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1999-2001. Other financial data used in descriptive analyses were obtained from Compustat and
CRSP.

We know of no method (using publicly available data) to unambiguously track options
granted in, say, 1995 to determine when they were exercised, forfeited, or expired.9 Given this
limitation, our main tests compare EDIV per option for the last year of data with GDFV per
option from three years before. For convenience, this timing convention is hereafter referred to
as the “lagged comparison.”

Contemporaneous or lagged comparisons between total dollar amounts of GDFV and EDIV
expenses could be misleading for several reasons. First, the dollar amounts for a given firm will
differ due to variation in the quantity of options granted versus exercised in a particular year. If
grants are growing over time for a company, the contemporaneous comparison will be biased as
option grants exceed exercises due to vesting requirements. Second, any cross-firm assessment
of the average difference in dollar amounts may also reflect scale; the companies with the big
dollar grants may unduly influence the comparisons. Third, for the 12 companies that recognize
option expense under APB #25 in one or more years, if we measure GDFV using SFAS #123 pro
forma income, the measure excludes the intrinsic value of the options on the day they are granted
(the difference in pro forma income reflects GDFV in excess of GDIV). In contrast, the GDFV
per option disclosure includes the GDIV; as such, GDFV per option is superior to the pro forma
number in our comparison of GDFV and the value ultimately transferred to option holders.

However, comparing per option measures does not solve all data problems. First, if

characteristics of option grants change over time, then contemporaneous comparisons will

° Marquardt (2002) tracks options using public disclosures, but she lists several difficulties and assumptions that are
necessary. For example, the number of options granted in year t is easy to ascertain, but the disclosures we reviewed
rarely give explicit data regarding how many of the exercises, expirations, and forfeitures in year t+3 represent
options granted in year t (versus years t-1 or t+1). This is especially problematic for companies that make numerous
option grants to a variety of employees each year, which seems prevalent in our late 1990s sample period.
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contain noise. For that reason, we emphasize the lagged comparisons. Second, the existence of
incentive options is a problem as they will be included in the GDFV measures but not in the
EDIV measures since the company does not receive a tax deduction for incentive options. To
minimize this problem, we eliminate companies that indicate all or most of their options are
incentive-type. However, some incentive options undoubtedly remain in our sample, imparting a
downward bias on EDIV. Third, GDFV per option includes options that are ultimately forfeited
whereas EDIV per option only includes options that are exercised. '° To avoid overstating EDIV
per option, the dollar amount of EDIV expense should be divided by the number of options
exercised plus the number of options forfeited. We therefore include a modified version of
EDIV per option that is adjusted for the estimated average firm-specific forfeiture rate, £, which
equals the sum of options that were forfeited and expired in 2000 divided by options granted in
1998. We refer to this as “EDIV per option granted.”!

In addition to the issues above, the GDFV and EDIV amounts are expected to differ due to
the time value of money (Marquardt, 2002 and Clem, 2002). In particular, suppose we knew
with certainty that every stock option granted in the current period would be exercised five years
later when the stock price is $2.00 higher than the exercise price of the option. The GDFV

would equal the present value of receiving $2.00 after five years, whereas EDIV would total

1 Note that in computing the dollar amount of GDFV expense, SFAS #123 mandates that no expense should be
recognized for options that are ultimately forfeited. A company can either (a) assume zero forfeitures in the early
years and then reverse the previously recognized compensation expense in future periods when forfeitures actually
occur, or (b) the company can incorporate an estimate of forfeitures into its expenses in early years and perform a
"true-up" once actual forfeitures become known. But the weighted average fair value per option granted does not
reflect estimated forfeitures.

"1 Simulations (not reported) indicate this estimation provides a reasonably accurate value of fregardless of whether
a company's option grants are constant, constantly growing, or constantly declining over time. Technically, our
estimate of the pre-forfeiture number of options = (number of options exercised) + (1-f). For Quaker Oats, the
estimated forfeiture rate is 217.8+3,326.3 = 6.5%, so the EDIV per option granted = 39.4x(1-.065) = $36.9/opt.
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$2.00 over the life of the option.'? Because our motivation is to quantify the difference between
expenses recognized under GDFV and EDIV, we do not adjust for time value of money in our
main tests. Supplemental information reports values for EDIV per option discounted using the

risk-free rate and the expected option life disclosed by the company."

RESULTS
Descriptive Statistics

Table 2 provides descriptive statistics. Panel A reveals that the typical sample firm is large,
profitable, and mature. In the most recent year of data, the mean (median) market value of
common equity is approximately $12.1 (§2.9) billion and mean (median) total assets are
approximately $8.6 ($2.1) billion. Diluted earnings per share and pro forma diluted earnings per
share are both positive at the first quartile. Median growth in diluted earnings per share from the
second to the third year is 20.1%. The average of options granted in the most recent year as a
percentage of the ending number of shares outstanding is 3%. Over the most recent one, three
and five years, the companies have had mean annualized stock returns of 32.6%, 14.7% and
18.1%. Median returns for the same periods are 21.8%, 11.8%, and 15.5%. Some companies
performed very well during our sample period. However, more than 25 percent of the companies
have negative cumulative returns for the three years included in our sample.

The firms come from 74 different industries as classified by the North American Industrial
Classification System (NAICS). Seventy-three percent of the firms trade on the New York Stock

Exchange. Our average firm is approximately four times larger than the average firm found in

12 SFAS #123 expense is based on GDFV at grant date and does not include accretion of this value over time. For
EDIV, Exhibit 1 shows that whether one uses the tax approach or GAAP approach, expenses over the life of the
o}ption equal $2.00.

5 For Quaker Oats, the time value of money adjustment discounts the appropriate EDIV per option using an interest
rate of 6.3% for 6.5 years; these are the midpoints of the ranges provided in the footnote.
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Botosan and Plumlee’s (2002) sample of high-growth firms and twice as large as the largest firm
found in Clem’s (2002) proprietary data. Marquardt (2002) does not provide descriptive
statistics, but we suspect that her sample of Fortune 100 companies contains slightly larger
companies.

Panel B of Table 2 contains the comparison of the dollar amounts of GDFV and EDIV
expenses. Because we want to fully describe the behavior of the sample companies, the
distributional statistics in this panel are based on a pooling of all three years for all the 93
companies. The yearly GDFV expense under SFAS #123 is computed by subtracting the pro
forma income from the reported income. We observe that the mean and median of the after-tax
expense recognized under SFAS #123's GDFV approach are $43.4 million and $8.6 million. The
reported annual tax benefits have a mean of $61.3 million and a median of $3.6 million. To
enhance comparison between these amounts, we divide the reported tax benefit from stock
options by the tax rate (pre-tax EDIV expense) and then multiply by one minus the tax rate to get
annual after-tax expense based on EDIV. The mean (median) firm-year EDIV option expense is
$113.4 million ($6.7 million). We compute the EDIV minus GDFV for each firm-year
observation. The mean difference is $70.5 million. A t-statistic testing whether the mean is
significantly different from zero equals 1.83, which is significant at the 7% level. However, the
median difference is —$0.28 million. The inferred expense from the tax return is greater than the
expense reported in the footnotes in 48.4% of the firm years. The first and third quartiles of the
difference in expenses are —$4.9 million and $11.8 million. When we scale the dollar difference
by GDFV expense, the pattern remains the same; the mean percentage difference is +64% and
the median is ~7%. Overall, while negative differences are more frequent than positive

differences, the positive differences appear to be larger in absolute magnitude.
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Based on a comparison of dollar amounts of annual option expenses, the GDFV approach
preferred by SFAS #123 does not appear to systematically overstate the value given to the
employees as measured by EDIV. This is inconsistent with claims made by some opponents of
SFAS #123. However, dollar amounts of expenses each year can vary for a number reasons that
are unrelated to the policy debate. We now turn to our primary analysis of GDFV and EDIV

amounts per option.

Analysis of Per Option Amounts

Table 3 presents the analysis of per option amounts. Recall that each firm enters the analysis
once, and GDFV (EDIV) is collected for the first (last) year available in the financial statements,
resulting in a two year lag between the measurement of GDFV and EDIV. In Panel A, the mean
(median) GDFV per option granted is $9.94/opt ($9.10/opt), while the EDIV per option granted
(e..g, adjusted for the firm-specific forfeiture rate) has a mean of $17.08/opt and median of
$12.56/0pt. Row C reports the distribution of EDIV minus GDFV per option granted. The mean
difference of $7.14/0pt and median difference of $3.37/opt are both statistically significantly
greater than zero at a p-value of less than .001." We find that the EDIV is larger than GDFV per
option granted for 58 of the 93 firms. Thus, the per option analysis reveals some bias that was
not apparent in the analysis of dollar amounts above. '

Row D of Panel A represents our estimate of EDIV per option exercised, which is not

adjusted for the firm-specific forfeiture rate. The mean and median of EDIV per option

!4 The t-statistic for testing the mean difference is 7.14.

'3 If instead of lagging, we compare contemporaneous amounts of GDFV and EDIV per option, the differences are
less pronounced. Specifically, if all available years of data are pooled across the 93 firms (a sample of 279
observations), with EDIV being adjusted for the firm-specific forfeiture rate, the mean (median) difference is $1.88
($1.15). The difference is smaller than in table 3 because the averages of both GDFV and EDIV increase over time.
The options granted in the last year of the sample are on average $4.70/opt more valuable than the options granted in
the first year. This confirms that options granted in the first year are more likely to be comparable to options
exercised in the third year, and hence supports using lagged analysis.
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exercised equal $20.91/0pt and $17.26/0pt. Adjusting for the forfeiture rate reduces our EDIV
per option measure on average by $3.83/opt. Thus, our forfeiture adjustment has a material effect
on our estimate of intrinsic value.

Note that our lagged comparison of EDIV and GDFV is somewhat comparable to
Marquardt's (2002) approach of relating grant date Black Scholes values to ultimate payoffs
using public data. She reports average GDFV per option of $11.74 in Table 2 and average EDIV
per option of $27.52 in Table 3. Thus our finding that GDFV understates the ultimate payoff to
employees is not purely a function of the companies and/or years included in our sample.

Row F of Panel A of Table 3 adjusts EDIV per option granted for the time value of money.
The mean EDIV per option in row B declines by 24% when discounted using the risk-free rate
and the expected option life. Row G compares GDFV and the present value of EDIV per option
granted; the mean difference is $2.98/opt. Thus, GDFV accounting recognizes on average 30%
less expense due to ignoring the accretion between grant date and exercise date.

Panel B in Table 3 reports the absolute percentage differences (APD) in the measures. The
mean (median) APD when EDIV is measured per option granted is 154% (73%). When EDIV is
on a per option exercised basis (i.e., ignores forfeiture), the mean (median) APD increases to
184% (87%). Thus, ignoring forfeitures reduces the correspondence between the two measures,
as expected. Using APD in excess of 10% as a criterion for judging material deviations, we find
that 91% (95%) of the companies have material differences when using EDIV per option granted
(EDIV per option exercised). Thus, the correspondence between the measures seems low. This
is in part because grant-date estimations of the intrinsic value eventually transferred to option

holders are inaccurate, and in part because our estimates contain noise.
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Cross-company correlations can also provide evidence as to the reliability of GDFV
amounts. Suppose we know that the fair value per option granted for Company A (B) equals $20
(85). If GDFV is a reliable measure of EDIV, then we should expect EDIV for Company A to
be higher than for Company B. In other words, GDFV should have some ability to predict EDIV
across companies. Panel C of the Table 3 presents correlations between GDFV and EDIV for
the cases where the latter is per option granted, per option exercised, and present value per option
granted. None of the correlations are reliably different from zero, and several have negative
rather than positive signs. Knowledge of GDFV per option in the first year of our data provides
no ability to predict EDIV per option three years later. Admittedly, we would not necessarily
expect a correlation of 1.0 due to the fact that ex post value will randomly differ from ex ante
expectations and due to errors in measuring some of our estimates. But the trivial level of
correlations in this data raise important questions about the reliability of GDFV as a measure of
the value ultimately transferred to employees via stock options.

Additional Analyses

Some of our companies have both incentive and non-qualified options plans. The former
will affect GDFV but not EDIV because those options do not generate tax benefits. Table 4
reports statistics for the 68 firms that do not mention having any incentive options.'® The GDFV
of options granted in the first year has a mean of $10.09. The EDIV per option granted in the
third year equals $18.22. The mean and median differences between GDFV and either EDIV
measure are highly significant. As expected, when companies with some unknown quantity of
incentive options are excluded, the EDIV amounts increase. But the comparisons in Table 4 are

similar to those in Table 3 based on the more inclusive sample.

16 Recall that we exclude any company reporting that most or all of its options are incentive type.
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CONCLUSIONS

We compare two values associated with employee stock options — their fair value on the day
they are granted and their intrinsic value on the day they are exercised. Our comparison is
motivated by the debate over the appropriate accounting for stock options. Some commentators
prefer valuing the options based on intrinsic value on the exercise date rather than fair value on
grant date. Others — particularly some corporate managers — complain that estimates of GDFV
may not be an accurate measure of the value ultimately transferred from existing shareholders to
the employees. Our first assessment looks for systematic bias, meaning that one measure
exceeds the other in the majority of cases by a significant amount. EDIV systematically exceeds
GDFYV for our sample companies based on a comparison per option amounts. We find no
evidence to support claims that SFAS #123’s fair value approach systematically leads to
excessive amounts of option expense.

Our second assessment focuses on reliability, which we assess using the absolute differences
between GDFV and EDIV and examining correlations between the two. If GDFV is a reliable
estimate of the ultimate value to be transferred from shareholders to employees, then the absolute
percentage differences should be small and correlations between the two should be close to 1.0.
We find that the absolute percentage differences in per option amounts for the vast majority of
companies exceed 10%. The correlations between GDFV and EDIV per option granted are all
less than .05. In other words, knowing that a company's GDFV per option is relatively large
today does not help at all in predicting whether EDIV will be relatively large or small in the
future. Thus, the reliability of GDFV amounts appears highly suspect, although standard setters

rather than researchers must determine whether this level of divergence is problematic.
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When faced with a decision regarding accounting for stock compensation some years ago,
the FASB stated a preference for GDFV over EDIV and GDIV. The issue of stock-based
compensation appeared on the FASB’s agenda in part because the Board disliked the large
difference in accounting results for stock plans that settled in cash (EDIV) and those that settled
in stock (GDIV). Not surprisingly, our evidence supports a large difference between these
methods, as the EDIV per option is on average $17.08/opt (last year of data, adjusted for
forfeitures), whereas the average GDIV per option is no more than $.20/opt (recognized stock
option expense per APB #25 in the first year of the data divided by options granted that year).
The average GDFV per option in the first year of data is $9.94/opt. Thus the FASB’s preferred
approach substantially reduced the average difference in accounting for stock versus cash settled
plans, but it stopped about $7.14 (41%) short. In addition, our reliability evidence suggests large
discrepancies between the two methods for most firms.

While our study compares grant date versus exercise date valuation, a third possibility is
vesting date valuation. SFAS #123 states that several Board members preferred vesting date
because more of the uncertainty associated with the value of the option is resolved on that date.
Indeed, an international group of standard setters issued a position paper recommending vesting
date valuation (Crook, 2000). Tt would be very interesting to add vesting date fair value or
vesting date intrinsic value to our study, but we know of no method for ascertaining these values
from publicly available data.

Our evidence is not without limitations. First, the fair value of an option granted cannot be
perfectly aligned with its ultimate value at exercise date using public data sources. While the
GDFVs are collected directly from corporate reports, the EDIVs must be inferred from reported

tax benefits. To the extent that the inferred EDIV is not an accurate measure of the intrinsic
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values of the option grants that form the basis of GDFV, then some of the differences found in
the tables are not directly related to the policy debate. For that reason, we report several
alternative measures. But without access to private data for a large sample of companies, this is
the best evidence we can offer to the policy makers and others who are concerned with valuing

stock-based compensation.



opt acctg, 2/20/03, p. 27

Table 1

Explanation of Why Initial 317 Hits Yield 93 Useable Observations

Explanation numberlof
companies
Initial hits from search of Worldscope 317
Tax benefit for options could not be found 21
Tax benefit was not separately reported (61)
Option footnote missing )]
Key options information missing from 10-K (e.g., weighted avg fair value) (33)
Information disclosed separately by plan. Could not be aggregated. (15)
Information disclosed separately for in- and out-of-money options. Could (11)
not be aggregated.
Pro Forma income contains more than stock options (e.g. purchase plans) (13)
Large merger or acquisition in any of the three years (38)
Lagged per option data unavailable 6)
Adjustment for forfeitures (10)
Miscellaneous reasons C)
Remaining companies in our sample 93
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Descriptive Statistics for Sample Companies in Most Recent Year

Panel A: Sample Characteristics

Variable N Mean Std dev 1 Q'tile Median 3 Q'tile
Market value of common | 89 | $12,109.5 | $30,376.4 | $1,074.7 | $2,889.7 | $9,024.7
equity (millions) ¥

Total Assets (millions) T 89 8,576.6 22,039.8 1,067.8 2,073.2 5,188.8
Diluted Earnings per 92 1.70 1.44 1.02 1.50 2.21
share ($/share) §

Pro Forma Diluted 92 1.52 1.47 .87 1.36 2.03
Earnings per share

($/share) }

% Growth in earnings per | 88 50.4 157.7 -5.7 20.1 50.4
share

Options granted + 89 0.03 0.02 0.01 0.02 0.04
common stock

outstanding {+

Stock return, one year< 90 32.6 69.1 -12.5 21.8 52.7
Stock return, three year<- | 89 14.7 232 -14 11.8 28.2
Stock return, five year< 83 18.1 17.4 57 15.5 30.1

1 Data obtained from Compustat

1 Data obtained from 10-K reports
<> Stock return = CRSP monthly returns cumulated over one, three, or five years, endmg on the
last fiscal year in our sample and stated as an annualized percentage.

Each row includes as many of our 93 companies as the data source allows. Three (four)
companies could not be located in the CRSP (Compustat) databases. For percentage growth in
diluted EPS, observations with negative denominators are deleted.
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Panel B: Dollar Amounts of Stock Option Compensation Expense
N =279; 3 Years of Data for Each of 93 Companies

Mean Std dev 1 Q'tile Median 3 Q'tile
Grant-date fair value (millions) $43.43 $13.37 $3.58 $8.60 $26.81
Tax benefit (millions) $61.32 $394.18 $0.72 $3.59 $19.63
Ex-date intrinsic value (millions) $113.88 $732.06 $1.34 $6.67 $36.46
EDIV — GDFV (millions) $70.45 $644.24 -$4.87 -$0.28 $11.78
EDIV-GDFV R R
~GDFV 0.64 1.97 0.70 0.07 1.30
’EDIV-GDF 4 131 1.60 0.43 0.79 1.30

GDFV

GDFV = the after-tax expense for the year, computed as reported income minus pro forma

income disclosed in compliance with SFAS #123.

Tax benefit = the reported amount of tax benefit from the exercise of non-qualified stock options.
EDIV = estimated after-tax expense for the year = (tax benefit)x(1-t)/t, where t is the assumed

tax rate; we use t=35%.
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Table 3
Stock Option Compensation Expense
GDFV per Option Granted in First Year of Data and
EDIV per Option in Third Year of Data

Panel A: Signed Comparisons

row N Mean | Stddev | 1 Q'tile | Median | 3 Q'tile
A | Grant-date fair value per 93 9.94 5.16 6.06 9.10 12.89
option granted
B | Ex-date intrinsic value per 93 17.08 14.48 5.66 12.56 25.66
option granted
C |RowB-Row A 93 7.14 15.65 -2.38 3.37 13.94
D | Ex-date intrinsic value per 93 20.91 16.68 8.15 17.26 28.52
option exercised
E |RowD—-Row A 93 10.97 17.53 0.83 6.47 18.88
F | Ex-date intrinsic value per 92 12.98 11.11 4.50 9.18 19.51
option granted, adjusted for
time value of money
G |RowF-RowA 92 2.98 12.69 -4.68 0.44 7.90

GDFV = weighted average fair value of options granted during the first of our three years of data
as reported by the company. This is a pre-tax amount.

EDIV of options exercised = (tax benefit)+(.35 x number of options exercised), where the benefit
and number of options are from the third year. This represents the pre-tax expense recognized
for tax purposes.

EDIV of options granted = (EDIV of options exercised) x (1-f), where fis the firm-specific
estimate of the rate of forfeitures and expirations. Incorporating fis equivalent to assigning zero
value to expired or forfeited options and then including these in the denominator when
computing value per option. )

EDIV of options granted adjusted for time value = (EDIV of options granted)+(1+r)", where r;
(Ly) is the firm's reported risk free interest rate and estimated option life assumptions used to
estimate GDFV.
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Panel B — Absolute Percentage Comparisons

|X per option — GDFV per option|

| GDFYV per option
row | X =type of ED measurement N Mean 3:3, 1Qtile | Median | 3 Qtile
A | Exercise-date intrinsic value 93 1.54 2.03 0.42 0.73 1.59
per option granted
B | Exercise-date intrinsic value 93 1.84 248 0.41 0.87 2.28
per option exercised
C | Present value of exercise-date 92 1.15 1.53 0.33 0.68 0.99
intrinsic value per option
granted
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Panel C - Correlations

Correlation (GDFV per option granted, EDIV as adjusted)

(p-value under H,: rho = 0)

Exercise-date intrinsic value, adjusted as follows
1 row Per option granted Per option exercised Present value,
per option granted
A Pearson -0.06 -0.01 -0.10
correlation (p=0.58) (p=0.89) (p=037)
B Spearman -0.30 0.04 -0.09
correlation ©=0.77) (p=0.69) (p=0.40)




Stock Option Compensation Expense

Table 4
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GDFV per Option Granted in First Year of Data and

EDIV per Option in Third Year of Data

Excluding Firms with Any Incentive Options

fow N Mean | Stddev | 1 Q'tile | Median | 3 Q'tile

A | Grant-date fair value per 68 | 10.09 5.59 6.05 9.34 12.94
option granted

B | Ex-date intrinsic value per 68 | 1822 15.33 5.76 13.65 28.16
option granted

C |RowB-Row A 68 8.14 17.21 -3.51 4.67 20.69

D | Ex-date intrinsic value per 68 | 22.58 17.90 8.53 18.43 33.41
option exercised

E |RowD—-Row A 68 | 1249 19.32 0.14 7.35 23.44

See notes to table 3
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Exhibit 1
Amount and Pattern of Compensation Expense

Recognized Under The Different Accounting Methods

Assumptions:
e The option is granted on the last day of 2000 with an exercise price of $48.80
o Fair value on the grant date equals $9.00
o The option vests after 3 years, and the employee exercises the option after 5 years
e Stock price at the end of each year is listed below

The primary focus in the text is on the total value ascribed to the option, which is in the column
labeled “Total.” The remaining columns describe how that value is allocated to periods. For
EDIV, two recognition patterns are listed. The first is based on the tax code, with recognition
occurring entirely on exercise date. The second is based on GAAP for a stock-based award that
is expected to settle in cash (e.g., a stock appreciation right or SAR).

Year Total 2000 2001 2002 2003 2004 2005
EOQY Stock price 50.00 53.00 59.00 59.00 60.00 62.00
GDIV APB 25 1.20 0.40 0.40 0.40
GDFV SFAS 123 9.00 3.00 3.00 3.00
EDIV tax code 13.20 13.20
EDIV GAAP* 13.20 1.40 5.40 3.40 1.00 2.00

* The computations for each year are: (1/3)(53—48.8); [(2/3)(59—48.8)-1.4];
[(3/3)(59—48.8)—(1.4+5.4)]; [(60-48.8)(1.4+5.4+3.4)]; and [(62-48.8)(1.4+5.4+3.4+1)]. See
FIN #28.
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Exhibit 2

NOTE 8
EMPLOYEE STOCK OPTION AND AWARD PLANS

In May 1998, the Company's shareholders adopted The Quaker Long Term
Incentive Plan of 1999 (Plan) to replace the Quaker Long Term Incentive Plan of
1990. The purpose of the Plan is to promote the interests of the Company and its
shareholders by providing the officers and other key employees with additional
incentives and the opportunity, through stock ownership, to increase their
proprietary interest in the Company and their personal interest in its continued
success. The Plan provides for benefits to be awarded in a variety of ways, with
stock options being used most frequently. Approximately 12 million shares of
common stock have been authorized for grant under the Plan.

Stock options may be granted for the purchase of common stock at a price
not less than the fair market value on the date of grant. Generally, the
exercise price of each stock option equals the market price of the Company's
stock on the date of grant. Options are generally exercisable after one or more
years and expire no later than 10 years from the date of grant. As of December
31, 2000, 747 persons held such options.

The Company has elected to disclose the pro forma effects of SFAS No. 123,
" Accounting for Stock-Based Compensation.” As allowed under the provisions of
this statement, the Company will continue to apply Accounting Principles Board
Opinion No. 25 and related interpretations in accounting for the stock options
awarded under the Plan. Accordingly, no compensation cost has been recognized
for these stock options.

All options and restricted stock awarded under the Plan are subject to
change in control provisions which are generally described under "Termination
and Change in Control Benefits" in Part III of this Form 10-K. The specific
treatment of options and restricted stock in connection with the Company's
proposed merger transaction with PepsiCo, Inc. is described under "Change in
Control Arrangements" in Part {II of this Form 10-K.

Had compensation cost for the Plan been determined consistent with SFAS No.
123, the Company's net income and net income per share would have been the pro
forma amounts indicated below:
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2000 1999 1998

DOLLARS IN MILLIONS ——-- - -
(EXCEPT PER SHARE DATA)
Net income:

As reported......ivinnnnnnaanann $360.6 $455.0 $284.5

Pro forma............aiiiiiiianen $342.4 $439.0 $272.5
Net income per share:

As reported....... $ 2.71 $ 3.36 $ 2.04

Pro forma... $ 2.57 $ 3.24 $ 1.95
Net income per share -- diluted:

As reported .. $ 2.61 $ 3.23 $ 1.97

Pro forma........... $ 2.47 $ 3.12 $ 1.89

The fair value of each option granted during the year is estimated on the
date of grant using the Black-Scholes option-pricing model with the following
range of assumptions:

2000 1999 1998
Dividend yield...........cvuunn 1.5% - 2.3% 1.7% - 2.1% 1.9% - 2.0%
Expected volatility............ 20.3% - 24.4% 26.2% - 30.3% 18.6% - 20.8%
Risk-free interest rates 5.9% - 6.7% 5.0% - 6.0% 4.7% - 5.7%
Expected lives.......... ... .00 4 TO 9 YEARS 3 to 9 years 3 to 8 years

A summary of the status of the Company's option activity is presented

below:
2000 1999 1998
weighted- weighted- weighted-
average average average
exercise exercise exercise
shares price shares price shares price

Outstanding at beginning of year 10,990,659 $44.20 11,608,894 $40.88 13,017,621 . . $36.25

Granted 2,412,833 $50.28 2,041,050 $53.49 2,399,000 $57.16
Exercised 3,258,087 $37.48 2,261,364 $34.87 3,326,292 $33.88
Forfeited 217,787 $53.90 397,921 $48.14 481,435 $45.13

Outstanding at end of year 9,927,618 $47.67 10,990,659 $44.20 11,608,894 $40.88
Exercisable at end of year 5,423,043 $43.93 6,861,634 $39.22 7,842,314 $36.44

Weighted-average fair value of
options granted during the year $13.87 $15.42 $13.84
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The following summarizes information about stock options outstanding at
December 31, 2000:

Options Outstanding Options Exercisable
range of exercise  shares average weighted average shares weighted average
prices remaining exercise price exercise price

contractual life

$22.79 - $44.18 3,079,585 4.14 years 37 $3,079,585.00 37
$48.03 - $49.34 3,267,749 8.46 years 49 $780,000.00 48
$53.34-$75.75 3,580,284 7.81 years 56 $1,563,458.00 56
$22.79 - 87575 9,927,618 6.88 years $47.67 5,423,043 $43.93

Under the Plan, restricted stock awards grant shares of the Company's
common stock to key officers and employees. These shares are subject to a
restriction period from the date of grant, during which time they may not be
sold, assigned, pledged or otherwise encumbered. The number of shares or stock
units of the Company's common stock awarded in 2000, 1999 and 1998, were 89,653,
87,046 and 55,981, respectively. Restrictions on these awards lapse after a
period of time designated by the Compensation Committee of the Board of
Directors.
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