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January 30, 2003

MP&T Director-File Reference 1102-00 1 RE: Invitation to Comment
Financial Accounting Standards Board Accounting for Stock-Based
Of the Financial Accounting Foundation Compensation: A Comparison of FASB
401 Merritt 7 Statement N0.123, Accounting for
P.O. Box 5116 Stock-Based Compensation, and Its
Norwalk, Connecticut 06856-5 116 Related Interpretations, and |ASB

Proposed 1FRS, Share-based Payment
Gentlemen:

The following comments are from an investor’ s perspective. They will provide input to
the FASB on matters that should be considered in determining whether changes should be
proposed to U. S. accounting standards on stock-based compensation.

As noted in “Issues For Respondents’ paragraphs four and five of the Invitation to
Comment, the respondent understands that the Board is not seeking comments regarding the
issues of whether or not stock options granted to employees result in compensation expense or
that they can be reliably measured at afair value at the grant date. But if the respondent feels
any differences not identified are significant the Board encourages those comments. The
respondent understands the existing standards were chosen to bring closure to adivi sive
debate rather than necessarily finding the best way to improve the financial accounting and
reporting.

A very special “thank you” to Mr. Tovey and the other members of the FASB research
and technical activities staff as well asthe other FASS senior staff members for their excellent
effortsin putting together thisfirst FASBIIASB comparative Invitation to Comment.

The respondent recognizes the mission of the FASB isto “establish and improve
standards of financial accounting and reporting for the guidance and education of the public,
including issuers, auditors, and users of financial information.” In pursuing this mission, the
objective and implicit benefit of issuing the new standard or the revised accounting isto
increase credibility, enhance the relevance and representational faithfulness of the financial
statements. The respondent believes his suggestions will provide a more under standable,
representationally faithful, and consistent measure of compensation expense by recognizing
the interaction between stock option programs, “ share-purchase” programs, and earnings per
share.




Commentsin response to “Issue 17: Please describe any additional disclosuresthat
you believe should berequired in order to inform a user of financial statements
about the economics of stock-based compensation arrangements.”

1. Revised and improved standards for stock option financial accounting and

reporting are desperately needed now to increase credibility and representational
faithfulness for the guidance and education of the public investor. Investor confidence,

the basis for our capitalistic system in corporate America, is being systemically destroyed.
The incentive to own stock is being removed. Not only do shareholders lose but
management, board members, employees, and even customerslose. It isa*“losel ose’
situation for all concerned. The Board must step up.

2. The present standards are not only making comparability of financial statements
very difficult for the average investor but most importantly they are allowing significant
amounts of cash flow to be used to purchase company stock with minimal consequences
to net income or earnings per share. These large amounts of cash used to *buyback” or
“repurchase” the company’ s own stock are being used to neutralize the dilutive effect of
shares issued under the company’ s stock option plans. Thisisillustrated in the following
tables 2-1 and 2-2. See Exhibits A and B for supporting documentation.



4. For those companies with a stock option program without a“share-purchase’
program the current standards appear credible, that is, stock options granted to employees
result in compensation expense that can be reliably measured at afair value at the grant
date. Shares exercised increase the number of shares outstanding thereby reducing net
income. Management (as well as shareholders) can visibly see the consequences of the
stock option programs; the more stock options exercised, the more it reduces (or dilutes)
earnings per share.

5. Thisis not the case with for those companies with a stock option program witha
“share-purchase” program. The same standards applied to them do not appear credible
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and are getting the job done. The consequences of their stock option programs are being
obscured. The earnings are not reflective of the significant amounts of cash being used to
repurchase shares to offset the dilution from the shares exercised under their stock option
programs. Examples of the relationship between stock options exercised and “ share-purchase”
programsfor Pfizer Inc and the“TOP TEN” S& P 500 companies are noted as follows: (The
respondent ran out of time and did not obtain the 1998 diluted shares outstanding for those
companies in the “Pharmaceutical Industry”)

A. PfizerInc
There were 6.362 hillion diluted shares outstanding in 1998 for Pfizer as noted in Table
2-2. For the three years 1999-200 1, Pfizer had 260,710 million shares exercised
(Exhibit B-6) under their stock option programs. Outstanding shares should have
increased to 6.623 (6.362 + .261) billion shares at the end of 2001 but instead
outstanding shares were only 6.361 billion at the end of 2001 for a difference of .262
billion shares - almost exactly the same number of shares exercised! Pfizer used 44%
of itsincome (or $7.2 billion) in*“sharepurchase” programsto offset the 260,710
million shares exercised under their stock option programs. Outstanding shares were
6.362 billion in 1998 and 6.36 1 billion in 2001 yet $7.2 billion was expended in
Pfizer's“share-purchase” programs over the three year period. Only 11% was recorded
as pro forma stock option compensation expense using Black-Scholes.

B. “TOPTEN S&P 500 Companies
There were 48.74 1 billion diluted shares outstanding in 1998 for the“TOP TEN” S& P
500 companies noted in Table 2-2. Those same companies for the three years 1999-200
1 had 1.451 billion shares exercised (Exhibit B-7) under their stock option programs,
Outstanding shares should have increased to 50.192 (48.74 1 + 1.451) billion shares at
the end of 2001 but instead outstanding shares were only 48.551 billion at the end of
2001 for adifference of 1.641 billion shares! This 1.641 billion share difference are the
shares purchased for the most part under the companies “ share-purchase” programs
over the three years 1999-2001. Those “TOP TEN” companies used 29% of their
income (or $69.7 billion) in “share-purchase” programs to offset the 1.451 billion
shares exercised under their stock option programs. Only 6% was recorded as pro
forma stock option compensation expense using primarily the Black-Scholes option
pricing model.

Companieswith “ share-purchase’ programs need a different standard from those who
do not have a“ share-purchase” program. Cash used by these companies to repurchase
shares up to and equal to the number of shares exercised under their stock option programs
should be accounted for in the same manner as cash used for working capital, property, plant
and equipment or any other cost of doing business. When acompany establishes a“share-
purchase” program it necessarily obligatesitself to use its assets (cash) to repurchase shares.
When a company chooses to use its assetsin this manner and repurchases its shares under the
program, the obligation becomes a liability which should be expensed up to the amount of
shares exercised under its stock option
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program. Any cash used to repurchase shares in excess of the shares exercised should be
reflected in Shareholders' Equity as areduction in shares outstanding. This seems similar to
the rational e supporting the Earnings per share computation where the proceeds from
estimated options exercised are assumed to be used to repurchase shares in the market which
reduces the number of shares “expected to vest” and hence “the number of sharesto be added
to outstanding shares for purposes of the primary earnings per share calculation...” (Page 196,
Volumeifi). In summary, the amount of expense recognized should be thegreater of a.) the
cash used to repurchase shares up to the amount of shares exercised or b.) the fair value of the
stock options granted on the grant date as determined by option pricing models.

6. Measuring the fair value of the equity instrument at grant dateis, no doubt, more readily
determinable but it ignores the difference (or gain) between the val ue of the equity instrument
at exercise date (intrinsic value). At first thought, one may think, the gain to the employee, or
the difference between the grant price and the market price of the stock the day the option is
exercised has nothing to do with the company’ sfinancia statements. One may think, thisgain
to the employee represents the fruits of hislabor for ajob well done during the vesting period
and is " unrecognized” compensation in that it doesn’t appear anywhere in acompany’s
financial statement. It does and it does so significantly. When options are exercised, shares
outstanding increase, diluting earnings per share. To offset this dilution of earnings because of
the increase in the number of shares outstanding, shares are repurchased in the market to
reduce or offset thisincrease. If the number of shares repurchased are the same as the number
of shares exercised, there is a decrease in book value (shareholder’ s equity). Thisdifferencein
book valueisthe difference between the grant price and the market value of the shares
repurchased. So the “unrecognized” gain going to employeesresultsin adecreasein
shareholder’ s equity when the number of shares repurchased equals the number of shares
exercised. For the“TOP TEN” companiesnoted in 5 B above thisis what happened over the
three years ending 2001. The outstanding shares remained basically the same (decreased by
190 million sharesfrom 48.74 | to 48.55 1 billion shares) yet the companies purchased
approximately 1.641 billion shares for $69.7 billion (or 29% of their net income) in their
“share-purchase” programs. Thus, determining the fair value of stock option compensation
expense at the date of grant (use of Black-Scholes et a) ignores this huge “hidden” loss of
equity on the part of shareholders which has accrued to the benefit of those employees
receiving those stock options whose value was determined at grant date rather than exercise
date. The preceding scenario is magnified when one company acquires another for stock and
all of the outstanding options of the acquired company become immediately exercisable.
Stock repurchases increase significantly to offset the dilution in earnings resulting from
sudden increase in options exercised. Pfizer Inc spent $2.4 billion per year or 44% of their net
income for their “share-purchase” programs for the period 1999-2001. However, as aresult of
the Warner-Lambert acquisition, for just the nine months ended 9/29/2002 Pfizer has spent
$4.7 billion or 75% of net income to buy back shares with shares outstanding only dropping
dlightly from 6.36 1 to 6.202 billion shares. The stock option expense recognized was only a
fraction of this.
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7. Restoring investor credibility regarding stock options is atwo step process
especially if the proper expenseis not being charged against income as noted in the
preceding paragraphs. Thefirst step isto expense “ share-purchases’ Up to the amount
of shares exercised under the companies stock option programs. Thiswill impact net
income by not allowing an anti-dilutive effect on earnings per share without a
corresponding expense. No more “free” rides as some have stated. This may lead an
entity to reassess the costs and benefits of its existing plans and adjust accordingly. The
second step is needed for those companies who may adopt alternatives to circumvent
any new standards or who may not have policies providing for fair and reasonable
limitations on the amount of cash used to repurchase shares. Shareholder proposals are
needed that can assure afair and bal anced alocation of the company’ s cash flows.

Such aproposal is currently under review by the Securities and Exchange Commission
for submission in Pfizer Inc.’s 2003 Proxy Materials. See Exhibit C.



Thank you for the opportunity to express my concerns about stock options, a subject
that not only affects every investor but the very pillars of our capitalistic society.
Properly recognizing compensation expense will restore investor confidence, however
if new or revised standards are not forthcoming, the infectious greed permeating the
system will prevail and the incentive to invest will be completely removed to the
detriment of all.
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Most importantly, the stock option question and expensing thereof isnot limited to
Pfizer as noted in “ Black-Scholes Doesn’'t Work!” paper. Of the TOP TEN S& P 500
companies, only Coca Cola appears to be the one company without a problem. Wal-Mart
and GE look good over the three years but not so for the latest year. Are we pointing
fingers at management, perhaps, but shareholders do have the final say on stock option
plans and the record doesn’t speak well based on my review.

In the November 30,2002 letter to Mr. John C. Bogle, Founder and Former CEO of
The Vanguard Group, Mr. Bogle sumsit up pretty well in his recent speech to Missouri
students, | hope that the present move to expense all options gains momentum so
companies can get about the business of designing sound compensation programs that, at
long last, fairly link the inter ests of management with the interests of shareholders Afier
the present awful era, surely shareholders deserve no less.” (RWG underlining). Amen!

Thank you for your time and consideration. May God bless you, your family, and
may the Securities and Exchange Commission and Pfizer have the best year ever!



Exhibir € -3

RWG EXHIBIT |

Pfizer Shareholder Proposal By
Robert W. Glenn and Sally B. Glenn, As Revised
And Submitted To Securities and Exchange Commission on
December 31, 2002



Exhibir C-4

Shareholder Proposal Relating to Common Stock Purchases

“Resolved, the Shareholders request the Board of Directorsimplement a policy limiting
annual purchases of common stock (or share buybacks) to thelesser of not more than 40% of
the previous year’ s net income 90% of the previous year’s common stock dividends paid.” (51
words includes heading)

Proponent’s Statement in Support of the Resolution

This proposal will provide afair and balanced alocation of the company’ s cash flows
without the need for any limitations on stock options granted, exercised, awarded, or shares
issued. However, by limiting the amount of cash used to buy back common stock, earnings
per share will decrease when stock options exercised exceed the amount of shares bought
back under this proposal. Earnings per share will increase when shares bought back under this
proposal exceed stock option exercised. The 40°/W90% limitations used are in line with Peer
Group experience. (96 words includes heading)

For the three years 1999-2001, Pfizer granted 239.2 million sharesto employeesin
optionswith afair market value at the time of grant of $9.2 billion (not including 6.3 million
shares under the Performance-Contingent Share Award Program). Using the Black-Scholes
pricing model $1.9 billion was recorded as pro forma compensation expense for option grants.
(58 words)

For the same three years, Pfizer’s options granted were 56% of net income compared to
36% for the ten companies comprising Pfizer’ s Peer Group. Pfizer’ s options granted were
137% of dividends paid versus 90% for the Peer Group. Pfizer shares granted were
significantly higher than the Peer Group. (48 words)

During this same period, Pfizer used $7.2 billion in cash (44% of its net income) to buy
back 178 million shares. Rather than decreasing, shares outstanding increased from 6.118
billion to 6.2 10 billion because stock options were exercised for 261million shares or $5.3
billion. For the Nine Months Ended September 29,2002, Pfizer used 75% of its net income to
buy back shares. (64 words)

For the same period, Pfizer paid out $6.7 billion (41% of its net income) in dividends.

Cash used by Pfizer to buy back shares was 107% of dividends paid. For the Nine Months
Ended September 29,2002, dividends paid by Pfizer were 38% of net income. (46 words)
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