Accounting for Employee
Stock Options: Recent FASB and
IASB Actions, Part 11

At recent meelings, FASB and IASB have both emphasized how impariant they believe actounting
convergence o be and, in furtherance of that goal, have resolved many of their previous differences.

DAVID PRATT

n July 2003, FASB and the IASB reached different
entative decisions on how to account for the income
4. tax effects of stock-based compensation. FASB vot-
ed to retain the existing rule of FAS 123, under which
the tax effects are allocated between income and equi-
ty. The IASB reaffirmed the approach of the proposed
IFRS, under which companies must take into income
all tax effects related to equity instruments.

The FASB decision was taken to maintain con-
sistency with core concepts that underlie other FASB
standards. Theré was also concern that TASB’s
approach could cause counterintuitive results, such
as creating income for companies when employees
exercise stock options.! Given the nonsensical results
under FAS 87, which allowed companies to report
massive amounts of pension income throughout the
1990s, this is an important issue.?

Under Statement 123, excess tax benefits {tax ben-
efits in excess of those associated with the cumula-
tive recognized compensation expense)} are treated
as additional paid-in capital.® If the realized tax ben-
efits are less than the recorded tax benefits (based
on the cumulative amount of stock-based compen-
sation expense recognized), the difference (that is,
the excess deferred tax asset) is written off to the
income statement, to the extent that it cannot be off-
set by excess tax benefits previously recorded as addi-
tional paid-in capital from other equity awards.

Under the Proposed IFRS, all tax benefits are rec-
ognized in the income statement.* The IASB con-
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cluded that issuing equity instruments in exchange
for services generates compensation expense, an
income statement item; consequently, tax benefits
received relate to an income statement item, not an
equity item.” This approach might result in an enti-
ty recognizing income in excess of the cumulative com-
pensation expense. The Invitation to Comment gives
the following example:

Company A has a 35% effective tax rate. It recog-
nizes $1,000,000 in cumulative pretax compensation
expense over the 3-year service period prior to vest-
ing for 200,000 stock options issued to certain offi-
cers, based on an exercise price of 510. Five years
after the grant date, and 2 years after the award is
accounted for as compensation, the market price of
Company A stock is $60. Option holders exercise
100,000 stock options, which results in tax benefits
of $1,750,000 (($60 — $10) * 100,000 x 35%) to
Company A (assuming that the options exercised were
not incentive stock options}).

Under Statement 123, $1,575,0008 of the tax ben-
efit is credited directly to equity. Under the Proposed
IFRS, $1,750,000 of the tax benefit is credited to the
income statement, Hence, the cumulative after-tax
effect from the issuance of stock options results in
income.

FASB commented that this difference was perhaps the
most significant between the two standards. At the
joint meeting with FASB on October 22, 2003, the
TASB members voted to follow the FASB approach,
so this difference has now been resclved.
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Scope of the Standards. The scope of the standards is
different in three principal areas:’

1. Employee Stock Ownership Plans (ESOPs).® In the
U.S., ESOPs are accounted for in agecordance with
AICPA Statement of Position (§QP) 93-6 and are
excluded from the scope of Statement 123. ¥SOPs are
included in the scope of the Proposed IFRS.” The IASB
concluded that, in principle, there is 1o reason to treat
different types of employee stock purchase plans
(which would include ESOPs) differently. 10

2. Employee Stock Purchase Plans {ESPPs).'! In State-
ment 123, FASB determined that certain ESPPs are not

compensatory.'? The IASB rejected an exclusion for
plans in which the discount offered is small.* The
TASB noted that defining the meaning of small in this
context is problematic; in addition, it noted that an
argument could be made that rights given to employ-
ees with no significant value would likely be immater-

ial and, thus, would not need a specific exclusion.'*

At its meeting on September 10, 2003, FASB decid-
ed that an ESPP is not compensatory only if the terms
of the plan are the same as those available to all hold-
ers of that class of equity. The TASB has also tenta-
tively decided that the TFRS should not contain
exemptions for types of employee share plans,

1 JASB AND FASB Disagree on Accounting for Tax Effects of
Stock Options, Tax Notes Today, July 25,2003, 2003 TNT 143-
6.

2 As one commentator noted: “We believe that tax benefits
derived from stock-based compensation should be recognized in
the income statement, to the extent thar the cost of that com-
pensation has previously been recognized. This approach is eon-
sistent with Statement 123’s philosophical focus on the issuance
of equiry awards. Since the rax henefit is not realized until after
the awards are issued, it would appear to be a eapital transac-
tion, to the exrent that the benefir exceeds the eompensation cost
incurred,in connection with the award. Any excess associated tax
conseqnences should be allocated to contributed capital, not to
the income statement. The IFRS alternative is complicated; its req-
uisite use of mtrinsic value to report US tax benefits would be incon-
sistent with the use of fair value to recognize cost in the financial
staternents. Acconnting for taxes is an area rhat is challenging even
for experienced practitioners, and the IFRS approach wonld fur-
ther hamper the transparency of financial statements.” [Mercer
letter, n. 53 above]

3 Paragraph 143 of Statement 109, “Accounting for Income
Taxes”, states that “The Board believes that the tax consequences
of an evenr that increases or decrcases conrributed capital should
be allocated directly to contributed capital”. Upon exercise of the
option, the issuing entity receives cash to convert one form of equi-
ty interest to another. The last event is between the issning enti-
ty and an equity interest holder, but may result in excess tax ben-
efits received from the taxing authority. As a result, excess tax
benefits received from this last event represent tax consequences
that should be allocated directly to contributed capital.

4 See 9] 79-82 of the Invitation to Comment.

3 See I BC295 through BC305 and ES of Appendix E of the
Proposed IFRS.

S ({[($60-$10) x
(100,000/200,000)1}*35 %).

7 lnvitation to Comment, § 14. Under current U.S. aceouut-
ing standards, stock-based compensation (SBC) trausactions
with employees and non-employees are accounted for under var-
ious standards, including Statement 123; APB Opinion No. 25;
AICPA Statement of Position 93-6 (ESOPs); and EITF Issue No.
96-18 {(non-employees). The result is that similar SBC transactious
can be accounted for differently, so there is a lack of compara-
bility among cnterprises that use SBC. A further area of dis-
agreement has emerged recently: for arrangements with cash alter-
natives, the [ASB tentatively agreed to align the requirements of
the IFRS with IAS 32. Thus, irrespeetive of whether the entity or

100,000) -[$1,000,000 *

the othet. party has the choice of settlement, the transaction is
accounted for as a cash-settled transaction to the extent of the
cash alternative, with the equity component {if any) accounted
for as an equity-settled transaction. The Board noted thart this
approach differs from the approach applied in FAS 123, which
FASB recently tentatively agreed to retain. Therefore, this issue
was to be discnssed at the joint meeting with FASB ro he held in
October, 2003.

8 Inviration to Comment §15.
? See 9 15 of the Invitation to Comment.

10 gee 1 BC8-BC1S of the Proposed IFRS. At its meeting on
September 10, 2003, FASB decided that ESOPs would be
addressed in a snbsequent phase of the project that would result
in a separate Exposure Draft, so the cnrrent accounting treatment
for ESOPs will be continued for the time being {FASB Project
Updates, November 24, 2003, www.fasb.org).

1 1 yitation to Comment 6.

12 11 ordet for an ESPP not to be compeusatory it must sat-
isfy various requirements. The discount from market price may
not exceed the greater of (1) a per-share disecount that would be
reasonable in a recurring offer of stock to stockholders or oth-
ers or (2) the per-share amount of stock issuance costs avoided
by not having to raise a significant amount of capital by a pub-
lic offering. A discount of 5% or less is considered to comply with
this eriterion. If the price is based on the lesser of market price
at the date of grant or market price at the date of purchase, this
causes the plan to be compensatory. See §% 23 and 24 of FAS 123.
Some ESPPs that qualify for tax-favored treatment under section
423 of the Internal Revenue Code will not satisfy these require-
ments: for example, a plan under which the option priee is 85 per-
cent of the lesser of (1) the market price when the option is grant-
ed or (2) the market price when the option is exercised, which may
be up to 27 months from the grant date. FASB issued additioual
guidance on determining the compensatory value of several vari-
ations of look-back options in Technical Bulletin 97-1. If an ESPP
includes an excessive discount that cannot be justified under the
criteria in ] 23(b) of FAS 123, the plan is compensatory and the
entire discouut must he used in determining compensation cosr.
An ESPP may not he accounted for as partially compensatory and
partially poncompensatory. [FAS 123,  238]

13 gee 99 BC8-BC135 of the Basis of Conclusions for the Pro-

posed IFRS. J
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including broad-based plans, i.e., the approach pro-
posed in the proposed IFRS should be retained, '
Most commentators supported a specific exclusion
for ESPPs. '8 At its meeting in September, 2003, the »
IASB rejected pleas to exempt ESPPs.'?
Given the number of shares distributed under

broad-based ESPPs, the amount of compensation 3

¥

expense can be significant. Some companies are
already cutting back their ESPPs in anticipation of
a mandated expense, and the number of companies

adopting new plans has stalled. In March, 2003, Mel-
lon Financial Corp. reduced the discount from 15%
to 5 %; Citigroup has reduced the maximum employ-
ee contribution from $75,000 over two years to
$15,000. According to a recent survey, nearly 75%
of employers said.they would cut stock-option
awards to rank and file employees, if they were

required to expense options, whereas only 20% would

cut awards to their top executives.!”

3. APB Opinion 25.2¢ Opinion 25 specifies that stock-

. # based compensation transactions with employees be
measured at their intrinsic value on the date at which

both (a) the number of equity instruments the employ-

: ee is entitled to and (b} the option or stock price are

known. Statement 123 permits an entity to account for
those arrangements under Opinion 25.2! The proposed
IFRS has no corresponding provision.

Issuance and Forfeitures. Under FAS 123, equity instru-
ments are issued only when valuable consideration has
been exchanged.?? As a result, equity instruments sub-
ject to service or performance conditions are granted
but not issued: they represent a conditional obligation
to Issue equity instruments in exchange for valuable
consideration at a later date.*® This provides the con-
ceptual basis for {a) the method used by Statement 123
to account for forfeitures, {b) the method used by
Statement 123 to account for performance-based
awards and (c) the modified grant-date method used

¥

4 . N .
14 « . even if one accepts that an exemption is appropriate,

specifying its scope is problematic, e.g. deciding what constitutes
a ‘small’ disconnt. Some argue that a § per cent disconnt from
the matket price {as specified in SFAS 123) is too high, noting that
a block of shares can be sold on the market at a price close to the
current share price. Furthermore, it could be argued that it is unnec-
essary to exempt these plans from the standard. If the rights giv-
en to the employees do not have a significant value, this snggests
that the amonnts involved are immaterial. Because it is not nec-
essary to include immaterial information in the financial state-
ments, there is no need for a specific exclusion in an accounting
standard.” [ BC 14 of the Basis of Conclusions for the Proposed
IFRS]

15 pash Project Updates, November 24, 2003, www.fasb.org.;
IASB Update, September, 2003, www.iasb.org.; IASB To Allow
No Exceptions to Share-Based Payment Rule, BNA Pension & Ben-
efits Reporter, September 30, 2003, at 2119, However, if an
employee were also a shareholder, then any benefits made avail-
able to all shareholders, such as the right to acquire the entity’s
shares ata discounted price, would not be within the scope of the
IFRS. The TASB also tentatively agreed to ask the IFRIC to con-
sider whether SIC-12 “Consolidarion - Speciaf Purpose Entities™
should he amended to remove the scope exclusion for equiry com-
pensation plans.

16 por instance, see the Mercer letter, n, 53 above: “We sup-
port a safe harbor approach that would trear as noncompensatory
all broad-based, tax-favored eqnity plans, such as Section 423 plans
in the US and Save-As-You-Earn plans in the UK. It would encour-
age companies to provide equity ownership opportunities to rauk
and file employees, without the potential for adverse accounting
consequences, And it would not compromise acconnting princi-
ples applicable to other types of plans since it establishes a “bright
line” standard.... If the exclusion for ESPPs remains narrow, or
is eliminared, we would like to see accounting for look-back plans

simplified. Certain provisions of FASB Technical Bulletin 97-1 are
highly impractical. For example, plan types g and h require a com-
pany to calcnlate the cost of a modification each time an employ-
ce changes his ot het withholdings. For companies with thousands
of participants, this is costly and time-consuming- and the result
is generally not material.” See also The Financial Execurives Inter-
national and Institute of Management Accountants comments to
FASB, Jannary 31, 2003, available at www.fei.org: “The Com-
mittees believe that some form of scope exclusion is appropriate
for ESPPs that provide a de miiimus discount from market price....
we believe it is better to have an explicit exclusion, as provided
for in FAS 123, rather than to rely on an implied exclusion on
the basis of materiality, as the IASB ED provides. The latter requires
an annual analysis to be performed and is less likely to be con-
sistently applied.”

17 paul Grant, No Exemptions for Share Plans, Says IASE, Sept.
22,2003, www.accountancyage.com; IASB To Allow No Exemp-
tions to Share-Based Payment Rnle, BNA Pension & Benefits
Reporter, Sept. 30, 2003, at 2119.

18 Runth Simon, Popular Stock Perk Faces Cutbacks, Wall Street
Journal, Sept. 4, 2003, at D1, On June 9, 2003, IRS issued new
proposed regulations on Incentive Stock Options {I50s) and ESPPs
[REG-12917-02]. The new rules would be effective 180 days after
final regulations are published, for ISOs and ESPP options grant-
ed after that date. Meanwhile, taxpayers may rely on the proposed
regulations for options granted after June 9, 2003.

1 Ruch Simon, Employers May Cnt Stock Awards, Wall Street
Journal, October 7, 2003, at D2,

20 Invitation to Comment J17.
21 gee discussion above.
22 Inviration to Comment {30.

213 gee footnote 4 of Statement 123 for further discussion of
the notion of issuance.
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in Statement 123, which is a hybrid of grant-date and
vesting-date measurement methocs.*

Forfeitures are options granted that do not vest
for failure to achieve service or performance condi-
tions. Statement 123 does not permit an entity to con-
sider the effect of forfeiture when estimating the fair
value of an equity instrument, because forfeiture does
not affect the value of an equity instrument at
issuance.?’ Statement 123 permits a choice between
two methods of accounting for forfeitures: (1) At
grant date, an entity can estimate the amount of equi-
ty instruments expected to be forfeited and true up
that estimate based on actual forfeitures, or (2} an
entity may decide not to estimate expected forfeitures
but to recognize forfeitures as they occur. The same
aggregate compensation cost is recognized under both
methods, but the amounts recognized in any single
period will differ.

Under the Proposed IFRS, issuance has no effect
on its conclusions, regardless of how it is defined,?®
and the method of treating forfeitures is based on an
entirely different rationale. The IASB concluded that
vesting conditions (regardless of type) impact the fair
value of rights to equity instruments; therefore, the
gran;—date fair value of equity instruments should take
into account the possibility of forfeiture.?” An enti-
ty must consider the effect of forfeiture by incorpo-
rating it into the option-pricing model or by adjust-
ing the model’s output in estimating the fair value
of each option at grant date. By contrast, Statement
123 notes that the possibility of forfeiture does not

impact the valuation of equity instruments when they

are issued.

The effect of forfeiture is also incorporated into
the Proposed IFRS’s attribution method, which
takes into account expected forfeitures in calculat-
ing the grant-date fair value of services to be received
during the vesting period. In other words, if employ-
ee compensation expense under the Proposed IFRS
is a function of price (the grant-date fair value of equi-
ty instruments) and quantity {the amount of services
to be received during the vesting period), both price
and quantity are adjusted for the effect of forfeiture.?®

This difference results in forfeitures being

accounted for in two distinct manners under the two ™ |
-standards.?’ For example, the Proposed IFRS does * | -

not reverse compensation expense for options that
are forfeited.°

Consistent with its measurement objective, the
Proposed IFRS requires that services be accounted
for when received (that is, when changes in net assets
occur}. Thus, compensation expense is recognized
as services are received and consumed, under a “units
of service” approach.?! The Proposed IFRS states that

24 Gee 99 96 and 158 of, and the dissents ro, Starement 123.
As implied by the dissent, Sratement 123 uses a notion of
issuance that is consistenr with a vesting-date measutement
method, not a grant-date measurement method.

23 See 9 17 and 166-168 of Statement 123.

26 “The word ‘issue’ is used in a broad sense. For example,
a transfer of shares held in treasury {own shares held) to anoth-
er party is regarded as an ‘issue’ of equity instruments. Some atgue
that if oprions or shares are granted with vesting conditions, they
are not “issued’ until those vesting conditions have been satis-
fied. However, even if this argument is accepted, it does not change
rhe Board’s conclusions on the ptoposals in the draft IFRS, and
therefore the word ‘issue’ is used broadly, to include situations
in which equity instruments are conditionally transferred to the
counterparty, subject to the satisfaction of specified vesting con-
ditions.” [TASB Basis for Conclusions, note to § BC 1] See also
TASB Basis for Conclusions, note to § BC 14 {“even if one acceprs
that the option is not issued until vesting date, this does not mean
that there is no equity interest until then. If an equiry interest
exists before vesting date, that interest should not be remeasured.
Moreover, the conversion of one type of equity interest into anoth-
er should not, in itself, cause a change in toral equity, because
no change in net assets has occurred.”)

27 See  BC171 of the Basis of Conclusions for the Proposed
TFRS.

28 This is fully discussed in [ 32-60 of the Invitation to Com-
ment.

29 See 99 30-37 of the Invitation to Comment.

30 gee 7% 30-37 of the Invitation to Comment; sec also [ASB
Basis for Conclusions, {§ BC205, BC207 (*The lapse of an option
at the end of the exercise period does not change the fact that the
original transaction occurred, i.e. goods or services were received
as consideration for the issue of an equity instrument {the share
option). The lapsing of the option does not represent a gain to
the entity, because there is no change to the entity’s net assets. In
orher words, afthough some might see such an event as being a
benefit to the remajning shareholders, it has no effect on the enti-
ty’s financial position. In effect, one type of equiry interest {the
option holders’ interest) becomes part of another typc of equity
interesr (the shareholders’ interest). The Board therefore concluded
that the only accounting entry that might be required is a move-
ment within equity, to reflect that the options are no longer out-
standing (i.e. as a transfer from one type of equity interest to anoth-
er}.... The same analysis applies to equity instruments that are
forfeited, i.e. do not vest because of failure to meet the vesting
conditions.”
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forfeitures do not alter the fact that an entity has

received (and consumed) services as consideration
for an equity instrument.3? In addition, forfeitures
do not represent a change in net assets. Thits, com-
pensation expense recognized by an entity related
to forfeited equity instruments is not reversed nnder
the Proposed IFRS. This conclusion is fundamentally
different from Statement 123, in which such com-
pensation expense is reversed because the equity
instruments are considered not to have been issued
for accounting pnrposes.

Example.>? An entity grants ten stock options, which
vest at the end of three years of service, to each of ten
employees {100 stock options in total), and the entity
uses an option-pricing model to determine the grant-
date fair value per option of $12 {(this value has not
been adjusted for the possibility of forfeiture). The
entity expects that 20% of the options will not vest.

Ultimately, 50% of the options do not vest due to
unusual turnover.

Under Statement 123, the entity must use the grant-
date fair value of $12 to determine the total cost of
the award. The entity elects to estimate at the grant
date the effect of forfeitures on compensation cost.
The total value of the award at grant date is $960
($12 fair value per option x 80 options expected to

vest), No compensation cost is recognized for options
that are expected to be forfeited. Becanse only 50 of

the options ultimately vest, the entity recognizes
cnmulative compensation expense of $600 ($12 fair

walue per option x 50 options that actually vest).
Under the Proposed IFRS, the entity must consider
the effect of forfeiture on the grant-date fair value;
therefore, the entity calculates that the fair value of
each option is $9.60 ($12 x (100% - 20%)). Note
that the fair value per option under Statement 123
is $12, but $9.60 under the Proposed IFRS. The fair
value of the award at grant date is $960 ($9.60 fair
value per option * total options in the award). No
further adjustment to the option’s grant-date fair val-
ue is made for actual forfeitures; however, actual for-
feitures can indirectly affect the compensation rec-
ognized through the Proposed IFRS’s units-of-service
attribution model. Compensation cost is recognized
for services received in the period prior to forfeiture.
Consequently, the number of options that actually
vest has no impact on the amount of compensation
for each unit-of-service received that is recognized
in the income statement under the Proposed IFRS,
and recognized compensation expense related to ser-
vices received is not reversed under the Proposed IFRS
if options are forfeited. Effectively, the units-of-ser-
vice received from employees that vest and those that
do not vest are considered of equal value.** There-
fore, the fact that 50% of the options do not vest does
not affect the amount of compensation recognized
for each unit-of-service received. If the entity receives
all of the units-of-service it expected to receive, it
would recognize cumulative compensation expense
of $960. If the entity did not receive all of the units-
of-service that it expected to receive (because there
was unusual employee turnover, as in the example

31 «f the services received are measured by reference to rhe
fair value of the equity instruments granted, the entity shall derer-
mine the amouut to attribute to each ~unit of service~ received.
To determine this amount, the entity shall: (a) presume that at
granr date the toral fair value of the equity instruments granted
to the counterparty {or counterparties}, determined in aceordance
with paragraphs 17-25, equals the rotal fair value of the services
the entity expects to receive during the vesting period from that
counterparty {or eounterparties); {b) estimate at grant date the
number of units of service it expects to receive during the vest-
iug period from the counterparty {or counterparties}. To make
this estimate, the entity shall estimate the extent to which the coun-
terparty (or counterparties) is {are) expected to eomplete the spec-
ified period of service: (c) divide the fair value of the equity instru-
ments granted by the number of units of service expected to be
received during the vesting period. This amount is the deemed fair
value of each unit of service subsequeutly received.

“The entity shall measure the services received in eaeh peri-
od by mulriplying the number of units of service received from

the counterparty {or counterparties) during that period by the
deemed fair value per unit of service. If a counterparty ceases to
render service during the period (e.g. an employee leaves), the enti-
ty shall include the services received from that counterparty before
cessation of service in determining the number of units of service
received during the period, but shall not recognise any further
amounts in respect of that counterparty, This accountiug method
is illustrated in Appendix B.

“Having recognised the services received and a correspond-
ing increase in equity, the entity shall make no subsequent adjust-
ment to total equity, even if the equity instruments grauted are
later forfeited or, in the case of options, rhe options are not exer-
cised.” [ 15 and 16 of the proposed IFRS]

32 gee q BC207 of the Basis of Conelusions for the Proposed
IFRS.

33 This example is taken from the Invitation to Comment, 9
34-36.

34 This, however, may not always be the case (see J 48 of the
Invitation to Comment).
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presented), it would recognize some amount of
cumulative compensation expense (related to the
units-of-service actually received} that would be less
than $960, for example, $850.35 The difference of
$110 ($960 - $850) represents the deemed fair val-
ue of services expected to be received that were not
actually recerved.

Measurement Date for Transactions with Non-Employees.
The standards prescribe different dates to measure the
fair value of equity instruments granted for transac-
tions with non-employees, when the fair value of the
equity instruments issued is more reliably measurable
than the fair value of the goods or services received.*

Statement 123 does not prescribe the measurement
date to be used in non-employee transactions.*’ EITF

Issue No. 96-18%8 provides that the stock price of an J

equity award is fixed on the earlier of (a) the date a
performance commitment is reached or (b) the date
performance is complete. This method is referred to
as the modified vesting-date approach in the Invi-
tation to Comment (in contrast to the modified grant-
date approach established in Statement 123 for
employee transactions). At its meeting on Septem-
ber 10, 2003, FASB decided that these rules would
be addressed in a subsequent phase of the project that
would result in a separate Exposure Draft, so the cur-
rent accounting treatment will be continued for the
time being.

The IASB saw no conceptual difference between
employee and non-employee transactions; in either
case, an entity receives goods or services in exchange
for granting equity instruments.®® Accordingly, the
IASB determined that employee and non-employee
transactions should be recognized and measured in
the same manner.

ATTRIBUTION OF GOMPENSATION COST%—
SERVICE BASED AWARDS

Statement 123. The attribution method prescribed by
Statement 123 is based on the principle that compen-
sation cost is attributed t6 expense over the period in
which the employee provides service to earn the relat-
ed benefit:

This Statement continues the provisions of Opinion
25 and Interpretation 28 that stock-based compen-
sation cost is to be recognized over the period or peri-
ods during which the employee performs the relat-
ed services. If the service period is not defined as an
earlier or shorter period, the setvice period is pre-
sumed to be the vesting period. If the award is for
past service, compensation cost is recognized when
the award is granted. !

Under FAS 123, options are not issued to employ-
ees until the vesting-date. As with services received

in exchange for other employee benefits with a vest-
ing period, such as pensions and retirec health ben-
efits, generally the cost is recognized in the periods
in which the services are received even if the bene-
fits are not yet vested.*?

If equity instruments are granted to employees and
no service period is defined, the service period is pre-
sumed to be the period from grant date to vesting date.

33 %9 39-78 of the Invitation to Comment explain how the Pro-
posed IFRS’s attribntion method funcrions, including how units-
of-service are calculated.

36 gee 99 23-29 of the Invitation to Comment.
37 Invitation to Commentr 19 23 through 29.

38 EYTF Issue No. 96-18, “Acconnting for Equity Instrumeuts
That Are Issued to Other Than Employees for Acquiring, or in
Counjunction with Selling, Goods or Services”.

3% See 91 BC98 throngh BC104 and BC122 through BC128
of the Basis of Conclusions for the Proposed IFRS; see also ] BC48
{ “The rationale for recognising all types of share-based payment
transactions- irrespective of whether the equity instrument is a
share or a share option, and irrespective of whether the equity
instrument is pranted to an employee or to some other party- is
that the eutity has engaged in a transaction that is in essence the
same as any other issue of equity instruments. In other words, the

entity has received resources (goods or services) as consideration
for the issue of shares, options or orher equity instrumeuts. It should
therefore account for the inflow of resources (goods or services)
and the iucrease in equity. Subsequently, either at the time of receipt
of the goods or services or at some later date, the enrity should
also account for the expense arising from the consumption of those
resources.”); see also § BC122 {“The basic transaction is the same,
namely the receipt of goods or services as consideration for the
issue of shares or share options. Therefore, any conclusions about
which measnrement basis and measurément date should be
applied are, in principle, eqnally applicable to share-based pay-
ment transactions with parries other than employees.”)

40 See the Invitation to Comment, § 9 39 through 49 (service-
based awards).

41 EAS 123, 1 196.
42 FAS 123,  200.
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For cliff-vesting equity instruments, compensation
expense is spread over the service period on a
straight-line basis. For graded-vesting equity instru-
ments, Statement 123 gives a choice of two methods,
based on whether the entity values the equity instru-
ments (1) as a single award using an average estimated
life or {2) as a series of awards and each award in
the series is valued using its estimated life.** Regard-
less of which method is used, the compensation
expense recognized at any date must be at least equal
to the total compensation cost related to vested equi-
ty instruments at that date.

Proposed IFRS.* The Proposed IFRS is based on a sim-
ilar premise: an entity recognizes assets (goods or ser-
vices) when received. Effectively, this is equivalent to
the Statement 123 approach to recognizing compensa-
tion expense over the period in which the employee
performs services to earn the related benefit.** The

standards share this general principle, but the Pro-
posed IFRS requires that actribution be based on the
units-of-service method. A unit-of-service is a standard
amount used to measure the economic benefits from
services received, stated in terms of a particular length
of time.

The Proposed IFRS requires that the fair value of
equity instruments granted be divided by the total
units-of-service expected to be received, to obtain a
deemed fair value per unit-of-service. In order to cal-
culate the total units-of-service expected to be
received, an entity must estimate the number of units-
of-service that will uot be received because of for-
feitures. Attribution of compensation cost occurs as

the entity receives units-of-service {that is, valuable
consideration). Appendix B of the Proposed IFRS
illustrates the application of the units-of-service
method.*®

Once calculated, the deemed fair value per unit-of-
service is fixed and does not change. It is not adjust-
ed for forfeitures or any other events that occur sub-
sequent to the measurement date (grant date):*” the
Proposed IFRS’s grant-date fair value measurement
method already incorporates the possibility of forfei-
ture. Also, if the actual units-of-service received dif-
fer from the amount estimated at grant date, the amount
of compensation actually recognized will be affected
by the actual units-of-service received by the entity.

Statement 123 does not strictly adopt the con-
ceptual ramifications of grant-date measurement in
this regard; rather, it adopts a modified grant-date
approach. That is, it permits an entity to adjust rec-
ognized compensation expense for the impact of for-
feitures during the vesting period, which is a concept
borrowed from the vesting-date measurement
approach. The results under Statement 123 are con-
sistent with its explicit notion that issuance does not
occur until the exchange of all required valuable con-
sideration has taken place (generally, at vesting
date}. The IASB recently decided to replace the units
of service method with the modified grant date
applied in FAS 123.

Attribution of Compensation Gost-Performance-Based
Awards*?

Statement 123. The attribution method prescribed by
Statement 123 for performance awards is based on the
premise that compensation cost is attributed to
expense over the period in which the employee pro-
vides services to earn the related benefit. Generally,
this is the period inherent in the performance-based
award. The initial accrual of compensation cost, for
an award with a performance condition that deter-
mines the number of options or shares to be issued, or
the exercise price or exercise date, will be based on the

43 See 99 30 and 31 and 201-203 of Statement 123,
44 Invitation to Comment  § 40-49.

43 Gee the TASB’s Basis for Conclusions, § BC193 (“the enti-
ty should presume thart the services are received during the vest-
ing period. If the shares ot options vest immediately, it should
be presumed thart the entity has already received the services, in
the absence of evidence to the contrary. An example of when
immediately vesred shares or options are not for past services is
when the employee concerned has only recently begun working
for rthe entity, and the shares or options are granted as a ‘sign-
ing bonus’. Bor in this situation, it might nevertheless be neces-
saty to recognise an expense immediately, if the futnre employ-

ee services do nor meer the definition of an asser.”)

46 See the full discussion of the units-of-service method in 19
13 through 15, Bl and B2 and Example 1 of Appendix B of the
Proposed [FRS, and  § BC191 through BC203 of the IASB’s Basis
for Conclusions, In addition, Appendix H of the Invitation to Com-
ment provides a comparative analysis of how those illustrations
would be different if FAS 123 were applied to the same facts.

47 However, if an employee quits prior to vesting date, no
more units-of-service are received and, therefore, no more com-
pensarion expense is recognized.

48 Invitation to Comment I 50 through 60.
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best estimate of the outcome of the performance con-
dition.*” Thereafter, compensation cost will be adjust-
ed for changes in the expected ot actual outcome, until
the vesting date. Since the equity instruments are not
issued until the vesting date, changes that effect the fair
value and quafnitity.of the equity instruments issued
should be recognized.

Proposed IFRS. The Proposed IFRS decouples the actu-
al outcomes of performance incentives from the ser-
vice condition: compensation cost is attributed as if the
award was service based rather than performance
based. This is consistent with the Proposed IFRS’s can-
clusion that the possibility of forfeiture affects the
value of the equity instrurnents granted and, therefore
should be taken into account when measuring the fair
value of those instruments. Consequently, compensa-
tion cost is recorded regardless of the actual out-
come.’0 '

Nonpublic Entilies. Statement 123 allows a nonpublic
entity the choice of measuring the value of equity
instruments granted to employees at (1) the fair value
or (2) the minimum value, which does not take into
account expected volatility. At its November 11, 2003
meeting, FASB decided to allow nonpublic entities to
make a one-time choice between a fair value based
method or an intrinsic value based method.!

The Proposed IFRS requires all entities, public or
private, to measure equity instruments at fair value
for transactions with employees. The main principle
of the Proposed IFRS is that stock-based compensa-
tion should be measured at its fair value. Because the
minimum value does not take into account expected
volatility, it is not fair value. The TASB concluded that

it is feasible to estimate expected volatility of the stock
of a nonpublic entity and suggests several methods
of estimation. The JASB acknowledges that such esti-
mates are subjective and would likely understate
volatility estimates; however, it believes that the result-
ing measure would be closer to fair value than alter-
native measurements such as minimum value. Some
commentators, while accepting this view, questioned
whether the increased accuracy would justify the addi-
tional cost and complexity.?

A separate argument for different rules for non-
public entities stresses the qualitative differences
between options granted by start-up companies and

those granted by long-established public companies.
In a start-up, options

represent a significant gamble for the recipient, who
doesn’t know how much they’ll be worth- if anything.
This is vastly different from the options granted by
an established publicly traded company. In this case,
it’s a pretty sure bet that these options are going to
be worth something. The options they grant are of
an entirely different type. They are an incentive used
by an established, ongoing concern. As we know from

47 See 99 26-30 of Srarement 123.

30p, ragraphs 52-60 of the Invitation to Comment provide three
examples to illustrate how the attribution model functions with
respect ro performance-based awards. See also Fxample 2 of Appen-
dix B of the Proposed IFRS.

51 See FASB Project Updates, November 24, 2003,
www.fasb.org.; see also { 20 and 174-178 of Statement 123. “An
emerging entity whose stock is not yet pnblicly traded may offer
stock options to its employees. In concept, those options also sbould
be measured at fair value at the grant date. However, the Board
recognizes that estimating expected volatility for the stock of a
newly formed entity that is rarely traded, even privately, is not
feasible. The Board therefore decided to permit a nonpublic enti-
ty to omit expected volatility in determining a value for its options.
Thbe result is that a nonpublic entity may use the ~minimum val-
ne~ method discussed and illustrated in paragraphs 139-142.” [FAS
123,  174] See also § 38 of the Invitation to Comment; | BC75
of the IASP’s Basis for Conclusions: “An optiou could be mea-
sured at its minimum value. Minimum value is based on the premise
that someone who wanrs to bny a call option on a share would

be willing to pay at least {and the option writer would deinand
at Jeast) the value of the right to defer payment of the exereise
price nntil the end of the option’s term. Therefore, minimum val-
ue can be calculated using a present value technigne. For a divi-
dend-paying share, the calculation is: (a) rhe current priee of the
share, minus (b) the present value of expected dividends on rhar
share during the option term {if the oprion holder does not receive
dividends), minus {c) the present valne of the exercise price.”

52 See, for instance, the Mercer lerter, n. 53 above: We believe
that the IASB’s approach to valuing equity instruments of non-
public entities may result in a value thatis closer ro fair value than
Statement 123°s minimum value approach. However, we believe
that the IASB’s approach is less desirable than minimum value.
It is likely to ovetstate the volatility of private companies, reduc-
ing the credibility of their financial statements (and placing them
at a disadvantage relative to public companies regarding the report-
ed cost of equity awards). In addition, it is more complex to imple-
ment than minimum value. This may present a hardship for small-
er, privare companies, and the cost of implementation would far
exceed the incremental benefit of accuracy that might be
obtained.”
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- AMY MAGES

*he intrinsic value:of an-option is

he price of the underlying instrument,
‘the remaining option term and other
~economic factors.

xpiration and volatility. (Caleulators
an be found at www.hoadley.net/
ptions/optiongraphs.aspx? and

tee.aspx?tree=B.)

-~ Option Example with Premium
| " Assumplions:

- sior Co. is $67 and the :premium
.. (cost) s $3.15 for a July 70 Gall. This
_means that the option will expire on
.- the third Friday in July and the strike
. price is $70. The total costof the con-
- “tract is $3.15 x 100 = $315. {There
. .also would be commissions addedin
.. the real world but we will leave them
out for simplicity’s sake). In order to
make a profit, the price per share must
o over$73.15.
: One month later the stock is worth
: -$78.25. The option contract is now
" worth the increase in the value of the
stock over the strike price minus
. what you paid: ($8.25 - $3.15) x 100
= $510. You can sell you option now
. (close your position), and make a tidy
~ profit. However, you decide to stick
it out and see if the market continues
~ to move in your favor,

On the third Friday of July the
stock takes an unexpected plunge
after having climbed to a value of $86
and is now worth $61. Because this

EXHIBIT: VALUATION OF OPTIONS

determined by the degree that the’
“*.option is “In the money,” aggregated::
with the remaining time value for the- -
ption. The value of the time remain--
ng to the end of the exercise period ..
s affected in turn by the volatility of

The amountthatan optlon isfinthe:
monéy is cafledifs mtnnsnc va!ue The__ .
otal cost of an option is the premium.
he price of the prerhium depends on -
nany factors including the stock price,
trike price, the time remaining until-

ww.hoadley.net/options/binomial- -

* -On May 1 the stock price for Excel- .

-#:isless than both the strike price 6f $70;"
-and the break even price of $73.15,-.
“it would be foolish to exercise the -
option and the contract is not exer--
cised. You are now left hoiding & 7
worthless option contract that"‘igifqut:i’ ez
of time, with a loss of $315.00 thatwas ™.
. paid.as a premium to the option writer. *:

Opfion Pricing Modeis
The'basic factors that affect the prices

of call options,** and the direction of..
those ianu'én.ces, as they increase, on’
*_the value of the option are:

+ Stock Price S
-~ Exercise Price E
+ Time to Expiration T
+ Risk Free Interest Rate Ry
+ Variability of Stock’s Return o

In 1974 Fischer Black and Myron .
Scholes published “The Pricing of

Options.and Corporate Liabilities,” in
the Journal of Political Economy,

1973 (pp. 637 - 654). Through thelr

research, they were able to determine
that stocks followed a certain path
through time called a stochastic
process. A stochastic process is a

mathematical description of the

change in value of some variable
through time. The type of stochastic
process utilized was a Weiner
process, that allows for constant

changes to the variable over time, and’

such changesthat are made overany
interval have a normal distribution.

The formula for the Black-Scholes
OPM is:

C = SoN(d;) — Xe = N(dy)

Where: d; = In(S¢/X) + (r+ _%/2) T
oNT
d2 = d-] - O'V(T_

N(dy), N{ds) = cumulative normal
probability values of dy and d,

'-f'rE)"'(am ple:

S = 100 Stock*Price -
“E' =-85  ExercisePricé
r £.10% therisk-free r
0:=50%. the instantaneous

-Ng.4.3) =

.25'yr timetothe e)(plratlon of the. .
option : :

{The first-step-is to- calculate values for
‘d, and do: L

.‘In(S/E) +{r+ 02/2] T .

oVT

= In(1.00/95)+[10 + 502/21 25 .0.43
0.50.25

dp= 0.43-0.5vY0.25 =0.18

-'Fro_m g-table of standard distri'bl‘.-‘ltions,
‘we ggt:

0.6664, N(0.18) = 0.5714

To find the call price:

C =100 x 0.664 — 956~0-10% 026 4
0.5714 = $13.70

Therefore, according to the Black-
Scholes OPM, the value of an aption
on a stock where the strike price is

" $95 and the current stock price is

$100-and the option will expi
months is: $13.70. Co

Binomial Option Pricing Model

This model is used to compute the'val-
ue of an opticn and uses the con_c_gpts
of Stochastic Calculus to computeval-
ue as the option moves through time.
The necessary elements for thése cal-
culations include:

1. Thelife, T (time to expiration) of the
option; typically, 1 = one year

2. The number n of equal length peri-
ods inte which T is divided. Each

3
3
F

3
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~period has‘a ength At=T/n for K
=031, 2 ;..ndiserete time k will refer
. to contlnuous tlme k At = KT/n.
" Typical value o n =10, 20, 30, 60
#43, The continuously compounded
* annualized rigk frée interest rate r,
A dollar mvest at time 0 would
be worth R= & tt:me ot years.
Typical value-
4. The annuai volatlhty o of the stock
price. Typically, o = 0.3, 0.1

Atmaturity a caH optlon has two. pos-
sible values ate’ on (T_ 1), up
tick factor u and thi own tick factor
1uis calculated for each descrete time
period k. Lo '

Therefore, atezch discrete time: k

'with a strike price of X, apat_,l option- - 1

is worth eifher:_
Ty

g

c-

C+=max (8" - X,0)
C- =max {S™ — X,0)

Example: Assume that S =30
S*=40
5 =28

Strike Price X = 35

ThenatT;C*=5andC™ =0

The nextstap.involves calculating the
payoffs of the call option buying H
Stocks and borrowing L stocks. In the
up state, the formula is:
Ct=Hx8"~Lx(1+r).

In the down state, the formuta is:

C-=HxS8 ~Lx(1+n

Combining both formulas:

C+-C

H = s

r
L4
i

Therefore:

L* = (H"x s+ cw’(ﬁ )
= (H*, xS‘ C )/(1 +r

Ifthere is no a.:rhltragwe,,th,e‘

call at this firy

for both values of C, assy
free interest rate of 8%:

‘ Days ggc;(lés Binomial |Volatility
‘365 |9.633  |7.141 1%
385 [9.671 |7.277 5%
H* is"also thé.n[]ed'g‘e ratio: th /|365 10405 6.398 10%
ber of stocks needed to pur lzas [11.754 |0.924 15%
hedge a short ppsition in the |
: o . 365 [13.346 11572  |20%
Also, according to the binomi “l3es [15.047 [13271 |25%
365 |16.801 [14.991  |30%
@ = H* :
ds ' {365 |27.572 |25.335 |60%

The hedge ratio tells us how se
the option price is to changes
underlying spot rate. This fo
repeated at each node of the

Time Days Black-Scholes Binomial
& Months 183 12.342 12.53
1 Year 3685 16.801 14.991
2 Years 730 23.606 21.627
3 Years 1095 25.091 28,879
4 Years 1460 33.819 33.485
5 Years 1825 33.021 37.58
6 Years 2180 41.819 41.285
7 Years 2555 45.288 42.432
8 Years 2920 48.481 45.527
9 Years 3285 51.435 48.396
10 Years 3650 54.179 51.065
20 Years 7300 73.665 70.183
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historic stock market performance from the 1920s
through 2000, on average equities produce a 10 per-
cent to 14 petcent annual return over the long haul
{bear market corrections included). Thus, an option
granted by an established company has a far greater
chance of turning into something than the options
granted by a startup.’3

At a recent meeting, the IASB tentatively agreed that,
for transactions measured at the fair vafue of the equi-
ty instruments granted, if the entity could not estimate

refiably the grant date fair value of the equity instru-
ments granted, the entity should measure the equity
instruments at their intrinsic value, and remeasure

intrinsic value until exercise date. This requirement
will apply to both listed and unlisted entities.

EFFECTIVE DATE AND TRANSITIONS

At arecent meeting, the TASB tentatively agreed that
the IFRS should become effective from January 1,
2005.>° On October 29, 2003, FASB also decided

that, for public companies, the proposed new stan-
dard would be effective for fiscal years beginning after
December 15, 2004. Earlier adoption would be
encouraged. FASB now expects to issue an exposure
draft in February 2004 and a final rule in the sec-
ond half of 2004, FASB also decided to require the
use of one of the three currently permissible transi-
tion methods, the “modified prospective” method.

CONCLUSION

Despite continued opposition from certain industries,
notably the high-tech sector, and their representa-
tives in Congress, there now appears to be a gener-
al consensus that stock options should be expensed.
In addition, in the actions taken at their recent meet-
ings, FASB and TASB have both demonstrated how
important they believe accounting convergence to be
and, in furtherance of that goal, have resolved many
of their previous differences. The most important area
for further research involves the development of
option pricing models that take into account the par-
ticular characteristics of employee stock options; this
is likely to involve a careful balancing of accuracy

and ease of use.

53 Delves, n. 3 above, at 95.
34 Invitarion to Comment, § 87.

35 1ASB Update, September 2003, www.iasb.org. For transi-
rional arrangements, the Board renrarively agreed: {1) to retain
the proposal that the JFRS should apply to eqnity instruments that
were granted after the pnblication date of the exposure draft
(Wovember 7, 2002} and had uot vested at the effective date; (2}
to permit, but not require, full retrospective application to oth-
er grants of equity instruments, if the entity has disclosed pub-
licly the fair value of the equiry instruments ar grant date. For exam-
ple, entities that have disclosed the information required by FAS
123 in the notes to their financial statements may apply the IFRS
retrospectively in full; (3) to require that if, after the TFRS becomes
effective, an entity modifies the terms or conditions of equity insrru-
ments granted before November 7, 2002, the requirements of the
IFRS concerning such modificarions must be applied, so thar the

incremental fair value granted is recognized; (4) to modify the tran-
sitional arrangements for cash-settled transactions, to require ret-
rospective application to liabilities exisring at the effective date
of the IFRS, except rhat entities would not be required ro restate
comparatives earlier than November 7, 2002; {5) to permit, but
nor require, foll retrospective application to liabilities arising from
cash-settled transactiou; and (6) to modify the rransitional
arrangements for first-time adopters to reflect these changes.

36 Jnvitation to Comment, para §8.

* Amy Maggs is an associate with McNamee, Lochner, Titus
& Williams, P.C., in Albany.

*# A call option gives the holder the right to buy an asset ata
certain price-within a specific time period, Calls are similar to hav-
ing a long position in a stock. Buyers of calls hope that the val-
ue of the stock will increase.
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