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"Stock options granted to employees of small, growtl'K>riented firms, have been a 
feature of the 1990s in the US. By giving employees a stake in future gains, they 
help companies retain skilled employees. They are also present in venture capital 
portfolios. Notwithstanding recent scandals in certain US corporations that have 
used stock options, they remain a valid and innovative way to share in the future 
profits of enterprises, but they obviously need to be designed in a proper 
manner.',5 

The Commission in its Communication has rightly recognised that ESOs constitute an 
asset to the European economy, despite recent financial scandals in the United States. 
This view has again received political endorsement from the EU Member States at the 
highest level. 

4.THE BACKGROUND: EMPLOYEE STOCK OPTIONS 

ESOs are an important form of employee financial participation. Through the use of 
ESOs, employees are encouraged to think like owners. 

When a firm issues an ESO, the employee is granted the right, but not the obligation, to 
purchase a share of the firm's stock some time in the future. ESOs all have common 
characteristics. Firstly, they vest over a period of time. For example, an ESO may vest 
over a four-year period. If the employee leaves the firm or is terminated before the ESO 
vests, the ESO is forfeited. Secondly, ESOs are not freely transferable. They cannot be 
bought or sold, pledged or traded. Also, if an ESO's exercise price is greater than the 
price of the underlying stock, that option is said to be "underwater." Underwater options 
are not exercised because it would require the employee to pay more to acquire a share 
of stock than that share is worth. 

Where both the number of shares that can be purchased and the price at which those 
shares may be purchased (the "exercise price") are known at the time the ESO is 
granted, the ESO 5 called a "fixed" option.6 If either the number of shares or the 
exercise price are not known at the time the ESO is granted, the ESO is called a 
"variable option.,,7 

When an employee exercises an option, the firm's assets increase by the amount paid 
by the employee to exercise that option. There also occurs a redistribution of the firm's 

5 EC communication COM(2002) 610 final, page 8. 
6 For example, assume that the price of Firm X's stock was 70 EURO on the date a stock option was issued. 
The stock option vests over four years. Once the stock option is vested, the employee can exercise that stock option 
by paying 70 EURO and, in exchange, will receive one share of stock. The exercise price of 70 EURO is set by Fimn 
X on the date it issues the stock option to the employee. In this case, because the stock price and the amount the 
employee would have to pay to exercise the stock option are known, the ESC is a fixed option. 

An example of this type of stock option is one where an employee will receive a certain number of stock 
options only if the firm's earnings increase by more than the average earnings growth of a particular stock index. 
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profits because the number of shares outstanding has increased. ESOs create no 
liability for the firm and result in no diminution of the firm's assets. 

5. THE IASB HAS NOT ENGAGED IN A COMPREHENSIVE 
AND CRITICAL EXAMINATION OF THE ISSUE 

The IASB has not undertaken a comprehensive and critical examination of share-based 
payments. In the absence of an open debate within the IASB on ED 2, the owners for 
ensuring adequate debate falls squarely in the terms of the EC Regulation on the EU 
endorsement process and, particularly, on EFRAG. 

In July 2000, the G4+1 issued a Special Report, Discussion Paper - Accounting For 
Share-Based Payment. Once the new IASB was formed, it, in effect, reissued this 
Discussion Paper and sought further comment. The Discussion Paper was roundly 
criticized. Importantly, the Commission focused on several fundamental flaws in the 
Discussion Paper, which have not yet been adequately addressed by the IASB. 

In its letter dated 7 February 2001 8, the Commission stated that: 
Our view is that this Paper has raised some serious and fundamental 
questions regarding the IASC's existing Framework - for example, 
the accounting for equity, the definition and recognition of expenses, 
opportunity cost accounting - and these need to be thoroughly 
investigated and resolved before any agreement can be reached on 
the accounting for share-based payments .... Consequently, our 
overall position is that the new IASC Board should, as a matter of 
priority, commence a new project that investigates the fundamental 
conceptual issues that this project encountered. Until such time as 
this occurs, it is premature to propose a system of recognition and 
measurement of share-based payments that will inevitably be 
flawed. [emphasis added] 

Rather than heed the recommendation of the Commission, the IASB instead ignored it. 
The IASB did not engage in a systematic, thoughtful analysis of the fundamental 
conceptual matters that were raised in the Discussion Paper. Instead, it issued ED 2 
and restated the same conclusion that it held in the Discussion Paper - that the use of 
shares, or share options, is a cost that must be expensed in the financial statements. In 
its Discussion Paper comments, the EC stated that "it is unrealistic to expect reasoned 
and informed debate of such controversial issues if the initial discussion document 
commences by simply dismissing opinions to which the authors do not subscribe." It 
does not appear that the IASB is willing to engage in a thoughtful discussion about the 
fundamental underpinnings of this entire issue. 

EFRAG on 14 January 20029 submitted its position paper to the IASB regarding share-

8 Letter from the European Commission to the lAse, 7 February 2001, "G4+1 Position Paper: Accounting for share
based paymene. 
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based payments, stating that 
we recognise that it will take time td[o] resolve the conceptual and practical 
difficulties satisfactorily. It[f] a solution cannot be found in the short term, 
we believe an interim solution standard of disclosure is needed. If such a 
disclosure standard were to be introduced, it could be modelled on that 
used in the US and the level of information would be high. This would have 
the advantage of convergence of standards until such time as the final 
standard is introduced following resolution of the issues referred above. 
[emphasis added] 

The course of action undertaken by the IASB is certainly not the way that new 
accounting standards should be promulgated. Furthermore, a number of comments 
have been attributed to the IASB officials along the lines of regulating the so-called 
abuse of options through lAS. We find these comments unhelpful as accounting 
standards should not attempt to be the instruments of punitive action. Corporate 
governance reforms are best left to the democratic process and to the competent 
authorities. Accounting standards are best focused on the most effective way to provide 
relevant information to users. 

Because the IASB has not engaged in a complete and thoughtful examination of what 
the European Commission has correctly characterized as a "highly complex and 
politically charged debate," we believe the appropriate route to take would be for the EC 
to reiterate its prior suggestion that "the appropriate course to follow would be to amend 
paragraph 146 of lAS 19 so as to require companies to provide substantially expanded 
disclosures about equity compensation benefits, including the fair value thereof." This 
view was in principle fully endorsed by the EFRAG in January 2002. 

6. THE IASB'S EXPENSING STANDARD IS FLAWED FROM A 
TECHNICAL STANDPOINT 

ED 2 fails to make the case for accounting for ESOs as an expense. Instead, it 
merely mandates the creation of an expense on the date these instruments are 
granted whilst prescribing a class of option pricing models wholly inappropriate for 
the task. The result is an arbitrary set of rules with an asymmetrical treatment 
being applied to ESOs and an absence of internal consistency. In short, ED 2 is 
technically flawed - and this augurs poorly for standard setting in Europe and 
convergence in accounting practice globally. 

9 Leiter from EFRAG to IASB. 14 January 2002, "Share-Based Payment". 



6.1. Employee stock options do not represent a corporate level 
expense 

6.1.1. ED 2 invents a new expense associated with ESOs 
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The proposed creation of an expense out of ESOs does not pass the most 
basic tests of expense recognition. The profession's own definition of an 
expense is an outfiow or consumption of assets or creation of liabilities 
representing actual or expected cash outfiows that have occurred or will 
eventuate. Nothing of the kind happens when companies offer their 
employees the opportunity to become partners in the enterprise through 
ESOs. There is no outfiow of any sort, no asset is impaired and no liability is 
created. Indeed, if an employee ultimately exercises an ESO, the firm's 
assets are increased. The granting of an ESO simply provides for a potential 
redistribution of the firm's future earnings between existing shareholders and 
the new shareholder base, which would include those employees who have 
exercised employee stock options. This issue was identified by the 
European Commission in its Discussion Paper comment leiter. Again, rather 
than address the issues raised by the Commission, the lASS did no more 
than repeat its flawed conclusion in ED 2. We agree with the statement made 
in the Commission's Discussion Paper comment leiter that the real debate 
should be focused on whether: 

• it is appropriate to recognize opportunity costs in the profit and loss 
account, and if so, whether it is appropriate to restrict this far-reaching 
notion to shares and options, and then only for certain transactions 
involving them; and 

• the current extensive information about share transactions and future 
dilution can be demonstrated as being inadequate for accounts to show a 
true and fair view. 

6.1.2.ESOs are not the same as share-based payments to third parties 

ED 2 disingenuously treats all share-based payments as a group in order to 
develop its basis for expense recognition. The proposition that transactions 
for goods and services with third parties that are settled with the granting of 
options or shares should give rise to the same accounting entries as for 
ESOs is not justified. In order to illustrate, transactions with third parties 
represent two separate transactions and consequently two separate 
accounting entries. Firstly, there is an agreed basis for the exchange of goods 
and services which gives rise to a liability and therefore an attendant 
expense. Secondly, the payment results in the conversion of the liability to 
equity. The net effect of these two entries is to create an expense and 
increase equity in a similar amount. Applying this shortcut to ESOs ignores 
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the crucial fact that no liability or expense arises at any time with these 
instruments. Indeed, when, and if, an ESO is exercised, corporate assets 
increase. 

Moreover, coupling ESOs with share-based payments to third parties is 
deeply flawed for additional reasons. Share based payments with third 
parties, which we agree should be expensed, are typically for goods and 
services already consumed. Employees typically receive cash compensation 
in the form of salary for the services already performed for the employer. 
These amounts, of course, are expensed. ESOs, however, are chiefly 
created to provide incentives for employees with respect to future 
performance. ED 2 fails to address this important difference when developing 
its position on recognition. 

In the case of ESOs, the crucial link between the goods and services and 
incentives was not established. This point is explicitly acknowledged by the 
IASB in the measurement section of ED 2. Failure to establish this critical link 
is, in our view, a fatal flaw in the document. 

6.2. Measurement methods 

The measurement methods section of ED 2 provides clear examples of the 
fundamental flaws with the proposed standard. 

6.2.1. ED 2 is intemally inconsistent 

Although ED 2 concludes that an expense is required for all types of share
based transactions without specific reference to ESOs, the measurement 
section draws a sharp distinction between transactions with employees and 
transactions with others. This section of ED 2 uncouples the two types of 
transactions. The stated basis for dOing so is the inability to link the 
consumption of the goods and services with the incentives in the case of 
employee transactions. As a result, for purposes of measurement, employee 
transactions are treated differently than third -party transactions. 

ED 2 is internally inconsistent, however, because the raison d'etre for the 
creation of the expense in the first place was the crucial link between 
employee and third-party share based transactions. This lack of internal 
consistency is irreconcilable and calls into question the underlying premise of 
the entire document. 

6.2.2. Use of an option valuation model is mandatorv for ESOs even where the 
cash value is known 

ED 2 acknowledges that the amount to be treated as an expense is the fair 
value of the goods and services, i.e., the cost to the company, and not the 
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fair value of the instruments being exchanged, i.e., the benefit to the 
recipient. It follows through with this logic in the case of share-based 
payments made to third parties - it applies a rebuttable presumption that the 
cost of arm's-length transactions are to be estimated directly. That is, the 
fair value of those instruments is the value of the goods and ser-..ices 
provided to the company. 

However, the significance of the decoupling of share-based payments with 
third parties and ESOs for purposes of measuring the "cost" of ESOs is that 
the cost of the ESOs is required to be estimated indirectly. That is, the fair 
value of an ESO is the value of the option itself and this amount serves as a 
surrogate for the fair value of the services. The reason offered, as referred 
to above, is the difficulty in establishing the link between the services and 
the incentive. This would suggest that where there is a choice between a 
cash package and an options package, i.e., where the cash equivalent value 
is known, it is still prohibited to depart from the use of an option valuation 
model. This prohibition is made explicit elsewhere in the document. This 
lack of evenhandedness between ESOs and other transactions further 
illustrates that the conclusion of ED 2 is not fundamentally sound. 

6.2.3. Black-Scholes or binomial models are the required standard 

The draft standard allows little leeway for the valuation of ESOs which will 
be required to be valued using a particular class of option pricing models. 
ED 2 explicitly identifies the Black-Scholes and Binomial models as standard 
and it further specifies the six key input variables that should be applied.'o 
Furthermore, no downward adjustment is permitted to recognize the fact that 
most ESOs cannot be exercised during the vesting period. The stated 
reason being that the Black-Scholes model assumes no exercise during the 
life of an option." 

The major problem with the mandatory use of existing option pricing models 
to value ESOs is that they were developed to value something entirely 
different. The Black-Scholes and Binomial models were developed to 
estimate the price of short-term, freely tradable options. 

10 The six factors that must be taken into account are the exercise price, the expected life of the option, the 
current price of the underlying stock. the expected volatility of the underlying stock. expected dividends on the 
underlying stock, and the risk free interest rate. 

11 The Black-Scholes model estimates the value of a so-called European option, which cannot be exercised 
until the end of its life. In contrast the Binomial model estimates the value of a so-called American option, which can 
be exercised at any time during the life of the option. The American option is always more valuable than the European 
counterpart, ceteris paribus. 
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The four most significant differences between ESOs and the type of options that Black
Scholes and binomial models were developed for are that: 

• ESOs are not transferable. They cannot be bought, sold, or pledged. Existing 
models do not and cannot account for this significant difference. 

• ESOs typically have long lives (of 3, 4 or even 10 years) and vest over time. The 
freely tradable options Black-Scholes and binomial models were developed for 
generally are very short lived. Again, existing models do not and cannot account for 
this significant difference. 

• ESOs generally have no intrinsic value when they are granted. ESOs are usually 
issued at or over the market price of the underlying stock. As a result, they do not 
have any intrinsic value at that time. The intrinsic value is the difference between the 
market price of the stock at the time the option is granted and the option exercise 
price. Freely tradable options generally do have an intrinsic value at the time they 
are issued. 

• ESOs vest over time. 

ESOs also are subject to forfeiture and, if the option exercise price is below 
the price of the underlying stock when the option is exercisable, those 
options will never be exercised. Prior to meeting vesting conditions, ESOs 
are not really an option in the sense of the model. 

It should be understood that these models also are subject to considerable 
estimation error, which is significantly amplified given the long expected life 
of the option. For example, companies must estimate the volatility of their 
stock. Volatility is a relative measure of the expected difference between 
the stock price at the end of the stock option's life and the stock price when 
the option is granted. The volatility chosen can have a significant difference 
on the valuation. Virtually any volatility figure can be justified. A survey 
conducted by The CPA Joumal12 found that in 1999 financial statement 
footnotes Hewlett-Packard used a 30% volatility factor and Ebay used 
100%. Similarly, companies must estimate the risk-free rate of return at the 
date the option is granted. That same survey showed that these estimates 
also varied widely with Altera using a 4.5% rate and Adaptec using a 6.4% 
rate. 

The apparent precIsion of the models is overwhelmed with error when 
applied to long-term options, which brings into question their use, especially 
as a surrogate measure of the cost to the company of granting an ESO. 
The experience of applying these models in the United States over the last 
seven years has been most instructive. 

12 The CPA Journal is a technical-refereed publication aimed at public practitioners, management, educators, and 
other accounting professionals. It is edited by CPAs for CPAs. 
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The empirical evidence available comes from the United States where FASB 
gave companies the choice of creating an expense or footnote disclosing 
the value of the options as a pro forma adjustment to reported income and 
the attendant diluted earnings per share (EPS). Until recently, only two 
large companies, Boeing and Winn-Dixie, opted for the creation of an 
expense, the rest chose the pro fonma alternative. Virtually all companies in 
the United States applied the Black-Scholes model for purposes of either 
determining the expense or for computing the required footnote disclosures. 

There now exists a seven-year dataset of the impact of this model on the 
valuation of ESOs. These data exhibit a wide variation across firms and over 
time, even on the least controversial of input variables, the risk-free rate of 
interest - a variation of up to 400 basis points is observable. This variation in 
interest rate in the context of long-term options has a significant impact on 
the derived value of the instrument. 

The application of the model to ESOs has detracted considerably from the 
comparability of earnings numbers on a pro forma adjusted basis. The 
implications of this for the current recommendations by the IASB are 
considerable and it seems reasonable that a careful study of the effects of 
applying the Black Scholes model (and the binomial model) should be 
undertaken before a decision is reached as to whether ESOs should be 
required to be expensed. 

6.3. Accounting for ESOs as if they gave rise to an expense has 
significant implications for the credibility and accuracy of 
reported earnings, their comparability between companies 
and their consistency over time 

6.3.1. Creating an expense for options places reserves beyond current shareholders 

ED 2 perversely creates a disadvantage for current and future shareholders 
vis-a-vis option holders. The creation of an option expense cumulatively 
places, over the vesting period, retained earnings attributable exclusively to 
shareholders beyond their reach as dividends, just at a time when there is 
much demand among investors for the distribution of cash by many 
businesses. In effect, this provides a subsidy from existing shareholders to 
option holders by essentially diluting their claims to cash flows before the 
option holders are even potentially eligible for dividends. 13 This feature of the 

13 Of course, many options are never exercised. Yet ED 2 would not permit the reversal of any expense that 
was recognized in a prior period to the extent those options are never exercised. ED 2 provides that firms should try 
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standard almost certainly has legal ramifications and should be addressed by 
the IASB. Wealth redistribution effects should really be beyond the remit of 
accounting standard setters, particularly when they work against the interest 
of those in whose name the standards are developed. 

6.3.2. Inverse effect on performance will detract from the credibilitv of reported 
numbers 

Applying ED 2 will have some counterintuitive and confusing effects. The 
imposition of an option valuation model will inevitably introduce the effect of 
the firm's future stock price performance into current reported earnings. 
Therefore, two firms with similar ESOs will not have similar reported eamings: 
the firm for which the market has a higher expectation of future performance, 
or higher stock price volatility, will have a higher value attributed to their 
options leading to a higher charge against reported income with the attendant 
lower reported income. For example, an assumed volatility of 40% can 
create a Black Scholes value for an ESO that is equal to approximately 40% 
of the underlying stock price. Doubling the volatility also will essentially 
double the Black Scholes value as a percentage of the underlying stock price. 
Thus, the firm with the better prospects has lower earnings. Such a metric of 
performance is unlikely to attract much credibility. And this is the result only if 
the company makes the correct guesses when it is attempting to establish the 
"cost" of the ESOs. Most attempts at income determination usually result in a 
positive relationship between performance and reported income - the exact 
opposite of what would occur under ED 2. This illustrates the weakness in 
equating the value of the service received with the value of the benefit 
obtained by the recipient as the current proposal does. In addition, ED 2 
creates a further divergence between reported earnings and cash flow 
generated, the driver of corporate performance. 

6.3.3. Creating an expense for options double counts the cost 

One of the first order effects of the ED 2 would be to double count the cost of 
the options. This is because earnings per share (EPS) would be reduced 
twice. Once by a reduction in reported earnings (numerator) and again by the 
increase in the future number of shares (denominator). The magnitude of 
these effects is illustrated below. 

The dilution effect is, of course, the only true cost of issuing options and it 
makes little sense to double the effect as proposed by the IASB. 

6.3.4. Expensing ESOs introduces stock market volatilitv into reported eamings 

The phenomenon identified above is, of course, due to the insidious effect the 

to estimate this effect when they are establishing the expense number. Because this requires a true prediction of the 
future, the absurdity of this position is beyond doubt. 
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standard would have on the objectives of financial reporting. Financial 
reporting exists to provide investors with useful information. The financial 
numbers generated by firms is intended to inform the expectations of 
investors. This purpose is ill served if the reported earnings are significantly 
affected by the expectations regarding the reporting entities own future 
performance - and even worse where the effect is inverted. The valuation of 
ESOs along the lines proposed in ED 2 is based largely 01 the market's 
expectations of future performance as reflected in the behaviour of share 
prices. The equating of the value of the service with the value to the recipient 
is again the culprit. 

7. RECOMMENDATIONS 

We believe that it is important that the EU adopts a common standard for accounting 
employee stock options which contributes to increased use of broad-based employee 
stock options programmes, while providing all stakeholders with meaningful, accurate 
and reliable financial information as set out in the EC Regulation. Consequently, we 
believe that it would be a mistake for the EU to endorse a new lAS on share-based 
payments where serious doubt remains regarding the economic effects for European 
companies and the quality of the proposed standard. Instead, solutions should be 
sought that will meet both the promotion of ESOs and high quality accounting standards 
requirements. 

We propose the following steps to be taken as regards the procedure in relation to ED 2 
and as regards finding a technical solution to the accounting issue itself. 

7.1. The EU should grant itself time to adopt appropriate 
accounting rules for ESOs 

As discussed above, both the Commission and EFRAG have urged the IASB to 
take the necessary time to first investigate and resolve the fundamental questions 
with regard to the accounting of ESOs and the existing lAS framework. The 
Commission expressed the view is that until the fundamental conceptual issues 
have been properly investigated, it would be premature for the IASB to propose a 
system with recognition and measurement of share-based payment and that new 
lAS regarding ESOs adopted under such circumstances would inevitably be 
flawed. However, the IASB has chosen to essentially ignore these views and has, 
without explanation, decided to proceed with ED 2. 

We do not believe that it is realistic that the IASB will reassess the situation with 
regard to ED 2 and proceed as outlined in the Commission's and EFRAG's 
submissions to the IASB regarding the G4+1 draft discussion paper on share
based payments. We therefore suggest that EFRAG, the Commission, the relevant 
EC Committees and other involved stakeholders, within their respective areas of 
competence, declare as soon as possible that new accounting standards regarding 
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share-based payments wi II not be adopted by the EU until such time that all 
fundamental concerns have been satisfactorily resolved. Sy doing so, employees 
and users of financial information will be reassured that new, potentially damaging, 
accounting standards regarding ESOs will not be adopted in the EU without due 
process. 

7.2. The economic consequences of mandatory expensing of 
ESOs in the EU need to be thoroughly analysed. 

As stated above, the economic consequences of ED 2, and the way it directly 
affects EU competitiveness, are more important than the accounting 
consequences. The lASS can conduct field studies, organise hearings and 
undertake the research it deems necessary to properly support its proposals. With 
regard to ED 2, however, the lASS has not undertaken any research regarding the 
economic impact of ED 2. 

We believe that EFRAG and the Commission, within their respective areas of 
competence, should ensure that the consequences of ED 2 for the European 
economy should be properly researched and analysed ahead of any introduction of 
new accounting rules in this area in Europe. 

7.3. Develop and analyse alternative solutions to mandatory 
expensing of share-based payments. 

As discussed above, EFRAG in January 2002 proposed to the lASS that until the 
significant conceptual and practical difficulties relating to mandatory expensing of 
share-based payments have been resolved, an interim standard of disclosure is 
needed. The importance of disclosure of financial information has been recognised 
by the EU's High-Level Group of Company Law Experts, which outlines the 
benefits of disclosure in a clear manner in its report published in November 2002: 

"Disclosure requirements can sometimes provide a more efficient regulatory 
tool than substantive regulation through more or less detailed rules. Such 
disclosure creates a lighter regulatory environment and allows for greater 
flexibility and adaptability. Although the regulatory effect may in theory be 
more indirect and remote than with substantive rules, in practice 
enforcement of disclosure requirements as such is normally easier. The 
Group believes that the EU, in considering new - and amending existing -
regulation of company law, should carefully consider whether disclosure 
requirements are better suited to achieve the desired effects than 
substantive rules."'4 

We believe that it is important that EFRAG. the Commission and other relevant EC 
Committees and stakeholders carefully identify and assess alternative solutions to 

14 The final report of the EU High-Level Group of Company Law Experts, published 4 November 2002, page 34. 
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mandatory expensing of ESOs in the EU. 

We believe that disclosure of financial information enhances the accountability for 
and the transparency of companies' financial performance and governance as a 
whole and should, therefore, be used with regard to ESOs. Full public disclosure of 
stock options to shareholders and other stakeholders on a regular basis is 
preferable to recognition of estimated amounts in companies' income statements. 
We therefore propose that a disclosure standard that would require companies to 
provide extensive and accurate information on stock options, and other forms of 
equity participation by employees, should be adopted by the EU. 

7.4. Internationally divergent accounting rules on ESOs should be 
avoided 

If ED 2 is adopted and endorsed in its current form, internationally active European 
companies with ESOs will have to comply with multiple and diverging accounting 
requirements depending on jurisdiction. Users will be faced with confusing 
information. Such a development would be contrary to one of the EU's main 
objectives with regard to accounting standards: International convergence. 

We believe that it is important that the EU does not foreclose international 
convergence by making expensing of share-based payments mandatory as 
proposed by the IASB. 
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This table illustrates the % impact of expensing options on reported earnings for the S&P 500, 
by group ranging from above 100 % to below 5 %. It illustrates that technology companies are 
over-represented in the high input group and under-represented in the low impact group. In fact, 
expensing will have a much higher effect on technology companies. 

------------------------------------~o 



Annex to 
the European Employee Stock Options Coalition Document: 

PROMOTING THE GROWTH OF EMPLOYEE FINANCIAL PARTICIPATION 

THROUGH THE USE OF EMPLOYEE STOCK OPTIONS, December 2002. 

In 1972, the Financial Accounting Standards Board (FASB) issued APB Opinion 
No. 25 !,Accounting for Stock Issued to Employees). Under this Opinion, fixed 
stock options are accounted for using what is termed fixed plan accounting. 
These are the most commonly granted type of employee stock options in the 
United States. 

Under fixed plan accounting, the firm granting the option generally recognizes no 
expense when an option is granted. This result is reached through application of 
what APB Opinion No. 25 calls the "intrinsic value based method." Under this 
method, the compensation cost of an employee stock option is computed as the 
excess, if any, of the quoted market price of the stock at the date the option is 
granted over the amount an employee must ultimately pay to acquire the stock 
when the option is exercised.1 Most stock option plans are structured so that the 
amount the employee must pay to exercise the option exactly equals the quoted 
market price of the stock on the day the option is granted. As a result, the option 
has no "intrinsic value" at the date it is granted, the compensation cost is equal to 
zero, and the granting of the option would have no impact on earnings. 

An alternative method of accounting was required for stock option plans that are 
considered variable, as opposed to fixed, stock option plans. If a variable stock 
option is granted, the company must recognize an expense each reporting period 
based on the price of the underlying stock. As a result, the stock option expense 
will change every reporting period as the firm's stock price rises or falls. 2 

Because of the financial statement uncertainty that results from this accounting 
method, stock options that would be subject to this method of accounting are 

1 For example, assume that the price of Firm X's stock was 70 EURO on the date a stock 
option was issued. The stock option vests over four years. Once the stock option is 
vested, the employee can exercise that stock option by paying 70 EURO and, in 
exchange, will receive one share of stock. The exercise price of 70 EURO is set by Firm 
X on the date it issues the stock option to the employee. In this case, because the stock 
price and the amount the employee would have to pay to exercise the stock option are 
equal, the intrinsic value of that stock option is zero. 
2 As the stock price rises, the expense will increase. As it falls, the expense will 
decrease. In extreme situations where there has been a tremendous decrease in share 
price, a finn could be in the position of having to report a negative expense. 



This table illustrates the % impact of expensing options on reported earnings for the S&P 500, 
by group ranging from above 100 % to below 5 %. It illustrates that small firms are over
represented in the high input group and under-represented in the low impact group. In fact, 
expensing will have a much higher effect on smaller companies. 
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rarely issued. This is just one example of how the accounting for employee stock 
options can and will affect corporate behaviour. 

FASB recognized that there had been a significant increase in employee financial 
participation3 and, as a result, decided to study the issue of accounting for 
employee stock options in the mid-1990s. The result was the issuance of 
Statement No. 123 II\ccounting for Stock-Based Compensation) in 1995. The 
Statement permits, but does not require, a firm to expense the "fair value" of 
stock options. 4 If a firm were to elect the FASB expensing rule, the granting of 
an option would cause an immediate decrease in earnings equal to the estimated 
"fair value" of the stock options granted. Alternatively, firms may continue to 
apply the "non-expensing" provisions of APB Opinion No. 25 for fixed options, but 
firms that do so must disclose in the footnotes to their financial statements 
certain information with respect to their options, including the "fair value" of those 
stock options. 

FASB continued to look at the stock option area after its issuance of Statement 
No. 123 and, in August 1996, undertook a project to address various "significant 
outstanding practice issues related to the accounting for stock-based 

Since 1972, the use of stock options has become more prevalent in the United 
States, with options frequently granted to all employees, not just the firms' high level 
officers. For example, a recent study of stock option plans conducted by the National 
Center for Employee Ownership ("NCEO") found that almost 70 percent of the 
companies that responded had "broad-based" stock option plans, which were defined as 
plans that grant options to over one-half of their workforce. The 1998 NCEO Broad
Based Stock Option Plan Survey, The Journal of Employee Ownership Law and Finance, 
Vol. 1111, p. 115 [hereinafter cited as NCEOSurvey}. According to the NCEO Survey, a 
1997 study conducted by ShareData Inc. and the American Electronics Association 
surveyed 1,000 public companies with stock option plans and "found that 53 percent of 
respondents granted stock options to all employees." The percentage for the information 
teclmology field was even higher: "88 percent of companies granted options to all 
employees." The 1997 study, which updated a 1994 study, found that the use of broad
based option plans was increasing. NCEO Survey, p. 107. 

This trend has continued. Today, employee financial participation in the United 
States - looking only at the use of employee stock options - affects more than 10 million 
people. According to the Employment Policy Foundation (September 17, 2002), based 
on the recent rate of new options grants, "it is likely that up to 30 million employees 
would receive option grants in the next decade." Finally, according to surveys in 2000 
and 2001 by the National Association of Stock Plan Professionals and 
PricewaterhouseCoopers, almost half (43.5%) of companies surveyed and three-quarters 
(74%) of public teclmology companies surveyed grant stock options to all U.S. 
employees. 
4 We discuss below in Section·* the concept of "fair value" and why the FASB's 
and the IASB's definition of this term is fundamentally flawed. 



compensation." This project resulted in certain amendments to Statement No. 
123 that clarified the definition of an employee. It went on to require mandatory 
expensing for both employee stock options that are "repriced" and those issued 
to non-employees. In each case, FASB's rule change had a dramatic impact on 
corporate behaviour. 

In the early 1990s, many outside service providers, such as accountants and 
lawyers, were seeking corporate stock options rather than cash as payment for 
their services. FASB clarified that stock options issued to non-employees were 
not eligible for the same treatment as stock options granted to employees and 
had to be expensed. As a result of FASB's clarification, the issuance of stock 
options to third-party service providers has essentially been eliminated. 

A similar change in corporate behaviour resulted in the area of repricings. Stock 
options are granted at a stated exercise price. Because stock prices fluctuate, 
however, there is always the possibility that current stock prices may fall below 
the exercise price of outstanding options. Options with an exercise price above 
the current stock price are said to be "underwater" and are essentially worthless 
unless the stock price rebounds to a level above the exercise price before they 
expire. In an effort to retain and motivate its employees (as well as to minimize 
costs associated with hiring replacement employees and lost productivity), a 
company may respond to this situation by repricing the options so that they may 
be exercised at a lower price.5 

FASB concluded that once a fixed option is repriced, that option could no longer 
be treated as a fixed option. In practical terms, this meant that the option would 
be treated as a variable option and would be subject to mandatory expensing 
using variable accounting. The practical result of this new accounting rule is that 
firms now rarely reprice employee stock options.6 

For example, assume that an employee stock option was issued in Year I withan 
exercise price of 50 EURO at a time when the firm's stock was also trading at 50 EURO 
per share and that that stock option would vest after four years. At the end of Year 2, 
assume that the firm's stock price had fallen to just 10 EURO per share. The stock 
option with an exercise price of 50 EURO is, essentially, worthless. In this instance, 
many firms chose to reprice their outstanding options. For example, the firm in this 
example may have reset the exercise price of those 50 EURO options to 10 BURO in an 
effort to once again make them potentially worth something to the employee. This is 
what is meant by a repricing. 

FASB's rule permitted firms to cancel stock options and so long as new, 
replacement options were not issued for at least six months and one day, the two 
transactions would be treated as two separate transactions and not a repricing. The result 
of this has been that while most firms no longer reprice, many firms have cancelled 
options and waited at least six months and one day to issue replacement options. Thus, 
the firms obtain the same effect as a repricing, but do not suffer the adverse accounting 



As the above examples illustrate, accounting rules can and do affect corporate 
behaviour. Unfortunately, the likely result if the IASB proposals are adopted is 
that employee financial participation programs will be severely limited or 
eliminated. 

A further result of the elimination or reduction of employee financial participation 
will be decreased productivity and return on investments. Significant employee 
financial participation increases both: 

The basis for granting employee stock options is to 
encourage greater productivity and innovation by aligning 
employee performance incentives more closely with the 
interest of stockholders. Evidence shows that the strategy 
works: companies that make stock option grants to broad
based groups of employee enjoy significantly higher 
productivity growth and return on investment. The most 
comprehensive study, comparing companies that granted 
options to 50 percent or more of their employees to similar 
companies that did not, found that stock option programs 
increased productivity by 16 to 19 percent over a 10-year 
span. Return on investment increased by 2.5 percent. As a 
consequence, policies such as the immediate expensing of 
stock options that would discourage issuance of employee 
stock options could significantly reduce income and tax 
revenues through loss of the positive productivity gains that 
broad-based stock option programs generate. 

Policybackgrounder, p.4 (statistics from Joseph Blasi, Douglas Kruse, James 
Sesiland Mayo Kroumova, "Public Companies with Broad-Based Stock Options: 
Corporate Performance from 1991-1997, " National Center for Employee 
Ownership, 2002). 

Prior to the Sarbanes-Oxley Act, U.S. companies did not voluntarily arrive at the 
conclusion that expensing options was the optimal way of dealing with these 
instruments. 7 The recent rush by some companies to voluntarily expense 
options is a creditable way for management to demonstrate their apparent 
willingness to lead reformS even though a number of these firms have submitted 
objections to the IASB's position on expensing options. Many of these firms also 

consequences. 

Boeing and Winn-Dixie are the two exceptions; see above. 

It should also be noted that the companies voluntarily indicating that they will in 
future expense options are primarily fmancial firms and industrial firm for whom the 
impact is not significant. 



have called upon accounting regulators to devise more appropriate and better 
ESO valuation models. 

If past corporate behaviour is any indicator, a likely consequence of the ED 2 
becoming a standard is that ESOs will be discarded. This will deny employees a 
very effective way of enjoying a financial participation in the firms for which they 
work. 


