VIEWPOINT

STOCK OPTION EXPENSING: PREPARING FOR CHANGE
By Don Delves, CPA
[The views expressed here are those of the author and are not

necessarily shared by the NASPP’s management, Advisory Board
or Executive Advisory Committee.]

should be adopted prospectively for future grants only, or
retrospectively, including all prior grants. So far, a com-
pany may choose either alternative.)

n the March-April 2002 issue of this newsletter (at pg 6) How Will The Expense Be Determined?

| contributed an article entitled “Why There Will be a _ The FASB and the IASB agree that the expense

Expense for Options...and How to Prepare Now.” Techni- 514 he determined as of the grant date, and that the
cally, the jury still may be out, but the only issues left to

resolve aravhenthe expense will become mandatory and ahmOl(Jjnt sh(g)uld be tl}e_ falrl valuhe ?J the gpt'%r.] as gf.
how it will be calculated. As stock plan professionals, oyr that date. Once set, fair value should not be adjusted in

challenge is to stay on top of the issue as it unfolds, antici-the future, and should be amortized over the option’s

pating the implications and next steps associated with thevesting period. [At a recent conference co-sponsored by
change. An options expense WILL result in dramatic struc- the Delves Group and the IASB, Nobel Laureate Myron
tural changes to executive compensation plans, MAY caliseScholes (who developed the Black-Scoles Option Pric-
companies to re-think broad-based employee option pro-ing Model) confirmed that, while the Black-Scholes
grams, and SHOULD cause boards to scrutinize optionmodel is not designed for valuing employee options, if
grants and executive pay far more rigorously. the objective is to be as accurate as a company is with,

. say, depreciation or pension expense, or anything regu-
2 : .
Where Are We And How Did We Get Here" larly estimated for accounting purposes, the model is
A year ago, none of us would have guessed that Wefjne ]
would be on the brink of requiring an expense for stock

options. Indeed, until mid-July, only two companies (Boeing \What The Stock Plan Professional Must Do

and Wmn, D|>_<|e) had chosen_ to adopt F_AS 123. There are five things a stock plan professional needs
What's different now? With the demise of both Enron o do to be well positioned and prepared on this issue:

and Andersen the world changed, almost overnight. Public 1 know how your company’s option expense is de-

sentiment is markedly anti-corporate and people are 100k-termined. All public companies with stock options already
ing for culprits. A major and longstanding loophole—cur- caicylate and report an expense in the footnotes to their
rent option accounting treatment—is increasingly viewed financial statements. If you don’t know already, you should
as causing runaway option grants that spawned undue fiskqow what the expense isxactlyhow it is calculated, the
taking and manipulation of the books. In the world of ontion pricing model used, the assumptions that go into
corporate reform, the option expense is low hanging fruit. that model, and how those assumptions affect the valua-
Moreover, our Federal Reserve Chairman, Alan tion and expense.
Greenspan, has become a very vocal advocate of expens- 2. Know how your option expense stacks up against
ing, and the Council of Institutional Investors, major in- other companies. Both Bear Stearns and Standard & Poor’s
vestors like TIAA-CREF and investment bankers such asprovide excellent data on what the option expense would
Bear Stearns also are voicing their support. Standard &be for hundreds of companies across several industries.
Poor’s announced early this summer they would deduct 3. Consider how you could lower the expense if you
the option expense in calculating companies’ earnings perhad to. Would you grant fewer options, grant them to
share. And, on July 14 the damn finally burst with an fewer people, make them more performance-based, change
announcement from Coca Cola that it would expense stockhe valuation model or assumptions?
options. The Washington Post, Bank One and a host/of 4. Read FAS 123 as well as the IASB exposure draft,
others followed quickly, and now over 100 companies havewhen it's published. Stay abreast of developments from
announced that they will expense their stock options. | the FASB and IASB. Putting the rhetoric and Congres-

Finally, on July 15, the International Accounting Stan- sional chest pounding aside, this is where the meat is. Any
dards Board voted unanimously to develop an exposureaccounting change for options will come from these two
draft for an option expense, which is expected to be re-bodies.
leased this October. The IASB could adopt an expense 5. Prepare for broader change to executive compen-
requirement as early as next summer. We predict the FASBsation and board governance.
will follow suit and that an option expense will be re-

quired for US companies starting in 2004. Prepare for Change—Executive Compensation

Meanwhile, the FASB is preoccupied with implemen- Despite the hubbub over the accounting expense for
tation and transition rules for the companies choosing|toStock options, it is only the tip of the iceberg. The implica-
expense now. (Questions remain as to whether the expense continued on next page
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Stock Option Expensing: Preparing for Change (continued)

tions for executive compensation and board governancePrepare For Change—Board Governance
go much deeper and may have profound consequences.  Ajhough it's a step in the right direction, the expense

Will we see fewer option plans and smaller option for stock options proposed by the accounting profession
grants? If we sat down with a blank sheet of paper (and|no(i.e., grant date fair value) does not completely capture the
preconceived notions) to design the optimal executive com-true cost of options to shareholders. The tees®nomic
pensation plan, would we determine that stock options arecost of an option is the spread between the exercise price
the optimal incentive for all executives at all companies? and the market price on the date it is exercised, a figure

. often many times greater than the accounting expense.

Stock options have some unusual, and not always de-

sirable, incentive characteristics. Because they reward onl For example, if an option is granted with an exercise

upside stock price movements, and do not penalize st cKorice of $10 when the market price is also $10, the grant

price decreases, they provide a lopsided incentive t atdate expense will be somewhere between $3 and $5. How-

doesn’t necessarily align with shareholders’ interests. _ever, if th_e option is exerpised five years later when the
tions reward any increase in the stock price, no mat ermarket price of the stock is $100, then the true total cost

: . : of the option is $90. The company has sold a share of
2\%\; Slrg\?\lll’r;zri);efoug\ﬁ;’;e%%? d%?; p.?;ﬁsf?sr ;r)]:)cidtl;c;r;g rte :t- stock for $10 that it could have sold in the market for
1Y : . : Yy $100. And the company now has to produce returns on a
options are a bad incentive. Clearly, they helped drive he$100 stock for which it only has $10 to invest (plus the
prolonged marke:t. expansion and the technqlogy boom. INpenefit of a $90 tax deduction from the option exercise). It
very large quantities, however, options dominate all other g up to the board to account for this $90 cost, and for
forms of pay and can create perverse incentives to t

; - _ ke'r-znsuring the company and shareholders receive a return
risks that circumvent long-term shareholder interests. We gy this investment. If the company is only taking a $5

sought to make executives think and act like sharehold rSexpense, the remainder should be accounted for to ensure

but instead gave them an incentive to think and act like that option recipients return at least that value in improved
option holders—a far riskier and shorter-term orientation. performance.

So what does this mean? Once the dust settles and it's  Beyond clarifying the actual cost of options, senior
clear an option expense is here to stay, companies andnanagement and boards should ask probative questions
boards will begin to evaluate their total executive compen- to determine what they’re really getting in exchange for
sation packages and question the effectiveness of optipnstock options or other incentive investments they make
alongside other incentives. They may determine that op-in executives and other employees. Leaving aside the
tions aren’t the ideal incentive for every situation, and that movements of a fickle market (since a rise or decline in

each company should develop its own optimal solution to Stock price may be due to wholly extraneous factors)
supports its goals, culture and desired risk orientation.| boards should focus on fundamental improvements in fi-

Bal is KeyW ¢ h determi nancial performance and achievement of strategic objec-
_ Dalance Is ReyVVe suggest each company GElermine 4 eq Clearly understanding the costs and benefits attached
its own balanced mix of options and other incentives

. . SO ) ; O to their compensation structure will allow boards to cre-
create the ideal risk and motivational profile for its execU- gte 3 more equitable relationship between executives, em-
tives. Just as each person has his/her own ideal invest erBonees and shareholders.

portfolio, so each company should have its ideal incentive
portfolio.

©

Summary

If a company’'s management and board believe op- While well-meaning stakeholders may disagree on exact
tions are still effective for their purposes, they may choose methods, measuring the value of stock options is not rocket
to balance them with stock ownership, and/or a long-termscience...and showering executives with options that ap-
performance-based plan that pays out in cash or stock|fopear invisible on financial balance sheets is not a nifty
achieving specific financial objectives. They may also de- magic trick. There are healthier alternatives to the unmea-
termine that options should be performance-based and vessured and unmanaged stock option packages we've grown
only if specific long-term financial objectives are achieved. SO accustomed to. It's time to let go of our one-size-fits-all

Alternativelv. a company mav decide that the optian stock option paradigm and create compensation programs
. Hvely, a pany may P that restore a sense of balance and accountability between
exercise price will rise with the stock market or at a rate |of

. - e executives, employees and shareholders.
interest, thereby requiring a minimum return to sharehold-

ers before the options pay off. In the past (and under Mr. Delves is the President and Founder of The Delves
current accounting rules) few companies used such perfor-Group, a consulting firm that strives to help companies improve
mance-based features because they would incur a potenth® €ffectiveness and performance of their people by assessing
. . . . and redesigning the way they are organized, directed and re-
tially high variable accounting expense. Under FAS 123, |\ ded.

however, performance-based options h?ve the Sa.me”fl ed  \r. Delves has over 20 years of consulting experience and
grant date expense measurement as “plain vanilla” op-is a recognized expert on performance measurement and value
tions, making them perhaps a more palatable and commorereation. He writes and speaks regularly on these subjects.

alternative. For more information, visit www.delvesgroup.com.
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