


































































































rules and petition the SEC to do the same. Consider the following hypothetical
situation.

Seagate Technology, a farge supplier of hard disk drives, goes to one of its
customers, Dell Computer, and makes a proposal. If Dell agrees to use Seagate as one
of its suppliers of drives, Seagate will grant Dell a ten year option on $600 million worth
of Seagate stock vesting over four years. Vesting would be predicated on Seagate
remaining as a supplier to Dell. The option would be exercisable at the fair market
value on the date of grant and be non-transferable. Seagate would be free to stop
supplying Dell at any time, in which case the unvested portion of the option would
terminate. Likewise, Dell would be free to terminate Seagate as a supplier at any time.
If it did so, however, the unvested portion of the stock option would be forfeited and the
vested portion of the option would then expire in 30 days. It should be obvious that this
option has precisely the same characteristics as an ESQO, except that it is issued to a
customer rather than an employee. In both cases the recipient of the option is being
given an incentive to increase the enterprise value of the issuer (in Dell's case, Dell
knows that, all other things being equal, the more drives it buys from Seagate, the
higher the stock price will go and the more profit Dell will make on the option). Assume
now that an options pricing model has been adopted that values the Seagate option at
$200 million. Applying FASB's logic on ESO expensing to this transaction would result
in Seagate expensing $50 million per year ($200 million divided by the four year vesting
period) and Dell recognizing $50 million per year in revenue, all of which would drop to
its net income line, but none of which would be in cash.

The problem is that this transaction does not comport with either FASB's or the
SEC’s current standards for recognition of revenues and gains, which require that
revenue or gains be “realized or realizable, and eamned”."’

It is highly unlikely that either FASB or the SEC will change their revenue
recognition rules to sanction a non-cash $200 million increment to Dell's net income
arising from the transaction described. And if Dell's receipt of an option grant is not
recognized as net income, how can the grant of a conceptually identical option be

charged as an expense to the grantor?

' See page 12, herein, for an excerpt of FASB's pronouncement on recognition of revenue and gains.
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ESO Valuation: Measuring the Unmeasurable

One the most hotly contested issues in the expensing debate has been over the
question of how to value an ESO. Some opponents of expensing have made this the
centerpiece of their case. They argue that there is no acceptable method extant to
value an ESO. FASB and other proponents of expensing disagree. In paragraph 111
of FAS 123, the contrary view is stated clearly: “....financial statement recognition of
estimated amounts that are approximately right is preferable to the altemative—
recognizing nothing....” FASB believes that the value of an ESO can be approximated
using a to-be-developed pricing model or a modified version of an existing model.

To date, however, FASB has not found an ESQ valuation approach that it deems
acceptable. One of FASB’s biggest challenges wili be to find a model that is not
susceptible to wide variation induced by inputs that are highly subjective. A model that
aliows for too much subjectivity could significantly impair the comparability of financial
statements, and open the door to managerial abuse.

Perhaps the greatest difficulty in finding a valid model for ESOs is confirming its
accuracy. Inthe case of a publicly traded option, the market place is the ultimate
determinant of the accuracy of any pricing model. Black-Scholes is considered reliable
because the public marketplace has been shown to confirm its findings. Because of the
non-transferability of ESOs, they cannot be traded and a public market price
confirmation cannot be obtained. As a result, FASB can never be assured that the
pricing model it chooses will be valid. More importantly, neither can the investors who
base their investment decisions in large part on the accuracy of financial statements.

To be truly useful, FASB's pricing model should function as effectively for private
companies as it does for public companies. This will also be a challenge, since the
most popular models in use, have as their most important variable, stock price volatility,
which, is virtually incalculable in a private company. FASB has no solution for this
problem at this time and is proposing using a valuation methodology for private
companies that essentially excludes volatility as a variable (what FASB calls the
“minimum value” approach). This “solution” to the problem of valuing private company

ESQs is arbitrary, and will result in public companies reporting higher expenses for
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ESOs than private companies, when in fact the opposite might be more accurate. ™
Clearly, this will create financial statement comparability problems that could result in an
“unlevel playing field” for private companies in “competing for capital” (these are FASB's
words in asserting that not expensing ESOs will cause an unlevel playing field as
between the users of ESOs and the non users). It is curious that FASB has decided to
accept non-comparability as between public and private companies but not as between
users and non-users of ESOs.

It should be instructive that there is no reliable way to value an ESO of a private
company. What it suggests is that it is the existence of a realizable market value (either
negotiated or priced on the public market) for an ESO that determines whether it should
be expensed or not. The inability to accurately value private company ESOs casts
further doubt on the wisdom of FASB’s approach.

When something is difficult to value, it is common accounting practice to wait
until it can be valued with confidence before recording it as a transaction. It is odd,
therefore, that FASB has decided to make an exception in the case of ESOs.
Paragraph 114, of FAS 123, says: “...deferring final measurement of a transaction until
enough of the related uncertainties have been resolved to make reasonably reliable
measurement possible is the usual accounting response to measurement difficulties for
virtually all other transactions except an award to an employee of fixed stock options
(emphasis added).”

ESO valuation problems appear to be much greater than expensing proponents
are willing to admit and should weigh heavily in the final decision to impose expensing

rules.

A Very Unusual Accounting Concept

The expensing of ESOs, if required by FASB, will become one of the most

unusual accounting practices in existence. There are least five ways in which ESO

® The preponderance of private companies that are large users of ESOs, are start-up or early stage
companies. Because of the high risk inherent in such companies, their stock prices are almost certain to
be more volatile than companies that have matured enough to go public.
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expensing, as proposed in FAS 123, will deviate from normal accounting rules:

« It will be one of the few expenses that are required for financial reporting
purposes, but are not allowed for tax purposes.

« |t will be one of the only non-cash expenses that does not tie directly to either an
asset or a liability on the balance sheet.

o It will be one of the few transactions in which the DPV of a future event is used
instead of the recording of a historical event.

« It will be virtually the only transaction that will be recorded before *....enough of
the related uncertainties have been resolved to make reasonably reliable
measurement possibie...." (FASB’s words)

o It will be one of the only expenses that may not be reversed even if it is
subsequently nullified by virtue of the option’s forfeiture or expiration.

The existence of any one of these accounting rarities should give one pause; the
existence of ali five in the same rule, should cast serious doubt on the validity of the

entire concept.

Why is This Issue Important?

Some who advocate expensing have asked what all the fuss is about. They
assert that investors will not revise their assessment of the investment merits of a
company simply because of an accounting change. In short, they believe that investors
will ascribe the same value to a company whether it expenses ESOs or not. While this
is possible, it is unlikely. Since 1995, when FAS 123 was published, companies that
have not expensed ESOs have been required to show in their footnotes their pro forma
earnings as if the ESOs were expensed. Most companies have used Black-Scholes to
calculate the amount of this putative expense. This has provided an additional level of
disclosure that could be used by investors to evaluate their investments. The SEC,
however, has recently mandated a substantial curtailment of pro forma reporting of net
income. As a result, it appears that public companies may not be allowed to report their
net income both ways, with and without ESO expensing. If this were to eventuate,

company financial statements would more likely than not be accepted as presented.
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Other proponents of expensing believe that as long as every company accounts for
ESOs in the same way, there will be no material effect on relative stock market
valuations or anything else of importance. This premise is almost certainly incorrect. If
ESO expensing is required, there will be a huge variation among industries in the extent
to which these new “expenses” will impact eamings and, potentially, market values.

There are three primary factors that will determine the impact ESO expensing will
have on a company’s earnings: (1) Annual ESO grants as a percentage of a company's
capitalization; (2) The price of the company’s stock relative to earnings (the PE ratio);
and (3) The volatility of the company’s stock price. The degree to which companies rely
on ESOs for employee compensation varies greatly. Obviously, the biggest users of
ESOs will report the highest ESO expenses (all other things being equal). By and large,
these large users of ESOs are also the highest growth companies in the world.
Because of their high growth, these companies typically have the highest PE ratios.
Finally, the stocks of these high-growth, high-PE companies are almost always the most
volatile, and high volatility translates into high ESO valuations in the most commonly
used option pricing models. The combination of the three variables—large annual
grants of ESOs, high stock price and high volatility—can result in aggregate ESO
expenses, as a percentage of net income, that are 20 times greater than those of
companies without these characteristics. As a result, these companies will have to
report dramatically higher charges to net income.'®

The consequence of FASB's or the SEC’s two proposed actions (imposition of
expensing rules and the curtailment of pro forma reporting of net income), may be that
the greatest contributors to America’s economic growth and productivity will be
significantly devalued. The impact of such a devaluation could be a material decline in
the flow of capital into this vital sector of our economy.

Conclusion

FASB's stated mission is to “establish and improve standards of financial
accounting and reporting for the guidance and education of the public, including issuers,

* In high growth companies, the non-cash “expense” attributed to ESOs, could be a very substantial
percentage of a company’s net income-—as much as 50% or more.
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auditors, and users of financial information”. All of these constituent groups should
support this mission. But FASB is considering making one of the most substantive
changes in accounting policy in its history, and one that could have a deleterious effect
on some of the most productive companies in the US economy.

In light of the radical departure from past practices, and the as yet unknown but
potentially negative consequences, it is vital that FASB gets this right. FASB has, to
date, made a diligent, intensive and well-intentioned effort to do so. And if expensing is,
in fact, the most appropriate way to account for ESOs then that is how it should be. But
the case against expensing is sufficiently compelling, that it is incumbent upon FASB to

reconsider its position.

Kip Hagopian
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Why Expensing Employee Stock Options
Would Be Improper Accounting

In 1993 all of the six major accounting firms were vigorously opposed to
expensing employee stock options (“ESOs"). They made their respective positions
quite clear in letters of comment to the FASB on its Exposure Draft of FAS 123
(“Accounting for Stock Based Compensation™). Each firm based its opposition on two
issues: first, they argued quite persuasively that expensing ESOs was simply bad
accounting; and second, they argued that the Fair Value of ESOs could not be
measured reliably and accurately.

The following are excerpts from the comment letters of the five major firms that
are still extant either independently or as part of a merger. (Arthur Andersen’s
comments are not included.) These comments are organized into two categories:
accounting merits and value measurement. All of the very same accounting firms that
opposed expensing in 1993, are now on the record as supporting the FASB's expensing
proposal. (This includes Price Waterhouse and Coopers & Lybrand, which have
merged to become Price Waterhouse Coopers.) This raises the obvious question:
What has changed? Clearly, there has been no change in the basic concepts or theory
of accounting in this 10-year period.

Were they wrong then or are they wrong now? Which of their arguments in
opposition to expensing do they no longer believe are valid and why? Surely their
radical change in position cannot be based on a shift in the political winds. This would
suggest that these firms have abdicated their fiduciary responsibility to produce
accurate financial statements. These are questions each of these firms should be asked
by both the FASB and by the SEC, which has the ultimate authority and responsibility to

establish accounting rules for public companies.



ON THE ISSUE OF THE ACCOUNTING MERITS

“...the proposed changes in current accounting rules for stock options
should not be adopted because they will not result in sufficiently reliable
information; would not be a meaningful improvement over present
practices; and, as you might expect, can severely impact the earnings
and net worth of certain (especially high growth) companies.”

Eugene M. Freedman
Chairman

Coopers & Lybrand
December 14, 1993

“In our November 5, 1993 letter, we once again expressed our concerns
about the direction of this project and strongly recommended that the
Board adopt a disclosure-based approach that retains current accounting
standards. Everything we have leamed since has only strengthened our
conviction that the Board should not go forward with the current proposal.”

J. Michael Cook
Chairman and

Chief Executive Officer
Deloitte & Touche
January 12, 1994

“...we have studied the Exposure Draft, analyzed the proposed accounting,
and weighed its perceived benefits against the costs of compliance. Based
on these procedures, we strongly oppose the proposal and believe that it
would not enhance the overall usefulness or reliability of financial
statements.”

Ernst & Young
December 6, 1993

“Many in the business community have expressed a concern about the
potential adverse economic effects on the competitiveness of U.S.
business that could result from adoption of the ED. While that concern
should not be a principal factor driving the accounting standard, it is
entirely legitimate to expect that those who would change present
practice, possible adverse economic consequences notwithstanding,
would do so only with great conviction that the new standard is the
right one. If there is any doubt, the Board should not proceed.”

Price Waterhouse
December 17, 1993



“There is no disagreement that stock options provide the employee with a
benefit that is valuable. However, there is considerable disagreement as
to whether any cost that might be associated with that benefit should be
recorded in financial statements and, if so, whether there is any reliable
means of measurement. APB Opinion No. 25 concluded that for fixed
stock options, such cost is simply the options’ intrinsic value at the grant
date. We are not persuaded that a better and more reliable measure of
the employer’s cost is available at this time.”

Coopers & Lybrand
December 29, 1993

“We do not believe accounting for stock-based compensation arrangements
represents a major financial statement reporting concern. We do acknow-
ledge that disclosure of such arrangements is an important component of a
company'’s corporate governance and stewardship responsibilities. We
believe that the executive compensation disclosures currently required by
the SEC in proxy statements fundamentally satisfy those responsibilities.”

KPMG Peat Marwick
December 28, 1993

“We believe it is in the best interests of the public, the financial community,
and the FASB itself for the Board to address those issues that would have a
significant impact on improving the relevance and usefulness of financial
reporting. Accounting for stock-based compensation does not meet the
test.”
Arthur Andersen
December 23, 1993

“The Present Accounting Model Should Not be Changed

We remain unconvinced that the proposal is an improvement over present
practice.”

Emst & Young
December 6, 1993

“We have given careful consideration to the many issues bearing on this
project and have reached a conclusion that the road traveled by the Board
has not borne fruit and is not likely to do so in the near term. We, there-
fore, urge the Board to withdraw the Exposure Draft.”

Price Waterhouse
December 17, 1993

“The interests of all parties would be well served if the FASB does not



change its current standards regarding employee stock options. The FASB
should shift its focus to issues where the need for improved standards is
greater and the opportunities for developing those standards are more
clear-cut.”
Eugene M. Freedman
Chairman
Coopers & Lybrand
February 5, 1993

“For reasons outlined above, we strongly urge the Board not to proceed
with the proposal, and instead withdraw it in favor of a new project to
develop improved disclosures of stock-based compensation plans.”

Emst & Young
December 6, 1993

“The intrinsic measurement method that is used in APB Opinion No. 25
(APB No. 25) should be retained.”

KPMG Peat Marwick
December 28, 1993

“We trust it is clear that we oppose fundamental change in this area at
this time, for the reasons previously stated.”

Price Waterhouse
December 17, 1993

“The issue of executive compensation has become something of a political
football in recent months, and | am troubled that the FASB may be letting
political rather than accounting considerations set its agenda. The little
concem about employee stock options that has been expressed by users

of financial statements has largely been assuaged by recent SEC actions.
The SEC's new proxy rules require very full disclosure of executive
compensation, enabling interested parties to make their own determinations
regarding the costs and values of any stock options that have been granted.
Options are “common share equivalents”, when they become likely to be
exercised (because of the rise in stock price) and thus reduce earnings per
share. [n this way, they become reflected in a business’ cost of capital. The
FASB proposal would reflect, in effect, a double dip or double cost of capital.”

Eugene M. Freedman
Chairman

Coopers & Lybrand
February 5, 1993

“Any compensation for stock-based compensation arrangements, as for
other noncash compensation such as health care benefits, company



cafeterias, and company athletic facilities, should be measured based on
the cost to the employer, not the value received by the employee.”

Arthur Andersen
December 23, 1993

“Thus, notwithstanding the Board’s considerable efforts to develop a workable
approach, we are convinced that in comparing the costs of compliance with
the results attained, the proposed accounting provides a less satisfactory
answer than current practice. Accordingly, we urge the Board not to

proceed with a final standard.”

Ernst & Young
December 6, 1993

“In summary, we believe the ED is predicated on a valuation methodology
that is not sufficiently developed and on a largely imagined user demand
for fundamental change. In light of this, and considering economic
conseguences, we believe the ED does not provide a platform from which
the Board should proceed to a final standard.

Price Waterhouse
December 17, 1993

“Awards that call for settlement by issuing equity instruments are equity
instruments and measurement of such awards should be made at grant
date to the extent possible. Thus, the approach used in APB No. 25 for
“fixed” plans should be continued.”

KPMG Peat Marwick
December 28, 1993

“It has been a general tenet of accounting that standards should be altered
only when there is clear evidence that a proposed change would improve
financial reporting. There is no convincing proof that any financial statement
user would benefit from the changes being discussed regarding accounting
for stock options. Current standards would be supplanted by new ones
which introduce hypothetical, arbitrary and capricious measurement
systems, providing little benefit to users of financial statements, providing
little benefit to users of financial statements and exerting an adverse

impact on the U.S. economy, particularly a vital segment.”

Eugene M. Freedman
Chairman

Coopers & Lybrand
February 5, 1993



“After carefully reviewing the Exposure Draft, we do not support the
issuance of a final statement based on its approach.”

KPMG Peat Marwick
December 28, 1993

“We continue to believe that in view of our concerns with the Board’s
proposal, present practice supplemented with additional disclosures is a
superior approach. The potential effect of options is already reflected

in the earnings per share calculation.”

Ernst & Young
December 6, 1993

“....we urge the Board to retain current accounting for ESOs and not to
proceed with a standard requiring hypothetical and arbitrary recognition
in financial statements.”

Coopers & Lybrand
December 29, 1993

ON THE ISSUE OF MEASURING OF FAIR VALUE

“Consequently, any requirement to use an option-pricing model must
comprehend an awareness that the model produces a theoretical
estimate, which is no more than a surrogate for an indeterminable fair
value. And, given that fair value cannot be determined, the level of
measurement precision required by the Exposure Draft is unwarranted.
It not only increases the complexity and cost of complying with the
proposal, but also increases the potential for noncomparability among
enterprises.

There are six variables used in the Black-Scholes and binomial option-
pricing models. Three of these variables (current price of the underlying
stock, exercise price, and risk-free interest rate) can be determined
somewhat objectively. Three of the variables (expected volatility,
expected dividend yield, and expected term of the option}, however,
require a subjective assessment of the future. lllustration 1 of the
Exposure Draft presents an example of an option with a Black-Scholes
price of $18.02. Adjusting all three of the subjective variables by 50%
up and down together produces Black-Scholes prices ranging from a
low of $7.73 to a high of $29.05. This analysis demonstrates that by
changing these variables, the price of an option can be increased or
decreased dramatically.”

' Deloitte & Touche

November 5, 1993



“Our study found that the key assumptions used in valuing stock
options --stock price volatility and expected option term -- are subject
to considerable judgment and significantly affect option values.
Because of the sensitivity of option values to changes in underlying
assumptions, there is a wide variation in values among companies
which will adversely affect the comparability and usefulness of
financial reporting.”

Eugene M. Freedman
Chairman

Coopers & Lybrand
February 5, 1993

“The Board's proposal will not result in meaningful improvements in
financial reporting, and the benefits of changes to the present accounting
standards will not outweigh the very significant costs.”

J. Michael Cook
Chairman and

Chief Executive Officer
Deloitte & Touche
January 12, 1994

“The key findings of our study that support this view are as follows:

» Key valuation assumptions are subject to considerable judgment
and significantly affect option values. For example, a five-
percentage-point change in volatility (which can often be
justified solely by alternative ways of looking at historical
volatility} produced, on average, a 15 percent change in option
value. A change in expected term from three years to five
years (again easily justifiable) produced, on average, nearly a
40 percent increase in option value. The key assumptions are
subject to so much judgment and guesswork that selections
among a wide range could be justified as the best estimates.
The end result would adversely affect the comparability of
financial statements of companies in the same industry and
at the same state of development.”

Coopers & Lybrand
December 29, 1993

“The output of an option-pricing model is only a mathematically-derived
“theoretical” value, which may or may not be indicative of fair value. Since
a market for employee stock options generally does not exist, there is no
objective way to assess whether the theoretical value approximates the



price at which the option could be sold in an active market.”

Deloitte & Touche
November 5, 1993

“We continue to believe that existing option pricing models do not
produce a reasonable or relevant value of employee stock options.”

Emest & Young
December 5, 1993

“Our conclusion is that the methodology in the ED for calculating the fair
value of employee stock options significantly overstates their fair value,
but by how much is pure conjecture. Furthermore, there is no future
event that ultimately will verify the accuracy or inaccuracy of the estimate
of grant date fair value.”

Price Waterhouse
December 17, 1993

“We believe that using option-pricing models for ESOs does not result in
sufficiently reliable information because of the wide variation in values among
companies and the sensitivity of such values to changes in the underlying
assumptions. Accordingly, the proposed changes in accounting would

have an adverse impact on the comparability and usefulness of financial
statements.”

Coopers & Lybrand
December 29, 1993

“As acknowledged in the Exposure Draft, the Black-Scholes and
binomial option-pricing models were not designed to deal with long-term,
forfeitable and nontransferable employee stock options.”

KPMG Peat Marwick
December 28, 1993

“The following discussion supports our continuing recommendation for a
fundamental change in the direction of the stock compensation project.”

KPMG Peat Marwick
December 28, 1993

“....we urge the Board to retain current accounting for ESOs and not to
proceed with a standard requiring hypothetical and arbitrary recognition
in financial statements.”

Coopers & Lybrand
December 29, 1993



“Finally, we are concemed with the auditability of the “expected
volatility” and “expected dividend vyield” during the expected term

of the option. Although these assumptions are necessary to calculate
a theoretical fair value amount using option-pricing models, it is
difficult for companies to provide sufficiently reliable audit evidence

to support these assumptions after considering the benefit of
hind-sight.”

KPMG Peat Marwick
December 28, 1993

“If the FASB remains determined to address accounting for employee
stock options, | am also distressed by the imposition of valuation
techniques commonly associated with tradable options as the primary
mechanism for determining the cost of restricted stock options granted
to employees. This approach would require businesses to make
difficult and arbitrary determinations in order to put a price tag on their
options programs and provide hypothetical information which witl
confuse readers.

To be sure, there are a number of option valuation models available,

but they are designed for publicly traded options. Employee stock options
are typically long term, non-transferrable, and subject to a number of
conditions, including continued employment. There is no market
mechanism to establish a value for these options. Thus, it is very
difficult to identify a procedure for valuing them that would provide a
meaningful improvement over present practices.”

Eugene M. Freedman
Chairman

Coopers & Lybrand
February 5, 1993

“We are not comfortable with an approach that uses a “black box”

to generate an accounting value when we are not able to articulate
what is happening in the “black box” or explain why it is appropriate to
accept different answers for valuing options.....”

KPMG Peat Marwick
December 28, 1993

“At this time, we are aware of no reliable way to measure the effect
of differences between ESOs and publicly traded options or to
modify present models to account for these differences.”

Coopers & Lybrand
December 29, 1993



