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202-272-2677 


Mr. Brian J. Lane 

Office of Chief Counsel 

Division of Corporation Finance 

Securities & Exchange Commission 
450 Fifth Street N.W. 

Washington, D.C. 20549 


, 	 Dear Mr. Lane: 

In accordance with our telephone conversation last week, this 

will supplement our letter of May 28, 1991 requesting an 

interpretation of the Commission's Rule 16(b)-3(c)(l) in 

connection with the acceleration of the vesting period for a 

derivative security. You have requested further information 

regarding the acceleration of the vesting period under the stock 

option plan. 


As we previously noted, the Plan Administrator agreed to 

accelerate the vesting provisions for an employee in connection 

with the termination of the employment relationship of the 

employee. The provisions of the Stock Option Plan which are 

relevant are as follows: 


a. Plan Administration. The Plan Administrator is the 

Board of Directors or a committee of the Board of Directors, in 

either case, consisting of a majority of disinterested 

directors. The Plan Administrator has the authority, in its 

discretion, to determine all matters relating to the derivative 

securities. 


b. Term and Maturity. The Plan provides that the term of 

each non-qualified stock option shall be as established by the 


) 	 Plan Administrator. The Plan then provides that "unless the 
condition of this sentence is waived or modified in the 
agreement evidencing the option or by resolution adopted by the 
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Plan Administrator" the option will be exercisable 20% after one 

year continuous relationship with the company from the date the 

option was granted and an additional 1.666% each month completed 

thereafter. 


- -. 
c .  Termination of Relationship. The Plan provides that if 

an employee's relationship with the Company ceases, the employee 
may exercise that portion of the option "which is exercisable at 
the time of such cessatioz". The optien shall terminate at the 
end of a three month period unless "such provision is waived in 
the agreement evidencing the option or by resolution adopted by 
the Plan Administrator within 30 days of such cessation". 

The actual option issued to the ex-employee incorporates the 

Plan and states that the option "shall vest and become 

exercisable according to the terms and conditions of the (Plan) 

and as follows:" and repeats the normal vesting schedule set 

forth in the Plan under Term and Maturity. 


As our letter of May 28, 1991 noted, in connection with the 

termination of the employment relationship, the acceleration of 

the vesting period for a certain number of options was done by a 

unanimous resolution of the Board of Directors and consequently 

was made in accordance with the Plan. The corporate resolution 

provided that "the stock option grants for (employee) shall be 

accelerated to allow for the immediate vesting of (additional) 

optionsn. We do not believe that this acceleration of the 

options vested by a resolution of the Plan Administrator in 

accordance with the Plan constitutes a new grant of the 

derivative security. We would appreciate receiving confirmation 

from the staff in this regar6. 


Please call the undersigned if you need any further information. 


Very truly yours, 


Robert J. -~iercks 




... --. -

SD\T BY:FosterPepper&Shefel.r~: 8-29-91 : 14:15 : F P & S Seattle-, 


FOSTER PEPPER & S H E F E L M A N  


Office of Chief Counsel 

Division of Corporstion Finance 

Securities b Exchange Cammission 
4 5 0  Fifth Street N,W, 
Washington, D.C. 20549 

Dear S i r  or Madam: 

Interpretative Advice With Respect 
t o  Amended Section 16 Rules 

In accordance w i t h  conversations with t h e  Staf f  of the Division 
of Corporation Finance, the following interpretative question is 
submitted with respect t o  the recently adopted amendments to the 
Commission's rules under Section 16 of the Gecuritiee Exchange 
A c t  of 1934.  

Rule 16(b)-3(c) (1) provides t h a t  i n  ordet for a grant o f  an 
equity security, including a derivative security, to be exempt
from Section 16(b), a total of s i x  months must elapse between 
the grant o f  the derivative security and the sale o f  t h e  
security underlying the derivative eecurity, If a former 
employee received t h e  grant  of a stock option more than six 
months before the date of a proposed sale, but in connection 
with t h e  termination o f  the employment relationship the Plan 
Administrator agreed t o  scceleret8 t h e  vesting provisiona of the 
stock option, does the change of t h e  vesting period create a 
"newa derivative security which must be held for six months from 
t h e  date t h e  vesting provisions are  changed? The acceleration 
of t h e  vesting period was done in accordance with the existing. 
Plan. 

Thank you for your assistancm in connection with this inquiry.q.PPbd 
Robert J. D ercks 
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I December 9, 1991 

\ RECEIVED 
VXA FACSIMILE AND 

Emanuel D. Sttauas 


Re: SEC Staff Position Relating to Assumption or 

vor-

Dear Mr. Strauss: I 
The underai ned would like to express our views to the 

SEC S t a f f  on what understand to be the Staff's preliminary
pos i t ion  on the ment of the assumption or substitution of 
options unaer Section 16 rules promul~stedin Release 
Number February el 1991 (the "ReLesseW). 

This subject is o f  widespread interest to the 
corporate community. We believe that a typical fact pattern
involves options of acquired company that are outstanding on 
the date of acquisit n where (I) such options (and the plan 
under which the opti s were granted) &re assumed by the  
acquiring company, o (2) equivalent options are substituted bp 
the acquiring compan for the options of the acquired company. 
In both situations, ) the exercise price and the number of 
shares subject to op ons are adjusted to reflect the exchange

ratio of the acquisi on and (ii) there i s  no acceleration of 
vesting of the ass or substituted options. In the case of 

the assumption of opkions and an option plan, there are no 
other changes in the terms of the options assumed. In the case 
of the substitution of 0pti0n8~ all o f  the other terms of the 
substituted options are substantially the same as the terms of 
the old options, It is our understanaing that the Staff's 
preliminary position on this fact pattern is that the 
assumption or substitution of an option is deemed t o  be the  
disposition of the old option and the grant of a new option 
with a new six-montk holding period. 


1 
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options, the result 


. We recommend that the S t a f f  i ~ s u ean 
ting that t h e  essumption or substitution 
ditions described above will be a 
f Section 16. More specifically, we 
the position that the assmption or 
n by an ecquiting company would not be 
cellation or other disposition o f  the 
of a new optfon, and would not start a 
riod. ' Rsther, the air-month holding 
rchasable undet the assumed or 
relate back to the otfginal date the 

e acqufred company, 

were to adopt what we understand to be 
ion on the assumption or substitution of 
ould be to encoutage insiders to cash out 
ns prior to an acquxsition, rather than to 
stitutecl options with a new six-month 
e resulting market risk. We believe t h a t  

by the Release and would be 

an4 reasonable expectations of the 


The policy considerations underlying 

former Rule l6b-6(c) are an appropriate starting point fo r  our 
analysis. These poll.cy considerations remain relevant even 
though Rule 16b-6(c) has been repealed becauue option exercisas 
are no longer mpurch~ises.a Under former Rule l6b-6(c), the 
disposition o f  a seclrity purchased upon exercise of an option,
where the option was acquired more than s i x  months before its 
exercise, was exempt from Section 16(b) ifthe diaporsition was 
pursuant to a merger, consolidation oz reclassification o f  the 
issuer' securities r in connection with the purchase of 
assets.  Examples It the manner in which this exemption nss 
appl ied  under the former rules are contained in Questions 137 
and 141 of SEC Release Number 34-18114 dated September 24, 1981. 

The importa ce of thiu exemption i s  referred to on 
page 60 o f  the Relea 

*The forme rule was promulgated in zeaponse to 
concern th profit recovery under such circumstances 

would nega f the acczued value o f  long-term options. 

11 
 dge that former Rule lbb-6(c) impose8 a 

olding period requirement designed to limit 

abuse. The six-month holding period 
of new Rule 16b-3(c)(l) will similsrly


abuse in a mannet consistent with 
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An insider u l d  be zequired to exercise the option, 

On page 60 f the Release, the SEC suggests t h a t  t h e  
former exemption i 8  longer necessary "because the exexcise 
of the option is ex i f  it i a  not out-of-the money." 
Reference i s  also to psge 114 of the Release, which 
rescinas Questions through 141 as no longer neeeasaty ,  To 
this end, of the Release concludes tha t :  

nWhile the ew rules would not provide an exemption
for the d i s  osition of t h e  underlying securities, the 
exemption a opted for exercise8 should protect

long-term a cretion in the value of options from 

shozt-swing profit recovery as a resuit of a merger by 
proviaing a exemption fog the acquisition of the 
underlying t/tock.* 
We believe i h a t ,  in adopting the new rules, the 

Commission d i d  not intend to change the policy underlying 
former Rule l6b-6(c) that long-term appreciation of stock 
options should not b adversely affected by an acquisition.
However, if the S t a f  adopts its preliminary position on the 
assumption or substi ution of options, t h e  accrued value of 
long-term options th t are assumed or substituted in an 
acquisition will be nfairly impaired by t h e  imposition of a 
new six-month holdin period. The effect of t h e  Staffba 
preliminary position would be to encourage insiders with vested 
options to exercise heir options prior to the acquisition,
rather than to accep the market r i s k  of assumed or substituted 
options with a new s x-month holding period. 

The g example illustrates t h e  inconsistent 
treatment result under the Gtaff.8 preliminary

that cash out options in such a case 
s that have 8uch options assumed or 
uteU options: 

Assume tha each of Insiders A end B has an option to 
purchase 50,000 sha es of stock that is immediately exercisable 
and that was grante more than s ix  months ago. Insider A 
exercises his optio inmediately prior to the merger. Insider 
B does not exercise her option, and the option i a  assumed (or
substituted tor) in the merger. Insider A, by exercising his 


i 
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option, can sell the hares before the acquisition without 
being subject to 6ec n 16. Insider A bears no additional 
market risk because has elected to cash out his option. By
contrast, Insider B s not axercise her option prior to the 
merger, but instead her option sesumed or ~ubstituted. 
Insider B is treate having received a new option and would 
be subject to a new -month holding period (and the 
associated market r merely because she did not cash out her 
option. This resul inequitable. There i s  no reason to 
force Insider B to ciae, or to impose a new six-month 
holding period (an resulting market risk) on Insider B if 

she does not exerc simply because en acquisition happens to 

take place during erm of the option. 


If the SEC* intended approach toward bssumed and 
substituted options adopted, it will not only unnecessarily 
encourage insiders t cash out their option holdings prior to a 
merger, but it also create unexpected and unnecessarily 

. 	 harsh results in 0th situations that frequently arise in the 
context of an acquis 

First, in many acquisition transactions, an insider of 
the acquired company becomes an insider of the acquiring 
company immediately efter the merger. Not infrequently, such 
an insider may be f i  ed or otherwise terminate emplopment with 
the acquiring compan shortly after the acquisition. Because 
most options (includ ng assumed or substituted options) muat be 
exercised within thr e months or less of termination of 
employment, s termin ted insitler may be require6 to come up 
with the cash t o  exe cise the option shortly following 
termination, and the be subject to a market risk until the 
six-month holBing pe iod has expired and the shares can be 
sold.  This is a ris that would not have occurred i f  the 
insiaer had exetciset! the option prior to the acquisition. 
(As some o f  us noted in our discussion with you on November 20, 
1991 with respect to Faster P e ~ o u ,this sia-month holding 
period requirement s gnificantly increases the r i sk  of 
litigation for an is uet that wishes to terminete an insider 
shortly after an acq 

Second, if n as8urned option would by its term8 

expire within s ix  mo ths after the acquisition, the imposition 
of a new six-month h lding period would mean that an insider 
who exercises an opt'on prior to its expiration would be 
required to hold the shares for 8fx months after the 

acquisition, and ass a market risk during that period, 
simply because the ipuisition happened to occur during the term of the option. This obviously is not the ~eault intended 

by the Release. 
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Third, where an assumed option was not originally
granteB pursuant to a Rule 16b-3 plan, treating the assumption 
as the disposition of the old option and the grant o f  a new 
option means that an tnsider who had a prior purchase within 
sir months of the 86s mption would have a matching purchase and 
sale a t  the time of t e assumption; the cancellation of the 018 
option wo d be treat B as s rale and matched with the prior 
purchase.1) This is n unfair resuZt for inaidets who would 
not have encountered his problem under the former rules (which 
Bib not distinguish between 16b-3 and non-16b-3 options) and 
who would not encounter this problem i f  they had cabhed out 
their options prior to the acquisition. 


From a policy perspective, the StbfE's contemplate8 
position is neither required by nor consistent with the 
underlying purpose of the statute. The Supreme Court itself 
has repeatedly observed that it is areluctant to exceed a 
literal, 'mechanical' application of the statutory texta in 
part because section 16(b) impoms "liability without fault..." 
Pollust v.  Ma-, , U.6. -, 111 6,Ct. 2173, 115 L.Ed. 28. 
109, 118 (1991), quoting B x e m ~ s t l t c .v.  Prbvi&Z& 
w e s Co., 423 t ' . S ,  232, 251 (1976). Nothing in the 
legislative history c f  Section 16(b) and nothing in the 
language of the stat~teitself compels the result the Staff is 
considering. Pee .  e g, 8. Rep. No. 792, 736 Cong., 26 Sass. 
(1934) . . 

When there a an assumption or substitution of options 
in connection with a acquisition under circumstances in which 
the new options are bstantially equivalent to their 
predecessors, there no new investment decision being made 
that gives rise to t danger that Congreas sought to prevent
through the adoption f Section 26(b). Indeed, in the classic 
situation, an option or ahares of the acquired company is 
simply reglaced with n identical option for ahares of the 
acquiring company un r terms and conditions that reflect 
precisely the same c version xatio offered to public 
shareholders. Whate r change results to the economic value of 

2/ A similar r sult would occur under a literal 
interpretat'on of new Rule 16b-3(c)(l) with respect to 

options gra1 ted pursuant to a Rule 16b-3 plan if the Staff were o view the cancellstion of the old option 

as an event that resu l t s  i n  the loss of the exemption 
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the  option and t o  economic value of the underlying shares 
is caused solely e acquisition at the associated 
conversion rat io .  re i s  no change in value that resu l t s  

' from a grant or se of  any option or from enp decision 
made by any der independent of the acquisition 
itself. the danger o f  insider trading that  

vent through the strict liability
16(b) dimply does not arise. 

We respectf~llyrequest yout reconsideration of what 
we understand t o  be your preliminary position on the issue of 
assumption or substitution of options in the context of an 

acquisition. We would welcome an opportunity to discuss this 

issue in person or i r  a conference telephone c a l l .  We also 
would be happy to sutmit s formal request for an Interpretive 
hetter if that would be appropriate. 
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Thank you 
to you. 

Michael R. Jal 
Cooley, Godwa: 
Huddleson & Tt 
(415) 494-762: 

#. James DiBe: 
Brobeck, P h l e  
(415) 42.4.~0160 

r your permitting uu to toward our view. 

Very t m l y  your#, 

Ison, Sons id ,  Goodrich 
Rasati 

bson , C a ~ t r o  
Ulll 

r .&..Harrison ~ t d n ford Law Scfiwl- (415) 723-0158 -



' Kathleen A. 
Thompson, Hi 

(216) 566-5500 
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. - ! analysis for whether an amendment t o  a derivative securi.ty

should be:.br.ea.ted:-underRule 16b-3 as a cancellation and 
regr rant,.-.it...se&sl:t.o 'I&, 6houl.d be whether the change in terms 
~affecks.tfi~..~~6ntial'.forthe ;type of abuse that Section 16 is 

.....-. deS$gned:..to"pkeS(nt.'h,prdfiting from a purchase and sale 
-	 wikhi'n.s i i tmonths .  'The provis.ions of Rule 16b-3 are designed 
to estab'1~:sh.qongitidiis un6er khich an option grant will be 
protecte8ragainst'the opportu$ity for abuse. Thus, the 

...amen.dmeht;'ph$ul~.o~be treat-edas a new grant if it presents 
:'-'-,	the'.s.ii&:$isk$.':df abuse as the original grant. To employ a 

siibjective:'thli-onwhether an amenement makes the option "lookn 
differeiit, ;wighoot.analyzing whether the differences have any 
sign%fi.~abce:in<thisregard, could lead to what might be 

. 	.. ..p e $ 6 ~ v e b . . ~ h e ; p u b l i c  arhitrary distinctions betweenas 
dibder.ent':ty&z+s.ofamendments (anB to a flood of interpretive 
letter'i e i r r i e b t s  &:this issue). The standard I suggest for 
aoa.lyz$ng..~the.~.egf&ct of amendrrients to options upon the 


......... 	exempti.ve<:c~nditionsof Rule 16b-3 is narrower and, I believe 
approp$i:a$ely,i distinct from @e 'comparabilitya standard for 
d6term{qf.pg .-.whether... . .  a.plan's features have been approved by
shiehbfd&r&Z .. :...':.:.. 

:. .  -
. . . . . . .  !'L i  
. . . . . . . . . . . . . . 
. . .. ..': ...: . . . 

. ..: -..:'the.~u1es;retlectthat whether or not an option is 
exgicf sbbf e .;dae.s'.not.Affect the opportunity for the type of 
abuse'thati"Sectibn 16'.:was designed to prevent. For example,
R u l e :  26a;&lfa)t 2 )  (ii)(F) provibes that an option's 
exerc{~sb%li!ty(and,'of necessity, the option's becoming
exer,cfgable).does not affect a person's beneficial ownership of 
thq.indek$yi.ng,;equity; Exchange Act Release No. 28869 (the 
"~doptfrig ;,R&3e.asem) a i s o  addresses those factors which do and 
whi.ch.dn':'.riot.affectthe a b i l i t y  to real ize  short swing 

.	pkofits:;...:The!~dopt,ing... Releas& states, in the text at 
fokrhota:P04:,.. f tVh+ an .insfdef acquires a typical call option, 
the ins$g+. &Cqu%rFees.*he right:to receive the underlying equity 
secutit* @b . a ' f f . k a .price for 'B fired duration." Footnote 104 

..+..states',. . .  "1:though %he';timing 02 the exercise of European style
op.ti.ons.f &:.fixed.:in advance, the opportunity to profit from 
a~.quir.iiig.~stbCk::at:'h Further, the.£$xed price is the same," 
text 'of. the .:Adtjpt.ing'Release ak footnote 143 states that the ' 

. . .exeieisab.ibi!tp.odf,:an;option does not a£fect the opportunity to 
reaxize s)i'ort-3wing::'profits. i 
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.. . .::i-'!ihese:.s.taternentshelp to provide the analysis that 

8 

demonstrates~tdet.the discretionary acceleration of 

exer~i-6abi.Ji t of an .option does not present: any opportunity 
ty

far '~jb'ds+f...
arid ::therefore 8hould not be treated 8s a 

' 

canc&l:la't.i@n ,:'ariq!'regrant that- requires the protection of a new. 
s i x  moiitfi' fielding -period under Rule 16b-3(c)(1). As the 
AdoptXng Release notes and the Rules reflect, the opportunity 
for aburi~~,comenceswhen the insider acquires (1) the tight to 

re.cei'$e. f ' fi i e ~ 
inumber of the underlying equity securities, 

(2) at.*a:j'fix$~:@rice, and (3) for a fixed duration of time. 


I,~ecaus.e":6hAse;events ioccur upon the grant of an option, 

~ule.:.i6b-.3~c)
.sets up certain criteria that the grant must 
satis'fy.:i;n:oqder:.:to@eexempt; one of which i s  the commencement 
of.a s$.k:i:mbnth::qolding perio8.; . . .  

.I. . . ... : :*.. ..:. . .... . .  f..'<...<'.. . 
. . :&discretionary acceleration of exercisability does+ 

not . ' s ~ g e t- fh= option.iholder's position, because it creates no 
mose oppor:tuhity:'.forabuse than the actual exercise does, 
Whi-le.th&~erercisabikityof an option natutally may affect the 
t i m i i i g :  of;:an'-.exercise (and thus, of a subsequent sale), it does 
not.  af-fe& tBe:.ability to lock in a profit. Again, the 
~dop.t~ngjf~el@ase' "When ;reflects thi-s, in the text at note 105: 

the . p ~ i c d ;  equity security exceeds 
bf ;the:.under~ying 

-+uf.~.%c.iently'the
price at which the derivative security can be 

exereised,;the.:profit can be locked in as there is no 

uncert:a&nty6bouf' t h e  insider's ability to realize the profit, 

whetkier"?@y;sgLiing the derivative security, selling the -
 ' 
.unde~ly'i~g~s&cur5ties
received upon exercise, or selling other 

Fo'lding's of the"undef1ying securities or other derivative 

sectikttiesi rglated t d  the underlying security." To borrow a 

concep'e.';cromthe'tax :laws, tiining o f  exercfsability affects 

on'ly':.t.he.:::r~cog?ition Or, as
.of profit, not its realization. 
the adopEing:,~elease'phrasesit in the text preceding note 102, . 
m.WhiletGg.amount o f  the  profit may vary given factors such as 
the '$itie;.:.eluq."of morley . . .!the exercise does not change the i 
oppo.r~un;iity.:~o~:r~.alizea profit," . . . . . . . . . . . .'t :
........: . -


.. .:..: . . . . . .  . . . .. . .  
: : . ':;~or.:e~arnple,if an insider with a deep in-the-money


fong-t~e~ni"at~c&*:bptionthat is not presently exercisable knows. 'i 
that the'.'$to$k~dl pr ice  is going to decline, the insider may 
.Sell 'b.&h:et(.&gculS'itiesshe holBa or she may sell the stock 

short2.':c'arry..tfie'short po~itionthrough the price decline and 

for "'ho.re!:rt'trari:!.:si$
months until the option becomes exercisable, : 

. . .  :ererci~~:~~:the:~:optibn.itits fixed price, and realize the profits 
;....'-..,. . . . . . .  
 .. 
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. . .  locked in e t  'the time the insider established her short 
position, This map be fraudulent under Rule lob-5, but because 

. , . ' the , : i ,ns i8er  held the stock underlying the option f o r  more than 
~~s~~~';mqnthsj~from the date the option was granted an6 received . 

th;e'. .opk.ion!'undet other cf rcumstances sstf sfying Rule 16b-3, the 
. .. . tr .ansact i0 .n~ "are not deemed to be the type to which ~~ 

"": - .,is a6dressed. The profit arose from the price change between 
. t'he:.daee c$f the 'option grant and the date of the short sale, 
%h$ch' was greater than six months; the abuse arose from selling 

. '.. . , d ~ .  .inside anformation. However, the abuse was not short swing 

....- _ aria) . to..  bar row Judge Tenney ' s nemorable quote f tom Duke 
~l~ington,'.~~t.don't mean a thing if it ain't got t h a t  swing." 

.porf~ot t  . . .  v.: Selicrman & Lutz . . .  . . 
0 516 FaSupp* 1188, 1200. 

. .  . . . . . . :  .: * . . .  . . .  . . . . .  . . .  I f  the exercisability of the option in the  foregoing . . 
&ample hakl been accelerated so that the insider could have 
exbrcised an8"sold prior t o  the price decline instead of having 

.. to..'.rely.: on.. previously ownet3 shares, the structure of her 
:. .I..l:transactioris rn8y have differed, but again the important point . . 

. .:. . is: *hat she is not acting contrary to Section 16(b) ts intention 
:'~.rovided that at the time of the sale at least s ix  months had 
.:'lapsed sitice .the option had been granted, Although the 

..: jfo'regoing example at first may seem counterintuitive, since it 
. . 

I wl~~ks~~'like" 'the accelerated exercisability and sale creates an ... 
: ~8bqsive.situation and thus that the accelerated exercisability 

.kh.otild;be treated as a new grant requiring a new sir month 
'Bo.ri'ing pe.riod, the  analysis focusing upon the elements 

. . . .  . es"sentia1 Zo a derivative security -- a right to acquire (or . .  
,: . . . , s e l l )  a number of shares for a fixed price and for a fixed 

.duration -- demonstrates that i n  fact there is no S e c t i o n  16 
abuse'in.the situation posited but *onlya Rule lob75 abuse 

. 'sr:ising:from 'the sale on inside information. 
' . .  . . .  . . . . . .  

? ' : . . . . .  . .; .. , , ' . ". ' 
. . . . . .  . . . . . .  . .  Focusing upon the  elements essential to a derivative 
secu'ri'ty ajlso demonstrates why a dfscretionary acceleration of 
exe'gci.sability is a different issue from a discretionary 

. . .  : frepdicing o r  a.discretionary extension of the term of an option 
(sn,d~thus why footnote 35 of the Shareholder Approval Release 

i's.~corr~ct). Because an option is treated as beneficial 
:ownership:..of .;the underlying equity with a fixed acquisition 

.'.price;.th'eiprofit potential exists only so long as that . . .  
. . .  beneficia1,:orjnerahip exists. Obviously, when the option 

ex.pire,s, beneficial ownership ceases. However, if the . . . .  I . . . . . . . .  

. . . .  : . .  : . - S ' d ,  
, . .  . . 
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