as for our economy as a whole.

Edward Nusbaum, CEQ, Grant Thornton LLP, March 17, 2004

... EDS is withdrawing its membership in the Employee Stock Option Expensing
Coalition. EDS supports the Financial Accounting Standards Board’s (FASB) current
project to improve the accounting for equity-based compensation, including the
mandatory expensing of all employee stock options. It is expected that the FASB project
will result in a final standard in November 2004. We are committed to fully complying
with the language and intent of the requirements of that standard when issued. EDS
supports the independence of the FASB. We are not interested in participating in any
effort that might be viewed as undermining FASBs standard setting process. Please
refrain from using EDS’ name as a supporter of the Coalition’s efforts.

Michael E. Paolucci, Vice President, Global Compensation and Benefits, EDS,
March 4, 2004

HR 3574 would for the first time directly insert Congress into the FASB’s
independent, objective, thorough, and open accounting standard setting process. It would
establish a precedent that would surely prompt others to seek political intervention in
future technical activities of the FASB, irrespective of the public good that results from
credible, transparent financial reporting.
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Ned Regan, President, Baruch College, and Trustee of the Financial Accounting
Foundation, March 23, 2004

As the 10™ largest institutional investor in the U.S., OPERS has a fiduciary duty
to protect the financial futures of its retirces and members. The bill would allow
corporations to continue to report overly optimistic numbers rather than report more
accurate and comprehensive information. . .. Any effort to diminish the important role
of FASB as an independent body will only serve to further harm investors who have
already experienced a loss of both money and confidence in the U.S. capital markets.

Cynthia Richson, Corporate Governance Officer, The Ohio Public Employees
Retirement System (with assets of approximately $58.7 billion, OPERS is the largest state
pension fund in Ohio, the 10" largest state pension system in the U.S. and the 17" largest

in the world), January 14, 2004

This bill is a bad idea for three fundamental reasons:

s It undermines the authority of the FASB at a time when it is
essential that we restore faith in our financial reporting system,

o The bill does not reflect the economic substance of the
transaction taking place and provides a political, rather then an
economic answer to an important valuation problem, and

o It undermines the faith of young people in the integrity of our
political system.

Larry Rittenberg, PhD, CPA, CIA, Professor of Accounting, University of
Wisconsin, and Terry Warfield, PhD, Associate Professor of Accounting, University of
Wisconsin—Madison, March 10, 2004

Just a year after giving near unanimous approval to legislation designed in part to
allow FASB to develop accounting rules free from the threat of outside interference,
some members of Congress have already reneged on that promise and are trying to
prevent FASB from adopting a stock options expensing rule that it believes is in
investors’ best interests, . . . If they succeed, they will not only undermine the
transparency of corporate financial disclosures, they will deal a fatal blow to the
independence of the accounting standard-setting process.

Barbara Roper, Director of Investor Protection, Consumer Federation of America,

August 13, 2003

Congress should not politicize or interfere with FASB’s independence and
professionalism in setting accounting standards to improve the accounting for equity-



253

based compensation or for any other project. As CPAs, we urge you to strongly oppose
H.R. 3574 and H.R. 1372, and any other legislation that would override the independent
judgment of FASB. We hope you will agree with our view that the accounting standard
setting process is best left to independent experts in the private sector.

The Honorable E. Clay Shaw, Jr. and the Honorable Collin Peterson, United
States House of Representatives, March 23, 2004

I don’t think we should make those rules in the Banking Committee or even in
Congress. . . . [FASB] understands the implications. There are economic implications
here, but it also gets into corporate governance and honesty in financial statements.

The Honorable Richard C. Shelby, Chairman of the Committee on Banking,
Housing, and Urban Affairs, United States Senate, June 30, 2003

For these reasons, we strongly oppose the “Broad-Based Stock Option Plan
Transparency Act of 2003” (“HR 1372”), which would prohibit the SEC from
recognizing as GAAP any new accounting standards related to the treatment of stock
options for more than three years. More is at stake here then just option accounting or
executive compensation. Our markets will be damaged if it appears that our accounting
standards are still being held hostage to the political dynamics that prevented effective
regulation in the 1990s. The credibility of the American capital markets is at stake.

Damon Silvers, Associate General Counsel, AFL-CIO (representing more than 66
national and international unions and their membership of more than 13 million working
women and men, and with union-sponsored pension plans with 3400 million in assets),
June 3, 2003

In 1993, Congress stepped in and pressured FASB into revising a similar proposal
to expense stock options. Some in Congress would again limit FASB’s rule making
abilities. [ strongly urge members not to support legislation that would prevent FASB
from implementing its new rule. It was a mistake in 1993; it would be a mistake now,
and a continuing disservice to investors,

The Honorable Pete Stark, Ranking Member, Joint Economic Committee, United
States Congress, April 20, 2004
This new bill doesn’t do anything. . .. This is just a veiled attempt to try and let

them [the tech industry] off the hook.

The Honorable Pete Stark, Ranking Member, Joint Economic Committee, United
States Congress, November 20, 2003
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With all due respect, the appropriate process and forum for setting technical and
high-quality standards for financial accounting and reporting is not lobbying in the halls
of Congress. Rather, the standard-setting process needs to stay with an independent and
expert FASB, solely dedicated to that fair, unbiased and transparent financial reporting
essential to the growth and stability of the nation’s economy. Enactment of H.R. 3574
can only undermine investor trust and confidence in the market, and frustrate that proper
deployment of capital critical to our economic prosperity.

Edward J. Theobald, Chairman, Board of Trustees, The New Hampshire
Retirement System (a trusteed, employee-contributory pension plan, covering over 60,000
New Hampshire public workers: fire, police, teacher, state and local public employees;
the fund invests billions of dollars in publicly traded companies solely for the purpose of
Junding the retirement benefits of its members), March 15, 2004

FASB’s decision to require stock option expensing in 2005 will strengthen
investor confidence in the financial statements of large and small businesses, thus
lowering their cost of capital. The efficient allocation of capital to the most economically
valuable business activities depends on consistent accounting rules. For this reason, we
believe all businesses should expense stock options, so that stock options do not
artificially boost any company’s reported reports. Congress should let FASB do its job.

Richard L. Trumka, Secretary-Treasurer, American Federation of Labor and
Congress of Industrial Organizations {representing 13 million members, benefit plans
with 35 trillion in assets, and pension plans holding almost $400 billion in assets), March
3, 2004

Convergence is extremely important to us. We will be horrified if politicians
stepped in and forced FASB to alter standards.

Sir David Tweedie, Chairman, International Accounting Standards Board, April
19, 2004

1 suggest that, before acting, Senators and Congressmen ask themselves two
simple questions:

Do I really want to substitute my judgment on an important but highly technical
accounting principle for the collective judgment of a body carefully constructed to assure
professional integrity, relevant experience, and independence from parochial and political
pressures?

Have I taken into account the adverse impact of overruling FASB on the carefully
constructed effort to meet the need, in a world of globalized finance, for a common set of
international standards?
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The Honorable Paul A. Volcker, Chairman of the Trustees of the International
Accounting Standards Committee Foundation, and former Chairman of the Federal
Reserve System, April 20, 2004

To put the matter most pointedly. If the U.S. Congress, or political authorities in
other countries, seek to override the decisions of the competent professional standard
setters — including those of the IASB for which I have responsibility — accounting
standards will tnevitably lose consistency, coherence and credibility, weakening the
fabric of the international financial system.

The Honorable Paul A. Volcker, Chairman of the Trustees of the International
Accounting Standards Committee Foundation, and former Chairman of the Federal
Reserve System, June 3, 2003

Speaking not only as a constituent but also as an advisory credit union
professional to the FASB, the importance of this issue is paramount to millions of
Americans who desperately need confidence in the accounting rules for American
businesses. The independence of the standard setting process is vital to their best
interests.

Please do not support legislation that seeks to circumvent this process.

Scort M. Waite, Senior Vice President, Chief Financial Officer, Patelco Credit
Union, March 17, 2004

We are quite concerned that overt actions, however, well-intentioned they may be,
that have the effect of undermining the authority of the FASB to set accounting standards
will be detrimental to the Board and its constituents. As we cannot envision a viable
alternative to the private sector standard setting process we have today, it is important
that Congress not undertake actions that would undermine and potentially cripple that
process. We believe that the legislation should be withdrawn and that responsibility for
the resolution of this matter be left to the FASB, with vigilant oversight by the Securities
and Exchange Commission.

Kim R. Wallin, CMA, CFM, CPA, Chair, Institute of Management Accountants
(the largest organization in this country devoted exclusively to management accounting

and financial management professionals inside the corporation, with approximately
65,000 members), March 31, 2004

Opponents of expensing also claim that Congress must act because the green-
eyeshade types aren’t taking into account the devastating effect they say expensing will
have on the economy; the legislation they are pushing would block the FASB rule while
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an economic impact study is conducted. Yet the CBO says requiring expensing “is
unlikely to hurt the overall economy” and in fact could make it more productive. The
anti-expensing forces are running out of arguments.

The Washington Post, April 7, 2004

The good news is that the Senate, where Banking Committee Chairman Richard
C. Shelby (R-Ala.) opposes the measure, doesn’t seem inclined to succumb to the
opponents’ unpersuasive arguments — or their (perhaps more persuasive) campaign
contributions. The risk is that the anti-expensing forces, unable to get their measure
through the Senate on its own, will try to attach it to a spending bill or some other must-
pass legislation. Anyone who remembers the recent corporate scandals should guard
against that.

The Washington Post, April 2, 2004

Worse still, Mr. Enzi’s bill would in effect block FASB’s own expensing rule
from taking effect while a “comprehensive economic impact study” is conducted. And
Mr. Enzi would require FASB to adopt a “truing-up” requirement under which the actual
cost of the option (once it’s exercised, expires or is forfeited) is ultimately reflected on
the corporate books. There are legitimate criticisms of the complexity and manipulability
of the expensing models that FASB is considering, and truing-up may be a reasonable
approach, but isn’t this just the kind of decision that ought to be left to the accountants at
FASB - not the non-accountants in Congress?

The Washington Post, January 2, 2004

At the same time, there are disturbing signs of backsliding. Less than a year after
affirming the importance of maintaining the independence of the Financial Accounting
Standards Board, which writes the non-auditing rules for accountants, lawmakers are
foolishly weighing interfering with the board’s move to require expensing of stock
options.

The Washington Post, July 30, 2003

You don’t need to know where you come out on this arcane dispute to know who
ought to be deciding it — and who ought to keep their noses out of it. This is a matter for
accountants, not politicians, and it would have been handled by the accountants long ago
were it not for the political clout (and the campaign checks) of high-technology
companies.

The Washington Post, May 21, 2003
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Investors expect and deserve accounting standards that promote transparency and
meaningful financial reporting, and an independent standards-setting process best
satisfies their needs.

We urge Congress to recognize the critical contribution of an independent FASB
to the effective operation of the capital markets, and to reject any proposal that would
substitute legislation for the FASB’s independent standards-setting process.

Jack A. Weisbaum, Chairman of the Board, BDO Seidman, LLP (a national professional
services firm providing assurance, tax, financial advisory and consulting services to
private and publicly traded businesses), March 19, 2004

Chio’s public pension fund managers strongly support the independent authority
of FASB in setting accounting standards, which would be severely undermined by H.R.
3574. This legislation would be a significant setback in the new era of honest accounting
that has been ushered in by the Sarbanes-Oxley Act.

Daniel K. Weiss, CPA, JD, Chief Financial Officer, Highway Patrol Retirement
System, On Behalf of the State of Ohio Public Employee Pension Funds (representing
one-and-a-quarter million members and beneficiaries, and combined invested assets of
135 billion dollars), March 3, 2004

Congressional interference on stock option expensing, or any other accounting
issue, is always inappropriate. The Council finds the current legislative efforts to impair
the FASB’s independence particularly disappointing during a time when investors have
collectively suffered tremendous losses in the U.S. capital markets, due in part to
corporate scandals resulting from overly-aggressive or fraudulent accounting practices.
Any efforts to stonewall the FASB will ultimately hurt millions of U.S. investors.

Ann Yerger, Deputy Director, The Council of Institutional Investors (an
association of more than 140 corporate, public and union pension funds collectively
responsible for more than 33 trillion in pension assets), March 2, 2004

Requiring companies to expense only options granted to the CEO and the next
four highest compensated executives, as proposed in S. 1890, is insufficient, and it
appears to reflect an interest rooted more in attractive numbers then comprehensive
information. But this is a decision that should not be made in Congress in the first place.

Ann Yerger, Deputy Director, The Council of Institutional Investors (an
association of more than 140 corporate, public and union pension funds collectively
responsible for more than 83 trillion in pension assets), November 21, 2003
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As a partner in a Wall Street law firm and the author of the text Accounting
Irregularities and Financial Fraud, | have been becoming increasingly concerned over
the prospect of political considerations potentially influencing the formulation of
generally accepted accounting principles. That is particularly the case with S. 1890,
insofar as the political analysis is apparently to include an assessment of the “economic
impact” of the accounting standard rather than solely the overriding objective of reporting
the truth. At public companies, allowing the “economic impact” of an accounting
decision to influence the public reporting of financial results is often labeled “fraud.”

Michael R. Young, Partner, Wilkie Farr & Gallagher LLP, March 8, 2004
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NEWS RELEASE 03/18/04
FASB Establishes Small Business Advisory Committee

Norwalk, CT, March 18, 2004—In an effort to increase involvement by the small
business community in developing U.S. accounting standards, the Financial
Accounting Standards Board (FASB) has established a Small Business Advisory
Committee. Committee members will be a resource to the FASB in providing
additional and ongoing input on accounting issues before the Board.

While the FASB has met with members of small business in the past as part of its
due process procedures, establishment of a formal committee that provides the
perspectives of this group will offer greater opportunity to share ideas, knowledge
and experience with the Board as well as with the other group members.

“The FASB has always recognized small businesses as an important
constituency,” commented FASB Chairman Robert H. Herz. “Formation of the
Small Business Advisory Committee should be a win-win for everyone involved,
and the Board looks forward to working with the group.”

The Committee, whose members represent diverse perspectives and
experiences, comprises 24 lenders, investors and analysts, preparers of financial
statements from a broad range of businesses, including controllers and chief
financial officers, and auditors from the small business community.

The Committee’s inaugural meeting is slated for May at the FASB's offices in
Norwalk, Connecticut.

About the Financial Accounting Standards Board

Since 1973, the Financial Accounting Standards Board has been the designated
organization in the private sector for establishing standards of financial
accounting and reporting. Those standards govern the preparation of financial
reports and are officially recognized as authoritative by the Securities and
Exchange Commission and the American Institute of Certified Public
Accountants. Such standards are essential to the efficient functioning of the
economy because investors, creditors, auditors and others rely on credible,
transparent and comparable financial information. For more information about the
FASB, visit our website at www.fasb.org.

The Financial Accounting Standards Board

Serving the investing public through transparent information resulting from high-
quality financial reporting standards developed in an independent, private-sector,
open due process.
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Small Business Advisory Committee Members

Mr. Michael S. Cain
Senior Executive Vice President
Frost National Bank

Mr. Daniel J. Donoghue
Managing Director
Private Capital Group
Piper Jaffray Inc.

Mr. Robert A, Dyson
Director of Quality Control
Friedman Alpren & Green LLP

Mr. Mark Ellis
Chief Financial Officer
Michael C. Fina group of companies

Mr. Richard E. Forrestel, Jr.
Treasurer and Secretary
Cold Spring Construction Company, inc.

Mr. William G. Hall
Chairman and Chief Executive Officer
William G. Hall & Company

Mr. Michael L. Hansen
Partner and Board Member
Mid-States Construction Company and Eagle Metal Finishing, LLC

Mr. Gregory P. Hanson
Vice President and Chief Financial Officer
Avanir Pharmaceuticals

Ms. Jane Hoffman
Chief Financial Officer
National Cooperative Business Assaciation

Mr. W. Stephen Holmes
General Partner
InterWest Partners

Mr. Joe Joseph
Managing Director
Putnam Investments
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Mr. Francis C. Jumonville, Jr,
Chief Financial Officer and Secretary-Treasurer
Airtrol, Inc.

Mr. Mauricio Kohn
Principal
Kohn Financial Consulting, L.L.C.

Mr. Steven C. Mayer
Executive Vice President & Chief Financial Officer
Human Genome Sciences, Inc.

Mr. Russell V. Meyers
Partner/Member of the Firm
Witt Mares Eggleston Smith, PLC

Mr. Edward E. Nusbaum
Executive Partner & Chief Executive Officer
Grant Thornton LLP

Mr. Darrel L. Posegate
Executive Vice President & Chief Financial Officer
Home Federal Bank

Mr. Charles L. Saeman
President/Chief Executive Officer
State Bank of Cross Plains

Mr. Edgar Anson Thrower
Chief Financial Officer
Contec, Inc.

Mr. Scott M. Waite
Senior Vice President and Chief Financial Officer
Patelco Credit Union

Mr. Grafton H. Willey, IV
Managing Partner
Tofias PC

Ms. Deborah Anne Wilson
Chief Financial Officer
Utility Service Co., Inc.
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Ms. Candace Wright
Audit Director
Postlethwaite & Netterville

Ms. Lark E. Wysham
Executive Vice President and Chief Financial Officer
Citizens Bank/Citizens Bancorp
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NO. 1102-100 | MARCH 31, 2004

Financial
Accounting Series

EXPOSURE DRAFT

Proposed Statement of
Financial Accounting Standards

Share-Based Payment

an amendment of FASB Statements No. 123 and 95

This Exposure Draft of a proposed Statement of Financial
Accounting Standards is issued by the Board for public comment.
Written comments should be addressed to:

Director of Major Projects
File Reference No. 1102-100

Comment Deadline: June 30, 2004

@ Financial Accounting Standards Board

of the Financial Accounting Foundation
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Notice for Recipients
of This Exposure Draft

This proposed Statement addresses the accounting for transactions in which an
enterprise receives employee services in exchange for (a) equity instruments of the
enterprise or (b) liabilities that are based on the fair value of the enterprise’s equity
instruments or that may be settled by the issuance of such equity instruments. This
proposed Statement would eliminate the ability to account for share-based compensation
transactions using APB Opinion No. 25, Accounting for Stock Issued to Employees, and
generally would require instead that such transactions be accounted for using a fair-value-
based method.

This proposed Statement would neither change the accounting in FASB Statement
No. 123, Accounting for Stock-Based Compensation, for transactions in which an
enterprise exchanges its equity instruments for services of parties other than employees
nor change the accounting for employee stock ownership plans, which are subject to
AICPA Statement of Position 93-6, Employers’ Accounting for Employee Stock
Ownership Plans. The Board intends to reconsider the accounting for those transactions
and plans in a later phase of its project on equity-based compensation.

The Board invites comments on all matters in this proposed Statement, particularly
on the specific issues discussed below. Respondents need not comment on all of the
issues presented and are encouraged to comment on additional issues as well. It would be
helpful if respondents comment on the issues as stated, include any altemnatives the Board
should consider, and explain the reasons for the positions taken. Where appropriate, it
would be useful if respondents identified the specific paragraph or group of paragraphs to

which their comments relate.
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Recognition of Compensation Cost

Issue 1: The Board has reaffirmed the conclusion in Statement 123 that employee
services received in exchange for equity instruments give rise to recognizable
compensation cost as the services are used in the issuing entity’s operations (refer to
paragraphs C13-C15). Based on that conclusion, this proposed Statement requires that
such compensation cost be recognized in the financial statements. Do you agree with the

Board’s conclusions? If not, please provide your alternative view and the basis for it.

Issue 2: Statement 123 permitted enterprises the option of continuing to use
Opinion 25°s intrinsic value method of accounting for share-based payments to
employees provided those enterprises supplementally disclosed pro forma net income and
related pro forma earnings per share information (if earnings per share is presented) as if
the fair-value-based method of accounting had been used. For the reasons described in
paragraphs C26-C30, the Board concluded that such pro forma disclosures are not an
appropriate substitute for recognition of compensation cost in the financial statements.

Do you agree with that conclusion? If not, why not?

Measurement Attribute and Measurement Date

Issue 3: This proposed Statement would require that public companies measure the
compensation cost related to employee services received in exchange for equity
instruments issued based on the grant-date fair value of those instruments. Paragraphs
C16-C19 and C53 explain why the Board believes fair value is the relevant measurement
attribute and grant date is the relevant measurement date. Do you agree with that view?
If not, what alternative measurement attribute and measurement date would you suggest

and why?
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Fair Value Measurement

Issue 4(a): This proposed Statement indicates that observable market prices of
identical or similar equity or lability instruments in active markets are the best evidence
of fair value and, if available, should be used to measure the fair value of equity and
liability instruments awarded in share-based payment arrangements with employees, In
the absence of an observable market price, this proposed Statement requires that the fair
value of equity share options awarded to employees be estimated using an appropriate
valuation technique that takes into consideration various factors, including (at a
minimum) the exercise price of the option, the expected term of the option, the current
price of the underlying share, the expected volatility of the underlying share price, the
expected dividends on the underlying share, and the risk-free interest rate (paragraph 19
of Appendix A). Due to the absence of observable market prices, the fair value of most,
if not all, share options issued to employees would be measured using an option-pricing
model.  Some constituents have expressed concem about the consistency and
comparability of fair value estimates developed from such models. This proposed
Statement elaborates on and expands the guidance in Statement 123 for developing the
assumptions to be used in an option-pricing model (paragraphs B13-B30). Do you
believe that this proposed Statement provides sufficient guidance to ensure that the fair
value measurement objective is applied with reasonable consistency? If not, what

additional guidance is needed and why?

Issue 4(b): Some constituents assert that the fair value of employee share options

cannot be measured with sufficient reliability for recognition in the financial statements.
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In making that assertion, they note that the Black-Scholes-Merton formula and similar
closed-form models do not produce reasonable estimates of the fair value because they do
not adequately take into account the unique characteristics of employee share options.
For the reasons described in paragraphs C21-C25, the Board concluded that fair value
can be measured with an option-pricing model with sufficient reliability. Board members
agree, however, that closed-form models may not necessarily be the best available
technique for estimating the fair value of employee share options—they believe that a
lattice model (as defined in paragraph El) is preferable because it offers the greater
flexibility needed to reflect the unique characteristics of employee share options and
similar instruments. However, for the reasons noted in paragraph C24, the Board decided
not to require the use of a lattice model at this time. Do you agree with the Board’s
conclusion that the fair value of employee share options can be measured with sufficient
reliability? If not, why not? Do you agree with the Board’s conclusion that a lattice
model is preferable because it offers greater flexibility needed to reflect the unique

characteristics of employee share options. If not, why not?

Issue 4(c): Some respondents to the Invitation to Comment suggested that the
FASB prescribe a single method of estimating expected volatility or even a uniform
volatility assumption that would be used for all companies. Other respondents to the
Invitation to Comment disagreed with such an approach. Additionally, some parties
believe that historical volatility, which has been commonly used as the estimate of
expected volatility under Statement 123 as originally issued, is often not an appropriate

measure to use. The proposed Statement would require enterprises to make their best
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estimate of expected volatility {as well as other assumptions) by applying the guidance
provided in paragraphs B24-B26 to their specific facts and circumstances. In that regard,
the proposed Statement provides guidance on information other than historical volatility
that should be used in estimating expected volatility, and explicitly notes that defaulting
to historical volatility as the estimate of expected volatility without taking into
consideration other available information is not appropriate. If you believe the Board
should require a specific method of estimating expected volatility, please explain the

method you prefer.

Issue 4(d): This proposed Statement provides guidance on how the unique
characteristics of employee share options would be considered in estimating their grant-
date fair value. For example, to take into account the nontransferability of employee
share options, this proposed Statement would require that fair value be estimated using
the expected term (which is determined by adjusting the option’s contractual term for
expected early exercise and post-vesting employment termination behaviors) rather than
its contractual term. Moreover, the Board decided that compensation cost should be
recognized only for those equity instruments that vest to take into account the risk of
forfeiture due to vesting conditions. Do you agree that those methods give appropriate
recognition to the unique characteristics of employee share options? If not, what
alternative method would more accurately reflect the impact of those factors in estimating

the option’s fair value? Please provide the basis for your position.

Issue 5: In developing this proposed Statement, the Board acknowledged that there

may be circumstances in which it is not possible to reasonably estimate the fair value of
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an equity instrument. In those cases, the Board decided to require that compensation cost
be measured using an intrinsic value method with remeasurement through the settlement
date (paragraphs 21 and 22 of Appendix A). Do you agree that the intrinsic value method
with remeasurement through the settlement date is the appropriate alternative accounting
treatment when it is not possible to reasonably estimate the fair value? (Refer to
paragraphs C66 and C67 for the Board’s reasons for selecting that method.) If not, what

other alternative do you prefer, and why?

Employee Stock Purchase Plans

Issue 6: For the reasons described in paragraph C75, this proposed Statement
establishes the principle that an employee stock purchase plan transaction is not
compensatory if the employee is entitled to purchase shares on terms that are no more
favorable than those available to all holders of the same class of the shares. Do you agree

with that principle? If not, why not?

Attribution of Compensation Cost

Issue 7: This proposed Statement would require that compensation cost be
recognized in the financial statements over the requisite service period, which is the
period over which employee services are provided in exchange for the employer’s equity
instruments. Do you believe that the requisite service period is the appropriate basis for

attribution? If not, what basis should be used?

Issue 8: Determining the requisite service period would require analysis of the
terms and conditions of an award, particularly when the award contains more than one

service, performance, or market condition. Paragraphs B37-B49 provide guidance on
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estimating the requisite service period. Do you believe that guidance to be sufficient? If

not, how should it be expanded or clarified?

Issue 9: For the reasons described in paragraphs C89-C91, the Board concluded
that this proposed Statement would require a single method of accruing compensation
cost for awards with a graded vesting schedule. This proposed Statement considers an
award with a graded vesting schedule to be in substance separate awards, each with a
different fair value measurement and requisite service period, and would require that they
be accounted for separately. That treatment results in a recognition pattern that attributes
more compensation cost to early portions of the combined vesting period of an award and
less compensation cost to later portions. Do you agree with that accounting treatment? If

not, why not?

Modifications and Settlements

Issue 10: This proposed Statement establishes several principles that guide the
accounting for modifications and settlements, including cancellations of awards of equity
instruments (paragraph 35 of Appendix A). Paragraphs C96-C115 explain the factors
considered by the Board in developing those principles and the related implementation
guidance provided in Appendix B. Do you believe those principles are appropriate? If
you believe that additional or different principles should apply to modification and
settlement transactions, please describe those principles and how they would change the

guidance provided in Appendix B.
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Income Taxes

Issue 11: This proposed Statement changes the method of accounting for income
tax effects established in Statement 123 as originally issued. Paragraphs 41-44 of
Appendix A describe the proposed method of accounting for income tax effects and
paragraphs C128-C138 describe the Board’s rationale. That method also differs from the
one required in International Financial Reporting Standard (IFRS) 2, Share-based
Payment. Do you agree with the method of accounting for income taxes established by
this proposed Statement? If not, what method (including the method established in IFRS

2) do you prefer, and why?

Disclosures

Issue 12: Because compensation cost would be recognized for share-based
compensation transactions, the Board concluded that it was appropriate to reconsider and
modify the information required to be disclosed for such transactions. The Board also
decided to frame the disclosure requirements of this proposed Statement in terms of
disclosure objectives (paragraph 46 of Appendix A). Those objectives are supplemented
by related implementation guidance describing the minimum disclosures required to meet
those objectives (paragraphs B191-B193). Do you believe that the disclosure objectives
set forth in this proposed Statement are appropriate and complete? If not, what would
you change and why? Do you believe that the minimum required disclosures are
sufficient to meet those disclosure objectives? If not, what additional disclosures should

be required? Please provide an example of any additional disclosure you would suggest.
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Transition

Issue 13: This proposed Statement would require the modified prospective method
of transition for public companies and would not permit retrospective application
(paragraphs 20 and 21). The Board’s rationale for that decision is discussed in
paragraphs C157-C162. Do you agree with the transition provisions of this proposed
Statement? If not, why not? Do you believe that entities should be permitted to elect

retrospective application upon adoption of this proposed Statement? If so, why?

Nonpublic Entities

Issue 14(a): This proposed Statement would permit nonpublic entities to elect to
use an intrinsic value method of accounting (with final measurement of compensation
cost at the settlement date) rather than the fair-value-based method, which is preferable.
Do you agree with the Board’s conclusion to allow an intrinsic value method for

nonpublic entities? If not, why not?

Issue 14(b): Consistent with its mission, when the Board developed this proposed
Statement it evaluated whether it would fill a significant need and whether the costs
imposed to apply this proposed Statement, as compared to other alternatives, would be
justified in relation to the overall benefits of the resulting information. As part of that
evaluation, the Board carefully considered the impact of this proposed Statement on
nonpublic entities and made several decisions to mitigate the incremental costs those
entities would incur in complying with its provisions. For example, the Board decided to
permit those entities to elect to use either the fair-value-based method or the intrinsic

value method (with final measurement of compensation cost at settlement date) of



276

accounting for share-based compensation arrangements. Additionally, the Board selected
transition provisions that it believes will minimize costs of transition (most nonpublic
entities would use a prospective method of transition rather than the modified prospective
method required for public entities). Moreover, the Board decided to extend the effective
date of this proposed Statement for nonpublic entities to provide them additional time to
study its requirements and plan for transition. Do you believe those decisions are
appropriate? If not, why not? Should other modifications of this proposed Statement’s

provisions be made for those entities?

Small Business Issuers

Issue 15: Some argue that the cost-benefit considerations that led the Board to
propose certain accounting alternatives for nonpublic entities should apply equally to
small business issuers, as defined by the Securities Act of 1933 and the Securities
Exchange Act of 1934. Do you believe that some or all of those alternatives should be

extended to those public entities?

Cash Flows

Issue 16: For the reasons discussed in paragraphs C139-C143, the Board decided
that this proposed Statement would amend FASB Statement No. 95, Statement of Cash
Flows, to require that excess tax benefits, as defined by this proposed Statement, be
reported as a financing cash inflow rather than as a reduction of taxes paid (paragraphs
17-19). Do you agree with reflecting those excess tax benefits as financing cash

inflows? If not, why not?
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Differences between This Proposed Statement and IFRS 2

Issue 17: Certain accounting treatments for share-based payment transactions with
employees in this proposed Statement differ from those in IFRS 2, including the
accounting for nonpublic enterprises, income tax effects, and certain modifications.
Those differences are described more fully in Appendix C. If you prefer the accounting
treatment accorded by IFRS 2, please identify the difference and provide the basis for
your preference. If you prefer the accounting treatment in the proposed Statement, do
you believe the Board nonetheless should consider adopting the accounting treatment

prescribed in IFRS 2 in the interest of achieving convergence?

Understandability of This Proposed Statement

Issue 18: The Board’s objective is to issue financial accounting standards that can
be read and understood by those possessing a reasonable level of accounting knowledge,
a reasonable understanding of the business and economic activities covered by the
accounting standard, and a willingness to study the standard with reasonable diligence.

Do you believe that this proposed Statement, taken as a whole, achieves that objective?

Public Roundtable Meetings and Small Business Advisory Committee Meeting

The Board plans to hold several public roundtable meetings with constituents to
discuss issues related to this proposed Statement. Those roundtable meetings tentatively
are scheduled to take place around the end of the comment period in the San Francisco
Bay area of California, and in Norwalk, Connecticut. The specific dates of the public

roundtable meetings and instructions for constituents interested in participating in them



278

will be announced in a future issue of FASB Action Alert. Each roundtable meeting can
accommodate a limited number of participants. The Board plans to seek participants for
each meeting that represent a wide variety of constituents including investors, preparers
of financial statements, auditors, valuation experts, and others to ensure that it will
receive input from diverse views. The Board also plans to discuss the views of
constituents representing small and medium-sized businesses regarding this proposed
Statement at the inaugural meeting of the Small Business Advisory Committee on May

11, 2004, in Norwalk, Connecticut.
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Summary

This proposed Statement addresses the accounting for transactions in which an
enterprise exchanges its valuable equity instruments for employee services. It also
addresses transactions in which an enterprise incurs liabilities that are based on the fair
value of the enterprise’s equity instruments or that may be settled by the issuance of those
equity instruments in exchange for employee services. This proposed Statement does not
change the accounting for similar transactions involving parties other than employees or
the accounting for employee stock ownership plans, which are subject to AICPA
Statement of Position 93-6, Employers’ Accounting for Employee Stock Ownership
Plans; the Board intends to reconsider the accounting for those transactions and plans in
a later phase of its project on equity-based compensation,

The objective of the accounting required by FASB Statement No. 123, Accounting
for Stock-Based Compensation,” as it would be amended by this proposed Statement, is to
recognize in an entity’s financial statements the cost of employee services received in
exchange for valuable equity instruments issued, and liabilities incurred, to employees in
share-based payment transactions. Key provisions of this proposed Statement are as
follows:

a.  For public entities, the cost of employee services received in exchange for equity
instruments would be measured based on the grant-date fair value of those
instruments (with limited exceptions). That cost would be recognized over the

requisite service period (often the vesting period). Generally, no compensation cost
would be recognized for equity instruments that do not vest.

“Unless the text indicates otherwise, all references to Statement 123 in this summary are
to that Statement as originally issued—that is, before the effects of this amendment.
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For public entities, the cost of employee services received in exchange for liabilities
would be measured initially at the fair value of liabilities and would be remeasured
subsequently at each reporting date through settlement date. The pro rata change in
fair value during the requisite service period would be recognized over that period,
and the change in fair value after the requisite service period is complete would be
recognized in the financial statements in the period of change.

The grant-date fair value of employee share options and similar instruments would
be estimated using option-pricing models adjusted for the unique characteristics of
those options and instruments (unless observable market prices for the same or
similar options are available).

If an equity award is modified subsequent to the grant date, incremental
compensation cost would be recognized in an amount equal to the excess of the fair
value of the modified award over the fair value of the original award immediately
prior to the modification.

Employee share purchase plans would not be considered compensatory if the terms
of those plans were no more favorable than those available to all holders of the
same class of shares and substantially all eligible employees could participate on an
equitable basis.

Excess tax benefits, as defined by this proposed Statement, would be recognized as
an addition to paid-in capital. Cash retained as a result of those excess tax benefits
would be presented in the statement of cash flows as financing cash inflows. The
write-off of deferred tax assets relating to unrealized tax benefits associated with
recognized compensation cost would be reported as income tax expense.

This proposed Statement allows nonpublic entities to elect to measure
compensation cost of awards of equity share options and similar instruments at
intrinsic value through the date of settlement. That election also would apply to
awards of liability instruments. This proposed Statement also requires that public
entities measure compensation cost of awards of equity share options and similar
instruments at intrinsic value through the date of settlement if it is not reasonably
possible to estimate their grant-date fair value.

The notes to financial statements of both public and nonpublic entities would
disclose the information that users of financial information need to understand the
nature of share-based payment transactions and the effects of those transactions on
the financial statements.
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Background

APB Opinion No. 25, Accounting for Stock Issued to Employees, was issued in
1972.  Opinion 25 required that compensation cost for awards of share options be
measured at their intrinsic value, which is the amount by which the fair value of an equity
share exceeds the exercise price. Opinion 25 also established criteria for determining the
date at which an award’s intrinsic value should be measured; that criteria distinguished
between awards whose terms are known (or fixed) at the date of grant and awards whose
terms are not known (or variable) at the date of grant. Measuring fixed awards’ intrinsic
values at the date of grant generally resulted in little or no compensation cost being
recognized for valuable equity instruments given to employees in exchange for their
services. Additionally, distinguishing between fixed and variable awards was difficult in
practice, which resulted in a large amount of specialized and complex accounting
guidance.’

Statement 123 was issued in 1995 and was effective for share-based compensation
transactions occurring in fiscal periods beginning afier December 15, 1995. As originally
issued, Statement 123 established a fair-value-based method of accounting for share-
based compensation awarded to employees. The fair-value-based method of accounting
requires that compensation cost for awards of share options be measured at their fair

value on the date of grant. As opposed to the accounting under Opinion 25, the

*That guidance was identified by the United States Securities and Exchange Commission
(SEC) as an example of rules-based accounting standards (SEC, Study Pursuant to
Section 108(d) of the Sarbanes-Oxley Act of 2002 on the Adoption by the United States
Financial Reporting System of a Principles-Based Accounting System, March 25, 2003
[www.sec.gov]).
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application of the fair-value-based method to fixed awards results in compensation cost
being recognized when services are received in exchange for valuable equity instruments
of the employer. Statement 123 established as preferable the fair-value-based method
and encouraged, but did not require, entities to adopt it. The Board’s decision at that time
to permit entities to continue accounting for share-based compensation transactions using

Opinion 25 was based on practical rather than conceptual considerations.

Reasons for Issuing This Proposed Statement

There are four principal reasons for issuing this proposed Statement:

a.  Addressing concerns of users and others. Users of financial statements,
including institutional and individual investors, as well as many other parties
expressed to the FASB their concerns that using Opinion 25’s intrinsic value
method results in financial statements that do not faithfully represent the economic
transactions affecting the issuer, namely, the receipt and consumption of employee
services in exchange for valuable equity instruments. Financial statements that do
not faithfully represent the economic transactions affecting an issuer can distort the
reported financial condition and operations of that issuer and can lead to the
inappropriate allocation of resources. Part of the FASB’s mission is to improve
standards of financial accounting for the benefit of users of financial information.

b. Improving the comparability of reported financial information through the
elimination of alternative accounting methods. During the summer of 2002, a
number of public companies announced their intention of voluntarily adopting
Statement 123’s fair-value-based method of accounting for share-based
compensation transactions with employees. Since then, approximately 500 public
companies have voluntarily adopted or announced their intention to adopt the fair-
value-based method. Despite the many public companies that have voluntarily
adopted the fair-value-based method of accounting, there remains a large number of
companies that continue to use Opinion 25’s intrinsic value method. The Board
believes that similar economic transactions should be accounted for similarly (that
is, share-based compensation transactions with employees should be accounted for
using one method). Consistent with the conclusion in Statement 123, the Board
believes such transactions should be accounted for using the fair-value-based
method.



283

c.  Simplifying U.S. GAAP. This proposed Statement would simplify the accounting
for share-based payments. The Board believes that U.S. GAAP should be
simplified whenever possible. Requiring the use of a single method of accounting
for share-based payment would result in the elimination of Opinion 25’s intrinsic
value method and the many related detailed and form-driven rules.

d. International convergence. This proposed Statement would result in greater
international comparability in the accounting for share-based payment. In February
2004, the International Accounting Standards Board (IASB), whose standards are
followed by enterprises in many countries throughout the world, issued
International Financial Reporting Standard (IFRS) 2, Share-based Payment.
IFRS 2 requires that all enterprises recognize an expense for all employee services
received (and consumed) in exchange for the enterprise’s equity instruments. The
1ASB concluded that share-based compensation transactions should be accounted
for using a fair-value-based method that is similar in most respects to the fair-value-
based method established in this proposed Statement. Converging to a common set
of high-quality financial accounting standards on an international basis for share-
based payment transactions with employees improves the comparability of financial
information around the world and simplifies the accounting for enterprises that
report financial statements under both U.S. GAAP and international accounting
standards.

The Board believes that this proposed Statement addresses users’ and other parties’
concerns by requiring enterprises to recognize an expense in the income statement for
employee services received (and consumed) in exchange for the enterprises’ equity
instruments, thereby reflecting the consequences of the economic fransaction in the
financial statements, By requiring the fair-value-based method for all public companies,
this proposed Statement would eliminate an alternative accounting method and the
accounting guidance associated with that method; consequently, similar economic
transactions would be accounted for similarly. Finally, requiring the use of Statement

123’s fair-value-based method is convergent with IFRS 2.
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Differences between This Proposed Statement and Current Practice

This proposed Statement would affect current practice in a number of ways, but
chief among them is that it would eliminate the alternative to use Opinion 25’s intrinsic
value method of accounting that was provided in Statement 123 as originally issued.
Under Opinion 25, issuing stock options to employees generally resulted in recognition
of no compensation cost. This proposed Statement would require public companies to
recognize the cost of employee services received in exchange for equity instruments,
based on the grant-date fair value of those instruments (with limited exceptions).

This proposed Statement would affect current practice in other ways, including the
measurement attribute for nonpublic entities, the pattern in which compensation cost
would be recognized, the accounting for employee share purchase plans, and the
accounting for income tax effects of share-based payment transactions. Paragraphs 6-15

of this proposed Statement summarize those as well as other differences.

How This Preposed Statement Would Improve Financial Reporting

This proposed Statement would require the recognition of compensation cost
incurred as a result of receiving employee services in exchange for valuable equity
instruments issued by the employer. Recognizing compensation cost in the financial
statements improves the relevance and reliability of that financial information, helping
users of financial information to understand better the economic transactions affecting an
enterprise and to make better resource allocation decisions. Such information specifically
will help users of financial statements understand the impact that share-based

compensation arrangements have on an enterprise’s financial condition and operations.
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This proposed Statement also would improve comparability by eliminating one of two
different methods of accounting for share-based compensation transactions and would
also thereby simplify existing U.S. GAAP. Eliminating different methods of accounting
for the same transactions leads to improved comparability of financial statements because

similar economic transactions are accounted for similarly.

How the Conclusions in This Proposed Statement Relate to the FASB’s Conceptual
Framework

FASB Concepts Statement No. 1, Objectives of Financial Reporting by Business
Enterprises, states that financial reporting should provide information that is useful in
making business and economic decisions. Recognizing compensation cost incurred as a
result of receiving employee services in exchange for valuable equity instruments issued
by the employer will help achieve that objective by providing information about the costs
incurred by the employer to obtain employee services in the marketplace.

With respect to the notion of comparability, FASB Concepts Statement No. 2,
Qualitative Characteristics of Accounting Information, states that information about an
enterprise gains greatly in usefulness if it can be compared with similar information about
other enterprises. Establishing the fair-value-based method of accounting as the required
method will increase comparability because similar economic transactions will be
accounted for similarly. That will improve the usefulness of financial information.
Neutrality is another important characteristic of accounting information. Establishing
that method also eliminates the accounting bias toward using employee share options for
compensation, which results in accounting that is neutral for different forms of

compensation.
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Completeness is identified in Concepts Statement 2 as an essential element of
representational faithfulness and relevance. Thus, to faithfully represent the total cost of
employee services to the enterprise, compensation cost relating to valuable equity
instruments issued by the employer to its ernployees in exchange for their services should
be recognized in the employer’s financial statements.

Concepts Statement 6 defines assets as probable future economic benefits obtained
or controlled by a particular entity as a result of past transactions or events. Employee
services cannot be stored and are received and used simultaneously. Those employee
services are assets of an enterprise only momentarily——as the entity receives and uses
them—although their use may create or add value to other assets of the enterprise. When
an employer exchanges its valuable equity instruments for employee services, the receipt
of those employee services creates an asset that should be either capitalized as part of
another asset of the enterprise (as permitted by U.S. GAAP) or expensed when

consumed.

Costs and Benefits

The mission of the FASB is to establish and improve standards of financial
accounting and reporting for the guidance and education of the public, including
preparers, auditors, and users of financial information. In fulfilling that mission, the
Board endeavors to determine that a proposed standard will fill a significant need and that
the costs imposed to meet that standard, as compared with other alternatives, are justified
in relation to the overall benefits of the resulting information. The Board’s consideration

of each issue in a project includes the subjective weighing of the incremental
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improvement in financial reporting against the incremental cost of implementing the
identified alternatives. At the end of that process, the Board considers the accounting
provisions in the aggregate and assesses the related perceived costs on a qualitative basis.

Several procedures were conducted before the issuance of this proposed Statement
to aid the Board in its assessment of the expected costs associated with implementing the
required use of the fair-value-based accounting method. Those procedures included a
field visit program, a survey of commercial software providers, and discussions with
Option Valuation Group members, valuation experts, compensation consultants, and
numerous other constituents. Based on the findings of those cost-benefit procedures, the
Board concluded that this proposed Statement will sufficiently improve financial
reporting to justify the costs it will impose. Paragraphs C40-C47 provide a discussion of

the Board’s cost-benefit assessment with respect to this proposed Statement.

The Effective Dates of This Proposed Statement

This proposed Statement would be applied to public entities prospectively for fiscal
years beginning after December 15, 2004, as if all share-based compensation awards
granted, modified, or settled after December 15, 1994, had been accounted for using the
fair-value-based method of accounting. Nonpublic entities that had adopted the fair-
value-based method of accounting for recognition or pro forma disclosures would use the
same transition and effective date as public entities. All other nonpublic entities would
apply this proposed Statement prospectively for fiscal years beginning after December

15, 2005.
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Testimony of

Robert H. Herz
Chairman

and
George J. Batavick
Board Member
Financial Accounting Standards Board
before the
Committee on Small Business and Entrepreneurship
April 28, 2004

Attachment 5

Excerpts from Recent Materials about the Proposal and Small Business
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Excerpts from Recent Materials about the Proposal and Small Business

Many new and growing companies genuinely need to be able to grant options to
attract talent. 1 have no problem with that, and I think it is a great way to build a
company. Nonetheless, these companies must take the cost of doing so on the chin, and
not hide it in the footnotes.

If they take the risk of paying too much for talent, they need to account for the
cost of that risk in the financial statements. Options should be treated like any other
business expense.

Rick Ashburn, La Jolla Light, April 8, 2004

A survey of institutional investors indicates that a vast majority back the proposal
issued recently by the Financial Accounting Standards Board (FASB) that would require
all public companies to list stock options as an expense in the income statement.

By a four to one margin, the 302 buy side portfolio managers and research
professionals surveyed . . . said they believe the FASB proposal will improve
transparency in financial reporting . . . .

More than three quarters (77%) of respondents said the FASB proposal should not
be modified. ...

An overwhelming majority -- 90% -- of respondents said they are opposed to any
exemptions from the options expensing rule for “start-ups” or technology companies.

Broadgate Consultants, Inc., April 7, 2004

But do we really want to preserve the practices that led to the internet-stock
bubble? How many of those pic-in-the-sky start ups attracted employees with visions of
options-based fortunes that never materialized? We should not be using accounting
gimmicks to encourage the formation of companies that have virtually no hope of
success.

Jeff Brown, The Philadelphia Inquirer, April 4, 2004

1 am deeply troubled by . . . assertion[s] that the proposed FASB standard on
equity-based compensation imposes great costs on small businesses. I have a hard time
seeing just how this could be true. The vast majority of small, privately-held businesses—
. . . should be totally unaffected by this pronouncement for the simple fact that they do
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not usually issue stock options. There may be facts available from the Bureau of Labor
Statistics that bear this out; but in my experience, stock option plans simply do not exist
in these kinds of firms.

Jack T. Ciesielski, President, R.G. Associates, Inc., April 21, 2004

ARGUMENT 4: THE ECONOMIC CONSEQUENCES OF MANDATORY
EXPENSING WILL ADVERSELY AFFECT SMALL FIRMS AND INNOVATIVE
FIRMS. ... We agree that the expensing of stock options could cause a change in
capital allocation, but the role of accounting is to report the underlying economic
substance of transactions. Once investors understand the economic substance of a firm’s
transactions, they can decide how to efficiently allocate their capital.

Michael B. Clement, Global Equity Research, Goldman Sachs Group, Inc., April
7, 2004

Experience has also shown that it is unnecessary for firms to overstate their net
income in order to raise capital. Investors that perceive opportunities for growth in a
firm’s revenue and earnings have shown themselves willing to invest despite a less-than-
outstanding current income statement. Furthermore, many companies in the start-up
phase of their operations tum to venture capitalists and private equity firms for fund-
raising. Those organizations are made up of skilled investors who will be able to look
past the stock options’ expense to see the firm’s potential.

Congressional Budget Office, April 2004

... [A] study by Towers Perrin, a consulting firm, found that the share prices of
300 firms that had chosen to treat stock options as an expense were not affected by the
change—a sign that the stockmarket may weigh options efficiently. Venture capitalists,
who make their living from financing start-up companies, might also be expected to see
past the cost of stock options.

The Economist, April 10, 2004

It is also important to remember that most U.S. employers, including many
private companies, small businesses, and partnerships, don’t offer stock option
compensation to their employees; a nationwide survey by the Bureau of Labor Statistics
in 2000, a banner year for stock options, found that only 1.7 percent of non-executive
U.S. workers actually received any options that year. In short, honest accounting does
not hurt average workers.

The Honorable Carl Levin, United States Senate, April 20, 2004
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[Phillips Smith, Chairman of Taser], just like a long line of folks who oppose
expensing, is using the argument that a change in measurement is going to change his
(and thousands of start-up companies’) behaviors. Isn’t it a sign of what this is really
about that a noneconomic change will alter their behavior? If options are so valuable to
companies, if they are so necessary to attract talent, then why in the world would they
dare change their behavior unless there is a real, tangible economic impact?

We’re talking about measurement, folks. Not taking food out of the mouths of
babies, not ending entrepreneurship as we know it. Not stealing from the working class.
Measurement, and making accounting fair.

Bill Mann, The Motley Fool, April 21, 2004

Fiction: Expensing will depress the earnings of start-up companies, make it
difficult for high-tech companies to raise capital, and hurt the economy.

Economic studies show that there is no effect on stock value of firms that
voluntary switch to expensing of employee stock options. There is no evidence to
support the notion that start-up companies and high-tech firms need to misrepresent
themselves in order to raise capital. Capital markets are highly sophisticated and already
factor in stock option expense in their valuations. This is particularly true for venture
capitalists who supply funding for start-ups.

The Honorable Pete Stark, Ranking Member, Joint Economic Committee, United
States Congress, April 20, 2004
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STATEMENT OF SENATOR JOHN KERRY,
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U.S. SENATE COMMITTEE ON SMALL BUSINESS AND
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HEARING ON THE IMPACT OF STOCK OPTION EXPENSING ON
SMALL BUSINESSES
April 28, 2004

Senator Enzi, [ want to thank you for calling this hearing. The issue of stock
stion expensing has generated substantial attention and today’s hearing is a good
yportunity to examine the matter more closely.

In March 2004, the Financial Accounting Standards Board, also called FASB,
-oposed a standard, or “exposure draft,” to require companies to treat the issuance of
nployee stock options as an expense in their financial statements. It is important to
'member the underlying rationale for this action, including protection of shareholders
1d investors, ensuring integrity in a company’s reported financial statements and
-omoting transparency in corporate accounting.

1 am pleased that FASB is here to discuss its proposed standard. FASB has
zvoted a substantial amount of time, effort and expense to resolve this difficult issue.
‘ow that the exposure draft has been released, we have an opportunity to assess and
valuate the proposal and the process. It is also an opportunity to provide comment and
1ggestions to FASB. Tt is critically important that FASB propose a fair and accurate
-andard as small business and high technology are great engines of the American
sonomy, and these businesses must prosper.

Today, we will hear from small businesses that will share their unique
erspective. I am interested in learning from these businesses how they believe an
xpensing standard will affect their ability to recruit and retain talented staff, execute
ieir business plans, and ultimately create jobs. I want to hear their views about
nplementing the proposed standard, both its accuracy and cost to the business. And 1
rant to hear their views on the process and whether or not they feel FASB has listened to
1eir concerns. [ am glad FASB has created a Small Business Advisory Committee and 1
'ould like to hear about how it will assist in this process.

We will also hear from FASB itself, the Congressional Budget Office and other
xperts about the need for expensing and the merits of the proposed standards and the
rocess. Many business professionals, investors, analysts and venture capitalists have
oncluded that options should be expensed and can be expensed accurately, and they
ave applauded FASB’s proposal. Some firms, like Netflix and others, have already
10ved to voluntarily expense options.

We will hear some divergent views today, which is of course often the purpose of
good Committee hearing. 1have concluded that stock options are compensation and
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should be expensed. That doesn’t mean that I agree with all that FASB has done or agree
with every word of the exposure draft. I have questions about whether FASB has paid
sufficient attention to the concerns of small business. I have questions about whether the
exposure draft will provide a fair, rational, consistent and accurate expensing.

The comment period, today’s hearing and the other public hearings FASB has
scheduled provide the opportunity for Congress, businesses and investors to critique
these proposals and ask questions, In addition, the comment period provides FASB with
an opportunity to answer those questions, listen to good and bad reviews, address
criticisms, and consider changes to the exposure draft if appropriate.

Again, I thank Senator Enzi and Chair Snowe for calling this important hearing. [
also want to thank our witnesses who are participating in today’s hearing and I look
forward to your testimony.
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By ROBERTO MENDOZA, PETER HANCOCK and ROBERT MERTON

Microsoft's recent decision to substitute restricted stock for stock option grants in the
future and to deduct the cost of options from historic profits ends the accounting fiction
that such incentives are not an expense.

More importantly, it also removes a significant psychological barrier to the introduction
of even more effective design features that could produce substantial value for both
shareholders and employees.

Across corporate America, the distortion of income statements caused by the failure to
treat options as expenses has helped to create false expectations and perverse incentives.
In some cases, the misuse of options encouraged senior management to take excessive
risks. It also stifled innovation in the design of efficient and transparent compensation
systems.

But Microsoft and others still need to deal with the legacy of problems created by
previously granted options, many of which are "underwater" because the stock is still
trading below the option exercise price. The existing gulf between the interests of
shareholders and employees will be exacerbated by differing incentives within the
workforce. For example, option-holders will always favour earnings retention or share
buy-backs over dividends. Many shareholders take a different view.

The existence of outstanding legacy options is also demotivating because option-
holders find them difficult to value. This is particularly true of financially unsophisticated
employees who receive the incentives as part of a broad-based plan. Many tend to value
options at close to their intrinsic value (the difference between the stock price and the
exercise price of the option) plus something for "hope value". This often significantly
understates the "fair value" of the option.

Simply put, the fair value of an option is the price at which it makes no difference to the
company whether it compensates the employee in cash, stock or options.

The problem is that, at the time of grant, most employees do not value options at their
fair value, because at that stage the incentives typically have an intrinsic value of zero.
This problem only gets worse if the stock price declines, at which point the intrinsic value
is negative, even though the fair value is positive. Under such circumstances, many
employees consider their incentives as basically worthless, even though a third party
would readily pay cash for the options, given the opportunity to do so.

The plan devised by Microsoft and JPMorgan Chase allows option-holders to benefit
from precisely this opportunity by selling the options to the bank for cash. Thisis a
serious attemnpt to deal with the legacy option issue, but we think that it is possible to
address this issue in a considerably more effective manner for both shareholders and
employees.

Assume that the company offered to exchange restricted stock for options at fair value,
for example. This exchange alternative would yield several benefits compared with the
cash sale plan.

Such an exchange would be tax free to the employee, whereas the cash sale would
trigger an immediate taxliability.

An exchange would tend to align the interests of shareholders, recipients of future
restricted stock grants and current option-holders.

Option-holders would be able to calculate the value of their restricted stock at any time
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because the stock is publicly traded. The exchange would thus keep in place the original
goals of the option grant to retain and motivate employees while the cash sale would
eliminate them.

An exchange plan would eliminate the transaction costs that employees would incur in
selling their options to a third party. The cash purchaser would inevitably offer to buy the
options at a hefty discount to fair value, because of the risks involved.

An exchange alternative would also cover both in-the-money and out-of-the money
options, unlike the cash sale plan, which addresses only the latter. This represents a
significant advantage because option-holders also tend to undervalue in-the-money
options, further exacerbating the misalignment of employee and shareholder interests.

Last, an exchange would reduce the amount of options outstanding, perhaps radically,
whereas the cash plan would not. The cash plan could also increase the economic cost to
the company because the options would probably be held until expiration.

An exchange plan would be only one step in the design of more effective compensation
systems. Too many ad hoc plans have been developed in recent years, leading to
inconsistency and a failure to meet the long-term objectives of companies, their
shareholders and their employees.

A compensation plan should be one of the most important strategic priorities for
management, directors and shareholders. Our hope is that Microsoft's bold action will
unleash a wave of creativity and innovation in companies as they decide how to cultivate
their most valuable resource their people in a new environment of fairness and
transparency.

[a]
The writers are co-founders of Integrated Finance Limited. Roberto Mendoza and Peter
Hancock are former executives at JPMorgan

August 7, 2003
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Stock options are not recorded as an expense on

companies’ books. But the arguments for this spacial

treatment don't stand up. Let's end the charade.

Stock Options

Are an Expense

by Zvi Bodie, Robert S. Kaplan, and Robert C. Merton

o

for stock options; the controversy has been going on

far too long. In fact, the rule governing the reporting
of executive stock options dates back to 1972, when the
Accounting Principles Board, the predecessor to the Fi-
nancial Accounting Standards Board (FASB), issued APB
25. The rule specified that the cost of options at the grant
date should be measured by their intrinsic value - the dif-
ference between the current fair market value of the
stock and the exercise price of the option. Under this
method, no cost was assigned to options when their exer-
cise price was set at the current market price.

The rationale for the rule was fairly simple: Because no
cash changes hands when the grant is made, issuing a
stock option is not an economically significant trans-
action. That's what many thought at the time. What’s
more, little theory or practice was available in 1972 to
guide companies in determining the value of such un-
traded financial instruments.

APB 25 was obsolete within a year. The publication in
1973 of the Black-Scholes formula triggered a huge boom
in markets for publicly traded options, a movement rein-

- [ ™HE TIME HAS COME to end the debate on accounting

MARCH 2003

forced by the opening, also in 1973, of the Chicago Board
Options Exchange. It was surely no coincidence that the
growth of the traded options markets was mirrored by an
increasing use of share option grants in executive and em-
ployee compensation. The National Center for Employee
Ownership estimates that nearly 10 million employees
received stock options in 2000; fewer than 1 million did
in 1990. It soon became clear in both theory and practice
that options of any kind were worth far more than the in-
trinsic value defined by APB 25.

FASB initiated a review of stock option accounting in
1984 and, after more than a decade of heated controversy,
finally issued SFAS 123 in October 1995. It recommended~
but did not require - companies to report the cost of op-
tions granted and to determine their fair market value
using option-pricing models. The new standard was a
compromise, reflecting intense lobbying by business-
people and politicians against mandatory reporting. They
argued that executive stock options were one of the de-
fining components in America’s extraordinary economic
renaissance, so any attempt to change the accounting
rules for them was an attack on America’s hugely success-
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ful model for creating new businesses. Inevitably, most
companies chose to ignore the recommendation that they
opposed so vehemently and continued to record only the
intrinsic value at grant date, typically zero, of their stock
option grants.

Subsequently, the extraordinary boom in share prices
made erxitics of option expensing look like spoilsports. But
since the crash, the debate has returned with a vengeance.
The spate of corporate-accounting scandals in particular
has revealed just how unreal a picture of their economic
performance many companies have been painting in their
financial statements. Increasingly, investors and regulators
have come to recognize that option-based compensation
is a major distorting factor. Had AOL Time Warner in 2001,
for example, reported employee stock option expenses as
recommended by SFAS 123, it would have shown an oper-
ating loss of about $1.7 billion rather than the $700 million
in operating income it actually reported.

We believe that the case for expensing options is over-
whelming, and in the following pages we examine and dis-
miss the principal claims put forward by those who con-
tinue to oppose it. We demonstrate that, contrary to these
experts’ arguments, stock option grants have real cash-flow
implications that need to be reported, that the way to
quantify those implications is available, that footnote dis-
closure is not an acceptable substitute for reporting the
transaction in the income statement and balance sheet,
and that full recognition of option costs need not emascu-
late the incentives of entrepreneurial ventures. We then
discuss just how firms might go about reporting the cost
of options on their income statements and balance sheets.

FALLACY 1:
Stock Options Do Not Represent
a Real Cost

1t is a basic principle of accounting that financial state-
ments should record economically significant transac-
tions. No one doubts that traded options meet that crite-
rion; billions of doliars’ worth are bought and sold every
day, either in the over-the-counter market or on ex-
changes. For many people, though,company stock option
grants are a different story. These transactions are not
economically significant, the argument goes, because no
cash changes hands. As former American Express CEQ
Harvey Golub put it in an August 8, 2002, Wall Street Jour-
nal article, stock option grants “are never a cost to the

2vi Bodie is a professor of finance at Boston University'’s
School of Management. Robert S. Kaplan is the Marvin
Bower Professor of Leadership Development at Harvard
Business School. Robert C. Merton is the John and Natty
McArthur University Professor at Harvard Business School
and a winner of the 1997 Nobel Memorial Prize in Economic
Science, They are all based in Boston.

company and, therefore, should never be recorded as a
cost on the income statement.”

That position defies economic logic, not to mention
common sense, in several respects. For a start, transfers of
value do not have to involve transfers of cash. While a
transaction involving a cash receipt or payment is suffi-
cient to generate a recordable transaction, it is not neces-
sary. Events such as signing a lease, exchanging stock for
assets, providing future pension or vacation benefits for
current-period employment, or acquiring materials on
credit all trigger accounting transactions because they
involve transfers of value, even though no cash changes
hands at the time the transaction occurs.

Even if no cash changes hands, issuing stock options to
employees incurs a sacrifice of cash, an opportunity cost,
which needs to be accounted for. If a company were to
grant stock, rather than options, to employees, everyone
would agree that the company’s cost for this transaction
would be the cash it otherwise would have received if it
had sold the shares at the current market price to inves-
tors, It is exactly the same with stock options. When a
company grants options to employees, it forgoes the op-
portunity to receive cash from underwriters who could
take these same options and sell them in a competitive
options market to investors. Warren Buffett made this
point graphically in an April 9, 2002, Washington Post
column, when he stated: “Berkshire [Hathaway] will be
happy to receive options in lieu of cash for many of the
goods and services that we sell corporate America” Grant-
ing options to employees rather than selling them to
suppliers or investors via underwriters involves an actual
loss of cash to the firm.

It can, of course, be more reasonably argued that the
cash forgone by issuing options to employees, rather than
selling them to investors, is offset by the cash the com-
pany conserves by paying its employees less cash, As two
widely respected economists, Burton G. Malkiel and
William J. Baumol, noted in an April 4, 2002, Wall Street
Journal article: “A new, entrepreneurial firm may not be
able to provide the cash compensation needed to atiract
outstanding workers. Instead, it can offer stock options.”
But Malkiel and Baumol, unfortunately, do not follow
their observation to its logical conclusion. For if the cost
of stock options is not universally incorporated into the
measurement of net income, companies that grant op-
tions will underreport compensation costs, and it won't be
possible to compare their profitability, productivity, and
return on capital measures with those of economically
equivalent companies that have merely structured their
compensation system in a different way. The following
hypothetical iHustration shows how that can happen.

Imagine two companies, KapCorp and MerBod, com-
peting in exactly the same line of business. The two differ
only in the structure of their employee compensation
packages. KapCorp pays its workers $400,000 in total
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compensation in the form of cash dur-
ing the year. At the beginning of the
year, it also issues, through an under-
writing, $100,000 worth of options in
the capital market, which cannot be ex-
ercised for one year, and requires its
employees to use 25% of their compen-
sation to buy the newly issued options.
The net cash outflow to KapCorp is
$300,000 ($400,000 in compensation
expense less $100,000 from the sale of
the options).

MerBod’s approach is only slightly
different. It pays its workers $300,000 in
cash and issues them directly $100,000
worth of options at the start of the year
(with the same one-year exercise re-
striction). Economically, the two posi-
tions are identical. Each company has
paid a total of $400,000 in compensa-
tion, each has issued $100,000 worth
of options, and for each, the net cash outflow totals
$300,000 after the cash received from issuing the options
is subtracted from the cash spent on compensation. Em-
ployees at both companies are holding the same $100,000
of options during the year, producing the same motiva-
tion, incentive, and retention effects.

In preparing its year-end statements, KapCorp will
book compensation expense of $400,000 and will show
$100,000 in options on its balance sheet in a shareholder
equity account. If the cost of stock options issued to em-
ployees is not recognized as an expense, however, MerBod
will book a compensation expense of only $300,000 and
not show any options issued on its balance sheet. Assum-
ing otherwise identical revenues and costs, it will look as
though MerBod's earnings were $100,000 higher than
KapCorp’s. MerBod will also seem to have a lower equity
base than KapCorp, even though the increase in the num-
ber of shares outstanding will eventually be the same for
both companies if all the options are exercised. As a result
of the lower compensation expense and lower equity po-
sition, MerBod’s performance by most analytic measures
will appear to be far superior to KapCorp’s. This distortion
is, of course, repeated every year that the two firms choose
the different forms of compensation. How legitimate is an
accounting standard that allows two economically identi-
cal transactions to produce radically different numbers?

FALLACY 2:

The Cost of Employee Stock Options
Cannot Be Estimated

Some opponents of option expensing defend their posi-
tion on practical, not conceptual, grounds. Option-pricing
models may work, they say, as a guide for valuing publicly
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How legitimate is an
accounting standard
that allows two
economically identical
transactions to produce
radically different

numbers?

traded options. But they can't capture
the value of employee stock options,
which are private contracts between
the company and the employee for
illiquid instruments that cannot be
freely sold, swapped, pledged as col-
lateral, or hedged.

1t is indeed true that, in general, an
instrument’s lack of liquidity will re-
duce its value to the holder. But the
holder’s liquidity loss makes no differ-
ence to what it costs the issuer to cre-
ate the instrument unless the issuer
somehow benefits from the lack of lig-
uidity. And for stock options, the ab-
sence of a liquid market has little ef-
fect on their value to the holder. The
great beauty of option-pricing models
is that they are based on the charac-
teristics of the underlying stock. That's
precisely why they have contributed
to the extraordinary growth of option markets over the
iast 30 years. The Black-Scholes price of an option equals
the value of a portfolio of stock and cash that is managed
dynamically to replicate the payoffs to that option. With
a completely liquid stock, an otherwise unconstrained in-
vestor couid entirely hedge an option's risk and extract its
value by selling short the replicating portfolio of stock
and cash. In that case, the liquidity discount on the op-
tion’s value would be minimal. And that applies even if
there were no market for trading the option directly.
Therefore, the liquidity — or lack thereof -- of markets in
stock options does not, by itself, lead to a discount in the
option’s value to the holder.

investment banks, commercial banks, and insurance
companies have now gone far beyond the basic, 30-year-
old BlackScholes model to develop approaches to pricing
all sorts of options: Standard ones. Exotic ones. Options
traded through intermediaries, over the counter, and on
exchanges. Options linked to currency fluctuations. Op-
tions embedded in complex securities such as convertible
debt, preferred stock, or callable debt like mortgages with
prepay features or interest rate caps and floors. A whole
subindustry has developed to help individuals, compa-
nies, and money market managers buy and sell these
complex securities. Current financial technology certainly
permits firms to incorporate all the features of employee
stock options into a pricing model. A few investment
banks will even quote prices for executives looking to
hedge or sell their stock options prior to vesting, if their
company'’s option plan allows it.

Of course, formula-based or underwriters’ estimates
about the cost of employee stock options are less precise
than cash payouts or share grants. But financial state-
ments should strive to be approximately right in reflect-
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ing economic reality rather than precisely wrong. Man-
agers routinely rely on estimates for important cost items,
such as the depreciation of plant and equipment and
provisions against contingent labilities, such as future
environmental cleanups and settlements from product
liability suits and other litigation. When calculating the
costs of employees’ pensions and other retirement bene-
fits, for instance, managers use actuarial estimates of fu-
ture interest rates, employee retention rates, employee
retirement dates, the longevity of employees and their
spouses, and the escalation of future medical costs. Pric-
ing models and extensive experience make it possible to
estimate the cost of stock options issued in any given
period with a precision comparable to, or greater than,
many of these other items that already appear on com-
panies’ income statements and balance sheets.

Not all the objections to using Black-Scholes and other
option valuation models are based on difficulties in esti-
mating the cost of options granted. For example, John
Delong, in a June 2002 Competitive Enterprise Institute
paper entitled “The Stock Options Controversy and the
New Economy;” argied that “even if a value were calcu-
lated according to a model, the calculation would require
adjustment to reflect the value to the employee” He is
only half right. By paying employees with its own stock
or options, the company forces them to hold highly non-
diversified financial portfolios, a risk further compounded
by the investment of the employees’ owrn human capital
in the company as well. Since almost all individuals are
risk averse, we can expect employees to place substan-
tially less value on their stock option package than other,
better-diversified, investors would.

The Real Impact of Forfeiture and Early Exercise

Unlike cash salary, stock options cannot be
transferred from the individual granted them to
anyone else. Nontransferability has two effects
that combine to make employee options less
valuable than conventional options traded in
the market. First, employees forfeit their op-
tions if they leave the company before the
options have vested. Second, employees tend

to reduce their risk by exercising vested stock
options much earlier than a well-diversified in-
vestor would, thereby reducing the potential for
a much higher payoff had they held the options
to maturity. Employees with vested options that
are in the money will also exercise them when
they quit, since most companies require em-
ployees to use or lose their options upon depar-
ture. In both cases, the economic impact on

the company of issuing the options is reduced,
since the value and relative size of existing
shareholders’ stakes are diluted less than they
could have been, or not at afl.

Recognizing the increasing probability that
companies will be required to expense stock op-
tions, some opponents are fighting a rearguard
action by trying to persuade standard setters to
significantly reduce the reported cost of those
options, discounting their value from that mea-
sured by financial models to reflect the strong

likelihood of forfeiture and early exercise. Cur-
rent proposals put forth by these people to
FASB and IASB would allow companies to esti-
mate the percentage of options forfeited during
the vesting period and reduce the cost of option
grants by this amount. Alse, rather than use the
expiration date for the option life in an option-
pricing model, the proposals seek to allow com-
panies to use an expected life for the option to
reflect the Jikelihood of early exercise. Using an
expected life, (which companies may estimate
at close to the vesting period, say, four years),
instead of the contractual period of say, ten
years, would significantly reduce the estimated
cost of the option.

Some adjustment should be made for forfei-
ture and early exercise. But the proposed method
significantly overstates the cost reduction since
it neglects the circumstances under which op-
tions are most tikely to be forfeited or exercised
early. When these circumstances are taken into
account, the reduction in employee option costs
is likely to be much smaller.

First, consider forfeiture. Using a flat per-
centage for forfeitures based on historical or
prospective employee turnover is valid only
if forfeiture is a random event, tike a lottery,
independent of the stock price. In reality, how-
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Estimates of the magnitude of this employee risk dis-
count - or “deadweight cost,” as it is sometimes called -
range from 20% to 50%, depending upon the volatility of
the underlying stock and the degree of diversification of
the employee’s portfolio. The existence of this deadweight
cost is sometimes used to justify the apparently huge scale
of option-based remuneration handed out to top execu-
tives. A company seeking, for instance, to reward its CEO
with $1 million in options that are worth $1,000 each in
the market may (perhaps perversely) reason that it
should issne 2,000 rather than 1,000 options because,
from the CEO’s perspective, the options are worth only
$500 each. (We would point out, by the way, that this rea-
soning validates our earlier point that options are indeed
a substitute for cash.)

But while it might arguably be reasonable to take dead-
weight cost into account when deciding how much equity-

based compeunsation (such as options) to include in an exec-
utive’s pay packet, it is certainly not reasonable to let dead-
weight cost influence the way companies record the costs of
the packets. Financial statements reflect the economic per-
spective of the company, not the entities {including employ-
ees) with which it transacts. When a company sells a product
0 a customer, for exarnple, it does not have to verify what the
product is worth to that individual. It counts the expected
cash payment in the transaction as its revenue. Similarly,
when the company purchases a product or service from a
supplier, it does not examine whether the price paid was
greater or less than the supplier’s cost or what the supplier
could have received had it sold the product or service to an-
other customer. The company records the purchase price as
the cash or cash equivalent it sacrificed to acquire the good
or service.

ever, the likelihood of forfeiture is negatively
related to the value of the options forfeited and,
hence, to the stock price itself. People are more
tikely to leave a company and forfeit options
when the stock price has declined and the op-
tions are worth little. But if the firm has done
well and the stock price has increased signifi-
cantly since grant date, the options will have
become much more valuable, and employees
will be much less likely to leave. If employee
turnover and forfeiture are more likely when
the options are least valuable, then littie of

the options’ total cost at grant date is reduced
because of the probability of forfeiture,

The early exercise is similar. it also depends
on the future stock price. Empioyees will tend
to exercise early if most of their wealth is bound
up in the company, they need to diversify, and
they have no other way to reduce their risk
exposure to the company’s stock price. Senior
executives, however, with the largest option
holdings, are unlikely to exercise early and de-
stroy option value when the stock price has
risen substantially. Ofen they own unrestricted
stock, which they can seff as a more efficient
means to reduce their risk exposure. Or they
have enough at stake to contract with an invest-
ment bank to hedge their option positions with-
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out exercising prematurely. As with the forfei-
ture feature, the calcuiation of an expected
option life without regard to the magnitude of
the holdings of employees who exercise early,
or to their ability to hedge their risk through

other means, would significantly underestimate -

the cost of options granted.

Option-pricing models can be modified to
incorporate the influence of stock prices and
the magnitude of employees’ option and stock
holdings on the probabilities of forfeiture and
early exercise {see, for example, Mark Rubin-
stein’s discussion in the Fall 1995 journaf of
Derivatives article,”On the Accounting Valua-
tion of Employee Stock Options.” The actual
magnitude of these adjustments needs to be
based on specific company data but we expect
that, for most firms, the impact of these provi-
sions, when properly assessed, will turn out to
be smalf. In that case, a calculation that ignores
forfeiture and early exercise altogether could
come closer to the true cost of options than the
calculation {apparently endorsed by the FASB
and the 1ASB) that ignores the impact of the
stock price and the size of employees’ option
and stock holdings on their probabilities of
forfeiture and early exercise.

iy G

i




310

For the Last Time: Stock Options Are an Expense

Suppose a clothing manufacturer
were to build a fitness center for its
employees. The company would not
do so to compete with fitness clubs.
It would build the center to generate
higher revenues from increased pro-
ductivity and creativity of healthier,
happier employees and to reduce
costs arising from employee turnover
and illness. The cost to the company
is clearly the cost of building and
maintaining the facility, not the value
that individual employees might
place on it. The cost of the fitness cen-
ter is recorded as a periodic expense,
loosely matched to the expected rev-
enue increases and reductions in em-
ployee-related costs.

The only reasonable justification
we have seen for costing executive op-
tions below their market value stems
from the observation that many op-
tions are forfeited when employees
leave, or are exercised too early be-
cause of employees’ risk aversion. In
these cases, existing shareholders’
equity is diluted less than it would otherwise be,or not at
all, consequently reducing the company’s compensation
cost. While we agree with the basic logic of this argument,
the impact of forfeiture and early exercise on theoretical
values may be grossly exaggerated. (See the sidebar “The
Real Impact of Forfeiture and Early Exercise”)

FALLACY 3;
Stock Option Costs Are Already
Adequately Disclosed

Another argument in defense of the existing approach is
that companies already disclose information about the
cost of option grants in the footnotes to the financial
statements. Investors and analysts who wish to adjust in-
come statements for the cost of options, therefore, have
the necessary data readily available. We find that argu-
ment hard to swallow. As we have pointed out, it is a fun-
damental principle of accounting that the income state-
ment and balance sheet should portray a company’s
underlying economics. Relegating an item of such major
economic significance as employee option grants to the
footnotes would systematically distort those reports.

But even if we were to accept the principle that foot-
note disclosure is sufficient, in reality we would find it a
poor substitute for recognizing the expense directly on
the primary statements. For a start, investment analysts,
lawyers, and regulators now use electronic databases to
calculate profitability ratios based on the numbers in com-

The people who claim
that expensing options
creates a double-
counting problem are
themselves creating
a smoke screen to hide
the economic reality

of stock option grants.

panies’ audited income statements
and balance sheets. An analyst fol-
lowing an individual company, or
even a small group of companies,
could make adjustments for informa-
tion disclosed in footnotes. But that
would be difficult and costly to do for
a large group of companies that had
put different sorts of data in various
nonstandard formats into footnotes.
Clearly, it is much easier to compare
companies on a level playing field,
where all compensation expenses
have been incorporated into the in-
come numbers.

What's more, numbers divalged in
footnotes can be less reliable than
those disclosed in the primary finan-
cial statements. For one thing, execu-
tives and auditors typically review
supplementary footnotes last and de-
vote less time to them than they do
to the numbers in the primary state-
ments. As just one example, the foot-
note in eBay’s FY 2000 annual report
reveals a “weighted average grant-
date fair value of options granted during 1999 of $103.03”
for a year in which the weighted average exercise price of
shares granted was $64.59. Just how the value of options
granted can be 63% more than the value of the underly-
ing stock is not obvious. In FY 2000, the same effect was
reported: a fair value of options granted of $103.79 with
an average exercise price of $62.69. Apparently, this error
was finally detected, since the FY 2001 report retroac-
tively adjusted the 1999 and 2000 average grant date fair
values to $40.45 and $41.40, respectively. We believe ex-
ecutives and auditors will exert greater diligence and care
in obtaining reliable estimates of the cost of stock options
if these figures are included in companies’ income state-
ments than they currently do for footnote disclosure.

Our colleague William Sahiman in his December
2002 HBR article, “Expensing Options Solves Nothing,”
has expressed concern that the wealth of useful informa-
tion contained in the footnotes about the stock options
granted would be lost if options were expensed. But
surely recognizing the cost of options in the income state-
ment does not preclude continuing to provide a footnote
that explains the underlying distribution of grants and
the methodology and parameter inputs used to calculate
the cost of the stock options.

Some critics of stock option expensing argue, as venture
capitalist John Doerr and FedEx CEO Frederick Smith
did in an April 5, 2002 New York Times column, that “if
expensing were ... required, the impact of options would
be counted twice in the earnings per share: first as a po-
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tential ditution of the earnings, by increasing the shares
outstanding, and second as a charge against reported
earnings. The result would be inaccurate and misleading
earnings per share”

We have several difficulties with this argument. First,
option costs only enter into a (GAAP-based) diluted
earnings-per-share calculation when the current market
price exceeds the option exercise price. Thus, fully diluted
EPS numbers still ignore all the costs of options that are
nearly in the money or could become in the money if the
stock price increased significantly in the near term.

Second, relegating the determination of the economic
impact of stock option grants solely to an EPS calculation
greatly distorts the measurement of reported income.
Such fundamental profitability and productivity mea-
sures as return on investment, return on capital employed,
and economic value added, which are based on account-
ing income, would not be adjusted to reflect the economic
impact of option costs. These measures are more signifi-
cant surnmaries of the change in economic value of a
company than the prorated distribution of this income to
individual shareholders revealed in the EPS measure. This
becomes eminently clear when taken to its logical absur-
dity: Suppose companies were to compensate all their
suppliers —of materials, labor, energy, and purchased ser-
vices—with stock options rather than with cash and avoid
all expense recognition in their income statement, Their
income and their profitability measures would all be
so grossly inflated as to be useless for analytic purposes;
only the EPS number would pick up any economic effect
from the option grants.

Our biggest objection to this spurious claim, however,
is that even a calculation of fully diluted EPS does not
fully reflect the econormic impact of stock option grants.
The following hypothetical example illustrates the prob-
lems, though for purposes of simplicity we will use grants
of shares instead of options. The reasoning is exactly the
same for both cases.

Let’s say that each of our two hypothetical companies,
KapCorp and MerBod, has 8,000 shares outstanding, no
debt, and annual revenue this year of $100,000. KapCorp
decides to pay its employees and suppliers $90,000 in
cash and has no other expenses. MerBod, however, com-
pensates its employees and suppliers with $80,000 in cash
and 2,000 shares of stock, at an average market price of
$5 per share. The cost to each company is the same:
$90,000. But their net income and EPS numbers are very
different. KapCorp’s net income before taxes is $10,000,
or $1.25 per share. By contrast, MerBod's reported net
income (which ignores the cost of the equity granted to
employees and suppliers) is $20,000, and its EPS is $2.00
{which takes into account the new shares issued).

Of course, the two companies now have different cash
balances and numbers of shares outstanding with a claim
on them. But KapCorp can eliminate that discrepancy

MARCH 2003

by issuing 2,000 shares of stock in the market during
the year at an average seiling price of $5 per share. Now
both companies have closing cash balances of $20,000
and 10,000 shares outstanding. Under current account-
ing rules, however, this transaction only exacerbates the
gap between the EPS numbers. KapCorp’s reported in-
come remains $10,000, since the additional $10,000
value gained from the sale of the shares is not reported
in net income, but its EPS denominator has increased
from 8,000 to 10,000. Consequently, KapCorp now re-
ports an EPS of $1.00 to MerBod's $2.00, even though
their economic positions are identical: 10,000 shares out-
standing and increased cash balances of $20,000. The
people claiming that options expensing creates a double-
counting problem are themselves creating a smoke
screen to hide the income-distorting effects of stock op-
tion grants.

Indeed, if we say that the fully diluted EPS figure is the
right way to disclose the irnpact of share options, then we
should immediately change the current accounting rules
for situations when companies issue common stock, con-
vertible preferred stock, or convertible bonds to pay for
services or assets. At present, when these transactions
occur, the cost is measured by the fair market value of the
consideration involved. Why should options be treated
differently?

FALLACY 4:
Expensing Stock Options
Will Hurt Young Businesses

Opponents of expensing options also claim that doing so
will be a hardship for entrepreneurial high-tech firms that
do not have the cash to attract and retain the engineers
and executives who translate entrepreneurial ideas into
profitable, long-term growth.

This argument is flawed on a number of levels. For
a start, the people who claim that option expensing will
harm entrepreneurial incentives are often the same peo-
ple who claim that current disclosure is adequate for com-
municating the economics of stock option grants. The two
positions are clearly contradictory. If current disclosure is
sufficient, then moving the cost from a footnote to the
balance sheet and income statement will have no market
effect. But to argue that proper costing of stock options
would have a significant adverse impact on companies
that make extensive use of stock options is to admit that
the economics of stock options, as currently disclosed in
footnotes, are not fully reflected in companies’ market
prices.

More seriously, however, the claim simply ignores the
fact that a lack of cash need not be a barrier to compen-
sating executives. Rather than issuing options directly to
employees, companies can always issue them to under-
writers and then pay their employees out of the money
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received for those options. Considering that the market
systematically puts a higher value on options than em-
ployees do, companies are likely to end up with more cash
from the sale of externally issued options (which carry
with them no deadweight costs) than they would by
granting options to employees in lieu of higher salaries.

Even privately held companies that raise funds through
angel and venture capital investors can take this ap-
proach. The same procedures used to place a value on a
privately held company can be used to estimate the value
of its options, enabling external investors to provide cash
for options about as readily as they provide cash for stock.

That's not to say, of course, that entrepreneurs should
never get option grants. Venture capital investors will ai-
ways want employees to be compensated with some stock
options in lieu of cash to be assured that the employees
have some “skin in the game” and so are more likely to be
honest when they tout their company’s prospects to
providers of new capital. But that does not preclude also
raising cash by selling options externally to pay a large
part of the cash compensation to employees.

We certainly recognize the vitality and wealth that en-
trepreneurial ventures, particularly those in the hightech
sector, bring to the U.S. economy. A strong case can be
made for creating public policies that actively assist these
companies in their early stages, or even in their more
established stages. The nation should definitely consider
a regulation that makes entrepreneurial, job-creating
companies healthier and more competitive by changing
something as simple as an accounting journal entry.

But we have to question the effectiveness of the cur-
rent rule, which essentially makes the benefits from a
deliberate accounting distortion pro-
portional to companies’ use of one
particular form of employee compen-
sation. After all, some entrepreneur-
ial, job-creating companies might
benefit from picking other forms
of incentive compensation that ar-
guably do a better job of aligning ex-
ecutive and shareholder interests
than conventional stock options do.
Indexed or performance options, for
example, ensure that management is
not rewarded just for being in the
right place at the right time or penal-
ized just for being in the wrong place
at the wrong time. A strong case can
also be made for the superiority of
properly designed restricted stock
grants and deferred cash payments.
Yet current accounting standards re-
quire that these, and virtually all
other compensation alternatives, be
expensed. Are companies that choose

It is not the proper role
of accounting standards
to distort executive
and employee
compensation
by subsidizing one
form of compensation

relative to all others.

those alternatives any less deserving of an accounting
subsidy than Microsoft, which, having granted 300 mil-
lion options in 2001 alone, is by far the largest issuer of
stock options?

A less-distorting approach for delivering an accounting
subsidy to entrepreneurial ventures would simply be to
allow them to defer some percentage of their total em-
ployee compensation for some number of years, which
could be indefinitely - just as companies granting stock
options do now. That way, companies could get the sup-
posed accounting benefits from not having to report a
portion of their compensation costs no matter what form
that compensation might take,

What Will Expensing Involve?

Although the economic arguments in favor of reporting
stock option grants on the principal financial statements
seem to us to be overwhelming, we do recognize that ex-
pensing poses challenges, For a start, the benefits accruing
to the company from issuing stock options occur in future
periods, in the form of increased cash flows generated by
its option-motivated and retained employees, The funda-
mental matching principle of accounting requires that
the costs of generating those higher revenues be recog-
nized at the same time the revenues are recorded, This is
why companies match the cost of multiperiod assets such
as plant and equipment with the revenues these assets
produce over their economic lives.

In some cases, the match can be based on estimates of
the future cash flows. In expensing capitalized software-
development costs, for instanice, managers match the costs
against a predicted pattern of bene-
fits accrued from selling the software.
In the case of options, however, man-
agers would have to estimate an
equivalent pattern of benefits aris-
ing from their own decisions and ac-
tivities. That would likely introduce
significant measurement error and
provide opportunities for managers
to bias their estimates. We believe,
therefore, that using a standard
straight-line amortization formula
will reduce measurement error and
management bias despite some loss
of accuracy. The obvious period for
the amortization is the useful eco-
nomic life of the granted option,
probably best measured by the vest-
ing period. Thus, for an option vest-
ing in four years, 1/48 of the cost of
the option would be expensed
through the income statement in
each month until the option vests.
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This would treat employee option compensation costs the
same way the costs of plant and equipment or inventory
are treated when they are acquired through equity in-
struments, such as in an acquisition.

In addition to being reported on the income statement,
the option grant should also appear on the balance sheet.
Inour opinion, the cost of options issued represents an in-
crease in shareholders’ equity at the time of grant and
should be reported as paid-in capital, Some experts argue
that stock options are more like contingent lability than
equity transactions since their ultimate cost to the com-
pany cannot be determined until employees either exer-
cise or forfeit their options. This argument, of course, ig-
niores the considerable economic value the company has
sacrificed at time of grant. What's more, a contingent lia-
bility is usually recognized as an expense when it is possi-
ble to estimate its value and the Hability is likely to be in-
curred. At time of grant, both these conditions are met.
The value transfer is not just probable; it is certain. The
company has granted employees an equity security that
could have been issued to investors and suppliers who
would have given cash, goods, and services in return, The
amount sacrificed can also be estimated, using option-
pricing models or independent estimates from invest-
ment banks.

There has to be, of course, an offsetting entry on the
asset side of the balance sheet. FASB, in its exposure draft
on stock option accounting in 1994 proposed that at time
of grant an asset called “prepaid compensation expense”
be recognized, a dation we endorse. FASB,
however, quently retracted its proposal in the face of
criticism that since employees can quit at any time, treat-
ing their deferred compensation as an asset would violate
the principle that a company must

exercised. But if companies were to mark compensation
expense downward when employees forfeit their options,
should they not also mark it up when the share price rises,
thereby increasing the market value of the options?
Clearly, this can get complicated, and it comes as no sur-
prise that neither FASB nor IASB recommends any kind
of postgrant accounting revisions, since that would open
up the question of whether to use mark-to-market ac-
counting for all types of assets and liabilities, not just
share options. At this time, we don’t have strong feelings
about whether the benefits from mark-to-market ac-
courting for stock options exceed the costs. But we would
point out that people who object to estimating the cost of
options granted at time of issue should be even less en-
thusiastic about reestimating their options’ cost each
quarter.

We recognize that options are a powerful incentive, and
we believe that all companies shouid consider them in de-
ciding how to attract and retain talent and align the in-
terests of managers and owners. But we also believe that
failing to record a transaction that creates such powerful
effects is economically indefensible and encourages com-~
panies to favor options over alternative compensation
methods. It is not the proper role of accounting standards
to distort executive and employee compensation by sub-
sidizing one form of compensation relative to all others,
Companies should choose compensation methods ac-
cording to their economic benefits—not the way they are
reported.

Reprint 03030
To order, see page Xxxx.

always have Jegal control over the
assets it reports. We feel that FASB

capitulated too easily to this argu-
ment. The firm does have an asset
because of the option grant - pre-
sumably a loyal, motivated em-
ployee. Even though the firm does
not control the asset in a legal sense,
it does capture the benefits. FASB's
concession on this issue subverted
substance to form.

Finally, there is the issue of
whether to allow companies to re-
vise the income number they've
reported after the grants have been
issued. Some commentators argue
that any recorded stock option com-
pensation expense should be re-
versed if employees forfeit the op-
tions by leaving the company before
vesting or if their options expire un-

MARCH 2003
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Proposal by Integrated Finance Limited for Expensing Employee
Compensatory Stock Options for Financial Reporting Purposes

introduction

Integrated Finance Limited (“IFL”) has developed an accounting approach for
employee stock options that matches the expense of option-based compensation
to the timing and magnitude of economic transfer. The approach, which is
adaptable to either closed-form or binomial valuation models, complements the
FASB draft proposal by providing a specific framework in which to apply the
FASB recommendations.

The IFL approach is driven by the key insight that only the part of the option
value earned without the obligation of continued employment should be treated
as an expense.' We pay specific attention to the fact that most stock option plans
stipulate that if the employee resigns or is terminated then the maturity for the
vested option is truncated to 90 days. Hence, at any given point in time, an
employee in fact owns (free and clear of any future commitment to work for the
company) only a 90-day option, even if the stated maturity of the option is 10
years.? Thus, the “extension” of the maturity as a consequence of the
employee’s continued employment is the appropriate expense in each
accounting period. This approach to expensing vested options in turn has
implications for plans that require a vesting period. For such plans, IFL proposes
that the option value to be conferred at vesting be estimated quarterly beginning
at time of grant and that the corresponding estimated expense be revised and
allocated as a pro-rata accrual each quarter over the vesting period.

! The idea that only the value of the part of that option which is owned without requiring continued employment in the future
should be exp d was first p din“A ing for Stock Options,” Jeremy Bulow and John Shoven, Stanford
University, unpublished manuscript, January 15, 2004,

? For some companies, the maturity because of termination may differ from 90 days. For a company with an N-day maturity
provision, the underlying logic for quarterly accounting periods would still apply, and the expense each quarter would equal a
90-day extension of an N-day option. If the termination window is in fact 90 days, the extension and maturity conveniently
match up, simplifying the valuation process.

G0 Filrh Avenne, Saite 2750 New YVork, NY 1o Phone: 012 200 2100 Fax: 212 200 2100 wewsw ifld com
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Summary: IFL Process for Expensing Employee Stock Options

For vested employee stock options that expire 90 days after employee
termination, IFL proposes:

1. In the period after the option becomes vested (“the vested period”),
outstanding employee stock options should be expensed at the end of
each quarter for the incremental value of extending the option for an
additional quarter. There is no option expense in the quarter when the
option is either exercised or expires.

2. In the pre-vested period (“the vesting period”), employee stock options
should be expensed based on an option maturity of the quarter-end date
when the option vests plus the termination-linked time-frame dictated by
the company option plan; typically, the quarter-end date when the option
vests plus 90 days.

3. The expense of an unvested employee stock option should be spread
over the vesting period on a pro-rata basis and recalculated each
accounting period during vesting to reflect the then current value of the
option; the cumulative expense charge over the entire vesting period will
equal the fair-market value of the option at its vesting date.

Benefits of the IFL Process for Expensing Employee Stock Options

1. It reflects the actual economics of the exchange of labor for valuable
consideration by charging the fair market value of what the firm has
transferred to the employee and by allocating that expense to the
accounting period in which the employee worked to receive that transfer.

2. in the vested period, valuation typically will not be based on maturities
greater than 90 days, for which there are traded options; even when
traded prices are not available, most agree that the Black-Scholes and
other (lattice) models of option pricing are more accurate for shorter
maturity options.
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3. Inthe vested period, because the termination-linked option maturities
generally are 90 days, adjustments in valuation for early exercise before
expiration are not likely to be needed or material.

4. At grant, the time horizon for valuation is the vesting period plus 90
days, typically 1.25-3.25 years, which is within a maturity range for
reasonably effective model pricing and allows benchmark pricing to
publicly traded LEAPs (Long term Equity Anticipation Securities).
Furthermore, because options cannot be exercised prior to vesting, any
need to estimate early exercise dates is eliminated.

5. In the vesting and vested periods, the IFL approach should lead to a
greater degree of comparability in option valuation and expense
allocation among companies.

6. ltis an option-expense approach that is consistent with expensing
restricted stock.

Detailed lHlustration of the IFL Process for Expensing Employee Options

We demonstrate the specific application of the recommended approach by
means of two hypothetical examples, one for vested options and the other for
unvested options.

Example #1: Expensing of Vested Options.

Consider three employees of XYZ Corporation, *A”, “B”, and “C”, each of whom
has identical total compensation histories at XYZ and each of whom has worked
at XYZ for at least the entire 2003. XYZ has an employee stock option plan,
which grants 10-year at-the-money options that vest immediately upon grant. If
the employee leaves the firm, whether voluntarily or as a result of having been
terminated not for cause, the vested options must be exercised within 90 days.
Thus, upon leaving the firm, the effective maturity of the vested option becomes
90 days. On December 31, 2003, the price of XYZ shares is $100. Suppose each
of the employees is granted a 10-year option with an exercise price of $100,
which vests immediately.

oo tifth Averror, Suite 2750 New Yori, NY 101 Phones 2 50 Fav: 202 206 2101 www.iflid.com
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To determine the valuation and allocation of the option expenses, consider what
happens if employee A resigns from the firm the next day, January 1, 2004. The
expiration date of his option immediately becomes March 31, 2004. Asis
common for many listed companies, 90-day options on XYZ with the same $100
exercise price as the granted options are trading in the public market at $8.20 per
option. Since employee A owns that option and will not perform any further work
for the firm in the future, the fair-market value of that option, $8.20, must be a
compensation expense for past effort. The option was granted and vested in 4"
Q 2003 and thus we would allocate the entire $8.20 expense to that quarter. itis
difficult to justify allocating any of the expense to an earlier quarter unless there
was a specific allocation of the option prior to the 4™ Q 2003, which, in effect,
would have been a grant. Furthermore we want to avoid a process that causes
periodic restatements of earlier quarter income. Since employees B and C had
the same rights to leave the firm and retain the option value that A has, we
charge the same amount, $8.20, as a 4™ Q compensation expense for each of
them as well.

Continuing with the example, consider what happens if on March 31, 2004, both
employees B and C are at the firm and on April 1, 2004, employee B is
terminated not for cause. As a result, the expiration date of B's option
immediately becomes June 30, 2004. Suppose the March 31, 2004 closing price
on XYZ is $120 and the fair market value of B's 90-day option with an exercise
price of $100 is $22.54. How much of that option value did Bearn as a
consequence of being employed by XYZ during the 4" quarter? On December
31, 2003, employee A and employee B were in identical economic situations with
respect to XYZ. Subsequently, employee A did not work at the firm and
employee B did. Thus, since employee B will not perform any further work for
XYZ in the future, the difference in the value of the option owned by employee B
and the value of the option owned by employee A on March 31, 2004 must be
the option-related compensation received by employee B for working in 1% Q
2004. March 31, 2004 is the expiration date of employee A’s option and so its
value is its intrinsic value, ($120-$100 =) $20. Thus, the difference between the
fair market value of employee B's option and employee A's option is $22.54 -
$20.00 = $2.54 and that is the compensation expense for B's option in the 1% Q
2004. In effect, by B working another quarter beyond A, he received a 90-day
extension on the maturity of his option relative to A’'s option. The value of that
extension in this case is exactly the time value of a 90-day option, the difference

20 Fifrh Avenue, Sutte 2750 Naw York, NY 10110 Phone: 212 204 2100 Fax: 212 200 2101 www. iflid.com
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between the fair-market value of a 90-day option and its intrinsic value. Since on
March 31, 2004, employees B and C were in identical positions in terms of their
relationship to XYZ, the compensation expense charged for C's option in the 1%
Q 2004 should be the same as for B's or $2.54. Note that there is no further
compensation expense charged for A’s option because he did not work at XYZ in
1% Q 2004,

We now derive the quarterly expenses for employee C if he continues to work for
XYZ for another year. Suppose that on June 30, 2004, the stock price is $90 and
the fair market value of a 90-day option on XYZ with a $100 exercise price is
$3.72. Since B's option expires on June 30, its fair market value is its intrinsic
value, $0. Since the only difference between B and C is that C worked the 2™ Q
2004 and B didn’t, the option-based compensation charge for C is the difference
between the value of his option, $3.72, and B's, which is worthless.

Suppose that on September 30, 2004, the price of XYZ stock is $140 and the fair
market value of a 90-day option with an exercise price of $100 is $40.92, then the
option-related compensation charge for C having worked for the 3 quarter is the
value of an extension of his option maturity date for another 90 days, $40.92-
$40.00 = $0.92. Suppose that the stock price on December 31, 2004 is $160 and
the fair market value of a 90-day option with an exercise price of $100 is $60.57,
then C’s option-based compensation charge for working the 4" Q 2004 would be
$60.57 - $60.00 = $0.57. Suppose that the stock price of XYZ on March 31, 2005
is $175 but C had exercised his option some time on or before March 31. An
employee with the same option as C on December 31, 2004 but who left the firm
on January 1, 2004 could have exercised at exactly the same time that C did
during the 1* Quarter of 2005 and would have received the identical payout. Thus,
C earned no option-based compensation as a consequence of his working for XYZ
in the 1% Q 2005 and hence, there is no expense. And of course since his option
no longer exists, there will be no expense for it in any later quarter. The entire time
path of expensing is summarized in Table 1.

Observations on the effect of truncation of maturity drawn from this example:
The provision in standard option plans that calls for the maturity of a vested

option to truncate to 90 days upon the employee leaving the firm has a very
substantial effect on the magnitude of option expenses and on the allocation of

Gy Fifih Avenae., Sawie 2750 New York, NY 10115 Phone: 212 209 2100 Faxe 21 209 210t wewifhidieom
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those expenses to various accounting periods. To demonstrate how substantial
this effect can be, consider the expensing that would occur in the same
hypothetical situation, if the plan terms are changed so that vested options retain
their full stated maturity (in this case 10 years from time of grant) even if the
employee leaves the firm, voluntarily or as a result of having been terminated not
for cause.® Under this condition, the options held by employees A, Band C
would have had the identical value at all points in time, independently of
continued employment beyond the vesting date. By analysis parallel fo that
leading to a charge of the value of the 90-day option on December 31, 2003, as
an expense to 4™ Q 2003, we would instead charge the value of a 10-year at-the-
money option on that date to the 4™ Q 2003. The fair-market value of such an
option with the stock price at $100 might be around $50. So without the plan
provision of the maturity truncation, there would have been a $150 charge to 4"
Q 2003 earnings for the three employees’ opﬂons and no further expense after
that, whether or not the employees left XYZ.* In contrast, the total expense
charged for these options with the truncation provision was: $34.89, allocated;
$24.60 for 4™ Q 2003; $5.08 for 1% Q 2004; $3.72 for 2™ Q 2004; $0.92 for 3 Q
2004; $0.57 for 4" Q 2004 and no further expenses thereafter.

The large difference ($150 vs. $35) in the cumulative expense and its distribution
across accounting periods caused by the maturity truncation provision is not
simply a result of employees with vested options leaving the firm. If all three
employees had instead remained at the firm and then exercised in March 2005,
the cumulative expenses would have been only $47.85. Furthermore, provided
that the stock remained deep in the money at each quarter end from March 2005
to December 2013, even if all three employees had stayed at the firm and did not
exercise before the expiration date, still the total expenses charged on the
options, $ 65.35, would be considerably less than $150. And that smaller total

* Even plans with maturity truncation for termination often contain an exception if ination is a ¢ Y of
on or after a specified retirement age. In that case, the retiring employee’s vested option retains its entire stated maturity. In
the quarter when an employee qualifies for that ption, the exp for maturity ion should be the time value of an

option with the remaining stated maturity, not 90 days.

* There is no further expense because the options held by the employees contain no greater obligations than if options were
issued by the company to non-employee investors for capital infusion. Hence, for ﬁnancxal repomng the subsequent value
of the option including its intrinsic value at time of ise or expiration is not a comp p in return for services

10 the firm but a capital account matter. It is for that same reason that we expense the intrinsic va]ue if any, only at the time
of vesting and subsequently expense only the time value of the 90-day maturity extensions.

650 Fifth Avenue, Suite 2750 New York, XY 10157 Phone- 210 209 2100 Faw 21w 200 2101 www iflrd com
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expense would be distributed over 40 quarters from 4™ Q 2003 through 3™ Q
2013 instead of concentrated in a single quarter, 4™ Q 2003.°

As discussed in the circulated FASB Draft Proposal, the prospect of early
exercise of a long-dated option can have a significant effect on its valuation and
thus such considerations should be taken into account. However, as we see
here for plans with a maturity truncation to 90 days after leaving the firm, no
vested option expense valuation involves a maturity of greater than 90 days.
Therefore, not taking into account early exercise possibilities will have a relatively
small effect on that valuation.

Example #2: Expensing of Unvested Options.

Consider the same circumstances described in the preceding example but now
XYZ's option plan has a one-year (4 quarter) vesting period from time of grant.
Thus, the at-the-money 10-year maturity options granted to employees A, B, and
C on December 31, 2003 will vest on December 31, 2004, provided that the
employee has not left the firm as of that date. If the employee leaves the firm for
any reason prior to that date, the options are forfeited and the employee receives
nothing. Because continued future employment during the vesting period (one
year from grant in this example) is a condition for the employees to receive the
options, it could be argued that no expense is incurred until the options vest.
Under that approach, there would be no expense until the option date and then
as described in the preceding example, the value on the vesting date of a 90-day
option with a $100 exercise price would be charged as an expense fo 4" Q 2004.

If however, as we believe, some of the employees’ effort to remain at XYZ during
the vesting period is attributable to the grant of the options, then there should be
an accrual of some of the option expense to quarters Q4 2003, Q1 2004, Q2
2004, Q3 2004, as well as Q4 2004, when the option actually vests. The IFL-
recommended accrual method is at the end of each quarter to take the fair-
market vaiue of an option that expires 90-days after the last quarter of the vesting
period and allocate as an expense charge to each quarter the pro-rata value of
that option for the number of quarters since grant less the cumulative amount of
the option value already expensed in these earlier quarters. In our example, the

* Along the lines in the preceding footnote, there is no option expense for the quarter in which the option expires since the employee
does not need fo work that quarter to receive the full stated maturity remaining in the option.

Hon Bilth Avenue, Suite 2750 New York, NY o5 Phone: 212 200 2100 Fav: 212 204 2101 sww iflidenm



321

IFL

HNTEGRATED
FINANGE
(R

expiration date of the option used for valuation in each quarter of the vesting
period will be 90 days after the vesting date, namely March 31, 2005.

Suppose that the fair-market value of a one-year-and-90-day option on XYZ with
an exercise price of $100 on December 31, 2003 is $18.75. The value of the
three options granted to employees A, B, and C is $56.25. Since there are 5
quarters among which the option expense is to be allocated in the vesting period,
($56.25/5 =) $11.25 is the total expense in Q4 2003,

On March 31, 2004, the stock price is $120 and the fair-market value of a one-
year option on XYZ with exercise price $100 is $30.40. Because employee A left
the company during the quarter his option was forfeited, its value is now $0, and
the combined value of the two options granted to employees B and C is $60.80.
Since two of the 5 quarters for expense allocation are completed, the charge for
Q1 2004 is ($60.80 x 2/5 ~ previous cumulative expense =) $24.32 - $11.25 =
$13.07. On June 30, 2004, the stock price is $90 and the fair-market value of a 9-
month option on XYZ with an exercise price of $100 is $9.14. Because employee
B was terminated during the quarter his option was forfeited, its value is now $0,
and there is only employee C's option remaining. Since three of the 5 quarters for
expense allocation are completed, the charge for Q2 2004 is ($9.14 x 3/5 —
previous cumulative expense =) $5.48 - $24.32 = ($18.84) which is a credit to
earnings of $18.84.

On September 30, 2004, suppose that the stock price is $140 and the fair-market
value of a 6-month option on XYZ with an exercise price of $100 is $42.75. Since
four of the 5 quarters for expense allocation are completed, the charge for Q3
2004 is ($42.75 x 4/5 —previous cumulative expense =) $34.20 - $5.48 = $28.72.
On December 31, 2004, Employee C’s option becomes vested. The stock price
is $160 and the fair-market value of a 90-day option on XYZ with exercise price
$100 is $60.57. Since five of the 5 quarters for expense allocation are completed,
the charge for Q4 2004 is ($60.57 — previous cumulative expenses =) $60.57 -
$34.20 = $26.37.

Note that as a design feature of the IFL approach, the total cumulative option
expense during the entire vesting period is equal to the fair-market value of
vested options at the end of the quarter in which they vested, $60.57. Thus, the
cumulative expense as of the time of vesting is the same as it would have been if

B0 Fifth Avense, SBuite 2750 New York, NY 1oin Phone: 212 206 2100 Fax: 210 2009 20010 wwwe il onm
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there had been no expensing of the options until they vest. However, the
recommended accrual method of expenses permits an allocation of the expenses
across the quarters in which some of the option-based compensation expense
actually occurred, using best available estimates of fair-market value at the time
of each accrual. it also ensures that the cumulative expenses are the actual
expenses incurred as of the vesting date without a need to restate earlier
periods’ earnings or expenses.® The entire time path of expensing through the
vesting period is summarized in Table 2.

Observations on the effect of introducing a vesting period drawn from this
example:

It is self-evident that the value of a vested option is greater than the value of an
otherwise identical but unvested option at a given point in time. Thus, it may
seem inconsistent that the cumulative expense of $60.57 for the unvested
options in Example #2 exceeds the cumulative expense of $34.89 for the vested
options in Example #1. However, this outcome is primarily the result of the
particular time path followed by the stock during the vesting period, which ends
up deeply in the money on the vesting date. For example, with the same
employee termination pattern, had the stock of XYZ instead remained unchanged
at $100 throughout the year from December 31, 2003, until December 31, 2004,
the cumulative expense of the granted options for the immediate vested case of
Example #1 would have been $65.60 and the cumulative expense of the granted
options for the unvested case of Example #2 would have been only $8.20.7
Thus, the after-the-fact differences in expenses between vested and unvested
options depend on the time path foliowed by the stock during the vesting period
and can be either larger or smaller.

© Robert Kaplan and Krishna Palepu present an accrual method for expensing options during the vesting period in “Expensing
Stock Options: A Fair-Value Approach”, Harvard Business Review, December 2003. While their method and the one
presented here are different, they share a similar accounting philosophy. The IFL approach will typically produce a
“smoother” time path of expenses than the Kaplan-Palepu procedure, although it is not proposed for that reason.

7 This specific time pattern of stock price remaining at the money at the end of each expense period maximizes the expenses
of the vested options because it maximizes the time value of the options at each expense date.

G20 Fifth Avenue, Suite 2750 New York, NY 10117 Phone: 212 200 2100 Fax: 252 209 2108 www.ifiid.eom
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Option Description:

10 year maturity

$100 strike price

vests immediately

maturity trancated to 90 days if terminated

initial stock price $100
Emplovee A Employec B

Timeline
December 31,2003 granted option

January 1,200 resigns

now owns an option expiring March 31, 2004

March 31,2004 option expiring
option value $20

April 1, 2004

June 30, 2004

September 30, 2004

December 31, 2004

First Quarter 2005

March 31, 2005

G0 Filth Avense, Suite 9750

granted option

employed

terminated without cause
now awns an option expiring June 30, 2004

option expiring
option value $0

NY 011 Phane: 212 20¢ 2100

Emplovee C

grasted option

employed

employed

employed

employed

aption exercised

Compaay

cxpenses three 90 day options

stock price $1

90 day option value = $8.20

expanse = $8.20 x 3 options = $24.60

expenses the extension of two options for 90 days
stack price $120

90 day option value = $22.54

titwe value of 90 day option = §2.54

expense = $2.54 x 2 options = $5.08

expenses the extension of one option for 90 days
stock price 390

90 dey option velue = $3.72
fime value of 90 day option = $3.72
expense = $3.72 x 1 option = $3.72

expenses the extension of one option for 90 days
stock price §140

option value = $40.92

time value of 90 day option = $0.92

expense = $0.92 x L option = 50.92

expenses the extension of one option for 90 days
stock price $160

option value = $60.57

time value of 90 day option = $0.57

expense = $0.57x 1 option = $0.57

no expense

Total expense = $34.89

20 2108 wew ilrd rom
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le 2 - Example: Stock Expense during Vesting Period

Gption Gescripion: 10 year maturily
$100 strike prica
1 year vesting period
option sumendered if terminated prior to vesting
iniial stock price $100

Emgployee A Employee 8 Emgloyee ¢ Gompany
Timeline
December 31, 2003 granted option granted option granted opfion expenses the accrued value of three options, matusing on March 31, 2005, spread over 5 quar
stock price $100

option vakie {maturity of March 31, 2005) = $18.75
expense = $18.75/ 5 x 3 oplions = $11.25

First Quarter 2004 resigns
March 31, 2004 employed employed  expenses the acoiued valie of two options maturing on March 31, 2005
stack price $120
option value (maturity of March 31, 2005) = $30.40
expense = $30.40 /5 x 2 quarters x 2 options = $24.32, less $11.25 previously expensed = $1:
iecond Quarter 2004 terminated without cause
June 30, 2004 employed  expenses the accrued value of one oplion maturing on March 31, 2005
stock price $90
option value (matusity of March 31, 2005) = $9.14
expense = $9.14/ 5 x 3 quarters = $5.48, less $24.32 previously expensed = -$18.84 (credit)
September 30, 2004 employed  expenses the accrued value of one option maturing on March 31, 2005
stock price $140
option value {maturity of March 31, 2005) = $42.75
expense = $42.75 /5 x 4 quarters = $34.20, less $5.48 previously expensed = $28.72
December 31, 2004 employed  expenses the acarued value of one option maturing on March 31, 2005

stock price $160
option value (maturity of March 31, 2005) = §60.57
expense = $60.57 /5 x 5 quarters = $60.57, fess $34.20 previously expensed = §26.37

Total expense = $60.57

33 Fifth Avenve, Suite 2750 Now Yeork, NY 1ot Phone: 210 20g 2100 Fax: 212 200 2101 www. ilflud com
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Mr. Chairman, distinguished members of the Senate Committee on Small Business &
Entrepreneurship, ladies and gentlemen, thank you for giving me the opportunity to
provide testimony about the impact of expensing stock options on my company, Guilford
Pharmaceuticals.

Guilford is an 11-year-old pharmaceutical company in Baltimore, Maryland. We market
two products, one is a treatment for brain cancer called GLIADEL Wafer and the second
is a treatment for patients about to have a heart attack called AGGRASTAT Injection.
We are developing several other drugs, including treatments for Parkinson’s disease,
prostate cancer, and certain complications of diabetes. We employ about 300 highly
skilled and dedicated professionals and will spend in the neighborhood of $100 million
this year building our business. In our business new product development takes about 12
to 15 years and many hundreds of millions of dollars. In large pharmaceutical companies
this is a daunting challenge, in small entrepreneurial companies like ours it’s a constant
threat to our survival. We have lost money every year but 1 for the last 11 years and
expect to see additional losses for at least the next three years. We survive because we
have talented employees who have discovered and developed very promising new
medicines and we have investors with a high risk-tolerance who have provided us more
than $300 million in capital to advance these new drugs toward the market. Without the
ability to attract and retain highly skilled employees and the ability to attract investment
capital we would simply go out of business.

I am here today because I believe the proposed expensing of stock options, however well
intentioned and consistent with accounting theory it may be, is a direct threat to our
ability to attract and retain talented employees and our ability to attract investment
capital. I urge you to consider the following points in deciding whether or not to support
Senator Enzi’s Bill:

1. Our ability to grant stock options without adding expense to our Statement of
Operations (Profit & Loss statement) has helped us recruit and, at times, retain
talented employees.

We have attracted a large number of key employees from much larger
pharmaceutical and biotechnology companies. We have offered competitive
salaries, challenging jobs and stock options as a means to convince people to
join our company. The final stage of recruitment often hinges on the question
of how many options are going to be granted. We recognize that professionals
who come to work for our company may be taking substantial incremental
risk because we are not yet a profitable company. Our use of options is a
means to offset this risk and align the long-term interests of our employees
with the interests of our shareholders. If granting stock options becomes very
expensive, we will simply have to reduce the number of options we grant. The
fewer options we grant, the less competitive we will be for the talent in our
industry. It’s that simple.
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The competition for talent does not stop after a new employee is hired. As a
company grows and prospers, other companies often actively recruit its
employees. If a company has done well and its stock price has appreciated, it
becomes difficult to recruit employees from that company because the value
of future stock option vesting can be substantial. This future value is often
referred to as “golden handcuffs” and it’s an important element of employee
retention in small companies.

2. Our ability to attract and retain investment capital is directly related to our ability
to generate future earnings that are meaningful.

Expensing stock options will add yet another “non-cash™ expense to our
statement of operations. Already, the accounting world has created a “fog”
that in many cases results in considerable disparity between cash flow and net
income. This “fog” is so well entrenched that often sophisticated investors are
more concerned with EBITDA (Earnings Before Income Tax, Depreciation,
and Amortization) than they are with net income. Add to this the effect of
non-cash items ( ie. “good will” in an asset acquisition) related to certain types
of extraordinary transactions, and it can be very difficult to tell how a business
is doing financially by looking at the “net income” line. If you expense stock
options you will add to the financial “fog” faced by many individual investors
and create, I predict, a new term, EBITDAS (EBITDA plus stock option
valuation), which will be used by sophisticated investors.

Small high-technology companies need to raise a lot of capital before they
become profitable. This need is particularly acute in the
biotechnology/pharmaceutical industry. In the last 30 years only a handful of
companies have become sustainably profitable out of the thousands that have
been formed and the hundreds that have become public companies. On
average, the few profitable companies raised hundreds of millions of dollars
over more than a decade before they became sustainably profitable. Investors
want to know what your “cash burn rate” is. Cash burn rate is not a GAAP
number. In my view net income (plus capitalized expenses) should at least
approximate a company’s cash burn rate. If a company’s net income is
artificially inflated by expensing stock options, investors may mistakenly
think the company is consuming more cash than it actually is. Thus, expensing
stock options will add another burden to the net income of small companies
and potentially threaten the ability of these companies to attract investment
capital.

The number of issued stock options is not a secret; it is fully disclosed in
financial statements. Shareholders have to approve stock option plans. The
putative financial impact of stock options is fully disclosed in annual financial
reports. What new information will expensing stock options provide? What
new controls over the granting of options will be added? I believe the answer



328

is nothing! What it will do is distort the financial performance of small
companies and make it more difficult for them to attract investment capital.

3. The choice of the method for valuing stock options is very important if options
are going to be expensed.

Stock options granted in our industry are usually granted at the price the stock
closed at the day before the grant, vest ratably over 3-4 years, and have term of 10
years. They also have a few other characteristics:
= They are not liquid. They cannot be sold to others and can only
be transferred to immediate family members, if at all.
* There is no market for these options
= There are frequently long periods during which employees
(especially senior executives) are prevented from trading in the
company’s securities (so called “black-out” periods).

These and other considerations make valuing options in our industry very
difficult. Methods that do not take these issues into consideration will
substantially over value options and compound the effect of expensing options.

In summary, granting stock options has helped us build Guilford Pharmaceuticals.
Had we expensed these options using standard valuation models, we would have
had to reduce or eliminate our use of options. Without options we would have
been at a serious disadvantage in recruiting and retaining our best employees.
Many larger companies have realized this and have advocated for or adopted the
expensing of options.

If we had continued to grant options after adopting the current expensing
proposals, the financial performance of the company would have been distorted in
the company’s financial statements, making it more difficult to raise investment
capital.

1 believe current practice need not and should not be changed. The number of
stock options granted, including the number granted to the highest paid
executives, is fully disclosed in the company’s financial statements, as is the
theoretical financial impact of these grants. Expensing stock options will only
place an onerous non-cash financial burden on small development stage
companies and could hinder the growth of a very important segment of our
economy.



329

TechMNet

TechNet New England
Written Statement

United States Senate Small Business and
Entrepreneurship Committee

April 28", 2004



330

As members of TechNet New England and employers of more than 2,500 Massachusetts
employees, we write to urge the Senate Small Business and Entrepreneurship Committee

to support a sound solution to one of the most critical issues facing America's technology
industries: the threat of stock option expensing and its impact on broad-based employee
ownership. We strongly urge the Committee to support the Stock Option Accounting Reform Act,
$.1890.

The Committee’s support for this legislation is imperative. The FASB's March 31 exposure draft
proposes mandatory expensing of employee stock options using valuation methods that will
significantly distort financial statements in a way that threatens the trend toward broad-based
employee ownership. Fourteen million American workers or 13% of the entire private sector
workforce hold stock options according to a recent national study. Mandatory expensing using
the Black-Scholes or binomial valuation models, as proposed by the FASB, will result in gross
overvaluation of employee stock options. The resulting inaccuracies will have their biggest
impact on the financial statements of companies with broad-based stock option pians, including
technology companies. If the FASB proposal is enacted, these companies will have little choice
but to severely curtail or eliminate stock options to rank and file employees.

Employee stock purchase plans (ESPPs) are also threatened by the FASB proposal, which would
require companies to treat as an expense the discount given to employees when they purchase
shares under these plans. The result will likely be the reduction or efimination of one of the
primary savings vehicles for millions of average American employees.

Our nation's economy and international competitiveness will be harmed by these changes. Ata
time when Congress and the President are focused on domestic job growth, mandated expensing
threatens the broad-based employee ownership that has been a halimark of the technology
industries and an engine of U.S. innovation and economic growth. All while some of our
overseas competitors, such as China, are accelerating efforts to offer stock options without
mandated expensing. Mandatory expensing is bad accounting that threatens our nation’s
continued global competitiveness.

We urge the Committee fo support the Stock Option Accounting Reform Act -- a solution to the
stock options issue that will not have a detrimental impact on broad-based stock option plans and
the national economy. We urge the Committee to act now to protect rank and file employees and
economic growth,

Sincerely,

The Members of TechNet New England

Joe Baerlein David Campbell
President Managing Director
Rasky/Baeriein Group Innovation Advisors
Rick Burnes Arthur W. Coviello
Partner President & CEO
Charles River Ventures RSA Security

Barry Bycoff Paul Deninger
Chairman & CEO Chairman & CEO

Netegrity Broadview, A Jefferies Company
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Ralph Foiz
President & CEQ
Molecular

Phil Greenough
President
Greenough Communications

Peter Gyenes
Chairman & CEOQ
Ascential Software

Matt Harris
CEO
Village Ventures

Steve Kaufman
President & CEO
Avici Systems

Tod Loofbourrow
Chairman & CEO
Authoria

John McEleney
CEO
SolidWorks

Udi Mokady
Co-Founder & COO
Cyber-Ark Software

Patrick Morley
President & CEC
imprivata

Paul Sagan
President
Akamai Technologies

Chris Zannetos
President & CEO
Courion Corporation



332

Mr. Chairman, distinguished members of the Senate Banking Committee, ladies and
gentlemen, thank you for giving me the opportunity to provide testimony about the
impact of expensing stock options on my company, Guilford Pharmaceuticals.

Guilford is an 11-year-old pharmaceutical company in Baltimore, Maryland. We market
two products, one is a treatment for brain cancer called GLIADEL Wafer and the second
is a treatment for patients about to have a heart attack called AGGRASTAT Injection.
We are developing several other drugs, including treatments for Parkinson’s disease,
prostate cancer, and certain complications of diabetes. We employ about 300 highly
skilled and dedicated professionals and will spend in the neighborhood of $100 million
this year building our business. In our business new product development takes about 12
to 15 years and many hundreds of millions of dollars. In large pharmaceutical companies
this is a daunting challenge, in small entrepreneurial companies like ours it’s a constant
threat to our survival. We have lost money every year but 1 for the last 11 years and
expect to see additional losses for at least the next three years. We survive because we
have talented employees who have discovered and developed very promising new
medicines and we have investors with a high risk-tolerance who have provided us more
than $300 million in capital to advance these new drugs toward the market. Without the
ability to attract and retain highly skilled employees and the ability to attract investment
capital we would simply go out of business.

I am here today because I believe the proposed expensing of stock options, however well
intentioned and consistent with accounting theory it may be, is a direct threat to our
ability to attract and retain talented employees and our ability to attract investment
capital. T urge you to consider the following points in deciding whether or not to support
Senator Enzi’s Bill:

1. Our ability to grant stock options without adding expense to our Statement of
Operations (Profit & Loss statement) has helped us recruit and, at times, retain
talented employees.

We have attracted a large number of key employees from much larger
pharmaceutical and biotechnology companies. We have offered competitive
salaries, challenging jobs and stock options as a means to convince people to
join our company. The final stage of recruitment often hinges on the question
of how many options are going to be granted. We recognize that professionals
who come to work for our company may be taking substantial incremental
risk because we are not yet a profitable company. Our use of options is a
means to offset this risk and align the long-term interests of our employees
with the interests of our shareholders. If granting stock options becomes very
expensive, we will simply have to reduce the number of options we grant. The
fewer options we grant, the less competitive we will be for the talent in our
industry. It’s that simple.

The competition for talent does not stop after a new employee is hired. As a
company grows and prospers, other companies often actively recruit its
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employees. If a company has done well and its stock price has appreciated, it
becomes difficult to recruit employees from that company because the value
of future stock option vesting can be substantial. This future value is often
referred to as “golden handcuffs” and it’s an important element of employee
retention in small companies.

2. Our ability to attract and retain investment capital is directly related to our ability
to generate future earnings that are meaningful.

Expensing stock options will add yet another “non-cash™ expense to our
statement of operations. Already, the accounting world has created a “fog”
that in many cases results in considerable disparity between cash flow and net
income. This “fog” is so well entrenched that often sophisticated investors are
more concemned with EBITDA (Earnings Before Income Tax, Depreciation,
and Amortization) than they are with net income. Add to this the effect of
non-cash items ( ie. “good will” in an asset acquisition) related to certain
types of extraordinary transactions, and it can be very difficult fo tell how a
business is doing financially by looking at the “net income” line. If you
expense stock options you will add to the financial “fog” faced by many
individual investors and create, I predict, a new term, EBITDAS (EBITDA
plus stock option valuation), which will be used by sophisticated investors.

Small high-technology companies need to raise a lot of capital before they
become profitable. This need is particularly acute in the
biotechnology/pharmaceutical industry. In the last 30 years only a handful of
companies have become sustainably profitable out of the thousands that have
been formed and the hundreds that have become public companies. On
average, the few profitable companies raised hundreds of millions of dollars
over more than a decade before they became sustainably profitable. Investors
want to know what your “cash burn rate” is. Cash burn rate is not a GAAP
number. In my view net income (plus capitalized expenses) should at least
approximate a company’s cash burn rate. If a company’s net income is
artificially inflated by expensing stock options, investors may mistakenly
think the company is consuming more cash than it actually is. Thus,
expensing stock options will add another burden to the net income of small
companies and potentially threaten the ability of these companies to attract
investment capital.

The number of issued stock options is not a secret; it is fully disclosed in
financial statements. Shareholders have to approve stock option plans. The
putative financial impact of stock options is fully disclosed in annual financial
reports. What new information will expensing stock options provide? What
new controls over the granting of options will be added? I believe the answer
is nothing! What it will do is distort the financial performance of small
companies and make it more difficult for them to attract investment capital.
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3. The choice of the method for valuing stock options is very important if options
are going to be expensed.

Stock options granted in our industry are usually granted at the price the stock
closed at the day before the grant, vest ratably over 3-4 years, and have term of 10
years. They also have a few other characteristics:
s They are not liquid. They cannot be sold to others and can only
be transferred to immediate family members, if at all.
* There is no market for these options
» There are frequently long periods during which employees
(especially senior executives) are prevented from trading in the
company’s securities (so called “black-out” periods).

These and other considerations make valuing options in our industry very
difficult. Methods that do not take these issues into consideration will
substantially over value options and compound the effect of expensing options.

In summary, granting stock options has helped us build Guilford Pharmaceuticals.
Had we expensed these options using standard valuation models, we would have
had to reduce or eliminate our use of options. Without options we would have
been at a serious disadvantage in recruiting and retaining our best employees.
Many larger companies have realized this and have advocated for or adopted the
expensing of options.

If we had continued to grant options after adopting the current expensing
proposals, the financial performance of the company would have been distorted in
the company’s financial statements, making it more difficult to raise investment
capital.

1 believe current practice need not and should not be changed. The number of
stock options granted, including the number granted to the highest paid
executives, is fully disclosed in the company’s financial statements, as is the
theoretical financial impact of these grants. Expensing stock options will only
place an onerous non-cash financial burden on small development stage
companies and could hinder the growth of a very important segment of our
economy.
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