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Finding its way onto nearly every recent Finanecial
Accounting Standards Board's (FASB) agenda, the issue of
accounting for stock options is one of the hottest toples
being currently debated in the accounting professien, In
the recent January, 1987 issue of the Financial Agcpunting
Series, FASB member Robert J. Swieringa reveals the current
status which the Financial Accounting Standards Board has
tentatively agreed upon concerning the issue of zecounting
fer stock options. It is anticipated that these tentative
agreements will lead to a pronouncement, replacing AEFB
Opinion 25 as generally accepted accounting principles.

This research report will examine the current treatment
of stock options according to generally accepted accounting
principles. The current method will be compared to the
proposed methed, both in underlying theoretical support
and in a hypothetical financial statement comparison, to
aid in determining which method leads to more fairly

presented financial statements.

STOCK OPTION DEFINED
The first step in determining how to account for stock

optiens is to understand what a stock option is ang why i%



is used in today's business environmert. Basically, a
Stock eoptien gives the holder the right to purchase, at
8 later date, shares of the company's stock for a stated
rrice. Typically, the stated rrice is egual to the fair
value of the shares at the date the option is granted.
Options are usually granted +to company executives as
a form of additional compensation. For rapidly emerging
companies which are not rieh in cash, but which anticipate
substantial increases in the value of their stock in
future years, a stock option plan is ideal., If, for
example, an executive is granted the right to purchase
1,000 shares of the company ‘s stock in five years for
$10 per share and the stock increases to 325 per share
over those five years, the executive will have received
$15,000 additional compensation upon exercise o the cption.
By granting stock options, the company is able 1o
minimize cash outflows, the executives are often able
to defar tazable income, and the executives' performance
is usually meximized since it directly affects their

compensation.

CURRENT STOCK OPTION ACCOUNTING

Under current accounting Pronouncement, total
compensation expense is computed on the measurement date.
any price changes which scecur after the measurement date
are considered to be irrelevant coneerning compensation

expense and, therefore, are not reported on the income



statement. The measurement date is the first date on
which both the number of shares the exscutive is to
receive and the option price are known. I, on this
date, the exercise price of the option is less than
the market value, then compensation expense must be
recognized for any difference.

Although compensation expense is recognized on
the measurement date, the total compensation expense is
not recorded until the employee performs the services for
which he is being compensated. Generally, the compensation
expense is allocated to the appropriate periods based on
a method that is systematic and raticnal.

Therefore, under the current generally accepted
accounting method for stock options the following entries
are made to record the compensation plan. The entry to
record total compensation expense at the date of grant
according te the previous example would be:

(1} Deferred Compensation Expense 15,000
Paid-in Capital--Stock Cptiona 15,000

The deferred compensation expente would he shown on
the balance sheet as a contra account to stockholders:®
equity. As the compensation is amortized over the lirfe
of service, the expénse will be recognized and the deferred
account will be reduced., If, in the Previous example, the
service life was three years then the entry to record the

amoertization would be:



{2} Compensation Bxpense 5,000
Deferred Compensation 5,000
ihen the opticns are exercised, proceeds from the sale

of newly issued stock are credited 16 common stock to the
extent of par'value and the excess to capital in excess of
par value. Additionally, if the stock options expire

compensation expense is not adjusted.

INCONSISTENCIES WITH CURRENT GAAP

Great controversy has arisen concerning the current
treatment of stock options under APB Cpinion No. 23,
"Accounting for Stock Issued to Employees." As exemplified
above, the compensation cost is fixed at the measurement
date and is generally not subject to change even though
the compensation received by the employee on the date
of exerecise is much greater,

The handling of sStock options becomes sven more
confuging and illogical when it is compared to the
accounting for stock appreciation rights {SARs}. Under
the 3AR plan, a company would receive the same serviges
from an emploype and the employee would receive venefits
which are of virtually equal value as those received
under a stock option plan. However, 3ARs are treated
according to -ASE Interpretation Lo. 28, “"Accounting for
Stock Appreciation Rights and Qther Yariable Stoek Cption
or Award Plans,"”

Under Interpretation No. 28, the amount of campensation

axpense isg variable, linked to the market value af the
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of the companies stock up until the time that the employee
is granted the stock.1 Stock appreciation rights allow
the employee to receive shares of the company's stock
with a value equal to the excess of the market value
of the stock on some future date over the award price
(which isrusually equal to the exercise price in a steock
option plan}. Interpretation No. 28, issued in 1978,
reguired that a compensation liability be accrued quarterly
and that the income statement be charged for the difference
in stock market value and SAR stated value, with amortizatien
rermitted over the lesser of service or vesting peried.
Although these two compensaticn plans result in nearly
identical remuneration, they are treated quite differently
ard have significantly different impact on earnings. In
1976, according te a survey conducted by the AICPA, only
30 out of 449 companies sSurveyed reported any compensation
expense for their stock option plan5.2 Total compensation
Jor such companies can be gquite sizeable, as was the case
Jor the Hospital Corperation of Ameriea., Their compensation
Tor 1982 alone totaled $99Q,000.3 Considering the material
amount of compensation expense under these two situations
and the financial statement erfects, the FASB must be
certain to address these issues to help eliminate such

inconsistencies=.

WHEN TO MEASURE COMPENSATION EXPENSE

The second step in resolving how to account for



stock options is to determine when the total conmpensation
expense should be caleulated. This determination should
be conaistent with the basic definitions of a liability
and an expense Since these definitions provide the
theoretical struscture for generally accepted accounting
principles,

4 llability is defined as "a probable future
sacrifice of econcmic benefits arising from present
obligaticns of a particular entity to transfer ascets in
the future as a result of past transactions or |Laven*ts.““t
Becanse of this definition, a stock option can not be
considered a liability on the date of grant since undertainty
exists as to which employees will earn the right to
exercise the stock options awarded. Instead, stock options
should be measured when a company's contractual obligation
are certain.

Contractual obligations for stock options become
certain on the vesting date; the first date on which an
employee is entitled to burchase and retain a stock award.
The Financizl Accounting Standards Board has Tentatively
agreed that the vesting date should be used as the date of
measurement.

Since the vesting date is the date when the employee
has actually completed all of the service requirements,
the TASE ig tentatively suggesting that all compensation
expense be recorded at this point, By derinition, expenses

are outflows or other incurrences of liabilities during
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a period from delivering goods or rendering services that
constitute the entity's ongoing major operaticns.s
The stock option, therefore, represents cempensation
expense on the date that the employee has actually earned
the right to the option and a contractual cbligation exists

for the company.

VALUING THE STOCK OPTION

Currently under generally accepted accounting
principles, total compensation expense is caleulated on
the measurement date {which is usually the date of grant}
and the expense is equal to the difference hetween the
market price of the stock and the exercise price multiplied
by the number of shares granted. But, if a company was
reguired to calculate compensation expense on the date of
vesting then it may be inappropriate to measure expense in
thiz manner.

‘Tentatively, the FASB has agreed that the compensation
expense sShould he measured as the difference between fair
market value of the stock and the exercise price multiplied
by the number of shares wvested. This i1s identical to the
current method's measurement but, additionally, the board
has added a stipulation. The walue of the stock option
under the fair value method can not be lessz than tne valus
calculated when applying a methed entitled the minimum

value method.



FAIR VALUE OF STOCK OPTICONS

For stock that is regularly traded in the securities
market, the fair value of a stock option can be galculated
by simply valuing the option at the difference between
the stock's fair market value and the exercise price of
the stock option. However, for stocks which are not
regularly tra&ed on the open market, the fair value of
the stock option must be calculated using exact option-
pricing models,

Exact option-pricing models are often complex
mathematical caleculations which take into account a
variety of variables including volatility as a determinate
of option value so that the fair value of the option can
be estimated. ThesSe models tend to be difficult to use
and are often subjective since a variety of models can
be selected to achieve varying results. Therefore, in
establishing new generally accepted accounting principles,
the FASE must deflinitely be cautiocus in selecting an
aption-pricing medel which will most accurately estimate
the fair wvalue aof the optien.

However, the most aécurate optiorn-pricing model still
will not always adeguately include factors such as

nontransferability which result in "laws in the model.

MEINIMUM YALUE COF STOCK QPTIONS

Because of the flaws inherent in the falr value method,




the minimum value method must be incorporated into the
valuation of the stock optlion on the vesting date.
Originally, the FASE had considered using the minimum
value as the basis for determining the value of a stock
option, especially since it is objectively determirable
and easily computable.

Minimum value is calculated using the *following
factors: (1) current stock price, (2) exercise price,
{3) time to expiration, {#) interest rate, and (5) cash
dividends. The minimum value is calculated by subtracting
the present value of the exercise price and the precent
value of the dividends from the market price of the stocks.
The minimum value method would give an:acecurate valuztion
of the stock option except that it ignores the factor of
volatility. A stock with higher volatility should refleect
a hirgher option value than cne with a lower veolatility and,
for this reason, the minimum value method alone can not
be used to determine the value of a stock option.6

To accomodate for the weaknesses in the two mesnods,
a modification of the fair value method is recommended
for the valuation of stuﬁk options. The stock option
should be nmeasured at fair value unless this amount Falls
below the amount calculated using the minimum value
method. 3y using the modified fair value method,a

company will have the best estimate of compensation expense,
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To illustrate the previous recommendation assume
that a company grants 1,000 options that vest in one
year and have a 10-year term. Aissume that the market
price at the date of grant is $25 per share, the exercise
price is also $25 per share, the risk-iree rate is
10 percent, and the dividend yield is 5 percent. 4also,
assume that the market price on the date of vesting is

$35 per share.

Market Price, Ps % 35.00
Lessa
Present Value of Exercise Frice, FV(E) 10.60
Fresent Value of Dividends, PV(D) 7.20
Minimum ¥alue 52.80

The fair value of the opticn would be calculated as
$10 per share {§35-$25). Since this amount £z2lls belew
the calculated minimum value, the compensation expense
will be determined using the minimum value.

Ihe cempensation expense for the 1,000 options on
the date of vesting would be 252,800, recorded as follows:

Compensation Expense 52,800

Additicnal paid-in capital . 52,800
CONCLUSION

Based on the extensivé debates within the FaASB, it
is clear that the standard setting board has concluded
that changes must be made to the present generally

accepted accounting priciples covering stock aptions.
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To establish accounting principles which are
consistent with basic accounting.definitions of lizbilities
and expenses, several changes should be made to the
treatment of stock optlons. The measursment date should
be the date of vesting since this is the date when the
contractual obligation is certain. The value of the option
should be recorded at fair value unless it falls below
minimum value.

Although a variety of issues for compensation plans
mﬁst 5till be resolved, these recommended changes to the
treatment of stock options would help to make the
presentation of financial statements more fairly stated,
Afterall, fairly presented statements is the Financial
Accounting Standards Board's main concern, and the Board
has been facing this issue so that the debate can finally

be resoclved,
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