








































































Enron management decided to transact the Nigerian barge deal and a series of complex gas and 
power trades with MelTill Lynch at the end of 1999, so Enron could make its Q499 EPS target. In 
the barge deal. Merrill agreed to buy three barges that operated as floating power stations from Enron 
for $7MM in equity and $2IMM in debt. Enron executives assured MelTilI that Enron would buy the 
barges back in six months at a fixed rate of return for Merril1.44 The gas and energy trading deal was 
five times larger than the Nigerian barge deal. The idea in that deal was to sell contracts tied to their 
own production way into the future. but book the profits up-front, even though no cash traded hands. 
Essentially. Enron and MelTiIl swapped energy contracts over four years, but no cash ever changed 
hands. Both deals combined permitted Enron to book $60MM in profits. On January 18,2000. 
Enron announced $259MM in Q499 profits or $0.31. matching analysts' consensus expectations. 
Without the $60MM boost to profits. EPS would have fallen short. at $0.24. 

Chuck Hill of First Call indicated that if Enron had missed by $0.07, "This would have creamed the 
stock." After the announcement the stock rose 27%. Former Enron executives admitted. "This was 
absolutely a sham transaction, and it was an 11 th hour deal ... we did this to get 1999 earnings." 
Two weeks after the earnings announcements 20 Enron executives and directors sold $82.6MM in 
stock.45 Don't tell me that the excessive use ofstoek options wasn't the impetus for Enron's COlTUpt, 
shameful corporate behavior. The mastermind behind this deal agreed, Chairman and Chief 
Executive of Enron North America. He may have felt so ashamed that it led to his demise earlier 
this year - his name -- J. Clifford Baxter. 

In a response to Senator Barbara Boxer's query about Enron's excessive use of stock options during 
the February 2002 Enron Senate hearings, Jeff Skilling, former Enron CEO. couldn't help but get a 
dig in. "I think FASB tried to change that, and you introduced legislation in 1994 to keep that 
exemption.,,46 Mr. Skilling is a true expert and made roughly $89MM through stock options. He 
was only out done by Chairman Kenneth Lay, who cashed in on $247MM by exercising stock 
options. Senator Boxer has been one of the staunchest opponents of option accounting reform. 

By issuing $600MM in stock options from 1996 through 2000 Enron eliminated more than $625MM 
in taxes that the company owed to the government,47 Which allowed it to receive $381MM more in 
tax rebates than it paid in corporate income taxes.48 

Stock options provide a powerful incentive to cheat and there can be no real reform without the 
expensing of stock options. By expensing options, executive pay would become more transparent; 
cooking the books would not be as tempting; and managers would be less inclined to take on 

. . k 49 exceSSIve ns . . 

The Elegance of the Black-Scholes Options Pricing Model 

Black-Scholes takes into account the stoek's price when the option is granted, time remaining before 
an option expires, interest rate, and stock's record of volatility. 

A drawback expressed by detractors of expensing stock options is the difficulty in forecasting the 
volatility. thus the future option value. Volatility is tough to determine, because all you have to go 
by is historical volatility. which. of course, may not be reflective of the future. However, the 
originator of the Black-Scholes option pricing model, Myron Scholes, confesses. 'The volatility over 
the longer term provides a better estimate of volatility than the implied volatility of shorter-dated 
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options ... Uncertainties, changing expectations, discount rates and liquidity premiums might be 
more settled over a longer horizon." The options value will be very sensitive to the volatility; the 
greater the volatility, the greater the option's price. Black-Scholes may have its drawbacks, but it is 
the best model available that has worked for option traders since 1973.50 

Even though there may be drawbacks to Black-Scholes, volatility is not one of them. The Black
Scholes is a time tested elegant model; if a company wants the Black-Scholes to be less volatile it 
must work to keep its stock price less volatile. Technology companies are not good at diversifying 
their revenue stream, so they have a difficult time smoothing performance. Another solution is to 
use the binomial option pricing model or have investment banks submit bids on the value of the 
options. The prices can then be averaged to determine the option's price. This method was 
suggested by Warren Buffett to determine Coca-Cola Company's employee stock options.51 I would 
think the larger technology concerns could benefit from this method. 

Other authors state Black-Scholes undermines transparency and exaggerates what options really 
COSt.

52 Yes, the Black-Scholes is rigorous, it's not a formula that you commit to memory. But it is 
time tested and programs make it easy to fill in the relevent parameters and generate a price. As an 
investor, I want the best possible information on a company in a timely manner. Black-Scholes 
creates a precise and reliable expense number for financial statements. By expensing options I know 
immediately the impact on EPS as reflected on the current share price. The higher the share price, 
the higher the cost of the option, the greater the compensation cost, and the greater liklihood that this 
action will reduce my investment's value. 

The following chart shows the Black-Scholes call option price, along with other relevant parameters 
from five technOlogy companies. All options are JAN 2005 LEAPS, with828 days until expiration 
and used the expected dividend, risk free rate, and volatility parameters supplied in each firm's 10K: 

Black-Seholes Option Pricing Model Results 
Stock Exercise Call Ask Black-Scholes 

Name Price ~ VolatiUt~ Price Price RelationshiJ! to the Ask 
Cisco Systems. Inc. $10.99 $12.50 0.475 $3.50 $2.98 (14.9%) below the Ask 
Intel Corporation $16.52 $20.00 0.49 $4.40 $3.52 (20.0%) below the Ask 
Oracle Corporation $9.69 $12.50 0.57 $2.75 $2.70 (1.9%) below the Ask 
Hewlett-Packard Corp. $13.50 $20.00 0.39 $2.05 $1.66 (19.0%) below the Ask 
Microsoft Corp. $52.29 $60.00 0.39 $12.20 $11.77 (3.5%) below the Ask 

Intuitively, if you trade options you know that the market makers always negotiate the highest "ask" 
price possible, so it's not surprising that the Black-Scholes under-states the market price. I don't 
understand where the opponents to the expensing of stock options get the notion that Black-Scholes 
over-states the option price; in most cases it will under-state market values, as I have demonstrated 
above. (Note I just randomly chose five TechNet companies.) Mark Schwartz, CIBC 
Oppenheimer's chief option strategist, says, "we know a great number of options tend to be over
priced or under-priced-yielding opportunities that traders and arbitrageurs look to exploit .... 
companies could end up overstating or understating their earnings." 

In 2001 Dell Computer issued options worth $13.04, when the stock traded at $23.24, or 56% of the 
value of the stock. Dell exhibits very high volatility; in contrast, Phillip Morris issued options whose 
value was worth 23% of its stock. Technology companies will take the bigger options expensing hit, 
because their stocks are more volatile.43 
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George B. Paulin, president of Frederic W. Cook & Company, a leading executive pay consultant, 
spoke to the CalPERS board on June 17, 2002 and made the following statement in October 2002: 
"The fact is that Black-Scholes values are too high," he said. "No investor would buy an option in 
the open market at Black-Scholes values."s3 Mr. Paulin, if I could buy Cisco or Hewlett-Packard call 
options at the Black-Scholes price, I would do it all day long, subsequently arbitraging my position, 
and wouldn't have to work my day job. 

Sorry, Mr. Paulin, but the Black-Scholes model works and it works well. 

Another interesting development occurred when TechNet member Siebel Systems decided to buy 
back employee stock options at a price of $1.85 with an exercise price above $40.00. In 2000 Siebel 
had 41.3% of options outstanding compared to shares outstanding, the largest percentage of options 
to shares outstanding in the S&P 500.4 Even though CEO Tom Siebel contends the Black-Scholes 
model doesn't work, he decided to use the model to determine the average option price. If 

. employees take advantage of the program, Siebel will buy back options on 32MM shares or 13% of 
the outstanding shares with exercise prices up to $142.61. Who says Black-Scholes is irrelevant?54 

The Fallacies: Dilution Provides Enough Data, the Treasury Stock Method 
Results in a Wash, and Stock Options Are Necessary for a Competitive Economy 

Dilution Provides Enough Data 
The option expense tells me how much management really costs; by only providing the diluted share 
count the firm grossly overstates earnings. There is no virtue in just diluting the share count, no 
accuracy -- it's a gross exaggeration. Without expensing options, earnings don't show the purchase 
cost of exercised stock option shares. These shares are not free, they just don't materialize. To get 
the shares, the firm must buy them, accounting for them through the "Treasury Stock Method," 
buying them back with real cash, i.e., in the equity market. This transaction results in a credit or 
deduction to the cash account. Buying stock costs the firm real money and leaving the option 
expense out of the EPS calculation leaves a gross over-stated earnings distortion. 

Another problem with diluted share count is that the figure doesn't capture all the options 
outstanding; out of the money options are excluded, therefore you're not seeing the full dilution. As 
shown below, these out of the money options can have material effects on shareholder value after 
they eclipse the exercise price. You won't know their effect, until it's too late. Again, the IT sector 
leads the pact, with roughly 36% of the under-water options outstanding of all aggregate S&P 100 

. 9 companies. 
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S&P 100 Diluted EPS Number Does Not Fully Capture Claim on Future Earnings 
Number of Options 

Options Included in Diluted 
O[!tions Granted Outstanding EPS 

!iMMsl 1999 2000 2001 2001 2001 
Infonnation tech. 828 1,534 1,396 4,641 755 
Financials 472 512 480 1,969 469 
Consumer discret. 254 263 451 1,758 122 
Health care 266 247 250 1,306 374 
Consumer staples 175 198 204 876 294 
Telecoms svcs. 148 248 210 849 50 
Industrials 162 146 166 843 216 
Energy 56 46 44 326 83 
Materials 79 77 66 268 13 
Utilities 27 39 77 172 37 
Aggregate S&P 100 2,467 3,310 3,344 12,922 2,413 
Source: R.O. Associates. Moody's 

If for some reason the finn has non-distributed shares, never before in the hands of shareholders, 
then the firm has an opportunity cost. Instead of distributing the shares to management upon option 
exercise, the shares could be sold to the public for working capital use or capital expenditures. 
Management could use the shares as currency to acquire another company, give a stock dividend, 
bolster a stock purchase plan, or buy back debt. The shares used for stock option exercise have 
value; they can be used in many ways to increase shareholder value other than giving them to the 
option exercisers. Stock options are a valuable limited resource, to be issued only after exercising 
extreme discretion. 

Management will expect this same compensation in the future. I want to know how much 
management is getting paid now and how much to expect in the future through the disclosure of the 
option's cost. 

The Treasury Stock Method Results in a Wash 
Some proponents of exempting the expensing of stock options contend that the stock options 
program creates a consistent source of cash flow; cash goes out to purchase more shares for the 
program, but comes back in when the options are exercised at the strike price, so you shouldn't 
account for the transaction. In other words, it's a wash. Unfortunately, the falacy in this argument is 
that the cash going out is !!Q! the same as that coming in. By definition, individuals only execute 
their option when the stock's price exceeds the exercise price; since the finn only receives the value 
up to the exercise price, the finn never recoups the full value of purchasing the shares in the equity 
market. At times, this discrepancy is substantial. In 2000 Jack Ciesielski notes that S&P 500 finns 
took in $45.2B in options exercised, but gave away $284B worth of options granted.4 

Moody's has concluded that the use of financial leverage by issuers to acquire their stock in the open 
market. offsetting the dilutive effects of exercised options, can have negative consequences on their 
credit profile. On average, it costs S&P 500 finns roughly five times the amount of proceeds from 
the exercise of stock options to provide the shares due the employee9 
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S&P 500 Composite - Financing Costs of Options in $Bs 
1997 1998 1999 2000 2001 Average 

Proceeds from the exercise of options $27.1 $32.0 $36.8 $44.4 $40.7 $36.2 
Fair value of shares issued 91.8 125.3 166.3 278.0 236.9 179.6 
Financing cost 64.7 93.3 129.5 233.6 196.2 143.5 
Ratio of shares issued to proceeds 3.4 3.9 4.5 6.3 5.8 4.8 
Source', R.G. Associates 

A matter of fact: EDS Corporation, Microsoft Corporation, Dell Computer Corporation, along with 
many other technology and non-technology companies, decided to mitigate the cost of buying shares 
for the exercisers of option grants. They accomplish this by writing puts in the hope the underlying 
share price rises, so they keep the premium and the option expires worthless. The premium helps the 
firm offset its share-repurchase cost. A number of puts are sold generating a premium to anticipate 
the cost of the shares beyond the option exercise price. A put gives the buyer the right to sell shares 
to the put writer at the set strike price. Sometimes the cost to the put writer can be substantial. 

Unfortunately, on September 19,2002, EDS Corporation had to fork-over $225MM to buy 3.7MM 
shares to cover exercisers of the puts they sold at a $0.75 premium. The put strike price was over 
$60.00 per share, while the shares in the market traded for -$15.00. The put options were sold to 
help purchase 2.5MM shares of its own stock at an average locked in price of $62.9055 If the stock 
option process was a cash flow neutral event then companies issuing stock options would not go 
through the trouble to hedge their exposure. The hedge was a gamble the stock would rise. EDS 
hoped to reduce the cost of its employee stock option program. There is risk exposure when 
employees exercise options and it reduces cash. EDS had to pay above market prices to buy back 
shares to close the option position. 

Dell has spent nearly $2B in above market prices to repurchase shares required by its put contracts. 
It has paid investment banks an average of $44 a share to purchase shares that have traded from $16 
to $33 a share56 

The accounting rules are very lax when companies buy and sell options on their own stock. If the 
company were buying or selling options in another company's stock then the put's value would have 
to be adjusted each quarter. When companies deal with their own stock, they don't have to disclose 
the transaction, a driving force for conducting these risky transactions. 

Stock Options Are Necessary for a Competitive Economy 
Many proponents of exempting the expensing of stock options exclaim, we need the incentive 
accompanying stock options to remain competitive in a global economy and retain our employees. 
However. individuals working for start-ups, point out, their firms focus too much on making sales 
and bringing in deals, rather than building the company's inftrastructure to flourish for the long-term. 
The company's embryonic infrastructure thwarts the company from supporting sales. Roy 
Satterthwaite. Vice President and General Manager, at Commerce One, Inc. said, "it was all a mad 
rush for the next customer sale, versus focusing on making the previous customer transactions 
successful." Employee stock options cause finn's to focus on the short-term. 

In regards to his stock options, "you were really only required to look good at a certain point in time, 
and as you rose with the rising tide of the market, you could cash out." The options, he says, 
"motivated us to a selfish, short-term view," as opposed to the detailed-work of building an 
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infrastructure, "They did not create what I believe shareholders want, which is long-term value, In 
many ways, they were a house of cards,,,s7 

Top employees are enticed to job-hop by stock-options, This is an up-the-ante problem, By 
expensing stock options we can make the ante that much more costly, possibly reducing job
hopping, 

Other Reasons Why the Expensing of Stock Options Is Coming 

Expensing of stock options is a first and necessary step; it's not the end-all solution, we must 
strengthen the current corporate securities laws and adopt true transparent accounting with all costs 
accounted for. According to Mercer Human Resources Consulting, a unit of Marshal & Mclennan 
Cos" roughly 90% of the 200 most valuable companies say accounting change is coming - from a 
study released September 2002, 

CalPERS developed a short three-question survey to gauge investor attitude toward the expensing of 
stock options, A total of 632 Institutional Investors (9.3%), Individual Investors (46%), Academics 
(15%), Journalists (4%), and Others (15%) completed the survey, Results of the survey show 79% of 
the respondents feel that change in accounting rules requiring companies to expense the cost of stock 
options would not confuse investors and 80% of the respondents favor expensing stock options, 

Even Computer Associates International, Inc, announced it would start expensing employee stock 
options in April 2003, Computer Associates has had its corporate governance critics in the past, but 
this announcement makes it a unique advocate of transparent accounting among high-tek companies, 
Also, my compliments to the technology analysts at Friedman, Billings, Ramsey, & Co" Inc, and the 
capital goods analysts at Deutsche Bank AG for their endorsement of expensing employee stock 
options, along with Level III Communications, Inc, 

Standard & Poor'.s recently announced that it would mclude the affect of options in the returns of its 
indexes and when it calculates corporate earnings, Moody's will analytically take stock option costs 
into consideration when evaluating the quality and consistency of an issuer's earnings and cash flow, 
Roughly, 150 companies have announced they will support the expensing of stock options, Twenty
one of those firms are members of the Financial Services Forum, 

The expensing of stock options will come either through the adoption of International Accounting 
Standards Board (IASB) or de facto, A draft IASB rule was released late in July of 2002 which will 
force most of the 15 nation European Union's (EU) 6,000 publicly traded companies to expense 
options by January of 2005, as they are granted, The switch to expensing will be mandatory, 
Australian companies will convert to the IASB standards, The total value of an option will be 
expensed over its lifetime; according to IASB, "you are valuing the right,',3 The Europeans espollse 
a more egalitarian philosophy on compensation than their Silicon Valley counterparts, We can learn 
something here, 

Unfortunately, options are not completely aligned with the interests of shareholders, When the stock 
price drops, investors take it directly in the pocket, while option holders can always reprice or issue 
new options, With an option the potential for loss is small: at worst the option becomes worthless, 
but the gain may be tremendous, Option holders don't take a realized loss; if they didn't exercise 
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they've made no cash investment, unlike shareholders, You must pay real cash to become an owner, 
Berkshire Hathaways Inc:s CEO Warren Buffett has an interesting story concerning the attitude of 
CEOs towards owners: "A gorgeous woman slinks up to a CEO at a party and through moist lips 
purrs, ''I'll do anything - anything - you want. Just tell me what you would like," With no 
hesitation he replies, "Reprice my options,',ss 

Management may even see it advantageous to keep the stock price low until new options are priced. 
By canceling options and waiting six months and one day to issue new options, management avoids 
having to claim the value of the option as an expense, so it gets a low priced option grant. As a 
shareholder you'll have to wait months to figure out the re-pricing scheme.59 Ciena, Cisco, E*Trade, 
and Siebel have abused re-pricing oneplacing options, all past CaIPERS' investments. 

Janet Pegg, at Bear Stearns, provides a nice explanation of the dilemma faced by investors trying to 
evaluate two companies. Consider two similar companies, one paying its workers in cash, and 
another that pays lower salaries but makes up the difference with stock options. Even though the 
two are otherwise alike, the company granting options appears more profitable. The company 
granting stock options distorts its profits, because the profits should be the same.48 

Researchers from the University of Pennsylvania have concluded that companies improve their 
performance if they include equity in executive compensation packages, but there is a point of 
diminishing returns. Over a threshold, CEOs owning too much equity become too risk averse and 
their companies lose their competitive edge60 

The Blasi and Kruse study demonstrated that companies dispensing significantly larger-than-average 
option grants to their top-5 executives produced decidedly lower total returns to shareholders than 
those dispensing far fewer options. According to Blasi, their study "strongly suggests that executive 
excess in stock options did not help total shareholder return over the entire decade.,,61 The top 
quartile, top 375, of the study granting 40.8% or more of all options to the top-5 returned 
shareholders 22.5%, while the bottom quartile providing fewer than 19% of the options to the top-5 
returned 3 I .3%. The greater the option grant to the top-5, above the mean, the worse shareholder's 
return. The capital markets system suffers from a compromised system of corporate governance. 
Other studies have also concluded that increasing equity ownership to middle-level managers has a 
greater impact on corporate performance than to top-tier executives. 

A number of studies show options do not raise market returns. Dean R. Dalton, the dean of Indiana 
University's Kelley School of Business, says the amount of equity executives' own does not affect 
their company's performance. As a matter of fact he says, "There's no relationship whatsoever." 
Mr. Dalton's study, co-written with four other authors, combines more than 200 studies with 30 
years of data.62 It was surmised that the strength of the economy and the long-term health of a 
company determine a company's results, rather than the executives. 

Another researcher, Jack Ciesielski, tested the theory that firms with high degrees of options make 
beller returns than those without. He found that 55% of option-heavy firms beat the market; but 32% 
of option-light firms beat the market as well. His results offered no evidence that heavy option usage 
itself was a determining factor in strong long-term performance.4 
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Restricting the Selling of Stock Options to A void Inequities - Waiting Period 

The inefficient and inequitable access to infonnation by corporate executives undennines 
shareholder confidence, To improve that confidence, we should follow the advice from Senator John 
McCain and Henry Paulson of Goldman Sachs: directors and executive officers should be restricted 
from selling their holdings, except to cover income taxes, in company stock while serving in that 
company.6) Insiders have an unfair advantage under the current unrestricted selling environment. 
For example. Oracle's CEO, Lawrence 1. Ellison, sold over 51MM shares in January of 2001 (note, 
I've seen higher numbers when including the period prior to January), before warning investors that 
Oracle Corporation would not make Q30 I guidance, ending February 200 I. At the time, the stock 
was trading above $30.00; it never recovered and slid to under $10.00 in May 2002, roughly a 70% 
decline. Did Mr. Ellison know something that shareholders didn't? Is Mr. Ellison not an insider? 
This shows utter disregard for his investors. For 2001 Mr. Ellison pulled in $706MM from 
exercising stock options2 Mr. Ellison received the shares in June 1999, when Oracle was trading at 
$6.00 a share. He agreed to trade in four years of salary and bonus for 10MM in options. 

In 1999 Mr. Ellison already owned 24% of Oracle or 344MM shares. You have to question why Mr. 
Ellison needed another equity incentive. Is this using common sense? Do investors or employees 
holding option grants really need more dilution from Mr. Ellison? For there to be any incentive, he 
would have to have an exorbitant grant. The only incentive Mr. Ellison has is to diversify and sell at 
the first opportunity. After the original 10MM shares split a few times, he ended up with 40MM 
shares. When Mr. Ellison sells, shareholders feel the pain.64 

Insiders have too much of an advantage over shareholders and make plenty of take home 
compensation and perks without selling stock option acquired shares. 

The SEC should repeal the 1991 rule that allows executives to cash in stock options immediately 
without a waiting period, i.e., automatic selling. A waiting period is needed, because CEOs of small 
companies have a tendency to sell their recently exercised shares shortly before their stock 
deC\ines.65 Manugistics is a good example of this phenomenon; in 2001 CEO Craig Owens sold 
400,000 shares through automatic selling. 

David Rickey, CEO of Applied Micro Circuits Corporation (AMCC), is another example of someone 
who abused the waiting period. AMCC's shares began trading in November 1997. Mr. Rickey sold 
$24MM in stock in 1999 and another 820,000 shares in 2000. The options to gain these shares had 
another eight to nine years to exercise; yet Mr. Rickey decided to exercise early and sell 
immediately. It's estimated that Mr. Rickey sold more than 99% of his stake and made $170MM. 
The stock plummeted 98% from September 29, 2000 through October 4,2002, This is not aligning 
with long-tenn shareholders. On March 2, 200 I, during an interview with Maria Bartiromo on 
CNBC, Mr. Rickey exclaimed. "I am very bullish about the company ... I dare you not to own my 
stock." While Mr. Rickey was getting out, investors were buying his story. Again, there needs to be 
a waiting period to align management with shareholders66 

Restricting stock option exercised share sales creates an incentive to make the company successful in 
the long-run and think of the soothing affect this would have on stock price volatility. 
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Conclusion 

Stock options are compensation, they're salary, and they're a credit on taxes, so they should be 
expensed. Not expensing stock options creates erroneous earnings by leaving out a true expense. 
Exempting, the expensing of stock options, distorts the market's perception of option heavy entities, 
causing a mis-allocation of capital flow and eventually causing an industry glut. Could it be that the 
option heavy sectors. Information Technology and Telecommunications, weren't evaluated properly, 
that too much capital chased these sectors, and the over-building squeezed out future profits for 
everyone? Sure. I agree, link pay to performance, but let's account for it. I'm not advocating a ban 
on employee stock options. 

Companies should have incentives to give restricted stock, instead of relying on stock options. 

When firms award stock options the exercise price should be indexed, so if the index moves, so does 
the exercise price. In the current environment, standard stock options give windfalls to executives in 
a bull market and penalize them in a bear market. From 1997 to 2001, the top-5 executives at the 
average American company shared $31.6MM in profits from exercising stock options. Too many 
executives get big rewards for poor performance. If the biggest factor affecting a firm's performance 
is the economy, then all employees should participate, not just the top-5. The index should be a 
basket of comparable companies67 Insiders have too much of an advantage over shareholders and 
make plenty of take home compensation and perks without selling stock option acquired shares. 

Companies should be required to use incentive-based options, which must be expensed under current 
accounting rules 68 Only 16% of the largest U.S. companies have granted performance-based 
options. 

When options are granted they should be priCed above the stock's current market price. This is 
called premium pricing. Frederic Cook & Co. indicates that only 21 of the 250 or 8% of the largest 
companies now premium-price options. Premium-pricing aligns shareholders' desire for equity 
growth with management pay. 

A line in Cisco's 10K states, "in management's opinion, the existing models do not necessarily 
provide a reliable single measure of the fair value of the Company's options." This same line 
appears in IOKs from many other companies. Frankly. management doesn't like the model, because 
it's too accurate. The bottom line, waiting for the footnotes in the 10K is too late to find the extreme 
EPS damage done by stock options. As an analyst, I need up-to-date data every quarter. I can't wait 
until the end of the year to discern the EPS damage. Under the current accounting standards. I 
cannot adequately evaluate companies that do not expense employee stock options. The EPS 
damage must be made available sooner and more transparently. Currently, the financial statements 
are not represented accurately or fairly. 

Granted, Cisco began including SFAS 123 data in its Q103. ending October 2002, quarterly IOQ 
footnotes, but I need the data in the income statement and explained during the conference call. Yes, 
we're going in the right direction. If TechNet believes that the expensing of stock options will 
thwart innovation and slow down economic growth then give the innovators restricted stock, not 
options. The expensing of options does not preclude granting options; it just makes it far more 
equitable to the current non-employee shareholders. 
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The corruption in the ranks of CEOs and trade groups like TechNet is destroying our capitalist 
system. Please support corporate accounting reform by endorsing further regulation benefiting 
investors and with it, swift accounting transparency. William R. Thomas at Capital Southwest 
Corporation said it best: "the impending takeover of corporate America by self-serving elitist 
managers may prove to be far more damaging to capitalism than anything Karl Marx could have 
conceived.,,69 

Stock options provide a powerful incentive to cheat and there can be no real reform without the 
expensing of stock options.49 

By expensing stock options we place discipline on management, which should rein in the excessive 
use of options. The damage to earnings is palpable, this does not come for free, and not expensing 
options is a gross exaggeration of earnings. An option is NOT FREE. 

Recommendations 

1. Foremost, we need campaign finance reform to stop Representatives and Senators like Mr. 
Oxley, Ms. Boxer, Mr. Lieberman, and Mr. Daschle from selling out 94MM shareholders to the 
special interests of the Securities Industry Association (SIA) and TechNet. 

2. Change the way stock options are taxed. Companies should take a tax deduction on the 
option expense valuation at the time of the grant, or better yet, the moment of vesting -- not when 
employees exercise -- generating a corporate capital gains tax credit. 

3. Stop treating the cash in-flow on employee option exercise tax credit benefit as an operating 
cash flow. 

4. Make derivative transactions on a company's own stock more transparent. Investors should 
know more about the selling of put options to hedge employee stock option plans. These 
transactions should be clearly detailed in the lOQ footnotes: strategy, timing, triggering events, 
and worst case risk scenarios. 

5. Bring back the 1991 rules to restrict the selling of stock by executive management for 
extended periods of time after exercise or better yet, until they are no longer employed at the 
company issuing the option grant. 

6. Prevent conflicts of interest between board members of companies and the companies that the 
board decides to acqUire. Venture capitalists or investment officers should not be sitting on the 
board of a company that decides to acquire his investments; that's a direct conflict-of-interest. A 
board's purpose is to represent the shareholders, not themselves, and not the management.20 

Established companies should not have venture capitalists on the board. Better yet, regulate the 
venture capital industry and investment management firms to eliminate conflicts of interest. 

7. Forbid corporate officers from accepting corporate consulting contracts or benefiting from 
employment contracts with the company on whose board they sit. Please limit the ability of 
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board members to sell any options they are granted while on the board. When there are supplier 
or buyer links between a company and its board members there will be conflicts-of-interest 
Stock options to these individuals should be prohibited. 

8. If companies do grant stock options, then promote equitable distribution of the stock options 
based on an employee's pay. Companies should publish the distribution of stock option grants 
by annual salary. Since distributing options to middle-level managers has the greatest impact on 
shareholder return, shareholders should know how the company distributes stock options among 
its workforce. I suggest creating buckets of salary ranges and giving the percentage of options 
granted to each range, quarterly. Middle class, lower class, and professionals at companies 
should all participate equitably in stock options, not just executive management Increasing 
equity ownership to middle-level managers has a greater impact on corporate performance than 
top-tier executi ves. 

9. Stop option re-pricing or issuing new options when the company exhibits poor performance 
for an extended period of time. Set a triggering event, possibly a 30% share price decline. After 
the trigger hits prohibit new option grants or option repricings for two years or more. Set 
conditions to preclude options grants when shareholders get burned. 

10. Promote indexing options and premium-priced options. 

11. Provide incentives for restricted stocks. 

12. Don't invest in any company that does not expense stock options and divest in companies that 
decide not to expense stock options, including all companies with a relationship to TechNet. 

13. Develop a professional option pricing and bidding system to certify long-dated, non-traded 
employee stock options. 

14. The leaders of the audit and compensation committees should be independent directors. 

15. Provide all stock options in the diluted share count figure, including those with exercise prices 
below the stock's market price, i.e., the under-water options. 
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