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(1)

CORPORATE GOVERNANCE AND
EXECUTIVE COMPENSATION

THURSDAY, APRIL 18, 2002

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, DC.
The hearing was convened, pursuant to notice, at 9:35 a.m., in

room 215, Dirksen Senate Office Building, Hon. Max Baucus
(chairman of the committee) presiding.

Also present: Senators Lincoln, Grassley, Gramm, and Thomas.

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. The hearing will come to order.
Good morning, everyone. A particularly good morning to Senator

Levin and Senator Enzi. We very much appreciate your partici-
pating this morning.

Today we are addressing some interrelated issues of corporate
governance and executive compensation. Based upon questions that
have arisen with the collapse of Enron, we have been inundated
with reports of accounting restatements, disclosure concerns, SEC
files, and so forth.

Congress certainly is reacting to all of these questions. There
must be, what, over a dozen, two dozen committees and sub-
committees in the Congress who have held hearings on issues re-
lated to Enron. Now we in the Congress are starting to turn to leg-
islation.

For our part, the Finance Committee is working on three pieces
of legislation: pensions, tax shelters, and executive compensation
and stock options. Other committees are looking at accounting
standards and oversight, financial reporting, insider trading, and
the liability of corporate directors.

At the same time, corporations are also reacting themselves from
the collapse of Enron. Some of them are reforming their practices.
We now seek delays in financial reports as internal changes are
made to reflect improved, and probably more conservative, account-
ing practices. The Financial Accounting Standards Board is consid-
ering reforms, and the Securities Exchange Commission appears to
be cracking down on enforcement.

With that in mind, however, I think it is also critical for us to
take a couple of steps back from the canvas and look at the larger
picture. Before we go down this road too far, I think it is important
to take a good look at what we are doing, where we are, and what
got us to this point.
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Otherwise, this committee and every other relevant committee
will be working somewhat with blinders on. The committees will
not be paying as much attention as they should be to what other
committees are doing.

I want to ensure that, if legislation is enacted to address prob-
lems highlighted by the Enron collapse, that that legislation is
meaningful, that it is effective, that we not miss our mark on be-
half of employees, on behalf of investors, on behalf of consumers.

The goal here is to inspire more confidence and to help Ameri-
cans believe in our economic system where an investor has a rea-
sonable sense of what his or her return might be, stockholders have
a sense of what their company is or is not doing, directors have a
sense of what their company is not doing, better than today.

That is where our first panel comes in. The subject, broadly put,
is corporate governance. In other words, the system of oversight
and management of a corporation carried out by the board of direc-
tors, by management, and investors.

I am told that the Enron collapse is really symptomatic of a
broader problem with corporate governance. In a nutshell, too
many people are supposed to provide disinterested expertise, but
instead have a stake in that outcome that prevents them from fully
serving investors, fully serving potential investors, the public, and
stockholders and the public at large.

An example, is the increasing number of earning statements that
have to be corrected to provide more accurate accounting. Alan
Greenspan recently said that, ‘‘CEOs, under increasing pressure
from the investment community to meet short-term elevated expec-
tations, in too many instances have been drawn to accounting de-
vices whose sole purpose is arguably to obscure potential adverse
results. Outside auditors have sanctioned such devices, allegedly
for fear of losing value corporate clients.’’

Big questions of corporate governance are at the heart of the
problems at Enron and at other companies. We must keep these
questions firmly in mind as we do our work here on the Finance
Committee.

The second panel is about a related, but much more specific,
issue: executive compensation. Executive compensation in the
Enron context is, in many respects, the flip side of the pension
question.

Rank and file workers at Enron and thousands of companies
across the country participate in qualified pension plans such as
defined benefit plans and 401(k) plans. We discovered, with the
Enron example, that it is possible for workers to lose a lifetime’s
worth of savings in their plans.

But media reports indicate that some executives may not be
playing by the same rules they are imposing on their employees.
Rank and file Enron employees lost their pension savings. Now
they must stand in line as part of the bankruptcy proceeding.

In contrast, it appears that some Enron executives received their
executive compensation without being subject to the same bank-
ruptcy process. They protected their pension savings.

The Finance Committee is going to fully explore these reports. If
it turns out that the reports are true, we are going to figure out
how it happened, how widespread the practice was, and whether
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* For more information on this subject, see also, ‘‘Present Law and Background Relating to
Executive Compensation,’’ Joint Committee on Taxation staff report, April 17, 2002 (JCX–29–
02).

our laws should be changed to avoid similar outcomes in the fu-
ture.

Another aspect of executive compensation is stock options. Today,
stock options comprise an increasing percentage of the typical
CEO’s pay package, and efforts have been made in the past to ex-
plore their treatment for accounting purposes. A number of our wit-
nesses today will discuss both the tax and the accounting ques-
tions.

Finally, our original panel included a witness who would have
helped the committee understand an issue known as split-dollar
life insurance. Split-dollar life raises issues associated with execu-
tive compensation and is appropriate in any compensation explor-
ing the deferral of taxation on income. But, unfortunately, our wit-
ness will not be able to appear today and we will pursue this issue
at a later date.

I am confident that Congress will be exploring issues related to
Enron’s bankruptcy for a long time to come, not only this year, but
I am sure they will extend into next year.

Many of these problems are complex and do not lend themselves
to easy resolutions. I look forward to learning from our witnesses
today as we begin the discussion of the issues. It is my purpose
that this committee will explore these issues very thoroughly. This
is not intended to be a witch hunt, nor is it intended to be a white
wash.

Rather, it is intended to ask that second, third, and fourth level
of questions. It is going to take some time. It is not glamorous, but
with a view toward helping in the long run to restore greater con-
fidence in America, investor confidence, consumer confidence, and
employee confidence, and American confidence that our companies
are being well run and that financials accurately state the financial
picture of a company.*

Senator Grassley?

OPENING STATEMENT OF HON. CHARLES E. GRASSLEY, A U.S.
SENATOR FROM IOWA

Senator GRASSLEY. Mr. Chairman, I have a 14-page statement I
want to put in the record, and I will summarize very quickly this
way.

Obviously, I thank you for holding these hearings because these
hearings ought to be looked into. I am willing to look at these
issues. I may not be as convinced as some of my colleagues that
it is necessary to legislate in this area, but when it comes to Enron
in a global picture and all of the abuses and deprivation of em-
ployee savings that have gone down the drain, there does need to
be legislation in some areas that we not only see as a need to pass,
but we want to make sure that it passes, and passes this year.

In my statement, I say that we might be able to resolve some of
the concerns about perceived abuse of non-qualified compensation
if we permit the Internal Revenue Service to issue regulations in
some of the areas that have been questioned as improper.
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Also, while I agree with you, Senator Levin, on your objectives
in wanting to make companies’ financial statements more trans-
parent, I do not believe that that objective can be accomplished
through the Tax Code.

Any inadequacies in making security more transparent, I think,
needs to be done, although I guess I believe that if the spirit of the
1930’s legislation is carried out, transparency is the basis of that
legislation. We have to do things to make sure that that spirit is
carried out. I hope that we can find other ways to help investors
understand the financial conditions of corporations that they help
to finance.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you very much, Senator.
[The prepared statement of Senator Grassley appears in the ap-

pendix.]
The CHAIRMAN. We are very honored today to have two col-

leagues here before us. Senator Levin and Senator Mike Enzi, we
understand that you have very busy schedules today, but you want
to also address this very important issue before us today.

So, when you have finished your testimony, if you want to leave,
that is certainly fine with this committee. But, more than that, we
are very happy to have you here and have you testify.

Senator Levin?

STATEMENT OF HON. CARL LEVIN, A U.S. SENATOR FROM
MICHIGAN

Senator LEVIN. Mr. Chairman and Senator Grassley, thank you
for inviting us to testify. Thank you for holding this hearing. It is
really a very timely and a very appropriate hearing, indeed, coming
on the heels of the Enron collapse, that we look at the operations
of corporate America, see how corporations are governed. There are
many aspects to it, as both of you have pointed out.

One of those aspects is the issue of executive pay and the way
in which the Tax Code treats executive pay. Ten years ago, my
Subcommittee on Governmental Affairs decided to look into the
matter of CEO pay.

Back them, the business publications were expressing shock at
the gap, the disconnect between CEO pay and what average work-
ers were making. At that time 10 years ago, CEOs were making
over 100 times average worker pay. When we compared that gap
here to other countries, we found a huge difference. CEO pay in the
United States was multiples of what CEO pay was in other coun-
tries. Well, that is 10 years ago.

Now, this chart shows what has happened since 1990. In 1990,
CEOs were making 109 times what the average worker was mak-
ing. By 1995, that was up to 183 times. Now it is 522 times. That
is not a gap, that is a chasm.

To put a little context on that, J.P. Morgan, not one who took a
back seat to anybody in supporting and rewarding top executives,
one of our country’s leaders, said that CEO pay should not exceed
20 times that of the average worker’s pay.

Now, when we looked at what has happened in these 10 years
to create these rates of compensation and these gaps between aver-
age person’s pay and CEO pay, we learn that one major factor was
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stock options. Designed to be a tool to link pay to performance,
they have been awarded now in such huge amounts and in such
ways that they have defeated that intent.

Many articles in the last few months have described companies
where CEO stock option pay has soared, despite poor company per-
formance. Global Crossing went bankrupt while its CEO made
$730 million in stock option income in a single year.

Oracle Computer stock price dropped 57 percent in the same
year that its CEO cashed in stock options for $700 million. Sysco
Systems stock price dropped 72 percent in the same year that it
gave its CEO 6 million new stock options.

Other companies repriced options that had lost value after stock
prices dropped or issued additional options so that executives
would benefit even when stockholders of that company lost.

Now, how does that happen? It happens because of our Tax Code.
Stock options are the only form of compensation not required to be
reported as an expense on a company’s books, but are nonetheless
given a tax deduction.

It is a double standard. They do not show as an expense on the
company’s books, and yet we give them an expense on their tax re-
turns. It is a double standard which makes no sense and it is a
double standard that the Tax Code has created.

I happen to be one that believes that government should not be
setting limits on compensation or the amounts of corporate com-
pensation for executives. But we write the Tax Code. It is up to us
to decide whether or not we should allow a business expense deduc-
tion for something which does not show as a business expense on
the company’s own books.

This is stealth compensation because it does not show as an ex-
pense on the company’s books. It does not affect the company’s bot-
tom line like every other single form of compensation.

There is no other form of compensation which does not have to
be shown as an expense on the company’s books. If a company
gives a bonus for performance, that bonus has to show as an ex-
pense on the company’s books. If a company says we are going to
give you stock as a reward for performance, that stock value must
show as an expense on the company’s books.

The only exception, is stock options. If a company decides not to
expense stock options, if that is their decision—and by the way,
some companies do expense stock options on their books. There are
a few. But if a company decides not to do it, it nonetheless gets a
tax deduction for that tax option expense.

So I happen to agree with what Senator Grassley said. I do not
think we should be legislating executive compensation. That is not
government’s role. But the Tax Code is written by us. It is up to
us as to whether or not, if a company does not show options as an
expense, we want to give them a tax deduction, nonetheless.

Enron related on stock options this double standard to inflate its
earnings. From 1996 to 2000, Enron told its stockholders it was
rolling in revenues, took stock option expenses as tax deductions to
the extent of $600 million during those same years, avoided paying
taxes in four out of five of those years, and it was because of a dou-
ble standard which inexplicably allows corporations, if they dole
out enough stock options to insiders, to take their cost as a busi-
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ness expense on the income tax, escape paying U.S. taxes, but at
the same time not showing that expense on their financial state-
ments.

The sums here are huge. Just to give you one example, AOL
Time-Warner apparently has stock option deductions totalling $10
billion that they will now be using to shelter corporate income
taxes for the next 20 years. That is the expectation, no taxes from
AOL Time-Warner for the next 20 years because the have given out
$11 billion in stock options.

Warren Buffett, CEO of Berkshire Hathaway, puts it this way.
‘‘If options aren’t a form of compensation, what are they? If com-
pensation isn’t an expense, what is it? And if expenses shouldn’t
go into the calculation of earnings, where in the world should they
go?’’

The claim has been made that consistent tax and accounting
treatment of options would cause companies to stop issuing stock
options to average workers. But according to a Bureau of Labor
Statistics study, only about 1.5 percent of non-executive employees
in the United States actually receive stock options in their pay.
Stock options go primarily to corporate executives.

Business leaders have denounced the stock option excesses and
called for reforms. Federal Reserve Chairman Alan Greenspan re-
cently testified that the failure to account for stock options has
added 3 percentage points a year during the late 1990’s to reported
earnings.

What I think is really the most critical comment of Alan Green-
span, is the following. Stock options have encouraged companies to
‘‘game the accounting system.’’ Those are his words. Stock options
have encouraged companies to ‘‘game the accounting system.’’

Well, gaming the accounting system to make a company’s bal-
ance sheet look better than it should be in terms of real income is
exactly what Enron is all about. Former Federal Reserve Chairman
Paul Volkers expressed similar sentiments. Warren Buffett, as I
said, has called stock options ‘‘the most egregious case of let’s not
face up to reality behavior by executives and accountants.’’

Arthur Levitt, former chairman of the Securities and Exchange
Commission, has condemned the hyperbole that some CEOs use to
oppose stock option reform, declaring that the honest treatment of
stock options will not have a significant negative impact on Amer-
ican corporations.

Over 80 percent of the financial analysts—80 percent—that were
surveyed by the Association of Financial Analysts, called the Asso-
ciation of Investment Management and Research, consider stock
options a compensation expense that should be reported as such on
company books.

Now, perhaps most important of all, investors and their rep-
resentatives are insisting that stock options be treated on the books
the same way as all other forms of compensation. You will be hear-
ing from two of them today, the Council of Institutional Investors
and the CEO of TIAA–CREF, a major pension fund, and there are
many others.

For instance, Bill Mann, who is the senior editor of Motley Fool.
He is an investment advisor with an online column and radio pro-
gram that is heard by 20 million people each month. He has been
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talking about stock option abuses since 1998. He testified, though,
about those abuses and other problems relating to Enron before the
Senate Commerce Committee last December.

He has noted that the current stock option rules hide the dam-
age, in his words, that stock options may have caused to company
earning and thereby diminished the protection to investors.

Senators McCain, Fitzgerald, Durbin, Dayton and I have intro-
duced a bill which would put an end to the stock option double
standard. We simply would require companies to be consistent. We
do not say no stock options. Our bill says, treat stock options the
same way on your books as you do on your income taxes.

If you want to deduct stock options from your income for tax pur-
poses, do so on your financial statement as well. That is all we say.
We do not say, again, no stock options. We do say that stock op-
tions have value, and treat them that way on your books.

So, Mr. Chairman, something is really wrong in this area. You
are looking at a number of issues, I know, including this one. I
commend you and the committee for doing that.

My permanent Subcommittee on Investigations has subpoenaed,
and we are now interviewing members of the board of directors of
the Enron Corporation to prepare for a hearing with some of those
board members next month.

We will be asking some of the questions about the compensation
packages that you and other committees are making inquiry about,
and you are addressing a much fuller panoply of governance issues.
We applaud you for that.

I think we need all the reviewing and consideration that is pos-
sible int his area, and I would, in closing, as that the column of
Warren Buffett that appeared in the press and editorials from the
New York Times and the Washington Post on the subject of stock
options be included in the record with my entire statement.

The CHAIRMAN. Without objection.
Senator LEVIN. Thank you very much.
The CHAIRMAN. Thank you very much, Senator. Thank you very

much for that very thoughtful statement.
[The prepared statement of Senator Levin along with the news

articles mentioned above appear in the appendix.]
The CHAIRMAN. Senator Enzi?

STATEMENT OF HON. MIKE ENZI, A U.S. SENATOR FROM
WYOMING

Senator ENZI. Thank you, Mr. Chairman and members of the
committee. I appreciate this opportunity to speak about a subject
of executive compensation through stock options.

In the wake of the collapse of Enron, I appreciate the concerns
members have with the issues of stock options. As we all know,
many of Enron’s executives and employees were issued stock op-
tions.

In the months preceding the bankruptcy, executives who were
aware of the true condition which the company was in exercised
millions of dollars of their options. Now, thousands of Enron em-
ployees who have been kept in the dark on the company’s finances
are left with worthless Enron stock and shattered retirement earn-
ings.
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I appreciate the members’ efforts to try to fix problems posed by
Enron. In addition, though, we should not lump the dot.com compa-
nies in what happened at Enron. Congress has to react to what
happened at Enron, but we have to be careful not to overreact.

While I think legislation may be an appropriate means to ensure
employees are protected and prevent future Enrons, we should not
do anything to hamper employees from receiving stock in their
company. When properly used, stock options can be a marvelous
opportunity for employees.

I understand that Federal Reserve Chairman Alan Greenspan
supports the legislation Senator Levin has put forward because he
believes stock options should be treated as compensation. I agree
with him that stock options may at some point in the future be-
come compensation, but we disagree on what that point is.

We must be sure that, whatever is done, employees, small busi-
ness, and start-up companies are protected. I want these companies
to continue to have an incentive to issue options and employees to
have the opportunity to receive them.

Let me explain what I see as some of the problems with the leg-
islation and what some of the solutions would be. First, it is impor-
tant to note that the same debate over expensing stock options on
company financial statements occurred a few years ago. Some of
the same arguments for and against it were debated back then.

The solution was to give companies the option of listing the num-
ber of stock options issued by a company in a footnote to the finan-
cial sheets or directly on its income or financial statements as an
expense. That way, investors and employees have the ability to see
how much stock was outstanding before they invested in the com-
pany or exercise their stock options.

If this legislation was enacted, fewer employees would have re-
ceived stock options. Instead of employees on all income levels re-
ceiving the rewards options offer, only high-level executives would
reap the benefits. Regardless of what Congress does on this issue,
these companies are not going to cease offering CEOs and senior
executives this form of compensation. It is just not going to happen.
We all agree on that.

Companies will pay whatever they have to pay in order to get the
very best talent at the top levels of the company. If the options be-
come more expensive for the company to offer, which is what the
Levin legislation accomplishes, rank and file employees will lose an
instrument that they utilized to develop wealth. This legislation
will also have negative consequences on the small businesses and
the start-up companies.

The National Commission on Entrepreneurship has reported that
high-growth entrepreneurial companies create roughly two-thirds
of all the jobs in the United States economy and are responsible for
at least two-thirds of the innovation in the economy, and account
for about two-thirds of the difference in economic growth rates
among industrialized nations.

The commission has further noted that the Levin-McCain legisla-
tion will negatively affect the 30 years of favorable tax and ac-
counting treatment afforded to stock options granted by entrepre-
neurial companies to their employees.
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These small, start-up companies cannot afford to offer the sala-
ries larger companies give, so they offer stock options as an incen-
tive to attract higher-skilled employees.

The commission points out that, without stock options, household
names like Intel, Federal Express, Apple, Del, and Starbucks would
not exist. Under the current law, the employees that take the risk
of working for start-up companies have the ability to make much
more money than through the traditional method of payment by
wages.

Again, most employees do not want to lose this monetary oppor-
tunity, and start-up companies certainly cannot risk losing the
stock option incentive they currently have to attract employees. We
all know that ingenuity and the entrepreneurial spirit have helped
make this country great.

Small companies and start-up businesses have been the back-
bone of the economy. They have provided economic growth and em-
ployment opportunities to small- and medium-sized communities.
We cannot risk discouraging this important trend by placing nega-
tive pressure on this already fragile sector of the economy.

I have a longer statement I would like to have in the record, but
I would like to deviate for a moment from it. Our goal, of course,
is to make sure that we compensate employees and executives.

You will recall that we passed some legislation about a year and
a half ago to make sure that all employees could get options. We
reduced some of the accounting requirements so that it did not
make it impossible for the average employee to get it.

Now, we may not have put enough incentive in yet for that aver-
age employee to receive additional stock, but we made it possible
for it to happen and it has been happening.

We want to make sure that we are retaining key people. That is
especially important when there is not enough cash flow. Now, we
want to encourage company and stock growth, and that relies on
employees who are concerned about that. It is an incentive pro-
gram. It is not a guarantee program.

The employees know that, the shareholders know that, the ex-
ecutives know it, and the board knows it. We need to make sure
the stockholders are protected and we need to make sure that ev-
erybody is paying their taxes.

Now, this particular issue gets complicated by the number of
players that there are. We have the shareholders, we have the cor-
porate board, we have the recipients, and of course we have the
IRS.

Now, the number and timing of actions involved also complicate
it. There is an approval of the option shares, there is an offer to
the employee which I think is called the time grant.

There is the exercise by the employee which is the first time that
there is any ownership. That is based on individual employee deci-
sions. Each employee who is awarded stock options has the choice
of when to exercise that stock option. It is not a company option.

Each employee exercise definitely triggers a company expense.
Each employee exercise triggers a tax for that employee on the
earned income, and each employee exercise puts money into the
capital account. Prior to that time, there is no gain or loss. Then,
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of course, there is another event that complicates it even more, and
that is when the employee sells his shares.

I learned that I was going to be doing this presentation yester-
day, and it was in the middle of the night when I came up with
an idea for a chart.

The CHAIRMAN. Well, I have got to tell you, Senator, I am proud
of you. Finally, we have a chart that is a little bit interesting.
[Laughter.]

Senator ENZI. The front of that, of course, recognizes the 100th
anniversary of the J.C. Penney Company, which started in
Kemmerer, Wyoming. I always have to get in a little chamber of
commerce stuff for Wyoming. That company would have been even
more successful had stock options been invented earlier. [Laugh-
ter.] There. I tied in the other side.

But this points out some of those complexities and the number
of times that things happened and where the money goes. When a
company first starts, the stock is not worth anything. Later, the
company may decide to do stock options. At that point, that would
be the approval point of the stock. It does not really affect anybody.

Now, when it is granted, that is when the employee, whether it
is an executive or one of the bottom-of-the-chart employees, actu-
ally knows that they have a possibility of some income, but they
have no income yet.

Often, that grant is at or above the cost of the stock at the time
that it is issued, so it may never reach the level at which a person
can afford to buy it, or there would be any sense in buying it. So,
the employee does not make any decisions at that point.

Eventually, hopefully the stock rises well above what the grant
price was, and it has to go above that amount because there are
some tax consequences to the employee at the time that it is exer-
cised. When they exercise it, they pay the offer amount. That
amount goes into the company treasury.

At first I thought that stock options diluted the ownership of all
of the other employees. It does not, because there is compensation
paid into the treasury equivalent to a value set by the board of di-
rectors at the time of the grant of the option.

So, the company receives compensation, but the employee re-
ceives a value above that compensation. He receives the difference
between the offer price and what its true value is, and can sell it
at the moment that he gets it under some circumstances.

Some companies who are looking for longevity of their employees
tie the longevity of the option and the ability to cash it to the time-
frame in which they can exercise it. Some of the companies are just
considering it compensation.

So at this exercise point in time, of course, the taxes are paid by
the employee, whether he sells them or not. Then, of course, there
is a later point in time, the sale point in time.

At that point in time, they are hoping there may be even more
money. There is no guarantee that the exercise level will ever go
above the grant level. There is no guarantee that the sale price will
stay above the exercise price, even though the employee will have
paid taxes up to the amount of the exercise price.

So I am kind of excited, because I finally get to talk about some-
thing on accounting around here. I am trying to keep the dollars

VerDate 11-MAY-2000 17:49 Nov 19, 2002 Jkt 000000 PO 00000 Frm 00014 Fmt 6633 Sfmt 6633 82438.000 SFINANC2 PsN: SFINANC2



11

out of the thing. But it gives a little bit of an idea of the complexity
that we are dealing with here.

But I know that we are making sure that all of the taxes get
paid on the gains that are made on the stock options. There is a
tremendous amount of difficulty with the company keeping track of
all of the different points on the thing, and there are some ethical
points in time involved in this.

I really think that the ethical points in time that we may want
to concentrate on are the approval to issue at some future time for
some certain amount. And of course there is some constraint on
that, which would be the shareholders’ willingness to buy the stock
at all.

That is the disclosure of the shares that are issued. There is also
an ethical point in time when it is offered to the employee. That
is, who is included, and for how many options. That is a decision
that the board gets to make. Also, what this cost at the time of the
grant will be, whether it will be at the level of the stock value at
that time or it will be some amount that is higher.

Then the time before exercising it, what kind of constraints we
would put on that, and whether the company can do any re-pricing.
Re-pricing enters into this.

In some instances, if a company stock stays depressed longer
than they expected, the board does have some capability at the
present time to re-price that stock option to make it a lower price
so that the employee will be encouraged to pick up the stock option.

Then, of course, there is the ethical point in time for the com-
pany’s time of expensing. One of the things we have to watch out
for, is early expensing allows some manipulation of taxes and in-
flated expenses could encourage investors to over-invest as an indi-
cation that the company thinks that the future value will be much
greater. That is why it does not show up on the financial state-
ment.

I know it is complicated.
The CHAIRMAN. Thank you, Senator, very much for your appear-

ing today. I got a kick out of your chart there. It is a lot different
than other charts that we see, and I want to just thank you.
[Laughter.] I want to thank you for the variety.

Senator ENZI. You probably do not have many that were made
by Senators.

[The prepared statement of Senator Enzi appears in the appen-
dix.]

The CHAIRMAN. I know you are both busy, unless you want to
take a couple, three questions.

Senator LEVIN. Sure. Whatever you like.
The CHAIRMAN. One of the questions I have, and Senator Enzi

touched on it, and that is, Congress, several years ago, did address
this issue with respect to financial statement reporting.

Senator LEVIN. Financial what?
The CHAIRMAN. Financial reporting. The financials. That is,

FASB was, I think, at one point considering changing its rules so
that the financials, with the income tax returns, would also show.
As I recall, the Congress basically told FASB not to do that.
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Now, my question is, is that, in your judgment—I will talk with
you, Senator Levin—a better approach, rather than requiring Con-
gress to change the tax laws to require expensing of the options?

Senator LEVIN. Well, both approaches, it seems to me, are legiti-
mate. There is an accounting approach, which they hopefully will
adopt independently. They were put under huge pressure by execu-
tives to back off from what they wanted to do 10 years ago. The
analysts, 80 percent of them, say that this is, in fact, an expense
which should show up as an expense like all other forms of com-
pensation.

An independent board, it seems to me, is likely to arrive at that
conclusion, just as the International Accounting Board has appar-
ently now done. That is one approach.

But we have the responsibility of adopting a Tax Code. If a com-
pany decides that it is not going to show compensation expense for
options, it is not going to show the options it issues as a business
expense on its own books, if that is the course that it chooses to
take, then I do not see why we should give it an expense on the
tax return. That is a double standard which makes no sense. But
that is our choice. I mean, I think the accountants have responsi-
bility. I hope they exercise it.

The CHAIRMAN. But I am asking you, what is preferable, given
the two? TASCO tries to match a company’s deductions to the time
an employee takes the amounts into income.

The question I have is whether the Tax Code is the proper vehi-
cle to address this question. Rather, to the degree that it is a prob-
lem, should the question not be addressed as an accounting mat-
ter? That is, frankly, what we are talking about here.

Senator LEVIN. I do not think we can duck our responsibility. We
write the Tax Code. We say, if you get a performance-based bonus,
for instance, that is shown on the company’s books as an expense.

If a company gives out stock, the value of that compensation will
go up if the stock value goes up, but the value of the stock when
it is given must show as a form of compensation on the books.

The CHAIRMAN. I know. Again, I am asking the question, is this
more of an accounting question or is this more of a tax question?

Senator LEVIN. It is both. We have adopted a Tax Code, so it is
both. We cannot duck it by saying it is an accounting problem. We
have adopted a Tax Code which says that you are going to be given
a deduction. We made that decision.

We said to companies, you get a tax deduction as a business ex-
pense. That is our decision. Even though you do not show it as an
expense on you own books. That is our decision. We cannot just
simply say that that is an accounting issue. It is both.

The CHAIRMAN. Let me ask Senator Enzi his response to that
question.

Senator ENZI. From a tax issue, it is very important that we
make sure that all of the taxes are paid. I am confident that we
are making sure that all of the taxes are being paid.

From an accounting standpoint, I think it is very important that
that be addressed by the accounting standards. Of course, I am
hoping that there will be some changes in the accounting stand-
ards.
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I would like to see us go to a principle-based accounting stand-
ard. That is being suggested by the head accountant to the SEC,
as well. I think that FASB is even looking at going that direction.
That will make some quicker decisions and will address the ac-
counting aspects of it in a very positive way.

The CHAIRMAN. Well, thank you. This is a central, core question
here. I appreciate your response.

Senator LEVIN. Can I just comment on that, that all the tax is
being paid?

The CHAIRMAN. Sure.
Senator LEVIN. Enron did not pay taxes four out of the last 5

years. AOL Time-Warner will never pay taxes under the current
system because of stock options which they have granted which do
not show as expenses on their books.

We, nonetheless, under our current Tax Code, give them a tax
deduction. So, all the taxes are not being paid the way they are on
all other forms of compensation which are treated as an expense
on the books in order to get a tax deduction.

We say, hey, you can get a tax deduction here even though you
do not show it as an expense. You do not treat it as an expense;
we are going to give you a tax deduction anyway. That is not pay-
ing taxes. That is a double standard.

Senator ENZI. Actually, under an accounting situation, what we
would be doing is raising taxes on the company if we went with the
approach that is proposed in the legislation.

The CHAIRMAN. Well, we have not yet resolved this issue.
Senator Grassley?
Senator GRASSLEY. I will defer to Senator Gramm because he has

to go.
Senator GRAMM. Mr. Chairman, I will be brief. I have got to go.
I think, first of all, what we are saying here is an assault on

stock options as if incentives created the Enron problem. I guess
I go back to the old adage that we all know from the law, and that
is, bad cases make bad law.

I personally think stock options are good things. Anybody who
has ever tried to undertake any kind of activity with other people
understands putting them in a position where they share your in-
centives. I think that this whole tirade against stock options is not
well-founded, in my opinion. I think it is not our business to dictate
how private companies compensate their employees.

I think, second—and you raised the question, Mr. Chairman—let
me say that I think trying to dictate the accounting standards
through the Tax Code is profoundly wrong.

I think there are many cases where you, for the purposes of pay-
ing income taxes, figure your income taxes on one basis, and in
terms of setting out the well-being of your company and looking at
its future, might present it in a very different way.

I have looked at this. I am on the Banking Committee and we
have jurisdiction over accounting standards. When this whole de-
bate occurred in FASB about how to treat stock options—and I al-
ways took the position, I may or may not agree with FASB, but I
do not think Congress ought to be setting accounting standards. I
think it is a very dangerous policy.
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But in any case, I guess where I come down on this, and I differ
a little bit from Mike, and that is, I would say that to the extent
that the sale price exceeds the offer price, that that is a dilution
of ownership.

But I do not see how, under any circumstances, you can present
it as being a reduction in earnings. I mean, I think you are getting
a totally distorted view of what is happening in a company.

If Mike and I owned a company together and the value of our
stock was $1,000, and we wanted somebody start to run it and we
hired Carl, and we gave him stock options that ended up being
worth $500 and we had a great year and we earned $500, does it
really reflect the future prospects of our company to report that we
had no earnings?

What we have done, is we have committed to share current and
future earnings with Carl on the basis of this grant of the stock.
So, I agree that we need a way to reflect the impact of stock op-
tions on companies that is better than what we have now, which
is primarily reporting in the stockholders’ report that you granted
these options.

I personally believe that we need a way of reporting dilution of
ownership, but understanding that accounting is really trying to
come up with a simplified picture of reality so people can know
what is happening at its best, anyway, I just cannot for the life of
me see how charging for the purpose of giving a picture of how well
your company is doing—I just see these options as a dilution of
ownership, but I do not see them in terms of looking at the health
of the company.

I do not think we make that view clearer by forcing them to be
charged against current earnings. I guess that is where I come
down on it, Carl. I think these are complicated issues. I think de-
bating them is good.

When we get to the end of the day, do we want to legislate ac-
counting standards or do we want to set up a board with some de-
gree of independence to make these decisions? We decided not to
vote on monetary policy and we set up the Federal Reserve.

Mike, I think, is the only CPA in the Senate. I did take two ac-
counting courses, but when we got to the practice set in the second
one I decided accounting was not for me.

But it just frightens me, if we are going to start setting account-
ing standards. I think having some degree of reservation about
doing that is probably healthy.

Mr. Chairman, thank you.
The CHAIRMAN. Thank you, Senator.
Senator Thomas?
Senator THOMAS. Thank you, Mr. Chairman.
I think options should be available. I do not think we should try

to manage companies. I think there ought to be transparency if
there is value. I think when they go out, if there is a value, there
is a value, and that is an expense. Otherwise, there is a profit. I
think the taxing question is probably our most important one.

Thank you.
The CHAIRMAN. Thank you.
Thank you both very much. We appreciate it.
Senator LEVIN. Thank you very much, Mr. Chairman.
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Senator ENZI. Thank you.
The CHAIRMAN. All right. Now we will hear from our panels.
Our first witness is Dr. Carolyn Brancato, director of the Global

Corporate Governance Research Center at The Conference Board in
New York; Sarah Teslik, executive director, Council of Institutional
Investors, Washington, DC; Robert Pozen, professor at Harvard
University, formerly vice chairman of Fidelity Investments, and
president of Fidelity Management and Research Company at Cam-
bridge, Massachusetts.

Thank you, all three of you, very, very much. I am sure you
found the discussion we just had a little interesting. You will be
able to shed some light on it.

Dr. Brancato, why do you not begin? We have a 5-minute rule
here, which we did not honor in the last session. We will try to
honor it a little bit more this time around, so try to keep your
statements within 5 minutes, if you can. Your full statements will
be included in the record.

Why do you not proceed, Dr. Brancato?

STATEMENT OF DR. CAROLYN BRANCATO, DIRECTOR, GLOBAL
CORPORATE GOVERNANCE RESEARCH CENTER AT THE
CONFERENCE BOARD, NEW YORK, NY

Dr. BRANCATO. Thank you, Senator. It is a pleasure to be back
on Capitol Hill after having been an alumni of the Congressional
Research Service. I am now with The Conference Board. We are a
non-advocacy organization, business membership organization. We
have more than 3,000 corporations in more than 62 countries of the
world. We are devoted to sharing best practices.

Our Global Corporate Governance Research Center is a branch
of the conference board. To ensure objectivity, we have members
from both the institutional investor community as well as the cor-
porate community.

We focus on best practices in corporate governance and analyze
these around the world. We find that there is no one U.S. model
of corporate governance. We find that within the United States
there are a variety of models of corporate governance ranging from
companies with widely dispersed shareholder base, companies with
closely held blocks of investors, and the corporate governance will
basically reflect more on the ownership structure of the company
rather than its location.

So, a dot.com company in the United States might actually look
very much like what we think of as an Asian model of corporate
governance, with a small, closely-held group.

We do find that there is some convergence in corporate govern-
ance standards around the world, with the focus on increasing di-
rector independence, accountability to shareholders, increased
transparency and disclosure, and protection of minority share-
holder rights.

One of the focuses that The Conference Board has is on the after-
math of Enron. We believe that Enron will create a seed change
in corporate governance, both in the United States and abroad, as
companies begin to focus much more on their internal governance
processes rather than on corporate governance that is legislated, or
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regulatory, or imposed from without by the courts, the regulators,
and in some cases the legislative branch.

So we believe that Enron will really result in a lot of internal de-
bate within corporations to find out how they can best manage
their boards. Boards around the country are devoting a great deal
of time to looking at their internal corporate governance processes.

We are engaging in a major research project at The Conference
Board with senior executive and roundtable projects in meetings
around the country to be held in places like Stanford Law and the
University of Delaware, with input from the Delaware courts.

We will be focusing on what red flags directors can and should
be more aware of to prevent an Enron from occurring in the future,
and how do boards fulfill their monitoring responsibilities, yet how
can they rely on management and consultants such as accountants
and compensation consultants?

My testimony considers a number of issues, such as the duty of
care and duty of loyalty, which I will not dwell on. But I want to
highlight just two things that we are focusing on in our research.

The thrust of our research is to look at effective board practices
to find out how the board can manage itself professionally and
bring professionalization to the board in a much greater degree
than it has in the past.

One of the key elements that the board must do, is look at over-
sight of management performance. One of the areas that we have
done a great deal of research on at The Conference Board is on
what we call a dashboard of corporate performance, where, instead
of looking at last quarter’s earnings which are much like looking
in the rear view mirror of a car, you look at dashboard indicators
that will enable you to get your company where it want to go to
reach its destination.

For example, quality indicators, indicators such as environmental
compliance. These dashboard indicators are detailed in the Appen-
dix 3 of my report, and also can be linked to compensation in ways
that alleviate some of the problems of stock options which only re-
late to stock price, whereas strategic performance measures such
as quality can be used as part of a compensation package.

Chrysler was one of the earliest companies to use and com-
pensate executives for quality improvements as measured by war-
ranty data.

So we suggest that in the debate over compensation, that the
professionalization of the board of directors be considered as well
as new methods of compensation.

Thank you.
The CHAIRMAN. Do you have more?
Dr. BRANCATO. I have a great deal more. [Laughter.]
The CHAIRMAN. Do you have anything more than you very much

want to succinctly say?
Dr. BRANCATO. Well, The Conference Board has some research in

which we have tried to look at 10 key elements in which a board
may ask itself questions to see if it is professionally run. Those 10
elements are in my testimony.

They do include finding out whether or not the audit committee
is run professionally, whether or not the board members that are
members of the audit committee unduly rely on external account-
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ants, whether or not, for example, you have accountants that func-
tion both for the external audit and the internal audit function.
That is a red flag, as far as we see, with respect to best practices.

So there are a series of red flags that a board should be able to
find out with respect to management as well as the control of any
outside consultant. We have a book on the compensation committee
of the board in which we have written and basically outlined some
of the ways in which the compensation committee can profes-
sionalize itself more, get control over those compensation consult-
ants, and take more control over the process.

The CHAIRMAN. Thank you very much.
Dr. BRANCATO. Thank you.
[The prepared statement of Dr. Brancato appears in the appen-

dix.]
The CHAIRMAN. Ms. Teslik?

STATEMENT OF SARAH TESLIK, EXECUTIVE DIRECTOR,
COUNCIL OF INSTITUTIONAL INVESTORS, WASHINGTON, DC

Ms. TESLIK. Thank you very much.
A reporter asked me the other day whether there was more cor-

porate and accounting fraud than there used to be, and I answered
that there was. There is data to back that up.

He asked, why? I said it was not because human nature has
changed, because you can bank on the fact that human nature is,
everywhere and always, the same. I think that there is more cor-
porate accounting and financial services fraud today than there
used to be because it pays. There are, in fact, immense up-sides to
engaging in this kind of behavior, and frankly very few down-sides.

Now, the next question ought to be then, how have things
changed? If there is more now than there used to be, how is our
system different than it was 30, 40 years ago?

I think the fair answer to that, is three parts. One, the laws that
we put in place after the Great Depression to protect investors
have gradually over the decades been worn down by special inter-
ests.

Special interests approach you, they approach the SEC, they ap-
proach other regulatory bodies. But the average American cannot,
and does not. So, given enough decades, those laws have been worn
down like stones in a creek.

Second, the people interested in getting around the laws have
gotten better at finding loopholes. Fifty years of finding loopholes
is a good, long time and there are a lot of loopholes around. As you
know, one of the most shocking things about Enron is not what
was done that was illegal, but how much that was done that was
legal.

Third, prosecutions, unfortunately, focus on companies and not
on individuals. I have never heard anyone give a reason for that.
It makes absolutely no sense. Companies cannot commit crimes,
people can.

Suing a company instead of a wrongdoer does not deter. It only
hurts innocent victims like employees and shareholders like us who
are already victimized by the stock price tanking.

So the fact is, crime is a good bet, a very good bet, indeed. The
cumulative effect of this wearing down is that our safety nets are
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failing us. The safety nets are the board of directors, the account-
ants, the rating agencies, the analysts, the SEC, the prosecutors.

But actually the ultimate safety net is the investors, the share-
holders that I represent. We own companies. We do not want to
lose our companies. We do not want to be defrauded or fleeced.

As you know if you own a car, you are apt to take care of it and
you are apt to prevent yourself from being fleeced by an auto me-
chanic. We, too, would do that in Enrons and Global Crossings if
we could. The fact is, we cannot.

I have submitted to you in my written remarks a one-page sum-
mary of how the laws have changed over the last 50, 60 years to
effectively prevent shareholders from protecting their interests as
owners in large publicly traded companies. If you think I exag-
gerate, read the list.

But I think for purposes of this committee, the key variable to
focus on is executive compensation. You are correct to focus on this,
because executive compensation is an enabler to corporate fraud, a
critical enabler. It is also a critical diagnostic tool.

If you step back for a minute and think about it, if one person
owned Enron, Global Crossing, some of these other companies
where we have had executive compensation abuse, they would
never pay someone hundreds of millions of dollars to fail. They
would never pay someone hundreds of millions of dollars to leave
rather than to work. They would never pay someone hundreds of
millions of dollars to commit fraud.

When you see a compensation decision that would not have been
made if one person owned the company, you know that something
is up. So, executive compensation is a good diagnostic tool.

For purposes of this committee, I think the more important fact
to remember is that executive compensation is, in fact, a critical
tool for corporate fraud.

That is not to say that executive compensation is a bad thing. I
am an executive and I like being paid. We like executives to be
paid. We like them to be paid well if they do well. After all, we are
America’s shareholders and we do not serve on the boards, so we
cannot be watching them every day. So, we do, in fact, like to see
pay for performance.

But stock options are like a dangerous drug. They can be used
to cure, but they can become addictive and they can be very harm-
ful.

Without stock options, it is not possible, in companies like Enron
and Global Crossing to turn the companies into ponzi schemes. You
cannot do it without stock options. Not because stock options are
bad, but because they operate differently than cash or bonuses. So
they are a useful tool, but they are a dangerous tool.

Therefore, I think you need to have three important checks on
the system. One, we need disclosure of all stock option plans. That
has not been the case. It is absurd that it is not the case.

If we are paying executives with our money via dilution, we need
to know what we are paying. The company knows what you are
being paid. We need to know what we pay our employees. The SEC
is taking steps in that direction. We will have to see if they are
complete.
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The other two, are we need a vote on all stock option plans. The
check on the system that exists through the board of directors is
not adequate with stock options. Stock options, because they are
like printing up money, are more easily abused than corporate
cash, where at least the cash has to be in the treasury before you
pay it out. Stock options dilute future shareholders who are not
even around at the time the options are granted, so it is extremely
tempting to abuse them. We need to vote on them.

The third thing we need, is to see them charged to earnings.
That is not because it is a simple question. It is actually an awk-
ward fit, as Senator Gramm was saying, because there is a transfer
of value.

There is no question that stock options have value. There is a
value transfer from shareholders to executives, or whoever gets the
options. It does not come through the corporate treasury, but it is
a substitute for pay that otherwise would.

So to reflect it as a charge, you are saying, if we did not transfer
the value from shareholders directly to executives, we would be
transferring it from the company. So, we are reflecting it there be-
cause ultimately it does come out of the shareholders’ pockets.

I think most of the arguments you hear against charging are as
close as you get to humor in the accounting world: if options do not
have value, why is everyone lobbying you so hard? They are acting
like cocaine addicts, afraid of losing a fix.

Options cannot be estimated. They can estimate them for the Tax
Code, they can estimate them for charging.

Executives will not work without options, then you have execu-
tives with an attitude problem. I work without options, you work
without options. People throughout American history and around
the world work without options. Owner/entrepreneurs work with-
out options. They will be motivated.

Options being charged will cause a market collapse. This is an
accounting issue. It is what you put on paper, it is not what hap-
pens in the real world. If that is the greatest worry, we need to
give some coaching and stress management.

I think that the real issue here is not an issue of substance.
Stock option charging is a relatively simple question, but I think
the problem here is like ethical questions. It is not that we do not
know the right answer, it is that we do and we wish we did not.

I think the real question here is going to be whether the mem-
bers of this committee—and I thank you for holding this hearing—
and whether everyone else in Congress will have the profile and
courage that I admit it will take to address an issue like this and
come out the right way.

Thank you.
The CHAIRMAN. Thank you, Ms. Teslik, very much. Thank you

very much.
[The prepared statement of Ms. Teslik appears in the appendix.]
The CHAIRMAN. Mr. Pozen?
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STATEMENT OF ROBERT POZEN, PROFESSOR AT HARVARD
UNIVERSITY AND FORMERLY VICE CHAIRMAN OF FIDELITY
INVESTMENTS AND PRESIDENT OF FIDELITY MANAGEMENT
AND RESEARCH COMPANY, CAMBRIDGE, MA
Professor POZEN. Thank you for asking me to testify today. As

you said, I am currently teaching at Harvard University. I retired
in January as vice chairman of Fidelity Investments.

I realize that the committee will be looking at a large number
of issues in corporate governance, and I would like to concentrate
on three where I would put forward some practical suggestions that
might be useful to the committee.

The three are: trying to increase the oversight of the audit proc-
ess; second, this whole issue of shareholder approval of stock option
plans; and third, enhancing the effectiveness of analysts.

On the first one, in terms of oversight of auditors, I think the key
to having good oversight of auditors is to give the audit committee
more knowledge and more power about what is going on in the
audit process.

The only way I know to do that is every 5 to 7 years, for the
audit committee to publish an RFP, a request for proposal, and
take bids from audit firms in terms of who is going to be the audi-
tor.

That will then make the auditors feel that they are working for
the audit committee and not management, which they do not now.
In most cases, the directors on the audit committee were not even
directors of the company at the time the auditors were appointed.

Also, an ancillary benefit is that you would get more audit firms.
Right now, we only have five audit firms because it is almost im-
possible to break into the business. If you have bidding every few
years, you would start to get more audit firms.

Most importantly, if the old auditor knows that somebody is
going to come in after a few years with the time, effort, and re-
sources to look at all of the audit issues, that provides the audit
committee with some real feedback.

I know that there is a proposal in the House, it may even turn
into legislation, to have an NASD for auditors. I happen to think
that this proposal is a weak idea. I have had a lot of experience
with the NASD for broker/dealers and it works well mainly because
it is very narrowly focused.

It is focused on the U.S. broker/deal subsidiary of a large com-
pany. It is one thing to send in an inspector, probably somebody
in their 30’s who is not that expert, and look at the U.S. broker/
dealer subsidiary of Citigroup.

It is a very different thing to ask somebody to come in and look
at the global operations of Citigroup in every single business. I
maintain that the chances of such a person really understanding
all the audit issues is very low.

By contrast, if you have a new audit firm come in every 5 or 7
years, I can assure you they will figure out everything that has
happened. They will want to clean the books. They will tell the
audit committee what is really happening. That is a much more ef-
fective system.

So I think that if we are serious about helping the audit com-
mittee, that is what we should do. We are kidding ourselves to
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think that the NASD model, which works in a very narrow context,
could work in a much broader context.

The second area involves shareholder approval. I think, as Sarah
correctly says, this is an important area. The key to stock options
is how they are designed. Stock options can be designed in ways
that really help align the interests of management with share-
holders or they can be designed poorly.

Institutional investors are very concerned about how they are de-
signed. When people put out proxy statements with stock option
plans, they are looked at very closely for design issues.

For instance, if there is no minimum holding period, if an execu-
tive can get a stock option and 3 days later exercise it and make
a big profit, that does not make any sense.

Similarly, if you can have repricing of options without extraor-
dinary events for existing officers, that is also not a good design.

So the question is, how do we assure that there is better design?
The best way is to make sure that all stock option plans contain
some minimum guidelines and that they are put to a vote to share-
holders. I can assure you those plans are looked at very carefully
by institutions.

Historically, a Federal requirement for shareholder approval was
put into an obscure set of rules called the 16(b) rules by the SEC
in the Securities Exchange Act. That happened many years ago.
Those rules were very complex and arcane, and the SEC properly
simplified them 2 or 3 years ago.

Unfortunately, in the process of simplifying them, the SEC took
out this requirement. So now there is absolutely no Federal re-
quirement, except for the tax rules on performance compensation,
for shareholder approval.

It is all left now to the listing standards of the New York Stock
Exchange. There has been a lot of discussion among people in the
New York Stock Exchange about what they should do.

Personally, I believe it is unfair to ask the New York Stock Ex-
change to be the spearhead on this because they have a competitive
situation vis-́a-vis Nasdaq. They are saying, if we impose these
strict requirements and Nasdaq does not, then we are in an ad-
verse competitive position.

It is very difficult to get all these market places to agree on gov-
ernance issues because they are competing for order flow. The only
way that I know to solve this problem is very simple. The SEC
ought to reinstitute its historic condition as part of its 16(b) rules.

The third point I want to talk about, is analysts. Buy side ana-
lysts are your best friends in terms of figuring out what is really
going on with a company. They have every incentive to figure out
if a company has bad accounting, if a company is under valued,
and to do something about it, sell the stock or put pressure on
management.

Unfortunately, the SEC’s regulation FD, the fair disclosure,
makes it difficult for an analyst to do a really good job on account-
ing issues.

Now, there are a lot of good things about FD. It is supposed to,
and it does, prevent a CEO from selectively giving earnings esti-
mates and information about mergers to their favorite analyst or
favorite friend.
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But the SEC never defined the term ‘‘materiality.’’ So what hap-
pens now is you have these unworkable quarterly earnings calls.
Go on the Microsoft quarterly earnings calls. There are about 600
or 700 people on the call and nothing essentially gets discussed. It
is heavily scripted by the investor relations person and a lawyer,
and nothing can really be understood as meaningful analysis in
that call.

Now, if the analyst calls up the CFO afterwards and says, what
about this accounting issue? What about this footnote on your
statement? The CFO says, I am worried that this is going to be a
material answer. If I give you a material answer, I am going to
have to publish it to the whole world, so I am not going to do that.
We see this response all the time.

The solution to this problem is to realize that materiality is very
different for the normal investor than for the expert analyst. What
we ought to say is companies should not be able to selectively dis-
close information that is truly market moving for the ordinary re-
tail investor, which would include items like mergers, earning esti-
mates, and these sorts of things.

But, on the other hand, if you are going to say, is this significant
to an analyst? If an analyst is a really good accounting expert, ev-
erything is significant to the analyst. We want that analyst to un-
derstand as much as possible about the accounting statements. We
want to give them the incentive to do that.

If they then ask a technical question and they get an answer
which is significant to them only because they have done all this
brilliant analysis and put together all this stuff, they should be re-
warded for the effort. They should not be penalized.

So I think the time has come to have the SEC revisit regulation
FD and come up with a much more precise definition of materiality
that will encourage the sort of analyst behavior that I think we
want in accounting issues.

Thank you very much.
[The prepared statement of Professor Pozen appears in the ap-

pendix.]
The CHAIRMAN. Well, thank you all very much. This has been

very helpful.
A basic question. I have lots of questions. One hears that boards

are often co-opted by management, that there are not enough inde-
pendent directors. You touched on it a bit, Mr. Pozen. That is, the
audit committee or the compensation committee really is very
closely tied to management and is not terribly independent.

Let us take a board audit committee. They meet quarterly,
maybe only for a few days. How in the world are they going to
know what the true financial picture of the company is? Mr. Pozen
suggested changing auditors. I guess basically the auditing com-
mittee, essentially, is outside directors.

Professor POZEN. If you have an audit committee of outside direc-
tors and they are the ones who hire the auditors on a periodic basis
and set the terms and conditions of the auditors’ compensation,
then the auditors will start working for the audit committee and
they will provide the audit committee with the type of information
that they need.
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Right now, the audit firms view themselves as working for man-
agement and it is extremely difficult to get them to tell the audit
committee exactly what are the complex and difficult issues they
are facing.

The CHAIRMAN. Would either of you, Ms. Teslik or Dr. Brancato,
like to comment on that?

Dr. BRANCATO. I think one of the areas, as well, we would agree
that that is one of the best practice policies that is being discussed.
Also, to look at the alumni auditors and their relationship to the
firm, to the corporation itself. There sometimes is a bit of a revolv-
ing door between people from the audit firm and the lead partner,
and so on. I think those should be looked at as well.

Obviously, if you are a listed company you have to have three
independent directors on your audit committee. But the definition
of ‘‘independence’’ by the New York Stock Exchange, while it is de-
tailed, does not really get to the heart of the matter. You can have
people who are, on paper, independent, but they may not be acting
independently. They may not be asking the hard questions. I think
that is an area to look at.

I would also just comment on the rotation issue of auditors, to
have the audit committee as well as the compensation committee
also consider rotation of external consultants for the purpose of
knowing whether or not the board is actually controlling those con-
sultants. Whether they are accountants or compensation consult-
ants, the principle of rotation may also apply.

The CHAIRMAN. Ms. Teslik, do you have a comment?
Ms. TESLIK. Yes. I think it is correct that the definition of inde-

pendence used by the NYSE and other entities probably does not
get at true independence. That is probably less important than the
debate suggests because, as long as management selects the direc-
tors, you can define independence until the cows come home and
management is still the one that selects the directors, so there is
going to be a tie there.

However, I think for the question you asked, the concern about
the lack of independence is reduced because directors do care about
their reputation. They do not want to be in the position of the
Enron directors. By and large, it is not the directors who say, let
us commit fraud. It is more that it would be coming from manage-
ment.

So if you arrange for the audit committee of the board to hire
and fire the auditors, I think you increase substantially the chance
that audit firms will be comfortable in saying, I have been asked
to do something that I am not comfortable with, and by the way,
your reputation may tank if we do it. So, I think that is a very good
thing.

The CHAIRMAN. I have never served on a board, so I do not have
any direct experience in these matters. But one question in my
mind, is how does one ensure the independence of the audit com-
mittee if one wants to ensure the independence of the audit com-
mittee?

I just wondered if the auditor who works for the audit committee
was also talking to the other board members and the management.
I do not know. I was just curious if that is a real distinction or not.
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Ms. TESLIK. I think, by and large, relying on independent com-
mittees is more of a sham than we think, because in many cases,
even if your definition of independence is real and even if everyone
meets it, the CEO or the CFO sits in on all the meetings. So, what
difference does it make? I mean, management is present. However,
if, in the auditing case, the audit committee takes the bids and it
routinely meets in executive session without managers present,
that is a significant step.

Professor POZEN. I would say that most independent directors try
to do a good job. But most of them do not have the time or the ex-
pertise to really do the job well. They want to do a good job.

I think the one of the two things that are being discussed here
is to have an audit committee composed entirely of independent di-
rectors who actually hire the auditor, set it terms, et cetera, and
second of all, that they should be able to have executive sessions
with the auditors without anyone from management present.

The CHAIRMAN. How do you ensure that?
Ms. TESLIK. Listing standard.
Professor POZEN. You can put these in the listing standards. The

SEC could include these as part of its exemptive rules. There are
a lot of ways to do that.

Those are probably the two procedures that will get you most to-
ward where you want to be, though ultimately it depends on the
quality and the diligence of the independent directors. But, as a
matter of process, those two things would put us in a much strong-
er position.

The CHAIRMAN. All right.
What about the shareholders? You said, Ms. Teslik, when people

buy a new car they take care of it. Most people do, if you want it
to last. The same with shareholders. They buy stock, they want to
protect their investment. It is often said that the small investor, in-
dividual investor really has no idea what is going on. the institu-
tional investors may to some degree, but even they may not know
as much as one would assume or infer them to know.

If shareholders are required to approve, say, stock option plans,
what guarantee is there that the shareholders will know what they
are voting on? This stuff can get pretty complex and pretty arcane.

Professor POZEN. First of all, most institutional investors do rep-
resent the small guy. For example, Fidelity’s funds represent 12
million small guys. The TIAA–CREF pension fund represents mil-
lions of small guys.

Second of all, I think we have to rely on institutional investors
to be the vetters of these stock option plans, and they do. Every
single institutional investor has a set of guidelines on how they
evaluate stock option plans, in which they say here are good design
issues and here are not-so-good design issues. Design issues are
looked at. There are lots of institutional investors who have discus-
sions with management about trying to improve the design of those
programs.

It is reasonable to think that the institutional investors should
be the leading group in this area. Remember, institutions own
roughly, depending on the company, 40 to 60 percent of the com-
pany stock, and that they constitute a much higher percentage of
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the voting holders on the stock because they tend to vote their
stock.

I do not think it is realistic to have the little person who owns
100 shares of a large, complex company to review option plans. But
I do think that we do have a mechanism by which we can bring
to bear a lot of expertise representing a lot of small guys to go
through these option plans and analyze them.

The CHAIRMAN. My time has way expired. I apologize to my col-
league from Arkansas.

But one quick question here. Is there a difference among institu-
tional investors on this point? That is, between, say, a CALPERS
or public pension fund versus, say, Fidelity or some others?

Professor POZEN. There are lots of differences between institu-
tional investors. Some are more active, some are less. Some have
active approaches to investing, others have mainly indexing.

But on this issue of voting on stock option plans, I think you
would see that most institutional investors diligently look at those
stock option plans. So, that is not an area of difference. Some peo-
ple may have different guidelines.

The CHAIRMAN. Do you agree, Ms. Teslik?
Ms. TESLIK. Our members voted unanimously to support voting

on all stock option plans and they voted with only two ‘‘no’’ votes
to support charging them to earnings. That is pretty overwhelming.

The CHAIRMAN. All right. Thank you.
Senator Lincoln?
Senator LINCOLN. Thank you, Mr. Chairman. Thank you so much

for having this hearing. There are so many issues that need to be
addressed in the area of executive compensation.

As you know, I had some concerns in a previous hearing regard-
ing some of Enron’s executives and their use of split-dollar life in-
surance arrangements. I have tried to learn as much as I can about
the pros and cons in that issue and still seem to have some ques-
tions. I want to say thank you to you.

I know you and your staff, as well as Senator Grassley, had
worked hard to gather a good panel and had arranged for a par-
ticular individual to be here who could describe to the committee
the complexities and the tax issues involved with the split-dollar
life insurance arrangement.

I am not completely sure of the circumstances, whether that indi-
vidual is still here or if they are going to be. But I hope that if they
are absent, that in the future, as the Treasury Department con-
siders some of the regulations in that area, that you might consider
holding maybe another public hearing, forum, or some type of dis-
cussion, perhaps with a variety of the administration officials to
consider the policy goals of those regulations and their potential
practical effects, and whether legislation should be considered or
not.

So I hope that maybe, without being able to ask that question
of that panelist, I hope that we will think about that further.

The CHAIRMAN. Absolutely. Absolutely, Senator. I deeply regret
that the witness we wanted to appear before us today was unable
to appear. That is an issue that is very important and we will dig
into it deeply. I assure the Senator that certainly it is an issue on
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my mind that I want to resolve, and we will have an appropriate
way to resolve that.

Senator LINCOLN. Right. Well, I thank you, Mr. Chairman. You
and Senator Grassley have certainly worked hard at that, in get-
ting someone here, and I appreciate your efforts there. We will look
forward to answering some of those further questions down the
road.

I would like to thank this panel that is here. Ms. Teslik, you
mentioned in your statement that placing value on non-vested
stock options actually does exist. Whether it is for corporate reorga-
nization or for estate tax purposes, that corporations will, for their
own in-house, I suppose, tax purposes, assign a current value to
those non-vested stock options.

Are there any other circumstances that they would do that for?
Ms. TESLIK. Beats me. I do not know whether there will be other

situations where they estimate the value. Obviously, they do for a
tax deduction purpose. The point is, they can be valued with
enough accuracy for these purposes.

Senator LINCOLN. Thank you, Mr. Chairman.
The CHAIRMAN. Thank you.
Your preference, the three of you, on the options issue and the

degree to which it should be addressed. Should it be through the
Code or should it be through changes in accounting?

Professor POZEN. Can I just say something? I am not going to try
to resolve this major debate, but I do think that there is one strik-
ing anomaly here that relates to this issue of design. That is, there
is only one type of option which you are required to expense now
under current rules. That is an option that has a price that varies
in relation to an index; it is sometimes called a variable price op-
tion.

With any type of fixed price option where you just say, today the
stock is at 20, so you will make the option price 20, you do not have
to expense. But you do not have to expense if you are in the semi-
conductor industry, and what you say is that the exercise price of
the option will be set relative to how well the semiconductor index
does.

Essentially, you have to do, over a few years, better than other
semiconductor companies or you have to do better than the S&P
500. That is the only type of option that needs to be expensed now.
I would argue, from a design point of view, it is often one of the
best designs to assure that there is this alignment between man-
agement and stockholders.

So whatever way that debate comes out, and I cannot resolve it
for you, I think that it is a bad practice to have a particular type
of option which is often well-designed (though there may be issues
in choosing an index) be the only one that has this stigma attached
to it of being expensed on the income statement, and we should
change that.

The CHAIRMAN. Should the change be in the Code or should it
be in the accounting standards?

Professor POZEN. I personally think the first thing that ought to
happen is the accounting standards ought to be changed. I think
that is something that this is an anomaly in the current accounting
standards.
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I cannot quite understand why that would be true, even under
the current reasoning of the accounting standards. It is an account-
ing anomaly.

It tends to make it impossible for a board that wants to have this
type of option, which might very well be well-designed. It makes
it very difficult for them to use it, because people say, why should
we use this type of option when it is the only type of option that
is expensed? I think it could be done by the accounting board.

The CHAIRMAN. Dr. Brancato?
Dr. BRANCATO. That type of option is widely used in the U.K., ac-

tually. I believe—correct me if I am wrong—that came out of the
Greenbury code, the Cadbury/Greenbury codes of corporate govern-
ance and it is widely used in the U.K.

The CHAIRMAN. Ms. Teslik?
Ms. TESLIK. I think that most of our members, if they knew that

they would get it for sure, would prefer it through the FASB. I do
not think they would like, otherwise, to give up on going for both
options because the chance of getting either is so small.

The CHAIRMAN. All right. I have got a lot more questions, but do
not have a lot more time. Thank you very, very much. This is obvi-
ously an issue we are going to be involved with for a considerable
period of time. But thank you for taking the time to come visit us.

Our next panel consists of Dr. Ira T. Kay, vice president and U.S.
practice director for executive compensation, Watson Wyatt World-
wide, New York, New York; Kathryn Kennedy, assistant professor
of law at the John Marshall Law School, director of the Center for
Tax Law and Employee Benefits, Chicago, Illinois; John H. Biggs,
chairman, president, and chief executive officer for TIAA–CREF,
New York, New York; and Mark Heesen, president, National Ven-
ture Capital Association, Arlington, Virginia.

This panel, as I have indicated, is focused primarily on executive
compensation. All of you have heard the prior testimony. If you
have comments on something that has been said before, I urge you
to do so.

But why do you not begin, Dr. Kay, with your testimony? And
your statements will automatically be included in the record.

STATEMENT OF IRA T. KAY, PH.D., VICE PRESIDENT AND U.S.
PRACTICE DIRECTOR FOR EXECUTIVE COMPENSATION,
WATSON WYATT WORLDWIDE, NEW YORK, NY

Dr. KAY. Good morning, and thank you for having me.
Executive pay practices have been controversial in the United

States for the past 15 years. In the late 1980’s and early 1990’s,
critics argued that there was not enough pay for performance, that
executives did not have their pay linked to the performance of their
company stock.

Over the past years, there has been a tremendous increase in the
amount of executive pay, 15 percent to 20 percent annual com-
pound growth rates at the typical $1 billion in sales company. Most
of that increase has been in the form of stock options.

What has not been mentioned thus far, fascinatingly, is during
that time the performance of many American companies in the
U.S. economy has been spectacular. Whether that performance is
a coincidence with the rise of stock-based incentives or whether
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this type of executive pay played a significant role in causing that
superior performance has been hotly debated.

Despite the high-profile examples of extremely high pay for per-
formance that the media has been highlighting over the last few
weeks, I believe that these pay practices were an important compo-
nent in creating the successful U.S. economic model.

As discussed by others, executive pay is controversial for a num-
ber of reasons: the $100 million stock option plans, the high pay
for poor performance, and so on. It is no wonder this area is so
hotly criticized.

However, I believe that it is essential to take a hard, objective
look at the data. It is well researched by academics. Watson Wyatt,
my own firm, has also done numerous studies looking at these
questions, and others. Most importantly, I believe that share-
holders, the final arbiters of this controversy, need to look at the
typical individual company and not the most egregious examples.

In this spirit, I present the following list of myths and realities
of executive pay. Number one, CEOs of billion dollar companies are
well-paid by the standard of regular employees. This is reality.

The typical CEO of the largest 1,200 companies in our study had
salary, bonus, plus stock options exercised of more than $1.3 mil-
lion. Yes, there are those $100 million paychecks, more than seven
of them in 2001.

However, relative to the enormous economic value created by
these executives, they appear to be worth the expense and they
look even better in comparison to lower-paid Japanese CEOs who
run troubled companies.

In addition, I am reminded of Senator Levin’s chart which he
showed at the 1992 hearings which I testified at, the big question
on that is, is that demoralizing to employees and is that reducing
their productivity?

Our research shows that it is not. As long as the employees feel
that they have the ability to share in the up-side that those CEOs
are generating, they are very excited about those companies.

Number two. There is no pay for performance for executives. All
CEOs become rich on their stock options. This is a myth. Watson
Wyatt and much academic research show two important findings.
A, the highest-paid CEOs work for the highest-performing compa-
nies, the lowest-paid CEOs work for the lowest-performing compa-
nies.

B, executive pay levels at most companies go up and down with
the performance of their company in a given year. We have looked
at data for the last 3 years, two changes, 1999 to 2000, and 2000
to 2001.

In the first set, for the 1,200 companies, pay went down for those
CEOs by 30 percent from 1999 to 2000, with nearly 75 percent of
the CEOs experiencing a decline. For a smaller sample of compa-
nies in 2000, 50 percent of the companies went down with an aver-
age net decline of 1 percent. Are there examples where pay goes
up while profit goes down? Yes. But these are more the exception
than the rule.

Number three. Are there companies who have stock option levels
beyond a comfort zone for shareholders and who are not receiving
an adequate return on that investment? This is a reality.
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Our research and academic studies have shown that companies
with excessively large amounts of stock option overhang, as it is
technically called, have lower returns to shareholders.

Number four. Stock options perfectly align the interests of execu-
tives with those of outside shareholders. This is partly myth. Stock
options have no down-side risk and they are an imperfect sub-
stitute for real share ownership by employees.

Number five. Executive stock ownership is very helpful to compa-
nies. This is a reality. Research has shown that companies with
significantly large amounts of executive stock ownership perform
better than companies with low executive stock ownership.

Number six. The labor market for executives is a rigged labor
market, where the CEO stacks the board with his or her friends
and they in turn set pay at as high of levels as possible. The com-
pensation committee is comprised mostly of insiders who do what-
ever the CEO wants them to do. These board members spend their
time approving egregious compensation programs that are not ap-
proved by shareholders. This is all myth.

The CEO labor market meets all the criteria of any market, in-
cluding independent supply and demand, transparency, and liquid-
ity. I attend three or four compensation committee meetings a
month. In doing that, these board members are thoughtful and
independent and take their responsibilities very seriously.

They frequently vote down or modify management proposals on
pay matters and, as a general course of business, they send more
than 90 percent of stock-related proposals to the shareholders for
their approval. Having said that, we think stock options should be
approved by the shareholders.

Number seven. Executives have inside information that allows
them to time their sale of stock, as well as the timing of their stock
options grants and exercises. There is some reality and some myth
to this. Executives have more inside information than outside in-
vestors, which is why many companies have black-out periods on
the sale of stock.

However, I think this is an area that companies could police bet-
ter. For example, requiring executives to announce ahead of time
that they are going to sell their shares. This is something already
covered by the securities laws, by the way.

Accounting for stock options. Current accounting rules for stock
options are unfair to shareholders and there is no logical reason
why these rules differ so much from the corporate tax rules. This
is a myth.

Watson Wyatt and academic research show that shareholders are
incorporating the amount of stock options into today’s stock price,
despite the fact that stock options are only disclosed and are not,
in fact, expensed.

On how they got to this, the accountants may feel the need to
change the accounting rules. There is, however, a basic logic to how
they got there in 1973. The FASB did not look to the IRS for guid-
ance, but to other accounting rules relating to corporate derivative
securities’ puts and calls.

They basically made the accounting for employee options con-
sistent with those rules with derivative securities, namely, no im-
pact on the income statement, dissimilar to the tax return.
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The CHAIRMAN. I am going to have to have you summarize.
Dr. KAY. Yes. In conclusion, while executive pay remains con-

troversial, I believe that the U.S. pay model has been much more
helpful than harmful. Many of the perceptions about executive pay
are false and not at all reflective. I do believe there are some areas,
increasing stock ownership and managing stock sales, that could be
improved.

Thank you.
The CHAIRMAN. All right. Thank you, Dr. Kay.
[The prepared statement of Dr. Kay appears in the appendix.]
The CHAIRMAN. Ms. Kennedy?

STATEMENT OF KATHRYN J. KENNEDY, ASSISTANT PRO-
FESSOR OF LAW AT THE JOHN MARSHALL LAW SCHOOL, DI-
RECTOR OF THE CENTER FOR TAX LAW AND EMPLOYEE
BENEFITS, CHICAGO, IL

Ms. KENNEDY. Thank you very much for this opportunity.
The purpose of my testimony is twofold. First, to dispel the myth

that non-qualified benefits provide some massive tax loophole for
executives, and then, second, to highlight some legitimate concerns
Congress may have in this area.

Under the Tax Code, the employers’ deduction for deferred com-
pensation is generally matched with the employees’ inclusion in in-
come. However, if a qualified retirement plan is used, the employer
is able to accelerate its deduction at an earlier time when the con-
tributions are made, while the employee enjoys a tax deferral until
the actual time of receipt. The assets are also protected in a 501(a)
trust and may not be attached by creditors.

In contrast, when compensation is deferred under a non-qualified
plan the monies remain with the employer and are taxed presently
at corporate tax rates. Earnings are also taxed to the employer as
they are earned. The executive is later taxed on the actual receipt
of the deferral when the employer takes a corresponding deduction.

During this time of deferral, the benefits must remain subject to
the claims of the creditors or otherwise be subjected to some poten-
tial future loss or forfeiture.

I would like to explain non-qualified benefits by using the anal-
ogy of an onion, starting at the very core and then adding different
layers of security for the executive, and testing the resulting tax ef-
fects.

Step one. The simplest non-qualified plan exists where the execu-
tive has simply an unfunded and unsecured promise by the em-
ployer to pay some future benefit. There is no immediate tax con-
sequence to the executive.

Next, let us allow the executive the ability to withdraw or accel-
erate the payment of these deferrals. The IRS has approved the use
of such withdrawals, provided they are conditioned on certain trig-
gering events, for example, change of control of the owner.

The Service has also approved the use of what are known as
‘‘haircut provisions,’’ i.e., financial penalties that occur if, in fact, a
withdrawal is made. Again, no current tax until time of receipt.

Next, could we set aside assets to assure that the employer will
not later have a change of heart? The answer is yes. The IRS has
approved the use of what is known as a ‘‘rabbi trust,’’ provided that
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those trust assets remain subject to the claims of the employer’s
creditors. This is simply a grantor trust which continues to subject
the employer to tax on the earnings.

Rabbi trusts have become so commonplace that the Service has
issued model rabbi trust language. Unfortunately, such language
was silent as to the use of triggering events or haircut provisions
for early withdrawals. This has caused some confusion for practi-
tioners.

Now let us go full circle. Let us totally secure the executives’
rights to deferred benefits, even against creditors’ claims. This can
be accomplished by means of a secular trust, an irrevocable trust
established by the employer providing exclusive rights to those as-
sets for the executives.

However, as the executive’s benefits are funded, he or she is im-
mediately taxed on the amounts contributed to this secular fund,
as well as their earnings, and the employer enjoys a corresponding
deduction.

The end result, is the IRS, after it issued its model rabbi trust
language also stated that it would not issue any advanced rulings
on trusts that deviated from that model language. As a result,
there has been uncertainty in using funding devices that go beyond
the rabbi trust model language, but fall short of being a secular
trust.

Here are some areas of concern. First, the use of an offshore
rabbi trust, i.e., having the assets go outside the jurisdiction of the
United States making it more difficult and expensive for the credi-
tors of the employer to attach these trust assets. Unfortunately, the
IRS has not issued any formal guidance regarding the use of such
offshore rabbi trusts.

Second, use of what is known as a rabbicular trust, a rabbi trust
that triggers funding and distribution upon some triggering event,
such as change of control of the employer, and the resulting dis-
tributions being used to fund individual executive secular funds.

Certainly, if triggering events include such things as employer
bankruptcy, insolvency, or liquidation, this should cause some tax
problems. Again, we have had no guidance from the IRS.

Third, the use of a secured trust. This trust pays the benefits to
the executives only if the employer goes bankrupt or goes insolvent.
As the executives’ benefits are subject to substantial risk of for-
feiture, this has not caused any immediate tax consequences.

Finally, the use of a rabbi trust with a secured trust, which has
been coined ‘‘the heavenly trust.’’ The rabbi trust is funded and it
is subject to the claims of the creditors, however, there is a tandem
secured trust whose assets are paid to the executive only if there
is a bankruptcy.

Obviously, the two trusts together insulate the executive from
any loss and the service should rule that the executive is subject
to immediate tax. Again, unfortunately, we have had no guidance
from the Service.

Before legislative efforts are made, I suggest the following pro-
posals. If the ability of the executive to prematurely withdraw ben-
efits should be further restructured, I suggest you direct the IRS
to issue guidance in this area.
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Second, if executives are withdrawing benefits in anticipation of
an employer’s bankruptcy, I suggest the bankruptcy statutes
should have greater look-back provisions.

If the magnitude of these benefits are in question, again, I would
direct the IRS to exercise its already existing power to deny unrea-
sonable and excessive deductions.

Last, with respect to the offshore rabbi trusts which do under-
mine the creditors, again, I direct the IRS to issue some guidance
in this area.

However, if Congress’ real motivation is to simply regulate the
dollar amounts and types of compensation paid to executives, I
would certainly question whether the Tax Code is the most expe-
dient vehicle to do that. In this environment where Congress is try-
ing to simplify the Tax Code, I suggest adding new layers of com-
plexity at the individual and corporate level to reduce executive
pay is simply counterproductive.

Thank you.
The CHAIRMAN. Thank you, Ms. Kennedy, very much.
[The prepared statement of Ms. Kennedy appears in the appen-

dix.]
The CHAIRMAN. Mr. Biggs?

STATEMENT OF JOHN H. BIGGS, CHAIRMAN, PRESIDENT AND
CHIEF EXECUTIVE OFFICER, TIAA–CREF, NEW YORK, NY

Mr. BIGGS. Thank you, Mr. Chairman, for inviting me. This has
been an extremely interesting hearing that you have put together.
I have had a number of ideas as we have gone along of things I
would like to comment on.

I am here as the chairman of TIAA–CREF. We are a private pen-
sion system, primarily serving educators. We take a very long-
range view of our relationship. Many times it is a 40-, 50-, 60-, and
70-year relationship, and hence, we are truly a long-term investor.

We manage about $275 billion in assets, which means that our
analysts do look at an awful lot of financial statements. We think
that our society and our economy have an overriding stake in the
development and vitality of public corporations.

In fact, we see that as a principal source of the future retirement
incomes of our participants. We introduced the variable annuity in
1952. We have, for a long time, encouraged our participants to in-
vest part of their pension plans in stock, and many of them are
quite rich today as a result of having done that over the years.

Accordingly, we devote resources to the advocacy of better cor-
porate governance, which we believe will lead to better retirement
incomes in the long run.

My experience on the stock option issue is not limited to TIAA–
CREF. I have served as chairman of the compensation committee
at Boeing that has adopted FAS123 and does expense stock. It is
probably the only very large company that has done so.

I have also been on other public compensation committees where,
I assure you, we know what stock options were worth.

I will use what has become a famous quote here: I am not an ac-
countant. But I did start my career as an actuary and have a Ph.D.
in economics. I have been, through fortuitous circumstances, very
much involved in the oversight of the accounting profession, serv-
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ing as a board member of the oversight group for the FASB, and
now the International Accounting Standards Board, as well as the
auditing side through the POB.

I have given you a much fuller statement, which we are filing
with you, but I would like to briefly cover three areas on stock op-
tion accounting.

Before I get into that, let me endorse the statement that Bob
Pozen made on the power of rotation of auditors. We have had that
practice in our company since we have had auditors. Originally it
was every 5 years. We now do it every 7 years. It is a wonderful
cleansing process. I think it dominates any of the other possible
ways to improve the quality of auditing.

If you have too much consulting fees to the accountants, eventu-
ally they go away when you have a new accountant come in. The
peer review aspects of it, as he highlighted, are, I think, exactly the
way to do peer reviews. It is much more successful than anything
we have done in an organized way in the past in the oversight of
the profession.

But let me talk first about the positive aspects of expensing stock
options; secondly, what we believe the abuses have been as a result
of not expensing them, and finally the importance we see in quality
financial reporting.

I would state somewhat differently than Mr. Pozen. He cited that
there was one form of option which does require expending, name-
ly, the performance-related option. We are very sensitive to that
because we have advocated a performance-type variable price op-
tion in many cases with companies.

We are very active in urging companies to change policies, par-
ticularly in executive compensation, and we have always run into
the problem that he highlighted, i.e. that is an option which re-
quires expensing, and so companies have not done it.

Boeing does have a performance-based system, a very powerful
system that I think the company is delighted with. It has worked
well as an executive compensation system. Therefore, we do ex-
pense the options and the other stock awards.

I think the correct way to say it, is that there is only one form
of stock award under the current accounting rules that is ‘‘free’’,
that is that there is no expense accounting. That form is the fixed
price stock option. Any other form of stock award to employees is
expensed under the old 1972 rules.

The FASB had a wonderful plan laid out in the early 1990’s, but
it was effectively shot down. It is now the preferred method. The
FASB said this is the preferred method to do the accounting, but
very few companies have adopted it because of the advantages of
not having to expense at all.

I have met many times with corporate board directors and out-
lined the advantages to them of adopting the modern accounting
principle which we have adopted at Boeing because it removes
them from the straightjacket of this one limited form of option. I
think the advantages to companies that are doing that are consid-
erable.

Next, I would like to talk briefly about the abuses, if I have an-
other minute.

The CHAIRMAN. Keep going. Go ahead.
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Mr. BIGGS. We believe there have been a number of negative ef-
fects. First off, the explosive growth in the use of stock options
since 1995. In some cases that we vote against, we will see that
the outstanding options are 40 percent and more of the total shares
in existence.

The distortion of earning statements is extraordinary. Companies
can show tremendous earnings, and at the same time have actually
no taxes they paid. Senator Levin has certainly highlighted that,
though I agree with the reservations many of you have about using
the Tax Code for effecting the change in accounting standards.

The unprecedented focus on the stock price at Enron was some-
thing that all of us who are outside Enron have observed. I think
it was one of the corrupting aspects in the culture of that company.
60 percent of their people had stock options, and the extraordinary
focus on the price of the stock certainly was a result of that wide
use.

We also believe there has been a dramatic decline in dividends
by corporations, because when a dividend is paid it reduces the
value of the stock by the dollar that is paid. That comes out of the
stock option award to the executives.

In other many cases, we think stock options have replaced pen-
sion plans entirely. We, needless to say, believe pension plans
should be a part of a compensation system. We protested the action
of IBM in gutting their defined benefit plan, and the company re-
sponded by pointing out that its competitors in the technology
world had no pensions whatsoever.

But it has been the almost exclusive use of the fixed-price stock
option which we think is the primary abuse. If we had a level play-
ing field for the compensation committees in deciding what stock
plan they would use, we do not think the fixed price option, as a
‘‘free’’ benefit, would have the kind of dominant role that it has
had. Managements would have created better plans that align the
interests of shareholders and management.

Finally, the repricing is something that we strongly oppose. The
cynical and perverse six months and one day approach where you
cancel the options and then you tell your employees you are going
to issue new ones 6 months later, means that the employees have
an incentive to get the price down in the next 6 months so that
they get their new awards at a cheap price, and then they will get
a much better pay off later on, again, driven entirely by the con-
cern for the stock price.

A final brief comment. If a company wanted to demonstrate a
real commitment to high-quality earnings, and there certainly ap-
pears to be a premium paid for that, or at least not a discount
against low-quality earnings statements, we think the voluntary
adoption of expensing stock options is a very smart action for com-
panies to take and we are beginning to see that happen in a few
instances.

We have gone to companies and strongly pushed for that, but we
have not, so far, had overwhelming success in getting people to ex-
pense options. Thank you for the chance to testify.

The CHAIRMAN. Well, thank you very much, Mr. Biggs. That is
very, very helpful. Thank you.

[The prepared statement of Mr. Biggs appears in the appendix.]
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The CHAIRMAN. Mr. Heesen?

STATEMENT OF MARK HEESEN, PRESIDENT, NATIONAL
VENTURE CAPITAL ASSOCIATION, ARLINGTON, VA

Mr. HEESEN. Thank you very much, and good morning. My name
is Mark Heesen, with the National Venture Capital Association.

The venture capital industry is a relatively small industry. There
are only several thousand VCs in the entire country. But, having
said that, in the year 2000, venture-backed companies made up 5.9
percent of the Nation’s job force and 13.1 percent of U.S. GDP.

Now, these venture-backed companies that we funded a decade
ago are the very companies that institutional shareholders are in-
vesting in today. These are the very companies that you are invest-
ing in, and many others are investing in. We make up about 40
percent of Nasdaq companies over the last 3 years. So, it is an in-
credibly important sector of the U.S. economy.

Now, why did these companies get to where they were in such
a short term? Most people would think, oh, it is the technology.
New technologies have made these companies grow and prosper.

The reality is, as most venture capitalists will tell you, tech-
nology is extremely important, but it is management and tech-
nology employees that mean the most. Without good management,
without employees, these companies go nowhere.

How do you incite employees? You incite them from a small,
emerging growth company perspective through stock options. Why?
Because we do not have the money to give to these kinds of em-
ployees as opposed to larger, more established companies. We have
to have a way to get employees into our companies.

The way we do that, is trying to lure them away from more es-
tablished companies to work for a young start-up, or even an
emerging growth company that we simply do not know is even
going to exist in a couple of years.

You give them those options hoping that they will work hard
enough to make that company grow so that it does eventually go
public, that it stays on the public market for a number of years,
and then they get their reward.

Now, we are not only investors in companies, we are share-
holders, we sit on the boards of directors of companies, and we take
an active role in the management of companies.

But what we are here today to say is that we do think there have
been abuses in stock options and we think that Congress has a le-
gitimate role in looking at the abuses that have occurred in this
area.

We think that enhanced disclosure of stock options is something
that should be looked at by the SEC, and we are happy to see that
they are doing that. We think that greater corporate governance
rules are important. We think that there were a number of cor-
porate directors asleep at the switch in some of these companies,
and that should be looked at.

Having said that, we do not believe that S. 1940 is effective tax
policy. Now, why do we think that it is not effective tax policy?
First of all, today you do have employees giving, basically, the
Treasury money. When they exercise their options, they have ordi-
nary income which goes into the U.S. Treasury.
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Then and only then does a corporation take a deduction. A cor-
poration does not take a deduction for stock options if an employee
does not exercise his or her options. It is a quid pro quo. That is
exactly basic tax policy. If options are under water, if the employee
has left the company, those options are not going to be exercised
and the company will not get a corresponding deduction for those
options.

Basically, you are the tax writers, and so you should create tax
policy in the stock option area. My view is, basically, if you enact
S. 1940, you are actually giving tax policy rulemaking to the FASB
because you are basically forcing corporations to make a choice.

That is, if they want to expense options, they have to follow
FASB’s rules. FASB then becomes the arbiter of tax policy, in our
view. So you are actually abdicating your role in tax policy, looking
at S. 1940 the way we look at it.

As well, I think it is simply not good tax policy. Basically, the
goal of S. 1940 is to match tax and financial books, but because
stock options vest over so many years, that really does not occur.

Plus, you have the whole issue of Black-Scholes, which I know
has come up on numerous occasions. We still believe that it is not
a good method for valuing options, those being the types of options
that we offer.

I think it is important to note that if we were forced to use
Black-Scholes, you talked about earlier in the day, restatements
would increase because you have to put so many more assumptions
into your calculations that you would actually see an increase in
the number of corporate restatements going on.

Bottom line, it is also, in our view, bad economic policy. There
are other countries who are looking very strongly at our manner
of how we give out stock options, and they are very impressed by
the way we have done it.

Now, the U.K. is looking very aggressively at giving out more
stock options in their companies. There have been movements by
the International Accounting Standards Board to look at this issue,
but frankly, the European Commission has come out with a very
strong letter saying you should slow down and basically look at dis-
closure instead of direct expensing as an interim measure. So, I
think it is important to note that.

Finally, I do think it is important to note that venture capitalists
happily take dilution when we give out stock options, because with-
out stock options there will not be a company at the end of the day.
So, it is a very important point.

In conclusion, I reiterate that what is good about stock options
must be preserved and made better, and we think they can actually
be made better through comprehensive disclosure, better corporate
governance, and greater accountability to shareholders. We look
forward to working with you and the SEC and the other agencies
which have jurisdiction over this over the next couple of months.

Thank you.
The CHAIRMAN. Well, thank you, Mr. Heesen, very, very much.
[The prepared statement of Mr. Heesen appears in the appendix.]
The CHAIRMAN. I will turn, first, to my colleague, Senator Grass-

ley, for questions.
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Senator GRASSLEY. Well, I did not ask questions of the first panel
because, quite frankly, I did not have any. But I want to thank the
first panel for their contribution to this very important issue before
us, and to also thank the second panel.

I am going to start with Dr. Kennedy. I think you make very
clear the point that supposed problems with non-qualified com-
pensation plans are overdone. You also make the point that we
have certain limits on qualified plans that drive people, drive com-
panies in that direction.

What limits would you recommend for qualified plans to reverse
the trend towards non-qualified plans, and is that the direction you
think that we should be going?

Ms. KENNEDY. Well, quite frankly, I do not think the Tax Code
should drive the business decision as to how much a CEO should
be paid. In fact, an example of that is Congress’ enactment of
280(g) of the Internal Revenue Code.

It was a method by which corporations would be limited in their
deductions if they paid excessive parachute payments, i.e., if there
was a change of control and the executive was forced out, there
would be a parachute payment. Congress perceived that to be ex-
cessive so it denied the deduction on the excessive portion and then
taxed the individual as well with a 20 percent penalty tax.

What we have in fact seen, though, since 280(g)’s enactment, is
companies exceed the parachute amount all the time and simply do
not take the deduction. In fact, they gross up the executive for the
amount of the 20 percent penalty.

If it makes business sense to go ahead and make those parachute
payments, they are going to be made regardless of the con-
sequences under the Code. So, I really question whether the Code
is the method in which you want to limit the dollar value of com-
pensation to executives.

Senator GRASSLEY. Mr. Heesen, do you believe that the venture
capital industry would be supportive of a proposal for greater dis-
closure in the financial statements of diluted effective stock op-
tions?

Mr. HEESEN. Yes, I do. I have talked to several venture capital-
ists precisely on that issue and they would not be averse to seeing
dilution tables put into a specific—be it a yearly report or if it is
even quarterly. They would not be averse to that.

Senator GRASSLEY. Dr. Kay, your testimony suggests that the
field of executive compensation, while not perfect, is subject to con-
siderable scrutiny and pressure to match performance and com-
pensation levels.

If you were to recommend areas to improve the overall system,
what would you recommend? I specifically want to know whether
or not those should be legislative or market-based.

Dr. KAY. Well, on the specific question that was asked earlier
about whether this is a FASB issue or an IRS issue, the stock op-
tion accounting, I believe very strongly that it is a FASB issue and
it should be put back to the FASB.

I think that, of the many, many controversies that have come out
over the past few weeks, the one that seems the most disturbing
and that is the hardest to fix is this issue about, somebody makes
$100 million, or $20 million, or $500 million on their stock sale or
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stock option exercise and then the company does not do well, either
through just bad luck or through fraud.

I believe that a big improvement which would probably make a
lot of executives unhappy, which might be a good thing, would be
is if executives, before they exercise or before they sell, if they had
to announce their intention.

Now, there is actually academic literature on this issue about, is
a bearish signal or a bullish signal as to when executives sell or
when they buy. It actually turns out that there is not that much
information in there.

But, nevertheless, I think that that would make very good policy
and would certainly signal to the marketplace what the executives
are thinking about the prospects for their company.

Senator GRASSLEY. All right.
Mr. Heesen, could you elaborate on the hazards of allowing ac-

counting oversight bodies such as FASB and SEC to determine the
timing and the amount of tax deduction allowable for stock op-
tions?

Mr. HEESEN. Well, I think that the role of tax policy is yours and
you should be the ones who dictate when that taxable event occurs.
That is not the role of the SEC or the FASB. I think, in consulta-
tion with Treasury, you have, basically, that obligation.

Senator GRASSLEY. Also, for you, could you describe what you be-
lieve would be the practical effect and industry reaction to the
Levin-McCain bill?

Mr. HEESEN. From a small emerging growth company perspec-
tive, it hurts us dramatically because we do not have any other
way to recruit employees. So, we will have to continue to give stock
options. No matter what happens, we will have to give stock op-
tions.

Over the last 10 years when this debate has been raging, you
would have hoped that someone would have come up with some
other mechanism to incite employees that we would not have to
come back here every couple of years. But that has not occurred.
So, we will continue to give stock options.

Unfortunately, your much larger, more established companies
are going to figure a way to incite their employees. They certainly
have money to do that, or they can do it in other manners. But we
do not have that opportunity, frankly.

Senator GRASSLEY. Thank you, Mr. Chairman.
The CHAIRMAN. Thank you, Senator.
Mr. Biggs, why should fixed and variable options be treated the

same?
Mr. BIGGS. Well, I think if they are treated the same, the compa-

nies will adopt whatever is best for their incentive plan. They are
not going to be biased by an arbitrary accounting rule to pick one
over the other. The effect is very powerful, as we have seen with
the overwhelming dominance of the fixed-price stock option.

The CHAIRMAN. I just need a little education here. Why are vari-
ables expensed and fixed amounts?

Mr. BIGGS. The rule that the accountants came up with in
1972—and which they wanted replaced with FAS123 in 1995—re-
flected the fact that stock options were very limited in their use in
1972.
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They came up with that definition of a fixed-price stock option
because they said you could determine the value of it at that time,
the so-called intrinsic value of the option.

But anything that did not have a fixed price, they said we cannot
determine that so you will have to expense it as you go along. The
way it is expensed is unacceptable. Each time the stock moves in
price, you have to go in and expense it, so nobody in his right mind
would ever, ever adopt such a plan.

I was on the board of a company, Ralston-Purina, when we
adopted a variable price performance plan where you had to exceed
the S&P 500 over a 5-year period. The board loved it. We thought
that was a great plan. If management succeeded, they got very
generous awards.

This was back in the early 1990’s. Somehow or other, the man-
agement and the accounting firms were asleep at the switch and
did not realize what that was going to do to them under APB25,
the 1972 rules. So, they had to hit their earnings statement every
time there was a change in the stock. Regrettably, we abandoned
the plan and we simply said, all right, if the stock goes up you get
an award.

Let me comment a little, if I may. It seems to me during the
1990’s a major reason, unrelated to any company’s performance, for
the growth in stock was the spectacular decline in interest rates
that we had during the 1980’s and 1990’s.

Long-term interest rates dropped dramatically over that period.
It is a simple theory of finance that when that happens, the price
of stocks goes up across the board. All of them do.

All earnings are discounted at a lower rate, so you have more
value. Why in the world did we pay out hundreds of millions, bil-
lions of dollars to executives under a fixed price stock option for
their company stock going up due to interest rates rising for which
they had no responsibility?

So our simple answer is, if you do as well as an index or you
have a certain absolute hurdle rate, that ought to generate very
substantial awards. I do not mind paying someone 100 million
bucks if they do a lot better than the S&P 500 for us; our share-
holders have gotten a real benefit.

But I do object when we pay them $100 million, and there are
such instances, when they do not even match the S&P 500. We can
do better with an index fund and turning the money over to that
manager.

The CHAIRMAN. Mr. Heesen, it has been suggested that share-
holders should approve stock option plans. Do you agree?

Mr. HEESEN. We think that we would love to work with the SEC
on that issue. We think that there are areas that we could defi-
nitely agree on on shareholder approval. We would have to look at
all the specifics. But, in general, we are supportive of shareholders
looking at and approving these plans.

The CHAIRMAN. And approving.
Mr. HEESEN. Yes.
The CHAIRMAN. What about an independent audit committee put-

ting out an RFP and rotating auditors every 5, 6, 7 years?
Mr. HEESEN. Most venture capitalists actually think that that is

a good idea. There is more concerned from our perspective on audit
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committees on the definition of independent and whether venture
capitalists actually are ‘‘independent.’’ That is the same on the
compensation committees.

The way the rules could be written, is that some of your smartest
people are going to be forced off of those committees because they
are not independent if a venture capital firm held a certain per-
centage of the stock. That is, frankly, more of a concern. But the
audit rotation is something that most venture capitalist firms
would have no problems with.

The CHAIRMAN. How would you deal with that issue, that ten-
sion, Mr. Biggs? It sounds like venture capital firms invest in
smaller companies and there is some person that is a real driver
in the company but would not be as involved as, let us say, like
a Boeing.

Mr. BIGGS. I think that is really tough for the smaller companies
because their ability to just get independent directors to come in
and serve on those boards is very limited.

The venture capitalists themselves who are major investors do
play that role, and they would be independent by most standards.
But that is harder for them than it is for a very large company.
I would concede that.

The comment I want to make, is this: we are a major investor
in venture capital companies. We have over $2 billion invested in
venture capital firms. My observation of that the real problem of
the small fund companies that venture capital firms finance is cash
and how fast they are ‘‘burning’’ their cash, as they say. It is not
the earnings statement. The reason they prefer to give equity inter-
est to their employees is that it does not require a cash transfer.
What they are short of is cash.

The effect of having to show a cost in their earnings statement
for the stock plans that they give seems to be reasonable, and it
should not cause great difficulty because their earnings statements
are interpreted very carefully by the venture capital firms that own
them.

The real pain for them always is, do they have enough cash to
pay salaries? Salary usually requires you to actually give some
money to somebody. Stock is something else.

The CHAIRMAN. I did not ask this question to the previous panel.
I should have. But you are here now, so I will ask you. What about
these SBEs, all the off-balance sheet transactions?

Presumably, an independent audit committee would be a little
more rigorous in trying to determine how many off-balance sheet
transactions there are. I am speaking of Enron, for example, and
there are some others. Your thoughts?

Mr. BIGGS. I think it is a very difficult subject, because most
SBEs are perfectly legitimate and appropriate for companies, and
there is a good reason why they are doing it. They are using their
credit position in some way to further the interests of the company.

But it is a complex transaction. It is easy to abuse it. One of the
aspects of Enron that most troubled me, was that the accounting
firm, Arthur Andersen, designed the SBEs to just skirt the ac-
counting rules, right on the edge of the accounting rules, and felt
very clever about how they had done it.
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It was a high-value service they were giving and they charged a
lot for that. They then turned around and audited it and said, yes,
they comply with accounting rules. That conflict was so brazen, it
really was shocking.

But I think special-purpose entities involving off-balance sheet fi-
nances are appropriate. We just created one in my company, and
I took it to my board right after the Enron disclosure. I said, this
is a special-purpose entity, it is off-balance sheet, but you under-
stand what we are doing. We have a AAA rating as a company.

We were able to create a company off-balance sheet of our com-
pany. We guaranteed its bond issue and it raised $1 billion and im-
mediately invested it. It had a AAA rating and we immediately in-
vested it in single A portfolio securities, creating very generous
earnings which will come back to our participants.

And everybody can see exactly what it is. We have made the
guarantee, the rating agencies understand it. We went to the rat-
ing agency, described it to them very carefully. It was so simple.

The CHAIRMAN. So you are basically saying it is a matter of dis-
closure.

Mr. BIGGS. No. I would go beyond that. Enron could have tried
to disclose what they were doing. I am not sure anybody would
have figured it out because it was so complex.

The CHAIRMAN. That is right.
Mr. BIGGS. It certainly should be disclosed. But there still could

be abusive arrangements in that. In my opinion, the Enron SBEs
were clearly abusive.

The CHAIRMAN. Other related subject offshore tax havens, inver-
sions. That is, where Ingersoll-Rand and some other companies just
invert their corporate structure so they are incorporated in the
Cayman Islands, and Bermuda and pay no U.S. income taxes. It
is a trend that seems to be developing.

Mr. BIGGS. Right.
The CHAIRMAN. How do we address that?
Mr. BIGGS. I do not know. It has been suggested occasionally that

our company do something like that, and I just said I do not want
to be tainted by the appearance even, the optics, or whatever you
want to call it, of that kind of a transaction.

Providing self-insurance is the usual way a lot of companies have
done that, and it is done very widely. For the life of me, I do not
understand why the Tax Code permits the same transactions by a
U.S. company to take place by simply using an offshore entity.

The CHAIRMAN. I agree with you. We will see what we can do
about that. All right.

Thank you very much, everybody. We appreciate your taking the
time to come. You have put in great effort and you have worked
hard to help this panel. Thank you very much.

The hearing is adjourned.
[Whereupon, at 11:50 a.m. the hearing was concluded.]
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