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Dear Mr. Clapman:

This is in response to your letter dated February 20, 2002 concerning the
shareholder proposal submitted to Adobe Systems by CREF. On February 1, 2002, we
issued our response expressing our informal view that Adobe Systems could exclude the
proposal from its proxy materials for its upcoming annual meeting. You have asked us to
reconsider our position.

After reviewing the information contained in your letter, we find no basis to
reconsider our position.

PRQCES SED Sincerely,
APR 122002 %ﬁn/é/
THGMSON Associate Director (Legal)

FINANCIAL

cc: Doreen E. Lillienfeld
Shearman & Sterling
1080 Marsh Road
Menlo Park, CA 94025-1022
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February 20, 2002

Keir D. Gumbs, Esq.

Securities and Exchange Commission
Division of Corporate Finance

Office of the Chief Counsel

450 Fifth St. N.W.

Judiciary Plaza

Washington, D.C. 20549

No-Action Reconsideration Request: Adobe Systems Incorporated

80:01RY 2263420

Ladies and Gentlemen:

I am writing in reference to the letter, dated February 1, 2002, from Jennifer Gurzenski to
Shearman & Sterling (the “No-Action Letter”’) whereby the staff granted a no-action request
submitted on behalf of Adobe Systems Incorporated (the “Company”). In the No-Action Letter,
the staff took the position that the Company may exclude from its proxy statement for its 2002
annual meeting a proposal (the “Proposal”) submitted by the College Retirement Equities Fund
(“CREF”) pursuant to Rule 14a-8 under the Securities Exchange Act of 1934, as amended. The
Proposal requests that the Company’s Board of Directors submit all material equity
compensation plans for shareholder approval. In the No-Action Letter, the staff indicated that
the Proposal is excludible under rule 14a-8(i)(7) as relating to the Company’s ordinary business
operations.

Given the widespread debate concerning the issue of equity-based compensation over the
past several years, which has intensified during the past several months and weeks, CREF
respectfully requests that the staff reconsider the position taken in the No-Action Letter. We
recognize that rule 14a-8(1)(7) permits a company to exclude proposals dealing with general
compensation issues as “matter[s] relating to the company’s ordinary business operations.”
However, the Commission has stated that proposals raising significant policy issues are not




excludible even if they would otherwise fall under the ordinary business operations exception.'
The current widespread debate regarding the dramatic increase in equity-based compensation
and the potentially damaging effects this change is having on the interests of shareholders raises
precisely the kinds of fundamental policy and corporate governance issues that should not be
excludible under the “ordinary business operations” exception.

In making this reconsideration request, we are providing additional evidence
documenting the scope and significance of the policy debate surrounding the use of equity-based
compensation and presenting additional arguments emphasizing the effect of option
compensation on the transparency of financial reporting. In this respect, we have attached as
exhibits, summaries and copies of a selection of the numerous articles addressing the issue of
stock option compensation that have been published in recent years in the general media (Exhibit
1), and specialized business publications (Exhibit 2), as well as letters addressing this issue
received by various regulatory bodies (Exhibit 3). We have also enclosed an indexed list of a
number of academic articles written about the issue of equity-based compensation (Exhibit 4).

The use of equity-based compensation raises policy issues of such direct significance to
shareholders and the debate relating to it is so extensive as to satisfy any reasonable criteria the
staff might rely on to screen out mundane proposals. The use of equity-based compensation is,
in our view, at least as significant to shareholders as other issues the staff has determined to fall
within the ambit of the exception to the ordinary business rule. Moreover, the public debate
regarding this issue—as evidenced by numerous regulatory and legislative proposals, extensive
media coverage, and the diversity of those participating in the debate—is no less widespread
than regarding other issues that the staff has determined to fall within the exception to the rule.
Over the past decade, as equity-based compensation has skyrocketed, public, regulatory,

- academic and legislative bodies have all recognized the direct and significant economic, policy,
and corporate governance interests that shareholders have in such compensation. As the dilutive
effect of option-based compensation has become more and more undeniable within the past
several years, shareholders—both large institutional shareholders and groups representing small
individual investors—have become increasingly insistent that their role as the ultimate owners of
the companies in which they invest should entitle them to have their voices heard when such
compensation is under consideration.

Debates over management’s use of equity, shareholders’ own currency, should logically
take place through the proxy process. In considering whether the use of equity-based
compensation constitutes a significant policy issue, it is important to keep in mind the purpose of
the proxy process. The process is, after all, the principal mechanism by which shareholders—
those with an economic stake in the company—can collectively communicate with the board
regarding its stewardship of the enterprise, and thereby ultimately protect their economic
investments. It would be ironic indeed for the significant policy exception to be construed so
that 1t required companies to include in their proxies proposals addressing the use of
conscientious farming techniques by company suppliers,” lending and operations practices in

! Securities Exchange Act Release No. 40,018 (May 21, 1998).

> McDonald’s Corp. (Mar. 3, 1989).




lesser developed countries,” and relationships with entities doing business in Burma,® but
allowed them to exclude an issue which has such a direct and measurable potentially adverse
economic impact on the value of shareholders’ investments.

I. Equity-based compensation is a critical issue for shareholders precisely because
it directly threatens their most fundamental rights and interests as shareholders—
the value of their stock, and ultimately their ownership stake in the companies in
which they invest.

Whether measured by dollar value, number of options granted, or as a percentage of stock
issued, the use of option compensation within the past several years has dramatically affected the
compensation structure of U.S. corporations. Between 1997 and 2000, the dollar value of the
options granted to employees at the nation’s 2000 largest companies more than tripled, rising
from $50 billion to $162 billion in just three years,” and option compensation continues to grow
more popular with each passing year. Between 2000 and 2001, the number of options granted by
50 major U.S. companies increased by 12 percent.® Moreover, to satisfy obligations under
option compensation plans, companies are allocating an ever growing percentage of their issued
stock to option compensation programs. In 2001, Business Week reported that “America’s 200
largest corporations allocat[ed] a record 15% of the1r shares to employee stock options.””

A key reason why management favors stock option compensation is because this form of
compensation receives highly favorable treatment under generally accepted accounting
principles (“GAAP”) and applicable tax rules. Under GAAP, no compensation expense. is
required to be recorded in the income statement in connection with the grant of options.®
Somewhat counter-intuitively, a company may nonetheless deduct the value of the options when
determining its taxable income under applicable federal income tax rules. Moreover, there is no
reduction in a company’s cash flow, but employees receive something that most highly value.
Only the shareholders bear the cost in the form of dilution when the options are ultimately
exercised.

The dramatic escalation in the use of equity compensation without shareholder approval
and the attendant dilutionary effects of such compensation raises fundamental issues of corporate
governance and the proper balance of power between company management and stockholders.

In fact, equity compensation of employees directly implicates the most fundamental economic

? Citigroup, Inc. (Feb.1, 1999).
* Citigroup, Inc. (Feb. 9, 2001)

* Gretchen Morgenson, Time to Look at Stock Options’ Real Cost, MARKET WATCH, Oct. 21,
2001 .

% Stephanie Strom, Even Last Year, Option Spigot Was Wide Open, N.Y. TIMES, Feb. 3, 2002.
7 Employee Stock Options are Still Hot, BUSINESS WEEK, May 28, 2001.

® Dawn Kawamoto, Senate Bill Could Stymie Stock Options, N.Y. TIMES, Feb. 14, 2002.




rights of shareholders as equity holders, as the sudden and dramatic rise in the use of stock
option compensation has been accompanied by a significant dilution of existing shareholders’
economic interests. On the most fundamental level, options and other equity-based
compensation represent an equity stake in companies providing such compensation. The more
stock issued under these plans, the less value represented by each individual share of stock as the
equity in the company must necessarily be divided among a larger number of shares.” In
addition, the dilution threatened by such stock option issuances creates “downward pressure” on
the price of existing stock even before the options are actually exercised.'®

Accordingly, the issuance of stock options directly implicates the most basic and
fundamental of shareholder rights—the right to equity in the corporation. In fact, the potentially
deleterious effects of stock option compensation to the economic interests of shareholders has
been widely recognized by a diverse range of commentators. Eric D. Roiter, Senior Vice
President and General Counsel for Fidelity Management and Research Company has succinctly
stated that “[i]n economic terms, stock options are currency taken...out of shareholders’
wallets,”!! former SEC Chairman Arthur Levitt has characterized this dilution as a “wealth
transfer” from existing shareholders to employee option holders,'? and Forbes magazine has
termed stock options a “mortgage on future earnings.”" ‘

Despite the significant potential shift of ownership interests represented by the granting
of stock options, under current NYSE and Nasdaq rules, shareholder approval is not required for
equity compensation plans if such plans are considered “broad-based” and cover rank-and-file
employees.'* The favorable accounting and tax treatment, coupled with the permissive
regulatory environment has fostered the growth and popularity of such plans and has had a
dramatic impact on the financial statements of U.S. companies. Option compensation is now so
prevalent that if options were required to be recorded as a compensation expense on financial
statements, one analyst estimated that the exercise of all existing options in 2000 would have
reduced the earnings on Standard & Poor’s 500 Stock index by 50%.%°

? Gretchen Morgenson, Hidden Costs of Stock Options May Soon Come Back to Haunt, N.Y
TMES, June 13, 2000.

" Ira T. Kay, Stock Options and Optimal Overhang, DIRECTORS & BOARDS, Mar. 22, 2001.

! Eric D. Roiter, The NYSE Wrestles with Shareholder Approval of Stock Option Plans,
INSIGHTS, March 2000.

'? Chairman Arthur Levitt, Remarks before the 2000 Annual Meeting Securities Industry
Association (November 9, 2000).

B Stock Options Are Diluting Future Earnings, FORBES, May 18, 1998.
" Release No. 34-41479, 64 FR 31667 (June 4, 1999)

13 Yohn C. Bogle, Stockholders Should Force Options to Expire, INVESTMENT NEWS, Mar. 20,
2000.




CREEF has long supported equity-based compensation within reasonable and appropriate
limits. Nevertheless, we believe that these plans have the potential to directly and significantly
dilute and damage existing shareholders’ equity interests. Given the fundamental policy
considerations implicated by such plans, and the current inability to accurately assess the dilutive
impact of such plans based on corporations’ financial statements, shareholders have a significant
and direct stake in the use of such plans. Although these plans have become extremely popular
with corporate boards, the controversies surrounding the use and reporting of stock option
compensation raise policy issues clearly transcending the scope of the “ordinary business
operations” exception to rule 14a-8. Like the issue of analyst independence addressed in the
staff’s recent denial of a no-action request by The Goldman Sachs Group,'® stock options have
become the focus of an increasingly urgent and widespread public debate.

I1. The significance of the policy issues raised by equity compensation plans are
clearly demonstrated by the myriad of recent significant regulatory and legislative
reform efforts focused on concerns about financial reporting.

The policy issues raised by the dramatic growth of stock option compensation within the
past several years have triggered a number of significant reform proposals by the major stock
exchanges, the Financial Accounting Standards Board (“FASB”), the Intemational Accounting
Standards Board (“IASB”), the SEC and, most recently, Congress. In 1998, the NYSE,
acknowledging that its rule on broad-based plans had stirred great controversy and policy
concerns, formed a Special Task Force on Stockholder Approval Policies (the “NYSE Task
Force”) to study the issue of shareholder approval of equity compensation plans. In 1999, the
NYSE Task Force presented a proposed new rule that would require shareholder approval for (1)
almost all equity compensation plans affecting officers and directors; and (2) “broad-based”
plans that potentially involve material dilution of shareholder equity, regardless of participation
of officers and directors under such plans. In requesting comments on the report, the Task Force
explicitly noted the significance of the of the policy issues raised by this issue, noting that “the
role of shareholders in the authorization of stock option plans...is now at the forefront of the
corporate governance agenda.”!” Nasdaq has also requested comment on the Task Force
Proposal and continues to be engaged in a high-level evaluation of the issue.'® Unfortunately,
neither exchange has adopted the proposed rule. Notably, former SEC Chairman Arthur Levitt

1 The Goldman Sachs Group, Inc. (January 15, 2002).

17 Letter from Catherine R. Kinney, Group Executive Vice President, Competitive Position
Group, NYSE, to Corporate Secretaries of Listed Companies 1 (December 20, 2000),
http://www.nyse.com/pdfs/policy.pdf.

'8 Bulletin, The Nasdaq Stock Market Solicits Comments on Stock Option Proposals (December
5, 2000); Memo from Nasdaq Listing and Hearing Review Council on “Shareholder
Approval for Stock Option Plans” (October 2, 2001).




advocated the adoption of the rule as “a matter of basic corporate faimess”'” and current
Chairman Harvey Pitt has publicly criticized the delay in implementation of the new rules.”

In addition, the SEC has recently issued new rules requiring enhanced disclosure of
equity compensation plans21 and in so doing, recognized the corporate governance and equity
dilution concerns raised by such plans. In releasing these rules, the SEC specifically noted that
“[s]ince the distribution of equity [through equity compensation plans] may result in a significant
reallocation of ownership in an enterprise between existing security holders and management and
employees, investors have a strong interest in understanding a registrant’s equity compensation
program”** Moreover, the SEC further noted that “as approval requirements have been relaxed
and as opposition to these plans has grown, an increasing number of registrants have adopted
stock option plans without the approval of security holders, thus potentially obscuring investors’
ability to assess the dilutive effect of a registrant’s equity compensation program.”® The SEC’s
role both in encouraging the implementation of the NYSE Task Force reform proposal and in
requiring disclosure of equity compensation plans through its own rulemaking highlights the
policy significance of the debate surrounding option compensation plans. While SEC action
alone may not be sufficient to constitute evidence of a widespread debate, the regulatory stance
taken by the SEC towards option compensation plans 1s certainly consistent with the notion that
such plans present unique and significant public and corporate governance policy concerns.

As equity-based compensation has become the focus of greater public attention, the issue
of stock option accounting has prompted both international and U.S. accounting reform
proposals. Although the FASB proposed the expensing of options on financial statements in
1994, an observer noted that they “were bullied into retreat by New Economy executives,
financiers and their political allies.”** As a result, recent evidence suggests that the current
method for accounting for the dilutive effects of outstanding options “systematically understates

¥ Levitt Urges Investor Advocates, Institutional Investors to Weigh in on New Nasdaq
Shareholder Dilution Rules, htpp://www .sec.gov/news/headlines/tellnasd.htm (Jan.11,
2001).

2% Vicky Stamas, Markets: Option-Disclosure Rule Okd; Securities: SEC Requires Firms to Tell
Shareholders More About Stock Offered to Workers in Compensation Plans, L.A TIMES at
C4.

*! Final Rule: Disclosure of Equity Compensation Plan Information, Release Nos. 33-8048, 34-
45189, available in LEXIS, 2001 SEC LEXIS 2664 (Dec. 21, 2001).

22 Final Rule: Disclosure of Equity Compensation Plan Information, Release Nos. 33-8048, 34-
45189 (Dec. 21, 2001).

21d

24 Bill Alpert, Will Tech Companies Get Called on Options, BARRON’S TECHNOLOGY WEEK,
Feb.11, 2002.




the dilutive effect of stock options, and thereby overstates EPS,” with economic dilution up to
twice that of reported diluted EPS.?

Although the FASB’s early efforts to reform the accounting treatment of stock options
were unsuccessful, continuing attempts at reform demonstrate that this is clearly a live issue and
still the subject of active discussion and debate. The International Accounting Standards Board
(“IASB”) has expressed the view that companies should be required to reform their treatment of
stock options on their financial statements to recognize stock option compensation as a corporate
expense.® Moreover, within the past week, calls for stock option reform have reached the
Senate, as the Enron scandal has focused attention on the accounting and tax treatment of stock
options. This reform effort has been energized by news accounts revealing that Enron claimed
$600 million in tax deductions for stock options in the past five years without reporting those
options as an expense on its financial statements. Last Wednesday, capitalizing on this
heightened public attention on stock option compensation, Senators Levin (D-Mich.), McCain
(R-Ariz.) and Fitzgerald (R-I11.) proposed legislation to change the way that stock options are
reported on financial statements.”” The accounting reforms being proposed by Congress and the
IASB both recognize the fundamental policy issues raised by stock option compensation—
particularly shareholders’ strong interest in evaluating the effect of such plans on their economic
interests.

The issue of option compensation has been at the forefront of the corporate governance
agenda in the past several years, as evidenced by these many legislative and regulatory
initiatives, and the debate over stock option compensation implicates fundamental questions of
good corporate governance. Nasdaq spokesman Scott Peterson has noted that the issue of
shareholder voting on option compensation puts at stake the “rightful balance between
shareholder and management interests and, in the end, public confidence”®® Similarly, former
Chairman Levitt deemed the issue a “matter of fundamental fairness and good corporate
governance.”’ The issues raised by this particular form of compensation clearly extend beyond
the scope of ordinary business.

% John E. Core, Wayne R. Guay & S.P. Kothari, The Economic Eilution of Employee Stock
Options: Diluted EPS for Valuation and Financial Reporting, working paper, December
2001.

?¢ Phyllis Plitch, Enron’s Fall May Aid Push for International Stock Option Rules, DOW JONES
ENERGY SERVICE, Jan. 31, 2002.

7 Dawn Kawamoto, Senate Bill Could Stymie Stock Options, N.Y. TIMES,
http://www .nytimes.com/cnet/CNET _0-1007-200-88026657 html.

%8 Kathy Kristoff, Qutgoing SEC Chief Urges Shareholder Say on Stock Grants, CHI. TRIB., Jan.
28,2001,

% Chairman Arthur Levitt, Remarks Before the Federal Reserve Bank of New York (Dec 12,
2000).




III. Despite shareholders’ increasing concern about the threat that equity
compensation may pose to their economic interests, they have been increasingly
denied the opportunity to protect their economic interests from excessive dilution.

As equity compensation has increased in popularity over time, the dilution risks posed by
such plans have become even more apparent as well. A recent study by Pearl Meyer & Partners
demonstrated that the “average potential dilution from shares authorized for options at the top
200 companies hit a high of 16.32% in 2000, nearly double the potential dilution a decade
earlier, when it stood at 8.34%.”*° Moreover, this increase in dilution has been accompanied by
the growing prevalence of “broad-based” plans to bypass shareholder approval requirements. A
study by William M. Mercer, a human resources consulting firm, found that “54% percent of
large U.S. companies now disclose having a broad-based stock option plan, up from 47% last
year and 30% in 1997.”*! Unfortunately, broad-based plans are actually even more likely to lead
" to dilution than plans reserved solely for officers and directors because such plans generally
require companies to reserve and grant larger numbers of shares.>

Shareholders are expressing increasing levels of concern and frustration over the dilution
risks posed by such equity compensation plans. In a recent survey of institutional investors,
more than 70% of the respondents expressed concern over the increasing numbers of stock
options issued as compensation and the potential dilution posed by such issuances.*® In fact,
when permitted to vote on such equity compensation plans, shareholders are beginning to
register this displeasure through their proxy voting rights. Research by the Investor
Responsibility Research Center demonstrates that as dilution through stock option plans has
increased, shareholder voting against new stock option plans also increased, “reaching a historic
high of 23.4% last year.”** Although shareholders vote in favor of most management- sponsored
compensation proposals, according to Drew Hambly, an IRRC senior research analyst, “the
number of people paying attention by opposing the plans—and not just rubber stamping
proposals—is increasing”>® Moreover, studies have indicated that shareholder opposition to

*% Phyllis Plitch, Big Investor Presses Cos to Bring Options Plans to Vote, DOW JONES NEWs
SERVICE, Feb. 13, 2002.

*1 News Release, William M. Mercer, Incorporated, Sustained Bull Market Drove Use of Broad-
Based Options to New Heights (Dec. 4, 2001).

32 News Release, William M. Mercer, Incorporated, Sustained Bull Market Drove Use of Broad-
Based Options to New Heights (Dec. 4, 2001).

** Jeff Sommer, The Corporate Concerns of Fund Managers, N.Y. TMES, Dec. 23, 2001 at 8.

** Phyllis Plitch, Big Investor Presses Cos to Bring Options Plans to Vote, DOW JONES NEWS
SERVICE, Feb. 13, 2002.

** Phyllis Plitch, Big Investor Presses Cos to Bring Options Plans to Vote, DOW JONES NEWS
SERVICE, Feb. 13, 2002.




option plans is clearly correlated to increased levels of dilution; in other words, “[a]s dilution
levels increase, so does opposition to the proposal.”*

In fact, anecdotal evidence suggests that some corporations are deliberately trying to
thwart shareholder attempts to express their dissatisfaction with ever-increasing levels of
dilution. IraT. Kay of Watson Wyatt Worldwide, a human resources consulting company, has
stated, “I’ve been in meetings of five boards that were very reluctant to go to shareholders to ask
for more shares to underwrite option grants...[TJhey don’t think they can justify it.”*” Moreover,
according to Patrick McGurn, director of corporate programs for the Institute for Shareholder
Services, “[m]any [Nasdaq listed companies] say getting shareholder approval is the worst thing
they have to face. They would give anything not to have to get it.”*®

Unfortunately, the exception to the shareholder voting requirement for “broad-based”
equity compensation plans has allowed companies to deny shareholders the opportunity to
express this dissatisfaction directly to management. In fact, the current interpretation of the
broad-based exemption may actually be encouraging companies to implement broad-based plans
as a means of avoiding a shareholder voting requirement. Although more than half of large U.S.
companies now report having broad-based stock option plans,” fewer and fewer such plans are
being presented on shareholders’ proxy ballots. The number of proposals put to shareholder vote
in 2001 declined 13.5 percent from 2000, and 23.5 percent from 1999. This decline is at least in
part attributable to deliberate attempts by boards to bypass shareholder voting; “increasing
shareholder opposition levels have led some boards to devise strategies to avoid shareholder
votes when possible.”*® In fact, about one third of public technology companies employ option
plans which have not been approved by shareholder vote, representing a six-fold increase from
1995.*! Unfortunately, companies may be simply re-classifying plans as “broad-based” in order
to avoid shareholder voting even if options are only being actually granted to relatively few
people under those plans.*

38 Shareholders are Becoming More Particular About Stock Option Plans, Investor
Responsibility Research Center Corporate Governance Highlights, June 25, 1999.

*7 Stephanie Strom, Even Last Year, Option Spigot Was Wide Open, N.Y. TIMES, Feb. 3, 2002.

3% After Institutional Outcry, the NYSE Rethinks Its Listed-Firms Option Policy, INVESTMENT
DEALERS DIGEST, May 25, 1998.

3 Press Release, William M. Mercer, Sustained Bull Market Drove Use of Broad-Based Stock
Options to New Heights (Dec. 4, 2001).

40 Randall S. Thomas and Kenneth J. Martin, “The Determinants of Shareholder Voting on Stock
Option Plans,” Vanderbilt University Law School Joe C. Davis Research Paper Series,
Working Paper Number 99-22, Nov. 30, 1999 at 29.

! Patrick S. McGurn, Debunking the Mythology of the Age of Equity, ISSUE ALERT, Sept. 2001.

*2 Stephanie Strom, SEC Widens Rule Covering Stock Options, N.Y. TIMES, Dec. 20, 2001.




IV. The widespread debate over equity compensation is reflected in extensive
media coverage, academic studies of the effects of option compensation, and
statements by numerous stakeholders in the stock option debate.

As demonstrated by the various regulatory and legislative reform proposals addressing
this issue, the dilutive effect of stock option plans has been the subject of an intense ongoing
public policy debate. Accordingly, media coverage of equity compensation issues has mirrored
the development of the various reform efforts, intensifying within the past several years and even
within the past several months. In the first two weeks of February of this year alone, the issue
was the subject of over twelve different major news articles.

In fact, the option debate has been covered in more than 50 different media outlets across
the country and internationally. Exhibit 1 lists the over 100 articles that have appeared in various
general media publications since 1996. Media coverage of this issue has included national news
outlets such as the Wall Street Journal, and New York Times; regional media outlets such as the
Miami Herald, the Denver Post, and the Kansas City Star; and international publications such as
the Financial Times, the Asian Wall Street Journal and The Economist. The public policy and
corporate governance issues raised by option compensation has also been extensively covered in
specialized business oriented publications such as Corporate Governance Highlights and Investor
Relations Business.* In addition, the effects of option compensation on earnings, management
incentives, and shareholders’ economic interests has been widely studied in a broad range of
academic articles. Attached as Exhibit 4 is a selected list of articles in academic journals
addressing this issue.

Moreover, interest in the debate over option compensation is widespread and has
captured the attention of diverse range of interest groups which each have a stake in the outcome.
Almost every conceivable economic stakeholder has weighed in on the debate over option plans,
with many arguing in favor of shareholder voting rights on broad-based option plans. For
instance, the NYSE Task Force received more than 160 letters expressing views on shareholder
voting on option compensation plans,* and Nasdaq received 239 substantive comment letters on
the NYSE Task Force proposal.** Copies of selected letters received by the NYSE, Nasdag, and
the IASB are attached as Exhibit 3. Those arguing in favor of voting requirements for stock
option plans have included groups representing large institutional investors such as the Council
of Institutional Investors, and also groups representing smaller investors such as the Plumbers
and Pipefitters National Pension Fund, the International Brotherhood of Teamsters, and IUE
Local 1140. The NYSE Task Force Proposal has also prompted responses from groups
representing senior executives such as Financial Executives International (“FEI”) and the
American Society of Corporate Secretaries. Notably, the FEI, a leading international
organization of 15,000 members including CFOs, controllers, treasurers, tax executives and other

43 See Exhibit 2.

* Report of the New York Stock Exchange Special Task Force on Stockholder Approval Policy,
http://www.nyse.com/pdfs/policy.pdf (Oct. 1999) at 1.

* Memo from Nasdagq Listing and Hearing Review Council on “Shareholder Approval for Stock
Option Plans” (October 2, 2001).
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senior financial executives has voiced support for the shareholder voting requirement under
consideration by the NYSE and Nasdagq.

Even some large corporations issuing significant numbers of options to employees have
supported shareholder voting on these plans. Corporations such as Microsoft and Cisco have
expressed support for the NYSE proposal, ** and Kodak recently sought shareholder approval
for an option exchange on a broad-based plan even though not required to do so by current rules,
deeming such a vote a matter of “sound corporate governance.”*’

Surprisingly, many of the compensation consulting firms that played such a large role in
the proliferation of option compensation plans have now conceded that such compensation is out
of control. Pearl Meyer, the president of Pearl Meyer & Partners, has acknowledged that
“[w]e’ve overdosed” on stock option compensation.*® Similarly, the Council of Institutional
Investors, which had previously opposed accounting changes relating to the disclosure of option
plans on financial statements now advocates those changes because “the size of option grants
have gotten out of control.”*

V. Conclusion

The use of equity compensation plans has a direct and significant impact on shareholders’
most fundamental rights as equity holders. The debate surrounding this issue has spanned over a
decade, intensifying significantly within the past few months and weeks, and has been joined by
all major regulatory and legislative bodies as well as the media. The attached evidence
demonstrates that this debate has captured the attention of corporate management, academic
researchers, large institutional investors, and groups representing small individual investors. The
evidence and summaries enclosed as exhibits demonstrate the depth and breath of the attention
given to this issue in the general media, academic publications, and specialized business
publications, clearly documenting a widespread and vigorous public debate. Surely this issue
raises precisely the kind of policy issue meant to be excluded from the ordinary business
operations exception. Accordingly, the Company should not be permitted to exclude the
proposal as ordinary business under rule 14a-8(1)(7).

* L etter from Phillip P. Livingston, President and CEO, Financial Executives International, to
Paul Volcker, Chairman Board of Trustees, International Accounting Standards Committee,
(Feb. 11, 2002).

*T Kodak Schedules Shareholder Vote on Option Plan, N.Y. TIMES, Dec. 28, 2001 at 4.

* Ruth Simon & Ianthe Jeanne Dugan, Options Overdose—Use of Stock Options Spins Out of
Control; Now a Backlash Brews, WALL ST., June 4, 2001.

* Dawn Kawamoto, Senate Bill Could Stymie Stock Options, N.Y. TIMES, Feb. 14, 2002.

11




Thank you for your time and attention to this matter. If you have any questions or need
any additional information, please do not hesitate to call me at (212) 916-4232.

Peter C. Clapman

cc: Jennifer Gurzenski
Adobe Systems Incorporated
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College Retirement Equities Fund
No-Action Reconsideration Request
Dated February 20, 2002
Regarding
Adobe Systems Incorporated (February 1, 2002)

Exhibit 4

Index of Academic Articles




Option Plans: Dilution and Shareholder Voting
Academic Articles

(Organized by Date)
ublication Title Date Author Comment
McGraw-Hill (book) | The Complete Guide | 2002 Bruce R. Ellig Comprehensive approach to subject. Extensive chapter on long-term
to Executive Com- incentives includes discussion of equity compensation generally, in-
pensation cluding interplay of broad-based plans and executive pay. “Most
shareholders want management to grant them the right to approve
option and other stock-based compensation plans because of their
dilution potential.” (p. 359.)
Journal of Financial | When a Buyback 02/2002 Kathleen M. Kahle | How stock options affect the decision to repurchase shares. Firms
Economics Isn’t a Buyback: announce repurchases when executives have large numbers of op-
Open Market Repur- tions outstanding and when employees have large numbers of options
chases and Employee currently exercisable. Moreover, once a repurchase decision is made,
Options the amount repurchased is positively related to total options exercis-
able by all employees but independent of managerial options. This is
consistent with managers repurchasing to maximize their own wealth
and to fund employee stock option exercises.
Journal of Financial | Linking Pay to Per- 12/2001 Angela G. Morgan | Includes analysis on shareholder voting on option plans at S&P 500

Economics formance — Compen- and Annectte B. firms. Plan participant type and voting recommendations signifi-
sation Proposals in Poulsen cantly affect the vote.
the S&P 500

working paper The Economic Dilu- | Draft version John E. Core, Existing method for diluted EPS systematically understates dilutive

|

Votes on Shareholder
Voting and Proposal
Passage

& Stuart L. Gillan

tion of Employee 12/2001 Wayne R. Guay, effect of stock options, with