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STOCK OPTIONS

THURSDAY, JULY 20, 19861

U.S. SENATE,
CoMMiTTEE ON FINANCE,
Washington, D.C.

The committee met, pursuant to notice, at 10:10 a.m., in room 2221,
S_e;}ate Office Building, Senator Harry Flood Byrd (chairman) pre-
siding.

Present: Senators Byrd, Kerr, McCarthy, Gore, Talmadge, Wil-
liams, Carlson, Curtis, and Hartke.

Also present: Elizabeth B. Springer, chief clerk.

The CrirairMaN, The committee will come to order.

The matter before the committee is S. 1625.

(The bill, S. 1625, follows:)

[S. 1625, 87th Cong., 1st sess.]

A BILL To amend the Internal Revenue Code of 1954 so as to terminate the special tax
treatment now accorded certain employee atock options

Be it enacted by the Senate and House of Representatives of the United
States of America in Congress assembled, That section 421(d) (1) of the In-.
ternal Revenue Code of 1934 (relating to definition of restricted stock option)
is amended by inserting after ‘“‘granted after February 26, 19435,” the following:
‘“‘and before April 14, 1961,”.

The Ciairman. The first witness is Mr. Michael Waris, Jr., Asso-

ciate Tax Legislative Counsel of the Treasury Department.

STATEMENT OF MICHAEL WARIS, JR., ASSOCIATE TAX LEGISLA-
TIVE COUNSEL OF THE TREASURY DEPARTMENT; ACCOMPANIED

BY STANFORD G. ROSS

Mr. Waris. I am happy to be here today to present the views of
the Treasury Department regarding S. 1625.

To my right is Mr. Stanford G. Ross, a member of the Office of
the Tax Legislative Counsel.

This bill, S. 1625, would terminate the tax treatment now accorded
to certain employee options by making section 421 inapplicable to
options granted after April 13 of this year.

Senator Gore. Before you go any further, you say certain em-
ployee options. It relates to restricted stock options, does it not?

Mr. Waris. That is right, Senator.

Senator Gore. And restricted stock options go to the management
employees. I would not want the Treasury Department to give added
currency to the term by which this device 1s justified by some.

Is it correct that what we are speaking of here is the restricted stock

1



2 STOCK OPTIONS

options which are %'iven to a few employees, not the general employees
of the corporation

Mr. Waris. It is called the restricted stock option, that is true.
However, in the law itself there is no requirement thet it be given
to any specific group either large or small, the discretion is left up to
the management. .

The statutory treatment of restricted employee options was intro-
duced into the Internal Revenue Code in 1950. The congressional
purpose appears to have been primarily to assist corporations in se-
curing better management. This was to be accomplished by facilitat-
;)ng't 1@ acquisition by key employees of a proprietary interest in the

usiness. ‘

Senator Gore. Why do you say that the purpose was to assist the
corporations to secure better management ?

he purpose is plainly set out in the committee report. The pur-
pose was to give tax-free income to those employees to whom restricted
stock options were granted.

Is that not the purpose, and is that not the effect ?

Mr. Warts. Senator, we quote here in our statement that portion of
the Senate committee report which we thought summarized the con-
gressional purpose most succinctly.

Senator Gore. Let me read you a sentence from the report:

Under your committee‘s bill, no tax will be imposed at the time of exercise
of a restrictive stock option, or at the time the option is granted, and the gain
realized by the sale of the stock acquired through the exercise of the option will
be taxed as a long-term capital gain.

And that long-term capital gain would only occur when the stock
is sold. :

. T will let you proceed.

Mr. Warts. Yes, Senator, that describes the result, the application
of the statute.

Senator Gore. You would think a committee would have a purpose
of attaining a specific result. Would that not be the purpose of the
plan, of the legislation ?

Mr. Waris. That is correct.

That is the result of the operation of the statute. )

Now, the purpose as stated in the Senate committee report is, and
I quote: ,

Such options are frequently used as incentive devices by corporations who
wish to attract new management. to convert their officers into “partners” by
giving them a stake in the business. to retain the services of executives who
might otherwise leave, or to give their employees generally a more direct in-
terest in the success of the corporation.

It is clear that extensive use has been made of section 421 to com-
pensate key corporate employees. In June 1959, Business Week re-
ported that a recent National Industrial Conference Board survey of
673 companies listed on stock exchanges indicated that 69 percent of
such companies had such plans at that time. And it is our impres-
sion that the number has increased since then. )

Section 421 provides a particularly complex scheme for according

_special treatment. If the option priceis at least 95 percent of the
fair market value of the stock at the time the option is granted, then
no income is realized on the exercise of the option regardless of the
fair market value of the stock upon exercise of the option. Thus, a
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substantially economic benefit may be obtained, and retained indefi-
nitely, without the payment of any tax. If the stock is sold, then
there may be tax, but income realized on the sale of the stock, includ-
ing that attributable to appreciation prior to the exercise of the op-
tion, is taxed as a capital gain. If the stock is held until death, there
is no income tax at any time. :

Senator Gore. Now, the first category which you discussed there
would permit, would it not, a corporate official to receive virtually
unlimited income on which he may never pay any tax at all; was that
not what you said ¢

Mr. Waris. Yes, that is right, Senator.

Senator Gore. Now, I know of instances in which corporate officials
have received several million dollars of tax-free income.

Is the Treasury able, are you able, to give some examples of the
larger amounts which have been realized as a result of restricted
stock options ¢ A

Mr. Waris. I do not have (hat information available. I could
supply it if you would like.

enator (’ZORE. Mr. Chairman, I would like it for the record.

The CrHaRMAN. It will be furnished for the record.

(The following material was later submitted for the record :)

Ezample 1.—The ABC corporation granted restricted options to its officers
to purchase shares of its stock at $1 a share. (Information as to the date the
option was exercised and the value of the stock at such time is not available,)
During 1957, one of the officers sold 3,400 shares acquired pursuant to option for
a gain of $135,000. During 1958, he sold 20,300 shares for a gain of $900,000.
During 1959, he sold 28,300 shares for a gain of $1,700,00.

Example 2—The DEF corporation granted restricted stock options to its
executive employees. During the early years of the plan, the value of the stock
of the corporation fell below the option price and the corporation made a corre-
sponding downward adjustment in the option price. During the years 1954~
58, one officer of the corporation acquired stock at a cost of about $91,000. (In-
formation as to the value of the stock at such times is not available.) The
officer sold the stock in 1960 for approximately $900,000, the resulting gain
being $809,000. ‘ A

Example 3.—The XYZ corporation granted its president a restricted stock
option to purchase 50,000 shares. The option was exercised at a cost of $1,703,000
at a time when the stock had a value of approximately $4,600,000, the resulting
gain being $2,797,000. (Information as to whether such stock has been sold

is not available.)

Senator Gore. Incidentally, many people still say that it is im-
possible to become a millionaire under present tax laws. This seems
to be a well beaten path to multimillions without taxes at all.

Would you agree with that?

Mr. Waris. As to how well beaten it is—it does have its advan-
tages taxwise, and that is of course the subject of our discussion here
today. .

Seblylator Gore. You said a few moments ago that it had widespread
use.

Mr. Warts. There are a number of these plans in effect, it is true.

Senator Gogre. If a path is well used, would you say it is well
beaten ?

Mr. Waris. I am afraid I have to agree with that statement, yes.

Senator Gore. All right. I just cannot quite understand the cau-
tion with which the Treasury is approaching this subject. But you
go ahead.
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Mr. Warts. At this point my caution is that this is a highly tech-
nical subject, and I like to be sure I am accurate in what I state.

Where the option price is between 85 and 95 percent of the fair
market value of the stock at the time the option is granted, a more
involved rule becomes applicable.

Senator Gore. I would like to substitute “tenderness” instead of
“caution”. ‘

Mr. Waris. No income is realized on the exercise of the option,
but the spread between the option price and the fair market value
of the stock at the time of grant is taxable as ordinary income on
any disposition of the stock, including transfer upon death. In the
case of a person who owns more than 10 percent of the stock of his
employer, the option price must be at least 110 percent of the fair
market value of the stock on the date when the option is granted.

Also, in such a case, the option can be exercised only within a
period of 5 years. In cases of employees with lesser stock interests,
the option can be exercised over a period of 10 years. In all cases,
the benefits cannot be obtained unless the stock is held until at least
2 fyears after the date the option was granted, and for at least 6 months
after the option was exercised.

Sectin 421 has been the subject of varied criticism, primarily along
the foliowving lines.

It ] 5 veen contended that, in practice, the law discriminates against
the c csoly-held company whose stock is not listed on an established
exchanpe and in favor of the company whose stock is so listed.

The ceason is that, in order to qualify under section 421, the option
price 11ust be at least 85 or 95 percent of the fair market value of
the stock at the time the option is granted. When the stock of a
company is not listed on an established exchange, the company ordi-
narily has great difficulty in establishing with reasonable certainty
the fair market value of its stock, and, consequently, unlisted com-
panies are reluctant to use section 421.

On the other hand, companies which are publicly held have no
such difficulty. Moreover, it has been asserted that in some instances
smaller companies have had difficulty in retaining promising execu-
tives because larger companies have induced these executives to join
them by offering restricted employee stock options.

A more fundamental criticism of section 421 that has been voiced
is that often it has not in fact operated to encourage employees to
acquire a proprietary interest in the business—a primary purpose for
which the section was enacted.

It has been suggested that in many instances the employee, who
has exercised the restricted option, sells the stock so acquired shortly
after the minimum holding period. In such situations, section 421
merely provides a way in which compensation can be paid to selected
employees without the payment of ordinary income tax thereon and
with no possible incentive effect through continued holding of stock.
_ In this connection, it has been pointed out that in providing other
incentive tax benefits in the compensation area, such as pension, profit
sharing, and stock bonus plans, Congress has required that the exten-
- sion of the benefits must be nondiscriminatory—that is, they must be
proportionately available to a substantial number of the employees
of an enterprise. The benefits of stock options can be bestowed at
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will on selected employees, discretion in this regard being unrestricted
by section 421. -

The basic question raised by S. 1625 is whether this particular form
of executive compensation should be accorded special tax treatment.
Entirely apart from the above criticisms of the manner in which
section 421 has operated, since the preference accorded by section
421 to selected persons is so substantial, both the basic policy objec-
tives of such section and the extent to which they have geen realized
in actual practice should be reviewed. .

If S. 1625 were to be enacted and section 421 repealed, considera-
tion might well have to be given to the bunching of income which
might occur if all the compensation involved in an employee option
were to be taxed in the year of exercise. This would involve examina-
tion of various methods of spreading or averaging such taxable
income over an appropriate period of time. : o
As Xou know, there are sections already in the law which permit
spreading, and the problem may be similar to those dealt with in
sections 1301 througﬂ 1806 of the Internal Revenue Code.

We plan to consider all the alternatives in the stock option area
and had intended to complete our study before next year so that, if
changes seem desirable, they could be proposed as part of the pro-
gram of general tax revision. : ‘

In this connection, it should be recognized that, apart from the
basic policy questions raised by section 421, there are serious problems
of a more technical nature in the stock option area. There is at pres-
ent considerable controversy as to what rules should govern the taxa-
tion of employee options which do not qualify under section 421. .
Nonqualifying options are on occasion received by employees, al-
thouEh such occurrence normally is not intentional but, rather, is
attributable to inability to meet the requirements of section 421.

If section 421 were to be repealed, there might be an even larger
group’' of employee options to be governed by nonstatutory rules.
While at one time there was controversy as to whether such options
were to be taxed at all, it is now clear, and has at least been clear since
the decision of the Supreme Court in 1956 in Commissioner v. LoBue
351 U.S. 243, that options granted in connection with the rendition of
services are compensatory in nature and subject to tax.

The problem at present is one of determining the time at which op-
tions should be taxed—for example, whether on grant, or on exercise,
or on sale of the stock acquired pursuant to exercise—and, as a corol-
lary to the timing of the income derived from the option, the amount
and type of gain—whether ordinary or capital.

The Treasury Department at one time by regulations sought to pro-
vide that options not qualifying under section 421 were not taxable
upon grant but were taxable when transferred or exercised, the recipi-
ent of the option realizing ordinary income at such time. In several
decisions, the courts have refused to uphold such a rule.

In January of this year, the regulations were amended to provide as
to employees that an option in certain cases may be taxable upon grant.

There 1s a substantial administrative problem involved if options are
to be taxed upon grant. The value of an option is often very uncertain
and difficult to determine. It may be necessary if section 421 were re-
pealed, in order to handle satisfactorily the more technical aspects of
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taxing stock options, to enact legislation specifying rules as to the
timing and amount of income realized from such options.

To conclude, in addition to the problems of basic policy involved in
according employee stock options special treatment, there are prob-
lems of a more technical nature which the Treasury is also studying in
connection with its review of this area as part of its program of gen-
eral tax revision.

However, if your committee wishes to develop new leglslatwn this
year, we will be pleased to work with you to that end.

The CeAIRMAN. Any questions?

Senator Kx-mn You say you issued some new regulations in January

.of thisyea €V
ARIS. Yes, Senator.

Senator Kerr, What was the basis, and what was the substance of
the regulations?_

Why did you issue them

Mr. Waris. Primarily—and I am speakmg now without being too
familiar with these regulations, not having worked on them—but as I
understand it, it was in an effort to clarify some of the rules in the
area not covered by 421.

Senator Kerr. Not covered by the statute

Mr. Waris. Not covered by the statute.

Senator Kerr, I see.

Mr., Wars, Pamcularly in connection with the va.luatlon of the
option——

Senator Kere. If it were an option that did not comply with the
statutef

Mr. Waris. That is correct.

Senator KEerr. I got here after you had started.
Q. ?é)ze;?the Treasury take a position at this time with reference to

Mr. Wanis. No, we have no fixed position with respect to this,. We
realize that there are a number of problems, and that thls is an area
which merits study.. |

The CHAIRMAN. Senator Williams.

. Senator WiLLtams. No questions.

The CuairMaN. Senator Gore.

~Senator Gore: Do I correctly understand that the Treasury wishes

to defer a recommendation on this subject until next year?

Mr Waris, We would prefer to have enough time to give this aen-
ous matter adequate study. That would be our preference.

Senator Gore. Six months isnotlong enough?

Mr. Waris. Yes. that would be.

Senator Gore. Well, the Secnetary of the Treasury has been in office
a.pm‘oachmg that txme, hashe not ¢

Mr. Wanis. Yes.

Senator Gore. I understand the posmon of the Treasury. -

You want to have this as a part, as I understand: 1t, of a tax reform
bill next year covering other sub;eets? .

Mr. Warzs. That is correct. | ’

Senator Gore. And because of that you w1sh to defer the recom-
mendation until next year?
. Mr.Wans. Thatiscorrect..: . ; -
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Senator Gore. Well, I am unable to predict whether the Senate
will pass a tax bill of limited reform this year. But I am willing to
venture the suggestion that any tax reform bill which. passes:the
Senate would include this. provision. : So I request the Treasury to
be preparing from how until the tax reform bill reaches the Senate
to ﬁivéarecommendation.on this. R ' :
‘ r. WaRIs. Yes. o . | :

I would prefer to have more time, but in view of your statement
we will accelerate our study. S " o

Senator Gore. Thank yoy, Mr..Chajrman.

The CHARMAN, Seaator Carlson.

Senator CArLspx. Noquestions.

The CrairyAN. Senator Talmadge. -

Senator TALMADGE. No questions,. .

The Cagiraan. Thankyou very

The ng&t witness isTewis

. /STATEMERT OF 1
" Mrf GiuserT. All that we

privileges'in 1950 has cofy
continues to i ase anfd

_ 'NEW YQRK . ‘.
pated when thé Sendte enacted\the option:
to pass. The/evidende of mounting abuse
illgnerease wless Congress call§ a halt to
w/Cen restr stock optiohs, - ' -
{ the objective was tb increase
which_most corporations have
refusad to put in iti¥ J periods after exercise
proveAmost condliigively thatthe objective of proprietary gfock ownér-

shi ¢hich we Would all ap .

‘Senatyr Albert Gore ad the cournge {4 'step forward and say,
“It.is timq to call a hglt.” Both §s a sharéholder in fmany corpora-
tions and who represents-without compensation as a ptiblic duty many
of his fellow shareholders at annual meetings airjng these issues and
also as a taxpayer, I have come today to plead with you that Senator
Gore’s initiative beregognized and eénacted bythe Conigmss to prevent
the continued erosion of sharehalder-property in the form of dilution
and a needless tax burden being placed on all the rest of us—includ-
ing the Senators and Congressmen, none of whom get the special treat-
ment allotted top management in the form of stock options. - '

- Let me say at the start that stock options in no way guarantee sue-
cess. We stockholders put our money down and take the risks, the
plf?ple, who get stock options only exercise:them when they are sure
. -SégnsatorGonn. You are referring to ‘restricted stock optionst -~

‘Mr. Gueerr. I am referring to:restricted stock:options, sir - =

Mzt J. A. Livingston, the great financial editor of the Philadelphia
Bulletin, whose column is syndicated in the Washington Post, has
asked so rightly: oY P T e e

‘Whom do, they - fundamentally help—the stockholders who will' be' enriched
by the vncouragement they afford officers or the officers who will be enriched by
the risk-free cdpital gain profits that stock options offer? - -:::- .7~ - 70 o

". T have said that Congress is béing misled if it Delioves thist stock
optionis ‘are ‘creating the ‘prbpriétafgv’ interest” it inténded to. create
when the tax advantages were granted. ~ . NSRS HOY

»
- 3 .
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1ot me illustrate some examples:

Take first the Alleghany proxy statement for May 2, 1960’s annual
meeting, and I have it here if you wish it for the record. Here is
what I read, and I quote, and I cite these names purely as examples:

On March 13, 1959, Mr. Thomas J. Deegan, Jr., a former vice president of
‘the corporation, exercised in full an option to purchase 12,500 shares of the
corporation’s common stock at $4.8375 per share, granted to Mr. Deegan in 19358,
‘The closing market price on the day of exercise was $11.625. As of Aprll 1,
19060, Mr. Deegan was the beneficlal owner of 11 shares of the corporation’s
common stock.

Is this creating proprietary ownership ¢

Testifying on hojf of stock options before the SEC’s Division of
Corporate Regulation in 1960, Gwylim A. Price, chairman of West-
inghouse, stated : “I own 6,000 shares of Westinghouse Electric stock,”
and added he had 9,500 share of stock under option.

When the 1960 proxy statement came out, it disclosed that M.
Price held 1,000 shares of stock. The 1961 proxy statement shows
that he has now exercised his options as follows: 6,000 shares at $22
ger share; 10,000 shares at $26 per share, and 3,000 shares at $32 on

une 27, 1960, on which date such closing price was $59.50.

The proxy statement lists his holdings at 11,050, so that it would
agpear that he has already sold some of his option stock. And most
of that, I am sure, was sold before the episode which brought it down
to the forties.

Let us look at another corporation—American Motors—in which I
do not happen to be a stockholder.

George Romney sold 10,000 shares in January 1960—why did he
sell it? :

1 sold the stock primarily to enable me to pay off personal obligations, in-
cluding indebtedness incurred in purchasing the stock and to finance the pur-
chase as soon us possible legally of enough additional shares * * *,

Again Mr. Livingston commented on this transaction to say, “He
had borrowed $200,000 to take u[l)( stock options.”

Do we wish to encourage this kind of speculation )

As long as the principle Senator Gore is fighting for is not en-
acted, we will see much of this kind of thing.

Oniy recently a vice president of the same company sold 7,000
shares of stock-—around the same period that he was making a speech
before the Detroit Security Analysts on the future of American
Motors, as I recall it. ' L

'The stock argument which is always used against our pleading for
strongthening the requirement that stock options should be held, when
we introduce the proposal in the proxy statements, is always, “We
have to give options because everyone else is doing it.” Again Senator
Gore is right—pass his bill ending the special tax advantages and
they will no longer have this excuse. ‘ . .

It has also been said that options make an executive stay with a
corporation. I maintain this is not so. Let me cite an example.

‘Some years ago, Avery C. Adams, then head of Pittsburgh Steel,
had substantial options there. Did this keep him from exercising
them, and then promptly departing from the company? Over he
went to Jones &PLaughlm and again he had new options from this
compnny. ' G \
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Bristol-Meyers has options, yet its treasurer went with another
corporation where he hag family connections, and so on.

Another abuse is now starting to creep into proxy statements.

Formerly options were onlly %'anted to full-time executives, but the
proxy statements of Fairchild Engine, now Fairchild Stratos, shows
us that two directors who are part-time “employees,” to use the word
in the most generous sense, since one is a lawyer for Mr. Sherman
Trairchild and the other a management consultant, are in on the op-
tions,

At American Seal Kap, the secretary of the corporation, a promi-
nent lawyer and top-flight partner in the law firm Gallop, Climenko &
Gould, is down for his share of the options.

Unless we take some drastic steps to discourage option granting,
there will be more and more of this, and I know of no better remedy
than the passage of the Gore bill befors us.

Another example of the option failing to hold executives is shown
%r the departure of the general counsel of Standard Oil of Indiana.

e has now gone off to United Fruit and again he insisted on a big
option there, too.

Nor do options guarantee in any way great achievement. The man-
agement of the now bankrupt New York, New Haven & Hartford had
options.

1William Bloeth, the New York World Telegram financial writer,
recently noted in regard to the abuses of stock options:

The cases are many where the option holder, in order to ante up the necessary
cash to exercise the option on the bargain share sold other shares from long hold-
Ings and even cases where part of the optioned shares were dumped immediately,
all of which puts welght on the issue to the detriment of the ordinary holders
who are far, far away from any status where they can get into the game.

I have snid that unless corrective action is tuken by Congress, this
option business will go from bad to worse.

A recent report submitted to rof, Pearson Hunt's course in finan-
cial management at Harvard showed that, whereas in 1954 the num-
ber of shares reserved for options in corporations was a median of 4
percent, by 1059 it had already increased to 7 percent, which
strengthens our views about public shareholders having the right to
be concerned with the ever-increasing, needless dilution of equity.

The White Sewing Machine 1961 proxy statement also had an inter-
esting paragraph which indicates the possibility that, far from help-
ing a corporation and its shareholders, it might actually harm them.
Said the statement :

There Is a possibility, which is believed to be a remote one, that the existence
of the options might for the life of the options make it more difficult for the
corporation to obtain additional working capital by the sale of shares of its
common stock in the open market on terms more favorable to the corporation
than those provided by the option or on as favorable terms us the corporation
might, in the absence of the options, be able to obtain.

Leslie Giould, the financial editor of the New York Journal Ameri-
can, noted in his column of April 17:

The stock optlon, an increasing subject of debate at annual stockholdera meet-
fugs as well as in Washington, is agalu under attack * * *,  Optiuns have
become a major fringe benefit for management * * ¢, Too many of the options
ure granted with the idea of helping an executive get increased fncome vla. the
stock market, and thus the practice has become too often a racket * * *, .

¢
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Referring to the Capital Airlines disaser which ended up in tragedy
for the shareholders, he wrote:

The financial dificultios of a major alrline pavtly stem from optious which
made certnin oficers, and at least one tawyer-divector, stock market minded to
sueh an extent that the company financed with debt instend of equlties. They
wanted to give leverage to the stock, The result was financtal cmbarrassment
and the company had to be tuken over.

fn an interesting letter to the May—June issue of Havvard Business
Roview, we have the observations of Emmett Wallace, an associate of
the firm of James O. Rico Associates, Ine. e said he had made a
year’s study of the incentive eifect of restricted stock options and had
found, after looking at 38 enses of option and nonoption corporations,
that there was no statistienliy significant ditfference in shave price ap-
preciation between the paived s, He wrote:

While 14 optlon companies showed performance significantly supertor to their
mates, 3 dld no better and 19 performed siguificantly worse,

Mvr, Rice also noted that the great majority of shares optioned by
firms on the New York Stock Exchange had been optioned to senior
exceutives, and he deelaed:

The maobility of these older exceutives Is Jow,  Options are not necessary to
hold them.

I want to thank you for the opportunity to present the views of
those shareholders who hope that Congress, by adopting the Gore bill,
will put a stop to the dangerous loophole of the speciaf tax treatment
for options which we do not consider to be in the intervests either of
shareholders or taxpayers. :

T shall be glad, sir, to answer any questions,

But, with your permission, I would also like to enter into your record
the views of Mrs, Wilma Soss, the president of the American Associn-
tion of Women Shareholders, who concurs with the general views

Ihavestressed. .
The Crrameyan. Without objection, it may be entered.

(The information referred to follows:)

STATEMENT oN SToOK OPTIiONS BY WILMA S088, PRESIDENT, FEDERATION OF
WOMEN SHAREHOLDERS IN AMERICAN BUSINEss, INC.

Gentlemen, I hardly need remind you that there are more women stockholders
than men. As most of you know, the Federation of Women Shareholders is a
nonprofit voluntary assoclation of women. Ever since 19049 when our charter
was signed in New York State by Ferdinand Pecora, father of the SEC, we lave
been concerned with stockholders’ rights and improving business ethics and the
climate in Wall Street as well as taking means to help women and their families
to preserve capital and income,

FOWSARB is the national organization of the women’s corporate suffrage move-
ment. We are unigue. There is no other similar organization. FOWSAB has
been frequently called the voice of the women.

No bill presently pending before Congress is more important than the six line
bill introduced by Senator Gore to amend the Internal Revenue Code to terminate
special tax treatment now accorded so-called restricted stock options. Here's
why:

]
1. Options contridbute to inflation and the wage spirad
" Labor will continue to increase its demands, and rightly so, as long as special
tax treatment is granted to corporation executives. Any woman knows that the
fashions worn on 537th Street are soon copied on 14th Street but this is something
our $100,000- to $600,000-a-year executivds profess not to know when it comes to
finance and wage negotiations. Stock options are contrary to corporate

democracy. .
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2. Options create a tax clite corps

Proposals to withhold dividends aud Interest to plug up tax loopholes may be
peanuts compared to the tax loophole provided by stock options which foster a
tax ellte,

3. Options causc a dctlerioration in cxrecutive morale

Stock optious have caused executlve morals to deteriorate with senlor execu-
tives setting a bad example for Junior executives. Many dump thelr old stock
or optioned stock which they have bought with borrowed money in order to pay
back loans or take up new options. Stock options tempt executives to over-
extend themselves, They tend to make executlves more stock market-minded
and less business-minded,  Like price fixing, optloneering has become a way of
corporate life. Senlor executives who err themselves cannot discipline or keep
in check Junlor exccutives,

For oxample: Shortly after testifying before the Senate on the need for stock
options to glve an executive a “proprietary interest” In companies, Benjamin
Iairless, while chnirman of Unlted States Steel sold a lnrge block of United
States Steel stock (40 pereent 1 think), He got very red in the face when I
asked him at a United States Steel annual meeting about this, maintaining he
was over G0 and necded the money, As 1 recall he indieated he was “in debt.”
He was furious when I suggested that he was settlng n bad example for the
vounger generatlon,

4. Do stock options give incentive? :
Yoq, to gamble. Moxt top executives eitnnot or will not work harder than they
ave nlready working.  Few of them choose to retive early.
3. Some excentives wish they didn’t have to grant stock options
Outside directors are sometimes like typhotd Mary, they carry bad as well as
good habits from board to board. Stock optionitis has swept the corporate world
but not all exceutives want them ov believe in them.,  Tucins Clay, chairman of
Continental Can, once told me he wished “we didn’t have to give them.” They
cause problems for executives. The chosen few get stock options and some would
rather not have themn as they do not feel they can afford them., Others grumble -
because they do not get them and the employees that do not have some sort of -
stoek purchase plan feel diseriminated agninst,

6. When Cingiders™ scll thelr stock, it affcets the price of the stock

Selling stock to pick up more options or to cash in on the market price affects
the price of the stock. American Motors has never recovered in price from the
time that its prexy, George Romney (now spoken of as possible candidate for
Governor of Michigan) sold 10,000 shares. Stock options actunlly hurt stock-
holders, not help them when options lead to selling large blocks of stocks by
executives, thereby underminding confidence in the company,

7. Two wrongs do not make o right

If there are inequities in the tax laws, there is no reason to try to compensate
forthem by creating another inequity.

Any probe of the stock market should include a probe of optioneering. I once
sat at n broker’s desk. He was talking to an executive. He urged him to sell
short, His “client” was hesitating because he was seliing optioned stock.

Stock options theoretically may look like a good idea but in practice drop by
drop they poison the capitalistic system because of abuses. Management has in-
dicated that it is not Interested in stock optlons for proprietary reasons since it
inevitably opposes resolutions which Lewlis Gilbert, the Federation of Women
Shareholders, and other public shareowners have brought in a large number of
corporations including Standard Oil of New Jersey and United States Steel to
prolong the holding period even by 1 more year or to eliminate other ahuses.

The Federation of Women Shareholders In American Business urges the pas-
sage of the Gore bill to terminate special tax treatment for stock options, the cor-
porate virus with which stockholders are currently afflicted. D

The CrairMan. Senator Carlson. " : S
Senator CarrsoN. I regret that it is going to be necessary for me to
leave to attend the meeting of the Senate Forsign Rélations Commit-
tee. "Weare marking up the foreign aidbilltoday. . . o

3
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I do want to state that this is an important hearing, it is a subject
that I think needs much thought. Having served on the Ways and
Means Committee for a good many years, and having served on this.
committee, I know it is not a matter which we should hurry through.

I have studied the matter somewhat. Henry Ford, of the Ford Mo-
tor Co., does not participate in stock options and I am not certain as
to the policy of the company. I do not think it would be out of or-
der to hear Mv. Ford on this important matter.

One of the consultants I have visited with was Mr. Joel Dean, New-
York, who made a study of stock options. I just suggest that we
should not act too hastily.

Mr. Giuoert. May I correct the Senator; I am afraid Ford Motors.
does have these options.

Senator CarLsoN. I was advised they do not.

Mr. Giueert. They do.

In the current issue of the Harvard Review, Mr. Ford writes an
article defending this viewpoint.

Senator Gore. In fact, they made a few millionaires in 1 day.

Mvr. GieerT. Yes.

The CHalrRMAN. Any further questions?

Senator Xerr. You say:

I want to thank you for the opportunity to present the views of those share-
holders.

To whom did you refer?

Mr. GiLeerT. Thousands of individual shareholders each year cor-
respond with me and of their own volition send me proxies for the
various meetings where I happen to be a shareholder myself. And we
issue this annual report, which is a nonprofit venture, once a year.
And so I am speaking on behalf of all the letters and comments—and
when we have our resolutions in the proxy statements—of those who
think along these general lines.

Senator Kerr. You have no identification other than your refer-.
ence to them as “those thousands from whom you hear each year”?

Mr. GiLperr. That is correct. _ _

These are public documents, and therefore on file with the Securi-
ties and Exchange Commission, which neither approves or disap--
proves it. )

Senator Kerr. You say: “Both as a shareholder in many corpora--
tions.”

Mr. Girsert. That is right, sir. . _ o

Senator Kerr. Do you have the identification of those corporations?

Mr. GiLBERT. Yes; indeed. _ ] .

In our proxy material are examples typical of the holdings. I will
be glad to make that part of the record if you so desire. We own
stock in many companies, and they are not one share either, as some.

pegple occasionall;i get the impression.
e

nator KErr. I am referring to your own identity as a share-
holder.

Mr. GiuBert. Yes; this is my own identity. And we do not buy
for the short term, we-buy for the long term. C ‘

Senator KErr, Whenvyou say “we,” to whom do you refer?

Mr. Greerr. My brother, Mrs. Soss, the president of the Women
Shareholders; Mr. Charles King, of New York; and Mr. Bill Blum,.

)
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of Cleveland, Ohio, and so on, who think independently and are now
representing the shareholders’ views as we build a corporate demo-
cracy in the United States just as we have a political democracy.

Senator Xerr. What do you refer to as a corporate democracy?

Mr. GiLBert. A corporate democracy is built on the use of the
forum which was created by law, the annual meeting of the share-
holders, to air their viewpoints. No one has to agree or disagree with
them, but we have a right to air them, and we now record substantial
votes each year, as is recorded in the chapter on stock options, of the
people who think as we do, and the votes run into many hundreds
of thousands. These are sent directly to the company, in support of
our views, that, with regard to options, for example, there should be
these kinds of holding periods, and so on. Of course, we would like
to dispose of options completely as Senator Gore would like to do.

In other words, what we have besn doing, and trying to do—you
gave us a law, we have to abide by it—is to strengthen the viewpoints
of the shareholders vis-a-vis the managers, because, Senator, the inter-
e}s]ts of the management and the shareholders are not always one and
the same,

Senator KErr. You say the hundreds of thousands, you refer to
shares?

Mpr. GiLserT. I mean shares, sir.

Senator Kerr. Not hundreds of thousands of stockholders?

Mr. GiLBerT. No—well, in my annual report I will give in many
cases the number of actual shareholders who have voted for these
things, because many of the companies are quite cooperative in giving
us that kind of information. ,

For example, here we have Sperry Rand, since you have asked it,
taking that as an example, 14,000 shareholders representing 2,358,400
shares voted for our resolution that we should have these kinds of
restrictions on options, such as holding periods, and so on.

Standard of New Jersey, 48,626 shareholders voted with us.

Senator Kerr. Out of how many ¢

Mr. GrueerT. And the proxies against were 406,000, including the
unmarked proxies and the proxies of fiduciaries, which are known not
to vote independently, but always do whatever management wants.
And that is covered very well in “Pension Funds and Economic
Freedom,” a publication of the Fund for the Republic, which de-
scribes the voting habits of fiduciaries, which is the reason, Senator
Gore, that you could not possibly win in International Business
Machines, in which I am not a shareholder. :

Senator Gore. I did not expect to win. :

Mr. Girsert. Neither do I. But at least we have a right to try to
end these things. '

Senator Gore. I hope to end this issue in the Senate.

Mr. Grueerr. I certainly hope you do, on behalf of the.small
shareholders, ' Ce

Senator Kerr. Inoticeyousay:

I have come today to plead the view that Senator Gore's initiative be enacted
by the Congress. , o . o o , .
" Would you,qxghin to the committee how that would be done?
© Mr.Gueerts. By passing hisbill,sir. ~~ -~

73257—61 ——2
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Senator Kerr. In other words, then, when you wanted us to enact
his initiative, you mean that you wanted us to enact his bill?

Mr. Giuserr. 1 stand corrected by the distinguished Senator from
Oklahoma.

Senator IXerr. I was not attempting to correct; I was just attempt-
ing to inform myself.

Then you did mean that you would like us to enact his bill and not
his initiative ¢

Mr. Griserr. Certainly.

Senator Kerr. Well, I appreciate that, because I think so much
of his initiative I would not want to do anything that would at all
impair it.

That is all.

The Criairaax., Any further questions?

Senator Curtis. Mr. Gilbert, from the stockholder’s point of view,
would it be more desirable to have a corporation compensate its ex-
ecutive with the equivalent of take-home pay in the form of a salary?

My, Guupert. Yes, I think so, I certainly do.

But the answer we are always receiving from these managements—
and I am now talking Furely objectively—-is that with the present tax
situation this is the only way we can get these incentives, and so on.

Senator Curris. Now, taxwise, how would the stockholder benefit
by increasing the compensation of executives in lieu of the stock
option ¢

Mr. Gitsert. You have raised a very important point, Senator,

The stockholders get no tax deductions as a corporation—we are
talking about the corporation. Every proxy statement will show there
is no deduction when we grant these stock options; that is clearly
spelled out in proxy material.

Senator Curtis. No; but what about whatever they pay out in
compensation ?

Mr. Giusert. That is tax deductible.

Senator Curris. And it lessens the amount of money available to
distribute to shareholders; does it not.?

Mr. Gruoert. No. In spite of some abuses, the overall executive
compensation as such would not run into such material amounts on
a per share basis.

Senator Curtis. I am not talking about the amount. But any
money that is paid in compensation, whether it is for executive or
employees, that much less money is available to distribute to the
owners; is it not ¢ : '

Mr. Gunert. The dilution of equity makes that much less to be
distributed to the owners afterwards, because you have got that much
more stock you have got to pay dividends on.

Senator Curtis. Now, how have stockholders generally fared in
terms of market value of their stocks during the period when stock
optiogns have been operative in a large number of companies since
1950 : DR
Mr. Greerr. May I again repeat the authoritative viewpoint,. be-
cause it is the best one I have seen yet. ‘ ’ '

Emmett Wallace, an associate of the firm of James 'O_.‘ Rice Asso-
ciates, wrote in the Harvard Business Review—he had made a year’s
study of the incentive effect of réstricted stock options, and had

’
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found after looking at 38 cases of option and nonoption corporations
that there was no statistically significant difference in share price
appreciation between the paired firms. He wrote:

While 14 option companies showed performance significantly superior to their
mates, 5 did no better, and 19 performed significantly worse.

Senator Curtis. Do you have the companies listed there that he
refers to?

R.Mr. GiLserr. Emmett Wallace, associate of the firm of James O.
Rice.

Senator Curtis. Noj; what companies did he review ?

: Mr. Gruserr. This I do not know. I have not corresponded with
1im.

Senator Curtis. Have you made any such study ?

Mpy. Giuserr. I have not made any particular study, except, as you
have heard me say, the New York, New Haven & Hartford did not
do any better with options, in fact they have gone bankrupt.

Senator Curris. I am not suggesting that in stock options, as any
other field, there are not things which demand the attention of
Congress, they always do. But do you think stock options are a
material factor in determining the survival of a railroad in the light
of the many complications in the field of transportation and cost of
right-of-way and local taxes on right-of-way running into cities, and,
the many problems a railroad faces? »

It is not a significant matter; isit?

Mvr. Giuserr, I cannot agree with it.

At least, this is the argument that is printed in proxy material of .
railroads and everlyone else, and these managements say: “This is
what we need, we have to have these stock options to compete with
other people, and get the best talent.” They make these claims.

Senator Curtis. But do you make the claim that a railroad or a
number of railroads got into serious trouble, and the fact that they
had a stock option program was a significant contributing factor?

Myr. Giuserr. I have quoted Mr. %ﬁlaslie Gould as saying very de-
finitely—and his wife was with Capital Airlines, and he knows what
he is talking about—Capital Airlines got into trouble, he stated, ex-
actly for this reason, because a lawyer who was on the board, and
the dominant shareholder there were far more interested in nonequity
financing rather than—for the reasons I mentioned before. And he
states very distinctly that this is one of the reasons that Capital Air-
lines got 1nto trouble, and might not have otherwise. ‘

Senator Curris. My question had nothing to do with airlines.

Mr., GiLsert. Yousaid transportation—-— ‘ 5

Senator Curtis. No; I referred to the problems in transportation,
and I asked about railroads. s .

Mr. Giueert. Yes. Mr. McGinnis is another exponent of all this,
up at the Boston & Maine. o

Senator Curtis. Well, is it your contention that the existence of a
stock option progr« n in a railroad company is a significant factor in
whatever financial problems any railroad or all the railroads might
be facing at this time ¢ ' - S

Mr. Gisert. In my opinion, it certainly is, because it encourages
speculation. ' ' B
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Senator Curtis. And as compared with all the other problems in
the field, you would say this is still significant ?

Mr. Gireerr. I certainly do.

Senator Curtis. What evidence do you have that stockholders
would have fared better during the last (iecade if corporation officials
had not had the incentive Frovided by stock options?
 Mr. Giusert. There would have been that much less stock outstand-
m% in malg corporations.

Ve cited the American Motors situation as an example.

Now, obviously when Romney had to sell that stock—and I am
not a stockholder in that company, so we are talking completely ob-
jectively—when he had to sell at $90, the stock dropped gradualty
to $60 as soon as the news came out that he was selling the stock he
had obtained from options.

He gave the reasons, which I cited in my testimony. This did not
prevent, obviously, the decline, the strong decline.

And then there is another great danger to the shareholders. You
know there is this reduction question. In many of these option plans
you can reduce the option price. So if the stock goes down, actually
they could—I do not say that any reputable company wants to do it,
but there is that temptation that does exist—they could say, “My
stock has been 60, if I don’t do so well I will change the option price,
and if the stock goes down to 30, I can buy my stock that much
cheaper.”

These are all possibilities.

Senator Curtis. Your position is that the whole thing should be
repealed rather than any changes which might deal with some abuses
or cases of mismanagement, cases that might be well established by
competent evidence.

Mr. Gieert. I much prefer to see Senator Gore’s bill ending the
thing, because then managements cannot all come and say we have to
have options.

Mrs. Soss in her document said that General Clay said:

1 wish we did not have to do it, but we have to do it because everybody else
is doing it. ’

In the Atlantic Economic Review, where I have just written an
article, I have said let’s at least have holding periods. Now that was
before the Senator brought this whole matter into the open and showed
that there was some sentiment at least in Congress for the ending
of this special tax benefit.

So between the two, of course I would. prefer not to have any op-
tions. But if we have to have them, then at least let’s have some of’
these restrictions which we do not now have. o
" Senator Curris. But you are advocating doing away with it ?

Mr. GrueerT. I certainly would much prefer it. Lo

Senator Curtis. Now, is not a stock option somewhat similiar to
{a)n Oi)‘pti;m to buy stock which anyone can obtain from a put and call

rokerd -

If so, why should it be taxed differently ¢ . _

Mr. GiuserT. Put and calls are a form of speculation which I know
nothing about. I own my stock outright, I do not buy puts and
calls, I am not interested in puts a}ld calls; I am interested in the
shareholders who want to stay with’a company, not those who want.
to get out of a company.
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Senator Curris. I think you pointed out something very significant
here, that often times management and ownership are two distinet
entitiss.

Do you think that isa good thing ?

Mr. GiLeert. No, I think this is why it is so important that, we have
the forum of the annual meeting, and that we do encourage pro-
p}f.letary ownership. But then that really means proprietary owner-
ship.

The Cheeseborough Pond case is an example of where you have a
distinct employee stock purchase plan, where they have to guarantee
that they are going to keep the stock for 5 years, and——

Senator Curtis. But you are not advocating such a change in the
law; you are advocating doing away with this?

_Mr. Groerr. T advocate doing away with options. They are an en-
tirely different thing from a bona fide stock purchase plan where
you have got to put the money down and sign a real commitment.
That at least has some sense. But this option theory to me is be-
coming increasingly abused. These abuses were the things that every-
body feared at the beginning, and unfortunately they are increasingly
coming to pass. And they are going to become more and more trouble-
some unless we do something about the whole option situation.

Senator Curtis. I cannot reconcile the inconsistencies in your posi-
tion, that management and ownership are often different entities, and
that this is bad. Instead of wanting to correct abuses in a plan set out
to encourage ownership on the part of management, you suggest that
it be done away with. -

Mr. Gieert. Because options are not doing what you had hoped
they were going to do, Senator; that is exactly the trouble. ]

In other words, when Mr. Deagan sells every share of stock which
he has got except 11 shares, as soon as he can do it, are we encouraging
stock ownership?

Of course we are not. .

Senator Curris. Of course, you can take any provision of the In-
ternal Revenue Code and cite some poor examples which point up to
the problem that there ought to be some corrections. It is not easy
to write a tax law to gather revenue and at the same time promote
economic growth in a country where we have 180 million people, a
complicated society, a complex industrial setup, and 50 sovereign
States who write laws as to property rights—all of which I am not
complaining about, I think it is a blessing—but it is not easy to write
the simplest part of the Internal Revenue Code without coming up
afterward with a few examples and some things nobody intended.

But as I understand your positon, it is that you favor ownership
on the gart of management. i o

Mr, Giserr. I do. o .

Senator Curtis, But you are for repeal of a provisioon that gives
an incentive to do that, has brought it about in many instances, be-
cause there are some abuses. o _

}1}@1'. ((}iILBERT. At very high cost in any of the cases where it has been
achieved.

In other words, those receiving options have had to sell so much
of thestock. The Fairchild C'amera case, which is a different one from
the Fairchild Engine, which is also deseribzi in this magazine which
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I would be delighted to leave with this conmittee, shows how ex-
pensive this thing ean become.

Senator Corris, Expensive to whom?

My, Gunerr. To the shareholders.

Mvr. Carter went out and exercised his option at $9 a share. The
stock is selling nt $150 o share. o had to give up 4,000 of his shaves.
Ho still has 9,250 shares. And on the floov of this meeting I said-—

Well, as you know—

while I had nothing to do with the case, because I did not get into
that kind of litigation, I don’t go into it—

You know I have very little sympathy for options, which ix my right just ax
yours, and the others, So I cannot weep for you on the option question,

Mr, CARTER. You will also understand why I will make no comment on that,
[Laughter.]

Mr. Giruert, I cortainly de.  And personally, I hope that Senator Gore's bill
will go through, 1t will stop this, go everybody will not have options.

Mr, CARTER, Belleve me, 1 wish you every misfortune in that endeavor,

Senator Cortis. You do not spenk for all shareholders?

Mr. Grunerr, I have deseribed the sharveholders for whom T speak..
in reply to the Senator from Oklahoma.

Senator Curmis. How many shareholders are there in the country?

Mvr. Giunerr, There ave now supposed to be 12 or 15 million. But
this takes in & great many mutual funds and things like that.

There is n question as to what the real figures are; I do not think
we have come to a real analysis of it.

Senator Curris. But there are some 12 million ?

Mr. Giuserr, Yes, I think we can probably get along and say thac
there are. And as I say today, 1 do not think there is any question
that there are hundreds and hundreds of thousands of shareholders
who are now seriously concerned with this whole option question,

And if I might, 1 should like to quote what the distinguished junior
Senator from Virginia said on this very subject a few years ugo at a
hearing of a subcommittee of the Committee on Banking and (-
rency, on February 12,1957

I have been astounded sometimes at what the officers of a corporation can get
as a bonus in the way of a stock option. They get stock, and unless it goes up-
they do not buy it. If they do buy it and do not want to hold it, they can sell it
after 6 months and take a capital gain, and it is a tremendous income for them.

Senator Curtis. Now, one more question: Short of repeal of this,
what would you suggest as legislation which would remedy the evils
you see f . .

Mr. Grerrr. Yes, sir. I am very glad to make some .comments
on that.

First of all, I believe that we should have the repeal, and then estab-
lish, in a new bill, options with some proper safeguards for the share
holders, such as, stock must be held for a certain time after exercise—
remember, before exercise means absolutely nothing, because, as Dean
Griswold has stated, that is a “heads I win and tails you lose” proposi-
tion. But, after exercise, stock should be held at least 2, 3, 4, 5 years.

Now I have influenced a number of corporations, because they recog-
nize that many think as we do on this subject, such as Fairbanks Whit-
ney, George W. Helm, P. Lorillard, 20th Century-Fox to put in hold-
ing periods of 2 or 3 years after thé options are exercised.

:
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Now this is u step in the right direction, once we rewrite a new bill,
after we end this general abuse, as I see it,

Second, I agree with the viewpoint of the former Chairman of the
Securities and Exchange Commission, who has retired, Mr. Gadsby, in
the cnse of Middle South Utilities, where he put restrictions in the
dlan,  As You know, in public utilities holding companies the SEC
fms more than the right to require full disclosure. It has to decide
whether things are fair and equitable. In this case, the SEC insisted
on 100 percent of the market, which I have agreed on, at least—it is
bad enough to have the option without giving him added inducement—
and it would certainly be at the fair market value on the day it was
oxercised also.

Senator Curris. What kind of an option would that be?

Mr. GiLserr. More and more of them are now doing it that way, sir.
That is getting quite general. But there are still some of them which
insist on the 85 and 95 percent clause—in other words, if the stock is
selling at 10, that is the price they would have to pay.

Also, the Securities and Exchange Commission insisted, and rightly,
that options should have some relationship to a man’s earning powes.
So you do not have this wild speculation, and you do not have to go
and dump all this stock on the market. In other words, what they said
was, the option could not be for more than 150 percent of the recipient’s
earning power.

The Ciamrman. What do you mean by earning power ?

Mr. Giuserr. Salary for that year, the aggregate.

Also, o very definite percentage had to be reserved for the junior
executives. And let’s go right down the line further than just the
top brackets if we are going to really have increased proprietary
ownership in this country.,

Then I am all for a noncumulative feature. In other words, by non-
cumulative—this is the only time I am not for cumulative voting, it
has got ncthing to do with that—I mean that if the option lasts for
10 years the optionee can only exercise a certain amount each year.
Most plans do have this much, but in addition, which most of them
do not have, if he has not exercised the option in a given year, he must
then lost that part of it, because otherwise what happens is that 10
years may pass, and all of a sudden something which has no con-
nection with his business ability whatever—he has never exercised a
share, but something unexpected has happened, and has created a sud-
den demand. For example, years ago when salt was dying, suddenly
chemicals came in and everybody needed salt, and International Salt
went *way up. A situation like that might happen, and then the stock
suddenly soars, not because of what he has done, but because of some-
think that happens elsewhere. And then he takes the entire block.
That should also be stopped.

Senator Curris. Why do you say that repeal must come first?

Mr. Gm.eerr. Because otherwise the abuses are going to outweigh
the advantages. This is the way I look at it.

Senator Curtis. I do not understand you.

If Congress has a right to repeal something without upsetting con-
tractual arrangements existing, why would it not have the same right
to reach just as many contracts by changes in existing law?
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. Mr. Giuperr. In the first (Place,‘if I might say it, you are getting
into the session late, sir, and all this takes a great deal of time. So
it would appear to me that it would be far more advantageous to end
the stock option at the present time as far as capital gains profits are
concerned, :

And then you heard the Treasury expert here today say it would
take a certain number of months, and Senator Gore pointed out that
he would like it as soon as possible.

Senator Curtis, I read the statement of the Treasury.

Mr., Giuert. Well, it was an interpolated statement.

Senator Curris. Did the Treasury counsel recommend repeal at
this time?

Mr. Giueert. I would prefer to have the Senator give the answer,
because the Senator’s questions—my recollection is that he said he
wanted to have more time for it.

Senator Curris. That is all, Mr. Chairman.

The CHalrMAN, Senator Gore.

Senator Gore. You believe that the abuses in the practice of wide-
spread distribution of restricted stock options dilutes the value of the
stock in our corporate structure?

Mr, Giuserr. It certainly does, because the more stock that is out-
standing, the harder it is to earn those dividends. ‘

Senator Gore. Now, if the stock of a corporation has a market value
of $20, and 1 million shares are sold, that would represent equity
capital to the corporation of $20 million ; is that correct

r. GrLBerT. 1 believe it is.

Senator Gore. Now if, instead, those 1 million shares are sold under
a restricted stock option plan to a selected fow insiders at $10 a share,
does not that corporation suffer a loss of $10 million.

Mr. GrurerT. I think you are right. -

Senator Gore. And to distinguish between that loss, which, in
answer to Senator Curtis, you described as nondeductible, and com-
pensn;,ion, the latter is deductible as a business expense and the former
1snot ‘

‘Mr.k GiLeerT. That is right. That is exactly the point I was trying
to make. : o, :

Senator Gore. As I understand Senator Curtis, he was trying to
group the two together. But they are two different animals,

Mr. GiueerT. Entirely different. :

We get the proxy statements that tell us distinctly that we as a
corporation get no benefit from stock options. So you do not get the
benefit that you do from compensation. .. . | o

Senator Gore. You say you :receive letters and proxies from
thousands of stockholders. I have received no proxies, but, as a result
of my initiative in this fight, I have received many letters and tele-
grams, including copies of statements and stock .option -plans of
corporations. - - ‘ R D TR

As a result of one such exchangg ‘I corresponded with a Mr. John
B. Fowler, Jr., chairman of the hrd of Seaman Bros. -This letter
from Mr. Fowler shows that in many . instances -the shares reserved
for restricted stock options amount to as much as 10 percent and more
of the shares outstanding. j s C

i
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Mr. GieerT. It will grow worse, Senator, unless we do something
about it. That is why I pointed out that the median had risen already
from 4 to 7 percent, And they come for round after round.

Senator Gore. Well, is this not, then, a moral question ¢

Mr, Gieert. I have certainly thought that it certainly is a moral
question, and I have so stated many times when I have spoken, not
only on the floor of meetings, but lecturing, and so on.

&nator Gore. When the insiders of a corporation deliberately
water and dilute the stock of the stockholders, I believe a moral ques-
tion is involved. And if public opinion grows to the effect that the
executives of the corporations of the country are unfarily dealing
with the stockholders, and by terms of the law avoiding taxation on
income, then this brings contempt on the part of millions of taxpayers
for the tax policy and law of our Government. .

Mr. GiuBerT. I must agree with you. - ,

Senator Gore. Mr. Chairman, I ask unanimous consent to have
printed at this point in the record this exchange of correspondence
with Mr, Fowler.

The CratrmaN., Without objection, it will be so printed.

(The information referred to follows:)

Mr. JouN B. FOWLER, Jr.,
Ohairman of the Board, Seeman Bros., Inc.,
New York, N.Y. :

DEAR MR. FowLER: Upon examining the proxy statement sent to stockholders
of your company in preparation for the June 14 annual meeting of stockholders,
I note that it is proposed to increase the number of shares of common stock sub-
ject to your restricted stock options plan to 125,000. I also noté that there are -
695,015 shares of common stock outstanding.

It seems unusual that 18 percent of the outstanding shares of common stock
of & corporation should be reserved for restricted stock options. It may be
that I have misinterpreted the information in the proxy statement which appears
to so indicate. I would appreciate it if you would clarify the matter for me and
would be glad to have your comments,

Sincerely yours,

May 26, 1061,

ALBERT GORE.

SEEMAN BRros., INC.,
New York, N.Y., June 20, 1961.
Re employees’ restricted stock option plan. -

Hon. ALBERT GORE,
U.8. Senate, Committee on Foreign Relations, Washington, D.C.

DEAR SENATOR GoRE: Thank you very much for your letter of May 26, 1961,
indicating your view that the reservation for employee stock options of shares.
of common stock of Seemian Bros,, Inc, aggregating 18 percent of the outstand-
ing shares of such class of stock seemed unusual.

In arriving at the 18-percent figure, I note you use the figure of 125,000 shares
of common Stock which is a total amount reserved for all stock options already
granted or which may be granted in the future. I respectfully submit that a
more relevant figure would be obtained by taking the number of shares for
which options actually have been granted at the present time which, as described
on page 6 of the proxy statement for the June 14, 1061, annual meeting of stock-
holders, is only 88,044 shares. The 88,044 figure would seem to be more relevant
than the 125,000 figure because the stock option committee of Seeman at the
present time does not intend to grant additional options. The shares in excess
of present requirements for options granted@ are reserved in order to provide
for the acquisition of additional executive personnel which may .result from
future expansion. by the corporation.” Any such fature expansion by Seeman
could reasonably be expected to involve the issuance of additfonal shares for
assets in which case the grant of additional options might not increase the ratio.
of shares subject to options to total outstanding shares. ‘
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In arriving at the 18-percent figure you apparently considered only the (05,015
shares of common stock which were outstanding on April 17, 1961, This figure
ia also perhaps not relevant beeause of the number of reserved shares of com-
mon stock. You wlll note from page 1 of the proxy statement that the corpora-
tion had outstanding on April 17, 1081, 225,630 shares of O-porcent cumulative
convertible preferred stock. Such stock is convertible into common stock of
tho corporation on the basis of approxhmately 1.02 shares of common stock for
each share of preferred. ‘Therefore, an of such date approximately 230,000
shares of common stock were reserved for {ssuance upon conversion of such pre-
ferred stock. Sluce shares of preferred are heing regularly convorted in large
numbera into shares of common stock at the present time, it I8 antlelpated that
all of the common stock reserved for fssuance upon conversion cventually will
be Issuod. In addition, in connection with borrowing by the corporation, a
warrant was granted on Februarvy 28, 1961, to the lending insurance company
to purchase approximately 24,000 shares of common stock,  Accordingly, 25,000
shares of common stock have been reserved for issuancoe upon the excrelse of
the warrant. In all ltkelihood, the warrant will he exerclged since the common
atock {s presently quoted on the American Stock Exchange at a price greatly in
oxceas of the exercise price of the warrant.

Including the 280,000 shares of common stock reserved for issunnce upon the
conversion of the prefoerred stock, the approximately 23,000 shaves resorved for
fssuance upon the exercise of the warrant and the 125,000 shares resorved for
stock options, I bellave that the total amount of shares of common 8tock subject
to stock optiona already granted is only approximately 8 percent of the total
number of outstanding and reserved shares of common stock of the corporation,
Even comparing the entire 125,000 shares of common stock reserved for options
to the total outstanding and the reserved shares of such stock, the percentage
s only 11.6 percent.

Such percentages are not at all wnusual, I wish to refer you to a study pub-
lished in 1086 by the New York Stock Exchange entitled “Stock Ownership
Plans for Rmployecs,” The study demonstrates that it Is not unusnal for
corporationsg to grant optlons on shares aggregating more than 8 percent or
oven 11.0 percent of outstanding shares, Both large and small corporations
have commonly approved such plans, The following information was drawn

from such study.
Percentage of shares subfect to stook options ta outstanding shares

Namo of corporation:
Arnold Constable Corpo........ e mm e e mmaE e mm e ——————————————— 11. 80
Columbia Broadeasting System, INCa oo oo e ——— 156. 65
Rlectrle Boat CoOn e ccccccccmmmcn e — e ————————— 14. 38
Aluminum Co. of AMeH e i c e ccammcmc e cca e ———— 10,00
Bohn Aluminum and Brass CorP-.caacmmcnc e e c e a e e m——— 11. 30

Although the above percentages were based upon oustanding stock, without
including stock reserved for Issuance, the statistics are useful for comparlson
fmce‘lt is ltkely that all of this corporation’s reserveidd common stock will be
saued,

1 belleve that the value of stock opinions as a means of providing manage-
ment incentive has been clearly demonstrated in the ease of Seeman Bros., Inc.
During 1050 there were & number of changes in the perasonnel of Seeman and at
that time stock optlons were granted to the officers and a number of Key em-
ployeces. The corporation’s earnings increased from 4G cents per shave for the
52 wecks ended June 27, 1089, to $2.52 per share for the 52 weoks ended
Fehruary 23, 1001, I would also like to peint out that more than 60 employees
hold options for shares of Seeman stock, _

I shall be happy to answer any further questions with respect to Seeman's
employees’ restricted stock option plan, oo

Faithfully yours,
Joun B, Fowrrr, Jr.,

| Ohairman of the Board.

S———

Mr. Grraerr, And conld I put in the record those documents which
I talked about and which came up during the discussion, such as that
Fairchild Camera postmeoting report which deals with that subject?

’
¥
¢
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The Cuamman. You may subnit them to the Chair, and he will
look them over.,

(‘The material referred to was made a part of the committee files.)

The Cuamman. The Chair offers, too, for the record a roprint of
an article by Mr. Henry Ford 11 which appeared in the July-August
1961 issue of IHavvard Business Review.. The article is entitled
“Stock Options Avein the Public Interest.”

(The article referred to follows:)

{From thoe Iarvard Duslucss Review, July-August 1061)

STo0K OPTIONS ARE IN THE DPUnilo INTEREST—SAYS Tuis CoMPANY PRESI.
DENT; Tury DIRovibk A VIGOROUS INOENTIVE FOrR ONE OF OUR MosT IM-
PORTANT NATIONAL RESOURCES, MANAGEMENT

(By Henry Fora I1I)

(Linrror's Nork—When Mr., Ford wrote this article he waa president of the
Ford Motor Co. ; just recently he relinquished the presidency, and is now chairman
of the boarad of that company.)

Economic incentlve {8 a subject of continuing controversy spanning a broad
range of political and economic viewpolnts, Recontly, a relatively new form of
economic incentive, the restricted stock nption, has been singled out for critical
attention, Some of this criticisin is constructive angd is aimed at improvement of
the law governing stock options. Sorie of it seems directed at destroying the
restricted stock option provisions of the law,

I have a particular interest in restricted stock options because, as the chief
executive officer of Iord Motor Co., I am explicitly accountable to nearly a quar-
ter of a milllon stockholders for the good or bad management of the company,
the success or fallure of the business. And 1 feel qualified to speak more or less
dispassionately on this subject bocause, although I am familiar with the uses and
cffects of stock options, I do not and wlll not hold any options on stock of our
company,

I am convinced that the restricted stock option {8 a powerful incentlve to good
management and an important contributor to economic progress—and that it can
ho made to serve still better the broad goals of our soclety.

NEED FOR REALISM

I am aware, of course, that there have been imperfections in the administra-
tion of certain stock option programs and that, in a few cases, the good and
-«constructive intent of stock options may have heen thwarted, This is not at all
surprising in view of the brief history of this form of incentive and its admitted
complexities, If management still has much to learn about stock options, how-
aver, it already has learned a great denl about the efficient, productive use of this
device and has, by and large, corrected many of the shortcomings to which
crities of tho stock option have pointed in alarm,

The real questton is, How are stock optlons working today?

Both the law and the administration of options undoubtedly can be improved.
‘Careful consideration should be glven to further study to determine whether
specific provisions of the law should be modified. As for administration, if stock
options amount only to unearned and quickly realized honanzas rather than to
continuous inducement to hetter performance and if the optionee gaina no real
and lasting sense of proprietorship in the business, management is guilty of mis-
using one of the most effective tools at its disposal. .

But cortain other common criticisms of restricted stock optlons appear to me
to be the result of too little objective information and, for that reason, are greatly
exaggerated. I want to deal with these in some detail later in this article. First,
however, I should like to state why I belleve that stock options produce good and
useful results, and why we should attempt to improve, rather than limit, the
effectiveness of this important economie incentive. :

The Ford story

During the early postwar years at Ford Motor Co,, a dozen or go skillful men—
executives brought in from outslde after the war—transformed ] bogged-down,
antlquated, money-losing company into a modern; efiiclent, profit-making enter-
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prise, capable of meeting the toughest kind of competition, of improving its posi-
tion, and of renewing its own Inanagement resources. Largely through the
efforts of these men, the company became a substantial net contributor to the
managerial and technical capabilities of the economy. Furthermore, by stimu-
lating more intense competition in the automobile industry, the company added
to the general prosperity and growth of the 1950’s.

Without the guldance of these men, the stockholders' equity might be half of
what it is today. The contribution of this group to the growth and profits of the
company has far exceeded auy financlal rewards they received in return. Many
of these executives were already established, successful, and well pald. We
could not have offered them enough more in salary and possible bonuses to Justify
the risk of leaving secure positions for the uncertainties of our situation. They
Joined Ford Motor Co. largely upon my promise that I would do my best to give
th%m an opportunity to acquire a stake in the company as soon as it was feasible

0 80,

At the same time, we also developed a group of exceptionally able younger
men who contributed materially to the company’s growth and who were not
being rewarded commensurately with their contribution. These young men—
including a number of the leading executives of the company today—saw oppor-
tunities for realizing large capital gains outside the company. Some outstand-
ingly capable people left us for that reason. Indeed, at one time, hefore we
could offer stock options, we had a serlous problem with sales executives leaving
us to go into business for themselves as dealers.

When the Congress authorized restricted stock options by amending the In-
ternal Revenue Code, it gave us an effective means to recognize and stimulate
exceptional performance, and to protect the company's future by conserving its
management “seed corn.” In 1943, when our only shareholders were niembers
of the Ford family and the Ford Foundation, the board of directors made its
first grants of restricted stock options to 114 key employees, thus hreaking a
tradition of long standing. Stock options have since heen offered from time to
time to key employees.

We have had no reason to regret that decision. I am convinced that, in bhroad
effect, stock options have helped materlally to raise the company to third place
among American industrial corporations in total dollar saler,  Without stock
options or some comparable incentives, the same results would not have bheen
achieved.

A NATIONAL RESBOURCE

The use of stock options to attract and hold managerial talent is not with-
out public interest,

Companies, big or little, don't just roll flong. Certainly, the quality of top
management among corporations is the main differentiating factor. Manage-
ment, good or bad, determines whether any one company grows or declines, sue-
ceeds or falls over the long pull. Kven in a large company. the influence on
profits of one or two men is likely to be very great, and the general ability and
dedication of the top 100 men can make or break any company. That is why
knowledgeable investors assess the caliber of a company’s management hefore
they buy its stock.

And if able management is critical to the individual company, in the ag-
gregate it is equally critical to the whole economy. Good management of private
business insures maximum growth in the economy, while Poor manageient
impedes that growth, wastes capital and labor, leads to stagnation. Thus, be-
cause the productivity of capital and labor is so closely tied to the quality of
management, everybody’s income and standard of 1iving—as well as our national
security-—depend heavily on how well managers do their Jobs, .

But management talent is a scarce and very preclous national resource, To
make the most efficient use of this national resource, we must find ways to put
and keep our best business managers in the most important Jobs—jobs that mnk,e
the broadest use of their talents and have the greatest impact on the soclety’s
total economie¢ performance,

Once we have managers in these importhnt jobs, the next essential step is to
provide incentives for them to work most effectively and productively.

Monetary incentives -

Yet some people deplore the emphasis our economic system places on the
monetary incentive, both for individualy and for business enterprlses: the de-
sire for gain, for material recognition; is linked with the sins of greed and
‘lnttonyo 7

J
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I know that monetary incentive is important in getting men to produce the re-
sults that a corporation must have if it Is to survive and prosper. It follows
that monetary jncentlve can and does serve soclety well. I reject out of hand
the notion that such incentive is unworthy or reprehensible,

While I certainly agree that there are many kinds of incentive, and many
kinds of men, and that more mouney does not necessarily make a hard-working
man work harder. I completely disagree with the idea that monetary gain is an
unimportant incentive. Xor executives in the business world, it would seem
axiomatic that the money incentive is primary, just as the drive for profit is a
prime incentive of individual business firms and, indeed, of the whole economy.

So long as such drives may be harnessed to good ends, I can see no reason
to be disturbed or ashamed that the acquisitive instinct is strong in men, that
most of us do have aggressive drives and ambitions, It is the very genius
of our economic system that it channels these powerful, potentially destructive,
personal drives into the highly organized, cooperative managewment systeins that
have contributed so much to our Nation's well-being.

Our system works well because it persuades managers that they are working
for themselves when they are, in reality, serving the (otal economy. Actually,
they are unable, as a rule, to keep inore than a token of the wealth that their
efforts create,

1 often wonder whether the really important distinction between private enter-

.prise and soclalism is not the superior motivatlon that our systemn offers. We
sometimes forget that one of the great advantages of our economic system is
that in it capital may be privately owned. Our system uses capital not merely
for investment but also as a potent incentive to risk, invent, and persevere. If
the Communists could find a way to match the incentive that is in the drive of
individuals to acquire capital, they might be hard to beat.

Ideally, our whole econoinic system should be geared to provide maximum
opportunity to each generation, We should seek ways to increase manifold—
rather than decrease—the number of people who can hope to achieve substantial
wealth, Is there any better way to do this than by enhancing thelir opportunity
to contribute to the economy? It seemis not only just but productive that the
people \;'h(; contribute substantially to the economy should own at least a part of
the capital, .

Noviet imitation

Today, & very lve subject in Soviet economic journals is the improvement of
personal incentive throughout Soviet industry. Here are some statements from
recent articles by Russian management experts:

“The present system of bonus paytnents * * * provides little stimulus to
managerial and engineering and technical personnel, * * *?

“Managerial and engineering and technical personnel are, to a substantial
degree, responsible for success * * * a substantial portion (let us say 15, 20, or
30 percent) of the total bonus fund should be set aside for this category."?

“One of the conditions for raising the economic level of the enterprise’ work
is the establishment of economilc stimull and insuring the interest of the leader-
ship and the collective body of the enterprise. * * * One of the measures de-
signed to increase this interest could be the establishment of a procedure under
}vhigh :.1 larger part (of profits) would be included in the enterprise (or bonus)

un .” . . -

The very time at which our country’s foremost competitors are improving the
effectiveness of, their monetary incentives—incentives that are not, as ours are,
greatly weakened by progressive income taxatfon—is obviousily not the time to
be weakening our own, o .

By all sound means we should endeavor to increase the rate of our economie
growth to the end that we may be more effective in meeting the economic and
political challenges of those who seek to dominate the world. The wa» to do
that 18 to take out of our system the things that slow it down (featherbedding,
resistance to technological change, and the like), and put in more of the things

1 E. Manevich, “The Principle of the Peraonal Incentive and Certaln Wage Problems in
the U.8 RR..” Problems of Rconomics: Selected Articles From Soviet Economic Journals
tn Euglish Translation, January 1869, ‘)p. 20-26. - R )

¢ A, Zayteev angd F. Dronov, “Problems o aterlal Incentives in Government-Owned
Enterpricen.”” Probléma of Ecnnomics: Selected Articles From Soviet Rconomic Journals in
Erclish Translations March 1959, pp. 38-40, o

*E. Khalfina, “The &tate Enterprise Under the New Conditions of Industrial Manage-
ment,” Problama of  Ficonomicr: Relected Artlcles From Sovilet Economic Journals is
Engiich Tranclation,'May 1959, pp. 39-43. i



20 STOCK OPTIONS

that encourage inventors to invent, artista to create, entrepreneurs to risk, and
manngers to manage wisely and well.

In a free enterprise economy, good management is profit-consefous manage-
ment. And don't forget that soclety depends on this kind of management to
gonerate the natlonal production to support nonprofit institutions such as hospi-
tals, schools, research organizations, and government, and soctal benefits such as
unemployment compensation and social gecurity.

DOURLE-BARRELED EF¥FRCT

It wus the clear and deliberate lntent of the restricted stock option legislation
to strentghen fncentives to good management. In 1930, when the 81st Congress
passed, and President 'Truman signed into law, a provision anthorizing restricted
stock options, they were not acting on hasty iipulse.

The basic proposals for this kind of reform had been recommended to the
Congress 3 years eariior by major professional organizations and by the special
tax atudy committee appointed in 1947 by the Ways and Meaus Comumittee of
the House of Representatives. This study committee, incldentally, was heanded
by Roswell Magill, a former Under Secretuty of the Treasury (1937-88) and
one of the most widely respected authovities on tax law.

These proposals were extenslvely reviewed in committee hearings, approved
by the Ways and Means Committee, and passed by the House before the ad-
Journment of the 80th Congress. The bIll incorporating the substance of these
proposals and much of thelr language, which was reintroduced in the 8lst
Congress, carried the specific recommendation of the American Bar Association.

Hearlngs and reports on these bills stressed again and again the importance
of stock options as incentives. Our experlence at Ford—and what we have
learned from the top managements of other corporations—confirms the fact
that the stock option is effective for two main rensons:

1. It representa an opportunity for gain that is especlally sought after,
but that will be realized only i€ the stackholders henefit,

2. It establishes a proprietavy interest which alinex the executive's per-
fonal interests closely with those of stockholders and thus, from thetr stand-
point, affects favorably his day-to-day business actions and decisions,
Specifically, it strengthens his intevest in the long-term growth and henlth

of the organization,
Now let me point out some important implications of these two points,

Juducenient for managers

The stock option has a powerful attraction because it offers to the corporate-
executive hig most promising means of butlding a nest egg. The desire to do
80 is deep and widespread, reflecting universat human urges for economic security
and independence. '

At present levels of progressive taxation, it la almost impossible for a top-
salaried executive to create a substantial estate out of income. To do 80 re-
quires that he devote to minimizing taxes and secking outside capital gains
much time and energy that, in the stockholder’s view, certainly ought not to be
diverted from his job.

Now the desire of the executive to build an estate may be viewed in different
ways: (1) as an unworthy, merceunary, greedy sort of thing, or (2) as a way
to move peaple to do constructive things. It is hard to understand what leads
some of ua to take so grim and puritanical a view of people being normally ac-
quisitive and wanting tangible things (like cars and houses and TV sets) and
intangible things (like financial security and independence). Certainly our
whole economic system is based on people wauting more and more, and, heyond
that, on their being able ultimately to get many of the things they want, granted
that these are not the he-all and end-all of life.

The urge to acquire is natural, It exists. And it is very much in the interest
of soclety to see that this urge is used constructively.

Gain for atockholders )

From the stockholder’s standpoint, thé stock option has proved to be an ex-
cellent means to take advantage of this urge. It is an opportunity for capital
gain that links the fortunes of top executives most directly with those of the
stockholders. . .

As I have suggested, the stock option is far more than a means of getting and
keeping the most capable men in, economically, the most critical Jobs, Its pe-

[
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enllar effectiveness les in bringing about a fundamental change In executive atti-
tude. It lends the executive to think und act less as a hived manager or trustee,
and more as an owner-manager. I have seen this happen in a hundred and one
ways slnee we instituted a stock option plan at Ford Motor Co. The change in
attitude that comes with a proprietary interest—or even with the prospect of
eventually earning such an interest—is almost always evident, though it is sel-
dom precisely measurable,

Ntock options work.~They work in exactly the way that they are supposed to
work. Only those without experience in managerent, I believe, would argue
that management can be made to work as.effectively without such incentive.

AN far as I am concerned as a stockholder, the goal of Ford Motor Co. is
expliclt: 1t is the long-run improvement of profits consistent with the best In-
terest of our stockholders, our employees, our dealers, our suppliers, and the
public at large. So long as the executive cousltders himself a mere hired hand—
no matter how able, consclentious, and well-paid a hired hand he may be—his
interests, his viewpoint, and his goals may conflict with this basic stockholder
objective that should be the guiding objectlve of all management.

I have mentloned the distractlons arising it an executive seeks to create on
the outslde the nest egg that his job i8 not providing. There are numerous other
temptations for the executive who is only a hired man:

Staft professionallsm—the good and necessary desire of staff offices to
prof\;‘ldo the most excellent professional services—may lead to costly over-
stafling.

Paternalism mny creep in, leading to ineficlent and wasteful practices.

An executive's decisions may be guided by an excessive regard for cor-
porate and, by extension, his own security,

The pursuit of pet projects may be piaced ahead of the overriding inter-
ests of the business.

Profits and profit growth may be subordinated to spectacular sales results
and excessive investment in facilitles (empire bullding).

Certainly there are forms of incentive other than stock options. An awareness
of the relationship of employee interest to the company’s success may be encour-
aged by profit-sharing plans, stock purchase plans, and the like. But such plans
are a less compelling stimulus than the stock option in focusing attention on the
longrun interests of the corporation, as distinguished from short-term results.
Furthermore, butlding a profit-oriented attitude by small, periodic doses is a slow
process. In some instances it is desirable to create an immediate stake of appreci-
able size—a purpose the restricted stock option is admirably suited to serve.

CIIARGES OF CRITICS

T.et mo turn now to those eriticisms which, if not always sophisticated or non-
partisan in nature, nevertheless deserve thoughtful examination.

Cost to the publio :

It Is argued that options are nnduly costly to the public at large through loss
of tax revenues and to stockholders through dilution of their equity.

The argument that a restricted stock option plan is paid by Federal tax subsidy
hag little, if any, substance. For each dollar of incentive provided in this way,
as against a dollar of salary or other compensation, the company i8 required to
give up & tax deduction worth 62 cents. If the optionee sells his stock, he must
pay an additional 25 cents in capital-gains tax. In total, then, the Treasury
stands to receive 77 cents for each incentive dollar.

This {8 & high rate of tax return for the Treasury, considering that the top
Individual tax bracket is 91 percent. True, there may be exceptions in tinusual
eases, and the optionee can always escape his part of the income tax, althotigh not
the estate tax, by holding on to his stock untfl he diés. But it does not ap-
pear that Federal revenues are suffering appreciably on this account or that
repeal of these provisions would bring about any signiticant increase in tax reve-
nues. Furthermore, {nsofar as stock options generate higher corporate profits for
the economy a8 a whole, they add to the tax base and to Federal revenues.

Cost to stockholders, - - . - o

-As for the:claim that options are unduly costly to stockholders through dilu-
tion of their equity, I know no way of measuring dilution precisely: - Certainly
I cannot determine exactly the dollars-and-cents cost to our company of the
options we have granted, any more than I can count the Qollars-and-cents contri-
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bution that options have made to the company. Yet I am convinced that the
total cost to stockholders has been very small compared to the direct benefit
obtained.

The point is, of course, that options cost nothing if the stockholders do not
profit., If the stockholders do profit, the cost is minor,

Some critics argue also that option gains are a kind of compensation over and
above already generous financial incentives for management. This reasoning is
hard to follow. We at Ford have long been concerned about the serious and
protracted lag in executive compensation before taxes, when compared with the
substantial percentage increases in the compensation of hourly employees and
salarled employees below executive rank. Inflation and highly progressive in-
come tax rates have greatly aggravated this situation, which is shared, we have
reason to belleve, by other large companies. The restricted stock option has been
an effective means: of meetlug this problem.

Motivation

Another criticism .often he&rd is that the proprietary interest of an optionee
is reduced if the optionee has to sell a portion of his stock to finance the pur-
chase of another block of option stock. This charge, incidentally, is inconsistent
with the suggestion that most optionees are already well off. In the first place,
the option itself—even before exercise—provides a strong sense of, and motiva-
tion toward, proprietorship. To the extent that the option acerues only over
a long period of time, this motivation should and does persist. It has been my
observation that Ford optionees who have sold some option stock in order to
take up further options have retained sufficient shares to maintain a significant
sense of ownership. ) ,

Much criticism has been leveled at variable price options. I personally do not
approve of variable pricing of options for key employees, but there may be a
place for them when used in plans that are more closely akin to purchase of
stock by broad groups of employees on an instaliment payment basis.

Nor do I believe that, in general, the law should permit the repricing of
options or the cancellation of existing options so that they can be replaced
with options at a lower price. There may, of course, be situations where sub-
stitution of lower price options is justified, ds in the case of an option price
that has been consistently higher than the market price of the stock for a
considerable period of time, thus making it worthless as an incentive. But,
in the main, such practices are difficult to defend, and specific corrective steps
may be in order. ,

Disclosure of data

It has been charged that there is inadequate disclosure to stockholders of
data on option grants and exercises, executives’ benefits from options, and sales
of optioned shares. The rules and regulations of the Securities and Exchange
Commission and the various securities exchanges require listed companies to
furnish or make available to the stockholders a good deal of information on
options. For example, the rules governing proxies require that these com-
panies include in their proxy materials to stockholders a statement of all options
granted since the beginning of the previous year to the directors and officers
as & group and to each individ:zal director and each of the three highest paid
officers, together with a statement of the market value of the stock when the

_options were granted. . Similar information also must be given about exerciges of
options by the directors and officers. .

In addition, all pnrchases——-lncludlns purchases on.tho exerclse of option&——
and sales of a company's stock by individual directors and officers must be re-
ported by them monthly to the S8EC and to a stock exchange. These reports
are open for inspection by the publie, and many of the transaet!ons described
in them are reported in the press.

Rules and regulations aside, however, it is clear that responsible eorporate
management should give its stockholders information about stock options in
suficlent detail to afford an acourate picture both the manner in which the
company is employing options and the number of option grants that have been
made, Option data in proxy statements and other reports to stockholders
should be in simplified form—generally in tables—and readily understandable.
A rule of thumb for management might be slmply that the becord be made clear
and comprehensible. } ce
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IMPROVED ADMINISTRATION

There has been much progress in the past deca'e in administering option
plans, in determining their most efficient use, and i) detecting and preventing
abuses.

As a result, of our own experience, Ford Motor Co. has developed policies that
we belleve are generally sound. We feel such policies can eliminate most of
the possible abuses of stock options. Thus—

In our opinion the administration of the option plan should be handled
})y dlsltnterested directors to insure the protection of the stockholders’
nterests.

Options should be granted at 100 percent of fair market value.

Bxcept where large grants are necessary to attract a new top executive,
options should be granted in relatively small but (when merited) fairly
frequent lots. .

There should be a relativeiy long earning-out or accrual period to en-
courage more sustained effort by optionees for the company’s benefit, to
lessen the financing problem, and to insure that the optionee continues to
merit the option through continued employment.

A sound stock option plan should in no way depend on such things as tax
loopholes or provisions of the tax law that would frustrate the intent of Con-
gress or be contrary to basic American principles of fairplay. There un-
doubtedly are areas in which the tax provisions applying to restricted stock
options could be improved. For example, the penalties for unintentional under-
pricing of options could be modifled in the interests of small companies whose
stock 18 not on the market. The provisions relating to the 85 and 95 percent
formulas, repricing, and variable price optlons should also be reexamined.

In any consideration of major tax reform, it is tempting to take sweeping
measures designed to simplify and make more orderly the whole tax structure.
It is sometimes distressing to tidy minds that the tax system should be used
not only to raise revenues but also-to provide economic incentives—whether for
individuals, by capital gains ; for conipanies, through the fast depreclation write-
off; or for the whole economy, by means of proposals to fight recessions by
suspending the collection of some taxes for a time. Presumably they want the
incentive to be supplied from some other source or by some other means, or they
doubt the need of it.

While such feelings are understandable, it seems beyond argument that taxes
of the size that we have had and will continue to have must work either as In-
centives or as disincentives; they cannot be neutral.

OONCLUBION

I believe that stock options are very much in the public Interest. If the de-
tractors of monetary incentives had a sufficlent appreciation of the importance
of good, soundly motivated management to the real interests of all Americans,
I am sure they would become as great supporters of the stock option and other
incentive devices as they are now detractors. Unfortunately, many such critics
are not well informed on the subject. They do not understand that—

Stock options are in the public interest because they encourage good man-
agement. '
g'I‘hey encourage business executives to work In ways that are most effict-
ent, most productive, most progressive—and thus contribute most to raising
people’s incomes and living standards,
Stock options also help our soclety to put and keep our best managers
in positions that have the greatest impact on the whole economy.

Stock options, in short, foster both the most efficlent use and the most eco-
nomical allocation of one of our scarcest and most precious national resources—
management. And today, more than ever, it is essential that we do wisely and
economically allocate that resource. .

These are the social justifications for stock options and for the tax treatment
accorded them. The restricted stock option is one of several special provisions
of our laws that encourage inventors to invent, entrepreneurs to bulld new
businesses, and professional managers to manage wisely and well. Unless some
better means can be found to achileve these ends, we should be careful not to
impair the means at hand.

78287 0—61—~——38 =
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Senator Gore. As a matter of fairness to other taxpayers, do you
not believe that a corporation official who receives compensation in the
form of restricted stock options, should pay taxes on that income at
the time the option is exercised ?

Mr. Gueert. I most certainly do, for the reasons which I have
expounded this morning,.

enator Gore. And 1t is not true, as the Treasury representatives
have testified, that in many instances fortunes are acquired through the
restricted stock oFtion route on which no taxes of any kind, at any
time, are paid by this recipient.?

Mr. GiLeerT. No, he would pay the capital gains tax.

Senator Gore. Suppose that he does not dispose of the stock, but it

es into his estate. ’Fhen he, the direct beneficiary, at no time durin

is life pays g),n{N taxes on the fortune, however big it.may become

Mr. Gieert. That is correct.

Senator Gore. Yet every hourly worker who gets his pay check at
the end of the week has the heavy hand of the tax collector laid upon
his pay check.

r. GiLeerr. And we who get cash dividends pay our taxes too on
an income basis. ‘

Senator Gore. Do you think this situation lends respect on the part
of our citizenry for the tax laws of the country ?

Mr. Gieeerr. Idonot.

Senator Gore. Thank you, Mr. Chairman.

Mr, Chairman, I would like to ask unanimous consent at this point,
along with the other insertions, to have an article included from the
Vanderbilt Law Review, and also.a letter from Prof. Herman L.
Trautman, of the Vanderbilt Law School. ‘

The CHatrRMAN. Without objection, the insertion will be made.

(The information referred to follows:)
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EXECUTIVE COMPENSATION: THE TAXATION OF
STOCK OPTIONS

JACK D. EDWARDS*

The popularity of the stock option as a method of executive compen-
sation results primarily from its favorable tax consequences. Under
present law, an executive's ordinary income may be converted into
capital gain. These discriminatory provisions provide a fertile field
for tax avoidance.

The first portion of this paper deals with the history of stock option
taxation to date. Much oi the earlier law remains applicable. The
historical perspective shows the wide latitude for avoidance and the
faulty assumptions in which tax treatment has been grounded. The
second part deals with the present tax treatment of stock options,

I. THE DEVELOPMENT OF STOCK OPTION TAXATION
A. Options Before 1950

The history of stock option taxation is the history of a battle be-
tween Congress! and the lower courts,? on one side, against the Treas-
ury, with occasional support from the Supreme Court? Considering
the odds against it, the Treasury has been remarkably successful in
the struggle, but it has not been able to limit the option to reasonable
proportions as an incentive device.

Many different kinds of stock options have been used, but they
usually follow this pattern: corporation C gives executive E an option
for a limited time to buy stock in C. The price will generally be near
the market value, or slightly above it. A gain will accrue to E if the
market value of the stock rises above the option price during the op-
tion period, and he exercises his option at that time. The anticipated
gain, then, is the future rise in the value of the stock.

If E does make a profit, the tax problem appears. How much of the
increment should be taxed? When should it be taxed? Should it be
taxed as ordinary income or as a capital gain?

Taxpayers have argued that options are not compensation, but
merely sound methods of bringing executives into equity ownership.

* LL.B., Harvard Law School.

1. The role of a militant Coggressman is well-played by Representative
Knutson at 98 Cone. Rec, A4060

3. The extent to which some lower courts have taken up the fight is indi-
catteédog }he Tax Court decision in Philip J. LoBue, 22 T.C. 440 (1054). See
no nfra

3. Commissioner v. LoBue, 351 U.S. 243 (1056); Commissioner v. Smith,
324 US. 177 (1043). .

¢
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They have argued further that since stock options are excluded from
the statutory definition of ordinary assets,* they must be given capital
gain treatment. The Treasury has consistently believed that ordinary
income rates should apply to the difference between what the em-
ployee pays for his stock and the fair market value at the time he
receives the stock. This is based on the assumption that the gain rep-
resents compensation to the executive. The regulations have taken
that position except when court decisions have forced a temporary
retreat. These have been the general lines of battle,

The first Treasury statement on the subject in 1923 announced that
the Treasury intended to:tax any option which had a “substantial”
spread at the timea of exercise, and that the amount of ordinary in-
come would be measured by that spread.® This regulation was re-
peated, with minor variation, until 1938. During this period from
1923 to 1938, the cases seem to have gone in all directions, with the
gircuit courts of appeal destroying any semblance of uniformity in
the area. As the Board of Tax Appeals viewed it: “We do not think
i$ is possible to harmonize the cases which have been decided.”® Most
53 the cases appear to have been decided in favor of capital gain treat-
ment for the taxpayers. Preferential treatment was denied where
there was a clear element of compensation. The latter was determined
by the motivation of the employer.? :

Geeseman v. Commissioner?® the earliest important case, was de-
cided in 1938. In 1931 the Continental Can Company gave the tax-
payer an option to buy stock at $30 per share; the market value at
that time was $36. In 1933 he purchased 640 shares when the market
value was about $70 per share. The Commissioner proposed to tax
him on the difference between the market value of $70 and the
purchase price of $30, as ordinary income. The court found little help
in the precedents. It said that to hold for the taxpayer on the ground
that this was solely the purchase of an asset would be unreal-
istic; to hold for the Commissioner because this was a simple
matter of compensation. would be equally unrealistic. ‘Since both
elements are always present courts must look to see which aspect
is dominant. But at this point the court loaded the scales heavily
on the side of capital gain treatment. The option would be character-
ized as compensation only (1) when the parties had a definite under-
standing that the option price would be fixed or controlled by services
rendered, or (2) when it would be absurd and unreasonable to say

" 4, Im. Rsv Conr. or 1954. § 1221, Sectlons of the 1954 Code will hereimfter

be umber,
Conn , 43 B.T.A. 374, 376 (1941)
'I !‘or a collection cues. see Annot 146 AL.R 1391 (IMS)
8. 38 BT.A. 258 (1938). .
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that the option was not compensation. Guided by these principles,
the court had no difficulty in finding for the taxpayer, since he had
made no promise to remain with the company, and consequently
there was no firm agreement as to compensation for future services
to be rendered.

After the Geeseman decision, the Treasury reluctantly retreated.
The regulations under the Revenue Act of 1934° and the Revenue Act
of 1936!° were amended by T.D. 4879.1! This provided that any gain
resulting from exercise or sale of the option would be taxable only
when the option was in the nature of compensation.? It does not
appear that Geeseman and the resulting regulations had much effect
on subsequent court decisions. A later decision of the same court said
that the new regulation was merely the statement of a rule already
settled by the cases.’® If there was any effect at all, it was to render
even more difficult the task of the Treasury in trying to tax options
with elements of compensation.

In 1945, the Supreme Cowrt contributed to the confusion with its
dpinion in Smith v. Commissioner.!* The taxpayer was employed by
Western Cooperage Company, which had taken qver the management
t¢ the Hawley Pulp and Paper Company under a reorganization plan.
When Hawley's indebtedness was reduced by a certain amount, West-
ern was to receive Hawley stock in payment for services. Prior to
the receipt of any stock, Western gave the taxpayer an option to
purchase Hawley stock if and when it was received. There was a
finding of fact that the option had no value at the time of grant, be.
cause the market value of the stock did not exceed the option price,
Since there was no value to the option when given, and since the ar-
rangement was clearly intended to be compensation, the Supreme
Court affirmed the Tax Court in holding that the intended compen-
sation must have been the spread at the time of éxercise. The result
seems correct, but the logic is hardly satisfying. If an option will
probably be financially advantageous in the future, doesn't it have
present value even though it cannot be converted into cash at the
present time? A future interest in land, to use a slmple example,
clearly has present value. :

'9, 48 Stat. 680 (1934). ,

10. 49 Stat. 1648 (19386).

11. “[A taxpayer exercising an o uon shall include in glou income]) tho
difference between the amount paid for the Rroperty and amount of its
fair market value to the extent that such difference ls in the nuture of (1)
compegutio;l 5;01' services mdered or to be rendered . " T.D. 4879, 1939-1
Cum. BuLw. ‘

12. The courts comldered mnny factors in determinln whether tho inten-

tl ri jet
T e e S S 1 Ty ot
Commissioner, N L.
u a&'""s.‘"w (1048). ' e
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Encouraged by the Smith case, the Treasury returned to a stricter
policy in dealing with options, T.D. 550715 reverted to the position of
the earlier regulations in providing that all options would be con-
sidered compensation and would be taxed on the spread at the time
of exercise, It went further than the early regulations in eliminating
the “substantial” spread requirement. T.D. 5507 applied only to op-
tions granted after Feb. 26, 1945, the date of the Smith decision. L.T.
3795'¢ was released at the same time, providing that options granted
prior to that time would not be taxed as compensation unless (1)
there was a Substantial spread at the time of grant, or (2) compen-
sation was found under the old formula.

The new regulation and ruling were not very significant in théir
effect on the case law. The second part of I.T. 3795 was intended to
cover options granted prior to Smith. In Otto C. Schultz}!? the court
carefully described the two possible bases of llability under 1T, 3795,

‘but didn’t have to worry about the ruling because it found comnpen-
.sation under the old regulations. In Abraham Rosenberg,!® the court
idid not mention the first basis of taxability (i.e., a substantial spread
at the time of grant), though it would not have affected the result in
fhat case. But in Commissiaper v. Straus,!® the court ignored LT. 3795
tompletely, finding no deficiency. Since the option price in that case
was $6 per share and the fair market value at the time of grant was

75 per share, an application of I.T. 3795 would certainly have
reversed the result.

While those who were litigating past cases went along as usual
those who were planning for the future were faced with T.D. 5507,
taxing all options as ordinary income upon their exercise. Most
people felt the regulation was not valid and would not be upheld. It
was often ignored. One taxpayer added insult by using the regulation
a3 a major premise in his argument.® Regardless of what else it ac-
complished, this attack by the Treasury must have had a considerable
in terrorem effect.3! Since there still was doubt as to what the state of

18. 1946-1 Cum. BuwL. 18.
16. 1046-1 CumMm. BuLL. 18,
g. l'l'l‘C 695 81951).
19 208 .2:!3 (W\ Cir. 1953).

20.. Co mmissioner v. Stone's Estate, 210 F.2d 33 (3rd Clr l The hx-

g;y & . warrants from his employer,
Each warrant permitted the purchase of area c

ugnuted that he. received 'fhe compensatlon n

& tax on that -amount. market price o below thq
opt!on prlce when the warrants were purchased. ter e %
er sold 89 of the warrants for 382 680. He u' thtt T
5507 req m of ordinary income when pro

lince he had reporud% 0&‘ when the warranta were tran

of th be & ﬂﬂ“"‘
°tgo cries of M l“nyed by Rep Knutsoﬁ to llow logia-

tora.oaOouc.mc A
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the law was, the taxpayers moved to Congress for support.

B. Options Since 1950‘

Stock options branched into two families in 1950. Pressure on Con-
gress for more favorable treatment resulted in an amendment to the
Internal Revenue Code of 1939, section 130A,3 which is carried for-
ward, with some modifications, in the present law.3® Options qualify-
ing under this provision were labeled restricted stock options. Other
options are often referred to as non-restricted stock options.

1. Restricted Stock Optiom Under Section 421 .—The basic pur-
pose of section 421 is to provide capital gain treatment (i.e, pref-
erential rates and a tax only at the time of disposition of the stock)
for options which are considered to be incentive devices. To insure
the fact that the option is truly “incentive,” and to prevent abuse,
several restrictions must be placed on it. They may be summarized
as follows:

.(a) The option price must be at least 85% of the fair market value
ati the time of grant?” Under a variable pricing provision, the option
will qualify-if (1) the purchase price varies only with the value of
the stock, and (2) the option price is at least 85% of the fair market
value when the option is granted.»®

(b) The option must be non-transferable, except on death.?

(c) The recipient cannot hold more than 10% of the voting stock
in the corporation when the option is granted.® This requirement is
waived if the option price is 110% of the fair market value at grant,
and the option is exercisable for only 5 years, or was exercised by
Aug. 16, 1958. .

(d) The option must not be exereisable more than 10 years from
the time it is granted

(e) The recipient must be an employee when the option is granted;

23 ;n‘tnnev Code of 1939, § 130A, added by 64 Stat. 942 (1950)

24 This seems an unfortunate name since many “non-restricted” 6ptions
are severely restricted. To prevent confusion, this paper refers to all optlons
which do not qualify under § 421 as “non-statutory” options. - -

‘38. This is a cursory glance at u’zt. which, of course, is extremely go
tant; it hunbecn amply commented upon ln various writings. - Bu ick.
supra note

3 !‘or aimpllelty all numbers in this section are from the INT. Rav. Cou or
or ah excellent tregtment of the minor change: mado in 1954. ‘

ze. fnﬁﬁ%lm?d?. A T
. m“’“’fcx | L
an Hli(d) (1) (D)'.




STOCK OPTIONS 37

and it must be exercised while he is an employee or within three
months thereafter.s

If an option qualifies as a restricted stock option, it will be treated
as a capital asset, and given preferential treatment, subject to the
following conditions:

(a) No disposition of the shares may be made within two years of
the grant of the options or six months of exercise.®

(b) If the option price is between 85% and 95% of the fair market
value at the time the option is granted, there will be ordinary income
to the extent of the option price subtracted from the lesser of (1) the
fair market value of the ghares when the aption was granted, or (2)
the fair market value of the shares upon their disposition,3

These are the basic provisions of section 421. It is quite detailed,
covering modifications of the option, exercise by an estate,® and
effects of options received pursuant to certain corporate transactions.
The regulations under section 421 are long and cover the possible
problems B vverrfiner detail. This paper will not deal with the
various considerations involved in setting up such a plan.

There have been no court decisions dealing with section 421 thus
far. It may be expected that they will not arise frequently; since
the success of a 421 plan is assured, a person'in a high tax bracket is
not encouraged to leave the friendly confines of capital gain treat-
ment_jn . order to test the fringe areas of section 421, If he wants to
gamble, a non-statutory option with no pretence of gualifying under
section 421 is a more likely windfall.%

2. Non-Statutory Options.—The cases since 1950 have involved
‘options exercised prior to 1950. Various factors determined their
outcome; and the cases might be grouped as follows: v

(a) Some options were taxed on the sprea& which existed at the

32. § 421(a).

33. § 421(a). » ,

- 84, § 421(b). - - ‘ “ :

35. § 1014(d) provided that the basis of a restricted stock option would

‘not be stepped up at the death of the holder if he had not exercised the option
by that time. This made it desirable to exercise the option before death. This
provision ;)zm recently been deleted, so there is a step-up .regardless of
exercise. 72 Stat. 4° (1938). There is a continuing drive to liberalize tax
treatment upon the employee’s death.’ Under a proposed amendment to § 421,
‘;MY ordinary income arising from_the exercise of an.option by an employee
will not be due until the death of his spouse, assuming she receives the stock.
The proposed change has been passed by the House of Representatives. H.R.
@777, 86th Cong., 1st Sess., 103 Cono. Rec. 15541-42 (daily ed. Aug. 28, 1959).

36. This is indicated by the names of recent articles:: . The Non-Restricted
Employee Stock Option—An Executive’s Delight, 11 Tax L. Rev. 179 (1036);
The Valuation of Option Stock Subject to Repurchase Options and Restraints
??”S;)u: A New Tax Bonmanzs in Lrecutive Compensation, 63 YALR L. 832
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time the option was granted. In McNamara v. Commissioner,% the
Court of Appeals for the 7th Circuit taxed the spread at time of grant
instead of the spread at time of exercise, basing its decision on the
intention of the parties. The stock had an ascertainable spread of $3
at grant and about four times as much at exercise. The court seemed
confused about the economics of the situation.

But it seems equally clear to us that if we say, from this evidence, that
it was the intention of the parties that the grant of the option was to
constitute compensation, we must also say that the parties intended it as
additional compensation for petitioner’s services for the year in which the
option was granted.>®

Just because the option was intended to be compensation in the year
it was granted does not mean that the spread at that time determines
the amount of gain. It seemg clear that there might be value received,
and hence compensation, even where there was no spread whatsoever
at the time of grant. There:was no reason to limit the gain in this
Qase to the spread when the option was granted.

% The taxpayer also prevailed in Commissioner v. Stone’s Estate”
He purchased warrants from his employer corporation. Each warrant
was an option to buy 100 shares of stock. He paid tax on the warrants
when he received them, estimating the gain at $5,000. He later sold
the warrants for $82,680, and claimed a capital gain. The court upheld
his claim and here again the decision seems unwise. The Commis-
sioner has much the better of the argument in pointing out that
the transaction between the corporation and the taxpayer was not
in the nature of a sale, and that ordinary income should not be con-
verted into capital gain through this sham.

(b) Some cases held no income at either grant or exercise on the
basis of the old compensatory-proprietary approach. While it has
been suggested that proprietary options were gaining increasing
favor with the courts during this period,® this would seem hard to
support. No clear judicial attitude is discernible. The option in
Robert A. Bowen*! had a spread of $33 per share at the time of grant,
and yet was held proprietary. This result is difficult to understand,
in view of the large element of immediate gain. Abraham Rosen-
berg,® on the other hand, was a strong case for the proprietary argu-
ment. The employer corporation was closely held, and the only way
for the taxpayer to assure himself of an equ!ty interest was by way of

"~ 87. 310 F.2d 503 ('lthCir ww, < : i -
- 38, Id, at 508.

A 310!‘3(!33 S‘Srd clr 1054)
:"40 Lents, Owners|

A :
Ulaulmf oulb.‘rm‘pmfbl 9 (19 ¢;om Warrmm me Stoek
T.C.M. 668 (1934).
T.C. 8 (1983).
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an option. Furthermore, the stock had a fair market value of about
$3.00 or $3.25 when the option was given at $5.40. Several other cases
lie somewhere between Bowen and Rosenberg, with regard to the
element of compensation contained in the bonus.®

(c) Many cases found ordinary income at the time of exercise be-
cause the options were compensatory. In Charles E. Sorenson,* Willys
Motor Co. gave the taxpayer very lucrative options to lure him into
its management. The options were an important part of his demands
in the pre-employment negotiations. These facts tended to show com-
pensation. An additional factor which hurt the taxpayer’s case was
his desire to sell the options, rather than exercise them, and a failure
to show that he had ever intended to buy and retain an equity interest
in the firm. Once the court decided that the intention was compensa-
tory, it followed the reasoning of Commissioner v. Smith: compen-
sation was intended, but restrictions on the option prevented its hav-
,ing an ascertainable market value at the time it was granted, so the
spread at exercise must have been the intended compensation.

{ In Joseph Kane the option was given to the wife of the taxpayer

when he started working for his new employer. The court had little

Q&iﬂlculty in treating the option as one belonging to the husband.

Though the option pricé was above fair market value at grant, the
ce rose sharply so that considerable gain resulted upon exercise ot
eoption

‘The option in Dean Babbitt" was subject to restrictions which
prevented valuation at the time of grant. The court found the inten-
gn compensatory, and. measured the gain by the spread at exercise.

e case also illustratgs the computation problem involved in bloc
ulu. Since there wa; very little trading in the stock, a large bloc
thrown on the market would have: depressed prices. Consequently,
the market value of the bloc was not determined by the quoted
market price but rather the estimated price of the entire bloc had been
of(ered

., Pther cases during this period took the same approach and found
grdlnary income at exercise of the option#? .

(d) ‘Some cases refused to tax the option at exercise because re-
strictions prevented valuation. The leading case here is Harold H.
Kuchman$® At the time of ‘both grant and ‘exetcise in this’  case,

Cang\o?d v, Straus, 308 F.2d 325 gth Cir. 1953); d B. Bndner.
M. 24 856 (6th Cir 1953); Jamgs

43,
i T.C mz d per cxriam,
eton, 12 T ) {D&" ™
T.C. mz (1953). A _
A ”31& 651 (1983); Otto C. Schults, 17 wc. m (xm
“ 48, 18 T.C. 154 (1053). " )
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there was a complicated reorganization taking place. The terms of
the option prohibited resale by the taxpayer for a year and gave
the vendors the first right of repurchase. The latter right ran for
two years. The Tax Court found that the fair market value of the
stock at the time of exercise could not be ascertained and conse-
quently it found there was no tax due at that time. It did not con-
sider if and when a tax might be due. The difficulties in this holding
will be discussed later.

In Phil Kalech,*® the court did sustain a tax at exercise, but used
book value rather than market value to compute gain, because of
restrictions on the option.

" (e) In a final group of cases, the question was whether the tax-
payer had received ordinary income at the time when restrictions
on the stock lapsed. In these cases, no tax had been assessed at the
time of exercise, presumably on the ground that no valuation was
" possible because of the restrictions. The courts rejected the Com.
missionera position that the lppse of restrictions might be a taxable

event :

In Robert Lehman the taxpayer was a partner in Lehman Bros,
The partnership received options for certain services rendered, and
exercised them on Feb. 1, 1843. There were certain restrictions, not
described in the option, attached to the stock. The restrictions lapsed
at the end of that year. The partnership did not include as income
the gain resulting from exercise of -the option. The Commissioner
asserted a deficiency against the taxpayer for his share of the profits, '
claiming ordinary income was received when the restrictions lapsed.
The court held for the taxpayer, saying:

Termination of the restrictions was not a taxable event such as the re-
ceipt of compensation for services or the disposition of property. Values
fluctuate from time to time and the value on a later date might be out
of all proportion to the compensation involved in the original acquisition
of the shares. The gain was properly reported as a long term capital gain
from the subsequent sale of the shares.s!

In this case. stock restrictions lasting only 11 months turned ordinary
income into capital gain. It would take a greedy taxpayer to complain
about that sort of bargain. :
. The Kuchman and Lehman cases combine to form a possible road,
albeit a winding road, to avoidance of all tax at ordinary income
‘rates. Kuchman said no tax was due at exercise if restrictions pre-
vented valuation. Lehman held there was no tax liability upon lapse
of restrictions. The apparent result of the transaction is no tax until

SRR EE
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sale of the stock and a capital gain at that time. If the short-term
restrictions which worked the magic in Lehman are found to be
sufficient in the future, the arrangement is not at all burdensome to
the taxpayer.3

Another case dealing with the Kuchman problem has recently spent
several years in the courts. Household Finance Corporation offered
a stock option plan to the taxpayer. The Tax Court held it was com-
pensatory.®® In doing so, it rejected two claims that valuation was
impossible: (1) The taxpayer argued he had promised not to sell the
stock as long as he was employed by the corporation, but the court
found there was no binding agreement, and consequently no diminu-
tion in value. (2) It was argued that there was possible liability under
section 16(b) of the Securities Exchange Act of 19343 If the tax-
payer might later be forced to disgorge his entire profit pursuant to
- that statute, it would not be fair to tax this profit when it is only
!temporarlly realized. The Tax Court decided that no profits were
‘vulnerable under that statute. Consequently, the deficiency asserted
was upheld. Upon petition for review, the Court of Appeals for the
Seventh Circuit reversed® It said a binding agreement not to sell
Q;d exist, and lability under section 16 (b) of the Securities Exchange
Act of 1934 was likely if the stock had been sold within six months.%
This prevented valuation and no tax could be levied.

The MacDonald case then started its second round in the Tax
Court.3? On motion for additional hearing, counsel for the Commis-
sioner offered some possible bases upon which economic gain could
be measured, though he stated that there was no intention to limit
the government'’s proof at retrial. He suggested: (1) The corporation
gave the taxpayer a fifteen year interest-free loan to the extent of
the purchase price of the stotk, plus any tax due on the purchase.
The economic gain involved in this preferential treatment was tax-
able compensation 8 (2) The taxpayer supplied enough money to buy

uge the restrictions ml ht be burdensome tor non-ux moons.
Harold MacDonald, 33 T.C. 227 (1954).

54. 48 Stat. 896 (1934) ISU .C. § 18(p) (1952).

55. 210 F.2d 305 (7th Cir. 19564).

86. At the (present time. it is clear that option profits are not within the
reach of § 16(b) of the Securities Exchange Act of 1934, provided the options
ml%?g;u(-msferablo and meet certain proeedural sategwds. 17C R. !

67. 16 T.C.M. 208, (1956)

.“Transeript of Record . 8, re roduced in 48pemih¢ A of Brie! tor the
tloner. p. 25, Commiss onex' v. MacDonald, 658 (7th Cir. 1951 :

A similar arcument was mad»e on appeal. Brief for the Petitioner; p. ‘1
oner v. MacDonald, & e taxpayer argued that this type of
uln wu too speculative, nnd e interest-free aspect of the note wu not:g
mrtdcould be sold, 10 no ascertainable  value was present. .
ag? Jroduced in Appendix A of Brief for the: anlomr.
p. onor v. supra. The argument of the is
. On petition for miew. Brief for Respondents, . p. 37, Com-
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5,541 shares at market price. The other 4,459 shares represented gain
realized because of the spread between purchase price and market
price. Dividend yield was about $2 per share. Capitalizing this ex-
pected return would give a value in excess of $150,000. This is taxable
gain®

Judge Rice in the Tax Court was clearly unhappy with both the
Seventh Circuit holding,® and the attempts to find different methods
of valuation®? He denied' a new hearing.$?

On petition for review, the Court of Appeals for the Seventh
Circuit again reversed.®® It said the previous decision which it had
rendered gave the Commissioner a chance to use other methods of
valuation. Consequently, the Tax Court was required to hear the
possible methods. A third Tax Court decision has not been given.

The MacDonald litigation may reinforce conflicting positions. It
buttresses the Kuchman-Lehman avoidance plan insofar as it holds
that the option restrictions prevent ordinary income at exercise. On
the other hand, it indicates that the courts are worried about possible
tax-avoidance. It also emphasizes that the Commissioner is not con-
ceding the battle. As the executive plans his future forms of income,

R he may not be encouraged by the taxpayer’s success in MacDonald.

3. Philip J. LoBue.—* This case has been the most important judi-

missioner v. MacDonald, supra, the taxpayer emphasized Rev. Rul. 55-713,
1035-2 Cum. ButrL. 23. This states that where an employer provides an inter-
est-free loan for premiums on an emplogee’s life insurance policy, no taxable
income is received by the employee. But the Treasury is careful to limit
revenue rulings to similar facts, and an extension of the ruling to this situa-
tion could not be justified. Furthermore, the issue in the ruling concerns
whether or not there was any gain. But here the two courts have agreed that
there was an economic gain in the transaction; the problem is one of valua-
ticlm. uand whether or not the interest-free loan is relevant to that deter-
mination.

§9. Transcript of Record, pp. 7-8, reproduced in Appendix A of Brief for
the Petitioner, p. 26, Commissioner v. MacDonald, supra note 58. On appeal,
the Commissioner either put the argument in extremely general terms, or
abandoned it. Brief for the Petitioner, pp. 17-18, Commissioner v. MacDonald,
supra note 88. This method of measuring gain does not seem acceptable. The
argument is, in effect, that 5,541 shares represent basis, and 4,459 shares
represent gain. The gain is then capitalized on the basis of expected earnings.
Were the restrictions taken into consideration when the rate of capitalization
was determined? If not, then it seems the Commissioner has changed the
method, but retained the basic flaw. If the restrictions were taken into'ac-
count in some manner, the capitalization rate of about 16,8 (a return of
less than 6%) seems much too high. - L

60. He commented at the hearing:i “It does seem to me thou*h' that the

7th Circuit has opened up a pret loop-hole in the law here, nscript
of Record, p.. 9, ne? V. %acﬁonaﬁl. supra note 58, P

ommisslo:
61, “We are unable to find that there is any method of computation, other
than the one used in our original o&iﬂion. which is proper or meritorious and
a

the mrondcnt's motion for an tional hearing in this cause is here
de&h%. mdt.uacnonald. 16 T.C.M. 208, 209 (1956). ¢ ls b

63. 348 F.2d 882 (7th Cir. 1957). e
“" thdm (‘m)- 3 ‘- i . .
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cial pronouncement in the stock option area. It began as a typical
proprietary-compensatory controversy. The Michigan Chemical Cor-
poration gave the taxpayer options in 1945, 1946, and 1947. The options
were not restricted. The options were exercised in 1945 and 1846 for
the grants given in those years, and the Commissioner asserted a
deficiency. The only witness at the hearing before the Tax Court
was a Colonel Davis, who had been the chief executive officer of the
corporation during the years in question, and had drawn-up the
option plan. He indicated on direct examination that the plan was
purely. an incentive measure$® On cross-examination, however, a
portion of a letter of Colonel Davis to the taxpayer was placed in
the record, and it sounded very much like a salary bonus plan.® The
Tax Court rejected the validity of T.D. 5507. It then held that the
option was an incentive device and denied the deficiency. On petition
for review, the Court of Appeals for the Third Circuit affirmed.

The long-standing controversy was then placed before the Supreme
Court$? The result was a victory for the Commissioner’s patience and
persistence.® Mr, Justice Black, for the majority said:

But there is not a word in Sec. 22(2) [of the Int. Rev. Code of 1939]
which indicates that its broad coverage should be narrowed because of
an employer's intention to enlist more efficient service from his employees
by making them part proprietors of his business. In dur view there is no
statutory basis for the test established by the court below. When assets
are transferred by an employer to an employee to secure better services
they are plainly compensation. It makes no difference that the compen-

83. “Q: In these discussions with the directors and with the officers of the
company, prior to the passin o! the resolutions of March 21, y
there any characterization of 'plan in your recollection as being intended
as compensation to the e Rlo ees?

“A: Not the slig htest. ranscript of Record, p. 129, Commissioner v.
LoBue, 351 U.S. 243 (19 ‘ :

66. One paragraph read ‘“The Committee’s selection of the names of our

em loyees to rece ve the right to purchase stock and the number of shares
assigned to each selectee ;- determined by the Committee after a careful
appraisal of the individual’. contributions to the company in the way of
job performances during the past year. In other words, the extent of your
ﬁ'ﬁl cipation in the plan is based on how well ou handled your job during

e year. Outstand ngeservice to the compa n¥ iven added gnition in:
determining the number of shares assigned. In this connection 1 would like,
to point out to you it is but natural to expect a more rigid compnratlve

appraissl of your efforts in the future.” Transcript of Record, pp. 135-136,’
&mmiuloner v. LoBue, supra note 65. And one of the letters in exhibit con-~
tained this sentence: “This allotment of stock was made by the committee
and is in recomiuon of your contribution and efforts in making the operation
of the company s ul.” Id. at 19. Yet ih the-Tax Court o&i‘non. J e
Rice said: “Here it definitely md clurlx‘appelrs that the
options to petitioner in 19«,, was not intend diﬁonal
eoxaa;,ponuu on for his services.” 32 T.C. 440,

‘ 351 U.S. 248 (1958).

08. ¢ in the now fnmou: LoBue decisioh can- mll be ehancterlzed
as s lltuation \ere the 'rteuury lost every battle but won the vg:

The Stock Option Picture mLoBuc, Suprcmc Court’a Vtcw ™m Up h,
New Regs., 8 J. TaxaTiON 17 (1857).
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sation is paid in stock rather than in money.%9

This quite clearly closed the case against the proprietary theory.
Until that point, the Supreme Court had responded well. But then
Mr. Justice Black discussed the time when the gain should be
measured, and the result was less satisfactory. In this case, the gain
was measured at exercise because at the time of grant there were
certain restrictions on the option preventing valuation.® But Mr.
Justice Black said:

It is of course possible for the recipient of a stock option to realize an
immediate taxable gain. See Commissioner v. Smith, 324 U.S. 177, 181-82,
The option might have a readily ascertainable market value and the
recipient might be free to sell his option.

Here the court gave a boost to the McNamara approach™ for convert-
ing ordinary income to capital gain. If a corporation is careful to
make the option transferable, and to eliminate all other restrictions
80 a8 to give the option an ascertainable market value, only the spread
at the time when the option is granted will be taxed. Thus the
amount of ordinary income can be completely controlled, and all
appreciation from that point until exercise will be capital gain.®
Once again, as in the Smith case, the Supreme Court lost a good op-
portunity to eliminate much of the difficulty in this area.™

69. 351 U.S. 243, 247 (1956).

70. Mr, Justice Black said that the stock was not transferable, and the
right to buy was con éent on his remaining an employee until exercise of
the options, 351 U.S. 243, 249 (1956). The second restriction is not clear on
the record. Transcript of Record, pp. 18-22, Commissioner v. LoBue, supra

note 63.

'n 351 U.S. 243, 249 (1956) (dictum).

72. See text accompanying note 37 supra.

73. It is interesting to note that this is almost the reverse of the Kuchman.
Lehman device (see text accompanying notes 48-52 supra). Under that plan,
the taxpayer attempts to place such restrictions on the option and the resulting
allocation of stock that valuation becomes impossible. If both of these meth-

ain the approval of the courts, the tax law will be doubly beneficent—it
not on will give ca tal ain treatment to most or all of the gain, but will

givea olceo plans e needs of the corporation.
The oth er queo on in the case concerned the determination .of the
¥ear of exercis yer gave notes to the corporation in 1845 and
id them ln 19 % and recelved the stock at that time. The

Cou;'t st& that he received the “economic benefit” from the options when
¢ notes were given, so that was held to be the time of exercise.

1317 (1937).. The court relled on James S. Ogsbury, 28 T.C. 93 (1887). n

e IO Son S0k, I 4, b et o i,

option. The the op o delay en e y,

p?ovlded he remaln cmp oyecre by the- corporation ered

payment and rege The Tax Court held that 1945 was the year
of exercise, shoul provide the measure for taxation. In the Smith
cm. the 0 tlon wu given Cooperage Company for shares in

Paper Co. wh c W tern was managing under a reorgani-

'Pbo ux&yu pald for the shares in 1938 and received them in
1032 % urt held thqt 1039 wag-the year of exercise..:It stated
eaﬁm did not have an uneondmoml right to the Hawley stock,

not have an uncbnql onnl right to the fruits of the option.
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The limits of the LoBue holding have not yet been tested. In
- James S. Ogsbury,”™ which was pending when LoBue was handed
down, the taxpayer abandoned his argument that no compensation
was involved. As to the dictum in LoBue concerning taxation at the
time the option is granted, it has not been at issue in any case since
that decision.

II. Stock OpPTION TAXATION FOR THE FUTURE

A. The Difficulties with Present Treatment

Certain forms of income are treated as capital gains and are given
a highly preferential rate. Several reasons have been advanced to
justify this preferential treatment. Each reason is highly contro-
versial. The following section will assume the validity of the major
reasons and will consider their application to stock options.

It has been suggested that capital transactions are given preferen-
tial treatment because frequently there is no gain or loss in terms
of real income, in spite of a sale price which differs from the cost
basie. This is the case where a change in interest rates or price levels
has occurred.” This reason for preferential treatment does not apply
to stock options, since the outlay for the investment is not due until
the stock is actually received, In those few cases where the receipt
of the stock is delayed, the amount of time elapsed will not be a sig-
nificant factor. '

A second suggested reason stems from the fact that capital gains
are rcalized only when the taxpayer elects to realize them. He may
decline to realize a gain because his relative position would not be
improved after the realization of the gain and the payment of a tax
on that gain. Thus the tax on these gains must be favorable or it
will tend to freeze realization.™ This problem is not present in the
stock option situation. No investment is made until the option is
exercised, so there is no “locked-in” effect. If the stock is later resold
by the optionee for a price exceeding the value at the time when
the option was exercised, then this justification for preferential treat-
ment may become relevant as to the difference. between value at
~ that szetxl;:v :tgog‘ge&gac'::eug ?hg:bur;.abg: Io’l'stteitg s:“att’:'tua‘l'le; xi:aid out

cash at the earlier time, and his. vestmen was complete regardless of when
he received the stock. In LoBue an Ogtbu?c .onthe other hand, there was

only a promise to pay Since enforcement of the promise depends on action
by the cq?ontion againut the executive, the ﬂrmness ot obligation h

”g"’w"e} T  Ciobn). | o

ELTZER, THE NATURE AND TAX 'l‘nummr or CAPITAL Gma AND Louu.
03 ?g’ml)

n Walter W. Heller, Hearings Before The beommitte
Tax Pol%w.roim C’ommit:ueron tr?c '}:‘gonofr{?cr cporguuth Cou: i’.'%

18257 0—61——4
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time of exercise and value at time of resale. It is not relevant, how-
ever, to the gain arising from exercise of the option.

A third reason for preferential treatment, closely related to the
reason just presented, is that a sensitive area of incentive is involved,
and the financial world demands a tax law which does not throw road-
blocks in the way of investors.™ Preferential treatment encourages
the investment of money in new and expanding industries, according
to the argument. Here again, stock options simply do not fit the
rationale. Options are a method of executive compensation, and in-
centive is built into the option device regardless of tax aspects, When
the value of the stock rises above the option price, it becomes profit-
able to exercise the option in nearly every case. Tax incentive will
do little to encourage exercise of options, nor will disincentive have
much effect in discouraging. exercise.™

A fourth reason advanced for preferential handling of capital gains
is that the gain accrues over several years, but is realized in one
year, and the bunching effeqt increases the tax lability.® This is
certainly a problem, but with {egard to stock options two factors tend
wtlgate this apparent inefjuity. First, the taxpayer has complete

trol over realization of the gain, and can exercise his options in
§ Way that will prevent too much bunching. Second, options may be
given for several years, so that the gains will tend to average out
over the years. '

If these are the reasons for preferential treatment in capital transac-
~ tions3 that treatment is not justified when applied to stock options.

78. Testimony of J. Keith Butters, Hearings, supra note 77 at 316-17.
79. The case for preferential treatment in order to promote incentive is
stronfest where the ogoal is not executive compensation, but the sale of stock
a large number of stockholders for the purpose of equity financing. For
ample, it has been asserted that this form of financing s essential to large,
rapidly- ding corporations, and that a spread at the time the option
is' granted is necessary to insure the success of the offering. Hearings Before
the House Ways and Means Committee, 83rd Cong., 1st Sess, pt. 1, topic 15,
at 409 (1033). It was argued that the lack of preferential treatment would
nl{ulumper the sale of the issue. This presents the strongest case for
advocates of capital gain treatment. Whether or not this form of equity
fingncing is as necessary as the argument suggests is a difficult economic
question. A recent study of private investment capacity would seem to cut
against the argument. See eneralls BurTERS, THOMPSON & BOLLINGER, INVEST-
sy INDIVIDUALS (1953). And Dr. Butlers has pointed to the drive b
the {hcome-minded and security-minded for less risky investments—whic
would describe American Telephone & Telegraph, the corporation in the above
situation, Hearings, supra note 77, at 316. In any event, the option for equity
financing would seem fairly rare, when compared to compensation options,
ggﬂw incentive’ advantage involved in preferential treatment for the
er would be far outweighed by ’the disadvantages when applied to the

latter. ,
" 80. Testimony of Walter W. Heller, Hearings, supra note 77 at $18-10. But
see the testimony of Stanley 8. Surrey, Heari% s, s’t’c?ra note T7, at 320, argu-
mhhu whether

hgtlutthélmlainj lem is largely irre ih dete
Of not @ preferential rate is rgely evan y o,
81. For the view that preferential treatment is based on no ‘ecomonic

)
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These general economic considerations may be stated more specifi-
cally in terms of horizontal equity. The failure to include option
profits in ordinary income is discrimination in favor of the managing
class. The income tax is intended to be a “neutral” tax in the sense
that all people with the same amount of income shall have an equal
tax liability. This principle is violated when a segment of the tax.
paying public can claim preferential treatment for part of its earn-
ings.$® The argument is made that stock option gains are really dif-
ferent from the usual salary gain. But a tax on the spread at the
time of exercise is levied only on gain actually received in the form
of stock value, and not potential gain; the tax is on the equivalent of
dollars received. The taxpayer has no funds invested until the time
of exercise. From the tax standpoint, any difference between value
received under an option and value received under a straight salary
would not seem significant. Under present law, an executive may
receive a large tax benefit by shifting the form of his compensation.

The present law particularly favors managers of largc corporations.
Besides discrimination on behalf of the manager class, preferential
treatment for stock options results in discrimination within the class.
It is much easier for executives of a large corporation to take advan-
tage of capital gains treatment. Small corporations may havé a dif-
ficult time showing the fair market value of their stock. This de- -
termination is essential under section 42188 There is always the’
danger that the Commissioner may come in and dispute the value,
which upsets the plan long after it has been relied upon by the
corporation and taxpayer. This discourages the use of section 421 by
small corporations.

Determination of fair market value is likewise essential under the
McNamara approach. Where the option had an ascertainable market
value at the time of grant, the option was taxed at that time, but the
difference between value at grant and value at exercise qualified as
capital gain. This may be desirable for the executive under some
circumstances. Here, too, the small corporation is at a comparative
disadvantage. ‘ ‘

The executives of small corporations are also in a less favorable
position because restricted options under section 421 are limited to
individuals who own not more than 10% of the voting power of the
corporation® Where the corporation is small, the same subparagraph

rationale whatsoever, but is merely an uneasy compromise between oppod#
phlloopphiea. see the testimony Carl S, oup, Hearings, supra note 77,

at 319.
82. See Paul, Erosion of the Tax Base and Rate Structure, 11 Tax L. Rsv,
203, 213-18 (1550)&;1'&0 "u?:g, is an excelleqt_ discussion of how 'oqulty is

B G
. lm d;w'(C).
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contains an exception to this rule which may become operative; this
provides that where the option price is at least 110% of the fair
market value when the option is granted, and the option is either
limited to five years or actually exercised in one year, capital gain
treatment will be given. This may aid the small corporation executive
in some cases, but it is not so desirable as the usual section 421
situation.

Finally, the attractiveness of capital gain treatment has encouraged
the use of faulty assumptions to justify preferential treatment.®s

(a) One assumption was apparently put to rest in LoBue—that
stock options are “proprietary” or “compensatory” and only the latter
should be taxed. Prior to LoBue, the courts did not say that options
are all one or the other,® but they did base their decisions on the
relative weights of these two “characteristics.” Tax treatment should
follow from the nature of the taxpayer’s receipts and not be based on
the motives of his employer.8? Whether his employer hates him or
likes him is not important; a fortiori it is not important whether he
likes him retrospectively (compensation) or prospectively (proprie-
tary interest).

(b) A premise which is equally false is the view that the only
compensation in the exercise of an option may be the spread at the
time of grant. This was the basis for the decision in McNamara v.
Commissioner.®® It was given a further boost by the dictum in Com-
missioner v. LoBue® If the LoBue case did away with the compen-
satory-proprietary distinction, as it apparently did, then the important
consideration is how much is received by the taxpayer. It seems ap-
parent that an unrestricted option for any term must be worth some-
thing more than the spread when it is granted—indeed, the possibility
of appreciation is the principal reason for using the stock option
device. It does not make sense to fix the value without regard to
that factor. '

(c) Some courts assume that appreciation between grant and exer-
cise merely indicates a shrewd purchase. Others have accepted the
contention that the appreciation reflects an increase in the executive's

85. For a cogent statement of what we know and what we don’t know about
the use of stock options, see Erwin N. Griswold, “The Mysterious Stock Op-
tion,” 2 Tax Revision Compendium 1327. These materials were submitted
before the House Committee on Ways and Means, 86th Cong., 1st Sess., 1959,
on November 16, 1959.

86. Geeseman v. Commissioner, 38 B.T.A. 258, 263 (1938).

87. This distinction has not been carefully recognized in m of the cases
already discussed. Confusion can also be seen in much of the testimony
before Congress where the problem is frequently analyzed from the point of
view of the corgg?uon, instead of the yer. ‘ . .

88. 210 F.2d (7th Cir. 1954); see ussion in text accompanying note

”
89,7351 U.5. 243, 247 (1956). ’.
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output resulting from the incentive created by the option. These views
seem naive in light of the inside information, and sometimes inside
control, which executives have.® There may be contracts to buy or
sell which are not publicly known. There may be trends in the
market or the industry which are discernible only to those with
access to company records. There may be lucrative stock splits®
To treat a company executive as if he were in the same position as
anyone else buying stock of that company is not realistic. ‘

B. Suggested Changes in Option Taxation

It appears that the present taxation of the stock option is neither
equitable nor necessary in terms of economic incentive. The fol-
lowing section deals with some possible solutions to the problem.

1. Statutory Change.—The most desirable solution of the problem
is a statutory revision which would end all preferential treatment
for stock options. This would involve the elimination of section 421.
In view of the present uncertainty it should be specifically stated
that ordinary rates will apply to the gain realized through the exer-
cise of an option. As an alternative, the tax might be levied on the
value of the option itself, regardless of whether or not it is exercised,
but this would have two major drawbacks. First, the fair market
value of an option is frequently impossible to determine. Second, the
tax might be due before any gain could be realized; furthermore, the
amount of the tax would be quite independent of the taxpayer’s
actual gain on the total transaction. Gain is best measured by, the
spread at the time when the option 'is exercised.

A complete end to preferential treatment for option profits is de-
sirable. Economic considerations do not require preferential treat-
ment. Giving them such treatment does violence to principles of
equity, and is an unnecessary drain on treasury receipts.

2. Judicial Handling.—~Until a statutory change occurs, it is up to
the courts to maintain the greatest possible equity within the frame-
work of the statute. Commissioner v. LoBue was a big step in the
right direction. Two other areas of attack are suggested:

90. The approach in the securities fleld seems more realistic. Under § 16(b)
of the Securities Exchange Act of 1934, 48 Stat. 896, 15.U.S.C..§ 78(p) (1952),
an insider is'liable for short term profits in company stock without regard to
motlve' intent or knowledge. This {s considered necessary because of the
insider's extremely advantageous position, and the difficulty of proving his
use of that position. While the considerations in the ‘secutities fleld sre not
strictly analogous to those in the tax law, the latter might profitably incor-
porate a similar recognition of the economic facts ot(‘,gte; T

91. In Joseph Kane, 28 T.C. 1112 (1058), the ggti price mlg ‘above the
market price when the %ﬁ:ion was ‘gm\ted. Less than a year later, there was
a stock split. Six months after that, the fair market ‘value was twice. as
much as the oguon g:lce. While the effect of the split ohi' the market value
is not shown, it can be assumed that the split was not harmful. =~
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(a) It has frequently been assumed that section 130A% did nof
affect the treatment of non-statutory options in any way.% It is sub-
mitted that section 130A and its successor, section 421 should be
held to pre-empt the field of preferential treatment for stock options.

It appears from the Senate Report® that the restrictive provisions
of section 130A were included in the belief that they were essential
elements of an incentive option. The section was elaborately designed
to exclude options which were not considered to be given for pro-
prietary purposes. Restricted stock options must meet certain tests
involving the spread at time of grant, the periods during which the
stock is held, the extent of the executive’s interest in the corporation,
- ete. Non-statutory options do not need sany of these restrictions. It
would be unwise policy to give the same preferential treatment to
non-statutory options, which do not have these safeguards, unless
considerations of statutory interpretation require it.%

The argument raised against this position is that the legislative
history of section 130A% will not permit such a view. This is based
on Senate Report 2375 which states:

Options which do not qualify as “restricted stock options" will continue to
be taxed as under existing law.87

It is argued that this means the statutory amendment shall have no
effect on non-statutory options. This position does not seem so per-
suasive as to close the argument.

In the first place, the sentence quoted above must be read in con-
text. The entire paragraph states:

- Under your committee’s bitl no tax will be lmposed at the time of exercise
of a “restricted stock option” or at the time the option is granted and the
gain realized by the sale of the stock acquired through the exercise of the
option will be taxed as a long-term capital gain. Such treatment is limited
to the ‘“restricted stock option” for the purpose of excluding cases where
the option is not a true incentive device. Options which do not qualify
as “restricted stock options” will continue to be taxed as under existing
law. 9 : X

It seems likely that Congress thought all options would be taxed at
ordinary rates after the release of T.D. 5507, and that the passage of
section 130A marked an area carved out for capital gain treatment.
This was a tenable assumption, since no cases under T.D. 3507 had

Inr. Rxv. Coox or 1939, § 130(A), added by 64 Stat. 842 (1950).

93. Lentz. Stock Ownership buo-—ottiom. Warrants, meae Stock,
N.Y.U, 131a INsT. ON Tax 499, 513 (19 5)
u 8. Rer, No.m u o% 9d Sess 1950). .
95. Note, 62 Yarz L. J 1953)
90. Inr. Rev. Cou 39, § 130(A), ldded b, 64 Stat 942 (1950)
81, 8 Ber. No.3208, Tt Cong. 24 Seas. 60 ( i’

98, Ibid.
'
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arisen prior to 1950. Congress listed all the options which would be
considered incentive devices, and which would therefore receive
preferential treatment. If this was the assumption, it tends to defeat
Congressional policy when non-statutory options are also given
preferential treatment. "

Secondly, the hearings and debate on the bill also indicate that the
provision was written because all stock options were to be taxed as
ordinary income. Senator George, introducing the provision on the
floor of the Senate, said that the special treatment was intended to be
“restricted to true employee incentive options.”%

The testimony before the House Ways and Means Committee of the
80th Congress, which considered a similar provision, also emphasized
the need for preferential treatment because none was available at that
time.1% It seems that the push was to provide for a method of pref-
erential relief, not an additional method.

It is not asserted that the two arguments above are conclusive. On
the other hand, they indicate that the legislative history does not
conclusively show that pre-emption was not intended. Where the
legislative history is not clear, the strong policy considerations in-
volved should lead %o the view that Congress intended to cover the
field of preferential treatment when it passed section 130A.10t

If it is held that the area of preferential treatment has been pre-
empted by the specific statutory provision, then the inequities which
still exist in the field of non-statutory options would be eliminated.
For example, the dictum in Commissioner v. LoBue to the effect that
some options might be taxable as ordinary income only to the extent
of the spread at grant, would not be followed.!® Similarly, prefer-
ential treatment would be denied in situations where restrictions still
apply at the tirne of exercise, as in Commissioner v. MacDonald.1%

(b) Whether or not the pre-emption argument prevails, some of the
inequities can he removed. ’ '

For example, where the option was freely transferable and had an
ascertainable fair market value at the time of grant, it was taxed as
ordinary income only to the extent of the spread at the time the option
was granted in McNamara v. Commissioner. The basis of the decision
was the “intention” of the parties to give compensation only to that

89. 96 Cone. Rec. 13276 (1950). '

100. “The usefulness of stock options as a means of securing and retaining
executive personnel [has] been nullified by court decision and Treasury

s....” Recommendation of the National Association of Manufacturers,

Hearings on Revenue R House Ways and Means Committee,
Cong., 1st Sess. at 1473-74 (1947). And see the memorandum filed by the
Chamber of Commerce of the United States, id. at 1599. .

101. In?. Rev. Cooz or 1039, § 130(A), added by 64 Stat. 942 (I”Ri

102. See discussion in text of the case of James S. Ogsbury at p. supra,

108. See discussion in text accompanying notes 53-83 supra.
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extent. It has been suggested above that this is an irrelevant criterion,
The solution appears simple—reject this idea, and tax at the time of
exercise,

Another inequity exists where restrictions at the time of exercise
prevent valuation. It does not make good sense to allow the complete
avoidance of a tax at ordinary rates merely because restrictions com-
plicate the problem of valuation. One approach is to ignore the re-
strictions and tax on the full value as if unrestricted.!®¢ This position
is supported by the argument that restrictions are nearly always
methods of tax avoidance, and that corporations have other devices for
insuring incentive and the retention of employees if a non-tax motive
is actually present.1%® This seems to be a somewhat harsh result, but
may be desirable if the courts will not face the difficult valuation
problems which restrictions present.

There are several possibilities for taking restrictions into considera-
tion.1¢ Under current treasury regulations,!’ gain is realized when
the restrictions lapse, and the amount taxed is the spread at that
time. This may be hard on the taxpayer in a rising market; but if
it is assumed that restrictions are primarily tax devices, the inequity
diminishes. Of the several methods suggested, this one seems to pro-
duce the soundest result.

104. Note, 62 Yarx L. J. 832, 843 (1953) ; contra, 51 Nw, U. L. Rev. 621, 627-28

(1956). .
105. Note, 62 Yarx L.J. 832, 843-44 (1953); contra, Koerber & McDermott,
Employee Stock Putchase Plans, 46 IrL. B. J. 208, 225 (1957).
- 108. A case comment at 51 Nw..U. L. Rev. 621, 624 (1956) suggests three:
(1) tax at exercise, allowlng for restrictions; (2) tax at ordinary rates upon
‘lapse of the restrictions; (3) tax resale of stock as part income and part

capital gain. .
rt)’l 'Frm Reg. 1.42;-0 (1959), adopted by T.D. 6416 on Sept. 24, 1059.
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VANDERBILT UNIVERSITY SOHOOL OF LW,
Nashville, Tenn., July 19, 1961.

Re Stl 1625, to terminate speclal tax treatment of employee restricted stock
options. -

Hon. ALBERT GOEE,
U.8. Senate, Washington, D.O.

DEAR SENATOR Gore: This will acknowledge the recelpt of your telegram of
July 18, 1961, inviting me to testify before the Senate Finance Committee in
regard to the above bill which would limit the favorable tax treatment accorded
to restricted employee stock options to those issued before April 14, 1961. 1 will
not be able to appear personally on July 20 or 21 before the committee because
of other commitments, but I am setting forth my views here for whatever assist-
ance they may be to the committee.

I am in favor of the bill and recommend its enactment. In support of this
conclusion the following points and propositions are respectfully submitted :

1. An employee stock option which does not qualify as a restricted stock option
under Internal Revenue Code, section 421, is taxed as ordinary income to the
extent of the spread between the option price and the market value on the date
of exercise, which is the time when there occurs an investment of risk capital
in after-tax dollars. Any gain realized subsequent to the investment made
upon exercise is taxed as capital gain. The crux of the restricted stock option
defined by section 421 is that it does not tax the compensatory element—i.e.,
the spread between the option price and the market value—at ordinary rates
as other compensation income, but instead applies capital gain treatment the
same as if it represented risk capital made in after-tax dollars.

2. Stock options are, in fact, compensation income for the favored employee,
on a purely discriminatory basls. To the extent of the spread between option
price and market value they ought to be taxed as other compensation income
at ordinary rates. This will not prevent -the participation in future growth by
the employee after he has put up risk capital consisting of after-tax dollars. .

: (&) A bonus to a corporate employee paid in stock would be taxed as
ordinary compensation income to the extent of its value even though mo-
tivated by a desire that the employee share in a proprietary interest.

8. It is fundamental that the favorable capital gains concept should be limited

" to situatlons which represent an investment of risk capital consisting of after-
tax dollars. To make it a tool for unregulated discrimination in the compensa-
tion of corporate employees is obviously an unfair tax treatment.

4, While corporate executives should be appropriately compensated, the re-
stricted -stock option has become & tool of abuse whereby a select few, in vary-
ing amounts determined by the controlling group, can and do substantially dilute
the equity of investors, who have taken their risks in after-tax dollars. In ad-
ditlon to the decrease in book value and liquidation value per share, the market
value is ‘affected by availability of more shares. On the other hand, market
fluctuations on the upside frequently result when corporate management pro-
poses an amendment to the restricted stock option plan. Thus restricted stock
opion plans and amendments to them can and do result in rather sharp and ex-
tensive fluctuations in the market price, often times undermining the reas¢n-
able expectations of equity Investors.

-8. The corporate employee who has a genuine incentive to work for capital.
growth will not be dissuaded by the difference between the 25-percent capital
gain rate and his top bracket on only that portion of the growth reflecting the
spread between. his option price and the market price when he exercises the
option. If he has a genuine incentive for growth, he will be going for increase
in value after he makes his investment, and he will be entltled to capltal gaing
treatment on this growth, as will all investors. ;

6. The restricted stock option defined by section 421 and its ot!sprtng—-the
variable price formula, the new stock option plan conceived in an economic -
downswing, and the ‘“shadow stock” optlon plan—are contrary to basic fiscal
policies of the United States, unfair to other ‘taxpayers who return compensa-
tion income at ordinary rates, and a tool of abuse to equity investors. Further,
it 18 belioved that the restricted stock option 18 unnecessary. to provide an ade. .
quate incentive to corporate employees who receive such options,. - . 8

“ Very truly yours,. , e
ce T Hnyannmmxuu.
e . S S A Profoacoro!Law.
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The CHAIRMAN. Senator McCarthy?

Senator McCarTHY. No questions.

The'CrArMAN. Thank }ou very much, Mr, Gilbert.
The next witness is Mr. James B. Carey of the AFL-CIO.
Will you take a seat, Mr. Carey, and proceed #

STATEMENT OF JAMES B. CAREY, SECRETARY-TREASURER, IN-
DUSTRIAL UNION DEPARTMENT, AFL-CIO, AND PRESIDENT,
INTERNATIONAL UNION OF ELECTRICAL, RADIO, AND MACHINE
WORKERS, AFL-CI0

Mr. Carey. Mr. Chairman and members of the committee, I am
James B. Carey, vice president, executive committee of the AFL-
CIO; president of the International Union of Electrical, Radio, and
Machine Workers, AFL~CIO, which has representation rights of ap-

roximately 425,000 workers in the electrical manufacturing indus-

ry; and, also, I am the secretary-treasurer of the industrial union
department, which is made up of over 60 AFI~CIO international
unions that comprise well over 6 million members.

I appreciate this opportunity to appear before this committee to
urﬁ:upport for Senate Resolution 1625.

me say bluntly and at the very outset that we are wholehearted-
ly in support of Senator Gore’s proposal, embodied in S. 1625, de-
signed .to eliminate the preferential and discriminatory tax treat-
ment enjoyed by corporation executives through the device of stock
options.

pWe are totally in accord with Senator Gore’s proposal, embodied
in S. 1625, designed to eliminate the preferential and discriminatory
tax treatment enjoyed by corporation executives through the device
of stock options. .

We are totally in accord with Senator Gore’s characterization of
this device as nothing more or less than a tax “gimmick” “to make
millionaires out of corporation managers.,” -

More than that, we fully endorse the Senator’s conclusion that
stock options &)rovide a small minority of executives with “uncon-
scionable benefits at the expense of stockholders, ordinary employees,
and the taxpaying public.” ‘ o

The stock option “racket,” and I use the word advisedly, represents,
as the Senator has said, “a favoritism in our tax law, a favoritism
for the benefit of those who * * * need it least.” ! '

‘But the Senator’s language, befitting the dignity of the U.S. Senate,
is—in our opinion—restrained. The tax law containing the loop-
holes that make restricted stock options possible represents more
than favoritism; it represents flagrant class legislation designed to
enrich corporate bureaucrats and victimize industrial workers and
taxpayers. - S ‘ : - :

ere is ample reason to believe that the seduction of stock options
had more than a little to do with E;e gigantic criminal antitrust con-
spiracy—largest in our Nation’s history—organized in the electrical
manufacturing industry. © T

That conspiracy swindled the Government and American taxpayers
out of billions of dollars in overcharges by means of price fixing
and bid rigging. '

]
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Moreover, I am firmly convinced that the stock option racket has
played a vicious role in collective bargaining negotiations for wage
tmdy other economic gains. Industrial executives, I have reason to
believe, have refused to consider needed wage increases for their
workers—sometimes refusing any increase at all—because they
figured that the greater the extent of corporate profiteering the
greater would be their stock option opportunities. The logic is clear
enough, thou!;h gluttonous. :

And, needless to say, the more an executive profits on one stock
option, the better position he is in to pick up additional options. The
opportunities here for round after round of personal enrichment are
obvious, Senator Gore has pointed out that many companies are now
starting their second and third round of options and he has added:

There {s apparently no end to the greed of corporate executives ¢ * ¢, These
highly compensated executives are not satisfled with what they have. They want
ever more and more and at a reduced tax rate. The restricted stock option fits
in beautifully. .

I am sure such logic and such enticements motivate the executives of
a_great many corporations, which have permitted the wholesale ex-
ploitation of this tax loophole to the extent that the Federal Govern-
ment alone is loiig? an estimated $100 million a year in revenue.

This Robin-Hood-in-reverse role, stealing from the poor and giving
to the rich—in this case, to top professional managers—not only places.
additional tax burdens on low-income workers. It also has the tend-
ency, as I have said, to inspire management in collective bargaining
to dposnt:ions of unyielding o stinacy in which they often refuse to con-
sider wholly justified and necessary wage increases for their employees.

Stock options toda[\)v are the most important aspect of the hypocriti-
cal and immoral double standard that industrial management applies
to itself and to the workers who produce the Nation’s corporate wealth.

What is good enough for top management—stock options, bonus
payments, merit salary increases, nearly unlimited expense actounts
and such “fringes” as country club memberships—thsse most cer-
tainly are too good for anyone except the aristocracy of management.
That is the philosophy today of the new elite, the minority of special
privilege in industry. '

The Proposed legislation is designed to correct a discriminatory tax
loopholeé which makes stock options immensely lucrative. But this,
legislation by no means eradicates the evil and the bill’s author, Sen-
ator Gore, recognized this when he said on the Senate floor on April
14, “In my view, the restricted stock option, in its entirety, is without
merit and ought to be abolished.” ' ' , o

We agree, and that should be a long-range goal. However, the pub-
lic welfare and the health of our economy will be served now, and
served exceedingly well, by enactment of S. 1625, o

This bill, as we understand it, ‘i)rovndes that any options granted
after April 14, 1961, will be treated for tax purposes just as they were
before the 1950 amendment to the tax law. The executive exercising
an option would be required to report, as ordinary income, the differ-.
ence between the option price and the market price on the day he
picks up his option. k o o B

There is nothing complicated in this, It is clear and equitable. It
should appeal to anyone’s sense of fairness, " - I S
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The proposal should, for example, appeal to those industrial and
business tycoons who are forever lecturing the country on the special
and almost divinely endowed insight which permits them to perceive
that the Nation is at the crossroads, that our way of life is menaced,
ﬂ_lftilt we should all tighten our belts, and all be prepared to make sac-
riices. '

S. 1625 will enable these tycoons to answer their own clairion calls,
will provide them a splendid opportunity to offer an example to the
Nation in belt tightening and sacrifice making.

Whether big business and industry believe their own sermons may
or may not be questionable; in angeevent, if the defense of democracy
in this critical period requires belt tightening and sacrifices—and
organized labor believes it does—then an early, positive step should
be the elimination of special-privilege legislation. We should abolish
legal loopholes that favor the concentrated accumulation of wealth,
encourage the overnight creation of millionaires, and deprive the
Federal Government of revenues that probably exceed $100 million
A year, -

In our opinion, section 421 of the Internal Revenue Clode which per-
mitted the stock option evil to grow into monstrous proportions is
one of the most discriminatory devices in the history of the Nation’s
tax system. It is so discriminatory it might easly undermine the
faith of working men and women In democracy and representative
government.

Morally and economically it is wrong to permit $100,000-, $200,000-
and $300,000-a-year executives to enjoy tax favors and preferential
treatment that ordinary citizens cannot erijoy. ,

The well-known 1945 U.S. Supreme Court decision held that when
a stock option was exercised, the beneficiary was required to pay full
and normal taxes on the difference between the option price and the
value of the stock when the option was picked up. But the 1950
amendment to the Internal Revenue Code completely undermined that
sensible decision. The amendment specified that stock options granted
after February 26, 1945, could qualify as capital gains and would not
be taxed at the time the option is exercised but only when the stock
is disposed of. . ' ,

" Senator Gore. May I point out one other provision of the 1950
amendment : N

_'That is, when disposed of, whenever disposed of, it will he treated
as a long-term capital gain; but there is also the very attractive alter-
native of no disposition, which would result in no income taxes at all
of any kind. _ ‘ L

- ﬁlr. Carey.. That is correct, Senator. I deal with that later in my
remarks. o ’ : '

Senator Gore. Iamsorry, = L .

Mr. Cagey. It's quite a different story for the ordinary citizen, the
average worker., When he receives compensation or income of any
kind, he .18 expected to pay his reqular and nonpreferential taxes.
The Internal Revenue Code allows him no ontions, stock or otherwise.

But let’s consider the tvcoon who has been handed an option to pick
up & block of shares at $23 a share, even though the current market
price happens to be anywhere from $60 to $80 a share., When he de-
cides to take possession of these shares and lock them up in his safe

!
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dg{)osit box, he doesn’t pay a penny of income tax. In fact, he never
will pay a penny of income tax if he decides not to sell but to pass
the shares on to his heirs.

If our tycoon—after buying at $23 what was worth $80—decides
to hold the stock for 6 months and then sell it, he then pays only a
capital gains tax with a ceiling of 25 percent.

The 1950 amendment sent the stock option racket raging across the
business and industrial scene like a prairie fire—or, if you wish, like
a plague. Stock options soon created a new crop of millionaires, op-
portunists who have racked up fortunes without any risk whatever.

Senator Gogre. I take it you do not object to the o%portunity of
Americans to become millionaires, or multimillionaires, but you think
they should pay their proportionate or fair taxes on the income en
route thereto?

Mr, Cagey, Yes, sir.

_This get-rich-quick gimmick, in turn, has created in many execu-
tives a deplorably irresponsible attitude toward their jobs, an attitude
that focuses the executive’s attention and concern not on any social
or economic responsibilities, but, instead, on the obsessive question of
the lowest price at which he can obtain stock options from his com-
pany and at which profiteering price can he dump the stock back on
the market. o «

Under such pressures the executive becomes less and less concerned
with human values and more and more concerned with option values.
He becomes less and less conscious of the company’s employees and
their needs and more and more conscious of the money-grubbing po-
tentials in the 1950 amendment to the Internal Revenue Code.

Consequently, he is decreasingly interested in smooth and effective
collective bargaining, On the other hand. he may well become a great
‘deal more interested in startinﬁ or participating in price-fixing con-
spiracies, on the presumption that the enormous profits mushrooming
out of the flagrant overcharges will make possible bigger and better
stock options. . \ : ,

But stock options are not only wrong from the standpoint of the
Government and the standpoint of production workers, both of whom
are grossly swindled. They are wrong, also, from the standpoint of
the stockholders. - 3

Although economists and members of this committee have exploded
virtually all the myths and fictions that industry has dreamed up to
justify the stock option racket, still the myths and fictions are pedcied
to stockholders’ meetings each year with all the solemn pretentious-
ness of a divine revelation from the “Mount Olympus” of capitalism.

Let me cite the 1961 stockholders’ meeting of General Electric as an
example. I select this meeting because I was there in Syracuse on
April 26, and had to sit hour after hour on an uncomfortable seat
while General Electric management tried to lull us to sleep with the
same old decrepit fairy tales that they have regaled stockholders with
year after year. . ' ) R

Stock options, GE tried to convince us, are the ultimate in corpo-
rate wisdom because, allegedly, they accomplish three splendid pur-

* 1. They enable the company to meet the vigorous competition for
competent executives, : T
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Senator MoCarrry. If the witness would yield, this seems to me
to pose the same problem that the major leagues are now facing with
regard to bonus i:yers; does it not ¢

They have acknowledged that this is a losing game, and they are
trying to do something about it. But the great corporate directors
of the country seem to think that this kind of competition is a good
t .

r. CAREY. Yes‘)it, is a form of unfair competition. But then the
big leagues of baseball, they are pikers compared to what they do with
companies that I deal with in the electrical manufacturing industry.

Senator McCartry. They acknowledge that this is a losing game
from the standgoint of competition, do they not {

Mr. Carey. Correct.

2. Says GE, stock options spur key employees on to keener efforts
on behalf of the company.

3. They give these individuals a chance to share in the company’s
resulting success.

Let us scrutinize these claims briefly.

First, there’s the claim that stock options permit the company to
meet the vigorous competition for competent executives.

If stock options are sanctioned by the tax law and if they have
widespread po&n:larity in industry, then, of course, the individual
company may find it necessary to provide a stock option plan to meet
competition.

owever, if the preferential tax treatment—which is the great ap-
peal of these plans—was ended, then all companies would be on an
equal footing. They would then recruit executives on the basis of
salaries, fringe benefits, promotion opportunities, prestige, and future
potentials. No comz:lny would have an advantage over another, in
tax terms, and the American public and the U.S. Treasury would be
the beneficiaries.

End of myth No. 1.

Second, says GE, stock options spur employees on to keener efforts
on behalf of the company. »

This is an astonishing an;ﬁ:ment to come from a company as large
and as affluent as GE. eir executives not only receive huge
salaries, but profit-sharing allowances, lavish retirement benefits, and
various other bonuses as well. We can only guess at what they can
bury in their expense accounts.

Senator Gore. In connection with spurring to keener efforts, I
wonder if that has some connection with price fixing. )

Mr. Carey. It has, and that is what I testified, I mentioned it, and
I want to support that statement that I made.

But despite all these varied and rich emoluments, we are asked to
believe that GE executives would not give their best efforts to the
company without the stock option racket. Only these options, we
aﬁe rttgl , can inspire the well-heeled GE bureaucrats on to keener
efforts. .

‘What would Chairman Cordiner of General Electric do without his
stock options? What would President Cresap of Westinghouse do;
and Chairman Donner and President Gordon of Genera Motorsf
What would they do: sulk in their offices? . Sabota§e the company by
slow-down strikes, or by taking unheeded sick leavet
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What a commentary it is on the integrity of American industrial
executives if the stock option racket is indispensable to their keener
efforts. What’s happened to the vaunted idealism of our industrial-
ists and big businessmenf What’s happened to their boasted
economic and social conscience? What’s happened to their heroic
posturing over “people’s capitalism” and progress being “our most im-
portant product”? Accor inﬁ to GE’s argument, big business and in-
dustry executives, no matter how extravagantly they are paid, won’t
do their best for their companies nor for the American economy
unless they are offered the additional seductions of “buying poor and
selling rich.” If that isn’t close to moral bankruptcy, I don’t know
what can be.

Chairman Cordiner last year drew down a respectable $280,000 in
salary and in cash profit-sharing, But, in addition, Cordiner claimed
1,331 shares of GE stock as additional profit-sharing worth about
$85,000 at present prices, Thus, Cordiner—aside from stock op-
tions—was handed $365,000 last year. For Chairman Donner it was
$570,000; and for President Gordon, $530,000.

According to Senator Kefauver, if Cordiner had “sold stock which
he had purchased under stock options as of April, 1959, he would have
nette(}’ approximately $2 million after payment of capital gains
taxes. ~

This was Cordiner’s incentive to keener efforts but apparently it did
not provide sufficient incentive for him to discover his company’s
}eadership in the biggest criminal antitrust conspiracy in American
ristory.

Butyother men in other walks of life don’t have to be enticed with
ever-larger amounts of lucre into putting forth their best efforts.
Most members of the U.S. Senate, I dare say, get along on their
$22,600 a year and don’t need stock options in order to give the
American people their best service. Doctors and social service work-
ers, clergymen, members of the Armed Forces, farmers, and civil ser-
vants, writers, newsmen, and even trade union officials—these don’t
seem to need stock options to insure their maximum devotion and most
effective labors. : , .

End of myth No. 2. L

Third, GE argues that stock options give these individuals a chance
to share in the company’s resulting success. .

This argument falls apart when it is known that a large part of the
incomes of GE executives comes from profit-sharing, a system which
gives the executives a major incentive to promote the company’s suc-
cess and growth. ' ‘ o

Last year, for example, GE’s board of directors allotted no less than
$15,600,000 for incentive compensation. In. General Motors the
amount was $90 million. : ’

Clearly, GE and other executives can, and do, share in their com-
pany’s success without getting discriminatory tax benefits.

End of myth No, 3. o ; SR
_Sometimes the point is advanced that corporation executives, de-
spite stock options, find themselves in higher tax brackets that take
aWﬁy large amounts of theirincomes. - . - -

owever, many corporation executives have been able to slash
their tax levels by such devices as establishment of foundations, and
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division of their income among children. No such devices are avail-
able to the mass of American wage earners as methods of circumvent-
ing the payment of their full tax obligation (assuming they would
seek such a circumvention, which I denyg

No circumstances, however, justify discriminatory treatment in
favor of higher bracket incomes. If the tax structure is unjust, then
it can be adjusted by Congress. But the basic and fundamental
truth is this: All men should be equal before the tax collector exactly
in the way that they are considered equal before the law.

" 'll(‘ihere i still further evidence that stock options swindle stock-
olders. -

When a company issues stock priced at only a fraction of the cur-
rent market value, that action inevitably dilutes the value of the stock
held by current stockholders. Thus, if a company’s stock carries a
current market value of $60 a share and if executives are able to ar-
ra;lcie for their own purchase of stock at $23 a share, the value of the
stock must necessarily suffer and might even decline.

Stock option schemes are essentially unnecessary. Should a board
of directors or & stockholders’ meeting conclude that key executives are
insufficiently compensated, they can provide necessary salary adjust-
ments or other benefits which will then become business expenses which
can be deducted from the corporation’s income. In turn, the execu-
tives will pay taxes, as do other citizens, on the additional income.
This, obviously, is the forthright and honest way to handle problems of
executive compensation. -

The capital gains provisions of our tax laws were written on the
assumption that an investor takes a risk in making a capital invest-
ment and, therefore, was entitled to special treatment if he made a
gain on his investment.

Even if the assumption were valid, this theory should have no
apﬂlication whatever to the stock option racket. There simply is no
risk involved in the overwhelming majority of stock option schemes.
Most option plans, for example, permit an executive 10 years in which
to E::k uP the option. ‘ ,

erefore, unless the company falls on incredibly hard days or
tumbles into bankruptcy, the current market price will inevitably be
much higher than the option price. Even if the stock should decline,
little or no risk is involved because of the large margin usually set
between ogtion price and current market price. -

As one GE stockholder expressed it :

A stock option s like betting on a horserace when the race is over.

Moreover, let it be remembered that capital gains provisions were
written into the tax laws presumably for citizens who intend to make
a capital investment. But in the option racket, the clear-cut fact is
that until the option is picked up, there is absolutely no investment
made, and even when the option is exercised, the executive often is able
to borrow the money from a bank or from his own corporation.

- Another fond theory advanced to justify stock options is that posses-
sion of the stock and the prospect of increasing profits give an executive
a permanent stake in the company and assure the company of the

-executive’s continuing services andt_ evotion.

.

’
.
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Greed, however, seems to have demolished this theory. In a very
large number of: cases—an increasing number of I believe—
executives have picked up their stock options, held them for 6 months,
and then sold them for tremendous profits. In turn, these profits are
used to pick up more options which are also sold, reaping another
whirlwind of profits.

The whole business thus becomes a gigantic stock market manipula-
tion contrived and engineered without risk to the executive.

Stock option programs can, in fact, even result in the reduction of
holdings by a company’s officers. Such has been the case, for example,
at Texas Instrument in Dallas. Here adoption of the stock option
plan was followed by & marked reduction of shares held by the firm’s
chief officers. In view of this, it would be concluded that the stock
option program weakened instead of strengthened the ties between
executive and company.

There is still another device by which a business executive insures
himself against loss—in fact, insures himself actually for a profit—in
the operation of stock option plans.

This is an arrangement with a Wall Street broker called a “put.”
The executive decides on a price for which he will sell his stock. For
a fee he arranges with a broker to dispose of the stock the moment its
price reaches the specified level.

For example, earlier this week the New York Times reported that
for a fee of $475 for 100 shares, 5 “put” on Jones & Laughlin Steel
could be exercised at a price of $64.75 a share until January 9, 1962. If
by January 9 the executive does not wish to sell his stock, he can ar-
range for another “put.” And a recent U.S. Treasury ruling held that
such a “put” does not constitute disposition of the stock. :

The democratic procedures—or, more accurately, the lack of them—
by which stock options are decided upon can make & fascinating study
in themselves. 16 common superstition is that option plans are de-
vised by a committee of the board of directors and then approved by
stockholders. :

Frequently, that is blatant nonsense. Often the top executives, a
few of whom may also serve on the board of directors, decide that
they would like a stock option plan or would like to enlarge the one
already in existence. They themselves work out all the details in
secret. The president will be assigned an option for 10,000 shares, for
example; the executive vice president, an option for 8,500 shares; the
first vice president, 7,000 shares; the second vice president, 6,000
shares; and so on down the line. _

The determinations—who will get how much—are completely ar-
bitrary, even whimsical. They follow no rule or formula, and vary
enormously from company to company. T )

In such cases, where management works out the number and size
of the options—the scheme is then presented as a finished prodnct
to a committee of the board of directors or directly to the board. It
is then adopied by the board, usually without a quibble. :

After that the plan is presented to the stockholders’ meetin~ for
approval. But usually the matter has been settled by the nodding
heads of the directors sitting in a smoke-filled room. .

As is well known, at the vast majority of stockholders’ meetings the
meeting itself is stacked with shareowners who are either friends or

73287—61——8
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stooges of the management or individuals who have already given
their proxies to the administration. In any event, the number of
votes represented by stockholders actually present at meetings is ridic-
ulously tiny compared with the number of votes that management has
in its pocket in the form of proxies. In the April 1961 GE stock-
holders’ meeting, for example, all votes on controversial issues re-
sulted in totals of approximately 69,800,000 to 1,400,000 in favor of
management; a ratio of 69 to 1. The great bulk of management’s
69,800,000 votes was, of course, in proxy form.
The amount of democracy in such an operation speaks for itself.
Because I and other officials and leaders of the IUE-AFL-CIO
attend stockholders’ meetings of companies in our industry, we know
that there isn’t a semblance of democracy in most stockholders’ meet-
ings and not a semblance of democracy in the overall operation of
most corporations. For that reason we concur completely with this
statement by Senator Gore: '
- The corporation today is of paramount importance to our economic existence
and yet in many instances it has gotten completely out of the hands of its
owners, and is under the control of a small group of managers who are not
effectively accountable to anyone. : .
Who actually controls the corporation, and who, in turn, is served by the
corporation? These are serious questions involving the national interest. Will-
ful men, in thelr reckless scramble for personal power and fortune, prestige,
and pecuniary benefits, are using our great corporations for their own ad-
vantage, forsaking the national good, the general public, and even the actual
owners of the corporation, its stockholders. '
One wonders if the large amounts of stock options held by General Electric
and Westinghouse executives might have motivated some of them to act in a
more extraordinary way in entering into collusive agreements to fix prices, thus
violating the law of the land and doing as yet unmeasured damage to their

customers. )

“One wonders” indeed, to use Senator Gore’s words, about the cor-
relation between the operations of the stock option swindle and the
antitrust swindle of the Government and the public by billion-dollar
electrical manufacturers.

I might say, Senator, interposing at this point, that our Union has
undertaken to take this whole matter of the price fixing that we believe
is seeded and cultivated through these stock option programs and put
them into a book entitled “The Public Plunder.” And I brought with
me copies for the members of the committee and anyone else interested.

Using their inside information, GE executives last year sold at
least 40,000 shares at prices $20 to $30 higher than the present market
price. : :

I point up, Senator, in the last few years, even though Mr. Cordiner
under the stock-option racket can buy shares at $23.25, these shares
of General Electric attained a market value of $99.80.

And now it is down to, hovering in the area of $63 or $64. And
under the program that GE tried to foist upon the employees, they
were required to buy the stock by yielding contracted wage increases
for this stock at the market value. '

Many of the employees purchased, the stock at the discretion of
the company for $80 and $90 and $99. And today the stock is $63.

It is an unfortunate proposition. But, of course, Mr. Cordiner
could not lose, because he can purchase stock at $23.75, some at $24,
and sell it to their own employees af the market value, and then be-

!
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cause the stock is dumped on the market, it does impair the value of
the stock, and it goes down.'

I own 100 shares of General Electric stock that I purchased for my
daughter. I purchased it at $68. A loss had been sustained on that.
Our union owns stocks in practically all the companies we deal with,.
to provide us the opportunity of getting the financial reports of the
company and appearing before stockholders’ meetings.

And we regret that corporation executives can buy stock at $28.75
and at their girscretion within 10 years, not only get the advantage of
the price proposition, but also they can get forgiveness of any taxes
based on the income derived from that.

This Frogram provided executives and insiders with a market for
their sales in 1959 and 1960. We branded that program a hoax at the
time and we find reason more than ever today for repeating the charge
with GE stock hovering around 62.

A study, or better yet a congressional investigation, might well be
made along the lines suggested by Senator Gore’s specujation about the
motivations of GE and Westinghouse executives in stock option opera-
tions and in price-fixing operations. ‘

One thing we do know already. Many of the executives who pleaded
guilty or no defense, many of the executives who were fined or sen-
tenced to jail in the huge criminal antitrust case, were nearly as busy
in recent years fixing their stock options as they were fixing prices.

They brought the same standards of morality to the internal opera-
tions of thcir own companies that they did to their relations with the
Federal Government and even the national defense program. :

Greed triggered the vast antitrust conspirac ang greed is responsi-
ble for the scores of millions of dollars which the Government is losing
through the stock option racket. .

Let no one drag out that feeble platitude that morality cannot be
legislated. In the case of corporations it has been legislated a hundred
times since the days of the robber barons and still is being effectively
legislated. There will be fewer price fixers now that seven top G
and Westinghouse executives have spent time behind bars. There will
be even fewer price fixers in the future if, as some Members of Con-
gress have proposed, the Sherman antitrust law penalties are made
even stiffer. ‘ ’

~ Congress can remove a large part of the incentive for corporate
greed—and thus corporate crime—by abolishing the tax loopholes that
make stock options the profiteering racket they now are. Congress
can do it by enacting S. 1625, ‘ " .
. We of the AFL~CIO Industrial Union Department and of the IUE-~
AFL~CIO strongly and respectfully urge this committee to give the
proposed legislation the approval it highly deserves. S
e CHAIRMAN. Thank you, Mr. Carey. o

Any questions? .

Senator Gore. I notice, Mr. Carey, you have appended to your state-
menl(':d some examples. I take it you would like those printed in the
record. S

Mr. Carex. Yes, sir; we respectfullg request that the examples that
we cite, which are factual examples of corporations that we have had
experience with, be incorporated in the record. , o
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And I might at this time, sir, subscribe to the views presented by
Mr. Gilbert at this hearing. It is seldom as a labor leader I have an
o]]:portumty to be in such distinguished company as the members of
this committee, and at the same time to be in such distinguished com-
&sﬁlb% :ts the representative of the shareholders as represented by Mr.

Here labor has a common purpose with the U.S. Government and
with Members of Congress and with the shareowners in seeking relief
from this terribly demoralizing, immoral conduct in the form of this
stock option racket and tax evasion.

As to the suggestion made by the Department of the Treasury repre-
sentative, I must say that 10 years experience with this racket, in seeing
the losses that are sustained by the U.S. Government is a long enoug
time to study the evils of this tax loophole.

And we ask through the enactment of the legislation you propose,
Senator Gore, that we get back to the wisdom that was exercised by
Congress and by the upreme Court in 1050, that income derived
should be taxable even if it is derived on the basis of a stock option

rogram '

gram.

And as to the suggestions of restricted stock option programs being
different from the normal stock options programs, it has been our
experience that this racket is restricted to theﬁlrigh executives of cor-
porations.

It is unfortunate that we mix up our philesophy about taxing as
capital gains these get-rich-quick gimmicks, because.the practices over
a period of 10 years have been getting worse and expanding further
and further. L Y s

The stock of one corporation—it happened just yesterday in one
company, and happened in several other before: that~—and this, sir, is
price fixing at its worst—the price of the stock was fixed so that if
the market valve goes down for that particular stock then they merely
vote to reduce the option price. . It is unfortunate that something like
this could persist for 10 long years, and only recently through your
courags, Senator, was the matter called to the attention of the Con-
gress and the public. o ‘ L

"We have been pointing this oyt for.the last 10 years.. We pointed
it out in opposition when this change was made in the Interpal Rev-
enue Code. , e .

I am pleased that I have this opportunity today to point out the
fact, as Mr. Gilbert did, that our worst fears were well founded as
we expressed them on behalf of organized labor over 10 years ago when
this matter was then under consideration.. - .. . - ,

The Cramrman. Without objection, the appendix will be inserted
in the récord. T o »

(The appendix referred toisasfollows:) . : .

APPENDIX , .
Nl Tae S1ock OPTION SWINDLE IN OPEBATION

Restricted stock options, ag we have dlzmonstrated, swindle .the stockholders,

gwindle the employees, and swindle the Government by depriving it of efotihous

tax revenues it otherwise would have.. - - C o e
The proliferation of stock option schqm:z throughout American industry and
some of the unfortunate consequences q‘t elr operation are shown in the fol-

lowing examples of major industrial firms.-

4
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FOBD MOTOBR C©O.

Ernest Breech, former chairman or Ford Motor Co., in 1933 obtained an optlon
for 90,000 shares at $21 & share. He hought the shares for a total price of
$1,800,000. At today's market they are worth $7,650,000—returuing a profit of
$5, 800.000 on an investment of $1,890,000.

Three other Ford executives got options for 75,000 shares each and each has
a profit of $4,800,000. Kive executives, including former personnel director Jobn
Bugas, and the company's chlef economist, Theodore Yntema, got options for
60,000 shares with & current profit protection of $3,800,

These nine individuals can make a profit of $41 mllllo:x on this risk-free deal.

Yet the industry’s employees are warned pot to ask for improvements in job
security on grounds that they might create {nflation.

ALUMINUM C€O. OF AMERICA

In 1956 Alcoa granted options for 188,000 shares at $117.25. Sometime there-
after the price of the stock began to deellne. It hit a low of 76 in 1937 and
then continued to decline in 1858. On March 7, 1988, the company decided that
executlves should not have to wait llke ordlnary stockholders for stock prices
to recuperate. Alcoa exchanged old options to purchase shares at $117.25 for
options to purchase shares at $68.50.

The nationally known ﬁnanclal editor of the Philadelphla Bulletin, J. A.

Livingston, wrote:
- “Stockholders of the Alumlnum Oo of America, who suffered the humiliation
of watching their stock drop from more than $120 a share to less than $70 in
the last 2 years, way have read with mixed emotions the decisions of the cor-
poration’s top executives to spare theinselves and some 300 other officers and
employees a similar indignity. A fairy godmother Btock option committee,
consisting of the six highest pald cdirectors and officers, voted to cancel options
on 108,000 shares of Alcoa stock at $117.25 and to reissue options sghare for
share at $68.50.”

When another large company, Olin Mathieson, exhibited a similar tenderness
toward its executives, one of its stockholders wrote:

“I believe (this) takes the cake. I wonder what Olin's board of directors
would say if I asked them to remit the difference between what I paid and
what it’s worth now.” (Lewis D. and John J. Gilbert, 16th Annual Report of
Stockholders Activities at Corporation Meetings During 1858, p. 141.) -

UNITED STATES BTEEL

Chairman Rodger Blough, of United States Steel, I8 fond of lecturing hundreds
of thousands of employees on the dangers of mﬂatlon and on the necessity of
tightening our belts,

In the period 1951-56, Blough received optlons for 12,000 shares at $20.50 a
share, 16,000 at $18.50, and 12,000 at $48. (These were adjusted for the two-
for-one sp)lt in 1958.) In the period 1954-58, he exercised his option for the
first 28,000 shares paying $542,000. The additional 12,000 shares will cost him
$576,000, or a total of $1,118,000. The 40,000 shares are now worth $3,200,000
which can present Blough with a profit of $2,100,000.

TEXAS mmmtm

. The company's amended stock option plan adopted April 20, 1960 specified thg.t
‘& total of 360.030 shares would be made avalloﬁle to officlals out of a total of
8,000,000 shares outstanding. This 18 equal to nearly 9 percent of the total
outatandlng shares ‘Options for 160,000 shares were granted from 1957 to 1959.
Of these, 78,500 shares were priced at $28.50, 16,500 at $87.76, and 17,000 at
‘$69.12. When it is:recglled that Texas Instrument atock recently soared as high
‘as $200 & share and it is now about $140, the spread between the éption price and
the market price 18 staggering. The following nnaneul moves ot the chlet oﬂcets
on this matter are extremely interesting: « i i .
.- 8; F. T. Agnich, vice president and a: director He has an optlon to pm'ehaae
-6,000 shares at an average price of $46 a share. He did not exerclse any of lils
-options but nevertheless sold 6,600 shares in the last foew years at an average price
.0 $120 a shdre. When he picks up his options he can count on a profit of about
$500,000. Since 1857 when the stock option plan was introduced; he has yeduced
his holdings of TI stock from 29,900 to 28,400.
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W. D. Courtsey, assistant vice president, personnel: In 1958 he purchased
2,000 shares at $28.50 a share. In 1950-60 he sold 1,925 shares giving him s
profit of $321,000 with the remaining 75 shares worth another $10,000. Thus his
total profit can come to $330,000. Courtsey reduced his total holdings from 5,200
shares in 1957 to 5,100 today.

Mark Shephard, vice president, semiconductor-components: He has options
which he has not exercised for 15,000 shares, of which 10,000 are at prices be-
tween $28.50 and $69 & share. Yet he sold 1,000 shares in 1960 for about $200,000,
When all his options are exercised his total profit could be above $900,000.

8. T. Hdrris, vice president, marketing: He purchased 5,000 shares at $28.50
‘a share and sold 4,800 shares at an average of $195 a share. His total profit on
these stock options runs well over $800,000. In spite of th stock options, his
holdings of stock increased only 1,500 shares in the last 4 years.

B. O. Vetter, vice president, metals and controls: He purchased 3,000 shares at
$28.50 a share and in the last year sold 1,600 shares at an average close to $200
a share. His profit will be well over $400,000).

W. Joyce, vice president, apparatus: One of his purchases was for 5,000 shares
at $28.50 a share. He sold 7,500 shares at¢ close to $200 a share. His profit on
this stock option transaction is over $800,000, Joyce reduced his holdings of TI
stock from 16,000 shares in 1957 to slightly more than 6,000 shares today.

P. E. Haggerty, president and director: In 1957-58 he was granted options
.which he did not exercise on 20,000 shares at prices between $28.50 and $69.12
a share. Between 1958 and 1960 he sold 13,000 shares for about $1,500,000. He
now can make a total profit, at current prices, of about $2,600,000 by picking up
lll:{;. %lons. Since 1957 he had reduced his TI holdings from 142,000 shares to

These records show clearly that the TI officers were not bothered by the regu-
lations of the plan which states: ‘‘The plan requires that each grantee represent
at the time an option is exercised that he is acquiring the shares solely for his
-own account for investment purposes only and not with a view to distribution
or for resale.”

. Nor was-the plan successful in providing an increased stake in the company.
The sharp reductions in the holdings of the officers after the introduction of
the plan testifies to this.

It is significant, too, that at the same time the stock option plan was developed
the corporation developed for employees a profit-sharing plan and a stock pur-
chase plan both of which involved the purchase of TI stock, thus helping to
establish a market for the sales of the executives. This is similar to the ex-.
perience in General Electric.
) GENERAL ELECTRIO

Under the plan adopted in 1953, 8,500,000 shares were alloted for option among
executives. The following table shows the allotments:

C. . Number of shares purchasable
‘" Name of individual or P
identity of group '

Ral

- What is immediately significant is that even among the executives there were
class distinctions. For example, Board Chairman Ralph Cordiner got all of
his shares at $23.756 a share. Reed, who was then chairman of the board and
Paxton, who was the executive vice president, had to pay $45 for some of their
shares. If the officers are considered as a group, they obtained only 70 percent
of their shares at $28.756 and $24.16. If we consider the executives as a group,
they got only 59 percent of their shares at these most favorable prices. One
-reason for this may be the fact that Cordiner demanded and received the
right to review the stock -options of pther executives even though he was not
‘e member of the stock option co ttee. ‘

o
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- Based on & current price of about $64-a-share, the following are the profits
available for the options granted and options already exercised.

Profits on Profits on
options options
exercised granted

RaIPh COrainer. . «cmeeeeacecnmereuccacacceaccncncacacnacanncmaancosncannnan $1, 400,000 $1, 750,000
OffiCerS A8 8 BrOUP.u.ceeeuunnciceeaccecacrecassasesecnassascennnenncnanaase 17, 800, 000 26, 600,000
Executives 88 8 8rOUD -« e ocrcimaeccicaciccrnccnemccaccranaasnacannsnne 64, 200, 000 108, 100, 000

It will be noted here that the value of the shares is stipulated at $64. How-
ever, a considerable number of option shares have been sold by these executives
at much higher prices. For example, in 1860, a group of about 20 executives
sold nearly 38,000 shares at prices ranging between $80 and $93 a share. Since
GE stock is expected to rise again in the coming years, the profits on these
options will be, of course, much larger than indicated here.

The following represents stock option purchases and sales by seven key GE
officers during the last 2 years alone:

John Belanger, vice president, customer relations industrial group: Between
1937 and 1959 he purchased 10,000 shares on option for an average approximat-
ing $356 a share and sold 5,700 for an average of $75 a share. The sales were
generally 6 months after purchases. Belanger stands to realize a total profit
of $334,000 on these operations. .

William Ginn, recently forced to resign as vice president of the GB industrial
group because of the antitrust violations: In 1959 he purchased 1,800 shares
at an average of $39 a share., Early in 1960 he sold 2,000 shares at an average
of $89 a share. His profit on the 1,800 option shares is $90,000.

James Goss, executive vice president: In 1959 he purchased 7,500 shares at
an average of $52 a share. In July 1960 he sold 5,500 shares at an average of
$86 a share. He already has a profit of $87,000 and has 2,000 shares free of
charge. At today’s market prices they are worth $128,000 which would give
him a total profit of $215,000. .

C. K. Rleger, vice president in charge of marketing services: In 1958 and
1959 he purchased 4,400 shares on option at an average price of little more
than $28 a share. In 1960 he sold 3,800 shares at an average price of $83 a
share. He already has a profit of $215,000 and owns 516 shares free of charge.
gzt 48l:,(g(l;tl)y's prices they are worth $33,000 and should realize a total profit of

Robert Paxton, recently resigned as president: From 1958 to date he pur-
chased 13,173 shares on option at an average price of $29 a share. In the
same period he sold 5,225 shares at an average price of $83.43 a share. He
already has a profit of $50,000 and has 8,000 sha:es free of charge. At present
prices they are worth over $508,000, giving Paxton a total profit of over $550,000
for these risk-free maneuvers. Undoubtedly the extra 1,000 shares sold were
previously obtained on option in which a substantial profit was realized.

Ralph Cordiner, chairman of the board : Between 1958 and 1960 he purchased
18,000 shares at an average of $23.76 a share. Between 1958 and 1960 he sold
10,565 shares at an average price of nearly $72 & share. He already has a profit
of $326,000 and has left 7,500 shares free of charge which at today’s prices are
wortgogiso,ooo. Thus, Cordiner’s total profit on these transactions will be over

ILT. &T.

The original 1.T. & 'I. stock option plan became effective in 1956 and under the
plan employees could be grented options to purchase an aggregate of 300,000
shares, the maximum per person being 20,000.

The plan was modified in 1959 and an additional 200,000 shares were offered
for option. In 1961 the plan was again revised and this revision allocated 400,000
shares. Under the revision 50,000 can be purchased by the chief officers and
80,000 by other officers. - -

Harold Geneen, president: On June 10, 1959, following his election as presi-
dent, a speclal option to purchase 30,000 shares was granted him. The option
price was $35.875, . This was in addition to the maximum allotted option of
20,000 under the original 1959 plan. If Geneen were to exercise his option for
80,000 shares, at $35.875 and sell them at today’s price, his profit would be
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over $500,000. On the basis of the original 20,000 shares, Geneen can make
an additional profit ranging from $200,000 to $5600,000.

Edmond Leavey, former president and director: In 1959 he purchased 20,000
shares at $15.68 a share. At today’s prices his profit would be $771,000.

Charles Hilles, executive vice president: In 1958 and 1959 he purchased 15,000
shares at $15.68 a share. In 1960 and 1961 he sold 4500 shares. His profit at
today’s prices would be $570,000.

Fred Farwell, former executive vice president: Farwell purchased 15,000
ghares at $§17.65 a share. At today’s prices his profit would be $549,000.

Senator Gore. I take it you do not think that Secretary Dillon
would need a large number of months to develop an opinion on
restricted stock options? - - .

Mr. Cager. From my personal knowledge, Secretary Dillon, be-
cause of his experience with the Government before, and with the
philosophy he set forth as a believer in sound business programs
and sound fiscal policies, Secretary Dillon, I am confident, would
testify as'I have testified. He has had experience on the other side
of the picture in addition to his experience with Government.

I wag rather surprised that you, Senator Gore, interpreted the
representative of the Treasury Department as wanting to wait until
th?aset forth their comprehensive recommendations.

-As I understood the representatiye’s testimony, he said if the Con-
gress wanted to deal with it now, with the exception of those minor
criticisms of your bill, it ought to be dealt with now. And it is long
overdue,in fact. -~ ~ _

Certainly, as you put it so well, you cannot have a fair tax pro
without the elimination of this particular provision; and with the
enactment of your bill that fair program could be brought about.

. I fully and completely agree with Mr. Gilbert when he said abolish
this injustice now and then proceed to make the studies that are
neoe&arﬂ.e ) . .

I do believe that Secretary Dillon would subscribe to that pro-

ogition. : ' ‘ ‘

P Senator Gore. Well, I hqlile he will.

- I was disappointed that the Treasury was not prepared at the first
ogugortumby'to recommend the elimination of this tax gimmick for
which I see no merit. Perhaps the Treasury—well, I have not found
anyone in'the Treasury yet who sees any merit in it. There may be
some. ... ., . . ~ - -

: -But at least the representative of the Treasury, upon my request,
says thiey will d_e‘wloi) a position; that is they will make a recom-
mendation one way or the other, R L

. Mr, Carsy. Senator, pe,rhafs the Secretary of the Treasury igin a
somewhat similar position as I am. The fact that these hearings were
called is only a matter, to my knowledge, of a few days. It 1s quits
g:saible that -if Secretary Dillon. was made aware of -the hearing
being called on this subject he might have had a better opportunity to

Pr%pare. tard +h y o . . . Cysl . s

. X underitand that Secretary Dillon is engaged in activity that was
sch ﬂ%v&ncﬁi of these hearings, I }%:ve no authority to speak
for Secretary Dillon; I just say that my experience with Secretary
Dillon in othier capacities when Jie was a very able Government servant
in a different ‘adm%wmtion woul{i lead me to believe that he would
be testifying here today and not leave it to a subordinate of the U.S.

; i
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Treasury if he had ample notice that this testimony would be heard
at this time. _ N _

The Cirairaan. The Chair would like the record to show that he
offered to postpone the hearingé; for Senator Gore if he desired to
have more time. But Senator Gore desired the hearings to proceed,

So I do not want any blame to lay on the Chair that sufficient time
was not given to the hearings. v : '

Mr. Carey. Iam not suggesting that, Mr. Chairman.

The CuamryaN. You said the Secretary didn’t have timé enough
to get up his statement. . »

Mr. BAREY. I am saying the Secretary may have other duties to
perform, if he got the same kind of notice I have. N :

Now, I am not suggesting that there is an excuse for the Secretary,
or that that is the responsibility of the Chair. I indicate to you, Sen-
ator, my pleasure at being able again to see you. I had time to prepare
the testimony on the sub]Iect, even though it was the same notice. And
I would say this, that I do sincerely believe that Secretary of the
Treasury Dillon or any Secretary of the Treasury would take the
same position that Mr. Gilbert took, the same position that labor takes
through me on this particular subject. . o

The CirairMaN, Any further questions? =~ . v

Senator Gore. Yes,gir. = . . o

You say Secretary Dillon is en aged in ather activities, - As a result
of those activities, of which he, of course, is only a part, regmsentinﬁ
the executive branch of the Government, this so-called tax reform bi
of 1961 is expected to reach this wmi&ee sometime latg in August,
And I was advised yesterday bsv; the distinguished ‘n;:)ii]on,ty, leader .
of the Senate that he hoped the Senate wouldg;‘djourh! y Labor Day.
i@o y]ou see that some interesting things happen ‘with' respect to tax

egislation. o B
_ But the first tax reform bill that goes to the floor of the U.S. Sénate
in 1961 or 1962 will afford an appropriate opportunity to thoroughly
consider the closing of this tax loophole, which I think is as unjusti-
fied ag any of which I have knowle o,

_ If this.committee and the Senate have only a week in which to con-
sider the important question of tax legislation, it may be necessary
to f)ostpone consideration of that bill until January., - =~ . = |
n any.event, whenever that bill is considered, I will expect the
Treasury to submit its recommendationson thispoint. =~ . ..~ '
And I'am assured this morning by the representative of the Treasnry
that that will be done. - , | NPT
. Mr.Carey. Senator, could I suggestonething? e s
In the course of questioning b{. enator Curtis, directed to lglr. Gil;
bert, it was sugﬁmd that perhaps if we took plenty of time for
further study of this proposition we might be able to design 1 "s]gtiqg
that would keep the present stock option plans in operation a;% woul
only abolish them in the future. That is a view that I must vigorously
oppose, because if you permit the continuation of this tax-free income,
or this preferential treatment of some corporations in American in-
dustlg, and deny it to others, that, too, would create an inequity.
It gs to be, as you propose in your bill, abolish it first, and then
proceé mt e - _

ere to an equitable arrangement.
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So I endorse Mr. Gilbert’s arguments for your proposals rather
than the other suggestions that more study time shouid be allowed.

More and more corporations are adopting stock options, because
it is an easy way to make a financial kl“inf at the expense of the
Government, at the expense of the stockholders, and at the expenso
of employees,

Senator Gore. This country, Mr. Carey, despite the imperfections
of the system, has developed the greatest and most equitable system of
taxation of any country in the world.

Without the progressive income tax, for which a fellow townsman
and predecessor of mine led the fight—I refer to the late Cordell
Hull—this country simply could not have attained the position in
the world which it now enjoys. I am deeply concerned that with the

roliferation of gimmicks of favoritism, a notorious example of which
18 tho restricted stock options which gives tax-free income to many
ple in very large amounts, the Nation’s tax system and law may
xtne the subject of derision and contempt by the citizenry of our
country.

This would be a mortal mistake for the society.

We must strive for fairnessand equity in our tax laws.

This tax treatment of restricted stock options has no earmark, in
my opinion, of either fairness or eqlt:ity. t in no way conforms to
ability to pay. It in no way meets the standards which I think must
be applied to our taxing system.

r. CArRey. Senator Gore, you are absolutely right. I am one that
reveres the memory of Senator Hull for this contribution to the Na-
tion’s welfare on tax questions. It was one of the first subjects on
which I, as a young labor leader, I testified before a congressional
committee. It was in 1934, on reciprocal trade agreements, and labor
was vigorously in support of his prolposals.

In addition to the great men of Tennessee who have been interested
i‘l}‘ progressive tax proposals are the great men of your State, Senator,

irginia.

@ look to you, Senator, for the solution of this problem and also
for the plugging of other tax loopholes. I refer to individuals and
companies that ﬁo abroad and get special tax advantages which

arantee them high Eroﬁt rates not enjoyed by other Americans.

is is not the only other loophole; there are several that bring dis-
resg):ct to an otherwise good tax structure. '
* Senator (lass and President Wilson and others made great con-
tributions to this kind of tax system, in addition to Senator Hull.

I want to say thanks for seeing you agjn as well. = It has been many
fears since we have come together. But the relationship has been

ong, and despite diiferences that may arise on other matters, on this
one we ouci;ht to be of one mind. :

I would hope the chairman of the committee will continue to inspire
Senator Gore to continue his efforts to get enacted by August the legis-
lation that eliminates this glaring mistake in our tax structure.

“Senator Gore. I do not want to participate in the commitment of
the chairman of this committee to this point of view. But I do want
to take this occasion to thank him for his generosity in calling this
hearing, not for 1 day, but for 2. : '

’ .
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When the Treasury indicated that it was not Frepared at the mo-
ment to take a position on the bill, the chairman of this committee very
gonerously suggested that he would postpone the hearing if I so de-
sired until the Treasury was prepared to take a position. I thank
him for that, too. In fact, he is generous in many regards.

I thought since other witnesses had asked to testify, since they had
armngedg their schedules to be here, that we should proceed with the
testimony, and I so indicated to the chairman. Ie went further and
said that the Treasury would have an opportunity to appear later on
to give its views on this bill, .

o insofar as fair and respectful treatment of this subject matter,
and of me as a committee member, the conduct of the chairman has
been exemplary.

The CrarmaN. I al%precin te very much the kind words.

Mr. Carey. It wouldn’t do you much damage, would it, Senator?

The CHARMAN. Mr. Carey, these are the first friendly words I
have had from anyone connected with the CIO for many years.

Mr. Carey. Ihopethey are not the last, Senator.

You know, I was a resident of Virginia, and many members of my
family are still residents of Virginia. This is an unusual opportunity
for us to be in such harmony. v

The CrrarrMaN, The Chair hasn’t yet stated his position.

Mr. Carey. Thank you very much, Senator.

The CHARMAN. Thank you, Mr, Carey.

The next witness is Mr. Stanley L. Kaufman, of New York.

Will you take a seat, Mr. Kaufman, and proceed

STATEMENT OF STANLEY L. KAUFMAN, NEW YORK CITY

Mr. Kaurxan. Senator Byrd and members of the committee, since
this morning appears to be occupied by Senator Gore’s admirers or
claque, I don’t want anyone to be confused into thinking I am going
to speak in favor of stock options. My point of view is, summing up
my })redpared statement, that they smell to high heaven, and they have
smelled for 10 years to high heaven, and that nnY suggestion of & need
for any further study as to how much they smell or why they smell is
thoroughly hypocritical, and would be hypocritical.

I would like, Mr, Chairman, to have my prepared statement printed,
and I shall make a few brief remarks.

Senator Gtore’s last remarks concerning the immorality and inequity
of the stock option loophole is really the primary issue. -

I think that stock options and the type of loophole represented by,
stock options are communistic in theory and communistic in practice.

We have heard of the commissars in Russia being the few people who
own limousines, or at least ride in limousines, And we hear the com-
missars having dachas, or large country houses, while the remainder
of the population live in small cramped houses. A '

We have here in this country a class of corporate bureaucracy that,
I believe, is repeating the errors of the communistic system. And they:
are also repeating some of the errors that have led to unstable govern-
ments in other parts of the world. o . ' :

There is a saying that the only real millionaire left in the world
today is the Greek millionaire, because he doesn’t pay his taxes. The
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only fellow who can afford to run a 150-foot yacht is a Greek ship-
owner, because he is not paying his proper share of the taxes. '

Thle stock option loophole represents a swindle of the American

e.
peggld I have the pleasure of being in the position of saying, I told
you so, because as a practicing lawyer I have been involved in a good
deal of corporate litigation. And in 1952 I was involved in litigation
on the early stock option plans with Standard Oil, United States Steel,
CIT Finance Corp., and one or two others.

And most reluctantly I became the one who placed the judicial
stamp of approval on those plans.

And the judge usually rested their opinions as to the legality of
stock option plans on the fact that, since Congress had said it was a
good thing for American business, because it increased incentives and
increased proprietorship, therefore, it must be a good thing for Ameri-
can business, regardless of how it may seem to violate the principles
of corporation law.

In testifying here as an attorney, I am sticking my neck out, be-
cause—and it required an office conference before it was determined
in good conscience that I should offend the corporate bureaucracy by
stating these views. .

I am almost as reckless as Dean Griswold is, or was, when he also
indicated his opposition to stock options, as well as to the oil depletion
loophole at the same time that Harvard University was trying to raise
$82 million, and succeeded in raising $82 million, a good portion of
which undoubtedly came from big business. L

Now, the first justification of these plans was that they were sup-

to make the executives partpers in the business. That has gone
so far by the board that Allied Chemical recently put in its proxy
statement & proposal that it would no longer require the optionees
to hold stock for “investment purposes.” In other words, back in 1951
and 1952 and 1953 these stock options plans were sold to the stock-
holders—if they understood them at all, and I can’t believe that this
Congress ever understood what they were enacting when they enacted
this in 1950—they were sold to the stockholders on the basis that the
stock would be taken and held for investment purposes. . - -

Now, they are frankly coming out and eliminating that from the
stock option ﬁ)lans, eliminating it from existing stock option plans.

As people have })ointed out earlier this morning, stock option plans
represent o heads-I-win tails-you-lose proposition, a Monday morning
quarterback, who can call the playsafter the game is over. .

.- But even this ian’t enough. _Assuming that the corporation has done
badly, management is go piggish and they have so little opinion of the
Xllt:l igence of the American stockholders and the intelligence of the
erican public, that they then, if they find that the company has
done badly and the stock has depreciated in valuei(theg then issue a
new stock option plan at the lower value. The rank and file of stock-
holders, who may have bought their stock at $40 a share when the first
stock option plan came out now find they. have got a $20 loss, the stock
‘being now worth $20 a share. But management issces new options
and, if the company fares better, or if the general eccnomy fares bet-
ter, the stock may go back up to $4? a share. The stockholders have

~vac—

[
/
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no profit at all, but the management now has a nice fat profit of $20 a
share, with no risk, not a dime on the line. T
Now, I can’t do that in my law practice. ' ‘
If I get a big fee this year, I can’t postpone it yntil I retire, I have
toX&y taxesonit., , .- S ’ s
s Mr. Carey said, the workinﬁ'man with his modest income must
pay regular income tax rates. Here are these fellows who need it
ithe least who have all these other benefits, such as deferred compen-
sation—and this is a frightful loophole which the Congress should
ive its attention to. A corporate executive who has a cash salary
of $200,000 for this year, is permitted to take $100,000 this year and
then take the remaining $100,000 as deferred com tion after he
retires from the corpora.i-n, and after he is in a lower tax bracket.
In other words, they have plans now, in addition to stock options,
where they get wonderful six- fg-’ure salaries, half of which, or perhaps
less than half of which, is deferred until retirement, so that g man
who is today 55 years of age, and is earning $200,000 a year, can take
$100,000 of that for the next 10 years, then he retires, and then for
the 10 years after retirement he gets a low tax rate, or comparatively
low tax rate on the remaining $100,000. ’ S _
. I merely mention that to. highfight the greed and the inequity of
this loophole. ‘ | - -
As Senator Gore states, it is just this kind of thing, when it is finally
realized and appreciated by the general public, that leads the genéral
public into complete disrespect, into the feeling that they are’being
made suckexrs of. | L
Andg that just isn’t the American way of doing things, and I don’t
think that the American public can ever develop an aggressive philos-
ophy and a philosophy of integrity under these circumstances, We
have our magazines like Life magazine writing pompous editorials
about the American philosophy, what, the American philosophy should
be. They would be doing a great deal more to help the American
philosophy if they eliminated: ‘me?]uities, and this particular inequity,
which is just insulting to the intelligence of any modern society.
Now, how do these stock options operate in time of nationalycriSis,
or in time of war? : | ' T
If a man has a million dollars profit in stock options, will that be
r:ﬁulated'along with wages, salaries, and prices in times of war or
o ‘ el

er emergency, in order to avoid inflation ¢ S

" Now, it seems perfectly obvious that a man who has a million and
a-half dollars in capital gains, and can take it by only paying 25
percent tax, is going to have a much greater capacity for roni(ﬁing
national inﬁationj than some laboring man, or the average business or
professional man. But, fortunately, we have a blueprint as.to how
stock options are treated in times of national crisis: T

, Back in 1952, or 1951, during the Korean crisis, the salary stabiliza-
tion board held special hearings as to whether stock options shonld be
regulated, since everybodg else was ti‘ghtenin%'th'eir[ Its, and 'since
American soldiers were freezing to death in Korea. and sincé prices
were being regulated, salaries and w’a¥e'sﬂ iyére B’ein%}'é‘ ulated.” The
thought was that perhaps these capital gains should bs lated, too.

"I recall a meeting of a special panel-that'wag called by thé New York
City Bar Association in 1951, I believe it-was, when we'were all
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worked up about the horrible North Korean Communists, and the
American soldiers were going back 6 years after we were there in
1945, and everybody was patriotic as could be, and everybody should
have been as patriotic ascould be, .

I remember Mr. Arthur Dean of Sullivan & Cromwell, who subse-
quently became one of the negotiators with North Korea, doing some
hairsplitting to justify stock options as not proper subjects of regula-
tion even during a national emergency. And I remember him say-
ing—and he was quoted in the newspapers as saying—in substance,
that it was just too complicated and too expensive, that while there
were abuses, and there might be abuses, from the point of view of a
national emergency and a national crisis, it was just too complicated to
regulate these thinFs.

" You could regulate baseball players’ income, and lawyers’ income,
and everybody else’s income, but not restricted stock option plans,
and not capital gains that were then existing of a million or a million
and a half dollars.
. Now, this is precisely the thing—I suppose if yor assume that the
erican, average American, is so stupid that he can’t understand
a stock option plan, or he can’t understand the inequity of it, why then
o ahead and keep the thing in the tax law. That is the assumption
that the Greek Government runs on, and the Greek millionaries. And
it is probably the assumption that the Latin Americans run on the
rich avoid their taxes in every way, the poor pay the taxes.
."And now we know what an explosion we are sitting on all over the
world because of these inequities.

If you assume that the average American has average intelligence,
and that you can’t fool all the people all the time, and that some Amer-
ican soldier who perhaps happened to go to law school is sitting there
freezing in a mudhole and he tells the other fellows, “Gee, whiz, I just
read in the papers that the stock option plans are not being regu-
lated”—I was saying, Senator Gore, that we have a blueprint as to
how the corporate bureaucrats will tighten their belts in times of
national emergency because we had that problem already in 1951.

And the salary stabilization board came to the conclusion—I believe
they came to the conclusion—that stock options should not be
regulated.

Now, the whole business about attracting new personnel and re-
taining old personnel is sheer hokum.

In the first f)lace, the options don’t ﬁ:to new personnel, they go to
new personnel on a picayune basis. d in the second place, it is a
circuitous arﬁument, because if you don’t put this thing into law,
nobodg would be able to attract anybody with any stock options.

As-far as the oldtimers are concerned, they grab the lion’s share of
the options. Irving Olds of United States Steel a year or 2 before
retirement—— :

Senator Gore. If no corporation had this privilege, then it wouldn’t
be ﬁ{)roblem for anX corporation, wauld it {

. KaurMaN. Absolutely not. -
.. Now, Dean Griswold just pointed out that the companies who need
it the most, probably, in this rat race that Congress has created, the
companies who need 1t the most, the small eomganies, can’t take ad-
vantage of it because of certain technical problems which you are

’
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probably aware of. But if you are going to keep this loophole,
which is frightful and horrible and immoral and bad for the Ameri-
can conscience and bad for American standards, it might conceivably
be part of small business assistance, part of the Small Business Act
to enable small business to provide what conceivably might be some
special inducements to get executives away from large corporations
and possibly equalize things that way, although I don’t think that is
feasible. I don’t think it is practica,ble. I think that the kind of
men who go out and start new businesses in the old-fashioned way,
and who take risks, are not the corporation bureaucrats. They are
scared to death.

In spite of their protestations about meeting payrolls, most of
these follows have never met a payroll personally. They have just
come out of school, or wherever they were; they have stayed as mem-
bers of the team, and they have no conce];lt. of any of the real old-
fashioned American competitive system where a fellow has an idea
and puts his own money on the line, builds up a business by himself.
They are inheritors of businesses usually from the old tycoons who
had the guts and the imagination and the ability to build up these
businesses. _

The very fact that they won’t buy the stock of their own corpora-
tion but have to take options indicates that they have no guts.

‘What happened to these GE executives that were fired as a result
of the antitrust thing{ .

They are running around in circles looking for jobs. They weren’t
in such great demand. It wasn’t necessary for anybody to give them
stock options to attract them.

I followed them in a vague sort of way, their future, in getting
new jobs. And most of them took jobs that were a lot worse than
their jobs with GE. And I suspect that they were companies that
did not have stock options. )

Now, you might ask, do stock options really help the companies?

Do they increase their earnings®

They do not increase stock market pric:il because stock market
prices are not the result primarily—are hardly the result of corpo-
rate executives’ activities. When the stock goes down, then the exec-
utive says, “It was due to world conditions or conditions in the in-
dustry or an unfortunate thing, it had nothing to do with my efforts
at all.” When it goes up, of course, then, this has everything to do
with their efforts.

I have an article from the New York Times of June 4, 1961 entitled
“Drop in Earnings Faze Blue Chips.” And the New York Times
points out that from 1956 to 1960 the earnings of the 30 largest com-
mon stocks on the New York Stock Exchange, that is, the earnin
on one share of each fell a little from $1.0594 to $1.0537. But stoc
prices of these institutional corporations advanced approximately 83

rcent.
peI think if you examine those corporations you will find out that
most of them are corporations with stock option plans, :

In other words, the stockholders haven’t gotten any more dividends,
the company hasn’t gotten any more earnin Tﬁe market rise is
caused by public speculation or a public psychology.
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And the Rrice-earnings ratio has increased. Whereas stocks in
1956 were selling for 14 times earnings, I believe that the;r have ad-
vanced—or 18 times earnings—I believe that—well, I don’t have the

specific figures here, but let’s assume they were s‘eiling for 15 times
ldé%xanmgs 1n 1956, and they advanced to 24 or 25 times earnings in

And as this article points out, the general market on listed corpora-
tions on the New York Stock ii‘.xch_ange advanced much more than
these 30 institutional corporations. '

I suspect that if a study were made you would find that the earnin
and dividends of corporations without stock option plans probably did
just as well as, if not better than, ones with stock option plans, because
stock option plans don’t make & fellow work harder. If he has his
million and a half, his million dollars, or million and a half dollars;
he then feels, “Why, I have made my pile, I miﬁht just as well relax.’
- The next stock op,tion plan comes along, and he says, “I will take on
more stock options.” - '

- I was saying that the options went primarily to the oldtimers who
really had very little corporate use left and who were on the verge of
retirement. :

- I'recall the situation with Irving Olds, the chairman of the board
of United States Steel, who was makin% a huge salary just before
his retirement age. He was also getting, I think, deferred compensa-
tion, a lax;f_e Pension, a big expense account, and everything was just
fine. "And a ggg came the stock option plan, and just a short time
before he retired he was made a substantial participant in the stock
option plan. His only duty left after retirement was a very fat man-
agement advisory function which he could do in his spare time to
justify his postretirement pay. = ‘

He was also presumably getting legal fees from his firm, White &
Case, which was general counsel for United States Steel. :

‘Now, nobody objects to men making big salaries if there is a pro-
gressive income tax. Nobody obLects to men making huge capital

rains if they lay their money on the line and lay their ability on the
ine. But for people to make cagital gains without any risk is offen-
sivgi.]ust offensive. It is bound to be found out by the American
public. =~ -

I am surprised that the Republican members of this committee show
as little interest as they do, because Senator Gore’s proposal really
involves the old-fashioned principles of ethics and morality,
Ehose principles that rugged individualists are supposed to stand

or.

Senator McCartHY. You don’t mean that the Democrats don’t
stand for it, what you mean is that the Republicans talk about them
more, |

I just want the record clear. We wouldn’t concede that to the
Republicans.

Mr. Kavrsman, They talk about them, and in the public mind they
stand for them, and if they want to'preserve that illusion it seems to
me that they ought to——

Senator McCarTny. ‘36 long as you say it is an illusion, T will let
yougoon. - - :

Senator GSRe. Do you want to Venture a guess as to how many Re-
publican members of this committee will vote for my motion?
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* Mr. Kaurnan. 1 am not a psychoanalyst, Senator Gore. : T just
don’t know.. . e R T o

Senator Gore. Let’s don’t’antagonize them. ' e

Mr. Kaurman. T waspot trying to do that, I was t}ry'ing to show the'
opportunity of corporate bureguerats—and, they should stop being
bureaucrats. They should try to' be a little bit more like the men
who founded the corporations, and Iu,st not-the way a Russian ¢om-
missar is, just grab, grab, while the lawyers—and T have been one of
them—try to ﬁfm-e out how many angels can stand on the point of a
pin, to make black white, because this'loophole is just the blackest
thing, no matter how you may try to justify if piecemeal. - -~

The assumption is that Robert McNamara is going to work harder
for Ford Motor Co. because he has got stock options than e tvill as
Secretary of Defense in a national crisis where he has no stock options
and he has a low salary. .

I think that is an absolutely invalid assumption.

Senator McCartry. I would sug%est that these same people, when
they are talking about their own salary and their own security, say
that the only way you get a man to work harder is to give him greater
incentive and ﬁmater security. But when they are dealing with the
working men they generally sa?v, “If you give a working man too much
salary and too much security, then he lies down on the job.” '

There seems to be a different psychology when you are dealing with
the workingman. : K . CL .

A few years back they were saying, “What you probably need is more
empty dinner pails.” _ . _ .

f we were to take the empty dinner pail and apply it to the top,
why these fellows would really work hard, we assume. . =~ .

Mr. KaurMaN. Yes; so we assume. - There is no fighter like a hun-
grg prize fighter, they sa;t\:. o ' o
_ Senator McCarraY. That is what they say. They say they do not
fight so well when they face the income tax collector after they fight.
~ Mr, Kaurman. That is true, they don’t fight as often, they may
fight as well. R

But I think that what the Senator has said is really an unconscious
expression by corporate people of an alien and European lpsych;),logy,
that there is a difterence in quality of character between the working-
man and themselves, that one fellow is going to %et ‘drunk and lay
down on the ]'ob, and the other fellow will just drink moderately in
his country club and pass valuable ideas back and forth for tax de-
ductible expenditures. It is really, I think—I think it is commu-
nistic ‘¢ S

Senator Gore. You don’t mean communistic in ideology, but a prac-

tice of favoritism practiced by a select few ? .

Mr. Kaurman., Well, to the extent that—I don’t know, Senator
Gore, you were out of the room, I think, when I was trying to describe
my conception ' .

Senator Gore. No; I washere, ‘ N .o

Mr. Kaurman. Of the favored few. - e ‘ S

The Russians are all tightening their belts; presumbly except
Khrushchev, who probably wears a size 40 belt, and people like him,
who get special privileges. They are bureaucrats. Now, these fellows
are not businessmen, SRR A .

73267—61-——6




78 STOCK OPTIONS

General Motors and General Electric are like a government in them-
selves, the size of them, the way they operate.

Senator McCartuy. Maybe we ought to give them diplomatic rec-
ognition, and let them fly their own and send ambassadors.

Mr. Kaurman. They would be valuable allies, Senator.

Senator McCarray. Like the Greek shipowner, give them sover-
eignty and then negotiate.

Seantor Gore. I want to be the consular representative.

Mr. Kaurman. Well, you will be royally treated, I am sure.

Thank you, Senator Iiyrd, and members of the committee, for listen-
ing to me. .

gf you have any questions, I would be glad to try to answer them.,

The CaArMAN. Thank you.

(The statement referred to is as follows:)

STATEMENT OF STANLEY L. KAurMAN, EsQ, NEw Yorg, N.Y.

It is very rare that one has the opportunity to say, “I told you so0,” on a major
national issue. Since shortly after the stock option loophole was placed in the
tax laws in 1951, I have been strongly critical of this unfair and inequitable
shifting of the tax burden from one American citizen to another.

In a little book I wrote in 1955 entitled ‘“Your Rights as an Investor,” I stated
that corporate managements, like most people, resent “working for the Govern-
ment.,” To relieve their general suffering their highly paid tax lobbyists slipped
a beautiful little loophole into the tax laws in 1950 known as restricted stock
options. Restricted stock options are one of the last remaining ways of becom-
ing a millionaire under present tax laws without investing a nickel. These op-
tions are “restricted” primarily in the sense that most of us will probably never
receive any.

My fArm represents and has represented management of listed corporations,
yet there are times when the conscience must speak out, particularly when na-
tional interests and morality are threatened. I believe that the primary dif-
ficulty with stock optlons is their basic immorality. One of the early apologies
for a stock option was that corporate executives were taxed at so high a rate
(because they made so much money) that they did not have the opportunity to
build an “estate.” If this be true, then every American taxpayer should have
the opportunity to build an “estate.” Corporate executives should build estates
by saving their money in the good old-fashioned way, or by providing insurance
for themselves like other citizens and not by gambling on the stock market—
which is essentially the way money is made in stock options.

There {8 no point in saying that stock options are so technlcal that most
American citizens do not realize they exist and therefore what harm can they
cause? Truth has a way of coming out. Continually corrupt pinpricks in our
national character tend to split class from class, labor from capital, and tend
to make us a copy of the type of cynical governments that we find shaking
with instability in other parts of the world. It is only natural that the laboring
man or the small- and medium-business owner or the professional man must feet
intense mistrust when they finally come to understand that they have been made
“patsies” for a special privileged class of taxpayer. When he reads foreign and
leftist attacks on our “ruling classes” and “privileged few,” his mind has al-
ready been conditioned to belleve this propaganda by such special-privilege
legislation as the stock option loophole.

Life magazine can write articles about the need for “a new American philoso-
phy” from now till kingdom come. Such a philosophy will never be created
on Madison Avenue, by tax lobbyists or by magazine editorial writers. Natlonal
integrity and purpose can only be achieved by conscience and fairness and by
old-fashioned morality. !

Back in 1952, I handled litigation on bebalf of minority stockholders and
against the managements of Standard Oll Co. of New Jersey, C.I.T. Finance
Corp., and United States Steel Corp., attacking the early stock option plans.
My attack was from the point of view of violation of corporation law, and in
almost every respect the position of the management was sustained by the
courts and they placed a seal of approval (at least corporation-law-wise), on



STOCK OPTIONS 79

further stock option plans. In many cases the argument was made by manage-
ment and adopted by the courts that stock options must be a good corporate de-
vice since the Congress of the United States had authorigzed them in effect by
granting the tax loophole (of course, the word “loophole” was not used), and
varlous phony arguments were used by management which I had the opportunity
of making the prediction would subsequently be proven phony through actual
experience,

In the first place, it was argued that it was important to make the officers
and key executives “proprietors” and “partners” in the enterprise. Aside from
the fact that they could very easily become partners and proprietors by saving
thelr money and buying stock, the way all other stockholders bhad to, this
argument was on its face ridiculous and experience had proven it to be ridicu-
lous. These early plans were described as being “for investment purposes.” In
other words, management argued that the stock purchased under options would
be held for an indefinite period of time as proprietors and partners and for in-
vestment purposes. We predicted that this was just not so and that it would
be insane for & man to buy optional stack and hold it indefinitely. The sensible
thing would be to wait until the price went up to the point where you thought
it was not going to go any further and then exercise your option, buy the stock,
hold it for the minimum period of 6 months, sell it, and reap long-term capital
gains. In the end, therefore, you would own hardly any more stock than you
did before the stock option plan. These plans were sold to the stockholders on
the foregoing false premise. I remember in one case pointing out to the chairman
of the board of one of the larger companies that the key executives who had
been granted options to buy so many shares of stock that they could not possibly
have the financial resources to purchase the stock on exercise of thelr options;
that they would have to take bank loans when they exercised their options; and
that these bank loans would have to be paid off, and further, that the only safe
way of paying them off would be immediately after 6 months to sell the stock,
pay off the bank loans, and take profits. - I remember this gentleman very
weightily putting his fingertips together on the witness stand (when I asked him
what investigation he had made into;the.saviygs and. personal financial resources
of the executives to take advantage of the stock options), and he stated that.
many of them might have rich relatives or be able to borrow long-term money
tmli‘;n friends in order to purchase the stock and hold it for an indefinite period
of time.

A clipping that I have in my files from the Newark Evening News, a New
Jersey newspaper, for April 20, 1952, indicates that in response to our question
as to whether the executives would actually hold their stock since the plan did
not provide for them to hold their stock, a director of Standard Oll of New
Jersey stated.that there was “an understanding” between the company and 80
keymen already given options that they will buy the stock for investment. We
pointed out to the court that this was no guarantee that the men would not
exercise their options to realize a quick profit, and Standard Oil counsel threw
up his bands-in horror at any such suggestion. I have not followed Standard
Oil, but Fortune magazine in December 1954, pointed out that with regard to
C.L.T. Finance Corp., which had also assured the stockholders that the proprie-
tary interest of the executives would be increased and that the stock would be
held for investment, shortly after the plan was declared legal in the Delaware
courts, most of the large recipients of.the C.I.T. options proceeded to sell and
make qulck profits, which in our opinion was in violation of the stated purpose
of the plan. I am sure that this committee has & good deal more material than
Ithaveﬁconceming abuse of the investment intent and immediate sale and taking
of profits.

How about the inflationary influence of these plans? Obviously, an executive
who only pays 25 percent on his profits will have considerably more money thban
had he paid 75 percent tax on his profits as salary. What happens in time of
war? Are stock option profits regulated like salaries? While young Americans
are dying and while the salaries and wages of workers are being regulated and
while prices are fixed, are stock option profits regulated? We are an honest,
patriotic, and moral people, and the answer to the foregoing questions should
be “Yes.” Unfortunately, we already have a blueprint as to the trestment of
stock option profits in wartime,

During 1951, I made a statement before ths committee of the Salary Stabiliza-
tion Board, which was seeking to determine whether stock option profits should
be regulated during the Korean crisis. I stated that stock options were “a daisy
<hain of inflation with each company contending it had to adopt a stock option
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plan to keep from losing {ts executives to other firms that have such plans,” See
New York Herald-Tribune, Aug. 0, 1081.) Mr. Arthur H. Dean of the New
York law firm of Sutlivan & Cromwell stated, on behalf of corporate manage-
ments, that he thought that there might be abuses of such plans, but that it
would be too expensive and too complicated for the Salary Stabliization Board
to attempt fo regulate them. I believe Mr. Dean was later one of the negotiators
between North Korea and our forces toward the end or after the end of the
Korean crisis.

How cynical can you get? There hasn't been much publicity on the foregoing,
but how will an American soldier freezing in a foxhole feel it he is smart and
sophiscated enough to understand this shell gnme. How hard will the labor-
ing man work and how patriotic will he be in a national crisls in view of the
foregoing? We can't be eynical and assume that these little people are so stupid
that eventually they don't get the point. The result during the Korean crlsis
was that stock option profits were virtually not regulated. Apparently, long-
term capital gains in the hands of rich men are not inflationary whereas small
wages or smalt moderate income in the hands of laboring men, small business-
men, and professional men are inflationary even though the latter are taxed at
ordinary income tax rates.

We also were met with the argument that it was necessary to have stock
options in order to attract new personnel. The answer to this was simple, It
was difficult to understand how management would have the nerve to make this
argument, but they did. In the first place, if no company used stock options,
then no company would have to attract new personnel from other companies by
the use of stock options. Once you enacted the stock option loophole, you had
an endless chain of possibilities of “ralds” on personnel. But more important
than this is the fact that the bulk of the options have gone to oldtimers, presi-
dents, executive vice presidents, et cetera. We are familiar with one situation
in which 10 percent of the company was optioned-—and it was a company listed
on & national stock exchange—and the top man grabbed one-half of the options.
The board of directors got most of the rest and the lower echelons got practi-
cally nothing. Then the argument was used that incentive of executives would
be increased and they would work harder and do n better job for the stockholders
and the publie. This, too, is hokum. An article in the New York Journal-
Awmerican dated April 24, 1961 by Leslie Gould, the financlal writer, Indicates
that numerlcally public utilities did better than most companies that had stock
option plans. The following day on April 25, 1981, Mr. Gould published a study
concerning stocks which have declined in recent years, and I do not believe there
were any public utility companies (no options) among them. Unfortunately,
one of the last acts of the Securities and Exchange Commisslon under its previ.
ous administration was to approve the use of stock aptions for public utilities.
One hapes that this action will be reversed by Mr. Carey, the present Chairman,
as It will release & flood of unnecessary stock options in utllity companies, will
probably adversely affect rates for electricity and gas and probably will also lead
to sltock market manipulative practices in the case of listed public utility com-
panies.

The theory of stock options i1s /lso based upon the fallaclous assumption
that Mr. Robert McNamara will work harder as the head of Ford Motor Co.
than he will as Secretary of Defense or that the corporate executive with stock
option® will work harder than & member of this committee who is working for
the Government or that a corporate executive who is receiving a large salary,
a pension when he retires, a large expense account and other benefits, inctuding
deferred compensation, will work an infinitesimal bit harder if he also is re-
celving stock options. (AR to deferred compensation, here Is another unfair and
inequitable loophole in the tax laws. Why should a corporate executlve earning

,000 a year be permitted to defer $100.000 of this until he retires, at which
point he will take it at a lower tax bracket? Baseball players cannot do it.
Prizefighters cannot do {t. Tf T get a big fee this year, I cannot postpone paying
taxes on it until I am 65 years old. In my opinion, deferred compensation is a
form of constructive receipt and should be taxed or should not be permitted.)

The argument made by corporations that stock options were necessary in order
to hold valuable executives within the organization was as phony, if not phonier,
than the argument that ther were needed to attract new talent. In the first
place, established executives rarely go into private enterprise. They are usually
scared to death to do s0. They are organization men in spite of all their protes-
tations of rugged individuality. Most large iustitutional corporation executives,
contrary to thelr tiresonie refrain, have never actually “had to meet a payroll’
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nor have they ever personally met a payroll. As a practical matter, they just
do not leave safe corporation berths to start new and speculative businesses with
their own money or even with someone else's money. Furthermore, as I men-
tioned above, if you never had any stock options, stock options could not be used
by one company to attract executives of other companies. The type of executive
who has the guts to start a new enterprise—the old fashioned tycoon—is pretty
rare in corporate circles these days. Now, when a corporation executive loses
his job, he usually goes running desperately around to other corporations in
gsearch of a new one. The man with initiative and a really new idea bullds his
owtxil company by investing money and time and does not worry about stock
options.

This committee can easily send out a few hundred questionnaires to listed cor-
porations to determine how much optioned stock has been held for more than
1 year after exercise and how much has been sold. I am sure the results would
be shocking.

While it may seem a bit silly to lock the barn door after the horse has been
stolen, perhaps only three-quarters of the horse i3 already out of the barn, and
we still have time to sive the rest. ‘

The Cuaman. The next witness is Col. Lawrence I. Peak, of Cali-
:formai Md.

Will you take a seat, sir, and proceed.
STATEMENT OF COL. LAWRENCE I, PEAK, CALIFORNIA, MD.

Colonel Peak. I apgear before you today not because I am opiosed
to stock options, but because I am opposed to the abuse of stock op-
tions and their equally vicious companion pieces, the so-called employ-
ment or consultant contracts, the latter rapidly becoming more dan-
gerous to stockholders than the option agreements.

I would like to emphasize that whatever action is taken in connec- -
tion with stock options must also consider these employment contracts.
Already management has sensed the opposition on the part of-the
stockholder's to option agreements, and more and more companies have
granted these so-called consultant contracts which mortgage the future
of the companies for many, many years in advance. They apply not
only to the optionee, but usually to his wife, and I have seen some in-
stances where they go down to the children, the minor children.

As one consultant passes out of the picture, and somebody takes his
place, that man is going to expect the same type of em;i)lgyment con-
tract. Asa result, that company’s earnings are going to be mortgaged
for an indefinite time in the future. : ‘

As I am sure you are aware, stock options came into being to reward
management for exceptional performance, and because of unwisé tax
legislation, to permit management to legally retain greater sums of
money than was possible from straight salary payments. It was also
intended that by having an ownership interest in the company, man-
agement would exert greater efforts to have it prosper. From this
laudable beginning, the stock option proposition has been exploited
to the point where in some companies it appears management is more
interested in the action of the company’s stock than it is in the opera-
tion of the company.

In those few instances where stock options have been challenged,
it is usually represented by management that the stockholders in gen-
eral have by their votes approved the granting of stock options. This
is a pretty fairy tale when the facts are considered. |

In most instances stockholders have no knowledge that a stock
option has been granted, or its terms, until the notice of the annual
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meeting is received. This is usually 30 days before the actual meet-
in% isheld. This does not give any stockholder the time to prepare and
submit to the SEC a resolution regarding the stock option or to organ-
ize any effective opposition. He cannot submit a resolution to the
SEC bringing this matter to the attention of all stockholders because
of the time element.

Coupled with this element is the fact that any proxy contest is very
9os§};y and difficult even when adequate time is available to organ-
izeit.

Then there is the further fact to consider, that management is usu-
ally well supplied with proxies, because it is almost unheard of that
the fiduciaries and trusts vote other than in support of management.

In addition, there are many thousands of uninformed, ignorant
stockholders who either send in unsigned proxies or fail to express any
sentiment.

In recent years in many concerns stock options have been granted

by the so-called insiders in fantastic amounts which have no relation
to the value of the services rendered or the ability of the recipient to
pay for the stock. As a result, in most cases the holder of the stock
option sells the stock as soon as possible and thereby defeats the entire
thought behind the stock option. Such sales of course depress the mar-
ket, for the time being at least.
. I'have long opposed the granting of unreasonable stock options or
consultant contracts and, as a means of exposing this racket, I have
endeavored to have the SEC require companies to show in their notice
of annual meeting, the total amount of stock granted under options,
the amount of stock taken up, and the amount retained, of all princi-
pal officers.

The present procedure does not give the stockholders any means of
forming an enlightened opinion on how much stock the optionee has
obtained over a period of time.

As T have stated, I am not opposed to stock options, but believe the
following conditions should be incident to such plan. In making
this statement, I might say that I belong to the old school that feels
that when a man accepts employment, whatever his salary may be,
he owes a certain allegiance to that company and should give his best
efforts to the company.

Senator (Gore. And should not expect or require additional
incentives? ,

Colonel Peak. That ismy position, sir.

Senator Gore. It is really, it seems to me, insulting to the corpo-
rate official, to say that he will not give his best to a company whose
employment he has accepted, generally at a very handsome salary, un-
Jess the company gives him something in addition ¢

Colonel Peak. That is my position, Senator.

Senator Gore. I just cannot understand how people can argue that
this is necessary from a standpoint of incentive.

Colonel Peak. It has been my expetience that management, speak-
ing in the general term today, regard their salary merely as a retainer,
and they look to their stock options as a bonus, or means of creating
some income. :

I think— '

Senator Gorg. Asa means of getting income without taxes.
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Colonel Peax. That is correct, sir. _

The conditions I believe incident to the granting of any stock option
are as follows:

1. The grantee should have contributed something to the benefit of
the company above and beyond what should be expected from his

osition.

P 2. No stock option should be granted in any year when no dividend
is paid to all stockholders. .

3. Stock granted under option should be from previously issued
and outstanding stock.

4. That stock granted under option should be held for at least 5
years and only in cases of extreme emergency, and then only with the
consent of the directors, should the optionee be permitted to dispose
of more than 20 percent of the optioned stock in any one year.

5. That the amount of stock granted the optionee should be in
relation to his ability to pay for tﬁe stock without having to sell it in
the market to exercise his option. *

Senator Gore. Let us think about that just a moment. .

It may not be necessary for them to sell it. If I have an option to
buy for $100 a share which has a current market value of $200, would
it not be possible for me to take my option to my banker and obtain
the credit necessary to buy that share?

Of course, thereafter, in using this as collateral, it may not be neces-
sary to sell the stock at all, or to sell anything, for the holder of an
option to exercise that option.

Colonal Peax. The point I tried to bring out, Senator, is that the
amount of stock granted this man should be within his ability to pay
for it, without having to hypothecate or pledge the stock, or anything
of the kind.

_ For instance, I could cite one company locally in which the execu-
tive was receiving $60,000 a year. He was granted an option of 10,000
shares of stock at something over $20 a share. I happened toknow the
circumstances of that man, and without either hﬁpothecat.ing the 0{)-
tion as you have indicated, or some other device, he could not possibly
pay for that stock without selling some of it or making some arrange-
ment for financing it in another manner.

Now, I think the man should pay for it out of his earnings.

Senator Gore. I do not know that I would agree with you on that
particular point.

primary concern is twofold :

One the morality and inequity of permitting the corporate insiders
to water and dilute the stock of other people who are not in such
sanctuary; . _

Second, the inequity and unfairness of the tax treatment by which
compensation is received under conditions which place it beyond the
normal tax rates, or in case of retention up to death beyond any income
tax application at all. :

Now, these are the two primary concerns I have, both of which,
it seems to me, bring into question, and perhaps hold our tax laws up
to ridicule and derision by the mass of our people who have no gim-
mick of favoritism, who must })ay, and who feel that everyone else
is likewise paying, a fair share of taxes at the time, -



84 STOCK OPTIONS

Colonel Peax. Let us explore the situation that you outlined, where
the man goes to his bank and borrows. Sooner or later—there are
only two ways that I know of that he can pay for that stock. He
either must pay for it out of his earnings, or must sell a certain amount
of stock to liquidate his bank loans. .

Senator Gore. That may not be true, because he might use the stock
as collateral and let the dividend from it pay for the note.

Colonel Peax. Senator, you have raised a point which has already
been a sore one with me,

When I Fick up a financial statement and I see that the tax bite is
something like $5 a share, and the income after taxes $2 or $3 & share,
I think he would be quite a while paying for that out of his dividends.
It might be possible—

Senator Gore. A man who buys GE stock at $23 could pay for it
out of dividends.

Colonel Peak. It would take c‘tlxite a long while.

In 1:;{ early days I was with a company, and in those days we
received something like 20 percent per annum in dividends, and it was
possible for us to acquire stock on just that basis. But today that
con’ll‘ganv is not paying that rate of dividends.
~ The feelings among stockholders a%ninst stock options and con-
sultant contracts is mounting with each year.. However, it is some-
thing extremely difficult to combat and I was delighted to learn that
Senator Gore and this committee at long last have taken the matter
under consideration. I have a few exhibits I have hastily assembled,
but due to the short notice given me of this hearing I have been unable
to fully organize this material. It does, however, give an indication
of the extent of this practice and the unfair manner in which those in
control of certain companies have exploited the stockholders.

I am convinced that as long as stock options offer such profitable
gfportumtxes to management, they will never be willingly given up.

owever, they can be brought under reasonable control by—

1. Regulation by the stock exchange, and most of these in-
equities aﬁply to stock that is traded on the big exchanges;

2. I ation by the SEC; |
8. Making them unproﬁtaf;le from the tax standpoint; and
4. By corrective legislation. .

Again, I'urge that in takin%eaction against the stock option abuse,
coincident with it action must be taken with the so-called employment
or consultant contract. . '

I would like to (}luote very briefly from some articles which I have
received which will supplement to.some degree the information al-
ready before this committee.

I have an article here, “And Now ‘Instant’ Millionaires”:

The monthly. Insiders-trading Report issued by the Securities and BExchange
Commission compels disclosure of all transactions involving directorc and the
top executives. The last 2 months' reports list 627 cases of insiders buying on

options. ‘ ‘
Now, I would like to quote some of these: )
Oil company president, 48,000 shares were given him under option
of $14 a share. The same day the market price was $27 a share. As
a result, without one cent of investinent by that man, he had $625,000
profit, which,. as the Senator has pointed out, is not subject to taxa-
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tion, and might never be subject to taxation, until he chooses to dis-
pose of the stock. :

hS%nator Gore. Do you think the American people generally know -
this

Colonel Peak. No, sir.

If you will go to stockholders’ meetings, as Mr. Gilbert has, and I
have, you will find that among stockholders ag & whole, they are ex-
tremely ignorant of what is going on within the corporation, and of
their rights. ~ : |

Recently an airline company in this city went bankru For some-
thing over 5 years I endeavored to get before the stockholders the sit-
uation that needed to be co . .-I submitted resolutions to the
Securities and Exchange Commission.. In each instance these resolu-
tions were opposed by management. L

It has been my experience that the Securities and Exchange Com-
mission are extremely management-minded. Management would
come in and allege that my resolutions involved a question of man-
agement. . . . .

Now, that comes into the borderline.category. What is a manage-
ment decision .

If you are on one side of the fence, practically any decision is a
management decision. If you are on the other side of the fence, it is

the stockholders’ right to submit this to the other stockholders, so they
mziy ress their sentiments, - |

feel, and I firmly believe, that that compang could have been
saved from bankruptcy had these situations been brought before the -
stockholders and co .

I might say further that once they had gone so far that they were
in a hopeless condition, with one exception every one of these sug-
gestions was adopted by the management, who for something over
4 years had opposed submitting them to the stockholders.

ith your permission, I will go on to some of these other instances.
And they are rather frightening. B

A grocery chain executive bought 27,750 shares at $13.21. The
market value the same day was $32.50. The profit, $550,000, again
not subject to taxation, : ‘

An electrical company president bought 25,000 shares at $80. The
market price the same day was $75, making an assured profit on the
da}v of purchase of $1,125,000.

could go on and quote numerous instances. I will file this—

Senator Gore. I would like for you to put that in the record, if
you would. ‘ S ' - '

Colonel Peak. Yes,sir.

Senator Gore. May he have permission ¢

The Camman. I there isno objection.

How many more will there be in the same cateﬁory? .

Colonel Peak. I have a number here. I would just include them
in the record. ST B
. The Cuamaan. It would be pretty cumbersome to put them all
in the record. If you would select the ones that are more impor-
tant——

Senator Goxre. I think the one he was reading from ought to be
in the record.
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The CuairMaN. But he has a number of others there. I have no
obi'ection to it, except that the record should be kept at some reason-
able length.

Colonel Prak. Senator Byrd, these are not. only factual, but they
show the feeling among other stockholders who unfortunately are
not in & position——

The CHAIRMAN. Are they very longt

Colonel Peax. No,sir.

I e\(;'ould like your permission, sir, to quote from a letter I re-
ceived——

The CHairyMan. I am spesking of putting them in the record.
Are they long documents you have there?

Colonel Praxk. No, sir; they are very short.

The Crarmrumaxn. If there is no objection—I thought maybe you
had some long statements.

Colonel Peax. With your permission, sir, I would like to read this
extract from this letter:

The first 20 years of my business life were spent in the investment business,
after which I still spend much of my time indirectly connected with the same.
And I never thought I would live to see the day where so much actual legal theft
is practiced by corporation officers.

The CrairmaN, Anything that you do not care to read and that is
short, there will be no objection to inserting it in the record.

Do you desire that other paper inserted in the record that you just
laiddown?

1 Colonel Prak. With your permission, sir, I would like to have it
one.

Senator Gore. If I may be so bold to suggest, the Chair would, in
my view, be perfectly within the custom of this committee to have
these exhibits submitted to the staff of the committee, and if they
appear voluminous, or beyond reason, then they would not be included
except with the specific approval of the chairman.

‘I‘lll‘(e1 CuammaN. That is satisfactory. I just wanted to protect the
record. ~

Senator Gore. I agree with you completely.

Colonel Peaxr. There is just one more thing that, with the per-
mission of the committee, I would iike to include. ‘

It is an article by Leslie Gould, financial editor of the New York
Journal American, in connection with the operations of a certain
d}!:ector. It shows his stock transactions and how he took advantage
of it.

These others, subject to the committee’s acceptance or rejection, I
will merely submit.

That will conclude my statement. . .

I will be very hz'ulppy to answer any questions, if there are any.

The CuamrmaN. Thank you very much, Colonel Peak.

Will you give these to the clerk, please )

And Senator Gore may look over them if he wishes.

(The information referred to follows:)
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“and now ‘Instant’ MILLIONAIRES!"’

Not since the Pecoca investigations in the pre-SEC days, has any maa-
euver in the investment world carcied such an alarming threat to the in-
tegrity of stock-market transactions as does the ‘‘Executive STOCK-

‘OPTION Plan"’.

Stasrted in a few high-powered conceras ia the early 50s, it provides so
obvious an advantage for company-insiders over investors-at-large (and
over other tax-payers) that it was quickly embraced by hundreds of
msnagemeat groups, and, gathering speed, force, and size, it appears
now that it will shortly involve almost every corporation whose shares
are publicly bought and sold on the New Yotk Stock Exchange. How
many new millionaires it will make - or where it will end - is anybody's
guess,

Cutting through the confusing legal jargon and the claims of noble puer-
pose with which it is preseated to shaceholders, the Stock-Option Plan
boils down simply to this:

Even though company stock is available to all (company officials,
and public investors) and traded daily on thc stock exchange,
Company Directors seek and get, through the option plan, author-
ity to issue a special block of these same shares, the second
block to be available only to company-insiders to buy on a risk- .
free basis, without going through the regular stock-market.

The Directors then *'geant’’ substantial blocks out of this spec-
ial pool to favored company insiders, setting the price at 85%,
90%X (sometimes 100%) of the price prevailing on the stock ex-
change the day the ‘‘grant’’ is given,

This ‘‘grant’’ then becomes a legal contre.ct, binding the company
to deliver these shares at any time the executive decides to take
them in the next five or tea years - at that price - no matter how
high the stock mactket may mave up in the meantime.

The executive signs NO coantiact to buy - he pays nothing in. and
be is uader no obligation at all. If the market goes up, and he has
an assured profit accrued to him, then he can move in and buy the
shares. If the market goes down, he ignores the contract entirely
= no penalty, no loss, no risk of any kind. He even stays eligible
for aew granots all over at the lower peice - some plans provide for
his price to drop automatically when the market drops. And aa ia-
dividual may have a aumber of graats going for him - consecutive-
ly, or at the same time. =

But oae thing all Stock-Optioa Plans bave in common:

The execwtive cen only WIN - never lose - under his one-wey steck-
option ‘‘great’’.



88 STOCK OPTIONS

HOW WIDESPREAD The monthly '‘Insiders-trading Reporet’’ issued
HAVE THESE by the Securities and Exchange Commission,
OPTIONS BECOME? compels disclosure of all transactions involv-

ing ditectors and the 3-top executives. The
last two month’s reposts list 627 cases of insiders buying on Options -
many of the countey’s best-known compenies and most valued stocks
are included. In the 627 cases listed, supplemental information from
proxy statements shows the executives named had an assured profit be-
fore they put a single cent jnto their purchases, running from a few
thousand dollars, up through $100,000, $300,000, $500,000 per person.
Cases where an insider’s advance profit runs over $1,000,000 turn up
in almost every issue of the SEC Reports. These are approximate fig-
ures in a few recent cases:

Oil Co. Pres. Bought 48,000 shares at $14.00 (Market same day: $27.00)
Assured peofit day of purchase was . . .. . $625,000.00

Geoc. Chain Pres. Bought 27,750 shares at $13.21 (Market same day: $32.50)
Assured peofit day of purchase was . . .. $550,000.00

Elec. Co. Pres. Bought 25,000 shares at $30.00 (Market same day: $75.00)
Assured profit day of putchase was . . .$1,125,000.00*

Chemical Co. Pres. Bought 38,967 shares at $26.63 (Market same day: $50.50)
Assured profit day of putchase was . . .. .$940,000.00

Chemical Co. VP. Bought 27,171 shares at $27,17 (Macket same day: $49.87)
Assured profit day of purchase was . ... $615,000.00

Drug Co. Pres. Bought 27,318 shares at $7.72 (Market same day: $50.00)
Assured profit day of purchase was .. ... $1,100,000.00

Mfg. Co, Pres. Bought 30,000 shares at $19.00 (Macket same day: $52.00)

Assured profit day of purchase was . . . . $990,000.00°
(*Figures on these two cases subject to adjustment when new proxy
statepent is issued)

INSTANT It is possible for executives who buy their shares

MILLIONAIRES AWAY from the Stock Exchange under- Option

grants, to get an immediate million-dollar head-

start on investors who buy their shares ON the Stock Exchange. Busi-

ness concerns have researched snd produced many new wonderful
things in receant years

Bet - omuf! they going too far with ‘INSTANT MILLIONAIRES'?

Keep in mind the huge benefits that insiders get from Stock-options is
compensation in addition to their salecies, profit-shating bonuses, pen-
sions, retirement '‘consu’iant’’ fees, and many such executive fringe
benefits. But the Stock Uption is not tied up to any measure of execu-
tive accomplishment. The Stock-option’s d:ﬁln value depends, not on
company sales, profit, or earnings-per-share, but on the ups and dowans
of the public stock market, an entirely different thing, affected by maay
!
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diverse factors beyond cthe executive'’s control or influence, Where it is
now fashionable to pay tweaty, thirty, fifty times earnings, the iavesting
public formerly paid about ten times. With little or no increase in earn-
ings-per-share, many shares now show 300% to 500% gains in price-per-
share. Many have doubled or tripled in price in spite of mediocre or even
poor executive pertormance and earnings per shars sharply down. Stock-
options often pay lavish sums to executives who neither earn mor de-
setve them.

Directors claim cthey can no longer hire and hold executives without
stock options. How did they operate before there were any options? If
an executive can be lured TO a company with stock-options, he can be
lured AWAY with bigger options elsewhere. And what about companies
und organizations with no publicly-owned stock? Atre they to get only
the executive leavings? Clearly, the stock-option plan is used here
contrary to good public policy, and it should be stopped before ic gets
complecely out-of-control.

THE TAX Options give corporation executives huge advantage
LOOP-HOLE over other tax-payers. If an executive were given
shares of stock outright, as compensation for his
services, the value of the shares would have to be included in hiscur-
rent tax return as income. But givea big discouatson a larger aumber of
shares (though the dollars-and-cents value of this compensation may be
far greater) it need not even be mentioned in his current tax retura. If
the stock is sold in future years, it is subject then to capital-gains tax
(mazimum 25% - about the same rate a low-paid factoty-worker or labor-
er pays on his net income). But if the executive puts the stock in his
portfolio as a permanent dividead-paying investment - if he does not
sell the shares - he pays the Government: NO INCOME TAX AT ALL.

This is o tax loop-hole big enough to drive a Brinks truck through -
there are more than 2,000 concerns now giving stock-options - the
.amount of Executive Compensation thet is given as discount, and thus
.escapes Pederal Income Tax each year, is estimated at more than 2.1/2

BILLION dollars.

FINANCIAL How did this Financial Fairyland come about? Lay
FAIRYLAND it to three groups: the public-at-large aand stockhold-

ers particularly, who refuse to read, or are unable to
think through, the things that affect their interests. A second group, -
who have experience and perception to see what is going on, but lack
energy and courage to speak out - and last: those who occupy posts of
high authority and responsibility to whom others must turn for leader-
ship, but who simply do not lead, defaulting the influeace and author-
ity which could stop improprieties easily when they are small, and who
lack the steength-of-purpose to face the issues effectively whea the
:abuses have been allowed to grow big and out-of-hand,
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Heads of lszge Mutual Funds who vote millions of shares, and other
large institutional managers whose proxies can always be found safely
tucked in management’s hip-pocket at stockholders meetings - the se-
curity analyst and dealers organizations - the stock exchange governors
-none of these have donc much,if anything,about stock-options, though
the impoztant facts are there for them to see. The time is long over-due
for all these to thinl about this, and speak out against stock-option
sbuses,

STOCK Stock Exchange Governors could quickly end NEW
EXCHANGE option plans if they have the will to do so - they
GOVERNORS are the sole arbitors of new issues applying for list-

ing and trading on their Exchanges. Nothing compels
them to accept listing if any conditions are present which they deem to
be improper or unfair to public investors. How can issues with Stock-
Option Plans be deemed fairly traded, when privileged insiders with
options, have access to the shares at cut-prices - far under the prices
to be arrived at in open trading on the Exchange? Buying privately, and
selling publicly is dangerous business - the potential for accidental
injustice, or deliberate misuse, is appalling.

The authority of the Federal Government in areas of business
aend finance which affect the general welfare, has been clearly
expressed in the Clayton Act, the Securities and Exchange Act,
the 1935 Holding Company act, the Regulated Investment Com-
peny Act 1940, the Interna! Revenve amendments 1950 and
1954, and many other actions.

It was inevitable that stock-sptions should come under the scrv-
tiny of Congiass. Senator Albert Gore (D-Tenn.) has introduced
@ bill in the U. S. Senate to review all aspects of stock-options,
including the tax loop-hole, and it is hoped, quickly obtain leg-
isletion properly protecting all interests. The Gore bill merits
support by every tax-payer and every share-owner - its need is
wrgeat - it should be endorsed as ‘‘must’’ legislation by the
.Kc'uody administration in any vigerous meve to close tox loop-
oles.

it is no good te pretend that there is no problem - or that left alone, it
will correct itself. Even o casval observer can see it gets bigger each
yeer. Every organization shouvld put ‘‘'STOCK-OPTIONS - good or bad?"’
on its egendo - dig inte the hord facts - discuss them fully - and then

teke such forthright action es seems necesseary.

|
PERMISSION FOR ANY PERSON OR GROUP TO USE, OR REPRINT THIS MATERIAL, IS EX-
PAKSSLY GRANTED BY: ' INDEPENDEINT STOCKHOLDERS OPPOSED TO STOCK-OPTIONS®,
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END

TheExecutive
Stock Option
Racket!

**The free ‘EXECUTIVE STOCK OPTION’ plan
is never equitable - stripped of its confusing
legal wordage, its end purpose is to give

a group of privileged insiders the right to buy
publicly-held stocks at future cut-prices, with
the guarantee of a profit before they put their
money in. An improper advantage over investors-
at-large, it UNDERMINES the whole business
of the public investing in shares in American
enterprises.’’
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How long will independent investors put up with EXECUTIVE STOCK-OPTIONS?

1€ the Board of Directors.at Belmoat Park were to grant a group of their executives the right to buy o
block of winning tickets on esch race AFTER THE RACE IS RUN, the deal would be indigaantly de-
aounced from coast to coast, and tbou nu-pun. to set up such a "‘sure thing'’ would be ruled off.
the American cusf for life. “*Fixing'® or *'riggieg’* is always an intolerable affront to America’s sense
of justice «~ in the sports world, in politlcal or public affaizs, io business or finance ~ in every area
whete man deals with his fellow-man, honesty and fair-play is expected — ‘‘desla’’ impropesly tipping
che acales ia favor of one, against the cther, are resented and rejected among right-thinking people.

Despite this widely recognized fact, in the recent fow yeers, Directors of mony loading business
corporations have rigged vp just such o questionshle deal, viing free steck options es o prefitable
sure thing for select loaders. Briefly, the plen lavelves setting aslde substential blecks of steck
tn the individual names of favered executives, whe can then buy the shares ANY TIME IN THE
NEXT TEN YEARS, ot todey’s price, no matter how high inflotion or other factors may push the
market, If the market goos down, the eption mey be {1) simply ignored, or (2) cencelled without cost
o0 obligation 10 the executive and new optiens writien ot ¢ aew low price « or (3) some ploas new
carry un R, P, D, (Rewerd for Decling) Clavse, which provides: whon the market declines 20% o
more, the old eptien still stands, but the price Is dropped down te the new low point and re-frezen
there. Thus even a pertiel recovery from the low peiat, gvarantees @ profit te option-helders. Ree!
shete-owners moy have severe les ses, but eption-helders never lese, enly geln, in this ene-wey
scheme.
With line-sounding clains, Executive Stock Options are proposed in the fine priat of the Anaual Report
and proxy-statement, which few read, fewer still asalyze. Most stockholders attend 8o meqtiags, trusts
isg thelr proxies sighed in blaik to -un‘nen to vote, 80 0 trouble in encouatered ie fasteniog this
device oo the iuvulh. public. Rc(nuhg it is preving just as easy - many are io their second and
thied cound = I8 time, there will be nine, ui’ maybe moce rouads and dilutions, unless shareholders
rise up and stop thes.
Do you as an investor agree to setting up & special class of investors who, without putting up anything,
sre guaranteed profits oaly, while the rest of the isvestors actually put up their money, risking che
dowas as well as the ups of the market? Woulda't YOU, too, like o block of stock set aside for you to
buy any time s the next tea years at 83%, 95%, even 110% of todey’s price? If the market goes up, you
mey make a fortune = if it goes dowa, you take a0 loss. Yes, there IS such a finaacial fairyland = but
doa't gt your hopes up - it is only for the favared few!

UNBELIEVABLE? Check through the first huadred Ainvel Reperts you can lay hold of = study the
details end oxtent of stock options and whe gets them. Youny, struggling executives whe need en-
<ovrsgement te lavest in, or stey with the compeny? Den't bo ridicuiovs. Most of the options go to
the tep bress, meny (n the huadred thevsend o yeur ¢cless, enjoying liberel incontives ond annvel
cosh bonuses, thel [obs and income secured by life-tilme contracis. These well-paid execotives
*covld become substantial steckhelders any day they heave enough confidence in their company, their
products, end their asseciotes to buy the steck in the merket o8 l" othet lavesters do, nhvln with
them the risks of ewnorship o3 well as the gelns,
Wroag la peisciple, stock opticas are equally wroag la operation. What does an executive really ger,
when he gets o stock option? A fair and proper reward in kesping with his efforts? Or ten, twenty, fifty
times what was intended? Who knows? The stock-option’s dellss value depeads, not oo the company’s
peolit o1 tesults, but the eps and dowas of the public stock markes, an eatirely different thing affected
by many diverse factors., and moviag independent of, often coritrary to, the company’s sffairs. Execu-
tives whose stock fluctustes wildly, wkh wide drops down then up, have wiadfsll fortones laid ia their



STGCK . OPTIONS 93

laps - others, whose stock is sound, steady, ama
non-fluctuating, get no reward at all from their
options. The poteatial for manipulation and mis-
chief is appalling — and to police stock options
sgainst accidental injustice or deliberate misuse,
an impossible task. Setting them up costs stock-
holders huge sums in legal fees, executive time
and effort — indeed, from the time and attention
given stock options, it is a wonder there is any
time left for the company's regular business. But -
insiders are powerful, and stock options will not
be ended except by the united opposition of an
aroused investment public, trust-fund managers,
security analyst and dealers groups, stock ex-
change Governors, and responsible Government

- The SEC was inteps
pleitdtion = not 5

aad®conomically by other -
imate means. MoSt phns\ provide tha '
may he ended anf time on modjon ofthg¢Board of - -
Directdes - and that iw-preciskly whet perceptive
and conceined investoks are urging: ‘

T T

®The Boord of Directors of the companies whese steck

ou own, ,

."In Beord of Governors, New York Stock Ekchange,
Eleven Well Street, New York 5, N. Y.

O Chalrmon, Securities and Exchange Commissien,
Wanhlntmon 25, 0. C.

‘BRING STOCK OPTIONS FOR DISCUSSION IN:
investment clubs and other such groups.

BE SURE YOUR PROXY COUNTS. Read the propesels
carefully~if monogement’s proxy provides no way te
vote your preference, use an *“independent*’ proxy
ferm. Peymission for ony person or group to use, or
reproduce by any method, the Independent Proxy ferm
and other motter herein, is expressly gwmd bys

**Independent Stockholders opposed to Stock-Options®

732587 --61——T7
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INDEPENDENT STOCKHOLDERS DIRECTED PROXY

CORPORATION Meeting of Sharebolders
Prozy granted to: Dated

KNO® ALL MEN BY THESE PRESENTS, That the undersigned stockholder, hereby constitutes aand
appoints the person(s) de signated sbove, or in the abseace of such designation, then the Secretary of
the Corporation, my true and lswiful attorney and ageot, and I hereby authorize such attorney and proxy,
for me and in my name, place, and stead, to vote all of the shares standing in my name at the Necting
of Stockholders of above date and any and all adjournments thereof, excepe: oa such of the following
matters as may come before said meeting, the vote is to be cast and recorded as hereinafter directed,
to wit:
ELECTION OF DIRECTORS:

I cumulative — vote this stock FOR, or divide equally between: ((

1f noa-cumulative = this stock is to be reconded:
FOR; AGAINST:

(Prox} may not be voted either for or against “*Management Nominees® unless so marked)

STOCK OPTIONS:
Vote this stock FOR: Any resolution to end stock optioas,
Vote this stock AGAINST: Any resolution to authorize, ealarge, or extend stock options.

EMPLOYEE STOCK PURCHASE PLANS:

Vote this stock FOR: Any plan in which employees may make firm puschase of company stock at the
market, with low-ingerest loans secured by the stock, paid off by payroll deduction, limiting annval
putchase and loan balance to 20X of employee's wage.

OFFICER OR EXECUTIVE EMPLOYMENT CONTRACTS:
Vote this stock AGAINST: Any resolution authorizing an employment coatract with any officer or
executive if such conuact binds cither the corporation ot the employee for & period longer than
three years from effective date of coatrace

UNIFORM EARNINGS REPORT POLICY:

Fote this stock FOR: Any resolution calliag for pcompt reports quarterly, and requiriag that all
eamings reported to the stockholders and public shall include foreign eamings and earmings from
wholly or partly-owned subsidiaries only to such extent that such earnings are received as cash
dividends during the repornt petiod = supplementsl information oo increased equities in foreign and
domestic subsidiaties, or explanation of consolidated taz returas, to be carried as subordinated
foot-notes,

CUMULATIVE YOTING, PRE.EMPTIVE RIGHTS, end ELECTION OF ALL DIRECTORS ANNUALLY:
Vote this stock FOR: Any resolwion calling for, establishing, or exteading cumulative voting, pre-
emptive rights for stockholders, and annual election of all ditectors as a single class, not a8
divided groups and not for staggered periods.

OTHER PROPOSALS:

14

- 7

Deted Plasee 2i [ ]
yﬁun-mﬂa‘r-p .

L -

THIS PROXY IS TO BE YOTED TO PROTECT, AND EQUITASLY ADYANCE, THE INTERESTS OF SHAREOWNERS.
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St. Lovis, Mo., June 22, 1860.

My DEAR MB. PEAK : Thank you for sending me the material relating to stock
options at Capital Airlines—you deserve the approval and support of 2all the
shareholders there for your efforts, but without knowing anything about when
their meeting was held or the results, I would venture to guess that management
went into the meeting with 75 to 85 percent of the proxies tucked neatly in their
back pockets, signed by shareholders in blank.

Frankly, I do not think the public is ready yet for independent shareholders
resolutions on this matter. Let us face it—management has the tools—share«
holders lists, eflicient professional publicity experts, and the best legal talent on
their side, all paid for by stockholders—and on our side we have only those of
us willing to stick our necks out and pay our expenses out of our own pockets.
Taere is & terrific job ahead of us to jar the public out of their lethargy. Our
groups out here are pounding this matter constantly to the press, the various
boards of governors of the stock exchanges, their public members, the SEC in
Washington and elsewhere, our Congressmen to urge more aggressive attention
by the SEC, to various mutual fund presidents, endowment fund managers, maga«
zine columnists, ete. We must work hard for the break that will put this matter
in the glare of publicity, and then after that, our proxy resolutions will have
a chance to get much more than the 5 to 10 percent vote that our side is
credited with. Of course, the regulation that permits management to vote for
themselves all the blank or unmarked proxies, makes the elections usually just a
sham,. 1 hope too, that you will consider joining our groups in working for the
end of the options. Trying to correct the defects and loophles is like trying to
hold quicksilver in your hand—more escapes than 18 contained. There is an old
law that states “a man must not beat his wife with a rod that is thicker than
his wrist.” If it were proposed that the law be corrected to provide he must
not use a rod that is more than 1 inch thick—how would you vote? If we pro-
pose the end of stock options (as they are morally wrong) all the opponents of
stock options could unite in working for that proposal.

You are 100 percent right on your concern over consultant contracts—this is
a vicious form of feathernesting. Featherbedding is what labor does when it
stretches out unnecessary work—but feathernesting is just as vicious a practice
of management in setting itself up for life, and often 10 years beyond. Enclosed
is a copy of an open letter our group sent to the stock exchange in 1958 on this
very subject.

Good luck to you in your excellent work—if I can be of any srevice to you let
me know. Until August 1, I can be reached here in Missouri—after that address
me: 1318 Cochran Road, Mount Lebanon 16, Pa.

Yours truly,
LERoY F. KELLY.

PHILADELPHIA BULLETIN,
Philadelphia, Pa., April 16, 1958,

Col, LAWRENGCE 1. PEAK,
Califernia, Ad. :

DeAR CoronzL PEAK: I appreclate your letter of April 11, I had written a
previous article on stock options, with specific reference to Alcoa. I'm enclosing
a copy in case you haven't seen it.

In my book, “The American Stockholder,” I go Into the question of post-
retirement consulting contracts as well as other forms of managerial remunera-
tion in considerable detail and at length. It was published only last month by
Lippincott ($4.95). It's available, I believe, in most bookstores; it may be on
the shelves of the public library.

I will study your Capital Airlines resolution regarding options. I expect to
write more about the subject shortly—setting forth what I belleve to be stock-
holder safeguards.

Sincerely,
J. A, LIVINGSTON.
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[Reprlnted‘trom the Evening Bulletin, Apr. 8, 1958]

THE BUSINESS OUTLOOK—FAIRY GODMOTHEK COMMITTEE CARES FOR ALCOA
EXECUTIVES

(By J. A. Livingston, financial editor)

Stockholders of the Aluminum Co. of America, who suffered the humiliation
of watchivg their stock drop from more than $120 a share to less than $70 in
the last 2 years, may have read with mixed emotfons the decision of the corpora-
tion’s top executives to spare themselves and some 300 other officers and em-
ployes a slmilar indignity.

A fairy godmother stock option committee, consisting of the six highest-paid
directors and officers voted to cancel options on 193,000 shares of Alcoa stock
at $117.25 and to reissue options share for share at $68.50. This put all optionees
(1) even with the current price of Aluminum stock and (b) 483 points up on
the patient stockholders who held their shares sithout benefit of a fairy god-
mother committee to ball them out of their investment venture,

FOUR OF SIX BENEFIT

Four of the six members of Alcoa’s option committee were direct beneficiaries
of their own decision—Frank L. Magee, Alcoa president, had 5,000 shares under
the $117.25 option; Ralph V, Davies, vice president, 1,000 shares; M. M. Ander-
son, vice president, 2,000 shares; Leon E. Hickman, vice president and general
counsel, 2,500 shares. The nearly $50 per share cut in the price will save .le
quadrumvirate a half million dollars in cash if they take up the options, which
have 10 years to run. The other members of the committee were 1. W. Wilson,
Alcoa chairman and chief executive officer, and Roy A. Hunt, chairman of the
expcutive committee.

Of the 193,000 shares reoptioned, 27,000 went to officers and directors. Thus,
of the total saving of $9 million to optionees, $1,300,000 went to the top. The
option committee felt that because of the drop in the price of the stock the
options would “fail to serve their intended purpose” as an incentive to executives

and other employes.
AN ACCOMPLISHED FACT.

Eventually, this cut in price, this $9 million, comes out of the Alcoa treasury,
out of the shareholders. So some rugged stockholders might not accept the
psychology behind the committee’s action. They could argue that the drop in the
price ought to act as an additional spur. The optionees ought to feel honor-
and purse-bound to work harder and more imaginatively to make their options
profitably exercisable.

The repricing of Alcoa options is disclosed as an accomplished fact in the
company’s proxy letter notifying stockholders of the annual meeting on April
17 at the Penn-Sheraton Hotel in Pittsburgh. Stockholders approval is not
needed. The option plan, originally voted by shareholders in 1952, empowered
the committee to make changes in the plan from time to time. Other companles,
such as Natlonal I.ead, which have not had shareholder authorization for uni-
lateral option changes, are notw séeking such authorlty.

To date, Alcoa executives and key men—the persons malnly .responsible for
the management, growth, and protection of the company’s business—have been
well served by the plan. They have had optlons to buy 1,057,600 shares at $17.69
a share. Aggregate indicated profit on those shares at today’s prices would
exceed §50 million. They have had optlons on another 174,700 shares at $29.37,
on which the indicated profit would approach $6,750,000. Most of those shares

have already been taken up.
OVERPRIVILEGED CLASS

In my recent book, “The American Stockholder,” I made this observation:
“Executives have become an overprivileged class in a democratic society. Their
power to overpay themselves, with legal sanction, could, if unchecked, erode the
very structure on which they and thelr corporations depend for survival * * *.
Corporate power could become synonymous with grab-bag morality.” The Alcoa
reoption plan does not encourage me to alter that observation.

No wonder the foresighted modern college graduate aspirves to batten down his
future with a job in a modern corporation. If he succeeds in become a boss or
near-boss, he will be able to reward himself handsomely with five- and six-figure

:
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salarles, pensions, and stock options. That’s why 1t's so hard to attract brilliant,
intelligent youngsters into Government, teaching, and scientific research..

The pull toward industrial rewards. is close to irresistible for those who- like
expeuse accounts, Cadillacs, and the rich, material life.

[From the New York Journal-American, Apr. 6, 1960]

DIRECTOR'S RESPONSIBILITY—TWO0 SCHOOLS OF THOUGHT ON ONE BOARD

"(By Leslie Gould, financial editor)

Capital Airlines is in such serfous financial difficulties that it is seeking
a $12.9 million Federal subsidy.

The stock, which traded as high as $41.50 4 years ago, recently sold down to
$8.6214, It closed last night on the stock exchange at $8.75.

A lawyer-director of the airline, who also had stock options, sold out two-
thirds of this share holdings before a sharp drop in the market. He thus was
able to buy back his stock and quadruple his former shareholdings at substantially
lower prices.

As a result of his greatly increased holdlngs—-now 80,532 shares—the largest
single shareholding—he is seeking to be elected board chairman and chief execu-
tive officer after the annual stockholders’ meeting April 20.

MORE THAN HALF-MILLION LEGAL FEES

He is Charles H, Murchison, a director since 1947.

His Washington and Jacksonville law firm has received in legul fees from the
company $588,500.06 in the last 6 years.

The legal fees are more than twice the company’s total net earnings for those
years. The company made $211,041 in the 6 years, but this includes a $4,000,328
profit from sale of aircraft,

In addition to his firm’s legal fees as company counsel, he received director’s
fees and in several years got a salary as chairman of the company’s executive
committee,

So, related to operating profits, it has been better to be the company’s lawyer
and board member with inside knowledge as to company affairs than a public
shareowner,

LIQUIDATED 14,600 SHARES

After building up his stock holdings to 22,832 shares, including 7,500 shares
bought under an option at $5.50 a share, Mr. Murchison started selling in 1956,
This was right after the stock made its high of $41.50..

He sold from April 1956 to February 1857 a total of 14,500 shares. This
vedyced his bolding to 8,182 shares, Taking the mean prlce--t.he average of the
high and low and the number of shares liguidated each month—he got around
$29 a share for his stock. The total amount received was around $419,325.

In September of 1957, when the stock had broken to $14.50 he started rebuying.
He also bought stock in October, when it got down to $10.1214. He carried on
?lsMpurghases through 1958 and 1nto 1959 hls last recorded purchase being

n Mare
COST NOW AROUND . uc‘

In that period he accumulated 72,400 shares. The range in that period
was from $10.121 to $28.50. Based on the mean price each month, his cost
for his new stock was around $16.25, against the approximate $29 at wlnch be
sold out in 1956 and 1957.

The cost of his present entire holdings, figuring in the $5.50 price for the
option stock which he didn't sell, runs a little less than $16 a share,

In some ways, Mr. Murchison has outsmarted himself. He bad a handsome
profit on the stock he sold at the much higher levels, but in his ambitions to be
boss of the airline he bought too soon. He has roughly on paper a loss of $7
a share on the stock he bought in the last couple of years—72,400 shares—or
slightly over half a million dollars. This is offset a little by his profit on the
$5.50 option stock.
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DIRECTOR'S DEALING LISTED

The following tables show Mr. Murchison's activity in the stock, as reported
to the SEC. The month the purchases were made, the amount bought, the monthly
range and the mean price are glven. The first table covers his sales, the second,
his purchases. Salos

a

8hares sold | Prico range | Average price
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In contrast to Mr. Murchison, another director and present chairman, George
R. Hann, of Pittsburgh, has never taken advantage of his inside information as
to the company’s affairs. Four years ago he held 45,832 shares. The company's
Just issued proxy statement shows the same holdings, 45,882. Mr, Hann has been
a director since 1939.

Here are two schools of thought on directors and their responsibility to share-
owners.

(Whereupon, at 1:15 p.m., the committee recessed, to reconvene at
10 a.m, Friday, July 21, 1961.)
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FRIDAY, JULY 21, 1961

U.S. SENATE,
CoMMITTEE ON FINANCE,
Washington, D.C.
The committee met, pursuant to recess, at 10 a.m., in room 2221,
New genate Office Building, Senator Harry Flood Byrd (chairman)
residing.
(I; Present: Senators Byrd, Douglas, Gore, Carlson, Bennett, and
urtis,
Also present: Elizabeth B, Springer, chief clerk.
The CrairMAN. The committee will come to order,
The first witness is Mr. J. A. Livingston, of the Financial Bulletin,
Philadelphia, Pa.
Will you take a seat, sir, and proceed
I want to say, sir, that I read your column most every day.

STATEMENT OF J. A. LIVINGSTON, FINANCIAL EDITOR OF THE
PHILADELPHIA BULLETIN

Mr. LivingsToN. Thank you very much, '

Mr. Chairman and members of the Senate Finance Committee and
audience, as I see it there are two basic objections to executive stock
options,

pThe first objection is that they are self-serving. They are created
by management for management, and an approval by the majority of
the company’s shareholders is not a genuine safeguard against this
self-servingness.

_ Shareholders are inclined to go along with whatever management
suggests so long as earnin%s and dividends are satisfactory.

investment trusts or banks actively studied these plans and set

up criteria by which to evaluate their fairness, this point might be
invalid. But institutional investors are as prone to go along with
management as the uninformed investor. As & result, there is no
arms’-length bargaining between the management and the optionee,
because the management and the optionee are the same person.

There is no outside conscience or judgment to determine whether
thel«se plans are fair to the stockholders or the taxpayers or the public
at lar,

Thﬁelf—serving character of stock option plans is clearly indicated
by the recent trend toward lowering option prices when a company’s
stock goes down, or I should say not whenever, but frequently, when
a company's stock goes down,

99
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The original excuse for the option was incentive. Prospective stock
ownership would impel management to work harder, and, hence, boost
sales and earnings and the price of the stock.

Now, when the stock goes down, the management votes itself stock
at an even more advantageous price at which to purchase the stock
than originally. ST

Thus. you can argue that it is to management’s advantage to see
the price of the stock go down. In that way the stock costs the execu-
tive less money and the potential profit, once it goes up, would be pro-
portionately greater. ‘

You get .an almost complete reversal of the stock option argument.
You could argue that the stock option today, with the right to lower
the\price, is a disincentive. I realize that this does not fit in with
present; thinking, but it could over time so develop.

" "Senator Gore. Mr. Chairman, could I ask a question

The CaAIRMAN. Senator Gore. )

Iy %&:nator Gore. Mr. Livingston, though it may not fit in precisely
with what 1you have just said, I have had several instances cited to
me, which I have not had the opportunity to verify, where the welfare
of a corporation has been adversely and severely affected because the
management, with the number that: fell in a particular age group,
would so manipulate the affairs of the corporation so as to, In one
instance buy stock at a low level, and then maximize the value of the
stock at the time when they wished to cash out.

. I have had instances cited in which the advertising budget, for
instance, would be cut to the core for the last 2 or 3 years before man-
agement expected to cash in their option stock.

Now, this would, in'one way, increase short-run earnings.

I have had instances cited in which research and development was
cut, to the bone in the few years prior to the time when the controlling
element, in management expected to sell their option stock.

his, too, and a combination of these and other circumstances, can
maximize .the dividends, show a good profit and loss statement, run
up the price of the stock, but thereafter the corporation might fall
flat on its face.

So this which you say is theoretically possible, in numerous in-
stances cited to me, has been effectuated. i : )

As I say, I have not the staff to authenticate these facts, but this
information has been given to me by corporation executives, by mem-
bers of the boards of directors who disagreed with the policy but
found themselves in the minority. i *

. L z}l:;)ught you would pardon me for interrupting your state:.. at to
cite this, SR ' | |
" Mr. LavinasToN. I have no positive eviderce on this point, Senator
Gore. But it is certainly within the range of human nature to think
this might happen. - Damon Runyon once said that where human be-
ings are concerned, the odds are nine to five against. :

- And I think the possibility of manipulating stock in the market ad-
vantlageously and manipulating stock options to be self-serving is not
outside the bounds of possibilities. )

I don’t think, however, that that is the fundamental objection to the
stock option plan. )

Senator Gore. I agree with you.
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Mr. LivinasToN. My second basic argument against stock options
is that they create a tax-sheltered elite, Schoolteachers, professors,
government officials, factory workers, union leaders, office employees,
and even most newspapermen, such as I, don’t have a way of escaping
high income taxes through risk free capital gains. Nor do doctors,
lawyers, or most other ;)rofessional persons.

It seems to me that if income taxes are too high in the upper brackets
that rates ought to be lowered, and special escape hatches not made
available to special classes of people so that they can create their own
manner of tax avoidance.

Senator CarLsoN. Reading from your statement:

The original excuse for the option was incentive. Prospective stock owner-
ship would impel management to work harder, and thus boost sales and earnings
and the price of the stock,

Is it your thought that the day is past when we should have stock
incentive, or should we never have had it ?

Mr. LivingsTon. I think we should never have had it. I think there
is no point in givi.nﬁ it to the executives of companies, who have so
many benefits, who have demonstrated that they have the capacity to
work hard—the very fact that they rose to the top indicates that they
havecf)lenty of incentive. And this is just an added on emolument, an
added on bit of gravy that I don’t think they need.

I think I go into that a little later in somewhat more elegant lan-
guage. . '

Senator CarrsoN. I just wondered if you thought there was a time,
maybe, when we should have had stock option incentives, and that that
damas past.

. LiviNasToN. No, sir; I think it was a mistake to give them tax
exemption privileges originally.

Senator CarLsoN. Yesterday I mentioned the Ford Motor Co., and
I made the remark that they did not exercise stock options, which is
not correct. Henry Ford himself, I understand, based on a statement
in the Harvard Business Review of July-August of 1961, says in his
article, “I do not and I will not hold any options on the stock of our
company,” speaking himself. ‘

r. LivinasToN. He doesn’t need them.

Senator CarrsoN. Regardless of whether he does or not—in this
article it is an interesting statement, and I bring it up because of your
own statement. ~

It reads this way:

During the early postwar years at Ford Motor Co. a dozen or so skilled men,
executives brought in from the outside after the war transformed a bogged
down, antiquated, money-losing company into a modern, efliclent, profitmaking

enterprise, capable of meeting the toughest kind of competition and improving
its position and renewing its own management resources.

Just a little lower in that statement :

They joined the Ford Motor Co. largely upon my promiée that I would do my
best to give them an opportunity to acquire a stake in the company as soon as
it was feasible to do so.

Isit gour thought that this stock option that they did receive prob-
ably did not work to the advantage of the company ¢

Mr. LivingstoN. I think that the mgnagement team that Mr. Ford
brought in certainly did reinstitute a company that was declining in
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competitive relationship to both General Motors and Chrysler.
Whether these men came in beeause of stock options, or whether they
could have been brought in by some other means, I don’t know.

I think that the stock-option device to get them in was useful to
Mr. Ford, but 1 don't think it is desivable for Mr, Ford or for any
other company to have that. way of enticing executives, I think it 1s
wrong; I think it is projudicial to the lnrge mass of taxpuyers.

T think if Mr. Ford wanted to give these men a stake in the com-
pmx{ he could have given them some of his own stock, and then they
would have had to pay regular taxes on it.

There are any number of ways to induce people to go into n company.
And I don’t think we should use the Government tax loopholes or tax
escape hatches for this purpose,

Senator Carison. That s all,

Mvr. LavinugsioN. Shall I continue, sirt

The Cruuairman. Yos, sir,

Myr. Livinaston. The two main arguments, ns I see it, for stock
options, the two main arguments in favor of them are these:

One—and this comes buck to what Senator Carlson suggested—they
enable companies to hold onto men of talent who might otherwise
out and form their own companies, or to take jobs with companies
that have stock options.

What I don’t sce as a particularly valid point is to say it will anable
corporations to keep executives froim going out and forming their own
companies if one of our principal concerns, as so frequently enunci-
ated, is to help the building up of small compunies, Jetting them grow
in order to increase competition.  In other words, we say on the one
hand we want to hold the men who would then become the competi-
tors of the large corporation.

It is also argued that it enables the small companies to attract men
from tho large companies because the small companies can then issue
stock options,

But, of course, if the large companies are issuing stock options and
the small companies are issuing stock options, who is going to win in
this game of giving the most away ¢ )

It seems to me that with stock options the rationale runs whichever
way you want to argue it.

Now, some executives—and I think this is the point to which Senator
Gore was alluding—actually don’t approve of stock options, but say
they have to have them in order to hold their best men against: the
piracy of companies which do grant stock options freely.

It seems to me that here we have a case in which good practice, which
is paying an executive what he is worth in honest cash, is driven
out by bad practices, granting an executive a stock market speculation.

Senator Gore. And Congress and the Government is party to this,
because they make provision for tax avoidance.

Mr. Livingsron. That is right. I don’t think there would be nearly
the number of stock options granted if there wasn't this tax immunity,
tax avoidance, this capital gains. In other words, if profits on gains
obtained through the granting of stock options were made subject to
normal income taxes, % think that the stock-option plans woul]d dis-
ap very rapidly. :

think the stock option works like Gresham’s law. A bad stock
option drives out so-called good money.
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Senator Gonre. Not only does it provide that the income can be taxed
as capital gains, but the law specifically provides that there shall be,
for tax purposes, no income at the time the option is exercised.

Now, 1f 1 have an option to buy shares at $1,000, and I exercise that
option on the day that those same shares are worth $2,000, do I not
havo a clear gain, a profit, an income of $1,000¢

Mr. LivinastoN. Yes; indeed, you do.

Senator Gore. But the law provides that, for restricted stock op-
tions, there shall be no gain for tax purposes until such time as that
stock is sold.

'The corporation ofticial who may be so fortunate as to be able to
oxercise his option without sale of any part of the option stock can
let this stock pass into his estate and thereby avoid paying any tax
ut any time. Isthat 6our understanding

Mr. Livinagston. Well. I am not an expert on the tax laws as they
apply to inheritance, but I know that you do not have to pay a tax
until you actually realize the profit by the sale of the stock which you
have received under option ; that is correct,

Senator Gore. It is true that estate and inheritance tax laws apply,
but they do not apply while a man lives. So throughout the lifetime
of an individual he would not pay any taxes on this income, which,
in some instances, amounts to huge fortunes, :

Mr, LivinastoN, That is vight.

Well, fyou can, of course—you can make a rough computation of the
value of a stock or%)tion at the time it is received, because there are
“put and call” brokers who sell options to buy stock. And they have
& cash market; nsou can look them up in any of the newspapers in
which they are advertised. And for a 3-months’ option to buy a stock
you sometimes have to pay a price of $400 or $500 per 100 shares.

Senator Gore. Do you have evidence at hand, K; . Livingston, of
“put and call” operations on the part of those who hold restricted
stock options?

Mr. LivinastoN., No; I don’t. But I would think that this would
be one profitable way of making money on stock options. Investment
trusts, or any large investors have a right to sell a “put or call”—I get
confused on this now. If he wants to get rid of stock, he can agree to
give somebody a call on it at a particular price, and he gets paid for
it. ‘So it would seem reasonable that this would happen, but I don’t
have any evidence of it. ) i

Senator Gore. I have been concerned with the growing attitude, on
the part of our citizenry, that our tax laws are discriminatory, that
they are unfair. I expressed the view yesterday that, despite the im-
perfections of our system, we had the most efficient, the best enforced,
perhaps even the most equitable tax law of any nation in the world.

Without this, it would be utterly impossible for our country to play
the role which is now its burden and glory. But if we continue pro-
visions in the law, which are unfair ang discriminatory, I think we run
the risk of briniing our whole tax program into contempt on the part
of our people. And that would be a very serious blow to our society.

Mr. LivinesTon. I couldn’t agree with you more heartily, Senator.
It sounds as if we are kind of kicking the ball back and forth. Butin
my book, “The American Stockholder,” I wrote that executives had
become an overprivileged class in the democratic society, and their
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power to overpay themselves with legal sanction could, if unchecked,
erode the very structure on whlch they and their corporations depend
for survival,

And I think the. wa,y our tax laws are set up, to permit this type of
loophole by stock o J)mons, is a form of discrimination,

do have to add, however, that all taxes are discriminatory in the
sense that whoever pays them feels discriminated against.

I think that we are always concerned with in the tax structure is not
that the laws are discriminatory, but to see that in some instances they
are not too glaringly discriminatory.

Senator Gore, 1 don’t know that I could entirely agree with youthat
those who pay taxes feel that they are discriminated against, so long as
the. tax¥a¥ler feels that other taxpavers are bearing & proportionate
share of the burden, though he would prefer not to pay hls taxes, I
don'’t feel that he feels he is dlscrxmmateg against., .

Mr, LivingsToN, I will acceptthat. .

- Senator (Gore, Let me cite an instance that T have preku 5 cited
in a speech before the Senate, of a very fine man. I mtpn ed no
oriticism of him then, and I intend none now. He is g fine, Pu 1c-
spirited man.. I am referring to Mr, fatson, the. presxdent

e has, by reagon of stock options, had.an opportunity to aocumulate
income, profits from restricted stock dptions, of some g‘i% lon. I
am informed that he has sold none of them. I have reason to; beheve
that he hasno mteqtﬁm of doing so,

_This is & $434-million ggin on, wb,lc? he has pmd no taxes, on wh,;ch

if hadoes let it go into his esta.te, he will never pay taxes, -
eanwiu ve:g man who works at § wage or on & salary,(ev
farmer w o e soil and earns -8 Ieager, amount,, must, pay. an

pay regularly.

ﬁow, this i m thg d of tlu thy.é cauges péha ﬁabel tpay-
m .taxes, gesent Q paym of taxes, to tt pvem-
mentls not ing fair,

ould ou with that?. | ..
ﬁr 4 &greq h o8 gree. And' T would further add that

hardly l&nk that Mr. ,Watsqn needs & stock optxon in Intematlonal
ines to creqte moenmve for him.,

has p ent .of incentive anyway. He already has.a very arge

th at he ot from hig father, and his mother has a

large in t in 1t e incentive argument’ in his case i8 totally

lid. ,
%\at%r Gore, T lmq ou mean 16 chticnsm by referri nﬁ to this_
amily, do not ﬁllther., Ivthmk, ?my memory is correct, t at'they
own some $15. million wort of in. the oompany a;nd, in addit@on,
M. Whtson receives a ary o& 00,000, *
‘One must’ wonder ‘w 12t ad mona.l ingetitives are noaded. Tt be:
comes ludicrous to refer to stock options as an incentive in 'this case,
r. LitviNesToN.. The rationale gt that, Senator, is this: The cor-
mte structure is heirarchical you want to issue stock op-
ions to thoge below, you have g t to do it oh a py ramxdal scale. .
therefore, the man at, e top %2 the very highest, number, of
aresgasboek,zptl u,ieno ntglzﬁlt tga WOuldbeunT
: you can’t igsue A optio 03¢ 6s3 you
wamdthemenstthetop ch p . i’[l,__) T y_ wrg

b '
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‘I-happen not to agree with the argument; I am simply indicating
“what the argument s, or what the rationalization is. t¥u.nk ration-
alization runs through this whole area. o

Wellég am intemperate when I think about the plan, because I think
it is unfair, TR | :
Senator: Gore. Well, if you are intemperate, what do you think
about & man with four or five children at home who must pay taxes
every Friday afternoon on his weekly paycheck, and who sees men
accumulating vast fortunes and paying no taxesatall ¢ S
Mr. LivingsToN. I don’t have to think about the man with five
children; I just think about myself. - = - : o
Senator (Gore. Well, I suppose he:does, too, and I do, too. And
when we think about ourselves, the next-step i8 to compare ourselves
with other taxpayers. I amp-dédicated to the vidw-that every citizen
with an income above theBubsistence level should make some contri-
bution by way of taxes to his Government, and that wheg we apply
the progressive incoffie tax formula, a ust pay accordipg to his
ability to pay. ‘ N ' ‘

. 'These gimmicks which the.Congrp
ing that they yere creating gimmit
inexousable tofne, = (.~ - ¢

Mr. LivingsToN. Shall go I
Senator G¢re. I will desist. ,
Mr. LivingstoN. No, I agree fw

I arhigorey. {7 <30 (N

Incidentally, I quoted f

Semate, - \ Ao A\ T
;:‘Ml‘.’;Lf\’I’NmN.' Iknow you did, an pét
' Senator GoRp.' I musb-t8]] you that-entné

- Senator Gore\ So a lot dependson the point af view!” = - /
Mr. ‘LivingsToN,’ The seco rincipal\arguthent for the stdck op-

tion plan is that it'enables the exedutt aoquire stock inAhe com-
pany he works for, thqt this gives him & proprietary inpefest in' im+
prow_ngthecompany. N SR coo
~“But it seems to me that he.could acquire this proprietary interest
by buym%:bopk in the open market-jusi-as-otirt persons do, and then
he would be risking his own hard cash instead of being granted a free
ride at the taxpayers’ expense and the stockholders’ expense. = = : !
_After all, if an executive uses his own money to buy stock, that in-
dicates:he really hes faith in himself; and in his company, whereas
the stock option is simply an attemg to have the stock but to take
no risk :whatsoever. - It 13 & theads-I:win, 'tails-I-can’t-possibly-lose
ope‘mblon.«,:z_- P T P R N T v
Furthermore—and this goes back to a point that Senator Gore
made-—stock options can be a ‘distraction to exécutives. The exeou-
tives have an opportunity to buy much more stock than they could
‘possibly afford to buy with their own money: - And often they{)oriow
totake upstockoptions. =~ o e el
.+ And'so because they are in debt, they could become more interested
in the rise and fall' of their fortune ‘in the stock market than-in tle
prudent and intelligent operation of their company, ¢ it

ss hag written/into the law, ¥now-
ks foy tax avoidance, are ubterly

he floor of the

i 2
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I think it was George Larimer who said he had to sell some Ameri-
can Motors stock in order to pay off the debt he had in acquiring
this stock.

Finally, it seems to me that the stock option is an affront to honest
executives. It imglies that they need some special incentive over and
above that required by professors and schoolteachers and lawyers and
other workersto do a good job.

It seems to me—and I mentioned this earier—that most men who
rise to the top in companies have a streak of perfectionism in them,
a desire to do a superlative job for its own sake.

The argument that good men must get a free ride in Wall Street
as an incentive to work derogates the very quality they have demon-
strated in becoming executives. I conclude by asking this question:
‘When it comes to executive compensation, what is wrong with money ?

And if taxes are so high that they make money no good, then we
had better do something about tax rates. And then we would be able
to worxg less about tax-avoidance gimmicks.

The Craraan. Thank you, Mr. Livingston.

Any questions ¢

Thank you very much indeed.

The next witness is Dr. Roger Murray, of the Columbia University
Business School.

Will you take a seat, sir, and proceed.

STATEMENT OF DR. ROGER MURRAY, COLUMBIA UNIVERSITY
BUSINESS SCHOOL

Dr. Murray. Mr. Chairman, and gentlemen, my name is Roger F,
Murray. I am the S. Sloan Colt professor of i)anking and finance of
the Graduate School of Business of Columbia University. I teach
primarily in the fields of corporate financial policy and investments.

One o¥ the basic resources of our economy 18 that factor which we
normally describe as “managerial skill,” or simply as “management.”

And, as the years take their toll o manaﬁerial skills, we have a
problem of replacing them, and of expanding this reservoir.

In the graduate school of business at Columbia, we are training
young men to become effective managers in a wide range of different
types of business. Our school and other schools of business can train
men and help them to develop their skills. We can launch them into
the business world with a good understanding of business in general,
and with special skills in functional fields of business.

But it is up to their employers to provide the other ingredients
of experience and drive.

In any organization, whether it be a private business, a unit of gov-
ernment, or a university faculty, we always find that some members
of the group show outstanding initiative, imagination, and drive.
These are the men who become the business leaders, the U.S. Senators,
and the most respected professors.

But, unhappily, there never seems to be enough of them. We could
always use more. ,

- Now, there are certainly many feetors which are important in the
development and stimulation of these qualities, of which compensa-
tion is only one. : ‘

14
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In a profitmaking organization, however, it is only natural that
money should bulk large in the arrangements for rewards and in-
centives. If we want a man to develop himself, to compete for the
next higher job in the organization, we must convince him that the
next higher job is worth his efforts. )

One way this is accomplished in business is by the salary which
the job commands. In a university we may emphasize professorial
rank more than salary, but it is essentially the same idea of convine-
ing » man that the risks and responsibilities of securing a promotion
are indeed worth, not }'ust his routine effort, but his very best effort.

This conception of the function of wage and salary inistration
at all levels of the organization mi%ht suggest that wages and salaries,
group life insurance, accident and health coverage, and pension plans,
comprise a complete and effective program for encouraging these
qualities of initiative and drive. But experience has shown that the
motivation of able individuals can be increased, if in addition to re-
wards for personal accomplishments there are rewards for contribut-
inito group efforts. i :

very member of a university faculty does a lot of work, not to
enhance his individual reputation as a teacher and a scholar, but to
enhance the standing and prestige of his university.

How can a business corporation bring home to its employees the
fact that their interests as manager are closely identified with the
ob%‘ectives of their stockholders? L

his problem has been discussed many timessince 1932, when Adolph
Berle and Gardner Means wrote their classic “The Modern Corpora-
tion and Private Property.” .

'This book and the many which have followed describe the separa-
tion of ownership from management in our large public corporations.

The problem has been recognized in the form of this question:
How can we induce management to give more consideration to the
ob&gctives of the owners{ :

his is not an easy problem, and many solutions have been offered
over the years. Some people have a great deal of faith in profit
sharing. Others prefer various kinds of incentive com&ensation, and
still other observers believe that stock options are the best device yet
developed to make more effective our system of salary incentives,
and to bring home to people at all levefs of management their re-
lationship to the success of the enterprise as a whole.

No one has proved that any one of these methods of incentive
compensations 1s better than all of the others in all circumstances.
On the contrary, it is abundantly clear that circumstances differ in
individual situations, and that the best results for the growth and
efficiency of an enterprise vary from case to case. Because different
individuals and different groups resg‘ond to different incentives, it is
essential to have flexibility in any effective program of rewards and
incentives. "

The case for the stock option has been widely discussed.

The latest and one of the best discussions is in the July-August issue
of the Harvard Business Review. This is the brief article by Henry
Ford 2d, to which Senator Carlson made reference earlier this moin-
ing. Itisentitled “Stock Options Are in the Public Interest.” '
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AsSenator Carlson said, Mr. Ford recites his groblem at the end
of World War II, when he had what he calls a “bogged-down, anti-
guuted, money-losing company.” He believes, Mr. Ford believes, and
certainly would agree, that the use £ stock options was one of the
most effective methods he had at his disposal in developing a new
managerial group for a major American industrial enterprise.

But Mr. Ford’s experience is by no means unique.

How can a new, small, speculative enterprise attract experienced,
trained men away from the safety and security of employment with
a large, well-established corporation ¢

Not by salary and fringe benefits for sure.

It seems to me that this can be done only by offering the men willing
to assume the risk a real, tangible share of the rewards if the new
enterprise succeeds,

Thus, stock options can be a factor in creating that mobility of
gngnagerial personnel which is vital to a dynamic and expanding
industry.

But as;:tracting new personnel is no more important, of course, than
stimulating present employees, and it is in this area that the widest
use of stock options is made. -

As at matter of equity, and as a matter of necessity, our personal
income tax structure must be progressive.

Some people hope that eventually thers might be a general reduction
}n rates. But this depends on many unknown and unpredictable

actors.

In the meantime, the problem of corporate management is how to
make advancement as attractive as possible. The individual in middle
management may face & marginal tax rate of 35 or 40 percent, or sub-
stantially more, on a salary increase which a promotion involves. This
is obviouslg & lot less incentive to take on the new responsibilities than
would be the case if the marginal rate were materially lower.

The maximum capital gain rate of 25 percent, for example, which
might apply to a profitable stock option, means less watering down of
the reward and incentive. -

Although the §rantin of a stock option is no guarantee whatever
that it will result in additional compensation, there is always that
possibility, cou{ﬂed with the assurance that there will be a ceiling on
the highest applicable tax rate. The contingent nature of this form of
additional compensation is, in fact, most apt to appeal to precisely
the kind of risk-taking individual management is most anxious to spur
on to greater effectiveness, ' . : .

If stock options have an effective place in & company’s compensation

regram, they are, of course, the most economical form of incentive
rom the standpoint of the stockholders, involving, as they do, no
outlay of funds. Granting a key employee the right to buy stock in
the future at a price fixed in the present involves a decision to raise
new equity capital if the company prospers, and therefore additional
cagltal is needed in the business. ‘ ' :

.- It is true that an option, when exercised, results in realizing a low-
er price for the shares than would have been obtained by waiting to
sell the stock.  To this extent, the stockholders are sharing some of
the gains from the success of the enterprise with those who presumably
have contributed most to achieve 'that success, This is both the in-

4
I
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centive and the reward. And it is much more economical to the
stockholder than a salary increase or a bonus.

Senator Gore. May I ask a question right there?

The CHaIRMAN. Senntor Gore.

Senator Gorr. You have just said, Professor, that at this point
when the option is exercised, the oflicial, the holder of the restricte
option, shares in the gain of the company, and then you just said that
this was both his incentive and his reward.

Am I correctly quoting you?

Dr. Murray. That is correct.

Senator Gore. Then at this point, when this citizen has a gain, has
a reward, should he not at this point be subject, as other citizens are,
to the payment of taxes on his gain?

Dr. Murray. If he realizes the gain, it seems to me he should be
subjected to the same tax as any other investor would pay on the
renlization of his gain.

Senator Gore. But that isn’t the law. ~

Dr. Murray. An individual who had owned the stock during that
period and sold it would pay at a capital gain rate. And there is
what the— '

Senator Gore. And there is compensation for his services. ~This
is substantial—you say, and I agree with you, that he should pay his
taxes as other citizens do, at the time he receives his compensa-
tion. I

Dr. Murray. If he realizes a gain on his investment in the com-
pany. And this is what he has made, an investment in the com-

any. \ ‘
P Senator Gore. Now, you are shifting the scene to investment. You
started out saying that this was given to him as an incentive to give
greater service to the company, to share in its gain, and you had just
arrived at the point when you said that his compensation was now
realized, that he was sharing in the gains of the company, that he had
received his reward. - ‘

I take it, reward is compensation.

And you say that at this point he should then pay his taxes.

But the law exempts him from taxes at this point.

Do you support or do you defend that provision of the law?

Dr. Murray. Sir, when he exercises his option he makes an invest-
ment, he buys shares of the company, just as you or I might buy
shares of the company. :

Senator Gore. All right, let’s analyze that.

You are now into the second phase.

But let’s not leave the first phase. . |

The whole burden of your testimony is that the official should be
paid well; he should be given incentives to render good, dedicated
service; isthat not right ¥ R S

Dr. Murray. Yes,sir. : v S

Senator Gore. And that the most effective way of providing this
reward, this incentive, and this compensation for dedicated service is
the granting of stock options ? o ‘

Dr. Murray. In my opinion, that isone of the effective ways.

Senator Gore. Allright. Say this official has an option to buy stock
for $1 million. The company has prospered. The price of the stock

73257—61--—8
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hasrisen. Until the day upon which he exercises the option, the stock
which he is privileged to buy as incentive, us rewurd, as compensation,
at $1 million, has a market value of $2 million. He has then realized
A reward; he has then been compensated to the extent of $1 million.
And, as I understand you, you suy that he should then pay taxes as
other citizens.

Dr. Murray. If he realizes the gain, ns any investor must pay o tax
if he renlizes the gain.

Senator Gore. I am not speaking of an investor. I am speaking of
the privilege, the reward, as you described it.

Dr. Murray, Sir, migint Texplain—

Senator Gore., He is not an investor until he exercises his option,
and at the time he exercises his option he has then received his reward,
his compensation, to which you refer as incentive ?

Dr. Murray. He has not realized it until he sells the sharves. The
stock nmly go ri%ht back down to a million dollars next year., If he
hasn’t sold it, he has received nothing,
~ Senator Gore. Do you seriously contend that if T sell you an shnre
for $1 and that shave is worth $2 that you haven't realized n
benefit of $1¢

Dr. Murray. Not unless I sell it and convert it into cash, I have not
realized anything.

Senator Gore. Now, you know—-—

Dr. Murray. And I would have no tax linbility.

Senator Gore. I always marvel—well, if you seriously think that,
I won't ask anything else.

Senator Bennerr. May I get into this, Mr, Chairman?

Many people went broke in 1928 because they looked at the market
before the October crash and decided they were rvich. And then when
the market crashed and they found out nctually at what price they
could sell their securities, they discovered they were bankrupt.

Now, it is not how much, what kind of a figure you put on a list
opposite the value of your property that makes it worth that much;
the test is at what price can you sell it. And under the capital-gains
law, you are not required to pay capital gains every time the stock
market goes up on a share of stock that you ownj you only pay your
capital gain when you actually achieve it. In some cases people who
assume they have capital glains, looking at the stock market reports
daily in the paper, find to their regret they have a loss when they get
ready to sell. It isa very common story that you count your chickens
before they are hatched.

And when you actually sell, or have to sell, you find yourself in
serious difficulty.

The position of my friend from Tennessee reminds me of the fa-
mous story about the man who had the thousand dollar dog to sell.
Heo had a dOﬁ, and he said he wasn’t going to sell him unless he got a

thousand dollars for him. Now, he had a valuable property. He
met another friend the next day, and the fellow said, “Did you sell
yourdog " \

“Yes, sure.”

“Well, did you get a thousand dollars for him #”
“Qh, yes, I took two $500 cats in trade.”

¢
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. Now, as I understand the argument of my friend from Tennessee,
it is that if on a given day you look into the stock market report in
the paper and it says, you have got $2 million worth of stock, that
you then actually have 1t, and you should a]y capital ains tax on it.

But looking at it tomorrow, this million 30 lars worﬁn of stock may
be worth $800,000, and you may be more interested in finding out
whether you can get a capital loss,

Senator Gore. If the Senator so understands me, he misunder-
stands me. I am not spenking of cats and dogs. I am speaking of
compensation through transferrable instruments that have real, tangi-
ble value. It is not in any raqyect comparable to someone’s imagina-
tion about a dog being worth a thousand dollars, If I sell you
$1,000 worth of shares in IBM today, and at a grice of $500, you
have a tangible profit. You can convert it to cash on the same day
at the same hour, and if I give it to you by way of compensation for
services rendered, then the gupreme ‘ourt, in Justice Black’s opinion,
says this: “When assets are transferved by an employer to an em-
ployee to secure better services, they are plainly compensation.”

genntor BenNeTT. I am not quarreling with the fact that they are
compensation, but my point is that you can’t measure the value of
the compensation until you test it by selling the stock.

Now, if you give me—and I would be very hagpy to make that deal
with you, I would be glad to buy $1,000 worth of IBM, or receive
$1,000 for $500— .

Senator Gore. Will you be willing to pay an income tax on it.

Senator Bennerr. If I sell it that way and make $500 profit, 1
would include it in my income tax.

Bub-—_-.- . 14 . ‘

Senator Gore. Wait just a minute. ‘This is an interesting point.
If I give it to you by way of compensation, I have then compensated
you %?500 for services rendered. 1y should you want to postpone
the payment of taxes on that, or why should you be justified—why
should the Congress permit you to postpone your tax liability any
more than if I wrote you a check of $500 for services rendere

Senator Bexnerr. Because the check is worth $500. Presumably
I can take such check down to a bank and get $500.

Senator Gore. You can take the stock, too.

Senator BEnNerT. But when you give me the stock, you give me
actually more than you do if you give me $500 in cash, you give me
the option, you give me the right—I won't use the word “option”—
the opportunity to hold that stock. I can hold the check for a year,
and a FI will get out of the check is $500, and & lot of angry letters
from the bank asking me, why don’t you cash the check so the record
can be complete. . ) )

But if you give me the stock, you give me the right of holding that
for a length of time to take a risk with it, the possibility that it may
be \wi?rth more than $500, or less depending on the rise and fall of the
market.

Senator Gore. You must stand on risk on my check.

Senator Bexnerr. Well, far be it from me to suggest that your
checks are not good. '

Senator Gore. This is not exactly a confession.

Senator BENNETT. No,Iamsureit isn’t.
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When you give me the stock you give me something that might be
said to hgve f value that cannoty be completely measured. And I de-
cide that if I want to hold it, I may get more for what you have given
‘me, and also I run the risk of getting less.

'f‘herefore, it seems to me that 1t is reasonable to apply the tax at
the time I have actually determined whether my risk was a good one
or a bad one. )

Senator Gore. Well, if I may respectfully suggest it, you are con-
fusing compensation with investment. The role of an investor is one
thing, and the role of an employee’s comgensation is something else.

Now, when I employ you—and I would be very happ{ to employ
;ou if T had the privilege—and your compensation is to be $500 and

give you either a check or stock values with current, available, nego-
tiable value of an equal amount, then you have been comrensated $500.
" According to the Supreme Court, this is comruansation in cither
event. :

And tax liability should, in myv opinion, accrae. o

But, by reason of this giiumick in ilic tax law, the tax liability is
postponed, deferred. A.ad no tax may ever be paid. The stock might
never be sold.

Senator Bennv.cr. I wonder if this isn’t inherent in the nature of
the stock whiels you give me as compensation. You give it to me on
Friday, and che stock exchange is closed, and I can’t cash it until Mon-
day, I may automatically have an increase, even though I desired to
cash it as quickly as possible. The very nature of the one, the check,
is that it relates to money which has a fixed value.

The stock is a share in an enterprise, and that value can vary from
day to day, it does on the big board, and maybe even with the best of
intentions, before I could get down and trade that stock I would have
a profit or lossin it. ,

Senator Gore. That is almost as imaginary as the dog and the cat.

We are s%kmg of transferable instruments with tangible values.
‘We are speaking of compensation to corporate employees.

That is what you were talking about, wasn't it, Professor?

- Dr. Murray, Could I explain precisely the compensation and the
investment to clarify my earlier statementg ,

I believe that I could clear up, perhaps, one point in connection
with this if I had the opportunity to give an explanation.

__Senator Gore. You shall have whatever opportunity you desire,
Professor. ' : |

I would like first, if you do not mind, to ask you if at this point you -
were not speaking of the compensation, incentive or rewards given to
corporate employees, :

Dr. Murray. I was, sir, I was not sufficiently specific in defining
the terms, which is preclsel¥ what I would like to do now.

Senator Gore. You shall have the privilege.

Dr. Murray. Thank you, sir. |

As of today, if I am working for you, you are my employer, you
collectively as a board of directors, on this day T can go out in the
market and buy stock in our company, or you can say to me, “Pro-
fessor Murray, we will give you a right to buy stock at any time at
approximately today’s market price.” :

Senator Gore. Let’s put a figure, say 100.
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Dr. Murray. Let's say 100, the stock is sellingi(at 100, and (frou say,
“Professor Murray, if you will continue to work for me and behave
ﬁourself and do your job, you may buy these same shares that you can

}111y on the market at $100 at any time from the company for $100 a
share.

Senator Gore. Now, at this point you make no investment, do you?

Dr. Murray. I have made no investment.

Senator Gore. You have assumed no risk. _

Dr. Murray. Instead of my going out and making the investment
on that day in order to own some shares in the company, I have been
granted the right to postpone the date of the investment. And this,
of course, is of value to me.

Senator Gore. You have not only been given that right, you have
also been given the choice as to whether you will postpone it or
whether you will decline it, isn’t that right ¢

Dr, Murray. That is correct.

Senator Gore. And what does it cost you ? oL
y Dr. Murray. It costs mac my best efforts to the enterprise in the

uture.

Senator Gore. At this point, when I, your employer, grant to you,
my employee, this privilege, which at some indefinite time you have
the privilege of choosing to exercise, you have invested nothing?

Dr. Murray. That is correct. :

Senator Gore. You have paid nothing for it. You have assumed
no financial risk, is that correct? .

Dr. Murray. That is correct.

Senator Gore. Now——

Dr. Murray. The only risk I have undertaken is my commitment
to stay with this company and work for it real hard. - .

. Senator Gore. That may or may not be a condition of the stock
option.

Dr. Murray. In most cases, of course, it is. In most enterprises, it
is a real condition. A - ' ‘

Senator BENNETT. Professor Murray, even if it is not a contractual
condition, it has the effect on you of making you feel that you want
to stay, even though you make no promise to him?

Dr. Murray. That is absolutely right, my good standing and my
reputation is committed.

enator Gore. As a sidelight to that, many of the options, Pro-
fessor, the record shows, have been granted just before retirement.
So I am perfectly willing to take a hy};l)othetical case, which you wish
to take, but we must understand what the case is.

Now you have taken yourself as a hypothetical employee.

Dr. Murray. That is right. 4 ,

. Senator Gore. I, as your employer. And I have conferred upon
you the privilege of exercising an option or not exercising an option.

Dr. Murray. That isright. ) o

Senator Gore. At some later date, but indefinite date to, purchase
stock in the company at, I believe you said, $100. A N

Dr. Murray. Yes. What you have given me is this flexibility as
to time, C : ‘

Senator Gore. Now, why have I—— . )

th‘.o%‘i‘URRAY. You have given me a fixed price at which I can acquire
the stock.
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And if I don’t have this in order to buy the stock, I may have to
ny $105 next week, I may be able to buy it for $98, that is fine, but
may have to pay $105 or £120,

Senator (fore, You say I have given you something, I have given
you nn option, that is what it is. It is restricted to you, and a few
more like you,

D Muniay, Chat is vight.

Senator Gore. And you have paid nothing for it,

D, Mureray, That is right,

Senntor Gore. You have no capital risk involved.

Dr. Murray., That is right. e

Senntor (fore, Now, go to your next step.

Dr. Mutray. Now, what is this worth to me? .

T'his is the privilege of making an investment at a price fixed at a
time of my own choosing. The answer is, nobody knows on the date
of granting the option whether this is going to be worth anythin
ot not. Tf tho company succeeds and it grows and it flourishes—an
perhaps I have been able to contribute somet.hin§ to this perform-
ance—then it is g'oing to be of importance for me to have had this right
to purchuss the stock nt this later date ut o fixed price.

Senator Gore, And this is to be a part, and is a part, of your re-
ward ar my employeet

Dr. Mrrav, That iscorrect.

Now, how big is the rewnrd ¢

The reward is that when I realize, or if I realize on that stock, and
I sit down and compute my gain—-

Senator Gurk. Now, youare entirvely missing the step—-—

Dr, MurrAy, And pay my tax—— ‘

Senator Gorr. You are entirely missing a step, Professor. Tet's
cgme to the point where you exercise your option, let's not leap over
that,

Dr, Murray. Al right, when I exercise my option, I have not re-
alized anything. I have made an investment, I own a certain number
of sharesat £100 a share, )

This is the only fact that has been finally and conclusively
determined.

Senator Gore. You just said to me a few moments ago that this
right which you had the privilege of exercising was a part of your
reward as my employee,

Dr. MUrrAY. Yes. ..

Senator Gore. Now, you have come to the point of exercising that -
ri%ut, at which time you receive your reward, is that correct?

r. MugraY. This is the time at which T have acquired—

Senator Gore. How can vou have it without receiving it

Dr. Murray. Until I sell the stock T have not realized my reward.

Senator Gore. Now, you in your own words said that this privilege
which you had of exercising an option was a part of your reward as
mvemﬁ]oyee. )
Dr. Murray. That isright. We now have the problem of determin-
ing the amount of the reward, how much is the reward. ‘

Senator Gore. At the time youn exercise it {

Dr. Murray. How much ismy reward.

Senator Gore. At the time yon receiye it

»
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Dr. Munrray. My veward is realized when I sell that stock, and that
is when I pny my tux as any other investor does.

Senntor (Hoke. Yon receive your reward, Professor—and not even a
’n'ofossm‘ can avoid logic—at the time Kou _exercise your option.

‘hercafter, you are nn investor, but at the time you exercise your
option, whtcf\ in your own words was & (]imrt. of your reward as my
employee, you have received your reward, and, under the Supreme
ffolmit decision, this is compensation on which you would have tax
iability.

But, by reason of this gimmick which the Congress so unwisely wrote
into tho Taw, this is artificinlly overlooked,

This tax linbility is deferred.

Dr. Munray., Senntor, may I elaborate on our illustration heref

On this same duy you gave me that option, I had some money that
I had saved up, and I bought 100 shares at $100 a share in the open
market, On the day—-

Senator Gore. Let's just understand this—

Dr. Munray. This 1 bought on my own,

Senator Gore. Yes, and there you were an investor.

Dr. Munsay, Yes.

Senator Gore. In the other instance you are an employee, and you
are being compensated, you are being given an option as a part of your
reward, as & part of your compensation, as an employee. Insofar as
the function of investment, this is something which you could do
whether you were an employee or not,

Dr. MurrAY. Absolutelf.

Now, on the day when I exercised my option—Iet’s say it is 5 years
Inter, the stock is selling at 150—1I now have two blocks of stock, each
of which cost me $100 a share. Each block of share is selling at $150.
Do you contend, sir, that on the stock I bought outright that there
issome kind of a tax payable if I don’t sell it}

Senator Gore. No, that is not the law.

Dr. Musray. Certainly. And I have two blocks of stock, they each
cost me $100 a share, and I haven't sold either block, I have realized no
income in any definition of the tax law. If I sell my stock, whether it
be my option stock or mine directly, I am prepared to pay the capital
gams tax.

Senator Gore. Surely a professor in a school so renowned as yours
is able to distinguish between the role of an employee and the reward
he receives as an employee, and the role of an investor who purchases
with his capital and takes the risk involved therewith.

Senator BENNETT. May I ask a question §

If on this mythical day when you are about to reward a faithful
employee you decide to pay him cash, you are going to pay him $10,000
in cash as compensation, and the corporation then gets the tax benefit
of 52 percent of that cash, because it is emgloyees compensation which
is taxable. But, if on that day they decide to give him an option to
buy $10,000 worth of stock at the price ruling that day, the co -
tion is not allowed to deduct 52 percent of the value of that .

~ Soyou do not have an identical situation with respect to employee
compensation. ' : :

In one case you are going to pay him cash, and in the other: case
you are going to give him a stock option. L
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'T'here is nnother difference before you start,

Is that right, Professor Murray ?

Dr. Munztay, "That is absolutely corvect, What you are giving in
the option form is the right to invest in the future nt o price. 1t is
always the right to invest and what the man acquires is an investiment.
The difference between the option on the stock and buying it in the
market is the difference in price,

When he realizes on the salo of the stock, ng you stated clearly, envlier,
that is when the gain is renlized, that is when a {ax is clearly payable,
as on the sale of any capital asset.

Senntor Benwerr. This is the fivst time he knows the real value
of ]tlim ;‘iuht he has been given, in terms of its ultimate compensation
to him

Dr. Murnav, Sir, this is a lesson that I learned at the very start
of my business experionce, when I went to work in a bank, and they

ave em‘)lovecs the oppurtunity to buy stock wnly bolow the market.

"ou could buy it nt $165 a share, and muake regular payments out of
your salary for it. 'The only trouble with this valuable option that
was worth—the stock was worth $200 a share or more when you got
jit—was that by the timo you paid for it the stock was worth $40 a
shave, This was n test of whethor that option had been of value to
you, what the stock was worth when you sold it. )

Senator Bennerr, I was going to develop the same kind of sp-
proach with this example: .

Suppose a faithful employee had been given a stock option in 1929,
and had decided on the morning of that October dny that the market
had reached & point now whem%\e was going to sell 1t, but by the time
he could get off work or get to his broker, who was busy, he suddenly
discovered that the stock was worth 10 percent of what it had been
worth the night before when he had made his decision.

It scems to me that people who tend to argue about this as & gim-
mick always assume that all stocks go up.

And, unfortunately, I have learned, us you have, that many of them
tend to go the other way.

Senator Gore. Before we go any further, Senator Bennett, the sit-
uation which you outline, of which you said you were not sure, is, I
think, correct. If a corporation pays its employee a thousand dollars,
or $10,000, in salary or bonus, that is an expense of doing business,
and that is deductible.

If, instead of the corporation giving to its employee $10,000 in stock
values—

Senator Ben~err. The option to purchase $10,000 in stock values.

Senator Gore. The option to purchase stock in & manner which
gives to the employee a purchase price $10,000 less than the market
value, then this is 110t deductible, and that illustrates one of the evils
ot this system which results in a watering down of the value of the
stock of all stockholders in this particiular corporation.

Doctor, I will not—it may not have been your purpose to draw a
clear line of distinction between the role of an investor on the one
hand and rewards and compensation of an employee on the other,
But you have done it. So we will thank you, sir, and you may proceed.

Dr. Murray. Any device such as this needs regulation to assure its
fair and equitable use, S

’
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Logically and in chtice, this regulatigh is supplied for most public
companies by the SEC. Proxy statomientd and annunl reports provide
the stockholders with complete information as a basis for their bal-
loting on the stock option plan, =~ 't v e S

Inmy jud{gment., the question of the volume and terms df the op-
tions granted is the propor concoern of stockholders, and Fresent, regu-
lations place them in possession of the relevant facts, along with in-
formation about other elements in the compensation arratigements.

1 am not in & position to speak for others, but dn the point which
My, Livingston mado earlier this morning 1 know in the investinent
comguny of which I am a director we closely examine the terms of
stock option plans beforo we vote on them. ‘' And it has not been un-
known Tor us to obtain changes in stock option plans when we did no
feel that they wers fully in the stockholders’ interest.: . . . -

But, by and lnrge, stockholders have approved. stock option plans
in large ntunbers, and for thres principal reasons T

First, zmg company can afford liberal compensation of good man-
agement, Only inferior management is really expensive and stock-
holders know it, - - A

Second, salary pnyments to management tend to be relatively fixed.
Stock options require the achievement of results before they become
a real form of compensation, : R o L

Third, key employees will be more effective if they hdve stock op-
tions as a constant reminder of the fact that they are hired not just to
perform specific services, but to contribute to the long-range profitabil-
ity of the enterprise. :

It is this profit consciousness of key employees that stock options
emphasize in o most economical way, ¥

ow, it is easy to recognize that this is vitally important to the
stockholders of an individual company. But all of us are interested
in the profitability of business, Profits are the reward fot risk taking
which provides job opportunities, economic growth, and greater
output.

180, in our kind of & profit and loss economy, profits are the meas-
ure of efficiency-—the efliciency of management in utilizing the re-
sources which savers have made available to it. To say that we wish
to encourage profit consciousness is merely to say that we favor the
encouragement of the drive for efficiency and productivity in Amer-
ican industry, T o

With our freedom—with our system of individual freedom and
initiative in crucial competition against totalitarian systems in the
arena of world opinion, we should overlook no opportunity to rein-
force this drive for efficiency and productivity. .- .. .. - .~

Stock options, because they have made a modest contribution to this
top priority of objective, deserve our encouragement.: . ST
. As Mr, Ford has stated in the titlé of his:article, stock options are
inthe publicinterest, - - P

Thank you for your patience. e R

Senator Gorsb (presiding). Thankyou.. . . .

Senator BennerT. Noquestions, =~ .- |

Senator Gore. The next witness is Louis Ware,
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STATEMENT OF LOUIS WARE, INTERNATIONAL MINERALS &
OHEMIUAL CORP.

My, Wane. My, Chaieman and members of the committes, my name
is Lowis Ware, 1 am a mining engineer nnd corporation executive,

I shall speak s vne who las been responeible for initiating in a
mrltmmtion » plan of stock options} ns vne who has enjoyed the benefits
of stock options—-

Senator Gunx. Ate {ou referring now to restricted stock optionst

My Warm Yeg, that is the subject.

Senator Gore, Yes, But you said stock options, Thete are many
kinds of stock optivns. 'T'he subject heve is the restricted stock option,

Mr, Wanrn (continuing). And 1 have seen the utility of the stock
option plan in building u capable team of management expeotts,

I gradunted from the University of Kentucky, the School of Mining,
in 1017, 1 began my career in the copper mines of Avisonn, 1 worked
there as mining enﬁ neey, chiof enginver, miner, boss, foreman, general
forenian, and super ntendent of n m‘ecop or mine,

From there I went to South Amer ca, Where 1 was general puperin.
tendent of mines in the nitrate flelds of Chile,

Lator I neted as vonsultant for a number of mining companies in
New York, and testifted as oxport in mining litigation,

T uilso had 8 yenrs of exporience with o major bank in New York
City, whore I handled: variows mining and business ssignments,

In 1034 1 was appointed president of the United Fleotris Coal Co,,
in which a number of New York banks had large interests.

In 1939 1 left that eompany to become president of my present
company, which is the Internationnl Minorals & Chemical (}or&).

' 193D I becams chaivinan of the bonid of directors, and I now
ocenpy that position, :

I have had broad experience in mining and businees, :

While in New York I studied banking and finance, and becune
familiar with the investment community and the securitios markots,

In 1039, when I began with this company as its president, we had
sales of somewhat Jess than $10 million, The company, although hav-
it beon in existence 20 years, had never paid adividend on its common
shares, and had arrears of approximately $90 a share on its.preferred

I inangurated & general long-term plan of emension and growth
which mainly consisted of the development of a large potash mine in
New Mexico, e:é#:nsion and improvement of our phosphate mining
and phosphate chemical operation, the acquisition of other companies,
and expansion in the chemical business, : |

Soon after this start, I suocessfully recapitalired our company,
establishing & new common share and a preferred share on which
dividends have been paid regularly ever since that be%ihnin T
This compar\{’s sales have gone from that in 1989 of 510 ‘million
to the present $130 million, - I :

his year we will have profits of approximately $8 million. -
We now have mining, chemical and mineral plants in 70 locations.
Our head office is located in Skokie, Ill,, » suburb of Chicago. And
we have offices in a number of cities abroad.

t

W



HTOUK OPTIONS 119

I experietied fltstlind the value of stock options, After there
wis n showing of success with this company in my hands, the fact
that L was tralned and experienced in mining, there were n number
of mining companies nmdmg wwesidents, and many offors were made
to me,  About that time in 1961 we started our stock option plan, and
1 was one of the first to obtain an option,

I rofor of course in all my talk here, Senator Gors, to the restricted
stock option,

"This atock option contributed much--—

Senntor Qows, May 1 inquire there? At that time how many others
recelved this privilege?

Mr. Wane. I cannot tell you how many, But I would say there
wore probably 25, it was the top, key teum in the company.,

y S;’a:n}nlm; Gorn, And how many employees did your company have st
hat time

My, Wane, AL that time we probably lind two or three thousand
omployces,

Sonator Gous, So this is not exsctly an eunr}oiee option{ '

My, Wann, No, it is not. And I do not think that the stock option
pt-ivilofgo is useful if granted too far. 1 am not one who supports in
goneral the profit-sharing plans,

"This stock option contributed inuch to make my job more attractive
and keep me from accopting another job. 1 know from my own
oxpotlence what it means to the young executive to have a stock
option, and what the stock option incentive will do to hold him on
the j’ob it the face of offers from other companies, , )

Also, our stock option plan was veri' helpful to me in building up
this company during recent years, I could not have obtained the
skilled and experienced men needed for this growth if I had not been
able to offer the stock option incentive, )

‘I'he very basis of our capitalistic system is that of incentive,

Senator Gonre, Would you mind if1 interrupted you there? You
are outlining a very interesting situation and as we go along we can
cloar up some points, ) ,

You say that the sales of your company in 1939 were only $10 mil-
lion per annum, and that sales have risen today to $130 million.
What wete these sales in 1950, |

Mr. Ware. The sale figure in 1950 was $58 million, We have
enjoyed steady growth over this lpgnod. I think our sales will be
;:;6% o .rﬁ;‘xt year $140 million and in the next year $150 million or

million.

Senator Gore. 1950 was a time when minerals were in demand; is
that not truef . | :

Mr. Ware. Yes, They are continuously in demand.

Senator Gore. Would u{oq estimate your sales—I am not axpeaing
you to be exact—but would it be in the order of $100 million by 1950
. Mr,Wage. The salesin 1950 were $58 million.

Senator Gore. So the growth of your company had been sssured
before Congress created this Joophole? : A
. Mr. Wage. It is certainly true that a wonderful start had been made
with our oom(f)any. And yp to that time I had been working; and
my team had been working good. But ss we grew, we
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S%nutor Gore. You had been receiving salaries before that, had
you : ‘ '

Senator Gore. On which you paid your taxes at the legal rate?

Mr, Ware. ‘That is correct.

Senator Gore. So the growth and success of your company has not
been the result of restricted stock option and the privilege of deferred
{)!}l); ?hablhty, if at all, but it was assured before Congress passed this

i
Mr, Ware. Oursales in 1951 were $66 million.
(The following was later received for the record :)
o IR INTERNATIONAL MINERALS & CHEMIOAL CORP.,
' ' July 24, 1961.

Hon., ALaEar Gore, .
U.8. Senate, Washingion, D.C.

My Duar Spyaton (lore In Iny teatimony before the Seuate Finance Committee
on Friday atter I had tatked of the growth of our company, you asked me what
our sales were in 1031, and I was unable to glve you that figure. Our total sales
in that year were $66 mfllion, and at the present time they are $180 mililon, No
you can #ee, we havo practically doubled the volume of our business in those 10

ears. ,
y It was a pleasure to appear before your committee aud endeavor to be of somo
help in this important meeting,
Sincerely yours,
L : C a Louis WARE,
- Senator GoRE. ‘Y?n say from 1939 to now you had a steady growth{
' Mr. Ware. That is right. o

Senator Gore. With or without stock options? .
“.* Mr, Wage. Over the period prior to stock options, that is true,
" The very basis of ‘our capitalistic system is that of incentive. Dur-
ing recent years rismq.income taxes have made it impossible for youn
executives with families to_accumulate capital. Ours is the capita
system, and we must provide opportunity to make capitahst_s’j.. this

system is to survive.
~ Skilled management people with proven ability are the hardest ones
to get and hold in a company’s organization. The stock option plan

is one of offering added incentives to men in this category. It makesit
‘possible for young executives to become more than just a hired hand in
a corporation. Through options they obtain a share in the enterprise
and acquire the viewpoint of ah owner in planning the growth an
‘success of the business. - It is imgosslblo to do this on salary after
'ino‘oge taxes today.. We need this incentive for management very
much, ‘ -
: T have seen, and I know, the enthusiasm among keymen for the
opportunity which stock options offer them. The granting of thess
options is a valuable vool to generate high morale and keen emphasis
among these top skilled puople in the growth and success of a corpora‘e
e A AT I R RS R A
It.rﬂ: difficult to get highly trained techrical specialists, salés man-
agers, -and experienced management exvoutives today. There is a
sE:rtage at this time, and the marager of a corporation needs and must
use every device hé can to obtain and hold high-grade men and keep up
a high degree of enthusiasm among hisstaff.” - =~ - = : |
stook option with the tax advantage as provided by the act of
Congress offers real incentive. If we destroy the incentives, we tend
toward socialism. -

4
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In the present world situation, it i3 even more necessary that we
oncourage the development of now skill and talent. This is cesential
if we nra to keep our corporation strong and realize the continued
growth of the productive capacity of this Nation,

In our opinion, if Congress removes the stock option plan as a means
of oreating incentive, one more stop is taken toward the elimination
of incentives which are a vital part of our capitalistic systom. ‘

The president of our company delivered an address at the Harvard
Business School on June 9 having the title “Stock Options—Their
Morality and Practical Applications,”

This speech contains all our arguments for the continued ting
of stock options. I submit a copy of this speech and ask that it be
made a part of the record in this hearing.

Senator Gore, Without objection, it will be accepted.

(The information referred to follows:)

ST00K OPTIONS—THEIR MORALITY AND IPRACTIOAL APPLICATIONS

{An address by Thomas M. Ware, president, International Minerals & Chemlical
Corp., delivercd before the 31st Natlonal Business Conference, sponsored by
‘}]larvgniolginslness School Association, Soldiers’ Field, Boaton, Mass., Friday,

une 9, )

Let me begin by dlscuasing the aemant!cl of my title, “Stock Optiona—~Thelr
Morality and Practical Applications,”

It ia natural if you wish to attack an issue to do it in the most inflammatory
{gnxuaxe. ato we hear atock opttons attacked as a moral issue which I contend

oy Ate not, :

The moral lmp!lcatlons mvolvod. jt seems to me, are to be assoclated with the
broader question of whether incentives are moral or not.

Stock optlons, one of several forma of incentives, should be discuseod in terms
-of thelr effectiveness in alding management,

The stock option program gives the chief executive & s 1 management in-
strument—a precise instrument for & precise purpose. It is intended to motivate
and compensate the few risk takers in the upper ranks of management. For
middle management, contributing to & company, but not taking decisive. risks
there Is a bonus. Other forms of incentlve comnensatlon exist to attain speelai
goals,

At the broad base of the company,, employee compematlon is limited to salary.
Some companles have devised compensatory programs that reach fnto the maln
body of employees with incentives such as a profit-sharing program,

In wy opinion, you are not going to do away with stock options unless you are
ready to make the broader declsion of removin&lncontlve from our free competi-.
tive system. If we are ready to go that far, then the question of stock options
18 relatively minor, indeed. : :

The Congress of the United States in its wisdom has recognized the need for a
law that would provide incentive under high income taxes for those wnllnz to rlsk
elther thelr capital or thelr management reputation and careers.

It Is notable that the Senate Finance Committee, in approving the oapltal zalnm
provision of the Internal Revenue Code, defined {ts purpose in these words: -

“Such options are frequently used as incentive devices by corporations who
wish to attract new management ® * * to convert their oficers into partners by
glving them a stake in the business * * * to retain the services of executives who
might otherwise leave * * * or give thelr omployeee, zenorally. a more dlrect mter-
est in the success of the corporution." : o
Not defending aduses :

I do not overlook the fact that there have been abuses of the stock option
system, but nelther am I here to defend them.

I am prepared to discuss the well-conceived, well-directed option program as
a means of achleving important corporate goals and I am prepared to dincun‘
my views on the morality of incentives in our kind of economy. ;

Where the questlon of morality is raised, the principal arguments are. that
.8tock options are discrimivatory,.in that they apply ouly to a few, and since

]
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e chlef exocutlve offiver of a corporation, 1 am most concerned with its per-
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tet e pit the stuck option i its proper perspective as 1 see it First, yon
detetmine the goala of the corporation ; you hulld the structure to attaln these

itlg ) you sum e the struvtiure ) you then provide the fncentives that will make
t work—snlitles, bonus, and flundly, after alf these, the stock option,

Atinennespttons plentful

Himple and clear ns thls seemn It 16 amazing to me to discover what mig-
eoticeptlons ure publicly printed and stated about the real purpose of the
#lock option,  Aud, 1 regret to ndmit that i some instances top management
oxecutived lnve been detellet fn this regned, ‘Chelr comprehension of the true
purpose of the stock optlon, In some instances, has been shallow and they do
Hiomselvey and all munugements « dlssorvice by statements revealing their
lknoranee, Ty it nuy wonder, therefore, that critics of management center their
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for Its value ln attaining corporate gonty?

1t 18 only nfter ceareful hou(fht has been given to planning corporate goals,
corporute sirvctuty, stafiing and compensation that the stock option shonld come
into consldorntion, It cannot hope to serve its purpose as an incentive until
il of the other stops huve been accomplished fn that sequence.

Fanctloning at its best, the stock optlon benefita not only the recipient indf-
vidual, but the corporate entlty and the individual stockholder.

they tnke?
lwmmuml to uae the cnpital gaing featurs of the tix law to retaln and
it
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LLREI L

1 Yhink that complatate abont ditnton of equity made by atockholdera fadl to
SonEEAReT The oo gait which ix the goal of stoek option,

A¥A R atpunaent wdvanead by sene stockholders fr that if exceutives have
RN W The company they should huy charag on the open nmrkot,

Tt opwe without saving that tatth in hiz vompany i2 cssentlal in the good
DROCITA, BUF R b crlla for domonstrations of faith and maeriilee that
QRNGA, B TRY the nvestient of hig money, Tt s no seeret that the suecessful



HEOMT OPIIONS 126

eorporation execwlive In the Unlted Btotes 18 o hioatil ek, At thnes the de-
mntidy ol hite fnh Wil vosl hiln mome persouad higpliess and tiyhe soine do-
edty teanquiiiite,  th ey Hhe Uiese, 10 18 only faith te wselt and what ho
15 doltg it kml'pn 1 fitn aolnin. _

Whe aegument hat essedivey should buy iele shates on e opent mntkot
overlovks 0 Fundewstal forture of the stock option whielt s that the executlve
al Che vuteet, e undy Tis labore wiad sikdits Lo tnvest, until o con hultd softlelon
vipttal, Fhad's why the option provides il tie to il hils cotapaiuy, ineroiise
Ha valte, and thershy orsnts Hie caplal e neseds to become 8 partior.

Wiids toide pdueedly Lo the argument. that sxeeillves should be regutred to
fiold wtovk aegiitved wintor opilon,  White the end envistoted by thlg negutnont
18 tront. dusteable, e menny Ie untale aud diseelidnetory,  IF the stook appre-
ittt e valite mn-lnf the option peclod, 1L was undobtedly attributabie (9
ol eigire of goutd mohagement,  Ouee the exectlive takes up ity option,
O ;n th lhlwusmr. {ihe anyune elay, und he st be froe to operate o the muatkoet
ne he whil

Phe Komney snle

My of yotr will roentl whnt happened last yeat when George Homney sold
10,008 slntres of Atnorfenn Motups stoek, ''he newy mevl'plmwd a flurry of seltiug
witl Apieplonn Motors tust DG |lm|utn 111 9 tieys betors holding nt 09,

He hnd tut rolud thie stuek, sidd Bommsey, for uny luek of faith,

Ut aobd 1 e s, Mheetuse there 1 no other way by which 1 ean fucreise my
outright ivestinent In the cotmpany's futtics.”

Phne giosiig 'ie"“llf Uhies atory, stddd ¢

VAR A view m‘eﬂ‘n ent, Notney hind monaged to by 8,240 shares in hly company,
Wihien he beuniug wenldmm fie got i option fur 85,000 shares.”

ftomiiny voluntaelly cut hitg enlnrﬂ whon hin compatlyy was in the red and
mentwhtle the stovk deopped below the option price, Romney wae in 4 bind.

Ut hird to borrow (o plels dp those optlons,” be sald, A follow it my position,
under the tax laws, In ot 1 a position to by stoek oxcopt by bortovwling”

Rotney botrowed epouh toney to huy 20,600 shures, lenving 14,600 still to

v AL thint, it was i gamible With American Motors’ gpotty dividend record,
the errrying chiggos on tt big loan could be 4 stnuble sxpotire,

Ag Amorlonn Moturs moved aherd, Romney got 2 more soty of optiony ; one for
ai '3,?8 l?’;hlmmml shintos nt 8018246 nnd another for an additional 21,000 shates
# U,

By gelling 10,000 shares, Romney tentived 900,000, of which #200,000 went to
pay capltal gnhm tax, atother S200,000 for debts remaining frot his first pur-
chiue, wid $70,000 for tithiugs to Wy cliureh, e netted #480,000, about $200,000
aliort of whint hie newitod to plek up 14,500 stired on hig fieat optlon plus another
12,000 slinees uvitluble that snine yeat on atiother option, By paying off his Nest
debt, fie could borrow agnit, e magasine figured that when he was all
fintudied he would own 40,840 shuruy, or 28 porcent tore thatt when he started,

Thy value of the Rumbey story 18 that 1t was glven such widespread pubic
attentlon through the press, 1t ay have caused hitn personal embareassment
whileh no other ihvestor In his cum}mny cat oxpect to encounter, 1t tnay have
seetned to hin and Wy fumily that this was an fivaston of thelr privacy, But it
illustrates the effort to whilch a top manager must 1{«» to creitd enough capital
1o Ihvest 1n tho business ho 1y bullding, while maluteining the stockholders’
faith it e itogrity,

Htockhnldor support

Porhnps the most convinelng evidence of how most stockholdors really foel
about the stuck option fy reverlod by the declsive support they have given it in
approviig plune In one company uftor anothor, Iesults of a New York Stock
Hxchungo survey, soou Lo bo published, will roveal that 61 percent of the 1,185
cmtn’mmn us with common stook Hsted on the exchange have some form of stock
option,

My argument {n support of the stock option 1s predicated on the fact that the
plan 18 woll concelved, well planned, and well administered, Hecall at the
outset that I sald its propor functloning depended not only on how it was
up{pllod, but even whore {t way lutroduced in the sequence of a compang's de-
volopment—after the goals are wet, after the organization s structured, and
wopled, aftor other compensations are provided, then the stock optfon plan
ecomoes moaningful,

R8T 01—
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What are some of the considerations in eatablishing a good stock option plan?

One consideration is the important relationship of option shares to executive
salary. The number of shares offered should be large enough to provide an
incentive, but not so large as to discourage hope of acquiring the total. Counsel
on this subject would indicate that 114 to 2 times annual salary is not incentive
enough aud that more than 4 or 8 times annual salary is too much, The median
arrived at in a recent survey of options granted to 050 top executives was 214
times annusl salary.

Since one of the most acceptable features of a stock option is that it makes the
executive f partner in the business, retention of the stock should be strongly
encouraged by the plan, but not stipulated.

It seems to me that there is & better chance of the stock being retained if the
executive option is not granted as promptly as other compensation,

Appreciation of the value of an option increases during the waiting perlod that
many plans require before the option can be exerclsed. Aasa practical matter, the
Securities and Exchange Commtission rule, which requires an oflicer or divector to

_hold optioned atock for at least 6 months after its purchase, encourages retention
of the stock as an investment.

Retontian advisadle

Some plans require that the optionee sign a statemont to the effect that he,
his surviving spouse, and children are bound to acquire the stock for investinent
and not for distribution,

While retoution ¢ tho shares by the executive is highly desirable, it scems
to me that for e »icck option to be practical it must recognixe that the execu-
tive wil be less likely to Invest either his money or his time In A company if his
stock 1s nonnegotiable. It he has to risk a depression, or a major market slump
with no means to protect his investment, no executive will exercise his option.
He would be in the category of second-class investor.

Unwarranted restriction deetroys the incentive which is the main purpose of
the management stock option,

As & means of encouraging executives to hold their optioned stock as an in.
vestment, 1 see greater value resulting from a waiting period of a year or two
before the on can be exercised and in Hmiting the amount of the option that
can be exercised in any one year. .

As a practical argument for its success, the stock option should be Hmited
to the few executives who are in a position to influence the company's growth
by thetr decisions and contribuotions.
to:wm-o Yyou place the responsibility and risk, you should also place the rewards

success,

Reported practices would indlcate that most companies have adhered well to
thie stipulation by keeping the stock option Incentive for responsible top manage-
ment. A random study of stock option plans showed that in the median com-
pany one-half of 1 percent, or 30 out of 5,000 employees, received stock optiona,

Another consideration In determining who should be covered by stock options
is that coverage should be equitable. AN top management with comparable re-
sponsibilities for the growth of the business should be included.

Finoncing assisiance

Some method of assisting executives with financing in order to acquire their
options {8 also desiradble. Without this, it is almost certain that the executive,
whose sole income is his salary, will be forced, in this era of high taxes, to sell
some of his shares in order to acquire permanent holdings. The Romney inci-
dent iltustrates this.

Several methods of financing stock options through time payments, bank loans,
or loans through pension funds, insurance companies, and private individuals
not subject to the Federal Reserve Board Regulation U, are followed in practice,
but there is value for the company if a purchase plan is provided. It helps to
insure that the plan will work as desired.

The kind of shares used for atock options Is often a matter of some concern
to stockholders.

The use of unissued or treasury shares, which is the common practice, drings
acdmon:mk éunds to the business and at less expense than buying them on the
open market. ‘

This hes raised the question of dilution of equity. But objections of this
kind shrink before the fact, when you examine the proportion of shares avail-
able for option in most companies, compared to the total shares outstanding.
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In 100 plans reviewed by the Now York 8tock Exchange in 1033 and 1036, the
shares avallable for option, compared to total sharcs outstanding, ranged from
less than 1 percont to 14 percent—the median being 4.7 perceat.

Option price amendment

Discussion of the practical features of a stock option plan must include cons
sidoration of amendments to lower the stock option price. If we are to be prac-
tieal, wo must realize that the prico of option shares is determined on the free
market. If unusual circumstances such as reccession, or a technological revolu-
tion in an lndustry, should drop the stock price below the optlon for & pro-
tracted perlod, some amendwment of the option price is necessary if management
1s to employ this kind of incentive with effect.

A few companies have Introduced price amendments with stockholder ap-
proval and thelr action was upheld by the courts, but I feel that good faith dic-
tates that amendments of this kind should bave stockholder approval,

At this point, it occurs to me that perhaps I am taking too much for granted
in assuming that because you invited me here you know a good bit about our
company. Unless you are a bulk buyer of minerals and chemicals, you wouldn
know our products. But belive me sincerely when I say I wish all of you were
bulk buyers of minerals and chemicals. We certainly would welcome you.

We have one major consumer item called Ac'cent ® which has the reputation
of belng sold through more chaln retall stores than any other food product in
the United States. It is a monosodium glutamnte product which bhrings out the
natural flavor of meats aud other foods and it's popular with cooks, from the
professionals to the outdoor home barbecue type.

We are the world's largest source of food-producing minerals——namely phos-
phate and potash—and a leading producer of feldspar aud clays used in the
foundry industry.

I relate this to acquaint you with the fact that ours Is a baslc industry which
experiences strong competition. We appreciate the importance of the dollar.

It might appear to you that a fertilizer company is not In competition with
Time magazine or Texas Instruments, both of whom are also represented on
your program here. But we are in competition with them. We compete with
them for new capital from the money market: we compete with them for the
investor's doliar; and we compete for the best skills and talents in the manage-
ment fleld. In these and other areas managements compete with management,
This is best illustrated In the practlice of financlal experts who appraise the
\-lzoxl-, tlhe skill and the age of a company’'s management before drawing their
conclusions, ‘ ' ' '

In this competitive situation, I regard the stock option as a highly specialized
instrument designed to bring about management ends.

I have drawn the perspective fn which I belleve it works and that is—after
the corporate goals are set, and the structure to attain them is built, after the
key people for the structure are secured—that is when you provide the incentives
such as salaries, bonuses, and stock options, :

Mcets today's needs

Uniquely suited to our times and the needs of our economy, the stock option
is well placed in the compensation portfollo of the top executive who is expected
to provide his company’s growth, : :

In setting the goals of our company, we have settled for no small plans, The
same high standards have prevailed in settlng the structure and in manning it.

Our goals are big in the sense that we serve a national purpose by helping to
feed the world, while maintaining our free and independent competitive system,
The importance of this role is clear when you realize that American agriculture,
which we serve, has reached a point of efficlency where three-tenths of 1 per-
cent of the world population now produces 15 percent of the world's food.

Let me give you a respected authoritative opinion as background, for why
I think that the stock option is a fundamentally sound part of our economy and
an unusually effective way of maintaining it, ' )

The noted historian Arnold Toynbee, in his examination of 28 civilisations,
concluded that &)« but one—our own—had died, or is in the death throes. He
found one common weakness was the major cause in each demise and that is the
drying up of creative leadership. The fallures resulted from a weakening of the
will to meet new dificulties and from attempts to solve current problems with
o014 solutions that did not meet present needs. o D e
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Ho far, this clvilixatlon has fostored man's buaie intultlon to strive and to
grow. Here In Amerlen, under such incentive, tho corporation has developed
and achieved ita flnost performunce, unequaled anywhero i1 the world for the
varlety and greatnoss of its contributions, Nowhero elso have the Interests of
the atockhbolder, managemont and bonrd of divectors worked in such harmony,

It our civilization fy the one to survive, after 23 fallures, and {f that gurvival
in to bo under our free and indepondont ayatem, then we mnst develop leandership
with the bost Incentives at hand, Survival and growth demand tho highest level
of perforiiance we can command,

It, on tho other hand, we fottor the intellect of our best creative leaderahip
and destroy the Incentives no vital to growth, thon tho outcome of this civiliza.
fon is a mattor of cold statistica,

Wo nre No. 24,

Mr. Warr. I very much appreciato the opportunity to appear hero
before you today, und I thank you.

Sonator Gorr. Quoestions? . ‘

Sonator Cysms, Mr. Ware, what did the sharoholders gain or lose
in your ornmon by the institution of n plan of stock options in your
compan

Mr. Ware., Well, I think when the sharoholders n[';pmved our plan
of stock options, they established o vehicle of gront help to the man-
agomant in tho enlistinont and encourngement of executive personnel.
I'do not think he lost a t.hmg. . ‘ )

_ T think that the granting of options at that time, at that ﬁ)lnc_p, which
is market or near markot, did not cost the corporation. But it added
incentive, and incontive today is what we need. _

I know of young men who did not want top manugement jobs be-
causo in many instances they do not have opportunity to accumulate,
and they take great responaibility without opportunity and without
the incentive that they should have. High tuxes have dostroyed in-
centive. And if we destroy stock options we take one more step to-
ward destroying incentive, in my orimon." o ‘ ‘

Senator 18. Now, do you think the value of the shares has in-
oreased—-I am not just talking about the fluctuations of the market—
by reason of the management team that you say you have been able
to hold throug}\ this restricted stock option plant '

Mr. Ware. I do,sir. . U
%e’nator Curris, And you think it is a significant factor in the long
pu

Mr, Wars. Icertainly do. . A L :

I have in mind one of the toH, essential men in our company, who
was in my office yesterday. And as I do sometimes, I asked “How are
you getting along{” : o , :

And in the ¢ourse of our talk he said, “THat stock option, that is
vex,i\ierigood tome, and I am very happy to have it.” -

d I happen to know that he is an expert in & certain fleld in which
there is & scarcity, and I also know that he was reoently’ offered an
opportunity with another ¢ompany in which they said, “Write your
own ticket.” But he believes in our company. And he now has in
his hand an option for 5,000 shares. And he and his family are look-
ing forward some day to realifing on those shares and becoming an
owner in the company and realizing furthér in its continyed growth.

- Senator Curris. Do you feel that In the main the stock options have
been worked out so far as the details are concerned advisedly and with
due regard for everybody’s interesy, including the-getiersl’ public and
the shareholders? '

14
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Mr. Wane. T can say that there are instances of abuse of the stock
option plun, us there are all things. I think by far the majority have
been workable, ‘ C

1 know that ¥ord Motor Co. has been cited here today as one, and
of course there are many other fine examples, where they have been
working and wheve they have not been abused.

Usually a man who attains the management of a large corporatiop
is 0 man of integrity, and he does not abuse matters of that kind.
He has in mind his obligation to his shareholders, his obligations to his
'gm‘sonnol, and his obligation to the publi¢, e does not look in one
direction alono, 4 S
. Benator Quntis. Do you have in mind any particular abuse or
nbuses that & company ought to look out for if they. undertook tb
Anitiate such. & projpram? - . I I

Mr, Wage. I think that stock oxt.ions cnn be too high n percentage
of the total shures outstanding:”."And I think you have to tlink, you
have to keep in mind what is a reasonablé- proportion of the equity
that has been issued, - I think thati stock options can be given to
people who are, perhaps, not quelifiedi’ It muy be'that a corporste
manager may show undue'favéritibm, .- ... 7 o

But those things, they are in all lines of business. . A man who-has
nut. ‘high standards can abuso almost.anything. In my. opinion it is
very liard to control, by laws, all details of things of that kind, and
‘wo_usually have to look to-the quality.of management..: niiux

Senator Curris. Do you think-it ‘18 wise for a-man, when it is
initinted, to rrovido that after the option has been exercised and/the
stock aquired, the person who is benefited by it may continue to hold
the stock for a reasonable length of time? S e

Mr. Warr. Yes, I think that is true, I think we have such a plan.
But I think the more restrictions you put on the optiony the less atteac-
‘tice the ineontive.i:I think theiman looks on-it. clearly ¢s.an appor-
tunity to make money, and an opportunity to become & capitalist.
"And as you put restrictions on, you lessen that opportunity. . . !

Senator Corris, What is your feeling as to whether or not it is
advisable. that. management. ahd ownership should have .the. same
interestst . Yavree el Tw

I have not stated my question very well, but you know what I mean,
] Mr, Warr. Yes, I know. what you nieani -And.I: subsoribe to
7‘tl&b, Sildi 7 ot 4‘,?:' o ! PN LI Vo s Tee ot ,
. -Ofteni T say to a man who comes in and asks for: an appropriati
.of $6 million to build a plant that has & lot.of risk to it, 1.8y, »“Loxj
Joe, let's think yow owned: this: ¢ompeny. and. it is all.yeups, you are

‘the ownersof ity would you take that risk: with yout’ own money § -
- That i8-the .way ¥oushaze-£o think in.a corpdrdtion,fi.j.h fisn

Senator Curris. In other words, it is your feeling: that. you get

“gotindér manuﬁemmt, ‘whi¢h-ii tutn -is. reflected in saunder.aspacts to
our ¢conomy’if managers have:the responsibility and the insght, as
-well a8, the - rewards, of ownershipifii 0.0 i s, wpomit Lo

Mr. Ware. I think thet is:tofes. . .. 7 i o oo vag

.« Senator Cuxris. ‘Rather than if theyiare just hired to manage some-
"bOd"s 8180 'lhoney;’!:': ,;. - ! ‘:{'Ul‘\')!!,; b ' :i,j'v: S PR B ,f,:.'g
Mr. Ware. That is right. And I think that is true.: " | !
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I think you want the man, in addition to being a specialist, or a
skilled manager, you would like for him to be an entrepreneur, to build
the company as 1f it were his own. And that means, when he has a
stock option—which otherwise he could not afford to buy—he puts
himself in the position of thinking as an owner, as an entrepreneur.

Too often managers think of management only, and they do not
get that viewpoint, that you are spending money; when you spend
money in a corporation you should think of it as your own; when
you take risks in a corporation, you weigh those risks, you should
weigh those risks and think of it somewhat as if you are risking your
OwWn money. L.

And I have always tried to instill into our managers that thinking

in the affairs of our business. :
Senator Curtis. An owner is concerned about the long-range result,

toof

Mr. Ware. Yes. And I do not think that he is concerned entirely
with profits, as some people say. L

I think an intelligent owner is one who recognizes his obligation to
all phases of business life, including the public. _

nator Curtis. That covers what I had in mind.

Senator BENNETT. Ihave no questions. .

Senator Gore. Do you believe our tax laws should be just and fair?

Mr. Wars. Of course. . ' .

Senator Gore. Do you believe that all citizens should pay their fair
share of taxes in accordance with theirincome! =

Mr. Ware. And the law. In accordance with their income, as pro-
vided by the law. :

Senator Gore. Do {ou think the law should provide that citizens
pa{[fair and reasonable taxes in accordance with their income ?

. Ware, Yes. :

Senator BeNN®TT. Senator, may I ask a question as to what you
mean by “in accordance with their income”

Do you mean that all income, however derived, should pay exactly
the same tax, that there should be no exemptions, no family exemp-
tionahlany man that gets $1,000 should pay the same tax in accordance
with his income?

Senator Gore. I was not assuming such a possibility.

Senator BannErT. Well, is this not another case of a situation—
the import of your question, as I got it, was that everybody should

y, the same tax according to his income. And I think the whole

is of our tax law recognizes differences that apply different tax -
rates to equal amounts of income under different conditions.

Senator Gore. Well, every taxpayer has an exemption of $600 for
g:ch de%):xtllcli::t child. I would not deny that. I was not even ro-
- But the distinguished witness described a situation in which 20.or
23 so-called key employees of a corporation with some 2,000 employees
received income upon which, under the law, they are not required to
pagetaxes at the time they received the income, P
_-Senator BennerT. You and I have trggled that before; as to when
the income actually becomes income to them, and maybe that is the
basis of this disagreement. - -~ ! ./ . o0 o 0

’. .
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Senator Gore. Well, I am perfectly willing to engage further in &
discussion of that point, but I will not burden the witness with it.

Thank you very much.

Mr. Wage. Thank you.

Senator Gore. The next witness is Mr. John C. Davidson.

Assuming it is agreeable with the chairman of the committee, we
will hear Mr. Davidson and recess for lunch. Mr. Dan Throop Smith
will be the first witness at 2 o’clock, and the other witnesses will
follow in order, as listed. :

You may proceed, Mr. Davidson.

STATEMENT OF JOHN C. DAVIDSON, VICE PRESIDENT OF THE
NATIONAL ASSOCIATION OF MANUFACTURERS IN CHARGE OF
THE GOVERNMENT FINANCE DIVISION

Mr. DavipsoN. My name is John C. Davidson. I am a vice presi-
dent of the National Association of Manufacturers in charge of its
Government Finance Division, I appear here in behalf of the asso-
ciation, in opposition to S. 1625 which would withdraw capital gains
treatment of stock options. .

Mr. Chairman, if possible, I would like to read through my state-
ment before questioning. A

The NAM 1s a voluntary membership corporation made up of over
18,000 business concerns of all types and sizes throughout the United
States. More than 80 percent of our. membership is small business.
In fact, 28 percent of the membership employ 50 or fewer persons,
46.5 percent employ 100 or less, and 83 percent have 500 or fewer
employees. The association thus speaks for a broad, diversified, and
substantial segment of the country’s productive—and taxpaying—
enterprises. ‘

It 1s not true that the tax treatment of stock options constitutes a
loophole. Instead, this treatment is a logical and reasonable applica-
tion of tax to the financial results of a type of transaction which serves
the public interest.

e live in a time when taxation is such an important factor in
economic decisions that other imglgrta.nt and sometimes overridi
factors tend to be downgraded. Thus, a decision may be ascri
to tax consequences even though it would be made if the tax factor
were unimportant. The term “tax incentive” actually is a misnomer
because a tax can never be an incentive but, instead, must always,
to some extent, be a disincentive. Consistantlﬁr, it is the stock option
which is an incentive, not the tax treatment thereof. Taxes are paid
on the gains from stock options just as they are paid on' the gains
from the ownership of assets acquired in others ways. Stock options
would provide even greater incentive if no tax at all were payable on
gains. Thus, to some extent, the tax operates as a disincentive.

- The reason why the stock option is called a tax loophole by som;i
and is generally thought of as a tax incentive, is that the tax ig levi
at capital gains rates instead of ordinary income tax rates, The fact
is that it stock options were taxed at present income tax rates, the
incentive for their use would be effectively nullified. L

Stock options have been used for many years, ’lreir use was not
brought into being because of taxation. ~Instead, the problem from
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the beginning of income taxation has been to find thé methed of taxing
the ¥mn from stock options which would be consistent with the nature
of the transaction. The problem was u loose ball until & Su reme
Court decision in 1945, and subsequent Treasury rogulations, effected
a tux veto over any practical use of options.” In 1950, the Senato
Finance Committes took the initintive in overriding the veto. The
words “restricted stock options” wore introduced as words of art nec-
cwary to tho establishment of rules for the taxation of options. In
using these wouds, there obviously was no intention to change the basio
nature of an option, but ox_\l¥ to apply logical tax treatment thereto.

xporiones conlirms the wisdom an Judgment brought to bear upon
this problém in 1050, - o
Tt 14 not diffieult to find the underlying basis for the objection to the
tax treatinent of restricted. stock optivna. This is the belief that the
public intevest is furthered bly subjoecting the maximum amount of all
types of cconomio values to the steeply gradunted rates of income'tax.

rom the standpolut of economies, it is readily demonstrable that the
publi6 interest is adversely affected by such taxation. ‘

Stock options constitute an incentive to increase the growth and
profits of a company. Growth and profits are a highly desirable and
necessary source of eapital. Combined with managerial capacity and
energy and technological advance, all progress is based on capital.
The greater the accumulation and use of capital, the greater will be
the progress of any economy. ;

In the doom and gtoom of the 1930, these truths were lost sight
of in the prevalent belief that our economy had reached a stage of
economio naturity, On this false s)remise, 1t became popular to view
capital as though it were inherently bad and, hence, an expendable
olement in the economy. Thus, tax policy was heavily oriented to
the prevention of new ca?ital accumulation, and to the destruction
of capital already accumulated. The Government has been feasting
aver since on the seed corn of §pgress. o

Since World War II, our Nation has had a sort of double standard
for viewing capital, On the one hand, our policy has been to recog-
nize the need for eapital in other coun%ries, and, hence, to contribute
& large amount of our resonrces to building and encouraging the
building of capital supply abroad, But, domestically, national policy
has ‘reflected little eoncern for the good of our people and of our
security which would result from greater capital accumulation and

use,
.~ There has been many reasons for shortchangin%rethe domestic prob- -
lem. - One has been thé contirived belief that greater economic growth
is induced by more Goverriment spending, rather than acoimulation
atid use of imore capital in the private economy. In West Germany, we
soo the economic results of a government which has taken precisely
theop}gositebuteormctv;ew. T a
Another reagson for the neglect of the capital problem at home is
6 widespread notion that we have limitless financial resources.
Fundamental to this notion is the aziumption that future growth is
largely a_tm]atter of using available capital, instead of dcoumulating
more capital. ‘
. Actually, there never is any significant amount of surplus capital
In a free economy. When capita] becomes available, it is used.
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Hence, the rate of growth in the future is always dependent upon the
rate qf accumulation of new capital. If more capital becomes avail-
able, it will be used. If more capital does not become available, we
will suffer the economic consequences. In recent testimony before the
House Ways and Means Committee, Secretary of the Treasury Dillon
stated :

As we look back over the past century we see that our record of economie
growth has been unmatched anywhere in the world. But of late we have fallen
behind. From an historic growth rate of 38 percent per annum in gross national
product (1900-86, in constant prices), we have fallen to 2 percent In the latter
part of the 19050's. In the last 8 years Western Europe has grown at double
or triple our recent rate and Japan has grown even faster. While there 1s some
debate as to the precise annual growth rate of the Soviet economy, CIA estimates
that their GNP grew at a rate of 7 percent in the 1950's, Clearly, we must im.
prove our own perforicance. Otherwlse, we cannot maintain our national se-
curlty, we cannot main*aln our position of leadership in the eyes of the world,
and we cannot achieve our national aspirations, ‘

The basic reason why these countries have grown more rapidlilis
that they have developed and used more caf)ita . Some time ago, Mr.
Allen Dulles, Director of the Central Intelligence A%ency, stated that
Russia’s capital formation rate was in the order of 30 percent of their

gross national product. i . .
Statistics on capital formation in leading western countries for 1959

are as follows:
Gross domestio oapiial formation peroent of GNP 1859

GerMmanY.cccccccccncovaccacennenme 23
Austrl.-.---;------—--. -------- s B W o En OB W WS e 4 B e B A - ”
D ;] | - - . 2%
France.eveceacacaenn . SR - 1;
Belﬂlum ------------ - - Ll L] 1

B!‘lt&ln ---------- LT T T T T . - -——ie i u
Un‘md smm ‘o-- - - s pan . 15

1 Department of Commerce. Ct -
Source: Statistical Year Book, 1060, United Nations, table 188, p, 471, T .
It may be noted that if the domestic rate had been 18 percent in
stead of 15 percent of gross national product, capital formation in
1969 would have been some $15 billion higher. o
The area of lag in domestic capital formation is in business expen:s
ditures for new plant -and equipment.: This is shown by the record
over the past decade, with: all figures adjusted to constant dollars of
1960 value, as follows: , C S

Busincss oapoud“ureb for mub plaujgz;l edulpmeut. 1951 through ict auarter

{1n billions of dollars, adjusted to 1960 pricalevel) - .

Year: Year—Continued ‘ S S
1082 . .~ 38.0 - 1968. 81-2
1038. - - 84.7 1659, , 32
1058. 84.0 1061 (1st qnarter) ceeeevece-. 84.0
1056 89.1 ' : ) . ‘

1]

o

Nors: Data § dollars drawn from table C-80, p, 1
o Bl T T S, Bl SRt b b ik
PAftinent of Commerce in couverting gross national product to couhnt“é}gn‘
’ ‘. . <x\“44‘~\1
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Since capital is inherentlr ood, it must follow that the ownership
of capital 1s also . While there certainly are many reasons why
there should be widespread ownership of business, it seems the most
reasonable of propositions to believe that significant ownership of
capital by the managers of business is good. In this light, it is diffi-
cult to see how there can be any philosophic quarrel with the present
tax treatment of stock options. o

There is, however, one point which is made in criticism of the present
gituation which deserves consideration; namely, that the practical
difficulties of equity valuation preclude the use of stock options by
small owner-operated corporations which desire to bring in new
blood with opportunity for acquiring proprietary interest. It seems
to me that this is a situation in regard to which an inaccurate valua-
tion would have no adverse effect on the public interest. The Federal
revenue would be enhanced by the economic results from diffusion of
ggprietnry interests in this manner. Hence, my advice is not to be

much concerned about the precise accuracy of equity valuations
where there is no established market, but, instead, to accept the judg-
ment of] proprietors based on whatever guidelines may seem most

ractical.

P The desire to expose the gains under stock options to income tax
treatment is rested on the claim that such options are used basically
as a substitute for compensation instead of as a means for creatin
proprietary interest in a business. This is an example of dealing with
a symptom instead of the source of a problem. If the problem were
dealt with at source, and in a manner for serving the public interest,
all income tax rates would be brought down to reasonable and moderate
levels. (Quite apart from the matter of stock options, such action
should be taken to enhance our domestic well-being and national
stregnth and security.) - Then there would be no tax reason to sub-
stitute stock options for added compensation. I would hazard a guess
that expansion in use of stock options would nevertheless continue
because of their incentive effect; further, that the present tax treat-
ment of these options would no longer be in serious dispute.

Other witnesses in these hearings are testifying to the manner and
means by which proprietary interest in business made possible by
stock options contributes to more efficient management and, hence,
greater profits and more capital. Just as capital is required for
greater economic growth, it also is required for the creation of new
jobs and better jobs. Consistently, withdrawal of the capital gains
treatment of stock options.would result in fewer jobs and rer
jobs. It would be impossible to precisely forecast the number of
obs involved in any one year, or over a period of years. However
whether the number of jobs invelved would be 1,000, 10,000 or 100,000,
the withdrawal of capital gains treatment of stock options would be
& poor service to the American citizens who otherwise would have these
emﬁoyment opportunities, : , ‘

- In your statement upon introduction of S. 1652, Senator Gore,
printed in the Congressional Record of April 14, an estimate is made
of $100 million annually in revenue pickup to be expected from en-
taotmh ent olfd %e 1625£ I woulld be mt}nl m%m ingfliin tltf.o believe that

1610 WOU a net revenue loss, perhaps of significantly greater mag-

nitude over the years, However, ﬁe Htis estimate is taken as the basis for
!

[]
’
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hypothesis, then it must be assumed that the $100 million 1evenue
increase to the Government would mean an equivalent decrease in
oafital supply. In its case in support of its initial tax program, the
administration estimated that a $1.7 billion tax reduction for in-
dustry would result in the creation of 500,000 jobs. To the extent
that this is'a defensible estimate, it would indicate that enactment of
S. 1625 would result in the loss of 30,000 jobs, on the basis of the $100°
million estimate.

One of the myths going back to the origins of our present tax struc-
ture is that high tax rates on personal and business incomes benefit
the weak, Nothing could be further from the truth. More capital
means the relatively greatest benefit to the woaker sectors of the
economy—the people who need jobs and then better jobs—the enter-
prises which don’t get started and can’t keep going or growing because
of inadequate financing—the areas of the country in which incomes
and living standards are on the lower side of the scale—the States
which cannot hold their well-trnined ounﬁ people because of grenter
(é;])portunity elsswhere. Except for the inherent goodness of capital,

o separate States through their industrial and development commis-
sions would not be engaged in a constant search for new capital in-
vestment. All of the States and commissions combined, however,
cannot induce a higher net total of new investment than is possible
fromn the use of the capital which is accumulated after Federal taxes.

Enactment of S, 1625 would be a step in the wrong direction. We
live in a capital-minded world, but we are not doinq well competitivoly,
measured either by rate of increase in human well-being at home, ot
our national strength and security looking abroad. As never before,
the desperate need is to turn national attention to the release of the
tax blocks to capital accumulation and use. It is not a time to give
serious consideration to the withdrawal of such protection from exces-
sive rates of tax as may be afforded by present law. It certainly is
no time to reexpose to excessive income tax rates economic values
which are capital assets by their nature and should never be taxed
otherwise, B

Senator Gore. Thank you, Mr, Davidson, for a very interesting
statement. ‘ ’ ~

I find it particularly interesting that you say that if, as a result of
the enactment of the bill that I introduced, tax revenue of $100 million
would be brought into the Treasury, 80,000 jobs would be lost,

: Stgxppoee we make that a billion dollars, how many jobs would be

Mr. DavibsoN. Again, Senator, I was using the benchmark which
the administration used in its testimony before the Ways and Means
Committee, I am not saying that that benchmark is.right or wmng
I am saying that taking that benchmark and :applying it to $1
million estimated revenue, you would get a loss of 80,000 jobs, On
that basis, a billion dollars would mean 800,000 jobslost. -

Senator Gore. T am just tging to understand your point. N

-Now, if $100 million 18 saved by the closing of this loophole in Gov-'
ernment revenue, and 30,000 jobs aré lost, would you say thatisbad? -

Mr, Davioson. I would say it would be tremendously bad to transfer:
$100 million from the private economy to the'Government and to lose’
80,000 jobs in the private economy as a resultof thataction. .~ . - .
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Scnator Gore. Suppose as & result of inereasing taxes otherwise, we
got the same result?

Mv. Davioson. If the effect of taxation is to lose jobs in the private
economy, I think that is prima facie bad.

Senator Gorr. Taxation is really & terrible thing?

Mr, DavipsoN, Your present kind of a tax system, I think, is pretty
bad, Senator.

Sonator Gore. Then the way to solve our problems, I take it, is to
create more tax loopholes? |

Mr. Davinson, No,sir; notatall.

The assoointion which I represent has for yoars omphasized that
the major consideration in taxes is the rates. We are not on the

rocord as—wo are in no sense an organization which has tvied to
find ways and means for circumventing rate structure, We think
that the fundamental problem is the rate, and we think that basio
oougtxideration should be given to reducing the rates; that is our
position,

Senator Gorr. I will not load you to the inevitable consequence of
your lo%io. . o .

¥ wonder how many members of your organization possoss rostricted
stock options. -

Mr, Davinson. I happen to like thern, Sonator.

Senator Gore. Do you have any statistics on the oxtent to which
the restrioted stock option is used ! . )

. Mv. Davipson. None at all. I have not made a speoiul study of
the use of the aption. S S .
- Senator Gore. Well, if you have no knowledsce about how widely
it is used, why do you think it ia such & good thing? .

My. DavipsoN. Because I think that ownership is a good thing. I
think that it is the strongest and most vita] influence on our soociety,
I think it is the most real and vital method of expanding ownership
to the people who are perhaps lggjcally the owners.

Senator Gore. I oanagree with you on that.

Ownership, propriotary interest, is a laudable goal. It adds to
the strength of our economy. We are speaking here of a speoinl
givileg& which is, on the one hand, compensation to an employee, a

-called employce, and secondly, a' gimmiok which permits Jum to
avoid his tax on the compensation he receives: - o -

Areyouinfavorofthatt - -~ - .. L

Mr. Davipeon. I of course do not agtes with those propositions,
Senator. I do not think you are correct in your statement of what
this tax treatment of stock optionsis, .. .- ‘ .

I do not think that a opion i8 a special privileg;, and I.do not
thinkthomt.mtmentisagmmiok. . o A
' geg;toi Goi?fa :ﬁ“ do? think the p:l:vxlegt; of %)uymg IBM stock
t$13T w ingat $700isa rivi :
: T D‘:vmeoxm . Senn:?]or, Iamn facliz dix" ‘?gif theBus: IOfbe alt‘ock
tions by any particular company, includin . Bu ieve
By thiair basto organizstion there ia hothing quite as demooratio as an
Anérioan corporation. The stockholders and their board of directors
have the right to make a decision a8 to what would serve the economio
interests of that company.. And the stocklicldexrs of IBM, having

made that decision, it would seern to me to be & good decision

L]
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Sonator Gone, Let.us not refer to IBM particulurly, Iet's take a
hypothotical cuse. et )

s spokesman for tho NAM, you have just expressod the view that
tho restricted stock option does not constituto a spoecial privilegoe.

Mr, Davipson, 'That ie correct. ) )

Senator Gork. Would you be in favor of extending that privilege,
then, to all of the employees of the corporationt .

Mr. Davinson, Senutor, I think whether or'-not a company uses &
stock option and who it gives it to within the company is entirely a
devision of that company. o L

Sonator (torm. I am not arguing that. But you say it is not a
speoinl privilege, . .

-Would you confine this to the few employees who constitute the
board of diveotors, or the corporate insiders, the manngement? If it
shgu.lld be confined to these special few, would that make it a special

rivi ' ‘

b Mr. Davioson, It secms to me, Senator, you are confusing the pur-
pose of the option, — o
Thoe purpose of the option is to serve the intorests of the compmets
and, obviously, a company would give the option to whoever it decid
would serve its interests, '
Sonator Gone. I am trying to understand you, to understand your
point of view, SR R
My, Davinson, Iam trying to express it, Senator., ~ !
Senator Gore. Do you, in fact, still contend that an option granted
to n rostricted fow is or 18 not a special privilege to those few?. ' -
Mr, DaviosoN. No; I do not think it is a special privih:go at all,
The option is grantod because those who grant the option think that
granting it will bring back a yeturn to them. And certainly it is &
.quid pro quo, there isno ap ialk‘rivilege. U o

" Ad's matter of fact, I think the owners of ﬁ)roperty‘ do not use that
property in any way, but they think it will bring ?‘wk something
extra to them, or perfmps the special privilege is to the stockholders
bocause they expect to get more out of the caypany. .

Seunator Gore. Do you regard it as a reward to receive it?

Mr, Davioson, I regard a stock optjonlas);m opportunity to partici-

ate in ownership in order to improve the effectiveness of the opera-

“tion of & partioulny husiness. . .

‘Now, I do not think these Jabels mean as much as you geem to think
they do, Senator. 1t seems to me that the fundamental question is,
Js this going to help the compang'e? R
" And, obyiously, 1t would not be done if it were not Pomtg {6 help the

a1 abe
ec

comapany. And 1 do not think—I do not care what labels you put on

it, it does not make any difference, it just serves a good economit pur-
. posb, it treatd of ltﬁ_;q sales of the company, the profits of the cglinpgn )
e 0 g:grtunity of the company to offer jobs; I think this iS’%O(’gX,
and ink we should be happy that such an instrument is availghle
tp accomplish these results: | o T
Senator Gore. Do you not think ghah this valuable privilege to
exeroise an option to buy stock much less than its current market
vgiue‘ is & reward, or privilege, orincentive! How do you describe it §
- t']‘{r.,;l)zwwso“ ox, T look gn' it a8 bs;slcally‘ ‘iz‘lcontmcltual airqlégqqeﬁgt
,betwveen ‘an employee and an employer. The employer decides, that
t.hi‘skiud%‘; an al:*rgngement will b’gne tthecompar'gr. y R
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Senator Gore. If it is good for one, it ought to be good for two.
Mr. DavipsoN. Not necessarily.
I mean, you might have a company in which the management
decides that they have got two vice presidents, “John Jones is not
oin%to do anything, we do not want to give him a stock option, but
ill m,x,th over here, if we give him a stock option, he will really go
to town. :

I do not think there is any logic in assuming because you give &
stock option to one person you must give it to another.

Senator Gore. I did not say that. You are the one who said it
constitutes a privilege for those who received it.

Mr. Davipson, I do not think anything is a privilege which is
decided to bring benefit back to the grantor. Itisa priwgcla&e, %grhaps,
Senator, to have a job. I am privileged to work for NAM. You are
privileged undoubtedly to be a Senator from the State of Tennessee.

In that sense it is a privilege. But I do not think there is any special
privilege, or any implication of anything bad in the privilege involved.

Senator Gore. Isit a restricted privilege?

Mr. Davipson. I think restricted is purely a word of art.

Senator BENNETT. I have no questions.

Senator Gore. Senator Curtis.

Senator Curtis. No questions.

Senator Gore. Thank you, Mr. Davidson.

The committee will recess until 2:10 p.m.

" . (Whereupon, &t 12:30 p.m., the committee recessed, to reconvene at
2:10 p.m,, the same day.)

AFTERNOON SESSION

The CHARMAN. The committee will come to order.

The committee today has the pleasure of having a very old
friend who was formerly in the Treasury, Dan Throop Smith.

Sit down, Mr. Smith, ,

STATEMENT OF DAN THROOP SMITH, BOSTON, MASS.

Mr. Smrra. Thank you, Mr, Chairman.

I am Dan Throop Smith, professor of finance, Harvard University.
Needless to say, I am not representmg mf' university or anyone at all;
fllslam simply appearing as an individual much interested in tax leg-
islation.

I appreciate this o gortunitg to appear before the committee on’
these gearings on S. 1625, which would remove the present provisions
of the code giving capitai ins treatments to future stock options.

Though there appear to be some substantial abuses under the pres-
ent law, the basic economic policy which led to their adoption in 1950
is still a sound one. The relevant &romions of the law should be
tightened ; they should not, I believe, be repesled. .

tock options are used to permit officers and key employees to secure

' proprietary interests in the companies for which they work. Options
~were used long before income taxes became significant; they serve a
real pnﬁpose quite apart from any tax advan&es which they may
have. Under prevailing individual income tax rates, options have be-
come about the only method by whjch ofticers and employees who do

!
/
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not already have capital can acquire significant interests in their
companies. ) )

From the standpoint of national policy, it seems desirable for officers
and key employees to have personal }{)ecumary interests in the long-
term growth of the companies for which they work. Only if this is
true can the capital gains treatment of stock options be justified.

Unfortunately, the social and economic advantages of such invest-
ments, and the management attitudes which they engender, are not
subject to proof or disproof and opinions on the matter may differ.
But maximum long-term growth for a company requires long-term
investment, research and development work, quality products, maxi-
mum long-term productivity, and competitive prices for large volume.
Certainly these policies are In the national interest, and it seems desir-
able to have the personal advantages of the officers and employees who
make the major decisions coincide with these long-term company
rolicies. Stock ownership will produce this identity of interest.

rdinary forms of compensation may not produce this identity of
interests; they may, in fact, even produce a conflict of interest, as
when a profit-sharing plan causes an undue attention to short-run
profits at the expense of long-term growth. ‘

My own appraisal, Chairman and gentlemen, is that on balance the
advantages to be obtained from stock options on well-conceived stock
option 1p ans are very great. o

On the basis of the foregoing propositions, stock options, and special
tax treatment of them, appear justified if the options really lead to
long-continued proprietary interests. Their use for quick profits, by

rompt sale of stock purchased under options, has no justification

rom the standpoint of economic policy and is an abuse of the present
tax law. The grab-and-run tactics which have been adopted by some
individuals should not be permitted to secure preferential tax treat-
ment. .

The policies of different companies and the attitudes of manage-
ment vary considerably on this. There have been instances, of course,
where stock has been held the mafio 6 months, or 6 months and a
day, and then disposed of. But I recall talking to the head of a
rather large, though not the largest, chemical company some years
ago when a stock option plan was up for consideration, and I proposed
then from the company standpoint that they put in a provision that
if the stock was sold within § years, the company should have the
right to repurchase it at the original sale price to the officer.

he head of the company said, “You mean to say that you think some
people would sell this stock #” :

And Isaid, “It has happened in other companies.”

He thought a while and he said, “Let’s leave it just the way it
is. I want to see who those people would be”—a clear indication
that anyone who sold out on a grab-and-run approach would be
finished so far as promotion in that comdpany was concerned.

That, I think, is a not uncommon attitude in companies.

The obvious change in the law to make practice conform to the basic
objective intended to be secured by the stock option provisions would
be a substantial lengthening of the holding period for the stock.
The only reservation which might be made to this change arises from
the fact that in some instances a significant amount of stock can be
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gumlmsed only with borrowed funds and a long-continued personal
ebt may distract an executive from his best efforts. Thus, considera-

tion might be given to a relaxation of a strict rule for relatively early

sale of some stock to reduce debt.

11 revisions were to be made in the tax treatment of stock options
it might also be desirable to tighten the law with respect to variable
price options and to successive options after a first option has been
dllowed to lapse. At the same tiine, the law should be liberalized to
make options more available for small companies where their use is
now often précluded because of uncertainty about the fair market

rice when an' ogtion is granted ; & small error arising in good faith
: nlx an honest difference of opinion may now have catastrophic tax
results, 3 '
‘ - Tf some part of the gain arising from the difference between the
fair market value when the option was granted, as finally determined,
and the sale price, were taxed as ordinary income, it should be pos-
sible to penalize intentional undervaluations and, at the same time, per-
mit options to be used to help secure successor managemonts in some
small companies where options are not now practicable. This change
would facilitate the continued independent existence of some com-
panies which are now sold to larger companies because of the im-
gmibility of securing & new management group. But these are details

ond the scope of today’s hearings.

- It I may interject, however, especially because of some of the
comments which wereé made this morning, I should like to stress what
seems to me the significant point. The stock options can be especially
important for small businesses at two stages: :
-+ Oney in a small business first being set up, where key people have
to give up the security of employment with large companies. The
#mall new company simply cannot offer .« comparable security; the
only thing it can offer is & more exciting life, and the opportunity,
hopq!f)tlllly, of a substantial capital accumulation, if options are

The problem arises, if there has not been any significant amount
of sale of stock in recent times because the company 1s closely owned.
There can then be honest differences of opinion on the value of the
stock, and what is intended to be a restricted stock option offered (for
instance, at 50, if it were later held that stock was then worth 60)
‘would turn out not to qualify for the special treatment, and when it
was disposed of the entire gnin would be taxed as ordinary income.
- 'Thé othet situation where stock options can be important is when-
long-established family-controlled businesses are running out of man-
agement, as it were, when the older generation is retiring or dying,
and' there is no one in the family to take over. This is often the
casé, and the continued independent existence of the company depends
‘on getting a new management ﬁroup. And a new management group
is not likely to go into.a family-owned business unless they can get
some appreciable equity interest. And it is quite understandable
why they would not go in, ‘ ‘
. And likewise, the'famil group robably would not be likely to want
:hmgna_gement group that did not have a personal identification with
‘thebusiness, - : : f

N}
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Now, it is in situations of this sort where I think some modification
should be made to permit stock options to be used more effectively
than they are now. :

Some years ago I was part of a group that gave a good deal of
consideration to this, and we were not able to come up with what
seemed to be a feasible answer other than to require the Internal
Revenue Service to give advance rulings on valuation, which they
naturally were reluctant to do.

I think this suggestion which I have here might well take care of
the problem by, as I have indicated, making a part of the spread
between the purchase price and the final price taxed as ordinary
income. That would serve to discourage any intentional under-
valuation of the option price, but still permit an option to be entered
into in good faith in small, closely controlled businesses, and carry
out the functions which options are supposed to take.

My main point is a very simple one.

I respectfully urge that the natural and understandable resentment
of abuses of stock options, a resentment which, I might add, I share
in large measure, should not lead to repeal of the capital-gains treat-
ment of all stock options. The preferential tax treatment is based
on economic and social policy which is even more important now
than it was in 1950, S

As I read the record and understand the arguments that were then
advanced, the decision to give preferential treatment to gains from
stock options was based upon the recognition of the social and eco-
nomic importance of havinimanagement identify itself in a personal
way with a long-term growth in business, =~
. With an increasing emphasis upﬁm the un&)ortance of growth and
international competition in growth rates and all that goes with it, it
seems to me that those arguments are even more important now than
they were then. ' ‘ :

Restrictions to limit abuses would be desirable to make the tax law
fairer. Reﬁ)eal would appear to be most unfortunate. .

I would hope anf limitation of those abuses would be inmmted
as part of a general revision which would also reduce the co: tory
rate in the top brackets. It might bea part of that.

Whatever else is done or not done, I respectfully urge that com-
plete, outright repeal would appear to be most unfortunate.

k you very much. R

The Cuamman. Thank you very much. '

The next witness is Dr. Herbert W. Robinson, CEIR, Inc.

Will you take a seat, sir, and proceed?

STATEMENT OF JAMES R. SHARP, Gmm COUNSEL, OEIR, INC.

Mr. Smare. Mr. Chairman and members of the committee, Dr.
Robinson is in Mexico City, and his return has been delayed, and he
was unable to come back and appear before this committee today.

My name is James R. Sharp. I am the general counsel and the sec-
rretary to CEIR. And Dr. Robinson has asked me to come before the
committee and present his statement. . :

I may say l:{ way of introduction, that'this is a young company,
as you will find when I read his statement. It is & local company 1n

78237—61——10
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the Washington aroa actually located in Arlington, Va. I have been
sssoviated with this company singe it started in 1054, and I am pre-
parved to answer any questions which any member of this committeo
may have relative to the compuny, its stock option plan, and the bene-
fita which we think the plan provides to the company,

But before doing that, in the event you do have questions, I should
like to prosent Dr. Robinson's statemont.

STATEMENT OF DR. HERBERT W. ROBINSON, PRESIDENT, OEIR,
INC., AS PRESENTED BY JAMES R. SHARP, GENERAL COUNSEL

Mr, Suarre (reading) :

t am the prealdont of CRIR, Ine, tormerly known as Corporation for Economle
aml Induatrlal Rescarch, CRIR ik & amall but growlug company which wasr
orgatired n 1034 to provide a wide vartety of analytical research and data.
procesaing sorvices utllising the most modorn electronic data-processing tech.
niques and equipment.

our company haw historlcally served a targe number of cllents, including many
other mmall burinearvs which, because of the limited sixo of thelr operations,
could not aftord to buy or rent even the leant expeurive computer nor to employ
the xrohwlmml personnel needed in computer programing and analysis,

CRIR in Jmmd of ita growth during tho past T years. 1n 1034 L employved 32
persons and ita grous income was $120,000. It now s an fnternational company,
operating research and computer centers in seven cltlea In the United Ntates,
and also In Jondon and Parls,  In the near future it will open additional centers
In Mexico City, Tokyo, Italy, and Woestern Germauy. CKIR now haw more than
700 employees, and thiz year ita gross Income 18 expected to exceed $12 million,
Nearly 200 companies utilized ita services 1ast year.

In 1wy opinion, the importance of restricted stock options In making that
growth poszible, and in enabiing CEIR to continue to oxpand 1ts services, cannot
lw overestimated, o strongly do I belleve this that I wrote Senator Gore n
lotter nearly 8 montha ago, shortly after I read of hin bill proponing repeal of
the reatricted stock option statute. A copy of that lotter, Senator Gore's reply
dated May 11, and my own second letter dated May 31 are appended to this
statement as exhibita to be Included in the record.

Senator Gore, in support of his bill, has & gted that if restricted stock
optiona wero abolished, all companies would on an equat footing in the
recruitment of key personnel. This Is simply not true.,

From tho very beginning, OEIR has had to compete, not only for business,
but also for trained personnel, with the several oxtremely large and well.
eatablizhed companies which have developed and manufactured virtuslly every
computer in existence and which have also set up computer centers simllar to
and competitive with those which CEIR initiated in 1035,

Seven years ago, and even now, ORIR simply could not afford to pay the
salaries which a large, well-established company can pay, nor can it offer the
same long-range job security. CKIR could not have obtained the highly trained
professional and executive talent which is essential to a service organization
such aa ours, on the basis of salary alone. Nor would our company have bene-
fited from the many hours of unpald overtlime aud that extra devotton to duty
which our key employees have contributed to our company because they owned
a stake in ita success. This was made posslble only because we could offset the
relatively low salaries which CREIR could afford, coupled with an uncertain
future in & new company, with employee stock options, and the opportunity to
become owners of increasingly valuable stock in their own company if it

pm .

And many of our key employees had never before, and probably never would
otherwise have had sufficient savings t¢o purchase, outright, any substantial
amount of atock in their own or any other corporation.

In & word, because it could offer restricted stock options to numerous technical
and management employees, OEIR has been able to make capitalista out of each
of those employees and give them a permanent stake in the future of the company
they are bullding. ' - '

¢

LI
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I, for ong, amm prcud of that result. I belleve that our economic system is in
Joopardy it tho ownership of siguitlcant amounts of corporate stock continues to
boe concontrated in tho hands of the relatively few persons of inherited wealth
or other extraordinary sources of surplus funds,

And while Benator Gore can point to some cases of executives who have added,
through stock optlons, to their inherited holdings of stock, those instances are
dwarfed by the number of men and women who have been enabled, because of
the employee atock optlons granted to them, to become capitalists and coproprie-
tora of a business for the first time in thelre lives,

For example, in our own company stock options are now held by nearly 60 em-
ployees, two-thirds of whom earn salarles of less than $16,000 per year, and only
six of whom hold any ofice In the company.

I might interpolate in Dr. Robinson’s statement to say that Dr.
Robinson holds no stock options, nor do four of the principal vice
Rmsidents of the company hold any stock options. There are six of-

cors who do hold options out of the total of eleven officers. And you
will recall that I testified that the company now has over 700 em-
ployces, which means that almost 10 percont of those employees,
through the means of stock options, have acquired some coproprietor-
ship, some partnorship in the business.

Eliminating emptoyee stock options would, in fact, tend once again to promote
the concentration of significant stock ownership and control in the hands of the

wealthy.

From my own experience, I know that restricted stock options have not only
widened the base of atock ownership among employees very significantly dur.
ing the past 10 years, but have effectively reversed the earlier trend toward “pro-
fessional managers” who had no long-range ownership interest in the corpora-
tlon by whom they were employed—a trend which Senator Gore has rightly
deplored, Only through the even greater use of employee stock options can a
real stake be glven to the many professional and executive employees on whom
the sticcess of most businesses, and the very survival of this country, increasingly
depends in this era of technological advances.

And while I am not an expert In these matters, it seems to me that Senator
Gore must also be mistaken in his esitmates of the revenue loss entalled in em-
ployee stock options. To the extent that employees, under Benator Gore's pro-
posal, would be subject to tax when they exercised their options, the employer
would be entitied to an offsetting deduction at a 52 percent rate—

a point which I believe, Senator Bennett, you discussed somewhat
this morning.

Taking into account that the employer gets no deduction whatsoever under
present law, and that a capital galns tax of 25 percent—of, 1f the stock is held .,
until death, an estate tax—Iis ultimately patd by each employee who exercises a
restricted stock option, I cannot believe that there is any real revenue loss to
the Treasury. Indeed, if I bad learned of these hearings earlier than 3 days
ago, I would have given the problem to one of our computers. I shall still be
glad to do so If the committee wishes.

And again I should like to interpolate. I have with me a chart,
which I would be glad to offer for the record, which shows the revenue
loss or gain based upon the law as it now stands, relating to employee
stock options and the effect on the revenue were the amendment pro-

sed by Senator Gore to be adopted by the Congress of the United

tates.

Senator BENNETT. Does this refer to your own company alone, or is
this a national estimate ? .

Mr. Suare. Noj; it does not; it is merely an illustration, Senator
Bennett, of the way it would work based on a certain option price with
anybody, it makes no difference whom. It is based upon certain
assumptions, which are shown in the left upper corner of the sheet.
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It shows, in effect, that the group whom Senator Gore is most con-
cerned about as having taken advantage of stock options in large com-
panies, where they ave highly paid and have the benefits that the Sen-
-ator has spoken of otherwise; that, in fact, the Treasury, even in their
case, would gain very little under such o method.

In fact, the Treasury collects more tax in most instances, as you will
see from the chart, under the present system than it would otherwise.

I do not want to get into the technical aspects of it. I shall offer
it as an exhibit and leave a number of copies here; and if the com-
mittee wishes more, I shall be glad to supply additional copies.

('The chart veferred to follows:)
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Mr. Suarpe. Toreturn to Dr. Robinson’s statement :

Moreover, at a time when this country needs desperately to increase its pro-
ductivity and efficiency, when the President has recommended and the Ways and
Means Committee has approved a flat 8-percent tax credit as an incentive to
encourage additional investment in new machines, new equipment, and other busi-
ness propertles, let us remember that machines alone canunot create prosperity
and increase productivity and employment. We also need incentives for the
managers and the technicians who control the machines. We need more working
capitalists in this country who, because they own stock in their company, will
have an interest on {ts long-range welfare and will not be tempted to take the
cash and let the credit go, by working as few hours as possible and demanding
ever higher wages.

Indeed, 1 look forward to the day when CEIR will be in a position to grant
restricted stock options to all its permanent employees. And I know of no other
practical way to make them permanent stockholders, for few of them could afford
to pay taxes on the mere receipt of stock certificates, unless they immediately
turned around and sold some of that stock. And even fewer of the could afford
to risk their small savings in purchasing the stock of & new and still struggling
company-—a company which could not retain the key employees who are respou-
sible for its present growth, much less recruit the additional personnel neces-
sary to its continued growth if employee stock options were abolished and it
had to compete for thelr services with its larger competitors who can offer higher
salati'les, greater security, and the prestige of an old-established business con-
nection,

Under present law, however, we can compete successfully for their services
because we can offer them the opportunity to help a small company grow and to
participate in the far greater increase in its stock values, if it succeeds, then
the nominal increase in value of the stock of most of the larger and well-estab-
lished companies, whose shares, after discounting the effect of inflation, do not
change much in price from year to year.

How Dbetter than by effective incentives can we spur our people on to the
greater efforts necessary to increase this Nation’s productivity?

How better can we make it possible for small businesses to obtain the com-
petent technical and management personnel they must have in order to survive
and flourish in an increasingly complex husiness world?

How better can we broaden the base of employees’ participation in the com-
panies by whom they are employed at no net tax cost to the Government?

How better can we hope ultimately to make virtually every worker a capitalist
in the true and best sense of the word ?

How better can we implement Pope John's recent recommendation that ‘“the
workers should acquire shares in the firms {n which they are engaged"?

Senator Gore, in advocating the repeal of the restricted stock option statute,
has been concerned principally with a few isolated examples involving extremely
wealthy men and extremely wealthy corporations.

And may I interpolate again.

As has been indicated by the testimony which I have given, CEIR
deals in services, as I as a lawyer deal in services. It does not manu-
facture commodities, it deals 1n services. It rents computer time, it
provides programing for computers, it does research and statistical
analysis and mathematical work, it uses brains, it hires brains. This
is the commodity which it peddles, which it sells to its customers.

Senator Gore, Do youmind if I ask a question there?

Mr,. Suare. No, Senator Gore. ;

Senator Gore. If you would prefer to finish first, you may do so.

Mr. Suare. The remainder is just & couple of paragraphs, and it
would be convenient to me. o e

Senator Gore. Gorightahead. - -

Mr, Suare (reading) : , .

Senator Gore has overlooked the many small companies throughout the United
States, like CEIR, whose stock is traded on the local over-the-counter market
and whose very existence would be seriously jeopardized if they were deprived of
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their one real advantage in recruiting and retaining competent key employees.
Scores of such companies can be found in every large center in the United States,
Even in a nonindustrial city like Washington, D.C., the daily list of over-the-
counter quotations of local companies numbers each day about 30, Such com-
panies, and their number I8 growing, contribute immeasurably to the develop-
ment of their own communities.

And so fmportant are stock options to small business today that companies
not infrequently undertake to become “listed” on their local over-the-counter
market in order to simplify the grant of restricted stock options to the key
personnel whose extra efforts are so vital to their continued growth and profit-
ability. Especially is this true of the many small companies which are now
being formed in medium-sized cities throughout the country to render a variety
of technological services, companies which can be organized without a large
capital outlay, but which cannot survive without competent professional and
executive talent. Each community needs its share of that kind of talent. In
years past, however, such talent has generally gravitated to large corporations
in our major industrial centers because of the much greater financlial rewards
there available. :

Small local businesses should not be deprived of thuir one real opportunity
attract such talent back to the smaller citles throughout this country.

In conclusion, I want to thank the committee for this opporunity to be heard
on a matter of the greatest importance not only to the economic well-being of
CBIR and its employees but, as well, to thousands of other business concerns
and a vastly larger number of men and women who, except through the acquisi-
tion of restricted stock options, could never become part owners of the businese
which, by their services, they have helped butld and maintain.

I shall be glad within the limits of my ability to answer any ques-
tions which may be asked.

Senator Gore. Many Eeople are afflicted with the difficulty of
amassing proprietary rights, I take it you would agree with that.

Mr. Suare, I with that.

Senator Gore. I have faced such difficulties, and I dare say most
Americans have, T

Are you acqueinted with the stock options issued by CEIR

Mr. Suarp. Yes, Iam. Idrew the plans, Senator Gore. -

Senator Gore. When was the first restricted stock option granted ?

Mr. Snare. There have been no stock options ted by CEIR in
its 8 years of history, so far as I know—and I think I am quite cor-
rect—except restricted stock options. .

A stock option plan was adopted, to the best of my recollection, in
1959. However, prior thereto—— |

Senator Gore. Was that the first one? '

Mr, Suare. Let me explain it. '

Prior thereto and subsequent thereto, restricted stock options had
btfae?] gr:i.nted by the company to various employees outside the scope
of the plan. )

Senalt)’,or Gore. Is there any particular meaning to your use of “prior
thereto” and “subsequent thereto”?

Mr. Snare. Prior to the adoption of the stock option plan, and
subsequent thereto, there have been restricted stock options granted
by the company outside the scope of the plan.

Senator Gore. Tell me when the first restricted stock option was
granted, please, - :
Mr. Suarpe. Let me see if I have the date. : ,

I do not have the dates, but to the best of my recollection, it would
be about 1955 or 1956, shortly after the company ¢ame into being..

Senator Gore. At what price are the optionsgranted? - . .



148 STOCK OPTIONS

Mr. Sniare. In all instances the options under the CEIR plan have
been granted at 95 percent of the market value on the day o ﬁmnt.

Senator Gore, nfortuuntolf;, I am not acquainted with the stock
of CEIR. Can you tell me the value of the stock at tho time the
option was granted !

Mpr, Suarpe. I fear I cannot do so. The stock, sir, has had a phe-
nomenal growth.

In 1959 there was a public issus, and I would say the stack is many,
many times the value now of the original public issue, because of the
company’s phenomenal growth, which we feel has resulted from the
fact that we have on board in this coml;))any people who would not
have come aboard were it nat for their ability to acquire a stake in it,

Senator Gore. I notice you say that two-thirds of those holding
restricted stock options have salarvies of less than $15,000 per year.

Mr. Suare. That is correct, sir,

Senator Gore. Then you are using restricted stock options as the
primary incentive to_ attract the people you desiret

Mr, Sm\m:. I would say yes, and add to it this: We are also utilizing
them to retain those who have shown ability, after having joined the
staff, who have in this very specialized, technological field of computer
programing and operation, and statistical and mathematioal research,
shown outstanding ability, and who constantly have flaunted in their
faces opportunities for employment by many other companies,

Senator Gore. Now, with the low level of salaries which you de-
seribed for CRIR, and the reliance, principal reliance upon the stock
option to attract quality employees and officials, you are therehy sub-

stituting the restricted option appeal for the more traditional
apg:al of salaries?
nator BENNETT. May I ask a question at this point before he

answers it ! :

Senator Gorm. Yes, sir.

Senator BRNNETT. Are these people who are being paid $15,000 a
year or less doing work for which they conld get double the money
anywhere elset By this example are you telling us that you have
broadened your plan to reach down to people who, under many other
corporate plans, because they earn $15,000 or less, would not be
reached by stock options? :

Mr. Suare. Well, I will answer both questions if I may, simul-
taneously.: I don’t want to set CEIR apart from many, m%
thousands of other amall businesses in this country who are face
with the same problem we are, but in a little different emphasis,
perhaps, one way or the other. ‘ .

Senator Gore. Please understand, I am not trying to set it apart.
The committee is holding this hearing for the purpose of gaining
information and the purpose of affording people who desire to testify
Aan o&portunity to doso. You have come representing your compan
and have stated the problem of your company, and have expresse
the view that the enactment of the bill on which the hearing is held
would adversely affect your oompar?'. Therefore, it seems entirel
proper to inquire into the nature of the options granted by CE
not by way of indictment, but by way of information, for the pur-
pose of gaining information. :

Mr. Suarp. I fully agree with you,

.
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I would like, however, to continue, if the Senator would permit,
to answer the question in an overall manner. e
Senator Gore. Yes. , ‘ : :
But I did not want any inference to be drawn from my question
or the question of Senator Benneott that we wanted to set CEIR
apart. It has been used as an example before the committes, and,
therefore, we would like to explore it. S '
Mr. Suare. Senator Gore and Senator Bennett, may I say that, as
both of you well know, and as this committee well knows, since 1940,
particularly, since the Second World War, the technological advances
which have been mada in this country and the need for scientific brains,
for mathematicians, for well educated, devoted people who can work
in this space age, who can work in the computer nge, who can operate
and utilize the modern techniques of analysis, of getting the answers
which business and which government and private institutions need,
is tremendous, cooe
That is the reason I said, Senator Gore, that I didn't want to
separate CEIR apart and say that this'is & special problem, because
I don’t believe that, and certainly Dr, Robinson doesn’t believe that.
We have contacts day by day with literally hundreds of companies
throughout the United States, in the State of Tennessce and every
State in the country who are competing for employees, of a type
almost as rare as satollites, You can pick up, for instance, the
Augoles papers and look at the 25 p of advertising for technologi-
cal personnel, iou can pick up the Washington papers or the New
York papers, whatever you wish., And it is not & problem relating just
to CEIR; technological advances in this country have prooee&e at
such a rate that it i1s beyond our ability to produce the people neces-
sary to man the facilities, let useay. R -
ator Gore. I think we understand that. S
BONO;, in answer to my question, and the related question of Senator
nnett, ~ : ’
Mr. Suare. The answer is that basically we have utilized stock
options, (1) to attract to the company’s employment people who
otherwise we would not have been able to get because the larger com:
panies—I think IBM is an illustration, and RCA—the large ocom-
puter manufacturers in which this science of computing has been de:
velogod, have a near monopolY on %ualiﬁed rsonnel, they are well
established, their stock is well established, they Are 'old companies,
and they have vast employee benefits. SRR R
We are, like thousands of other companies, 8 emall company at-
tempting to oreef up and to get into what has been centralized in the
hands of relatively few, because it lias been developed by them. Now,
this is not only true of computing but many other sciences, the épace
technology, and whatnot. But we have’ utilized options ‘because
CEIRisa young\oom p.ny which we believe is going' plavess we can't
pay the salaries that IBM can pay, we can’t pay tho salaries that RCA
can an, we can’t pay the salaries that our competitors, if you wish to
call them that, can ipag. And in many ‘cases, even if we offered the
same salary, the individual would still prefer to work for & large well-
established company because of the added prestige and security.
The Senator made a point, for instance, with respect to the question
of antitrust, and wouldn’t it be a good idea that f)eople should be able
to go out and establish their own companies. ' I agree with you, sir.

»
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But by this plan of stock options, people are able to acquire ample
capital if they wish to do so, and it would permit them to have the
capital available to do so. :

ow, getting back to the question, we utilize options, as I have stated,
to attract people of the caliber and the talent we must have to do the
jobs we have set out to do in a highly technological field.

No. 2, we hire people that agparently don’t have any outstanding
record or who are just out of school. For instance, a programer
normally must have his masters degree in mathematics. So we hire a
man like that, without lmowinghwha,t his real capabilities are.

You may find not only that he has great technical capabilities, but
that he also has outstanding administrative abilities. He can in the
course—-—

?ena?tor Gore. Do you pay this new employee by salary or by stock
option

er. Suare. In most instances new employees, with the exception of
perhaps 8 or 10 of the 60 persons who now hold stock options, gained
them after they came aboard and when their abilities were realized
and they had vast opportunities to go elsewhere, and only by obtaining
a stake in the company would they remain,

May T ask the Senator, have I answered your question or not, sirt

Senator BenNerT. Not quite.

Let me restate it briefly and then I will find out. .

Here is a man who is earning $12,000 a year. When you hire him,
do you say, “We can only pay you $12,000, and we will (g(nve you &
stock option,” or do you hire him at $12,000, and then, discovering
that he is worth more, do you give him a stock option to keep him?

Is the stock option a proselytizinlg device that you bring out of the
bag when you are setting your salary for your man, or is it some-
thing that you use after you have made a determination whether this
man is the man you want to keep e

Mr. Snarp, Senator, only In rare instances as I have indicated,
have we ever used it as what you call a proselytizing device, I would
say 8ix, eight, maybe only three or four. I have the entire list before
me, but I would have to look it over. - .

In the majority of cases it is used in order to retain the services
of an individual ‘who has been hired for $5,000 or.$6,000 or $7,000,
or whatever it gﬁbe, and who has shown that he has the capabilities
to help make R _what the managements wants to make CEIR
which is an outstanding technological expert in these fields. And
it tells the people when it brings them on board, “We have a plan
under which, if you show that you have got on the ball what CEIR
peeél% r‘i({)l,l’ will be recognized eventually and given a chance to invest
m il ’

And I think that is the answer to your questioxi.

Yes, Senator Goref - '

Senator Gore. Will you supply for the record the details of each
restrioted stock option plan, the person to whom it was granted, when
it was granted, the fair market value of the stock of CEIR at the
time the option was granted. the amount of option which each person
has exercised, the value of the stock at the time the option was exer-
oised, how much of the stock each em})loyee still holds, the current
value of CEIR stock, and the salgry of each person from the begin-
ning to the present who hasreceived astock option? .

!

;-

/
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Mr. Suare. May I make a couple of comments on that { L

No. 1, obviously the amount of the options make senss only in the
light of the number of shares then outstanding. It is increased by
reason of financing and other reasons, obviously. .

Senator Gore. You can supply the amount of stock outstanding——

Mr. Suare. In percentages as to number outstanding at any par-
ticular time, otherwise it ml%ht not make sense. ‘

No. 2, as to the persons, I have the feeling that—I don’t exactly
want—1I can tell you thecapacity, but for us to put on the record
their salaries and their identities and the jobs the have, I think
that would be confidential information which should not be— -

Senator Gore. I did not ask for salaries, but for the operation of
the corporation——

Senator BENNETT. Would you be content to have these people
identi(fiie‘(il ?as A, B, C, and D, giving the date on which the option was
expende ‘

Senator Gore. I think that would be sufficient. The Pur%)se here
is information. You have come and given us an example, rankly,
I think it is heavily in support of my Foint of view, because from
the information you have given it would appear that you are sub-
sgltutinlg this new form of tax avoidance compensation for the tra-
<litional method of paying salaries. '

And if that is true, then the-record must show it.

If it is not true, then the information which you supply here will
reveal that. It may be that I have drawn erroneous conc usions. Let
the record show the facts, and then all of us can draw, I hope, correct
conclusions, :

Will you supplgr this information and designate the people as A,
B, C, D, et cétera

Mr. Suare, I would be glad to do that, '

However, I may say that I think the Senator is mistaking the im-
Port of my testimony on the position I take on stock options——
Senator Gore. I didn't mean to imply that you intended to support

Mr. Suare. Ididn’t mean thatatall,
Mag I say this: No. 1, we do not substitute it for pay. We cannot .
pay those people like IBM can, we cannot provide the beautiful offices
and accoutrements like IBM, = L S

Senator Gore. If you supply the information, we can draw our own
conclusions, Co

Mr. Smare. All right. But it is not a substitute for pay. We can't
pa asthgypay. . ‘ L :

0. 2, I would like the Senator to know at this time that our stock
options provide roughly this. The employee doesn't get the right to
exercise any of them for a period of 2 years after he gets the piece of
paper which says he hasan option, S , ,

10 piece of paper might say he has an option on 50 shares. His
right to actually exercise the option to dpurcha.se those 50 shares at 05

rcent of the fair market value on the date of issuance accrues over the
ollowing 4 years at the rate of 25 %qrcent the first year; that is, 9
years with nothing exercisable, the third 7year 25 percent, the fourth
year up to 50 percent, the fifth year up to 75 percent, and beginning in
the sixth year 100 percent.

it.
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Now, this:is a device obviously to do exactly what a number of the
witnesses testlﬁed thls mormng was important, to retain people on the

P ey
ey cannot come in and gel: their stock immediately and leave the
company after a year or two. . .

-1.Senator Gore. You began to descrlbe it correctly as a device,

Mr. Smare. Well, if you wish to Kat it that way—

-t Senator GORE. Wel] dyou put it that way. :

.. Mr. SHARP. It is a device to keep %lood employees in a small busi-
nees, which I am sure the Senator agree is wtal to the economy
of this country.; - .

.: Senator Gore: Thank you very much. .

And the staff of the committee will supply to yousa transcmpt of the
re(gd in order that you may supply to the oomnnttee answers to its

|} IODS. I
a gThe mformatlon referred to is to be furmshed by Mr. Sharp.)
The following letters were appended. to Dr, Robmson’s statement

a8 exhibits,)
Vo . May 1, 1061,
Hon. ALBERT o

Gow,
U 8. Senate, WaaMnyton, ne. '

"DEAR SENATOR GORE: I was interested to read of your bill to abolish cor-

porate restricted stock options and I am most ansious to acquaint you of one
aspect of such 2 measure of which you'may not be aware.
“'If you suc¢ceed in gbolishing restricted stock options i:u will help the big
corporations and seriously injure small business. This I know from my experi-
ence of the last 7 years in trying to bulld up a new business against the
competition of large corporations.

You should realize that in today’s world the greatest problem of & company
llke ours i» to recruit capable technical talent in the midst of great scarcity.
How can we compete against large companies which can offer all kinds of
fringe benefit plans, such as retirement, generous training programs, bonyses,
fine buildings, and many other favorable features, let alone the permanence
and security of employment they offer? The answer 18 that in small business
we have to find some other attraction which will enable a fine techniclan or

to undertake the 15 hours 8 day of hard slugging in modest circum-
stances at low salary, and with a sizable risk that the company will go out
of business and that he will be labeled a fallure, to tgke § position with us
and justify this to himself and his family. The attraction is to offer him
stock options which give him the prospect of reaping a rich reward foxr his

efforts if the company succeeds. Because we are small, the tage increase
in our stock can be much more dramatic thnnlntlzmsa ‘the big companjes
(although IBM is probably one, exception) and' neutralizes their other

advantages, '

The stock option is also amall buslnesses’ only way to compete tor staﬂ with
the ‘nonprofit” corporations, being encouraged by Defanse Department é)olicies,
who offer an atmosphere to technical people of high pay, little work, and a nice
restful atmosphere. From the country's point of view thls means we get only
80 t performance out of our scarce talents,

' think a point: easily overlooked is that there is abeombaly no guarantee
that the price of stock. jn a xf:rﬂcular company will in fact ‘ncrease. Thus,
an employee who is tled up perhaps § years on a stock agx may
wark an 80-hour week .and still at the end of the’ period fing that e, has
aboolnwynotMnc if thé company has not succeeded.

‘ my mind, if you belleve in the American way of life, m the idn that a man
shonld be able to start from nothing and by a dint of hard work, ability, and
ingenuity, create a fortune and an estate, you cannot hel{:abut agree that the
stock .option is one of the most satisfactory means available in our present

S
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soclety for accomplishing such & result. It makes this possible for theé man
with no capacity but who has the scarce talents of which we in America are
still in direct need. It seems to me that if you take away the initiatives so that
people can achieve only a little more than the next man despite huge differences
in ability and the amount of effort undertaken, we will get what we deserve—a
natlon of “9 a.m. to 5 p.m.” guys looking at the clock and totally lacking in
initiative, drive, and energy. Under such conditions we would probably deserve
to go under to the Russians. My own philosophy is that we must reward effort
and find some way to inspire every one of us to greater and greater efforts for
the country and for the economy. Every means that is made available by
government policies to yield this result will pay our country many times over.
What we may lose in taxes through stock options will be gained in much greater
measure through far greater national income which can be taxed through the
normal channels.
Sincerely yours,
HERBERT W. ROBINSON, Presidend.

U.8. SENATE,
COMMITTEE ON FOREIGN RELATIONS,
May 11, 1961,
Mr, HERBERT W. ROBINSON,
President, CEIR, Arlingion, Va.

Dear MR. RopinsoN: Thank you very much for your letter of May 1 con-
«cerning restricted stock options. I am sorry you do not agree with my position
jln lt;zll:l;dmatter but your views are most welcome and I shall certainly keep them

n . °

I must disagree completely with your position concerning small business. The
small business can no more compete with the large and well-established corpora-
tion on stock optlons than it can with respect to retirement plans, bonuses or
©others forms of compensation. :

Your interest in this matter is appreciated.

Sincerely yours,
ALBERT GORE,

Max 81, 1961, -
Hon., ALRERT GORE, : |
U.8. 8Benate, Washingion, D.C. :
DEAR SENATOR GORE: Thank you for your letter dated May 11, 1061, In con-
nection with the question of whether stock options in small businesses can attract
top-level personnel to the smaller cumpanies, the Following are some figures
.showing an index number of over-the-counter industrial stock compiled by the
.gaﬂonal l(;)(nlmtation Bureau of New York compared with the Dow-Jones In-
ustrial Index: _

Overthe Dow-Jones
oounter Industrial
- {industrial - Index
Dee. 81, 105).c.eicecececcncccinscsncncsacecsasssasancnccsnonastssorannan 108.88 or9. 88
May17,106). .. .cccneercccncracnscaccrocane esesssssccvenssaccnssn 126.11 . Mﬁ
Increase in pPrice (PErceNit).c..cceceeccnceccnacacoccanasnanannnes movemuee . +15 +3

I think you will agree that this recent experience in the stock markets shows
the attraction of the smaller businesses s regards stock options. Moreover, I
.am sure that if one compared the possibilities of many hundreds of
increase, the frequency of such very large gains to the option holder Is much
-greater in the case of the small company than in the large. This follows from
the fact that it 15 so much more dificult for the large company to multiply many
tlmes over when it8 sales are already at & very large volume,- - .. . SN

I hope these few comments will assist you further in your work on this subject.

Sincerely yours,
Hersear W. RoBINSON, President,
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Senator Gore. The next witness is Mr. A. Wilfred May.

TESTIMONY OF A. WILFRED MAY, COMMERCIAL AND FINANCIAL
CHRONICLE, NEW YORK, N.Y.

Mr. May. First, I would like to emphasize the fact that the views I
shall express ave strictly my own, and the publication with which I am
associated carries no responsibility therefor. In fact, we ave running
in an early issue an article by Mr. Ware, who has a position entirely
opposite to my own, which shows the objectivity of our publication.

‘here are two essential divisions in my statement. Part 1 is de-
si{med to get a reorientation on the very fundamentals of the operation
of a stock option. And part 2 would call attention to something that
is overlooked in most discussion, and has been almost completely over-
looked in todny’s proceedings. I have in mind the wide implications
of the so-called “reset” of the price via change of the contract price
after it has been established.

I might add that even where the “reset,” the change in the contract,
hasbeen treated in writing and speaking, I think the implications have
not been fully realized, particularly the angle, the phase, that is
germane to the consideration of thisbill; and that is the whole question
of the tax on the gains from options.

Now, on part I, covering the essentials of the actual operations of
stock options, as presently constituted, our stock option system’s
w:orkm%am completely irrelevant to its constructive and laudable
aims, e option system is motivated by the major premise that the
company’s profitability resulting from management achievement as
reflected in 1its stock’s market price. (}}picall:g, only yesterday on the
Senate floor, Senator Curtis quoted Hen ord’s comments at his
company’s 1560 annual meeting recommending the adoption of & new

option plan: “* * * With stock options your management is
rewarded in direct proportion to the company’s proﬁtabilityl.\ If the
value of the stock does not go up, the options are worthless. The stock
option is one of the few means of enabling the manager to participate
in the success of the business achieved through his efforts. No other
plan gives management employees as extraordinary an incentive to
make the company profitable.”) In lieu of providing managerial in-
centive via rewarding the hard-working executive's achievements as
measured by a rise in the intrinsic value of the company’s stock, actu-
ally the optioning company has involved the optionee in a playing-
the-market operation. = (Incidentally, loading-of-the-dice, which
am Ngoin to discuss more fully here a bit lateron.) .
ow, this is true mainly because the stock’s fluctuating market price
which determines the optionee’s reward, does not register changes in
the stock’s value—no matter who has been responsible therefor.

Basically contributing to the market's pricing, of the company’s
stock is, of course, the value factor of the earnings. But far more
effective determinants are market conditions, ranging all the way from
money rates to all important investor psychology. This divergence
of market price fluctuations from earhings is indisputably evidenced

e
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b?' the unceasing and violent volatility in the prioe-eaminﬁss ratios of
all stocks—the price earnings ratio being the earnings divided into the
price. In other words, if a stock earns $5 a share and it sells for $40,
the price earnings ratio, and the multiplier, are 8.

Actually, these fluctuations are determined not so much by the earn-
ings as by the size of the mutiplier, as I have just explained, by which
they are capitalized by the stock market community and not by indi-
vidual company factors,

Now, here are some illustrations of that.

From 1939 to 1949, a 10-year period, the earnings per share on
Standard & Poor’s 500-stock composite index rose by 196 percent, but
these share prices gained only 34 percent. Conversely, during the
following decade, while the earnings showed a net rise of 42 percent,
the share prices, which, of course, registered their capitalization by the
market, gnined a full 270 percent,

I take the liberty of interpolating here that Mr. Ware, when he saw
my memorandum this morning, snid, “Oh, you can show anything you
want by selecting your stocks.” But here we have the 500 stocks of
Standard & Poor's index, and also other indexes and examples which
I am including in my statement, ‘

The determination of market price by investors' mood or psychology
rather than by the earnings, is again demonstrated by the course of
the price-earnings ratios on Moody's 125 industrials, shown in the fol-
lowing table, As we see, there have been successive variations, up and
down, in the ratio ranging from a low of 6—that is stocks selling at
6 times their earnings on the average—in 1950, to 21 times at the

present time. .

Price-carnings Price-carnings

Year: rako Year—Continued ratio
b L = Y R, 8.7 1088. . e cc maaa 9.0
1000 cn v ccmecccccrmccmc e 6.8 1004 e 1.4
p L1 3 SO 9. 1060 . ccaceua .. emevememe- 18,9
b 11" 3 I 10.5 1061 (estimated)... -cacaana 2.0

This again shows the varying capitalization of value in the market,
the divergence of market price from the enterprise’s business factors;
whereas the whole basis and major Fremise of the option-rewarding
iv;ystem is that managerial success will be carried through to the mar-

et price.

Asd that is why what I am st\{ing is an attack on or reexamination
of the whole basic technique of the option reward.

in, 80 utility common stocks, Standard & Poor’s index sold at
11 times their earnings in 1050, at 15 times at the end of 1952, down
to 18 times their earnings in mid-1953, and up to over 18 times in 1959.

Now, here is a very important set of figures. In connection with
the Dow-Jones industrial avemge—a-nd this is not a few stocks, this
applies to the entire index—the 80 stocks in the Dow-Jones index were
capitalized by an 8.4 multiplier in 1950, In 1960 the multiplier was
18.9 in price over the decade which variation had nothing to do with
executives’ ability, achievement, hard work, or the other incentive
objectives we have been hearing about the last several hours,
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Strikingly demonstrating the volatility in the market multipliors
applied to carnings—and get this one, please---during that entire inter-
val were the rises in market price, in the face of reduced earnings, in
the following individual Dow-Jones issues,

Earnings per share Price Pricecarninga ratlo
8tock -
1950 1060 190 1060 9180 1960

AMbertean Can, oo iiiiiiieracitannee 817 §4.06 $33 7 17
Bethlehein NT\ i inaa. eriateiasieeans p R\l 2.8 30 4 18
Mnternational Papet. ... c..coooieiiaiiaan t. 80 [B{l 13 a ? 18
Johns Manaville.. ... ..cooiiiiveniinianane 3.01 312 0 14 14 18
nited Atreraft. ... ... .ooieiiienn.. 207 1.8 1] n ] 1L
Wertinghon®....coviiiiciiiiiiiinancanens 2.08 'R} 1] ] U

And there you see six issues in the Dow Jones Industrial Average
where the earnings wore declining, were lower in 1960 than they were
in 1980-—but the prices were much higher.

Senator Qore. Mr. May, I must say that this is something that has
puzzled mo a great deal,

Mr, May. I'hope youare not now all the more puzzled.

It is very difficult to make thisclear. ‘

Senator Gorx. I am not referring now, in this comment, specifically
to_the relationship of stock options to the price-earnings ratio.

But it has been amazing to me how the ratio botween earnings and
]price has become so disproportionate, as you set out in these tables
here.

Tako American Can, The ratio was 7 in 1950 and 17 in 1060. Is
that a healthy thing? '

Mr. Mar. I know you have other speakers following, and you have
to catch a plane, and even if the plane didn’t leave until tomorrow
‘we couldn’t dispose of all the reasons for the stock market's irrational
fluctuations. I am writing a book titled “Freud Over Wall Street”
(R‘aulon the plng'). ~ Freud was the great psychoanalyst, as you know,
“‘

ich indicates the trend of my own t.hink‘mg on the question. But

T won’t take the time to expand on my basio conviction that stook
‘market understanding requires a gsychmtrist, not an economist,

Senator Gors. I will make this deal with you. I will at least quote
one lpam graph on the floor of the Senate.

Mr. May. Right, -

Here is another conclusion—and I think if Senator Bennett were
#till here, or Senator Byrd, they would 2‘? to question this. But the
facts are indisputable as to these haphazard variations in the multiplier
and thus in the market’s appraisal of earnings. .

Now, I say it is an indisputable conclusion, surely that stock market
rrice Q are not attributable to the efforts or achievements of

he option-holding executive. :

And I would like to stand on that until hell freezes over.

A corollary conclusion of that would be that the incentive reward
should be geared directly to earnings, and/or other criteria of business
volume, and not to their so persistently haphazard capitalization by
the dx::‘k market, as they are now.
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Senator Gokrg. Do you think it is now geared partly to speculation
and partly to the vagaries of the marketplace, but it is wholly un-
related to the dividends received by the ordinary stockholders?

Mr. May, Well, the facts are indisputable. As far as relating the
proportion of ono to the other: frankly, I spent about an hour the
night bofore last discussing how to word that conclusion with my son,
who is with a management consulting firm. And we agreed on this;
I had suggested that not the earnings but the mnrket vagaries, ns you
sny, control the market price. But we compromised on stating that
“at. loast as important” as the earninqs are the market vagaries in
sotting the price. While this sounds like a radical assertion.

But the proof is indisputable as evidenced by all the indexes and
averages I have shown—and not merely by small samples.

Now, a corollary of that conclusion would be that from the corporate
point of view, this playing of the market, this gearing of management
incentives to the market, hurts the corporation in an ancillary sort
of way in tending to make the manngement more market conscious in
various ways in whi )pil?g up public relations techniques.

There are hundreds of my good friends in public relations firms
around New York who are engaged in creating favorable market
atmosphere for their clionts® stocks, There are various conflicts that
could come up through market over-consciousness by management,
For oxample many, I know several companies who while they have
options outstanding, are buying in their stock on the market.

That may be justified, or it may not be, But there is a potential
conflict. of interest there. The decision of management whether to
buy this stock on the open market might possibly in some cases be
detormined by the self-interest of the optionees.

Now, the other area I want to cover embraces the implications of
tho reset, which is the technical term for change in the contract, re-
ducing the option price in favor of the optionees, if and after the stock
has declined in market price.

I have called this in my statement & “heads I win and tails you
lose” process,

This has heen mentioned before, but T submit that. the wide impli-
cations taxwise have been overlooked.

The “resetting” privilege, that is the ex post facto Jowering of the
option’s contract price subsequent to the security’s market decline,
has the broadest implications. This is so not only in compounding
the above-depicted market-playing role, but also vis-a-vis our whole
tax structure and tax policy.

Such change-in-the-deal is specifically permitted by the statute and
I am glad to emphasize that. :

Prior to & 1954 amendment to the Internal Revenue Code, an op
tion holder would have lost the right to the tax treatment accorded
under the Code to restricted stock options, if the option price were-
reduced durin%&the term of the option. That logical restriction ex-
isted before 1954. .

In 1954, however, the Code was amended to permit such a redyc-
tion, without the option holders’ sacrificing such tax treatment, if the
fair market value of the stock covered b{ the option had declined by
an average of more than 20 percent over the period of at least 1 year. .

78257—61——11
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Typically, I want to give you some examples—Americnn & Foreign
Power recently took ndvantage of this “resetting" privilege, "Thirty-
live options had heen issued from 1955 to 1959, at prices (100 percent,
of the concurrent market), ranging from 1114 to 1734, "T'he directors
thereafter, on May 28, Inst, reduced, with sharcholder approval, via
rmxy, them to the lower market price us of the day of the price mod-

fieation. On May 15th lust, the market price was $10.50 and on May
25”\, $1 1.

Thus if the privilege of resetting had taken place on those days the
contract, woul(l have ﬁ:on reduced from anywhere from, say, an aver-
age of 15 to 10L5 and 11 or 30-27 percent.,

This was the management's rensoning :

The board of directors belleves that the efMectiveness of the plan authorized in
1033 in achleving its purpose 18 materinlly fmpalred when current market prices
of the atock are rubstantinlly below the prices nt which nost of the outstanding
opttons were granted,

Public utility holding companies under the jurisdiction of the 1935
act must get the SKEC's option-issuing permission in each case, because
of the Commission’s statutory obligation thereunder to approve—1I
underline the word “approve '—-new issues—in contrast to its more
limited jurisdiction under the Securities et of 1933 which is confined
to insuring disclosure,

The 1933 so-called New Securities Act regulates issunnce of new
securities, except in the utilities field, and also excepting the invest-
ment companies field, where incidentally, management options, are
barred.  (By the Investment Company et of 1940, sec. 18.)

Two utility company cases of “resetting™ the option price have
recently occurred in Middle South Utilities" application for permis-
sion to reduce the price was ull)pmvod by the SEC. While the privi-
lege was subsequently dropped by the management, it can be used in
the future,

The Ohio Edison Co. likewise secured he SISC's approval, on March
16 last, to lower the outstanding option price, and has retnined the
privilege.

Presumably, the number of such contract revisions will substan-
tially inerease during a future change to a bear market from the
recent bullish era wherein most of these revisions have taken place.
You, Senator Gore, mentioned one in your recent speech on options
before the Senate, the Alroa case.

What is going to happen in a bear market ?
fre(()lne-\\'ay contract price juggling is going to become all the more

uent.

Incidentally. this witness has not heard of any provision or instance
of “r,esettin?’ when the stock has risen instead of fallen. In other
words, the long-term routine constitutes a one-way subsidy, heads
you win and tails I lose, -

Senator Gore. If the board of divectors wished to place the interest
of the ordinary stockholder of the corporation first, then it seems to
me we should find at least one example of resetting upward.

Mr. Max. Iheartily agree. R

Here are some imnportant conclusions: . ‘ .

The resef practice policy, freely permitted by the statute highlights
the ontionee executive's certainty of receiving additional compensa-
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tion. (Incidentally, it also usually assures the other stockholders
gunrantee of some dilution of his equity. They are not diluted at 18,
with the price reduced to 15, they will be diluted at 15.)

But the important thing, I want to state there—and I would like
to bring it ont at. this point—is that. it assures the exceutives certninty
of receiving ndditionn] compensation, taking it out of the class of a
conditional option wrrangement. under any semanties, and putting
it into the category of gunranteed compensation, risk-less compensa-
tion,

Senator Gone. Instend of it being, with the reset practice, an option,
it tends to become, not an option, but an assurnnce?

Mr. May. Backing up your statement, and contradicting the repre-
sentation of the preceding witness, it is assured compensation thinly
disguised as a conditionnl option.

The reset privilege which guarantees the recipient a benefit no mat-
tor what happens, whether the stock goes up or down, carries a par-
ticularly erucial implieation on accompanying tax policy.

Calling such assured and riskless compensation a capital gain com-
pletely contradicts the thesis that the latter are fortuitous and risky;
which certainly motivates their favored tax treatment in this conntry,
and tax exemption in most other nations,

And 1 would like to add in here something I think that was over-
looked today, that one of the benefits or giving the optionee capital
gnins status is, along with the 25 percent rate ceiling, exemption of
the recipiont from nll tux at death, when his capital gains wre exempt
from taxes at death,

Hence, so long us options are used, either the reset notice should be
climinated, or the profits therefrom subjected to taxes as ordinary
income, with a reduction of the present confiscatory surtax rates.

In any event, in line with our demonstrations in hoth sections 1
and 2 above, the option should rather be replaced by a technique of

tting outright share ownership to the corporate executive, either

y_bonus routine or other as additional salary-type compensation.

I think most. of the aims I have heard this morning an reviously
would be thus satisfied. I'alking about a stock interest. fgr getting
the executive to work harder ung having the interests of the corpo-
ration at heart, and so on; that could just as well be attained without
the tux gimmick, by profit sharing or some bonus system in lieu of
the extru salary.

Maybe I am sticking my neck out, I haven't thought it through.
But in the cases of the preceding witness, instead of giving an execu-
tive $15,000 o year plus an option arrangement with this unfair tax
arrangement, why not give him $15,000 a year plus some stated share
in the increased earmn{zs when, as, and if?

This would accomp ish both' the incentive objective and reduce the
abuse of dnver%ence of interest between the management controllers
and the stockholder-owners,

g’:mnk ytéll vermeucil}. "

nator Gore. Mr. May, you have given a very erudite and hel
ful statement. Thank o{,. y g i -
- Mri: May. Senator, that is an awful thing to say—%“erudite.” The
kissof death. -~ -~ . S ' .
Senator Gore, Well, I certainly did not so intend it. I meant it to

.

be highly coimplimentary, si: "~
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M;. May. I realize that. I was only jesting. Thank you very
much.
Senator Gore. Miss Adele Stanton.
. Miss Sranton. This may not be erudite, but it is a woman’s opin-
ion,
Senator Gore. Well, a woman’s opinion is always superior.
Miss Stanton. Thank you.

STATEMENT OF MISS ADELE L. STANTON, BROOKLYN, N.Y.

Miss SranTton. Mr. Senator, my name is Adele Stanton, a native
New Yorker, and a retired Wall Street secretary. Dividends are my
only income. My securities were purchased over a long period of
years to be held as conservative investments in American free enter-
prise. I am not an unfamiliar figure at stockholder meetings. M
prime interest is in the performance of top management. I as
ﬁert.ment questions and without exception—the bigger the man at the

elm of an organization, the better the answers he gives me. The
quarterly or semiannual reports will soon convey to the most ignorant
of us stockholders, if the management is slipping and there is no law
that compels you to hold the stock.

After listening intenly to the bestimoni ﬁiven here yesterday, it
occurred to me that the sole purpose of bill S. 1625 is to legislate
honesty. Back in the 1920’s someone asked our President what he
t.houﬁht of sin and he said “I’m agin it.” So am I. And, if there is
anything in our laws that has caused more sin than our tax structure,
name it. Yesterday someone said, “In the good old days men had the
guts to Jmt. their own money to start & business.” I'rue and in the
good old days there was no tax problem.

Stock options, we were told yesterday, do not serve their purpose
for it does not anchor a top executive to his job. I believe a specific
instance was given of a keyman switching to another organization.
The answer to that one is—such popularity must have been deserved.
Are we to understand that because & man accepts a stock option from
& company employing him—he is then supposed to be bound to work
for that company until he reaches retirement age! That sounds to
ame something like penal servitude. Would not such a requirement
-deprive the individual of the freedom of choice! Would such a

roposal be constitutional? I rather suspect the present Supreme
.&ourt might say so but I sometimes wonder if the members of that
-Court really know very much about our Constitution. . o

Here I would just like to add there was a comment this morning
‘about that article on the Ford Co. back when they facing disaster—
they approached a m of men, who were their bet to save the
-company: ' They offered them a stake if they made ﬁ°°d Today,
.we all gnow there are thousands on the Ford payroll in America,
England, Germany. Just before I left New York on Tresday, one
©of our most conservative brokerage firms offered Ford stock as a very
good purchase. I think those Ford men earried their stake. -

America can outproduce any country or combination of conntries
in the world today. American free enterprise produced evea?ﬂupg

uired for the Uvnited States and its allies to win two global wars.
.- ‘Thia morping there waa the mimacle that many of us were privileged
to see—that. was shooting our second man, launching him into space

’

;
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safely. That was made possible by keymen in American technology,-
who, to my mind, are entitled to special financial protection. They
should not be harassed by those who are less qualified, seeking laws to
defrive them of their just due. :
do not deny that this stock oFtion glan is liable to abuse by the

always to be found unscrupulous few. But, is this the time, when we
face the threats of an atomic war, to condemn all for the misdemeanors
of o few? I have just returned from 2 years residence on the Soviet
border in Germany. Our boys stationed over there keep their eyes
on a little red telephone. We, at home, better keep our eyes on our big
producers and stop haggling.

Gentlemen—Ilet’s forget this S. 1625.

Thank you very much.
_ Senator Gore. Thank you very much. I still say a woman’s opinion
is superior.

Miss Stanton. Thank you very much.

Senator Gore. Mr. Smith.

STATEMENT OF JESSE R. SMITH, ARMSTRONG CORK (0.

Mr. Sy, My name is Jesse R. Smith. I represent Armnstrong
Cork Co. We appreciate the opportunity of making this statement.
We ask leave to file the attached memorandum. -

Senator Gore. Without objection, it is so ordered.

(The memorandum referred to is as follows:)

ARMSTRONG CokRK Co.—IN DEFENSE OF RESTRICTED STOCK OPTION PLANS

Jooy 20, 1961,

1. How to retain and reenforce the basic business ownership incei:(ive in our
capitalistic society 18 a very perplexing problem, especially since thi; incentive
has provided the spark of initiative and risktaking underlylng our record of
national growth and greatness.

During the early days of the Nation’s economic development, enterprises were
almost entirely owner managed. Management compensation was no problem
then because the owners had a strong Incentive—direct compensation plus in-
creased value of thelr ownership interest—to use all of their ingenuity, initiative,
vision, courage, and leadership to make thelr businesses successful. However,
as business enterprises expanded and corporations replaced many proprietor-
ships and partnerships, the owner-manager has tended to disappear, and his
counterpart today {s the salaried executive or professional manager. BStock
options have done more to promote ownership incentive in American industry
than anything else in receut years.

2. Restricted stock option plans are not a tax loophole, but a conscious effort
by the Congress to strengthen financial incentives in our system at & time when
the Communist bloc {s adopting more and more financlal incentives to stimulate
thelr key personnel to make still greater contributions to their worldwide con-
quest effort. Hence, to eliminate options {a to embark on & pollcy destined to
weaken American incentive at a time when the Communists are strengthening
theirs, :

3. Objections to stock option plans arise only when the current market price
of the stock rises noticeably above the original option price, which I8 precisely
the condition which the entire option program seeks to create as an incentive to
management optionees and shareholders generally. Any increase in market
value of stock, of course, ia the same for stock which has been purchased on the
opeir market as that which bas been bought under option. Hence, all stock-
holders benefit the same as optlonees when the price of the stock advances, and
not just optionees. ‘ ’

Optionees under restricted plans cannot buy stock at prices substantially
below the actual price on the market the day their option was granted. The
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stock must rise above the option price before there can be any gain to the option
holder by sale of the stock, and the optionee typically cannot exercise his option
earllel"’ than 1 year after it is granted. There is no opportunity for ‘“overnight
profit.

4. Private managements to an overwhelining degree determine the extent of
national economlic growth. Long experience has proven that these rRame manage-
ments in turn perform most effectively when they have clear-cut incentives
leading to tangible rewards for thelir successful efforts.

Coufiscatory income tax rates have made it increasingly difficult in real terms
to compensate principal officers and key employees in accordance with their
responsibilities and contributions. Generally rising wages and salaries have had
the effect of severely narrowing the spread of after-tax income between indi-
viduals in higher and lower range levels of responsibility. Stock options have
helped in part to preserve the incentive differential for many individuals making
ey management decisions in our society.

8. The loss of revenue to the Government from ecapital gains—instead of
ordinary income—tax treatment of stock options is really quite insignificant when
compared with the enlarged general tax revenue base which typically results
from growing profitable businesses. Moreover, to the extent that the market
price of optioned stock advances because of the efforts of optionees, there is an
fdentical rise in the capital gains tax liabilities of the more numerous other
stockholders holding the same securities.

6. Claims that stock options tend to dilute. existing stockholder interests
really have little substance because the number of option shares is typlcally so
few absolutely and relatively as to constitute little change in total shares
outstanding. More important, the new shares are issued to management per-
sonnel and commonly held as a major share of life savings. In other words,
existing shareholders are alded by having new stockholders added who are
active and directly contributing to the company’s profits.

7. Under the regulations of the Securities and Exchange Commission, optionees
and all other stockholders are protected against secret management actions by
the requirement that annual registration statements be flled by the company
granting such options. Shares of optioned stock are limited by stockholder
approval, and when exhausted can be replenished only by further stockholder
approval. :

8. While there have been some abuses of stock options, such abuses should be
corrected and not permitted to destroy the concept of stock options as an in-
centive to management in the interest of stockholders and the Nation generally.

The principal abuses of restricted stock option plans could be eliminated with-
out impairing the option principle if the following lfmitations were adopted:

(a) All options to be established at prices 100 percent of the market
price on the day granted.

(d) Once established, prices of outstanding options not to be subject to
any downward revision before expiration.

(o) Maximum number of shares to be optioned to any one indiridual dur-
ing his entire tenure of ewmployment, to be limited to a dollar value, at the
option prices applying, not in excess of four times his annual compensation
on the dates the options are granted.

Mr. SatrTr. I think it will only take me about 6 minutes to read this
statement, Senator, and probably if we go through it, it may answer
some of the questions you may have,

Since 1952 when our stock option plan went into effect, we in Arm-
strong Cork Co. have found it has provided a means to enable key
employees to acquire an ownership in the company. Many authorities,
including Members of the Congress, recognize that progressive income
taxes make it extremely difficult for employees to acquire more than a
very limited ownership in a corporation. This was true in Armstrong
prior to the adoption of the plan, )

We believe that the restricted stock.option is a powerful incentive
for officers and key employees to do the best job they possiblr can to
further the corporate interests. We believe it has worked well in our

case., ‘ j

‘'
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Since the adoption of the plan by the stockholders in April 1952,
the company has granted seven groups of options thereunder to officers
and key employees. In each case the option price was at least 95 per-
cent of the closing market price on the date of granting the options,
as appears from the following table which sets forth the years the
options were granted, the number of employees, the price per share
for each roup of options, the closing market price on the date of

nt on the New York Stock Exchange ad{usted, in the case of the
three earliest groups, for the 3-for-1 stock split in 1955, and the price
range on such exchange during the year of grant, similarly adjusted:

Closing Prioe range dur|
Number of| Option market year g

Year granted employees { price per price on
share date of
grant High Low
11 $16.92 $17.792 $190.00 $18. 378
4 16. 92 17.383 10.878 168.25
4 28. 67 b 1B Y N 28138
96 3.5 34878 31.75 26.135
58 35.75 $7.28 49.75 33. 623
12 39.25 41.28 53. 50 39.00
H 87.28 60.23 64.50 50. 00

The foregoing data become more meaningful when it is realized that
no grantee has been allotted more than 22/100ths of 1 percent of the
stock outstunding—and that incidentally is in the case of the largest
option that was granted—and that options have been granted to a
total of 317 key employees. The total stock granted under the option
plansince 1952 is less than 814 percent of the outstanding stock.

It is actually about 5 percent—the amount of stock that has been
taken up by the grants and acquired—about 5 percent of the out-
standing stock.

If this can be considered a “dilution” of the shareholders’ equities,
certainly it has been more than effset by the fact that the business
has flourished, which has benefited all stockholders, the employees, our
customers, the communities in which we operate, and the Government
in the form of increased taxes.

The restricted stock option has not only made it possible for our
key employees to acquire an ownership in the business—it has stimu-
lated their creativeness and productivity and enhanced their devotion
and loyalty. Moreover, in the 9 years that our stock option plan has
been in effect, key employees who have purchased stock under the plan
have generally retained their stockholdings. This is borne out by
the fact that 224,322 shares have been purchased under stock options
and the employees who purchased them or their families today own
200,069 shares. There has been no tendency to take a quick profit in
the market. ‘

Critics of the restricted stock option would have it appear that this is
a device that has been used mainly by larger corporvations and for the
enrichment of a few favored employees. Even if it were true that
onl{ the larger corporations utilize stock options, we believe it is
still definitely in the interest of our national economy. But we believe
it is widely used among the smaller corporations. e’dpersonally know
of several small companies whose stock is not traded on national ex-
changes, yet the stock option is being used successfully to attract high-
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rade tnlent, and these enterprises are making real progress. Many
oﬁ' theso smiall corporations are performing vital service to our defense
effort.

In sum, we are satisfied that the plan has provided added incentive
for our management group and that as a result it is working in the
best intevests of all aﬁnwholdum of owr company and, of course, to
all other affected groups. Wao believe this is typical, and the cumula-
tive effect must greatly strengthen our national economy. 1t would be
unfortunate if ﬁxis plan, which has become ingrained among corpo-
rations us an incontive for mauagement, were to be swopt away becauso
of u velatively fow situntions, Lot's not burn down the house becauso
the porch needs sereening,  American industry must. perform ag nover
bofore in theso critical days. Abuses can bo corrected and defects
remcdind,  Obviously, the snh{wt. ia worthy of eareful study by the
Congress before any sweeping chango is made,

I thank you for your attention. )

Senator Gore. Thank you, Mr, Smith, for your very excellont tosti-
mony. You represent a concern that has utilized this provision of
the law to u considernblo extent, and it is helpful for the committos
to have this information which yon have so kindly given,

Mr, Smirie. Wo though it was particularly interesting to note the
fact that theiw hins been very little disposal of this stock, and actunlly
only in hardship cascs,

Sanintor (fore., Ycs, This is very helpful, and the committee thanks

u, sir,
yoBefora you retite—this committee is very happy to welcome you
bn:\‘k ttﬁ ita deliberations. You served the committee long, faithfully,
and ably.

Mr. Sxrrir. Many yearango.  Thank you, Senator.

Senator Gone. Mr. William Jackman, Investors Ieague.

STATEMENT OF WILLIAM JACKMAN, PRESIDENT, INVESTORS
LEAGUE, INC, NEW YORK, N.Y.

Mr. JackmaN, I am William Jackman, president of the Investors
Teague. Since you are making a plane, Sonator, and so am I, I think
if 1 mni, I will file my statement. I do not know if you have read
this book, but I am going to give it to you, because the majority of my
statement is right in there,

Senator Gore. Thank you, sir.

(The statement of Mr, Jackman follows:)

STATEMENT oF INvEsTORS LEAQUR, INO, NEW York, N.Y., BY WILLIAM JAOKMAN,
PaesipgNt

My name is Willlam Jackman, I am president of Investors League, Inc.,
New York. The Investors League is 8 nonprofit, nonpartisan, voluntary mem-
bership organization of thousands of individual investors, small, and large, re-
siding in every State of the Union.

Mr. Chairman and members of the committee, on behalf of our thousands
of investor members I wish to thank you for the privilege of presenting the
viewpoint of American investors on 8. 1625, a bill by Benator Albert Gore of
Tennegses “to anend the Internal Revenue Code of 1854 so as to terminate the
special tax treatment now accorded certaln employee stock options.”

We strongly urge the committee not to recommend thls proposed legislation.
- Benator Gore has stated that the restricted stock option constitutes an in-
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equallty, “n favoritlsm in our tax law" which should be repeuled. This view
pecmn to suggent that Inequality is alwayn bad,

In my oplnton, a great many Americana agreo with Prof, Henry ¢ Wallich
of Yale University, who polnta out in his book, *“The Cost of Freedom,” pub-
Hskod fn 1000 by Ilarper & Bros,, that “the state of a froe soclety depends on
the preservation of beltefs that give room to creative tnequalities.”

Runlness in belug nrked today—by Government, employees, storkholders,
and the people—to achieve the economle miracle of steady omployment, in-
crearing wages, better and cheaper products, improved carnlugs and curtailed
Intlution, This wiracle ennnot be achleved unless wo can get more productivity
nm} growth from the private cnterpriso nystem which is the foundation of our
sorlety,

The two mnainaprings of this private enterprise system are incentives and
competition. DBecause men are not equal in terms of ability, Professor Wallich
poluts out that “one important explanation of, aud reason for, inequality fol-
lows fromn the need to get tho right people into the right jobs, It is wasteful
iIf engineers do work that mechanien can handle, or If execulives perform chores
that could bo done by their secretarlos. A market economy avoids this by
compelling business to compete for talent and (o pay each man what he
is worth Iin the job he can do best.”

Inovilably, however, Incentives and competition result in large differentials
in income. When wo tax away thexe differentlals in large measure, as we
are doing today, I'rofeasor Wallich polints ont, “the effectiveness of the selec-
tion procesn * ¢ ¢ guffers correspondingly. A high aalary that one cannot
koep I8 no grent attraction. Ubless we pay people what they are worth, they
may seo to It that they nre worth no moro than they are pald. Therefore, if
the sclection process results in large bonuses, eficiency demands that, in good
part, they be left where they 1and. ‘

“Another Instance of creative inequality presents itself when we tarn to in-
centives. Iere again, the logle of our system produces inequalities that can-
not be removed without slowing down the system Itself. If we want good
perforinance, we must hold cut rewards. To be effective, rewards must raise
one man above the other.”

The effort to equalize incomes, if succesafnl, would bring stagnation to our
economy, & condition that wotld be nothing short of & national disaster in the
struggle belwoen the free world and the Iron Curtaln countries.

Professor Wallich's conclwsion, with which I heartily agree, is that “In a dy-
uamic economy inoguality acquires a function—it accelerates growth. By facil-
1tating the use of incentives and the accumulation of savings, and so stimu-
}atlnlzu ocom')mlc growth, inequality benefits even those who initially appear to be .
ta victims.'

My personal knowledge of the results to companies who have adopted stock
option plana has led me to the following conclusions:

{1) Stock options are effective in attracting and holding key execuilves

(2) Stock options do provide a unique entrepreneurial incentive. They
have no value to the reciplent, and no cost to the company, at the time
they are granted. They become valuable only when management is able

. to improve the position of the company sufficiently to produce a signifi-

cant increase {n the price of ita stock, When this happens, all shareholidere
benefit. Thus, because of the way stock options function, the indlivdual
wbareholder is assured of a share value appreciation many times greater
than the small fraction of equity which s generaily the cost to stockholders
of using stock options as incentives, : : C C :

(8) Stock options do not result in any significant gain .or loss in pubiic
tax revenues, For example, let us assume that a company pays a $100
cash bonums tq an employee instead of issuing a stock option, If the em-
ployee is in the 75-percent tax bracket, he pays an income tax of $75
hut the company receives the tax benefit of $52. Thus, the Government nets
$28 on the transaction. On the other hand, a stock option gain of $100 re-
alized by the same Individual would result in his paying a capital galns tax
of $25 with no tax benefit to the company.

{4) Until our soclety can find a better incentive within or outside the tax
system the restricted stock option, properly used through bulilt-in safeguards,
should be retained to promote the economic welfare of our country.

I submit, gentlemen, that the true interest of America's 15 millioa share-
holders and its free enterprise system will best be served by the Congress
rejecting 8. 1625,
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InvesToRs LEAQUE, INC., NEWS RELRASE

WasninagToN, D.C.—The head of an organization reprexenting thousands of
American ahareholders testifled today that corporate stock option plans help
provide the incentives necessary for continued growth of the U.8. economy.

William Jackman, president of the Investors Ieague, Inc, of New York,
strongly urged the Senate Committee on Finance to reject proposed legislation
(8. 1625, the Gore bill) which would, in effect, terminate employee stock options.

He sald we cannot achieve more productivity and growth from our economy
without incentlves and competition, “the two mainsprings of our private enter-
prize aystem.”

Mr. Jackman Indicated that any attempt to ‘¢ qualize Incomes,” such as that
contained in the Gore bill, “would briug staguna: ion to our econommy—a condition
that would be nothing short of natlonal disasier in the struggle between the
free world and the Iron Curtain countrles.”

He rald, further, that his personal knowledge of the results achleved by com-
pany stock option plans has led to the following conclusions :

“8tock options are effective in attracting and holding key executives.

“8tock optiona do provide a unique entrepreneurial incentive,

“Stock options do not result in any significant gain or loss in pubdblic tax
revenues.

“Stock options are In the true interest of America’s 18 million shareholders
aud should be retalned to promote the economlc welfare of our country.”

The Invesators ILeague i8 a8 nonprofit, nonpartisan, voluntary mombershlp or-
ganization of thousanda of individual investors, small and large, residing
‘throughout the United States.

(By direction of the chairman, the following is made a part of the

record ;)
NATIONAL Sm\u. BusinEss MEeN's Assoou-non.

Washington, D.C.,July 25, 1961,
Re 8. 1025, eliminatlon of stock options.

Hon, HarrY F'. Byrp,
CAhairman, Senate Finance Commitiee,
Senate Gftoe Building, Washington, D.C.

DraAR SeNATOR BYRd: I have been operating small business concerns virtually
all of my life. I was a charter member of the National Small Business Men's
Assoclatlon. and have just retired as cbalrman of the board of trustees of that
organization.

. In my opinion it would be almost dlsastrous for the small business com-
munity to summarlly eliminate restricted stock options in the face of the un-
mistakable fact that this device has constructively served the needs of small
business in several important respects. In the first place. on the basis of my own
personal experience, the restricted stock option represents the only menuns avail-
able to the small business operator through which he can attract the type of
management necessary to compete with the larger concerns. Needless to
say the small business concern Is virtually never in a position to offer employee
security comparable to that of the large firms. Although the element of risk
is involved, there is an opportunity to acquire & proprietary interest, and to
participate in the rewards which accrue to successful management. -

This, to me, i8 the very essence of the history of American business, and un-
less we keep this channel open there {8 no mistake about it we are placlng a
heavy handicap on thriving young industry.

I respectfully urge that this bill be defeated.

Sincerely yours, -
L. M, Bivaxes,

CAesirman of the Board, Teleotron Oo., Fort Lauderdale, Fla.
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NATIONAL SMALL BUSINESS MEN'S ASSOCIATION,
Washingion, D.C., July 21, 1861.

Re 8, 1625,

Hon. HARRY F, Byro,

Chairman, Senate Finanoe Commiltee,

8enate Ofloe Building, Washington, D.C.

DEeAaR SeNATOR BYRD: We were prevented, by shortuess of notice, from present-
ing as many small business witnesses as the Senute Finance Committee might
derire to hear, who would emphatically and authoritatively teatify that the re-
strictive stock option {8 an almost indispenaable tool in obtaining and holding
the type of management which a growing small business must have.

To abruptly terminate all such programs, as proposed by S. 1625, in the face
of all the constructive use that has been made of this mechaniam, would show
a disheartening lack of understanding of the real issues involved. Much of the
discussion has gotten off into an emotional sldetrack which has no relevanco
to the succeasful operation of the competitive system, or to tha welfare of the
econonly. To characterize, restricted stock options as & moral problem is mere
superficiality. Every phase of human activity can involve moral considerations,
but the aren of restricted stock options is probably less involved in this respect
than other phases of business activity, In any event this aspect is merely a
supervisory problem, and does not reach to the deeper considerations which
ought to dominate the discussion.

One of the principal factors concerned is the effect of these option programs
in torms of baslc human incentives, Human nature, it must be remembered,
has changed very little in 85,000 years. The paramount human motivation
was, e:'! and will continue to be improvement of status on the basls of material
possession.

Our tax and other related laws apparently have been thrown together with
complete disregard for effect in termx of human reaction and the cumulative
impact on the whole economy. Our natlonal policles have provided premiums
for waste, sharpness, and incficlency, and have thrown impediments In the path
of commensurate reward for thrift, industry, and competence. This is ignorance
of the firnt order, and we will be paying the penalty for years to come.

Instead of crring shout windfall wealth, we should be vitally concerned
with seeing to It that every possible door is kept open for opportunity to feed
incentive and reward accomplishment. Even the Soviets are beginning to learn,
the hard way, that accomplishment g inseparably related to the human drive
for monetary reward,

There 18 currently, in this country, a great due and cry for economnlc growth.
At the same time the national policy seems to be Intent on making it impos-
sible to accumulate and keep noy appreciable amount of money. What is eco-
nomfc growth if not the product of capital being put to work? Eliminating the
option program seems a senseless step in the wrong direction,

In these days of progressive tax rates, the growing amall business would find it
virtually impossible to get and keep competent management without the help of
the restricted stock option. The constructive usefulness of option programs to
small business and intermediate companles is perhaps the most important ele-
ment of the value of such programs as a national resource. :

The specific criticisms of such options have been ably and competently an-
swered elsewhere in this record. On the most objective basls, it is clear that
every single criticlsm which has been raised is, at best, a matter of improved
administration rather than a weakness in the basic policy.

We respectfully submit that elimination of restricted stock options would be a
serious blow to the small business community and to the national economy.

Sincerely yours,
vy JouN A. Gosxxit, Genoral ¢o¢md.
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- - JacKBON LAKE Lobak, July 20, 1961,
Senator Bxrp,. .. . :

Chairman, Senate Finance Committee,

Senate Office Building, Washington, D.C.: .

Register our protest to Gore amendment, Would ellininate incentive for em.
ployees to acquire interest in corporations which is a great value in successtul
operation and would end stock option plaps. .

: SALT LAKE Crry CHAMBER OF COMMERCE,
Gus P. BAORMAN, Seoretary.

. - P.R, MavrLory & Co,, INC,,
" IM‘“WO‘“' IM:. ‘lﬂy 19' 1961.
Hon, Haray F. Bysb,
U.8. Sconate, Washington, D.O.

Drar SkNaTOR BYRD: On April 20, the board of directors of this company held
an organisation meeting following the annual meeting of stockholders. As is
usual, ofticers were elected, thelr compensation established, and, in the case of
two outstanding Individuals, stock options were granted. A llmited number of
stock options have, in past years, been accorded to employees and officers of this
coimpany, there being outstanding options in the names of 20 employees (22
including the ones granted April 26). < :

- It was discouraging to me to have to recommend options in the face of the
possibility that the bill introduced by Senator Albert Gore of Tennessee would
deprive optionees of the tax advantages accorded to holders of restricted stock
options as enacted in the Revenue Act of 1054, The reasoning supporting the
wisdom behind this legislation is fully set forth in the Senate Finance Com-
fnittee report and the House Ways und Means Committee Report No. 1337,
- ‘There have been, admittedly, a limited number of transgressions agalnst the
purpoee of the Congress in enacting the legislation. Viewed in comparison to the
large number of grants which are in keeping with legislative intent, these few
exceptions are of no consequence and should not influence the present Congress
to the extent of revoking the benefits which have proved theimnselves to be of
great assistance to American industry. :

" It may be hard for Senator Gore to understand the significance to an employee
.of ownership in the company for which he works and the {importance to the man-
agement that a participation in the ownership of the company’s employees
signifies. It is not the tax benefit contained in section 421, per se, which i8 con-
trolling (often these benefits do not materialize as hoped for) but rather the
recognition by Congress of the validity and wisdom of the grants to important
contributors to the success of a company of an opportunity to own a participa-
tion In his employer. If the tax benefits, as contained in section 421, are removed,
then the implied approval of this device for spreading ownership of shares of
companies which contribute to the growth of the American economy will be elimi-
nated. This would be a serious blow to this company, to American industry and,
1 suggest, to the welfare of this country. The increase in revenue would be of
no consequence in comparison to this blow.

I urge you to oppose legislation of a kind proposed by Senator Gore.

Sincerely,
. G B, MaLLoRY. -
: S . . NORTHWEST liwoonroﬁ‘mox{@ o
T . Minneapolis, Miny., July 18, 1961. .
Hon. HARRY FLooD BYRD, . ‘

Chairman, Senate Commitlee on Finance,
U.8. 8enate, Washington, D.C.

Dean S8exator: It has just been called to our attention that a hearing will he
held before the Senate Finance Committee on July 20, 1961, on a bill (8. 1625)
introduced by Senalor Gore of Tennessee to deny the status of qualified stock
options issued after April 14, 1061. We 'do not know how you stand on this
matter, but we would like you to know that we are opposed to any biil which
would prevent the carrying forward the provisions of plans already adopted under
which additional options might be issued.

We belleve there are important benefits, other than tax conslderations, to be
derived by a corporation and its stockhélders from an employees' stock option

1

4
/
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plan, Our own plan was made effective with approval of stockholders on March
28, 1961. All of our employees 25 years of age and with 2 years of service were
qualified for options, with the result that nearly 50 percent of all employees in-
our group, including tellers, clerks, stenographers, as well as officers, are included.
By thus encouraging these employees to become stockholders, we anticipate the
plan will stimulate greater personal interest on the part of all employees in our.
company'’s future success and that it will provide them with additional incentive
to perform their dally tasks more effectively. There are already indications that
the plan will materially assist in the recruitment, development, and retention of
ablel and loyal staffs in the Bancorporation, and in its affiliated banks and com-
panies.

The important thing is that ours is not an option plan to compensate a few
top officers on a favorable tax basis. Instead, it 18 a very modest plan devised to
encourage & broad base of employee ownership. The fact is that the highest paid
officer in the group is entitled to buy only 789 ghares with a current market value
of less than $35,000. ) R

The worthwhile objectives of our plan, and other plans similar to It, should
not be overlooked in the consideration of this bill by the committee. We would
appreclate, therefore, having our view, as briefly expressed in this letter, brought
to the attention of the committee.

Yours very truly,
R. L. FEDERMAN,
Vice President and Seoretary.

WaYTE, HIRSOHBORCK, MINAHAN, HARDING & HARLAKD,
Milwaukee, Wis., July 19, 1961,
Re 8. 1625.
Hon, HaraY F. BYRD, .
OChairman, Senate Commitiee on Finance,
Senate Oftoe Building, Washingion, D.C.

DEAR SeNATOR BYRp: I understand a bill has just been introduced to repeal
the provisions of the Internal Revenué Code with respect to employees’ re-
stricted stock options,

I trust that you and other thoughtful Senators will urgently oppose this re-
peal. This method of encouraging key personnel in obtaining an interest in the
compaunies they are employed by i8 very constructive. Far too many corpo-
rations are now mankged by people who are strangers to an equity interest.
I think this is neither wholesome nor good for the country. The greatness of
the United States is largely attributable to the entrepreneur who risked his capi-
tal in its growth and development. Herce, key management should be encour-
aged to acquire substantial interests in the companies they manage. If abuses
gnve resulted these should be corrected without destroying this salutary objec-

ve. .

I urgently recommend that you oppose this proposed repeal.

Very | v yours, Rooxs O. MINAHAN

v a— -
. . .

Mnwaukes, Wis., July 25, 1961,
Sevare FinaNce COMMITTER, s
Senate Oftoe Building, Wachtnozlo!m D.o. o " “
" GENTLEMEN ; writer, as wéll as hundreds of thousarnds of so-called small
stockholders of corporations, support Senator Gore’s bill to end tax benefits on
stock options, - The number mentioned is cated on the olders’ vote
in opposition to stock option plans when submitted to a vote of the stockholders.
Aside from the discrimination toward all others éngaged protesslgx:, this
unwarranted tax benefit preference to a selective gropp affects the finmncial
interest of the stockholders. The effect of option plans increases the number
of shares igsued, thereby affecting the market value of the stock and the amount
of dividends to be distributed, if any. It cannot be argued that the executi
would be slmll&rly axffoﬁ’oﬁ'ﬁ“"ﬁ? they :l;aveuprocu;ed considerable stock
at a lower cost through 8 on plans or incentive s ‘ ) o
. The argnments advanced at the hearing in opposition td the bill by Johm O,
Davidson; NAM vice president, are that “this treatmbiit is a Yogical and reason-
able a lheatlop of tax to g;e;nnangsllmlw of ' transaction which is

much in the public interest,” ak qupted In the néwspapers. . Thie words “Iogieaf®
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and “reasonable” are misused and misapplied. There is no logic or reason in
legalised tax evasion or unwarranted tax benefits to a selective group. His
conclusion that legalised tax evasion to a selective group is in *' 2 public in-
terest, no greater adverse opinfon could be expressed. Tax benufits to & Belec-
tive group through stock options is to the public’s detriment by reason of the
loss in taxes.

Prof. Roger Murray, of Columbia University, expressed his opinion according
to newspaper accounts. “Stock options are needed because salaries alone are
not enough to attract executives from the security of established companies to
new firlus which need talent.” It is apparent his statement Is not based upon
corporate records, or he entertains an inflated appraisal of the value of execu-
tive services and approves by this method to lure and procure executives from
other established firms, which in itself is unethical. His statement is untrue in
this respect. The stock option plaus are not limited to newly employed execu-
tives, but cover present executives, and his statement does not include all the
trlngel benefits that corporate officers and executives recelve plus substantial
penvirns.

It 1s apparent from the statements of those who testified before the committee
that officers of corporations are receiving substantial benetits as a result of stock
option plans. .

The stork option plans generally are divided into three categorles: One for
officers, office and factory employees, one for office and factory employees with
the greater percontage allowed to officers and executives, and the other for
executives only. The conditions of the options vary as to the time of exercising
sald options and the purchase price. Each of these plans, except skilled
mechanicy, are initlated under the disguise of an offering to procure top
level executives: In reality this group receives top salaries plus numerous
fringe benefits at the expense of the stockholders. This becomes more evi-
dent when we examine the salaries paid by the corporations. The stockholders
who purchase thelir stock at market prices take all the risk. both in reduction of
the prices of their stock and reduction or loss of dividends. In the past year
dividends in the majority of the corporations have been reduced generally one-
half in the amount formerly declared, nnd in numerous cases the dividends have
been suspended, all to the detriment of the stockholders. The vote in almost all
of the cases is controlled by the officers and executives.

- On the question of rhortage of executive manpower in the United States, Presti-
dent John G. Brooks of Siegler Corp. has this tosay:

The widely held notlon that there i3 a shortage of executive manpower in the
United States is largely poppycock, no matter what the executive recruiters say,
believes President John G. Brooks of Siegler Corp.

-*American business is often way overstaffed at the top executive level,” said
Siegler, who runs his $100 million & year diversified enterprises with a top echelon
of four men, including himself. .

In fairness and justice to the stockholders, the stock option plan should either
bebo(ﬁ:tggged to Include stockholders who take all the risk, or the plan should be
abotished. e ¢ .

On behalif of the many thousands who cannot attend this hearing in favor of
the bill, we request the committee for the reasons above stated to support the bill.

Very truly yours, .
e N LR JOSEPH A. BARLY.

...... B

STATEMENT oF WILLIAM L.MCKNIQK;&(E&‘A&.‘ 10 THE Merrion (;!LVTAS_IFG
. Emrrovae §10cK OrTIONS UNDER THE U,S\.'(_'Ixrpm_u.ﬂ Revene Coop

My name is Willlam I. McKnight. I reside in St, Paul, Mion, and I am
chairman of the’ Board of directors ot Minnesota Mining & Manufacturing. Co.
to which, for convenience, I shall sometimes refer as “8M.” Minnesota Mining
& Manufacturing Co. {8 & Delawaré corporation with principal offices at 900

ush Avenue, St. Paul, Minn. It wa$ organized in 1802, and at the present time

‘manufactures and sells g vgriety of goods in the United States and, by means
ol Tbs foreign subeldiaries and distributors throughout the free world, including
the countries of Argentina, Austrglia, Austria, Brasil, Canada, Colombia, Den:
mark; Eugland, France, Gérmany, Hong Kong, Italy, Japan, Mexico, Nether-
1ands, Norway, Puerto Rico, Bwitzerland, and Bouth Africa. In accomplishing
this, 3M and its subsigjaries employ approximately 28,000 people. - Minnesota
Minjug & Manufacturing Co.’s commqn _npck without par value is now, and has
been since January 6, 1948, listed dud sold on the New York Stock Exchange!

[4
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Prlor to 1949 I, and other executives at 3M, received numerous requests from
3M personnel for & plan whereby the employees of SM and its doniestic sub-
sidiaries could acquire common stock In 3M. Thelr wishes, coupled with the
multitude of benefits which broadened employee ownership of 3M could mean.
for this company, led to an attempt by our management to make such a plan’
available to all its employees on a nondiscriminatory and workable basis, )

As a result, in August of 1949 the board of directors of 8M adopted an em-
ployees’ stock purchase plan in which all permanent employees, except the
directors, were eligible to participate. The plan, together with proxy material
meeting the requirements of the Securities and Exchange Commission, was
submitted to the stockholders for approval and was ratified on September 16,
1949, by a vote of 1,564,163 shares in favor of the plan and 6,868 shares against
the plan. Of the favorable majority, 821,635 shares, or 41.6 percent, of the.
1,072,845 issued and outstanding shares entitled to vote, were owned by direc-
tors or thelr assoclates, and all of these shares were voted in favor of the plan
despite the fact that directors could not participate in the plan and the further.
fact that they knew thelr equity in the company would be diluted. After its-
ratification, the stock purchase plan was offered to all permanent employees of
3M and {ts subsidiaries, on the basis that employees could purchase an amount
of common stock of 3M equal in value to 10 percent 6f thelr compensatlon.
Under this plan, 75,000 shares had been madé avalilable for sale, and atter the
19051 4-for-1 stock split employees could have purchased 300,000 shares.

By its terms, on December 5, 1032, the plan expired. Under it the company
sold 184,476 shares of its common stock to 2,702 of its domestic employees.. At
that time 3M had 10,615 domestic employees so that 26.3 percent of them had a
proprietary interest in the company. ’ ’ .

The success of our plan and of similar plans in other companies, as well as
the enlightened tax legislation regarding such prograwms which was enacted by
Congress in 1030, increased our enthusiasm for this method of encouraging
broader company ownership by employees with all of such owenrship's good
effects for 8M and its stockholders. ‘ o

Hence, on February 18, 1854, the board of directors of 3M adopted two. re-
stricted stock option plans to be submitted to the stockholders at the company’s
annual meeting on May 11, 1954, Under these proposed and ultlmately enacted:
plans, all permanent employees of 3M and its domestic and Canadian subsidiaries
were eligible to participate except Mr. A. G. Bush, chairman of the executive
committee, and myself. On May 11, 1934, 81.4 percent of the issued shares of’
8M common stock were voted in favor of the executive restricted stock option.
plan and 81.2 percent voted in favor of the general restricted stock option plan.
Only 0.8 percent opposed the executive plan and 0.4 percent opposed the general’
plan., At this time 2,812,303 shares of 3M common stock (34.2 percent) were.
held by Messrs. Bush, Dwan, Ordway, and myself, all 6f whom were members.
of the board of directors and all of whom, though not eligible to participate in
the plans and aware that adoption of the plans would dllute our holdings,
nevertheless voted for both plans. _ _

Under the terms of these plans, a maximum of 150,000 shares of 3M common.
stock without par value was to be available for options to be granted to the’
exectitlve employees of 3M and its subsidlaries fn thé executive restricted stock:
option plan; while & maximum of 200,000 shares of 8M common stock without
par value was made avallable for the options offered to pérmanent 3M em-
ployees other than execative employees under the general restricted stock option
plan. The ‘executive plan limited thé maximum number of shares which any
participant might puréhase under it to an aggregate of 7,500 shares. ' Six thou:,
sands employees of 8M -and its ‘domestic subsidiaries pprchpaed%.@l hareg
under the 1954 general plan; and as of June 30 of this year, 746,284 shares'had’
been purchased by 69 domestic employees under the 195 ,iexec;‘;tiye plan; Thess’
latter figures reflect the two stock splitstodate. = * ° ' - 0 , ‘

“After the expiration of the general restricted stock option plan whith h:g‘
beeh adopted in 1654 and because of 1ts universal employge.,acceptsnc\\i' the board.
of directors of 3M on February 10, 1058, adopted two further restricted stock
option plans known as the 1958 executive restricted stock ‘optlon plard and the
1938 general restricted stock option plan, which were subinitted to the stock:,
holders of 8M at the annual meeting on May 18, 1058, Under the terms of these
plans, all permanent employees of 3M and its domestic and Canadian subsidigries’
were eligible to participate except'Messrs.' Bush, Halpiy, Dwan, Otdway, Con-
nolly, and myself, ail ‘of whomh were directors of 8M." On May 18, 1968, theé’
stockholders ratified the 1968 executive restiicted stock option plan when 89.9-
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percent voted for the plan and 0.5 percent voted against it, and they ratified the
1908 general restricted stock option plan when 89.9 percent voted for the plan and
0.8 percent voted against it. At the time of this vote, 5,839,627 shares (84.7
percent) were owned by Messrs, Bush, Dwan, Ordway, Halpin, Connolly, and
myself, members of the board of directors who were not eligible to participate
in either plan but voted for them.,

Under the executive plan, a committee of the directors determines the num-
ber of shares to be optioned from time to time to each participant, limited by
the plan so that the maximum pumber of shares which any particlpant may
purchase cannot exceed in the aggregate 8,000 shares. As of June 30, 1001,
12,826 domestic employees had purchased 868,108 shares of stock under the 1938
general plan and 369 domestic employees had purchased 162,713 shares of
stock under the 1958 executive plan., These figures are adjusted for the two
stock splits to date.

- 1 have taken the liberty of giving you this extensive review of the stock option
plans which SM has offered Its employees 8o that you might have a better per-
spective for the comments I wish to make In defense of the present tax treatment
these plans receive. 1 feel that the restricted stock option plans as contemplated
by the Internal Revenue Code of 1954 are valuable incentives and that the present
taxation of such plans is sound and in the interest of the corporation, the em-
ployee, and the public,

1 say that the present method of allowing the recipient of a qualified restricted
stock option capital gaius rate on any increments in the value of his shareholding,
is sound corporate thinking because auy cost to the corporation is money well

t in view of the better employees it makes. The stock option is the finest
of incentives in that its effectiveness continues throughout the optionees’ em-
ployment with the company. It enables the employee to comprehend something
more than short-range economic benefits and to identify the corporation’s well-
heing with his own. The encouragement given to employee stock ownership by
the present tax law 18 necessary to effectuate this corporate policy, and certainly
in our company its value can be seen. In 1952, at the end of our first plan, and
the éarliest svurce of pertinent data available to me, 3M had 10,615 domestic em-
ployees of whom 2,700 were ghareholders. In March 1961, we had 21,069 domestic
employees of whom 10,881 or 51.64 percent were stockholders. In other wo
we had doubled our working force and more than quadrupled our number o
employee shareholders. .

The benefit of the present tax law to the employee is correlative to tho benefit
received by the corporation. If anything, the interests of shareholding employees
are appealing to management. The very real concern which good employees have
with the progress of thelr employer is glven added impetus as well as authority
when the employee is a partial owner of the otherwlise abstract creature for whom
he toils. The employer 18 compelled to see the very real stake which such em-
ployee has {n the success of the common enterprise, In the long-range view, the
tax benefit enables the employee to provide something by means of his own Indus-
try and thrift which can make him financlally secure. The partial ownership
which, because of the incentive, the employee sees it to sacrifice for is really a
partial ownership in free enterprise-—an interest in American capitalism, Cer-
tainly, at 3M where in 1052 there were 10,615 shareholders of whom 2,700 were
emplol,vees and ih 1981, 74,981 ghareholders, of whosn 10,881 were employees, the
effectiveness of the present law ?nno_t be gainsald. While the number of our
shareholders has multiplied by 6 In the last 8 years, the proportion of employee-
owners or shareholders has remained the same, namely, one in seven shareholders
works for the company.. This figure, ] think, §s even more impressive when it I3
realized that 3M is far from being a emall closely held corporation but is rather
& publicly beld and actively traded company. .

I mentioried earlier that I was convinced that the present method of taxing
stock option plans was good for the public in whose interest the tax law exists.

en, in 1 the Congress ep=ated the enlightened legislation presently govern-
hg this subgecl. al]l of us who were attempting ? do something to broaden the
ownership of American business, were gratified. X am confident that you and all
thinking men realige that broadened s ownership by the employeece of this
Natlon caanot.but help to promote and prbtect the free enterprise system upon
which our way of lite depends. .~ .. I : -
3M has lopg been convinced that its employees have & groater stake in the
company than the salaries and wages ao readily thought of. This is especially
true of the permanept employeo upon Whose efforts the corporation, in large
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measure, either succeeds or falls. You, yourselves, know that it was this type
of thinking, namely the total obligation of the employer to the employee, which
led to the creation of unemployment insurance, workmen's compersation, and
pension and profit-sharing plans of various kinds. All of these enlightened
industrial programs are used by 8M, but I am convinced that the opportunity of
becoming a partial owner of the business, which our employees can, is a benefit
of inestimable value, and I am further convinced that the encouragement of such
ownership is only practicable by means of an enlightened and wise tax policy.

Any man who works hard for his wages must indeed see a benefit if he is to
deny himself a portion of his earnings and assume the position of an investor in
America’s business. For the employee investing his money, like all investors,
is subject to risk of loss as well a8 chance of gain. To say that one favors
broadened corporate ownership without making such ownership attractive to the
employees of America is but to desire a noble end while failing to provide the
means which will make it possible.

_ In the long run, I cannot but think that the modest tax benefits which accrue
to optionees under the qualified stock option plan are of greater productivity to
this country than the same money would he had it gone into the coffers of the
Government. The immediate benefit of this tax treatment {8 the broadened
stock ownership which it encourages in the employee as well as the recognition
which it forces upon the business that the growth and ultimate success of any
enterprise must {n some measure be passed along to the employees whose efforts,
in large part, made possible such succeses as the enterprise enjoys. If there are
abuses, and for some reason they seem always to occupy the forefront of atten-
tion, I, with you, deplore them. There are laws presently on the books to pre-
vent the use of stock option plans as a mere tax evasion device. If these laws
are inadequate, they should be speedily remedied, but it is incomprehensible to
me that in order to remedy these rare abuses, it 18 necessary to repeal existing
law relating to employee stock option plans and, thereby, destroy this effective
means of broadening opportunities for employee ownership by removing the.in-
centive which presently exists. If such a reactionary policy is undertaken and
if the stock option is to be debilitated as an incentive, then I fear that the “house
{8 belng burned down merely to catch a mouse.” Surely, it is within the power
of the Congress of the United States to prohibit any misuse of this marvelous
incentive, the effectiveness of which Y am ready to bear witness to. ,

Werieor'~PORTER, INC.,
New York, N.Y., July 26, 1961.
Mr. Harry F. BYnp,

Chairman, Benate ('ommmee on Finance, Care of Mrs. Elizabeth B. Bpringer,
Olerk, New Senate Ofloe Ruilding, Washington, D.C.

My Dear Mrs. SPRINGER: I greatly appreciate your kindness to me last Thurs-
day when I called at your officé to see if I conld serve ag & witness before the
committee reviewing the merits and demerits of the restricted stock optlon. May
I submit for the review of the committee the draft material attached which
presents my thinking on the effectiveness of the restricted steck of on This'
testimony was presented to the Securitles and Exchange Commiasica (file No.
70-8777) by lexal representatives of the Middle South Utilities, Inc. ’

I would welcome ‘the opportunity to present my v!ews in person should they
bé desired dy the committee. ;

Very slncerely yours,

¢

Ennorm !" wgmm

‘ Eouorm F Wnrom——qamxoka rOR Dmm- TESTIMORY

1. Question. Mr. Wright, will you p]eue state your tnll name and addm
for the record?.

Answer. Bdmond F\. Wright, 122 Brattle Street, Cambridge, Mans. ‘

‘2. Question. Are you with any firm and, If so, will you please wato its
namé and address and your position with such firm? .

Ansiver. I am chalrman of -the bo.rd and a stoekholder of erght~Porter. Inc.,
280 Park Avenue; New York, N.Y. ,

8. Question. Whnt la the boa!nest or profeulon In whld: you and your nrm

are engaged? - .. ) .

73257—61——12
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Answer. We are counselors and advisers to senlor management of numerous
corporations on organization planning, executive recruiting, and building execu-
tive growth programs.

4. Question. Please state your educational background, including the degrees
you hold, any academlc positions you have held or honors which have been
conferred upon you.

Agg\zer. I bold a bachelor of sclence degree from Harvard College, awarded
in 19024.

" X received the degree of master of business administration from the Graduate
School of Business Administration, Harvard University, in 1928, My studies
were concentrated in two fields: namely, personnel relations and accounting.

After graduation, I served a period of 10 years on the staff of the Harvard
Business School. My service was in the capacity of assistant dean, lecturer on
executive personnel relatious, and instructor in the course on finance. During
this perlod I organized the Harvard Business School Placement Bureau, ulti-
mate}y receiving the title of director of placement and director of alumni
relations.

In 1936 I left the Harvard Business School and shortly thereafter accepted
a position with McKinsey & Co., consultants to management, to set up for that
firm an executive selection department. The function of that department was
to recruit executives for the various cllents being served by McKinsey & Co.

I returned to the Harvard Business School in 1942 at the time of the return
to the business school of Donald K. David, as dean of the school. Dean David
assigned to me the title of assistant dean, and during many periods of his
absence I also served as assoclate dean.

During this period at the business school I also was assigned the administra-
tive deanship of the advanced management program, which has developed into
aone of the chief adjuncts of the business school. This is an educational pro-
gram developed by the business school faculty under which program executives
of the leading corporations of the country attend a 16-week program styled a
‘“refresher” course. Over 3,600 qutstanding corporate executives have attended
this course to date. .

. During the period of my latter service on the business school staff, I was also
editor of the Harvard Business School Alumni Bulletin and carried out further
responsibilities In both placement and alumn{ relations. During my service
on the staff of the business school, I wrote articles on executive placement.

I was with the Harvard Business School until 1948.

8. Question. In addition to your business experience, have you had any ex-
perience in Government positions and, if so, would you state what they are?

Answer, Yes. 1 served with the U.8. Federal Government as well as with
the United Nations.

Shortly after the beginning of World War 1I, I was asked to come to Wash-
ington to serve as executive personnel officer of the War Production Board,
reporting to Donald M. Nelson, the Chairman of that Board. I also worked
with Charles E. Wilson, Vice Chairman of the War Production Board, and
Sidney M. Welnberg, another Vice Chairman of that Board. This assignment
catled for the selection of businesamen in various flelds of endeavor to serve in
setting up the production program of a& given industry or phase of industry.
The recruiting which I did in connection with my service to the War Pro-
duction Board was of men of the callbef and in the occupation of corporate
executives. My service lasted from early 1942 through June of 1943, at which
time I returned to the Harvard Business School.

I have also served with the United Nationg, I received a leave of absence
from the Harvard Business School for this purpose in 19468. At that time I
became the acting director of personnel for the United Nations. My service
with the United Natlons covered the perfod from April 18, 1048, to January 1,
1048, when I returned to the Harvard Business School. )

8. Question. Would you please state your business connections and experience.

Answer. As I have testified, shortly after leaving the Harvard Business
School in 1988 I accepted a position with McKinsey & Co., consultants to man-
agement, to set up for that firm an execntive selection department whose
function was to select executives to be assigned to the various clients of that firm.

In 1948, recalling the pleasure I had in setting up this type of .department
for McKinsey & Co., I accepted a position with Griffinhagen & Associates to set
up for this consulting firm in Chicago a similar department, which function
I performed from 1948 to 1952,

!
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This was & successful venture and I was then asked to join the staff of Handy.
Assoclates, Inc, which firm specialized in executive recruiting, and I served’
with that firm for four years. :

I then established my own firm, Wright-Porter, Inc.

7. Question. Please describe the precise nature of the business conducted by
your present firm, Wright-Porter, Inc. .

Answer. The purpose of our business {8 to assist management in building the
executive pyramid soundly, striving for what I call “capacity fn depth.” .

We work with management in developing its executive program, often being
called upon to evaluate the capacity for management of the firm’s existing execu-
tive staff, then indicating to management where weaknesses have been found,
and cooperating with managemeat in bringing in executives with the capacities
to fill those weunk spots; in short, to bring strength to all executive levels. There
is involved a review and analysis of the jobs to be performed at the executive
level for the particular client company; an analysis of whether certain new
Jjobs should be created or old ones abolished ; a survey of the capacities and abili-
ties of the executives who presently hold particular jobs; an analysis of the
entire compensation program at the executive level, including salaries, bonuses,
pensions, and stock options; and the formulation of a recommended program
for the board of directors,

8. Question. Does your firm in effect act as an employment agency for execn-
tives who are seeking positions?

Answer. No. We act exclusively as consultants to corporate management
and are respounsible to the corporation, We are always paid by our client com-
panies and not by the men whom we place.

9. Question. Am I correct in saying that you, Mr. Wright, are often referred
to as the dean of your profession? ' .

Aunswer, That is correct. .

10. Question. How many corporations have been your clients for services of
the kind you have described? :

* Answer. Professionally, in my associations with Wright-Porter, Inc., and the
two previous consulting firms of which I was an officer, I and those under my
direction have served over 400 leading corporations. )

11. Question. Do you mind naming some of the clients for whom you harve
performed thege services? ‘

. Answer. Among recent ones or presently on my list are, for example, Bethlehem

Steel Corp., Fansteel Metallurgical Corp., Scott Paper Co., Marquette Cement
Manufacturing Corp., American Electric Power Co. (formerly American Gas &
Electric Co.), Commonwealth Shoe & Leather Co., Pullman, Inc., United Shoe
Corp., American Machine & Foundry Corp., Babcock & Wilcox Corp., Merck
Chemlcal Co., and many others. ‘ :

12. Question. Can you give us some {ndication of the number of key personnel

you have placed with various corporations in the past 15 yeare? :
. Answer. Several thousand, including the figure for replacement of Harvard
Business School alumni returning from World War II. In the last 10 years, {n
my assoclation with Wright-Porter, Inc., and the two previoua cousulting firms
of which I was an ofticer, I and persons under my direction have placed approxi-
mately 850 key personnel,

lsisgnestion. What I8 the range of corporate positions covered by those place-
men i -

Answer. The entire range of corporate positions, including chalrman of the
board, president. and &o on, right down to the lower executive levels. :

14. Question. What would be the salary range of key perdonnel placed by you?

Answer. I have placed men as high as $100,000 per annum and down to $10,000.
1 would believe that my average range is in the $25,000 to $35.000 level. These
figures, of course, do not take into account pension and retirement plans, stock:
options, and other forms of compensatfon and incentives. :

15. Question. As a part of the conduct of your business, do you discuss with
executives who are contemplating changes of positions the factors which {mpel
:ger;likw?make such changes such as salary, retirement plans, stock options, and

e like 4 o

Aunswer. Deflnitely so. ’ :

The {ssue of compensation 18 covered most thoroughly in every instance and
questions as to stock options almost always arise. ' ' o

I have found that the executive of today generally will not move from a posi-
tion with one corporation to another for a salary increase alone. The additional’
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amount which he would have left after taxes, oven ot a subatantial increase,.
{6 50 negliglble as to constitute onty a slight inducement.

Thero 18 an inslstence by the executive upon some form of compensation
whereby Lo may provide for his future.

The form of compeusation which is belng more and more emphasized by
toduy's executiver, in this connectlon, is a stock option. Ordinarily the moat
feanible method for an executive to moquire some capital is the stock option,
Furtherinore, the modern executive, in my experience, likes to have a feellng:
of ownership In the euterprise of which he is a part. Thereforo, a stock option
plan 18 vne of the best inceutives to attract hini,

18. Question. lave you found that stock options have constituted an effective
inducement In attewmpting to persuade an executive to Recept a new position?

Answer, Yes. In my oxpericnce In executive recruiting I have repeatedly
found that stock optlons have constituted a most effective induccment in bring-
ing to an opeu positionu a hlghlﬁ dosirable executive. In fact, becnuse many
an executive is “cemeunted” into his prescat position b¥ a retirement or pension
plan, it s my experience that he will ordinarily not Mmove untess there is a
potential fo reaplital gain,

17. Question. Would you please give ua some evidence of that fact?

Aurwer. Cortalnly. Ono example {8 & leading executivo currently with one
of the large Detroit automotive Arma who la considering a change of position.
Hia principal requiretuient as to a new poaition {8 a company with a generous
stock option plan. 1le has told me that he haa been unable to accumulate any
appreciable capital in spite of hia very high past salarles and extremely re-
sponsible positions and that this is the reason he desires & change. He has
asked me to secure for him at least 10 company proxy statements {n order that
he could get an “average’ of the stock option plans of these companies. The
companies requeated with such stock option plans are: Montgomery Ward;
Sears, Roobuck; McGraw-Edison Electrie; Whirlpool; Motorola; Colgate-l’alm-
olive; Procter & Qamble; Orane; Cowmmercial Solvents; and St. Regls Paper.
He has informed we that he will not go to & company not having an attractive
stock option plan,

Another typlcal example is that of a very able individual who was executive-
vice prealdent of a Hartford Conn., machine tool company and I secured him to
serve as presldent of & Cleveland machine tool company. Before this individual
would leave liartford to come to Cleveland, he received from the board of
directora | specific commitment aas to an attractive stock option. Only upon the
signing of this agreement, would thls individual accept the post.

Another example 18 that of an extremely able executive with one of the lead-
ing pharmaceutical and cosmetic irms who was not ready to move to a com-
petitor'a irm until he was guaranteed 2,000 shares under & stock option plan.
Upon agreement, he shifted to the competitor.

I consider the foregoing examplea to be typical of my experience.

18 Queation. How many men placed by you in the past 10 years received
atock options or promises of them ar Inducements to accept the new positiona?

Anawer. Based on the pertod of wmy assoclation with Wright-Porter, Inc., and
the two previous consulting firms already mentioned in my testimony, there were-
an average of five to seven senlor executives placed annually who either received
stock options immediately upon reporting for assignment to their new connection
or were informed that a stock option program was assured in the future. Many
others, of course, diacussed the avallability of stock option, elther immediately,
or ultimately, in connection with their placement.

18, Quesation. Based upon your experience in securing key perronne], what
ia your opinion as to the importance of stock options as a motivating force in
inducing such personnel to accept positions?

Answer. Based on my experience, it 18 my oplinlon that the stock option is
one of the chief means of attracting an individual from one position to a higher
poaition In another company and that its importance in this respect will inerease
even further. A salary is subject to heavy taxation; a peusion is something-
that is now being taken for granted. On the other hand, the stock option, the
executive feela, can provide cavital necessary for the future of himself and hir
family. the added enloyment of his retirement and the passing on of even a lim-
ited ostate to bis children.

20. Queation. Please describe some specific {nstances in which corporations:
have failed to get good nien because of the absence of stock option plauns.

t
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Auswer. Oue recent exaluplo is that of an executive I was attemptiug to get for
a food compuny. My client falled to attract the most eligible individu beca»m
that Individual would have had to give up a desirable stock opilon held by h
with his preseut company and wy cliont was unable to match this stock option.

21, Question, You Lave now testitled us to the importance of stock option plans
as Instrumceutalities for getting key personncl. Ius it been your experience that
stock optlons are effective Instruments for a corporation to retain koy personnel
against the competing bids of other employers? ‘

Answer., Yes. I know from experionce that extremely able men have refused
to leave thelr exlsting positions because if they did sv they would sacrifice thelr
existing xlock vptiony, Stock options anchored them to their positlons.

22. Question. Would you please give speclfic exatuples of situations in which
an executive hus refused to take & position with a new employer because of
his rights under a stock option plan with his present employer?

Answer, Yes. Oue oxuuple relates to un able executive of the Standard
Oll Co. of Now Jersey, who had served with that compauny for 27 years. He
was belng bid for by a small metal-stamping firm 1o northern New Jersey, and
gave a great deal of consideration to the opportunities available to him in this
smaller firm. After lengthy dellberation, he reported that he could not accept
an offer from this small manufacturer because he would thereby lose the stock
option grunted to him by Standard Oll of New Jersey. ‘

23. Question, Would you please glve some specific examples of situations in
which companles have lost key persounel beciuse they did nat provide such
personnel with stock optlona?

24, Question. Ilave you had experlience in the placing of new men who are
Just startiug on a business career, that is, have you assisted in placing them
g ud’\'lsmx them as to where they should go and diacussing their plans with

em . ‘

Answer. Yes, I have had such experience with literally thousands of cases.
This wus my work while on the ataff of the Harvard Business School, Even
today, 1 have a greut interest, quite aside from my job, in advising young men
In starting a business career. 1 am counstautly being requested by the parents
of young men or the young men themselves to give advice as to a career. For
example, a few weeks ago four Individuals came to my home in Cambridge on
one Saturday alone to discuss this very problem with me.

28. Question. Can you state whether or not, In your experience, stock
options, even though not immediately avallable, are among the considerations
which they take into account?

Answer. Whtle there ls not the same emphasis on stock options in the minds
of the younger men, the subject penerally arises and my advice to them is to
get with a firm having a pollcy of stock options because such stock options will
one day, if the men work out, be available to them. :

My experience is that the presence or absence of a stock option plan in a
given corporation or industry welghs heavily with the young men in deliber-
ating on a position.

20, Mr. Wright is working on any helpful data which he may be able to se-
cure as to publle utilities.

27. Question. As a result of your experlence, is it your opinion that a com-
pany which is precluded from offering a restricted stock option plan is at a
disndvantage in securing personuel for its respousible executive positions? .

Answer. Definitely so. The stock option, as I have already testified, appeals
greatly to the respon«:ible executive. He sees in it the opportunity of a capital
gain, depending upon the success of the business in the management of which
he i3 participating, which Is possible through no other medium. A company
which cannot gffer this inceative i3, therefore, gt & great disadvantage. _

28. Question. What, in your opinion, would be the effect of such competitive
disadvantage. u?on the quality of key personnel which would be attracted to
the company or industry suffering under such a disadvantage?

Answer. In my opinlon, “mediocrity” in the executive pyramid is practically
an assured end result of such a policy. It {8 my experience that good men are
increasingly demanding that they recelve some recognition for their parsc in
serving management well. Such good men increasingly tend to shun companies
without stock option plans. . Men of proveu abllity expect some shere in the
benefits of sttoccess. - : i A

20. Question. On the basis of your experience and knowledge, is it you
opinion that stock optlons are gppropriate and conducive to the economical a,m;

3 .
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efficient operation of a publicly held corporation and that such a corporation
geuerally gets full value for the stock options it issues?

Answer. Yes. In the first place, a corporation can give the same amount of
after-tax compensation by means of stock options far more cheaply than by
means of salary. This necessarily follows under our tax laws. - In the second
place, T have found that the efficient and economic operation of a corporation
depends upon the ability of the corporation to attract and retain individuals of
the greatest possible executive capacity. As I have already testifled, stock
options are a prime basis for attracting and retaining such individuals,

In the third place, the granting of stock options gives the executive a stake in
the economical and efficlent operation of the corporation by which he is employed.
Obviously the more efficlent the operation and the lower the cost, the greater
will be the net worth of the corporation and of the stock in the corporation to
which the executive is entitled through exercise of optlons. In the fourth
place, the corporations which T have advized and aided in executive recruitment
have found that they did receive great values through stock option plans. And,
&8 1 have testified, T know that the ability of these corporalons to attract and
retain persons of top cexecutive ability has depended, to a large extent, on the
availahllity of stock options,

80. Question. As a result of your experience and knowledge, Ia it your opinion
that the availability of stock options {n a corporation generally promotes the
interests of the stockholders of the corporntion and the consumers of the
corporation’s products?

Auswer. Yes. On the basis of my experience, I have found that the lssuance
of stock options gives the option holder a stake in the corporation and in the
value of the corporation’s stock. As s potentlal stockholder, he has a direct
interest in Increasing the value of the stock through, among other things, the
efficient and economtic operation of the enterprise. This certainly benefita the
stockholdera. It also should benefit the consumers.

Furthermore, as far as the stockholders are concerned, it costs the corpora-
tlon—and therefore the stockholders—considerably lesx to give an executive
the same amount of after-tax compensation by means of stock options than by
means of a salary. )

Finally, the great help which stock options give to a corporation in retaining
and hiring able executive personnel, of necessity results In benefits to both
stockholders and consumers.

CONTROLLERS INSTITUTE OF AMERICA,
New York, N.Y., July £8, 1961,
Hon. THARRY Froobd BYrb,
Chairman, Senate Finance Comnmittee,
Secnate Oftce Ruilding, Washington, D.C.

DEAR SENATOR BYRD: We appreciate the opportunity to present to the Senate
Finarce Cemmittee the views of the Committee on Federal Taxation of Con.
trollers Institute of America with respect to Senate bill 8, 1825 on Employees’
Stock Options under Internal Revenue Code Section 421.

The Controllers Institute {s a financial management organization with a mem.
bership of more than 5,000 financial and accounting officers of leading compantes.
Thelr respousibllities normnally include responsibility for controlling costs and
the evaluation of programs, plang, and expenditures to insure that thelr corpo-
rations receive the maximum return therefrom, Our committee opposes the
adaption of Sfenate bill 8. 1628,

Stock ownership in the employer corporation is the most direct method of
giving employees the incentive to achleve company and stockholder objectives.
By providing employees with a means of sharing in the profits of successful
operation, the company and its general shareholders can be more assured of
continning devotlon to their best interests which wlill produce profits. The
employee Is thus put in the same position as a proprietor or a partner with )
direct interest in profit or performance.

Stock option plana are designed as &:means of securing the benefits of em-
ployee stock ownership more readily and advantageously. Stock option plans
are usually approved by the shareholders before becoming operative, and such
approval ig a clear indication of stockholder appreciation of the benefits which
can be achleved from such ownership. The Securities and Exchange Commis-
sdon, In a recent release, stated that “options do in fact, constitute a material
factor affecting executive recruitment and retention.”
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Employee stock ownership is vital to successful corporation operation in to-
day’s economy. Particularly with younger managerial talent, high personal tax
rates and high costs of living “up to the job"” make it almost impossible for any-
one not blessed with inherited wealth to accumulate the necessary capital to
purchase stock. A stock option plan, properly qualified, admittedly provldel
an economic interest in the growth of the company.

Internal Revenue Code Section 421 was designed to encourage the development
and retention of talented employees, that i8, only options issued to employees
qualify as restricted stock optlons, the option must be personal to the employee
(he cannot transfer it), the price of the stock purchasable under the restricted
stock option cannot be less than 83 percent of the market value of the stock
on the date the option was granted, sale of the stock purchased under a restricted
stock option must be at least 2 years after the date of the granting of such
option, et cetera. Senate Report No. 2375, 81st Congress, 2d session (1950),
justified enactment of section 130-A of the 1839 Internal Revenue Code, deal-
Ing with “employees’ stock options,” the predecessor to section 421 of the 1954
Interannl Revenue Code, as follows: .

¢ ¢ & Such optlons aire frequently used ag incentive devices by mrpomtions
who wish to attract new management, to convert their officers into ‘partners’
by giving them a stake in the busluess, to retain the services of executives who
might otherwise leave, or to give thelr employees, generally, a more direct
Interest in the success of the corporation.

“¢ » ¢ The rule applied under existing regulations is that an employee ex-
ercising an option to purchase stock from his employer corporation receives
taxable incone at the time the option is exercised to the extent of the difference
between the market value of the stock at the time of exercise and the option
(or purchase) price. The difference is taxed as ordinary income, rather than
as capital gain, on the theory that it represents additional compensation to
the employee. Since the employee does not realize cash inconie at the time the
option ir exercised, the imposition of a tax at that time often works as a real
hardship. An immediate sale of a portion of the stock acquired under the op-
tilon may he necessary in order to finance the payment of the tax. This, of
course, reduces the effectiveness of the option as an incentive device.

“s & ¢ Under your committee’s bill, no tax will be imposed at the time of the
exercise of a ‘restricted stock option’ or at the time the option is granted and a
gain realized by the sale of the stock acquired through the exerclse of the op-
tion will be taxed as a long-term capital gain. Such treatment I8 limited to the
‘restricted stock option' for the purpose of excluding cases where the option
is not a true incentive device. Options which do not qualify as ‘restricted stock
options’ will be continued to be taxed asunder existing law.

“¢ ¢ ¢ Thus, under the bill, the employee will recelve special treatment only
if he remains in the employment of the company for a substantial period after
the time when he acquires the option and actually invests in the stock of the com-
pany for a considerable period.

“¢ ¢ ¢ Since the options which quglify for specinl treatment are regarded as
incentive devices rather than compensation, no deduction is allowed the cor-
poration under section 162 with respect to a transfer of stock pursuant to a
restricted stock option.”

Natlonal interest is focused directly, today, on the problem of stimulating
economic growth in the Unlited States. Recognition I8 universal of the part
which must be played in such growth by the Natlon's corporations, large and
small. Equal recognition must be given to the fact that such growth will de-
pend in a large measure on the effort and interest of persons employed. This
effort and interest has suffered in recent years as ordinary rewards for the time
and strain involved have been taxed so heavily as to render them increasingly
ineffective. If the Nation is to obtain maximum results trom its available
manpower In the years ahead, it must seriously consider the retention of in.
centives—such as stock options—for successful performance. Section 421 of the
Code should therefore be retained—not déstroyed, a8 would be the case with
the enactment of 8. 1625. .

Respecttully submitted.

FRANK V. OLDS,
ORairman, Committee on Federal Tazation.
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Hon, Hlarsy FrLood BYgD, .
Chairman, Scnate Commiitee on Finance,
U.8. 8enate, Washingion, D.C.

Dran SENaToR BYrRb: We were unfortunately unable to be represented at the
beerings held last week by your committee on the proposal contained in 8. 1635 to
modify section 421 of the Internal Revenue Code of 1954. It was with some
concern, however, that we noted that the testhnony which waa presented at
these hearings was directed almost exclusively to discussion of the so-called
incentive type stock options which are offered for the mast part only to top
management people. We believe there is considerably more at stake in this
xgmatt:)r than would appear from the material presented to you at the public

earings.

It appears to us that the termination of the restricted stock option provisions
of sectlon 421 would deny the modest advantages presently contained in the
law applying to the capital-ralsing type of stock-purchase plan which is now
used by many business organisations a4 well as to the incentive or compensatory
type of option used by sowe others. This could work a substantial havdship on
those corporations using the restricted stock option provisions, not to provide
compensation but as an essential part of their equity inancing programs. This,
I bellieve, would be & most unfortunate development.

It is generally conceded that additional compensation {8 an essential element
of the incentive option which iz offered excluslvely to top management em-
ployees. As compensation for his efforts, an executive is glven something of
value, perhaps of great value, in the form of an option to purchase stock, with
no prior investment on his part. The person holding such an option may never
exercise it and never make any investment in the business unless the stock
rises substantially in price. The business reason for granting an option of
this kind is to provide a type of deferred compensation for the executive and for
this reason such options may serve a very necessary purpose. These options,
however, are in no way related to the need for additional capital in the businecss.

The purpose of the capital raising purchase plan arrangement is quite different.
As in the case of this company's employees' stock plans which have been in
operation from time to time since 1018, the primary purpoee is to ralse capital as
needed by the business by extending to employeos generally an opportunity to
purchase stock of the corporation on terms no more favoradle than is considered
necessary to produce the desired participation. Our employees’ stock plans have
provided, In the great expansion periods following the two World Wars, over 12
percent of the common stock capital raised by the Bell System and are providing
a significant portion of current equity capital requirements. Offerings under such
plans are not limited to top management, but, on the contrary, include the em-
ployee body generally. In our own case, a total of 893,000 employees of American
Telcphone & Telegraph Co. and ita subsidiaries, not including the officers of this
company who are specifically ineligible, are currently participating in our plan.
Furthermore, the definite limitation as to the number of shares which may be
purchased under such plans ir designed to permit participation on a modest
scale by employees in all classifications over an extended period of time through
installment payments.

Our plans are not intended to provide additional compensation to the em-
ployees, The differential between purchase price and market value represents
only the reasonable underpricing necessary for the siiccessful marketing of new
stock in the necessary amounts. Fqually important, our plans afford employees
an opportunity to save systematically and are designed to Induce employees to
{nvesat thelr zavings in the business of which they are so integral a part. I belleve
that this {s important to the economy of the Nation since it glvea emnployees an
ggp!ortunlty to acquire a stake in the American free enterprise system on a fair

sis,

Unfortunately this type of arrangement will be in jeopardy should the re-
atricted stock option provisions of rection 421 of the Internal Revenue Code be
terminated. It is our bellef, however, that those who advocate the repeal of
these provisions do not wish to see unwarr{mted limitattons or unneeded con.
trols placed on the capital raising type of option. The Incentive or compensatory
type option har a distinet function in our economy as has the capital raising
type. Inasmuch as each has its own unique business purpose, one type of option
should not be confused with the other and these inherent differences should not
be overlooked. -

AMEBICAN TELEPHONE & TEXomAPH Co,
. New York, N.Y., July 28, 1961,

ok



STOCK OPTIONS 181

We strougly urge, therefore, that in considering any modifications of section
421 of the code, no change be made which would eliminate the modest advantages
now contalned in the law which make possible the widespread use of capital
valsing stock purchase type arrangements such as those presently in use by this
and many other growing businesses in our Nation.

If it 1s not too late to do so we respectfully request that this letter be included
in the record of the hearings by your committee relating to 8, 1625.

Sincerely yours,
A. L. 810171, Vioe President and Comptroler,

MAOHINERY & ALLIED PRODUOTS INSTITUTSE,
Washington, D.C., July £8, 1961.
Hon, HARRY F. BYRD,
Chairman, Commitice on Finance,
U.S. Scnate, Washington, D.C.

I'rorosaLl To RErgAL THE RESTRICTED STOCK OPTION PROVISIONS OF THE INTERNAL
RevENuE Copk

DEAR Mg, CrAmRMAN: We appreciate the opportunity to present the views of
the Machinery & Allied Products Institute with respect to 8. 1625 which would
repeal the current provisions of tax law concerning restricted stock options.

he institute and its affiliate, the Council for Technological Advancement,
represent the capital goods and allled Industrial equipment Industries of the
United States. S8kllled, efliclent, and experienced corporate executives, dedl-
cated to the welfare of the corporations by which they are employed, are of
crucinl importance to the capital goods ng well as to other industries. Adoption
of the proposal currently pending before this committee is likely to deny to
industry the use of one of the most effective avallable incentives to superior
executive performance—the restricted stock option, ‘

TAX TREATMENT OF BTOCK OPTIONS

Section 421 of the Internal Revenue Code provides that no tax will be imposed
on “restricted" stock options—i.e, employee stock options qualifying under
certain specific statutory criteria—until the employee sells the stock, When the
option price i{s 85 percent or more of the market value of the stock at the date
the option is granted, the ultimate gain (the difference between the purchase
price of the stock and the proceeds realired upon ita sale) is taxable at capital
gains rates, If the option price is less than 95 percent but at least 83 percent
of the market value of the rtock at the time the option is granted, A somewhat
different rule is followed. The gain 18 not taxed untll the employee dlsposes of
the stock, but the lesser of the difference between the option price and the fair
market value of the stock on the date of grant, and the option price and the
market value on date of sale, i3 taxed as ordinary income. The balance of the
galn, If any, is treated as a long-term capital gain, If an employee rtock
option does not qualify as a ‘'restricted” stock option, the tax treatment is
entirely different. Tax Is imposed at the time the option {8 exercised and the
stock I8 acquired; the gain represented by the excess of the market value of the
stock at the date of exercise over the option price is taxed as ordinary incone.

THE PROPOSAL TO REPEAL BTOCK OPTION PROVISIONS

8. 1025, introduced by Senator Gore, a member of the Committee on Finance,
would in effect repeal the special treatment afforded stock options by amending
section 421 of the code to provide that employee stock options granted after April
14, ‘1961, the date the bill was Introduced, could not qualify as restricted stock
options.

There appears to be a presumption underlying this bill that the present code
treatment of restricted stock optiona constitutes an unwarranted tax gimmick
which was added to our tax law without adequate justification. We suggest
that the baslc reason for enacting the restricted stock option provision—providing
specific incentive for corporate executives to acquire a proprietary interest in the
corporation for which they work-——was sound at tho time the Finance Committee
recommended adoption of this provision in 1050, and continues to be sound.
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* As we understand it, the bill's sponsor has announced that he will attempt to
adad this bill to the next House-passed tax measure reaching the Senate. Thus,
there apparently will be only 2 days of public hearings before the Finance Com-
mittee on this proposal, following very short advance notlce, and no hearings at
all before the House Ways and Means Committee. This secins to us a highly
undesirable means of considering what would amount to repeal of a key code
provision which has now been In effect for over 10 years.

DESIRABILITY OF EFFECTIVE INCENTIVE FOR CORPOBATE EXECUTIVER WAS RFASON FOR
ENACTMENT OF RESTRICTED S8TOCK OPTION PROVISION

As this committee is well aware, the tax treatment of employee stock options
had aroused conslderable controversy prior to enactment of the current code
provisions relating to restricted stock options. In Commisgioner v. Smith (324
U.S. 177 (1045)) the Supreme Court required an employee to include in his
gross income the difference between the price at which he purchased stock under
an employce stock option and the market value of the stock at the time the
option was exercized. This decision led to Treasrury regulations in the following
year under which the general rule af the Sméth case was in effect applied to all
employee rtock options. Subsequently, there were recommendations from a num-
ber of taxpayer groups that tax not be imposed on employee stock options untll
ultimate rale of the optloned stock. The House in 1848 approved special tax
treatment but only for certain narrowly defined employee stock options, termed
“restricted” stock options. This approach was approved in 1850 by this commit-
tee, added to the Senate version of the Revenue Act of 1050, and accepted by the
House in conference.

The restricted stock option provision of that act, section 130A of the 1939 code
(which {= now, with certain amendments, sec. 421 of the 1034 code), was ap-
proved hy this committee with the following explanation, which now seems to
merit renewed emphasls.

“Your committee’s bill (see. 220) establlshes a new set of rules for the tax
treatment of certain employee atock options. Such optlons are frequentiy used
as incentive devices by corporations who wish to attract new management, to
convert their officers into ‘partners’ by glving them a stake in the business, to re-
tain the services of executives who might otherwise leave, or to give their em-
ployees generally & more direct interest in the success of the corporation.

“At the present time the taxation of these optlons Is governed by regulations
which impede the use of the employee stock option for incentive purposes. More-
over, your committee believes these regulations go beyond the decision of the
Supreme Court in Commiagioner v. Amith, (324 U.S. 177 (1843)). The resulting
uncertainty as to whether these regulations are in accordance with the law is an
additional renson for legislative action at the present time.”

We contend that these basic reasons which led to the adaoption of special tax
treatment for restricted stock optiong in 1050 are equally valid today.

Consideriation of 8 1625, together with the remarks of Senator Gore at the
time of its tntroduction (Congressional Record, Apr. 14, 1061, at p. 5508}, raises
for legisintive review a variety of questions. I= the restricted stock option a
means of unjust enrichment by and for “the fnsiders"? Is it unfair to ordinary
shareholders? Does it result in a serlous revenue loss to the Treasury and an
unequal distribution of the hurden of taxation? IWhat of its effecta on the small
business? Finally, Is the continued special tax treatment of the restricted stock
optton in the public interest?

These are entirely proper questions for study and deserve the committee's most
careful consideration. We are constrained, however, to ohserve that the haste
with which this hearing was called and the very brief period which so far has
been nllotted to there hearings seem to us hardly conducive to the kind of ex-
hauative study which they require. Suppose we reverse the order of the ques-
tions raized above and conslder first the ultimate queation—ir the current special
tax trentment provided the restricted stock option in the public interest? We
belleve it is.

It is by now commeonplace that among the economic resources of the United
States none 1s more scarce than managerial talent. Since corporations provide
the hulk of jobs in the United States and furnish a maior srhare of all revenue to
the Federal Government, it seems wholly in the public interest to provide legisla-
tively & tax framework for effective use of a device permitting corporations to
attract and retain the best possible managerlal talent.

]
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If we accept this proposition as true, it becomes necessary only to inquire as.
to the eflicacy of the stock option device and as to its effects upon shareholders,
revextxlue. small business, ete. We turn now to brief consideration of these
questions.

Stock options permit managers to acquire a propriciary interest in their
oompanics—The great majority of business executives are not men of accumu-
lated wealth. Although most would like to acquire a proprietary interest in
the corporations which they serve, generally they lack the capital necessary to
purchase more than a nominal amount of the corporation’s stock. The probiern,
therefore, has been to provide these executives with a means by which they
might acquire such a proprietary Interest and the restricted stock option has
proven to be suited to this purpose. '

As emphasized by Prof. Dan Throop Swmith and others, the realization of a
corporation’s full growth potentlal requires long-term investment, substantial
and continuing research und development, maximum productivity over the longer
term, quelity products, and cowmpetitive prices. Such objectives are clearly in
the long-term interests both of shareholders and of the Government, sinco their
reallzation will tend to incrcase the value of shares held and will tend to
increase both employment and revenunes from the standpoint of the Government.
But that cannot be realized by management policles orlented largely, if not
wholly, to the maximization of profit—for purposes of bonus or profit sharing—
in the short run. Obvlously, some means must be found to bring about cofnecl-
dence of interest between corporate owners and corporate managers. The
restricted stock option provides that means.

We should add that there is no intentlon of suggesting or even implying that
corporate executives would not otherwise act in good conscience for what they
cousider the best interests of their corporate employers. But in the absence of
& clear alinement of interests between owners and managers—such as the stock
option produces—there ir apt to be a concentration upon short-run sales and
profit objectives.

The effectiveness of the stock option in achieving this tdentity of interests
between shareholder and corporate manager {8 well put by Mr, Henry Ford II,
chairan of the Ford Motor Co., in his article in the July-August 1961 issue of
the Harvard Business Review entitled “Stock Optlons in the Public Interest.”
Mr, Ford had this to say:

“1. It represents an opportunity for gain that is especlally sought after, but
that will be realized only if the stockholders benefit.

“2. It establishes A proprietary interest which alines the executive's personal
interests closely with those of stockholders and thus, from thelr standpoint,
affects favorably his day-to-day business actions and decisions. Specifically, it
s!trm:’gtheus his interest in the long-terin growth and health of the organisa-
tlon.

Importance of atack options ‘to small companicse.—This committee has heard
testimony regarding the important role that stock options can play in helping
a small corporation compete successfully against larger rivals. We have no
wish to repeat this testimony, but its main features deserve reemphasis because
we think they are vitally important to the committee's consideration of S. 16253,

In general, & small corporation which has potential for future expansion may
find the use of restricted stock options & nearly indlspensible method of com-
peting effectively with its larger rivals in securing and retaining effective man-
agement. The stock option enables the small corporation to offer a substantial
stake in the husines: to its key executives who might well be lured away by
larger corporate rivalg who are in a position to offer considerably higher salaries,
It 13 of course true that such rivals are also able to offer stock optlons, but
the key point here is that the interest which may normally be acquired {n a
smaller corporation through use of stock options is ordinarily much greater pro-
portionately and in a proprietary sense than the interest which may be similarly
acquired in larger corporations. This being the case, it hardly seems to be
a propitions time for the Congress to be consldering repeal of the restricted
stock optlon provigions of the Code, an action which seems much more likely to
hinder rather than to help smaller business, to the detriment of competition
generally.

We are very impressed by the testimony of Dr. Herbert W. Robinson, presl-
dent of CEIR, Inc, presented during the current hearings, and particularly in
the following observation:

“CEIR could not have obtained the highly trained professional and executive
talent which is essential to a service organization such as ours on the basis of
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salary alone. Nor would our company bhave beunefited from the many hours
of unpaid overtime and that extra devotion to duty which our key employees
have contributed to our company because they owned a stake in its success.
This was made possible only because we could offset the relatively low salaries
which CEIR could afford, coupled with an uncertain future in a new company,
with employee stock options and the opportunity to become owners of increas-
ingly valuable stock in thelr own company if it prospered.”

REVENUE CONBIDEBATIONS NEED CAREFUL ANALYSBIS

In introducing 8. 1625 Senator Gore stated that enactment of his bill is likely
to save at least $100 million In revenue. We feel that any such tax savings
are quite unlikely. Indeed, the revenue impact of the restricted stock option
privilege is in our judgment widely mmisunderstood.

Section 421 of the Internal Revenue Code covering restricted stock options
specifically disallows the cost of employee stock options as a corporate business
expense deduction. Accordingly, a corporation must pay 52 cents In taxes for
each dollar of compensation paid to its executives in the form of stock options,
where the 32 cents might be saved by the corporation from a tax standpoint
through use of other types of employee compensation which are tax deductible.
From the standpoint of the executive, the reciplent of the option privilege, he
will {n most cases ultimately be required to pay 25 cents in taxes on the stock
option dollar so that the total tax paid by corporation and individual on the
stock option dollar is in the range of 77 cents.

The only apparent revenue loss through the existence of section 421 comes
into play when the corporate executive recelving the stock optlon is in an
individual income tax bracket higher than 77 percent. We suggest that the
corporate executive recelving a restricted stock optlon Is as likely, and probably
more likely, to fall in a lower bracket.

Moreover, it would appear that Senator Gore's analysis of revenue considera-
tions not only ignores the tax deductibility factor but also is based on the as-
sumption that, in the event tax treatment of the restricted stock option privilege
is changed in the law, restricted stock options will continue to be as widely used
as under present circumstances.

In general, it 18 our conclusion that at the least Senator Gore's position on
revenue impact is greatly overstated; it is entirely possible that there would be
a net tax loss to the Government flowing from the statutory change he proposes.

In this connection may we refer to the extensive statement of Senator Carl
Curtis of Nebraska in the Senate on July 20 (Congressional Record at p. 12096)
which deals with the entire question of restricted stock options including the
revenue issue.

THE PROBLEM OF THE CLOSELY HELD CORPORATION IN UBING THE RESTRICTED 8TOCK
OPTION—A BUGGESTION FOR CONGRESSBIONAL S8TUDY

It has heen noted in the current hearings before the committee that it is very
difficult for a closely held corporation to establish a market value on its stock
in such & way as {0 anable it to meet the quaiification requirements for restricted
stock option treatment. We concur in recommending that the committee give
special consideration to this problem. The restricted stock option is in our
Judgment, as we have indicated above, a very effective competitive device for
smaller business. If it Is possible to make restricted stock options more gen-
erally available for use by closely held corporations which more frequently than
not fall in the smalier size category we feel that Congress will have taken & most
constructive step in the stock option area.

Some problems connccted swith the restrict>d stock option.—In his testimony
fn these hearings. Mr. Michael Warls, Jr., associate tax leeislative counsel of the
Treasury Department, has called attention to n number ot prodleins in the stock
option area to which the Treasury {8 now giving attention and which he suggests
should receive full conslderation before any afirmative action is taken on a
measure a8 sweeping as 8, 1625. We agree with Mr, Waris’ suggestion that addi-
tional study is required on certain current problems concerning restricted stock
options as well as the likely effect of ebactment of a full repeal of the current
code provision.
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For example, it would seem to us useful in any full consideration of 8. 1625
or eimilar legislation to consider the holding period for corporate shares, the
establishment of option price for shares of closely held companies, and the re-
pricing of stocks on which options are offered. i

This concludes our statement on 8. 1625. If we can provide any further infor-
mation please let us know.

tfully, )
CHARLES STEWART, President.

STATEMENT OF THE AMERICAN FEDERATION OF LABOR AND CONGRESS OF INDUSTRIAL
OROANIZATIONS ON SENATE BILL 1625 SUBMITTED BY ANDREW J, BIEMILLER,
DIRECTOR, DEPARTMENT OF LEGISLATION

The AFL-CIO wishes to be recorded as being in complete support of Senate
bill 1625, introduced by Senator Albert Gore of Tennessee. This bill would
amend the Internal Revenue Code of 1954 80 as to terminate the special tax
treatment now accorded certain wmanagement executives.

Stock options provide unwarranted privileges for the few to aid their rapid
enrichmnent at the expense of ordinary employees, other stockholders, and Ameri-
can taxpayers generally. The stock option privilege is morally indefensible.
It should be terminated immediately.

Stock option plans are a classic exampie of how the preferential treatment
of capital gains income has been exploited to favor upper-income taxpayers.
Under these plans, corporation employees—usually high-ranking executjves——
are permitted to buy stock in the corporation at a favorable price, normally
below market value. If the stock 1s then held for 8 months, the profit on a
aubsequ)ent sale is taxable at the lower capital gain rates (a maximum of 26
percent).

One special advantage of the stock option plan is that the holder of the optioa
does not have to exerclise it at any one time. He can wait to see whether the
price of the stock goes up. Then he can utllize his option at a price well below
the market price and thus obtain a handsome profit without any of the risk
normally assoclated with buying stock.

Another advantage Is that he needs to exercise only part of his option at any
one time. For example, an individual could utilize part of his option, and after
6 months sell the stock he has so acquired at a proit. He could then use this
profit to buy the additional shares of stock due him under his option.

To cite a specific case, the Ford Motor Co. in 1958 granted its chairman an
option to buy 6,000 shares of Ford stock at $315 a share. Between then and
1938, a stock split of 15 for 1 increased his option to 90,000 shares at $§21 a share.
He bought the shares at this price, for a total investment of $1,890,000. On
December 31, 1959, these 90,000 shares were worth $6.3 million more than their
cost. It he sold the shares at this point, his profit, after taxes, would average
out to more than $670,000 a year for the period since the option was granted.
He would have had to earn a salary of over $3 million a year to have that much
left after taxes.

To cite another, the president of Goodyear Tire & Rubber Co. was also well
treated under his company’s stock option plan. In 1950 he was given an option
on 9,000 shares at §59 a share, From 1852 to 1955 he exercised his option, pay-
ing a total of $531,048. By the end of 1958, because of stock splits and stock
dividends, the shares he purchased were the equivalent of 126,430 shares, worth
$5,284,732 more than he paid for them. If he had sold all 9,000 shares at that
time be would have netted $3,003,549 after taxes. His average profit for the
f-year period since the option was granted would have been $440,394 a year,
In order to have this much left from his salary after taxes, he would have had
to earn more than $3 million a year.

Nor are Ford and Goodyear the only companies that treat their executives
well, More than half the comapnles llsted on the New York Stock Exchange,
and many unlisted companies, have such stock option plans. These are usually
avallable only to upper {ncome individuals, and cost the Treasury an estimated
$100 million a year, Some corporations, such as the American Crystal Sugar
Oo., even provide interest-free loans to executives for their stock option

purchases.
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Even if the stock Is not held long enough to benefit from the cut-rate capital
gains tax, stock optlous still permit large profits with no risk. In an article in
the July 1839 issue of Harper’s Magazine, Bernard Nossiter pointed out that
“U.S. Steel 1ast year gave 120 of its executives options on 131,000 shares at $55.
This spring, the stock had risen $40 a share aubove this. Any time a top steel
executive needed cash, he pickéd up his telephone, told the company treasurer
to 1ssue him a few thousand of his optioned shares, and told his broker to sell
them at the market price. Thus, our executive cleared $40 & share with two
telephone calls—and without investing a cent of his own money.”

What if stock prives go down after the option is issued? This happened to
‘the Chrysler Corp. Chrysler executives naturally did not use the options at the
‘higher prices. Instead the corporation issued them new options at a price that
permitted them to make a protit. Alcoa—the Aluminum Corporation of
America—Iis another company that did the same. In 1938, Alcoa granted its
executives an option to purchase 198,000 shares at $§117.25 a share. The market
price of the stock dropped to §76 in 1037 and continued to decline in 1058, In
March of that year, a committee comprising the six highest-paid directors and
ofticers of Alcon voted to exchange the old options for new ones at a price of
$6%.530 n share. Four of the six nembers of this committee were in a position
to benefit from this exchange.

The rationalization for this favored treatment for stock options is that they
are not income, but rather are given to provide executives with an interest in
the well-being of the corporation and ga incentive to improve its profits. Pre-
smnably the executives’ salaries also provide them with interest and incentive—
yet these are subject to ordinary lncome {naxes.

Stock options are particularly open to abuse because for all practical purposes
they are voted Into existence by those who benefit from them. Although such
plans have to be approved at some point by the stockholders, this approval is
usually routine., Some stockholders, however, have vigorously opposed stock
option plans. because the exercise of stock options at less than the market price
by the corporation’s executives reduces the share of the business held by each
of the other stockholders. When the shaves are sold to executives at less than
the market price, all the other shareholders suffer a loss.

In addition to the way stock options bleed the equities of the other stock-
holders, this tax gimmick also unconscionably plays favorites among employees.

While millions of wage and salary earners are required to pay taxes on thetr
compensation at the regular progressive Federal income tax rates, a favored
few executives—who are already among the best off—enjoy an unethleal and
unjustified legal tax shelter.

Finally, the estimated $100 million which is mulcted from the Federal Treasury
by stock option recipients each vear has to be made up by levies imposed upon
the rest of the taxpaying population. :

The stock option privilege is an outrageous piece of class legislation. It should
never have been allowed to appear on the statute books a decade ago. Now,
it is high time to end this monstrosity and take it off.

Senator Gore. The committee stands adjourned. )
. (Whereupon, at 8:45 p.m., the hearing was adjourned, subject to
the call of the Chair.) : o



