Semiconductor Case Study:
Intel Opposes Mandatory Stock Option Expensing

The effects of stock option expensing would not only negatively affect
semiconductor start-ups, but also corporate giants, such as Intel Corp., which
relies heavily on stock options as a part of the company’s employee
compensation.

Intel Corp.’s chairman, Andy Grove, and the company’s chief financial officer,
Andy Bryant, have debated and lobbied hard against mandatory stock option
expensing over the past several months, as stated in an August 2002 Wall Street
Journal article, “Boss Talk: Contrary Intel Won’t Expense Stock Options, but it will
Offer Investors Data About Employee Grants and Executive Compensation.”
Below is an excerpt from the article.

... Intel plans to provide a new level of detail about its stock-option
programs to enable shareholders to make more informed decisions
about approving them. The Santa Clara, Calif., semiconductor firm's
Form 10Q report will include a table that highlights option grants over
five years, the dilution caused by issuing the options, and the
percentage of the options that went to the company's five highest-paid
employees.

What Intel won't do is jump on the new bandwagon of accounting for
options each quarter as regular business expense. Mr. Grove insists
that expensing options doesn't confront the real issues—the potential
for shareholder dilution and excessive compensation of top executives.

"The AFL-CIO is going to demonstrate on Wall Street because they are
upset over high executive compensation, and they want to get
obstacles in the way of granting stock options," Mr. Grove said in an
interview. "What they should be after is executive compensation itself."

Mr. Grove argues that the "deafening rhetoric" is doubly misplaced in
the case of a company like Intel, whose broad distribution of stock
options has had the effect of spreading wealth generated by the
company to secretaries and factory workers as well as top managers.
While options represented a hefty 11.4% of total shares outstanding at
the end of last year, Intel's top five executives accounted for just 2% of
options granted through Dec. 31, compared with 18% to nearly 30% at
some companies, he says.

Moreover, Mr. Grove and Andy Bryant assert that the current
expensing fad could actually wind up making things worse. Among
other things, Mr. Bryant predicts that companies will simply urge
investors to look at earnings before option expenses -- a move back



toward nonstandard "pro forma" measures at a time when many
companies are trying to shift to generally accepted accounting
principles.

Options are a right to buy a stock at a locked-in price. They are issued
to give employees an incentive to help push their company's stock up,
so they can buy shares and resell them at a profit. When Intel was
founded in 1968, options were granted to professional staff,
representing about a third of the work force. In the mid-1990s, Intel
opted to make them available to all full-time employees. Like many
other technology companies, the chipmaker has used options heavily
as a recruiting and retention tool. Grants can range up to 200,000
options.

Intel has lobbied hard against mandatory moves to expense options,
arguing that its net income could be disproportionately affected. In
2001, the company estimated that expensing options would have
shrunk Intel's already-meager earnings that year from $1.3 billion to
just $254 million. That argument doesn't wash with critics, who believe
earnings are more accurately expressed by expensing.

Proponents of expensing argue that companies have treated
options as if they had no value, which defies common sense since they
have enriched many people. Mr. Bryant argues that their value is
already reflected in companies' earnings per share as dilution
increases the number of shares outstanding. Intel's new 10Q filing is
designed to illuminate dilution and distribution of options. It states a
goal of keeping new options issued each year to 2% of outstanding
shares.

The company came in above that goal last year, issuing net grants of
198 million options, or about 3% of outstanding shares. But grants
declined to 0.3% in the first half of 2002. Grants to Intel's top five
officers rose to 5.6% of total options issued in the first half of the year
from 0.7% last year, reflecting new grants to counteract the stock
market's downturn, but are expected to be 3.7% of total grants for the
full year, the company estimates.

Mr. Grove wants the heads of the board's audit committee and its
executive-compensation committee to begin making presentations at
Intel's shareholder meeting to help shareholders further decide
whether to approve or reject option plans.

These additional disclosures are likely to please corporate watchdogs
but may not entirely head off pressure to also change the company's
accounting ...



In another August 2002 Wall Street Journal article, “Discussion at Intel: the Two
Theories of Stock Options,” Andy Grove and Andy Bryant discuss the effects of
stock option expensing for two different types of companies, Theory N and
Theory B; why Intel opposes stock option expensing; alternatives to expensing;
and several other arguments they have on the issue. The following is taken from
this article.

In Andy Grove's world, the controversy over stock options comes down
to Theory N (for narrow) companies and Theory B (for broad)
companies. The first camp heavily distributes options to a narrow
group of top employees. Theory B companies, like Intel, believe in
broad distribution throughout the company to motivate and retain
employees at all levels. Here are excerpts of a discussion with Mr.
Grove and Chief Financial Officer Andy Bryant about the models and
how they fit into the options debate.

On the difference between the two approaches:

Mr. Grove: Consider what happens when a stock does well. The
consequence in Theory B companies is that a whole bunch of people
end up sending kids to college, buying houses, buying second cars
and the like. Everybody gets moved further in the economic spectrum.

In Theory N companies, a handful of people are rewarded in a very
extreme, leveraged fashion because of the large percentage of uplift
that comes to them. What happened in the latter part of the 1990s is
the combination of the Theory N companies and positive stock-market
conditions led to very high executive compensation . . . | find a
deafening rhetoric that almost equates executive compensation with
the use of options, without digging one level deeper to get at the
distribution issue.

On why Intel opposes expensing stock options:

Mr. Bryant: | would never deny there is value in options. But | would
argue that it is already accounted for in earnings per share. If you take
any other path, you are going to have a less accurate answer than if
you do it the way we do it.

Mr. Grove: My concern is that this debate over how the valuable
options should be reflected, in the profit-and-loss statement or in the
capital accounts of the company, should be done without a concern
over excessive compensation casting a shadow over it. They are two
different issues and you will not come up with the right answer to the
first one if you mix the two together.



On alternatives to expensing:

Mr. Grove: An option is a grant of ownership given by existing
shareholders to employees. | as a pre-existing owner decide how
much dilution of my ownership | want to give up for this motivational
purpose, and in conjunction with management, | control how that gets
distributed.

Shareholders have not exercised this right. Shareholders don't know
about it. This issue of distribution is completely buried. It's not that it's
not available, but it's kind of like hiding a pebble in the beach. It's
buried in the footnotes and the proxy statements. It needs to be
highlighted.

Mr. Bryant: Putting information on the profit-and-loss statement is not
going to make this information available. What's more likely to happen
is companies are just going to take a pro forma approach [highlight
earnings before options expense] . . . What Andy is suggesting is, let's
make sure that when you file your 10Q form, when you do your paper
work, when you do your shareholder meeting, no one can mistake it. |
know that I'm agreeing to 2% dilution.

On possible effects of expensing options:

Mr. Grove: If the pro forma charade happens, there would be
absolutely no change in our options. If that does not happen, there is
financial or perceived financial pressure to eliminate the new option
expense that lowers your earnings per share, which is the Holy Grail of
all corporate earnings, and people pull back on option grants -- I'm
going to ask what a Theory N company would pull back on, and how
many Theory B companies will retreat to a more narrow distribution?

Whose options are going to get cut, CEO options or technician
options? So all of those people who are demonstrating on Wall Street
ought to think . . . | don't think it's going to cut down on the funny
business.

On the reason for speaking out:

Mr. Grove: | think corporate America has acted less forthrightly and
aggressively under attack than one might wish. What I'm hoping to
achieve is for some of our colleagues to come out of their shell-
shocked state and speak up and debate and discuss this as well as
other issues.

Mr. Bryant: I'm part of the reason Andy is so fired up. Intel has a history
of doing the right thing. Every time | read about another company
saying, 'We are going to expense options because it doesn't matter
anyway,' it just drives me crazy.



On what conversations with other companies have been like so
far:

Mr. Grove: Heated. I've not had an unheated conversation with
anyone, except Mr. Bryant here. A close friend of mine -- | had dinner
with him on Sunday night -- it ruined yet another dinner. With Warren
[Buffett], another dinner was ruined. People are a little too dogmatic on
this subject. This subject deserves thought and analysis rather than
jingoistic table or chest pounding.



