





























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)

+ |t would prevent or make it difficult 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 fo
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. It is 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 majority 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.



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 to
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 mel!! 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 throttfing
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



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. | 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 to 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, but | 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.



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.

I do not disagree with what FASB is trying to accomplish. | don't disagree with the
need to require the expensing of stock options for public companies. | certainly don't

disagree with the Sarbanes-Oxley Act.

I will, however, always disagree with 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 smaill
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.



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

business impact that is contrary to the public interest.

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 to 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.

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. 1 understand that the FASB
expects compliance by the end of the year. This virtually guarantees that

most small companies will be in violation.

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 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.

. What happens to firms who choose to comply? If 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 suddenly
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
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

adequate small business representation on the Board who understood the

—_

impact of the proposal on small and emerging companies;

2. asmall 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.);

3. 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.);

4. proposed a separate and more appropriate regulation for expensing small
company stock options;

5. delayed the effective date of the standard for small companies for several years;



6. exempted small companies from these regulations entirely;

7. used some combination of the above.

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 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 gasotine. 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 allow them
to take advantages 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
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.

| 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 ange! 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 couid have done likewise. To verify this conclusion we just need to answer



the following questions:

1. What are the public interest issues at stake?

2. How and to what extent does small business contribute to the problem?

3. Will the proposed regulations stimulate or hinder the growth of small
business?

4, If hinder, can regulations be designed to eliminate this risk to the

economy without compromising the public interest?
5. Should Congress act if FASB does not?
6. 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 grow the U.S.
economy and 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. Regulation, such as expensing of employee stock options for small emerging
companies puts 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

623 Fifteenth St. NW
Washington, DC 2005
202-662-9700
Jereglover@brand-frulla.com
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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 CEOQ, 5 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 1s 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 so, since
we already disclose all the data that is required in order to evaluate the effect of
outstanding.

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 i 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 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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Testimony
Of
Marc Jones

President and CEO

Visionael Corporation

“Stock Options and Small Business: Fostering Innovation and Growth”
April 28th, 2004

Senate Committee on Small Business and Entrepreneurship
SR-428A Russell Senate Office Building
Washington, DC

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.
QOur 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 lan; 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.

[ 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 entitigs 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.

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 s



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.

It 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 elimnated.

I 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. After 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 smail
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.

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 ths proposal.
This Committee is fully aware of the importance of small companies to our economy. As a
result, it is Vistonael’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. I 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 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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Roberto Mendoza

I 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 entrepreneunal
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.€. 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 1s 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 typicaily 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.

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.

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 $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.

April 28, 2004
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