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(Mr. DopD) was added as a cosponsor of
S.J. Res. 13, a joint resolution granting
the consent of Congress to the Inter-
national Emergency Management As-
sistance Memorandum of Under-
standing.
AMENDMENT NO. 2905
At the request of Mr. SANDERS, the
name of the Senator from New Hamp-
shire (Mr. SUNUNU) was added as a co-
sponsor of amendment No. 2905 in-
tended to be proposed to H.R. 1585, to
authorize appropriations for fiscal year
2008 for military activities of the De-
partment of Defense, for military con-
struction, and for defense activities of
the Department of Energy, to prescribe
military personnel strengths for such
fiscal year, and for other purposes.
AMENDMENT NO. 3073
At the request of Mr. OBAMA, the
name of the Senator from North Da-
kota (Mr. CONRAD) was added as a co-
sponsor of amendment No. 3073 pro-
posed to H.R. 1585, to authorize appro-
priations for fiscal year 2008 for mili-
tary activities of the Department of
Defense, for military construction, and
for defense activities of the Depart-
ment of Energy, to prescribe military
personnel strengths for such fiscal
year, and for other purposes.
AMENDMENT NO. 3078
At the request of Mr. OBAMA, the
name of the Senator from Arkansas
(Mrs. LINCOLN) was added as a cospon-
sor of amendment No. 3078 proposed to
H.R. 15685, to authorize appropriations
for fiscal year 2008 for military activi-
ties of the Department of Defense, for
military construction, and for defense
activities of the Department of Energy,
to prescribe military personnel
strengths for such fiscal year, and for
other purposes.

—————

STATEMENTS ON INTRODUCED
BILLS AND JOINT RESOLUTIONS

By Mr. LEVIN:

S. 2116. A bill to amend the Internal
Revenue Code of 1986 to provide that
corporate tax benefits based upon
stock option compensation expenses be
consistent with accounting expenses
shown in corporate financial state-
ments for such compensation; to the
Committee on Finance.

Mr. LEVIN. Mr. President, there is a
growing chasm in our country between
the amount of money paid to our cor-
porate executives and the earnings of
the rank and file workers.

J.P. Morgan once said that executive
pay should not exceed 20 times average
worker pay. In the U.S., in 1990, aver-
age pay for the chief executive officer,
CEO, of a large U.S. corporation was
100 times average worker pay; in 2004,
the difference was 300 times; today, it
is nearly 400 times.

The single biggest factor responsible
for this massive pay gap is stock op-
tions. Stock options are a huge con-
tributor to executive pay. A key factor
encouraging companies to pay their ex-
ecutives with stock options is a set of
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outdated and misguided Federal tax
provisions that favor stock options
over other types of compensation. That
is why I am introducing today a bill to
eliminate federal corporate tax breaks
that give special tax treatment to cor-
porations that pay their executives
with stock options. It’s called the End-
ing Corporate Tax Favors for Stock Op-
tions Act.

This bill has been endorsed by the
Consumer Federation of America, Citi-
zens for Tax Justice, the Tax Justice
Network—USA, OMBWatch, the Finan-
cial Policy Forum, and the AFL-CIO,
each of which sees it as needed to
eliminate federal tax breaks providing
special tax favors for corporations that
issue large stock option grants to their
executives.

Stock options give employees the
right to buy company stock at a set
price for a specified period of time,
typically 10 years. Virtually every CEO
in America is paid with stock options,
which are a major contributor to sky-
high executive pay.

According to Forbes magazine, in
2006, the average pay of CEOs at 500 of
the largest U.S. companies was $15.2
million. Nearly half of that amount, 48
percent, came from stock options that
had been cashed in for an average gain
of about $7.3 million. In 2006, one CEO
cashed in stock options for about $290
million; another cashed them in for
about $270 million. Forbes also pub-
lished a list of 30 CEOs who, in 2006,
each had at least $100 million in vested
stock options that had yet to be exer-
cised. Corporate executives are, in
short, showered with stock options and
the millions of dollars they produce.

A key reason behind this flood of ex-
ecutive stock options is the tax code
which, when combined with certain
U.S. accounting rules, favors the
issuance of stock option grants. Right
now, U.S. accounting rules require
companies to report their stock option
expenses one way on the corporate
books, while Federal tax rules require
them to report the same stock options
a completely different way on their tax
returns. In most cases, the resulting
book expense is far smaller than the re-
sulting tax deduction. That means,
under current U.S. accounting and tax
rules, stock option tax deductions
often far exceed the stock option ex-
penses recorded by the companies.

Stock options are the only type of
compensation where the Federal tax
code permits companies to claim a big-
ger deduction on their tax returns than
the corresponding expense on their
books. For all other types of compensa-
tion, cash, stock, bonuses, and more,
the tax return deduction equals the
book expense. In fact, companies can-
not deduct more than the compensa-
tion expense shown on their books, be-
cause that would be tax fraud. The sole
exception to this rule is stock options.
In the case of stock options, the tax
code allows companies to claim a tax
deduction that can be two, three, even
ten times larger than the actual ex-
pense shown on their books.
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When a company’s compensation
committee learns that stock options
can produce a low compensation ex-
pense on the books, while generating a
generous tax deduction that is multiple
times larger, it is a pretty tempting
proposition for the company to pay its
executives with stock options instead
of cash or stock. It is a classic case of
U.S. tax policy creating an unintended
incentive for corporations to act.

The problem is that these mis-
matched stock option accounting and
tax rules also shortchange the Treas-
ury to the tune of billions of dollars
each year, while fueling the growing
chasm between executive pay and aver-
age worker pay. This same mismatch
also results in companies reporting one
set of stock option compensation ex-
penses to investors and the public
through their public financial state-
ments, and a completely different set
of expenses to the Internal Revenue
Service on their tax returns. Such huge
book-tax disparities breed confusion,
distrust, and schemes to maximize the
differences.

The bill I am introducing today
would put an end to these contradic-
tions and to the harmful, unintended
consequences that have resulted. It
would put a stop to the stock option
book-tax disparity, an end to the con-
flicting stock option expenses reported
to investors and Uncle Sam, and an end
to the special tax treatment that cur-
rently fuels excessive stock option
compensation.

To understand why this bill is needed
it helps to understand how stock op-
tion accounting and tax rules got so
out of kilter with each other in the
first place.

Calculating the cost of stock options
may sound straightforward, but for
years, companies and their account-
ants engaged the Financial Accounting
Standards Board, FASB, in an all-out,
knock-down battle over how companies
should record stock option compensa-
tion expenses on their books.

U.S. publicly traded corporations are
required by law to follow Generally Ac-
cepted Accounting Principles, GAAP,
issued by FASB, which is overseen by
the Securities and Exchange Commis-
sion, SEC. For many years, GAAP al-
lowed U.S. companies to issue stock
options to employees and, unlike any
other type of compensation, report a
zero compensation expense on their
books, so long as, on the grant date,
the stock option’s exercise price
equaled the market price at which the
stock could be sold.

Assigning a zero value to stock op-
tions that routinely produced millions
of dollars in executive pay provoked
deep disagreements within the ac-
counting community. In 1993, FASB
proposed assigning a ‘‘fair value’ to
stock options on the date they are
granted to an employee, using a mathe-
matical valuation tool such as the
Black Scholes model. FASB proposed
further that companies include that
amount as a compensation expense on
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their financial statements. Critics re-
sponded that it was impossible accu-
rately to estimate the value of execu-
tive stock options on their grant date.
A bruising battle over stock option ex-
pensing followed, involving the ac-
counting profession, corporate execu-
tives, FASB, the SEC, and Congress.

In the end, after years of fighting and
negotiation, FASB issued a new ac-
counting standard, Financial Account-
ing Standard, FAS, 123R, which was en-
dorsed by the SEC and became manda-
tory for all publicly traded corpora-
tions in 2005. In essence, FAS 123R re-
quires all companies to record a com-
pensation expense equal to the fair
value on grant date of all stock options
provided to an employee in exchange
for the employee’s services.

The details of this accounting rule
are complex, because they reflect an ef-
fort to accommodate varying view-
points on the true cost of stock op-
tions. Companies are allowed to use a
variety of mathematical models, for
example, to calculate a stock option’s
fair value. Option grants that vest over
time are expensed over the specified
period so that, for example, a stock op-
tion which vests over four years results
in 25 percent of the cost being expensed
each year. If a stock option grant never
vests, the rule allows any previously
booked expense to be recovered. On the
other hand, stock options that do vest
are required to be fully expensed, even
if never exercised, because the com-
pensation was actually awarded. These
and other provisions of this hard-
fought accounting rule reflect pains-
taking judgments on how to show a
stock option’s value.

Opponents of the new accounting rule
had predicted that, if implemented, it
would severely damage U.S. capital
markets. They warned that stock op-
tion expensing would eliminate cor-
porate profits, discourage investment,
depress stock prices, and stifle innova-
tion. Last year, 2006, was the first year
in which all U.S. publicly traded com-
panies were required to expense stock
options. Instead of tumbling, both the
New York Stock Exchange and Nasdaq
turned in strong performances, as did
initial public offerings by new compa-
nies. The dire predictions were flat out
wrong.

During the years the battle raged
over stock option accounting, rel-
atively little attention was paid to the
taxation of stock options. Section 83 of
the tax code, first enacted in 1969 and
still in place after more than three dec-
ades, is the key statutory provision. It
essentially provides that, when an em-
ployee exercises compensatory stock
options, the employee must report as
income the difference between what
the employee paid to exercise the op-
tions and the market value of the
stock received. The corporation can
then take a mirror deduction for what-
ever amount of income the employee
realized.

For example, suppose a company
gave an executive options to buy 1 mil-
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lion shares of the company stock at $10
per share. Suppose, b years later, the
executive exercised the options when
the stock was selling at $30 per share.
The executive’s income would be $20
per share for a total of $20 million. The
executive would declare $20 million as
ordinary income, and in the same year,
the company would take a cor-
responding tax deduction for $20 mil-
lion. Although in 1993, Congress en-
acted a $1 million cap on the compensa-
tion that a corporation can deduct
from its taxes, so taxpayers wouldn’t
be forced to subsidize millions of dol-
lars in executive pay, the cap was not
applied to stock options, allowing com-
panies to deduct any amount of stock
option compensation, without limit.

The stock option accounting and tax
rules that evolved over the years are
now at odds with each other. Account-
ing rules require companies to expense
stock options on the grant date. Tax
rules tell companies to deduct stock
option expenses on the exercise date.
Companies have to report grant date
expenses to investors on their financial
statements, and exercise date expenses
on their tax returns. The financial
statements report on all stock options
granted during the year, while the tax
returns report on all stock options ex-
ercised during the year. In short, com-
pany financial statements and tax re-
turns report expenses for different
groups of stock options, using different
valuation methods, and resulting in
widely divergent stock option expenses
for the same year.

To examine the nature and con-
sequences of the stock option book-tax
differences, the Permanent Sub-
committee on Investigations, which I
chair, initiated an investigation and
held a hearing on June 5, 2007. Here is
what we found.

To test just how far the book and tax
figures for stock options diverge, the
Subcommittee contacted a number of
companies to compare the stock option
expenses they reported for accounting
and tax purposes. The subcommittee
asked each company to identify stock
options that had been exercised by one
or more of its executives from 2002 to
2006. The subcommittee then asked
each company to identify the com-
pensation expense they reported on
their financial statements versus the
compensation expense on their tax re-
turns. In addition, we asked the compa-
nies’ help in estimating what effect the
new accounting rule would have had on
their book expense if it had been in
place when their stock options were
granted. At the hearing, we disclosed
the resulting stock option data for nine
companies, including three companies
that were asked to testify. The sub-
committee very much appreciated the
cooperation and assistance provided by
the nine companies we worked with.

The data provided by the companies
showed that, under then existing rules,
the 9 companies showed a zero expense
on their books for the stock options
that had been awarded to their execu-
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tives, but claimed millions of dollars in
tax deductions for the same compensa-
tion. The one exception was Occidental
Petroleum which, in 2005, began volun-
tarily expensing its stock options, but
even this company reported massively
greater tax deductions than the stock
option expenses shown on its books.
When the subcommittee asked the
companies what their book expense
would have been if the new FASB rule
had been in effect, all 9 calculated book
expenses that remained dramatically
lower than their tax deductions. Alto-
gether, the nine companies calculated
that they would have claimed $1 billion
more in stock option tax deductions
than they would have shown as book
expenses, even using the tougher new
accounting rule. Let me repeat that
just 9 companies produced a stock op-
tion book-tax difference of more than
$1 billion.

KB Home, for example, is a company
that builds residential homes. Its stock
price has more than quadrupled over
the past 10 years. Over the same time
period, it has repeatedly granted stock
options to its then CEO. Company
records show that, over the past 5
years, KB Home gave him 5.5 million
stock options of which, by 2006, he had
exercised more than 3 million.

With respect to those 3 million stock
options, KB Home recorded a zero ex-
pense on its books. Had the new ac-
counting rule been in effect, KB Home
calculated that it would have reported
on its books a compensation expense of
about $11.5 million. KB Home also dis-
closed that the same 3 million stock
options enabled it to claim compensa-
tion expenses on its tax returns total-
ing about $143.7 million. In other
words, KB Home claimed a $143 million
tax deduction for expenses that on its
books, under current accounting rules,
would have totaled $11.5 million. That
is a tax deduction 12 times bigger than
the book expense.

Occidental Petroleum disclosed a
similar book-tax discrepancy. This
company’s stock price has also sky-
rocketed in recent years, dramatically
increasing the value of the 16 million
stock options granted to its CEO since
1993. Of the 12 million stock options the
CEO actually exercised over the past
five years, Occidental Petroleum
claimed a $353 million tax deduction
for a book expense that, under current
accounting rules, would have totaled
just $29 million. That is a book-tax dif-
ference of more than 1200 percent.

Similar book-tax discrepancies ap-
plied to the other companies we exam-
ined. Cisco System’s CEO exercised
nearly 19 million stock options over
the past 5 years, and provided the com-
pany with a $169 million tax deduction
for a book expense which, under cur-
rent accounting rules, would have to-
taled about $21 million. UnitedHealth’s
former CEO exercised over 9 million
stock options in the past 5 years, pro-
viding the company with a $318 million
tax deduction for a book expense which
would have totaled about $46 million.
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Safeway’s CEO exercised over 2 million
stock options, providing the company
with a $39 million tax deduction for a
book expense which would have totaled
about $6.5 million.

Altogether, these 9 companies took
stock option tax deductions totaling
$1.2 billion, a figure five times larger
than the $217 million that their com-
bined stock option book expenses
would have been. The resulting $1 bil-
lion in excess tax deductions represents
a windfall for these companies simply
because they issued lots of stock op-
tions to their CEOs.

Tax rules that produce outsized tax
deductions that are many times larger
than the related stock option book ex-
penses give companies an incentive to
issue huge stock option grants, because
they know the stock options will
produce a relatively small hit to the
profits shown on their books, while
also knowing that they are likely to
get a much larger tax deduction that
can dramatically lower their taxes.

The data we gathered for nine compa-
nies alone disclosed stock option tax
deductions that were five times larger
than their book expenses, generating
over $1 billion in excess tax deductions.
To gauge whether the same tax gap ap-
plied to stock options across the coun-
try as a whole, the subcommittee
asked the IRS to perform an analysis
of some newly obtained stock option
data.

For the first time last year, large
corporations were required to file a
new tax Schedule M-3 with their tax
returns. The M-3 Schedule asks compa-
nies to identify differences in how they
report corporate income to investors
versus what they report to Uncle Sam,
so that the IRS can track and analyze
significant book-tax differences. The
first batch of M-3 data, which became
available earlier this year, applies
mostly to 2004 tax returns.

In analyzing this data, the IRS found
that stock option compensation ex-
penses were one of the biggest factors
in the difference between book and tax
income reported by U.S. corporations.
The data shows that, in 2004, stock op-
tion compensation expenses produced a
book-tax gap of about $43 billion, which
is about 30 percent of the entire book-
tax difference reported for the period.
That means, as a whole, corporations
took deductions on their tax returns
for stock option compensation ex-
penses which were $43 billion greater
than the stock option expenses actu-
ally shown on their financial state-
ments for the same year. Those mas-
sive tax deductions enabled the cor-
porations, as a whole, to legally reduce
their 2004 taxes by billions of dollars,
perhaps by as much as $15 billion.

When asked to look deeper into who
benefited from these stock option de-
ductions, the IRS was able to deter-
mine that the entire $43 billion book-
tax difference was attributable to
about 3,200 corporations nationwide, of
which about 250 corporations ac-
counted for 82 percent of the total dif-
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ference. In other words, a relatively
small number of corporations was able
to generate $43 billion in tax deduc-
tions simply by handing out substan-
tial stock options to their executives.

There were other surprises in the
data as well. One set of issues disclosed
by the data involves what happens to
unexercised stock options. Under the
current mismatched set of accounting
and tax rules, stock options which are
granted, vested, but never exercised by
the option holder turn out to produce a
corporate book expense but no tax de-
duction.

Cisco Systems told the sub-
committee, for example, that in addi-
tion to the 19 million exercised stock
options previously mentioned, their
CEO holds about 8 million options that,
due to a stock price drop, will likely
expire without being exercised. Cisco
calculated that, had FAS 123R been in
effect at the time those options were
granted, the company would have had
to show a $139 million book expense,
but would never be able to claim a tax
deduction for this expense since the op-
tions would never be exercised. Apple
made a similar point. It told the sub-
committee that, in 2003, it allowed its
CEO to trade 17.5 million in underwater
stock options for 5 million shares of re-
stricted stock. That trade meant the
stock options would never be exercised
and, under current rules, would
produce a book expense without ever
producing a tax deduction.

In both of these cases, under FAS
123R, it is possible that the stock op-
tions given to a corporate executive
would have produced a reported book
expense greater than the company’s
tax deduction. While the M-3 data indi-
cates that, overall, accounting ex-
penses lag far behind claimed tax de-
ductions, the possible financial impact
on an individual company of a large
number of unexercised stock options is
additional evidence that existing stock
option accounting and tax rules are out
of kilter and should be brought into
alignment. Under our bill, if a company
incurred a stock option expense, it
would always be able to claim a tax de-
duction for that expense.

A second set of issues brought to
light by the data focuses on the fact
that the current stock option tax de-
duction is typically claimed years later
than the initial book expense. Nor-
mally, a corporation dispenses com-
pensation to an employee and takes a
tax deduction in the same year for the
expense. The company controls the
timing and amount of the compensa-
tion expense and the corresponding tax
deduction. With respect to stock op-
tions, however, corporations may have
to wait years to see if, when, and how
much of a deduction can be taken.
That is because the corporate tax de-
duction is wholly dependent upon when
an individual corporate executive de-
cides to exercise his or her stock op-
tions.

UnitedHealth, for example, told the
subcommittee that it gave its former
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CEO 8 million stock options in 1999, of
which, by 2006, only about 730,000 had
been exercised. It does not know if or
when he will exercise the remaining 7
million options, and so cannot cal-
culate when or how much of a tax de-
duction it will be able to claim for this
compensation expense.

Right now, stock options are the
only form of compensation in which
the book expense and tax deduction
often take place in different years, and
the timing of the deduction is under
the control of the employee, rather
than the employer. Under current law,
it is not unusual for a stock option tax
deduction to be claimed 3, 5, or even 10
years after the year in which the stock
option compensation was granted. Our
bill would completely eliminate this
delay and uncertainty, by requiring
stock option expenses to be deducted in
the same year as they appear on the
company books.

If the rules for stock option tax de-
ductions were changed as suggested in
our bill, companies would typically be
able to take the deduction years earlier
than they do now, without waiting to
see if and when particular options are
exercised. Companies would also be al-
lowed to deduct stock options that are
vested but never exercised. In addition,
by requiring stock option expenses to
be deducted in the same year they ap-
pear on the company books, stock op-
tions would become more consistent
with how other forms of compensation
are treated in the tax code.

Right now, U.S. stock option ac-
counting and tax rules are mis-
matched, misaligned, and out of kilter.
They allow companies collectively to
deduct billions of dollars in stock op-
tion expenses in excess of the expenses
that actually appear on the company
books. They disallow tax deductions
for stock options that are given as
compensation but never exercised.
They often force companies to wait
years to claim a tax deduction for a
compensation expense that could and
should be claimed in the same year it
appears on the company books.

The bill we are introducing today
would cure these problems. It would
bring stock option accounting and tax
rules into alignment, so that the two
sets of rules would apply in a con-
sistent manner. It would accomplish
that goal simply by requiring the cor-
porate stock option tax deduction to
equal the stock option expenses shown
on the corporate books each year.
Stock option deductions would no
longer exceed the expenses recorded on
a company’s publicly available finan-
cial reports. Stock option expenses for
both accounting and tax purposes
would be the same.

Specifically, the bill would end use of
the current stock option deduction
under Section 83 of the tax code, which
allows corporations to deduct stock op-
tion expenses when exercised in an
amount equal to the income declared
by the individual exercising the option,
replacing it with a new Section 162(q),
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which would require companies to de-
duct the stock option expenses shown
on their books each year.

The bill would apply only to cor-
porate stock option deductions; it
would make no changes to the rules
that apply to individuals who have
been given stock options as part of
their compensation. Individuals would
still report their compensation on the
day they exercised their stock options.
They would still report as income the
difference between what they paid to
exercise the options and the fair mar-
ket value of the stock they received
upon exercise. The gain would continue
to be treated as ordinary income rather
than a capital gain, since the option
holder did not invest any capital in the
stock prior to exercising the stock op-
tion and the only reason the person ob-
tained the stock was because of the
services they performed for the cor-
poration.

The amount of income declared by
the individual after exercising a stock
option will likely often be greater than
the stock option expense booked and
deducted by the corporation who em-
ployed that individual. That is in part
because the individual’s gain often
comes years later than the original
stock option grant, and the underlying
stock will usually have gained in value.
In addition, the individual’s gain is
typically provided, not by the corpora-
tion that supplied the stock options
years earlier, but by third parties ac-
tive in the stock market.

Consider, for example, an executive
who exercises options to buy 1 million
shares of stock at $10 per share, obtains
the shares from the corporation, and
then immediately sells them on the
open market for $30 per share, making
a total profit of $20 million. The indi-
vidual’s corporation didn’t supply the
$20 million. Just the opposite. Rather
than paying cash to its executive, the
corporation received a $10 million pay-
ment from the executive in exchange
for the 1 million shares. The $20 million
profit from selling the shares was paid,
not by the corporation, but by third
parties in the marketplace who pur-
chased the stock. That’s why it makes
no sense for the company to declare as
an expense the amount of profit that
an employee, or sometimes a former
employee, obtained from unrelated par-
ties in the marketplace.

The bill we are introducing today
would put an end to the current ap-
proach of using the stock option in-
come declared by an individual as the
tax deduction claimed by the corpora-
tion that supplied the stock options. It
would break that old artificial sym-
metry and replace it with a new sym-
metry more consistent with other tax
code provisions, one in which the cor-
poration’s stock option tax deduction
would match its book expense.

I consider the current approach to
corporate stock option tax deductions
to be artificial, because it uses a con-
struct in the tax code that, when first
implemented over thirty years ago, en-
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abled corporations to calculate their
stock option expense on the exercise
date, when there was no consensus on
how to calculate stock option expenses
on the grant date. The artificiality of
the approach is demonstrated by the
fact that it allows companies to claim
a deductible expense for money that
generally does not come from a com-
pany’s coffers, but from third parties in
the stock market. Now that U.S. ac-
counting rules provide a detailed rule
for calculating stock option expenses
on the grant date, however, there is no
longer any need to rely on an artificial
construct that calculates corporate
stock option expenses on the exercise
date using third party funds.

Our bill would eliminate the existing
grant date-exercise date disparity be-
tween U.S. accounting and tax rules,
and eliminate the stock option double
standard by ensuring that companies’
stock option tax deductions are equal
to, and not greater than, the actual
stock option expenses shown on their
books.

It is also important to note that the
bill would not affect in any way cur-
rent tax provisions that provide fa-
vored tax treatment to so-called Incen-
tive Stock Options under Sections 421
and 422 of the tax code. Under these
sections, in certain circumstances, cor-
porations can surrender their stock op-
tion deductions in favor of allowing
their employees with stock option
gains to be taxed at a capital gains
rate instead of ordinary income tax
rates. Many start-up companies use
these types of stock options, because
they don’t yet have taxable profits and
don’t need a stock option tax deduc-
tion. So they forfeit their stock option
corporate deduction in favor of giving
their employees more favorable treat-
ment of their stock option income. In-
centive Stock Options would not be af-
fected by our legislation and would re-
main available to any corporation pro-
viding stock options to its employees.

And again, as mentioned earlier, the
bill would have no effect on the tax
treatment of stock options for individ-
uals; the bill would affect only corpora-
tions.

The bill would make one other im-
portant change to the tax code as it re-
lates to corporate stock option tax de-
ductions. Right now, Section 162(m) of
the tax code applies a $1 million cap on
corporate deductions for the compensa-
tion paid to the top executives of pub-
licly held corporations. The purpose of
this cap is to eliminate any taxpayer
subsidy for compensation that exceeds
$1 million annually and is paid to a top
corporate executive. As currently writ-
ten, however, the cap does not apply to
compensation paid in the form of stock
options. By exempting stock option
compensation from the $1 million cap,
the provision creates a significant in-
centive for corporations to pay their
executives with stock options. The bill
would eliminate this favored treatment
of executive stock options by making
deductions for this type of compensa-
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tion subject to the same $1 million cap
that applies to other forms of com-
pensation covered by Section 162(m).

The bill also contains several tech-
nical provisions. First, it would make a
conforming change to the research tax
credit so that stock option expenses
claimed under that credit would match
the stock option deductions taken
under the new tax code section 162(q).
Second, the bill would authorize the
Secretary of the Treasury to adopt reg-
ulations governing how to calculate
the deduction for stock options issued
by a parent corporation to the employ-
ees of a subsidiary.

Finally, the bill contains a transition
rule for applying the new Section 162(q)
stock option tax deduction to existing
and future stock option grants. This
transition rule would make it clear
that the new tax deduction would not
apply to any stock option exercised
prior to the date of enactment of the
bill.

The bill would also allow the old Sec-
tion 83 deduction rules to apply to any
option which was vested prior to the ef-
fective date of Financial Accounting
Standard, FAS, 123R, and exercised
after the date of enactment of the bill.
The effective date of FAS 123R is June
15, 2005 for most corporations, and De-
cember 31, 2005, for most small busi-
nesses. Prior to the effective date of
FAS 123R, most corporations would
have shown a zero expense on their
books for the stock options issued to
their executives and, thus, would be
unable to claim a tax deduction under
the new Section 162(q). For that rea-
son, the bill would allow these corpora-
tions to continue to use Section 83 to
claim stock option deductions on their
tax returns.

For stock options that vested after
the effective date of FAS 123R and were
exercised after the date of enactment,
the bill takes another tack. Under FAS
123R, these corporations would have
had to show the appropriate stock op-
tion expense on their books, but would
have been unable to take a tax deduc-
tion until the executive actually exer-
cised the option. For these options, the
bill would allow corporations to take
an immediate tax deduction, in the
first year that the bill was in effect, for
all of the expenses shown on their
books with respect to these options.
This ‘‘catch-up deduction” in the first
year after enactment would enable cor-
porations, in the following years, to
begin with a clean slate so that their
tax returns the next year would reflect
their actual stock option book ex-
penses for that same year.

After that catch-up year, all stock
option expenses incurred by a company
each year would be reflected in their
annual tax deductions under the new
Section 162(q).

The current differences between
stock option accounting and tax rules
make no sense. They require companies
to show one stock option expense on
their books and a completely different
expense on their tax returns. They re-
quire corporations to report one set of
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figures to their investors and a dif-
ferent set of figures to the IRS.

The current book-tax difference is
the historical product of accounting
and tax policies that have not been co-
ordinated or integrated. The resulting
mismatch has allowed companies to
take tax deductions that, usually, are
many times larger than the actual
stock option book expenses shown on
their books, which not only short-
changes the Treasury, but also pro-
vides a windfall to companies doling
out huge stock options, and creates an
incentive for those companies to keep
right on doling out those options and
producing outsized executive pay.

Right now, stock options are the
only compensation expense where the
tax code allows companies to deduct
more than their actual expenses. In
2004, companies used the existing book-
tax disparity to claim $43 billion more
in stock option tax deductions than the
expenses shown on their books. We can-
not afford this multi-billion dollar loss
to the Treasury, not only because of
deep federal deficits, but also because
this stock option book-tax difference
contributes to the ever deepening
chasm between the pay of executives
and the pay of average workers.

I urge my colleagues to join me in
enacting this bill into law this year.

I ask unanimous consent that the
text of thje bill and a bill summary be
printed in the RECORD.

There being no objection, the mate-
rial was ordered to be placed in the
RECORD, as follows:

S. 2116

Be it enacted by the Senate and House of Rep-
resentatives of the United States of America in
Congress assembled,

SECTION 1. SHORT TITLE.

This Act may be cited as the ‘“Ending Cor-
porate Tax Favors for Stock Options Act”.
SEC. 2. CONSISTENT TREATMENT OF STOCK OP-

TIONS BY CORPORATIONS.

(a) CONSISTENT TREATMENT FOR WAGE DE-
DUCTION.—

(1) IN GENERAL.—Section 83(h) of the Inter-
nal Revenue Code of 1986 (relating to deduc-
tion of employer) is amended—

(A) by striking ‘‘In the case of”’ and insert-
ing:

‘(1) IN GENERAL.—In the case of”’, and

(B) by adding at the end the following new
paragraph:

‘(2) STOCK OPTIONS.—In the case of prop-
erty transferred to a person in connection
with the exercise of a stock option, any de-
duction by the employer related to such
stock option shall be allowed only under sec-
tion 162(q) and paragraph (1) shall not
apply.”.

(2) TREATMENT OF COMPENSATION PAID WITH
STOCK OPTIONS.—Section 162 of such Code (re-
lating to trade or business expenses) is
amended by redesignating subsection (q) as
subsection (r) and by inserting after sub-
section (p) the following new subsection:

“(q) TREATMENT OF COMPENSATION PAID
WITH STOCK OPTIONS.—

‘(1) IN GENERAL.—In the case of compensa-
tion for personal services that is paid with
stock options, the deduction under sub-
section (a)(1) shall not exceed the amount
the taxpayer has treated as an expense with
respect to such stock options for the purpose
of ascertaining income, profit, or loss in a re-
port or statement to shareholders, partners,
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or other proprietors (or to beneficiaries), and
shall be allowed in the same period that the
accounting expense is recognized.

‘(2) SPECIAL RULES FOR CONTROLLED
GROUPS.—The Secretary shall prescribe rules
for the application of paragraph (1) in cases
where the stock option is granted by a par-
ent or subsidiary corporation (within the
meaning of section 424) of the employer cor-
poration.”.

(b) CONSISTENT TREATMENT FOR RESEARCH
TAX CREDIT.—Section 41(b)(2)(D) of the Inter-
nal Revenue Code of 1986 (defining wages for
purposes of credit for increasing research ex-
penses) is amended by inserting at the end
the following new clause:

“(iv) SPECIAL RULE FOR STOCK OPTIONS.—
The amount which may be treated as wages
for any taxable year in connection with the
issuance of a stock option shall not exceed
the amount allowed for such taxable year as
a compensation deduction under section
162(q) with respect to such stock option.”.

(c) APPLICATION OF AMENDMENTS.—The
amendments made by this section shall
apply to stock options exercised after the
date of the enactment of this Act, except
that—

(1) such amendments shall not apply to
stock options that were granted before such
date and that vested in taxable periods be-
ginning on or before June 15, 2005,

(2) for stock options that were granted be-
fore such date of enactment and vested dur-
ing taxable periods beginning after June 15,
2005, and ending before such date of enact-
ment, a deduction under section 162(q) of the
Internal Revenue Code of 1986 (as added by
subsection (a)(2)) shall be allowed in the first
taxable period of the taxpayer that ends
after such date of enactment,

(3) for public entities reporting as small
business issuers and for non-public entities
required to file public reports of financial
condition, paragraphs (1) and (2) shall be ap-
plied by substituting ‘‘December 15, 2005’" for
“June 15, 2005”’, and

(4) no deduction shall be allowed under sec-
tion 83(h) or section 162(q) of such Code with
respect to any stock option the vesting date
of which is changed to accelerate the time at
which the option may be exercised in order
to avoid the applicability of such amend-
ments.

SEC. 3. APPLICATION OF EXECUTIVE PAY DEDUC-
TION LIMIT.

(a) IN GENERAL.—Subparagraph (D) of sec-
tion 162(m)(4) of the Internal Revenue Code
of 1986 (defining applicable employee remu-
neration) is amended to read as follows:

‘(D) STOCK OPTION COMPENSATION.—The
term ‘applicable employee remuneration’
shall include any compensation deducted
under subsection (q), and such compensation
shall not qualify as performance-based com-
pensation under subparagraph (C).”.

(b) EFFECTIVE DATE.—The amendment
made by this section shall apply to stock op-
tions exercised or granted after the date of
the enactment of this Act.

Section 1—Short title

‘“Ending Corporate Tax Favors for Stock
Options Act”’
Section 2—Consistent treatment of stock options

by corporations

Eliminates favored tax treatment of cor-
porate stock option deductions, in which cor-
porations are currently allowed to deduct a
higher stock option compensation expense
on their tax returns than shown on their fi-
nancial books—(1) creates a new corporate
stock option deduction under a new tax code
section 162(q) requiring the tax deduction to
be consistent with the book expense, and (2)
eliminates the existing corporate stock op-
tion deduction under tax code section 83(h)
allowing excess deductions.

S12339

Allows corporations to deduct stock option
compensation in the same year it is recorded
on the company books, without waiting for
the options to be exercised.

Makes a conforming change to the re-
search tax credit so that stock option ex-
penses under that credit will match the de-
ductions taken under the new tax code sec-
tion 162(q).

Authorizes Treasury to issue regulations
applying the new deduction to stock options
issued by a parent corporation to subsidiary
employees.

Establishes a transition rule applying the
new deduction to stock options exercised
after enactment, permitting deductions
under the old rule for options vested prior to
adoption of Financial Accounting Standard
(FAS) 123R (on expensing stock options) on
June 15, 2005, and allowing a catch-up deduc-
tion in the first year after enactment for op-
tions that vested between adoption of FAS
123R and the date of enactment.

Makes no change to stock option com-
pensation rules for individuals.

Section 3—Application of executive pay deduc-
tion limit

Eliminates favored treatment of corporate
executive stock options under tax code sec-
tion 162(m) by making executive stock op-
tion compensation deductions subject to the
same $1 million cap on corporate deductions
that applies to other types of compensation
paid to the top executives of publicly held
corporations.

By Mr. LUGAR (for himself and
Mr. BINGAMAN):

S. 2117. A bill to encourage the devel-
opment of research-proven programs
funded under the Elementary and Sec-
ondary Education Act of 1965; to the
Committee on Health, Education,
Labor, and Pensions.

Mr. BINGAMAN. Mr. President, I rise
today, along with Senator LUGAR, to
introduce the Proven Programs for the
Future of Education Act of 2007, and
the Education Research and Develop-
ment to Improve Achievement Act of
2007. These bills would encourage the
use and development of research-prov-
en programs in the Elementary and
Secondary Education Act of 1965.

In 2002, Congress enacted the No
Child Left Behind Act to close the
achievement gap between low-income,
underperforming students, and their
more affluent peers. Without a renewed
dedication to the quality of programs
used in our schools, this goal, as well
as providing an excellent education for
students, will be difficult to achieve.
While there is no question that we have
made progress in recent years in ad-
vancing educational opportunity, I re-
main concerned about the number of
schools that are failing to meet the cri-
teria set out in the No Child Left Be-
hind Act. We need to look at ways to
improve the quality of education in a
meaningful and comprehensive man-
ner.

The purpose of the bills that I am in-
troducing today is to create incentives
for schools to use the programs that
meet the highest standards for evi-
dence of effectiveness and provide in-
creased investment in the research and
development to create and evaluate
new programs. The future of our stu-
dents’ success depends on the quality



S12340

of their educational experience. It is
for that reason I have been committed
to, and will continue to strive for, an
improved educational system.

It is my strong belief that one of the
clearest ways we can improve the qual-
ity of education in our schools is to en-
courage schools to focus on existing
proven programs that meet the highest
quality standards. The Proven Pro-
grams for the Future of Education Act
would offer a competitive preference of
10 percent of the total number of points
awarded to grant applicants who
choose to use research-proven pro-
grams.

In addition, this legislation would
also provide a ten-percent competitive
preference for applicants who choose
research-proven reading programs. I
believe that the goals of the Reading
First program are important in im-
proving students’ literacy levels. While
I am very concerned that this program
has been beleaguered by greed and par-
tisanship, the program has shown to be
effective, particularly in New Mexico,
where according to reports from the
U.S. Department of Education, in 2006—
2007, 58 percent of New Mexico’s third-
grade students in Reading First pro-
grams scored proficient or above in
reading. This is up from 39 percent in
2003-2004. That said, it is crucial that
states such as New Mexico have the op-
portunity to consider and use research-
proven reading programs to further ad-
vance educational opportunity.

I believe that stressing quality edu-
cation programs fosters greater aca-
demic achievement and motivation in
later years, particularly for children
from low-income families. To this end,
this legislation provides schools the in-
centive to advance research-proven
programs, raising the bar for all edu-
cational programs both now and in the
future.

As you know, title I-A provides sup-
plemental services to low-achieving
students attending schools with a rel-
atively high concentration of students
from low-income families. Title I-A is
the largest Federal elementary and
secondary education assistance pro-
gram, with services provided to more
than 90 percent of all local educational
agencies; approximately 52,000—54 per-
cent of all—public schools; and ap-
proximately 16.5 million—34 percent of
all—pupils, including approximately
188,000 pupils attending private schools.
If the national goal of leaving no child
behind is to be met, attention and re-
sources must also be invested in the re-
search necessary to bring improved
quality and increased innovation to
core areas of title I.

The Education Research and Devel-
opment to Improve Achievement Act
would authorize at least $100 million
for rapid development and rigorous
evaluation of practical programs for
use in title I programs capable of in-
creasing student achievement in such
areas as School Improvement and Re-
structuring, Supplemental Educational
Services, Reading First, and other
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areas determined to be in need of fur-
ther development.

I want to thank Senator LUGAR for
his leadership and commitment to im-
proving education in this country. Sen-
ator LUGAR remains a tireless advocate
for our Nation’s students, and I am
pleased to be working with him on this
legislation as we begin reauthorizing
the No Child Left Behind Act.

This legislation represents a critical
step forward in advancing research-
proven programs for millions of stu-
dents across the country, and I urge
my colleagues to support this legisla-

tion.
———
SUBMITTED RESOLUTIONS
SENATE RESOLUTION 337—AU-

THORIZING THE COMMITTEE ON
RULES AND ADMINISTRATION TO
PREPARE A REVISED EDITION
OF THE STANDING RULES OF
THE SENATE AS A SENATE DOC-
UMENT

Mrs. FEINSTEIN (for herself and Mr.
BENNETT) submitted the following reso-

lution; which was considered and
agreed to:
S. REs. 337
Resolved,
SECTION 1. PRINTING THE STANDING RULES OF
THE SENATE.

(a) AUTHORIZATIONS.—The Committee on
Rules and Administration shall prepare a re-
vised edition of the Standing Rules of the
Senate and such standing rules shall be
printed as a Senate document.

(b) ADDITIONAL COPIES.—In addition to the
usual number, 2,500 additional copies shall be
printed for use by the Committee on Rules
and Administration.

————

AUTHORITY FOR COMMITTEES TO
MEET

SUBCOMMITTEE ON OVERSIGHT OF GOVERNMENT
MANAGEMENT, THE FEDERAL WORKFORCE,
AND THE DISTRICT OF COLUMBIA
Mr. LEVIN. Mr. President, I ask

unanimous consent that the Com-

mittee on Homeland Security and Gov-
ernmental Affairs’ Subcommittee on

Oversight of Government Management,

the Federal Workforce, and the Dis-

trict of Columbia be authorized to
meet on Friday, September 28, 2007, at

10 a.m. in order to conduct a hearing

entitled ‘“The Role of Federal Execu-

tive Boards in Pandemic Prepared-
ness.”

The PRESIDING OFFICER. Without
objection, it is so ordered.

————

ORDER FOR MEASURES TO BE
INDEFINITELY POSTPONED

Mr. MENENDEZ. Madam President, I
ask unanimous consent that the fol-
lowing calendar items be indefinitely
postponed: Calendar No. 296, S. 1539;
Calendar No. 297, S. 1596; Calendar No.
298, S. 1732; Calendar No. 300, S. 1781.

The PRESIDING OFFICER. Without
objection, it is so ordered.
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ORDER FOR THE RECORD TO
REMAIN OPEN

Mr. MENENDEZ. I ask unanimous
consent that the RECORD remain open
today until 2 p.m. for the submission of
statements and cosponsorships.

The PRESIDING OFFICER. Without
objection, it is so ordered.

————

RULES COMMITTEE
AUTHORIZATION

Mr. MENENDEZ. Madam President, I
ask unanimous consent that the Sen-
ate proceed to the immediate consider-
ation of S. Res. 337, submitted earlier
today.

The PRESIDING OFFICER. The
clerk will report the resolution by
title.

The bill clerk read as follows:

A resolution (S. Res. 337) authorizing the
Committee on Rules and Administration to
prepare a revised edition of the Standing
Rules of the Senate as a Senate document.

There being no objection, the Senate
proceeded to consider the resolution.

Mr. MENENDEZ. Madam President, I
ask unanimous consent that the reso-
lution be agreed to, and the motion to
reconsider be laid upon the table; that
any statements relating thereto be
printed in the RECORD.

The PRESIDING OFFICER. Without
objection, it is so ordered.

The resolution (S. Res. 337) was
agreed to, as follows:
S. REs. 337
Resolved,
SECTION 1. PRINTING THE STANDING RULES OF
THE SENATE.

(a) AUTHORIZATIONS.—The Committee on
Rules and Administration shall prepare a re-
vised edition of the Standing Rules of the
Senate and such standing rules shall be
printed as a Senate document.

(b) ADDITIONAL COPIES.—In addition to the
usual number, 2,500 additional copies shall be
printed for use by the Committee on Rules
and Administration.

———

ORDERS FOR MONDAY, OCTOBER 1,
2007

Mr. MENENDEZ. Madam President, I
ask unanimous consent that when the
Senate completes its business today, it
stand adjourned until 2 p.m., Monday,
October 1; that on Monday, following
the prayer and pledge, the Journal of
proceedings be approved to date, the
morning hour be deemed expired, the
time for the two leaders reserved for
their use later in the day, and there
then be a period of morning business
until 3 p.m., with Senators permitted
to speak therein for up to 10 minutes
each, and the time equally divided and
controlled between the two sides; that
at 3 p.m., the Senate resume consider-
ation of H.R. 1585.

The PRESIDING OFFICER. Without
objection, it is so ordered.

———

ADJOURNMENT UNTIL MONDAY,
OCTOBER 1, 2007, AT 2 P.M.

Mr. MENENDEZ. Madam President,
if there is no further business to come
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