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ESOs ARE EQUITY INSTRUMENTS — NOT OPERATING EXPENSES

It has always been a cardinal accounting principle that the operating results of a
company not be confused with transactions involving shareholder equity and,
thus, that equity transactions not be run through the operating statements of the
company. For example, in the sale of equity, all costs of such transactions are
separated from the operating results and, most commonly, netted against the
equity raised and posted in the Paid In Capital section of the Balance Sheet.
With this accounting, Paid In Capital means capital added to the company in real
paid in dollars. When it becomes necessary for a company to raise additional
equity capital, the natural result is the dilution of existing shareholders to the
extent that new shares are sold to raise needed capital. This dilution is shown in
subsequent operating statements by an increase in the share count used to
report the EPS of the company.

In the ED, in order to charge an expense for the issuance of an ESO, paragraph
C 13 describes how “an entity receives assets — employee services —in
exchange for equity share options. Because an entity cannot store services, they
qualify as assets only momentarily unless those services are capitalized as part
of another asset. An entity’s use of an asset results in an expense, regardless of
whether the asset is cash or another financial instrument, goods, or services.”
‘But, this “momentary” asset requires an offsetting entry to be created. (As
mentioned earlier, | do not agree that ESOs are offered for services but will
discuss that point later.) FASB has chosen to place this entry in Paid In Capital.
This entry is very worrisome. No other entry that can not be converted into cash
has previously been posted to Paid In Capital, a category — until now — limited for
application to entries that are building the capital structure of the entity. With this
entry, the ED is mixing equity and operational considerations.

While not discussing the issue, FASB implies that their accounting for ESOs is
not “double-counting” as some argue. (I prefer to use the term “over-counting”).
Their position would imply that their accounting is done with all equity
transactions. The argument goes like this. Every equity infusion into a company
adds to share count and goes into the denominator of the EPS calculation.
Similarly, as that equity (cash) is used up (salaries, depreciable equipment, etc.)
those charges go to the numerator as expenses. This is, of course, all true, but
there are two different actions going on here — cash is invested and, then, it is
used for some other activity. But, in the case of the ESO, there is no equity
infusion — no cash comes onto the Balance Sheet — so the asset that is said to
be being used up “momentarily” is a fiction of accounting. Nothing has
happened. If the share price does not change, nothing will happen. The TSM
will add no shares to the denominator. If, however, this “momentary” using up of
assets created by crediting Paid In Capital and booking an expense is done, then
the numerator (earnings) is decremented by that expense. So, the EPS is lower;
the share amount remains the same; cash flow is unchanged; and, the amount to
which eamings were decreased shows up as a credit to Paid In Capital. Of
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course, with a non-volatile share price, ultimately the expense booked would
become the minimum value discussed in FAS 123 and the resulting EPS would
be calculated by taking real operating earnings subtracting a value reached by
calculating the interest cost on the strike price of the outstanding ESOs and
dividing that result by the outstanding shares (since the TSM would not add any
shares). This is a curious but interesting result that begs the question, “why
should an interest charge on yet to be issued equity be charged against
earnings?” There is no good answer because the premise for that charge (as
described above) is an accounting fiction. But, it gets more interesting. If the
share price of the entity is highly volatile but rising, the ED requires that the Paid
In Capital entry grow significantly (though no cash is added) and that the
offsetting expense grow. EPS drops due not only to the added expense but also
since the TSM will require added shares in the share count. So, the more volatile
the share price, the lower the EPS and the larger the entry in Paid In Capital. It
is also clear that the movement in the numerator (earnings) and the movement in
the denominator (share count) are inextricably linked — the linkage being to share
price and volatility. This linkage can only be described as “over counting” since
the same mechanism drives both numerator and denominator and, when the
asset created by the ED proposal is totally used up, it will be seen that the exact
same amount will be subtracted from the numerator in the EPS calculation as
would be calculated by using the decrease in earnings seen by the existing
shareholders by virtue of their sharing ownership gains with employees.

Shareholders are usually not consulted in the matter of raising additionat capital
for a company through an equity offering. The Board of Directors and the
management usually make this important decision. Their objective, however, is
almost always to provide adequate capital to finance growth opportunities for the
company that require more capital than would be available through the
accumulation of retained earnings alone. While not a perfect indicator, retained
earnings together with a review of capital expenditure requirements and
depreciation charges form a valuable set of accounting inputs to estimate the
cash flow to be expected from operations so that these important capital-funding
judgments can be made. These equity sales result in dilution of current
shareholders and can dramatically impact the EPS of existing shareholders.
However, no charge is ever made to earnings in these transactions. Why? No
charge is made because they are equity transactions. Similarly, when shares are
used to acquire another company, the shareholders are usually consulted (if the
transaction is deemed material); shares are issued, dilution to current
shareholders occurs but no entry is made on the operating books of the
company. The point here is that there is a difference between the operating
statements of the company and the shareholders account. This difference must
be kept in mind in dealing with ESOs. ESOs are dilutive to shareholders in that
shares are being sold to employees at an agreed to price, but ESOs do not meet
the test of being an expense to the operating company.
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METRICS ARE IMPORTANT TO SHAREHOLDERS, MANAGERS, AND
INVESTORS

Accountants will argue that EPS is only a metric and a disclosure item. Some
accountants go so far as to suggest that EPS is not an important accounting
figure. Even the ED in raising Issue 2 seems to question whether EPS needs to
be presented. This is a particularly dangerous position in that users of financial
statements of all types look to EPS as an important measure. EPS, Paid In
Capital, Retained Earnings are all very important numbers to investors. The ED
will dramatically change the meaning of virtually all of these important metrics.
As noted above, the proposal suggests adding charges to the operating
statements that have no cash impact on the company, will potentially
dramatically reduce Retained Earnings while inflating Paid In Capital on the
Balance Sheet by the same amount when no additional capital was, in fact, paid
in. Persons wanting to estimate cash flows will have to back out the proposed
entries to come close to a proper estimate of what one would expect for the cash
performance of the company. Eamings will no longer be a measure of the
operating performance of the company but rather a combination of operating
results and share transactions with employees — thus crossing the fine of
separation that has always kept equity transactions out of the operating results.

EPS will lose much of its meaning. As described earlier, the Earnings numerator
would have the modified (reduced) definition of earnings to “account” for options.
The Share-count denominator would have the existing outstanding shares added
to the already required accounting for outstanding options per the TSM. The
resulting EPS ratio would clearly account for the same ESO transaction in both
its numerator and denominator creating a mathematically meaningless number
(as described earlier). The immediate question that begs asking is, “Why would
any reasonable person think that this move represents an improvement in clarity
for investors or, for that matter, directors and managers of corporations”.
Virtually every security analyst has suggested that they will ignore these new
entries if it is allowed for the entries to be broken out in statements so that they
can judge the “real” operations of a company.

THE WILLING SELLER CONTRACT

An ESO agreement is a contract with an employee sponsored by the
shareholders. Management manages the contract (with the express approval of
the Board of Directors — acting for the shareholders). The result of this contract if
it is successful is that employees are rewarded with some of the gain
shareholders would normally see if their performance raises the value of all
shares in the company. The contract is not a payment for services of the
employee (please refer to Hagopian comment letter for a fuller treatment of why
this is true). The contract is more in the form of a bonus if a specified result
occurs — an increase in share value. Simply stated in its most used form, it is
saying, “our {shareholders) shares are currently trading at a price of $10; we are
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willing to allow you to purchase shares in our company at the $10 price in the
future and we hope that you will do so because we hope that by your dedicated
work you will buy those shares because they have increased in value and that
will mean that the shares we hold have similarly increased in value over the
specified period of time”. Proponents of expensing argue that the accounting
standards direct that a charge be made to compensation expense if a
shareholder grants a “payment” to an employee with the other side of the
transaction being a credit to Paid In Capital. What they are missing in this ESO
case is that the shareholders are not making any payment. As stated above,
shareholders under the guidance of the management are simply making a
contract that says to the employee that if the result of this contract is that our
shares increase from today's value, we will allow you to buy shares at today’s
price so that you can also enjoy a portion of that total increase in shareholder
wealth.

Proponents of option expensing also argue that this contract involves a value to
the employee and, thus, a cost to the company. Value to the employee is not in
question; cost to the company is. On the FASB web site, the Summary of
Statement 5 reads as follows: “This Statement establishes standards of financial
accounting and reporting for loss contingencies. It requires accrual by a charge
to income (and disclosure) for an estimated loss from a loss contingency if two
conditions are met: (a) information available prior to issuance of the financial
statements indicates that it is probable that an asset had been impaired or a
liability had been incurred at the date of the financial statements, and (b) the
amount of loss can be reasonably estimated.” The expense in the proposed
standard in the ED does not meet either of these criteria. At the time of grant,
there is no “probable” information that an asset has been impaired — even the
momentary assets hypothesized in the ED. Data will show that most options do
not get exercised. The ED addresses this factor by later reversing non-vested
ESOs but FAS 5 seems to indicate that the charge should not have been taken in
the first place. Further, the proposed model for expensing does not meet the
second standard of being “reasonably estimated”. As this letter will describe
later, there may be ways to remedy the “reasonably estimated” standard but
there is still no evidence that ESOs can be considered “probable” that an asset
has been impaired. Failure to meet these two criteria requires disclosure.
Disclosure is what happens today; as will be discussed later, it can and should
be improved but that is what FAS 5 dictates.

In any case, there is no doubt that there is a potential value to the employee if
the ESO contract is successful, and there is a corresponding potential cost to the
shareholder of a portion of his/her gain if the share price rises. And, that is the
whole idea - to improve shareholder value through an increased share price.
There is certainly no cost related to the operating activities of the company.

This issue of value to the employee and cost to the company is at the root of
much misunderstanding and must be clearly thought through. Again, we know
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there is a cost to the shareholders (dilution} but is there also a cost to the
company owned by the shareholders? There is any number of examples one
could cite where the value perceived by the employee and the cost to the
company are different — here, | will mention a common one in young companies
— the granting of officer status. Many young employees wili forego other benefits
for the honor of being named a Vice President or other officer of the company.
They perceive, and subsequently in their career probably rightly so, that officer
status has great value fo them. What was the economic cost to the company?
Nothing!

Looked at another way, as a venture capital investor, | know the value of having
employees who act like owners. When involved in starting a new company, itis
always my practice to agree along with the other investors in the company that
we will set aside a certain percentage of the company's shares to grant to new
employees — all new employees - to encourage them to perform as owners. I
know exactly what | am doing when agreeing to set these shares aside — | am
agreeing to share my ownership in the company with these employees — 1 am
agreeing to have my ownership diluted. This is a granting of ownership from a
“willing seller” to a “willing buyer” based on a contractual agreement that is now
controlled by the “buyer”. As long as this “buyer” meets the terms of the contract
(is employed by the company, is performing his/her duties in an acceptable
fashion, is complying with other policies imposed on employees), they are in
control of the contract, they can choose to purchase stock based on the terms of
the contract (it is vested, etc) or not. If for any reason, they are not performing to
expectations, the company can terminate their employment and their ESO is then
terminated so the company also has control of the contract but only to the extent
that it can terminate the contract. As an investor, | realize the ditution in looking
at the total shares outstanding and do not see any impact of this contract on the
operating results of the company.

Contrary to the assertion in C18 of the ED, there are other similar contracts that
companies enter into that are not given some value that is charged against
earnings based on the potential future value of the goods in the contract. One
that is a very close example is the “Green Shoe” purchase of shares by an
investment banker subsequent to an equity offering at the original offering price.
There is not a charge to earnings of a company that sells a “Green Shoe”
number of shares after an offering. The contract was made with the investment
banker and that banker has complete control as to whether they will or will not
exercise that “Green Shoe” option. Other examples abound. A semiconductor
company frequently will enter into contracts with its customers offering to hold the
price of a given product at a set price for all purchases made by the customer for
a given period of time. During the time period, there will be many instances
when the market price of the product in question will go above the contract price.
That doesn’t matter; the contract rules. There is no suggestion that | am aware
of that says that a company offering to sell its products at a fixed price in a
contract must take a charge on its books for the possibility that the price of those

Page 8 of 17



File Reference No. 1102-100

goods will increase over the term of the contract and that the company is
foregoing the market price when shipping against a contract price at some future
time point. Price volatility in the market is not a factor. Similarly, there are many
examples where these contracts are never exercised because the market price
falls and the customer decides to buy on the spot market. The buyer controls the
contract; if the pricing therein is to his benefit, he/she buys; if not, there are no
purchases against the contract. A second obvious example is a building lease.
The owner agrees to lease space for a set price — frequently for many years.
The market price for that space may rise significantly over those years, but the
contract rules and no charge for that price volatility is taken by the property
owner.

In the Hagopian comment letter, he discusses the argument from the Harvard
Business Schoo! professors that options have an “opportunity cost” and,
therefore, the options should be expensed. To my knowledge, there has NEVER
been accounting for opportunity cost. So, even though options may have an
opportunity cost, that doesn’t translate into an argument that the cost should be
recorded on the company’s books. In fact, to do so would be inconsistent with all
other accounting rules and principles. Some might believe that a move toward
opportunity cost accounting is appropriate; that, clearly, would be a massive
change and should not be done piecemeal by introducing the concept only in the
case of ESOs even though | would argue that it doesn't even apply here.

Most often, an ESO contract is a contract offering to sell shares at the current
price but with vesting and other provisions. It puts the exercise of that contract in
the hands of the employee if it has vested. If the price rises and the employee
meets the other conditions in the contract, the employee will, in all likelihood,
exercise the contract and purchase the shares. And, this is a good result
because for this result to happen, the share price must have risen — lowering the
cost of capital of the corporation if it chooses to raise capital - but also by raising
capital at the strike price of the option. In the late 1960s, | was a founding
member of the team that built National Semiconductor; we never went to the
market for additional equity to finance the company from the late 1960s through
to the 1980s even though we grew from a $5M revenue company to having
revenues in excess of $1B. We financed our growth wholly from retained
eamings and the exercise of employee stock options as the employees built a
successful company benefiting both themselves and their fellow shareholders.

In summary of this point, the ESO contract is entered into solely with the
employee and can only be exercised by that single employee. The agreement is
not in exchange for services; it is an agreement more in the form of a
performance bonus granted by the shareholders to achieve a result that benefits
all shareholders. Simply stated, it says that if the efforts of the employee resuit in
the enhancing of the value of the shares held by all shareholders, the employee
will be able to enjoy a portion of the increase in value of the shares of the
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corporation. This bonus will come at the expense of the other shareholders of
the corporation and is a reward for the increase that those shareholders see in
the value of their shares.

The employee can never sell the ESO to anyone else. An ESO only has value if
the underlying stock increases in price and the employee purchases the shares
at the agreed upon contract price. There is no market for the ESO agreement
itself. As a result, any valuation method or principle that has as its root the notion
of the value of an option to purchase in the absence of the actual exercise of that
option to realize its intrinsic value increase (based on the increase of the
underlying shares) begins with a false premise. There is no realizable value to
the option; the only way to realize a gain from an ESQ is to exercise it and thus
to terminate its existence ending the contract between the employee and the
shareholders that has been administered by the management.

THE VALUATION DILEMMA

In spite of all of the arguments that suggest that an operating expense for ESOs
should not be booked, the FASB ED proposes not only to book such an expense
but that the expense be calculated based on models that relate to fully tradable
options on an options market. Again, Hagopian and others have rationally
argued that this makes a mockery of the very principles that FASB itself has
issued on this subject. In its own discussion of FAS 123, FASB points out that
these options do not have the same value as fully tradable options. But the real
issue here ties back to the earlier point about the insistence of the ED that value
to the employee must be comprehended as a cost to the company. This notion
must be removed from the thought process. But, if FASB insists on finding the
magic valuation formula, it must consider parameters that are related to the real
situation at hand. As an example, much has been written about the inclusion or
exclusion of “volatility” in calculating the value of ESOs. When a company is
selling an equity instrument, the volatility probably is an issue to the buyer but
has no relevance to the seller. Once the transaction has been made the volatility
of the shares sold has no impact on the company. Why should volatility even be
discussed when the FASB is trying to determine the cost to the company. It has
absolutely no relevance to the company. Yes, one could make an argument that
it might have relevance to the buyer of an option, but FASB is trying to set an
accounting standard for booking an expense — a cost to the company. There is
no place for volatility to enter into that discussion.

Simitarly, FASB in attempting to find a credit for the expense, has settled on
using the Paid In Capital account even though (as discussed above) no actual
cash flows into that account. Part of the reasoning is that if the ESO were an
instrument similar to a tradable option, the company could have sold the
instrument in the open market for a value that would have added real dollars to
the Paid In Capital account and, then, when (and if) the option was actually
exercised, the share price combined with the option price would come close to
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realizing the value of the share on the date the final exercise took place. In
cramming ESOs into this model, there are a number of problems. First, and
foremost, as Hagopian argues, an ESO can never be sold to anyone. ltis a
contract on behalf of the shareholders with a single employee. There is never a
realizable “call premium”. As a result, trying to establish a valuation for a “call
premium” is not only difficult, but also essentially impossible. The best available
proof of the fact that there is no market for ESOs is probably that in the more
than forty years that ESOs have been used in the technology sector, no
investment banker has ever come up with a way to make a market in ESOs.
Virtually every other option type in the financial world has someone making a
market — not for ESOs. There is a message there about their “call premium” —
you cannot value the “call premium, so what are you trying to value?

Second, if the ESO is to be considered in a manner similar to the sale of a
tradable option, the value of that option must be established on the date it is
contracted. Here the FASB has it right. Just as the Paid In Capital account
virtually never captures the exact value that the sum of the sold option plus the
strike price has on the date the option is actually exercised (if it is exercised), the
value of an ESO contract should not be ‘trued up” after the contract is agreed
upon. At that point the option holder is in control so no “expense” or cost to the
company could logically be booked. Again, there may be considerable value
being gained by the option holder, but just as in a tradable option, the contract
set the value for the company and it should not change. Those calling for
exercise date accounting or “truing up” are again confusing the concept of cost to
the company and value to the holder.

However, if a value must be determined, there is another alternative. In C 16 of
the ED, it states, “Similarly...a share option issued in exchange for an asset other
than employee services, such as a piece of equipment or legal services, and the
related cost would be measured at either the fair value of the asset received or
the equity instrument issued, whichever is more reliably measurable. The Board
concluded that it is not feasible to measure directly the fair value of employee
services received in exchange for employee share options or other equity
instruments...”. That conclusion is arguable and, | believe, the FASB reached a
wrong conclusion. In companies using broad-based option plans, virtually every
employee receives options. In the case of many companies in the technology
fields well in excess of 70% of all granted options are granted to employees who
are not officers of the company. They are shop workers, code writers, engineers,
clerical assistants, etc. They are of every type. The value of their services is
well known in the market. There are numerous metrics in the marketplace for the
value of employees of different types — employment agencies and Human
Resources departments have data on virtually every category of employee.
Some firms offer ESOs, others don’t, but they all need employees. With an
estimated 14,000,000 workers receiving options in America, there are almost
120,000,000 who do not. Companies who do not offer options use employees
with similar backgrounds and skill sets to those in ESO granting companies. The
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market can identify the value of employee services for a very large percentage of
employees performing services; with (for example) 70% of the services valued
with some combination of salary and ESOs, the balance of the options can be
similarly valued since they virtually always have identical terms. If options must
be valued and charged to the P&L for “employee services” — a concept that I've
already stated that | do not agree with — it will be far easier to value those
services than to try to value the ESOs particularly for companies with broad-
based plans.

Summarizing this discussion on valuation, while | do not believe that any charge
should be made to the operating books, if the FASB insists on such a charge as
the ED proposes, the suggestion that a binomial model would be preferred must
be reconsidered in that it contains components that are not applicable. And,
most importantly, the FASB must stay with the concept of cost to the company
and not try to calculate value to the employee — they are not the same. Further,
for companies with broad-based plans, establishing the value of employee
services directly has market data support and does not require the valuing of the
ESOs themselves. Thus, if a charge is required, valuing the services should be
considered as the preferred alternative.

THE TIMING

The FASB proposal calls for the impiementation of this ED by December 15,
2004. This timing proposal must be reconsidered. The FASB has had over 10
years to come up with a valuation method for ESOs without finding one. The ED
suggests the use of models that (as stated earlier) violate the argument for
valuation given in FAS 123 where is says: “The additional restrictions inherent in
employee stock options, such as the inability to transfer the option to a third party
for cash, cause the value of the option to be less than the value of an otherwise
identical tradable option at any time before the expiration date...”. Belatedly,
multiple academics are suggesting various valuation methods, but none are tried
in the market place and none, to date, suggest directly valuing the services. As
Congressmen Amo Houghton and Ron Kind recently suggested in their comment
letter, to force this ED into existence without settling on a vaiuation method that
has been field-tested is an invitation to so muddle financial statements as to
make them meaningless. Even if the FASB had a confirmed agreement on a
valuation method, the dramatic changes that will occur on financial statements
for companies must be explained to the investing public before such radical
changes are made. A Bear Stearns study of the current proposal suggested that
for the Nasdaq 100 companies, the reported earnings would be 44% lower during
2003 than reported. Again, it is important to realize that this decrement in
reported eamings would have no impact on cash flows and other costs of
operations; it would only be taking a large portion of reported earnings and
placing that same number in the Paid In Capital line on the Balance Sheet. The
investing public needs to have that move explained at some length. Further, if
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the FASB insists on proceeding with the ED as written, it should propose that for
the next several years footnotes contain the P&L and Balance Sheet in their -
current format so that investors can clearly see the change that has been made.
Those who argue that people will “see through” these changes simply don’t
appreciate that much of the investing public does think that EPS is an important
metric. Seeing that metric fall by 44% would have a dramatic impact. EPS is
very important — otherwise, why would every newspaper in America make that
number an important part of their daily reporting in the stock columns; and, this
ED changes that number. Itis also important to realize that the newspaper
reported EPS is the “fully diluted” case that has the charge for ESOs
incorporated in the share count per FAS 128, so arguments that the public is not
seeing the impact of ESOs in publicly reported data are simply false. FASB
might argue that they are only phasing in the changes starting in December; this
argument must be rebuffed. A phasing in only guarantees multiple years of
confusing statements. Options generally vest over four or five years — this
proposal does not properly contemplate the fact that the absence of an
acceptable valuation method coupled with a near-in effective date and the
possibility of multiple new valuation models coming to the fore is a recipe for total
confusion for multiple years. The timing needs addressing; this proposal is far
too radical and the valuation scheme or, more properly, the range of valuation
schemes allowed are just plain wrong to implement this year.

To be practical about this ED, the proposal to implement this standard this year is
not realistic. The proposed changes would have a dramatic impact on corporate
accountants, auditors, investors, and financial analysts. There are not enough
people that know how to do the calculation and financial statement users will not
have enough time to become educated. There aren't even enough people to do
the education. CPAs and CFOs with whom I've discussed these changes don't
understand all the details, certainly not well enough to explain the impact to
financial analysts and investors (remember, CEOs and CFOs must now certify
the financials, subject to criminal penalties). Even though it would not affect
financials until Q1°05, corporations and financial analysts need to factor the
calculations into their forecasts very soon. The SEC would need to provide
disclosure and MD&A guidelines almost immediately and, of course, this is the
year the SEC gives corporations even less time to file 10-K/10-Qs. Corporations
need time to determine how they will manage their businesses under the new
standards (e.g., how will they handle these changes in their financial planning
and budgeting/what changes need to be made to stock plans/how much will
these changes impact employee retention and/or recruitment). Forcing
companies to implement a new standard without giving companies time to adjust
to the new rules is imprudent. It could bring confusion to the financial markets
and a lot of mistakes could be made just as corporations and auditors implement
Sarbanes-Oxley 404. Many companies, particularly those in the bottom half of
the NASDAQ, in conjunction with their auditors are still trying to understand the
full ramifications of the 404 requirements. Corporations and investors should not
be required to handle two major changes at the same time. The cost of this new
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standard, if allowed to proceed, will be very high in terms of reported and
projected earnings at the same time companies are already adding
implementation costs for their Sarbanes-Oxley compliance. The schedule for this
change should be relaxed and incorporate test periods so that preparers and
users of financial statements will be better able to understand and accept these
dramatic changes if implemented.

THE RIGHT THING TO DO

ESOs are about equity. The FASB should move away from the notion that
contracts to sell shares to employees should result in operating expenses.
These transactions should be classed as what they are — the agreement by the
shareholders to seli shares to employees at guaranteed contract prices — and be
accounted for by informing the investing public in a better way about the dilution
that will result from these transactions. If there are costs related to carrying
vested, in-the-money options on the books, those should be accounted for but,
most likely, in the capital section of the P&L (Interest Income/Expense, etc.). The
exchanges have already taken the important step of requiring that this form of
dilution be approved by the shareholders. With the concern for better
shareholder reporting, a more complete table describing the actual transfer of
ownership from shareholiders to employees could be presented. There are a
number of proposals along these lines that could be presented to the FASB if
they were more willing to look at this issue as a dilution issue. Further,
prospective ownership dilution that shows what would happen to share count at
various share prices and at various points in the future to spell out potential
future dilution could also be presented better than it currently is so that the
shareholder would know precisely what earnings would result in what EPS at
various share prices. As mentioned earlier, the Treasury Stock Method per FAS
128 already gives a good spot market valuation of a company (except for its
inclusion of unvested shares in its calculations which actually overstates the
share count and, thus, understates EPS) but as the share price goes up or down,
EPS will change; it will also change as more shares are granted or vested.
Investors could be better informed on this important dilution issue. If the FASB
so desired, there are proposals for presenting this data more clearly.

Most importantly, to return to the earlier point, FASB must consider ESOs as an
ownership/equity transaction issue and relate it to its impact on shareholders and
capital transactions not on the operations of the company. The idea that ESOs
are not currently charged for is simply wrong; shareholder dilution and the
resulting lowering of EPS tell the story. The whole notion of ESOs has always
been about ownership — i.e., equity. Accounting for ESOs should similarly be
about how best to represent these equity transactions on the Balance Sheet and
in the EPS calculation and to add better Market Capitalization data so that
owners know what they own as a percentage of fully diluted shares and how well
that ownership is performing through accurate EPS disclosure both at accounting
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period end and into the future as share prices and vesting periods come into
play.
Respectfully submitted,

E. Floyd Kvamme

Partner Emeritus

Kleiner Perkins Caufield & Byers
2750 Sand Hill Road

Menlo Park, CA 94025

Email: fkvamme@kpch.com
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Appendix A

Some historical background on ESOs:

Over the years, ESO programs have changed — mostly as the result of
accounting, tax or legislative edicts. Almost none of the changes have been for
the better. As an example, in the early years (1960 — 1980), virtually all ESO
programs were of the Incentive Stock Option (ISO) variety. ISOs required the
approval of the shareholders for their issuance. The strike price was usually set
at the market price on the date of grant (as is done today). On the date of
exercise, there was no taxable event deemed to have occurred but a “holding
period” clock was started. If the employee held the shares for more than one
year after exercise, the tax due on the ultimate sale of the shares was caiculated
using long term capital gains rules and the gain was measured as the gain
between the sale price and the original strike price paid for the option. The tax
records of the company showed no entry. If the shares were sold in less than
one year from the date of exercise, the sale was deemed a “disqualifying
disposition”, the gain triggered an entry on the W-2 of the employee and the
company took a compensation charge on its tax books. Clearly, this ESO
program was aimed at creating long-term owners of the corporation and the
programs worked very well.

In the early 1980s, a legislative change was made that limited the number of ISO
shares that could be granted to an employee to a number that when multiplied by
the strike price of the option did not exceed $100,000. With this change, many of
the more senior members of an executive team could not be granted an
adequate ownership opportunity to encourage them to join the company. Enter
the Non Qualified (NQ) type option. An NQ was similar to an 1SO in most
respects but had two very dramatic differences. First, NQ options did not require
shareholder approval to be created; the board of directors could establish pools
of NQ options by their own vote but the Board still controlled the issuance of
NQs. Second, on the date of exercise, a tax event was deemed to have
occurred and short-term gains were triggered for the employee with the gain
going onto the employee’s W-2 form whether the employee sold shares to realize
a gain at that time or not. The company received an offsetting compensation
charge on its tax books. This change caused most employees to sell a
substantial portion of the shares received to meet the tax payment requirements.
The result was that ESO awards when NQs were used had to be larger to meet
competitive ownership results for the executives and employees. Recently, the
stock exchanges have required that all ESO plans must be brought to the
shareholders. This is a good thing; ESOs involve a sharing of ownership with
employees for the purpose of improving the value of all shares and should have
the consent of the shareholders to be put into place. ESOs should also be
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structured so that employees maintain their ownership in the company; toward
this end, a removal of the $100,000 cap on I1SO grants should also be done.

Summarizing, ESOs, from their inception, were about granting ownership

opportunities to employees so that those employees would increase the value of
the corporation to their own benefit but also to the benefit of all shareholders.
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