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STOCK OPTION ACCOUNTING:
THE EXPOSURE DRAFT THAT MADE THE FASB [IN]JFAMOUS

Executive Summary

This paper discusses the issues surrounding stock
option accounting and the Financial Accounting
Standards Board's (FASB) resolubion of this issue. On
June 30, 1993, the FASB issued an exposure draff,
“Accounting for Stock-Based Compensation.” How-
ever, it did not anticipate that the exposure draft
woulkl generate the amount of controversy that it did.
A brief history of stock aption accounting is given
as well as a discussion of the exposure draft, the
controversy surrounding it. and the FASB's final
resolution of this issue with the issuance of Statement
of Financial Accownting Standard No. 123, “ Accounting
for Stock-Based Compensation,” in 1995,

Introduction
In Cctober 1995 the Firancial Accounting Standards
Board (FASB) issued Statesient of Fiuancial Acconnting
Standards Ne 123, "Accounting for Stock-Based
Compensation.” The intent of this statement was to:

Establish financial accounting and reporting
standards for stock-based employee compen-
sation plans. These plans include ali arrange-
ments by which employees receive shares of
stock or other equity instruments of the
employer or the employer incurs liabilities to
employees in amounts based on the price of
the employer’s stock. Examples include stock
purchase plans, stock options, restricted stock,
and stock appreciation rights.*

This new standard was the final result of the FASB's
exposure draft, “Accounting for Stock-Based Com-
pensation,” which it issued on June 30, 1993. The
original intent of the FASB was to create a new
standard that would supersede Accounting Principles
Beard Opinion No. 25, “Accounting for Stock Issued
to Employees.” However, the FASB backed away
from this position due to the controversy, which was
generated by the FASB's tentative conclusions in its
exposure draft. This paper discusses the issues
surrounding stock option accounting and their
resojution by the FASB.

The FASB’s Definition of a

Stock Option

According to SFAS 123, paragraph 395, a stock option
is “a contract that gives the holder the right, but not
the obligation, either lo purchase or to sell a certain
number of shares of stock at the predetermined price
for a specified period of time.” For the purposes of
this paper, stock options have two main forms: fixed
and performance based. A fixed stock option is an
option for which the price and the number of shares
are set or fixed at the grant date. A performance-
based stock option is one that is affected by the
achievement of future performance goals.™

Literature Search and Method
Research Method

The method used to search for authoritative
guidance inciuded the Price-Waterhotse Researcher

22, Financial Accounting Standards Board, Statement of Financial Accounting Standards
No. 123 "Accotnting for Stock-Based Compensation” {Norwalk, CT: 1993): Summary.

23. Bill D. Cox and Jobn E. Elsea, “Stock-Based Compensation Controversy Feats Up."
The Practical Accountant, December 1993, 3031,
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CD-ROM; Accounting & Tax Online; Lexis/Nexis; The
Wall Street Journal; Uncover, a database containing
article references; and the Internet.

A Brief History of Stock

Option Accounting

Prior to FASB's issuance in 1993 of its exposure
draft on accounting for stock-based compensation,
APB Opinion No. 25, which was originally issued in
1972, gave the authoritative guidance to companies
on rules for accounting for stock optons. A list of
accounting Hierature, which has given guidance
with respect to stock and other supplemental plans,
is provided in Exhibit 6A~1. It was in

Pronouncement  Dale Issued

March 1984 that the FASB institufed the project
that resulted in the proposed exposure draft,
largely in response to a 200-page paper sub-
mitted by the American Institute of Certified
Public Accountants (AICPA) requesting,
among other things, that stock-option-stock-
based compensation programs were not
consistent. Time-based options were not
valued and expensed, whereas other stock-
based compensation was. The AICPA also
suggested that certain mathematical models
had been developed since 1972 that could
measure such options adequately.®

Titte
ARB 43, Ch. 13B 1953 Compensation Involved in Stock Options and Purchase Plans
(as amended by APB 25)

APB 15 1969  Earnings per Share

APB25 1972 Accounting for Stock Issued to Employees

AIN-APB 25 1973 Stock Plans Established by a Principal Stockholder

FIN 28 (as amended 1978  Accounting for Stock Appreciation Rights and Other Variable Stock Options

by FIN 31} Award Plans (an interpretation of APS 15 and APB 25)

FIN 31 1980  Treatment of Stock Compensation Plans in EPS (an inlerpretalion
of APB 15 and a modification of FIN 28}

FIN 38 1984  Determining the Measurement Date for Stock Option, Purchase, and Award Plans
Involving Jurior Stock {an interpretation of APS 25)

FTB 82-2 1982 Accounting for the Conversion of Stock Options into Incentive Stock Options as
a Result of the Economic Recovery Act of 1981

EFTF 8413 1984 Purchase of Stock Options and Stock Appreciation Rights in a Leveraged Buyout

EITF 34-18 1984  Stock Option Pyramiding

EITF 94-34 1984  Permanent Discount Restricted Stock Purchase Plans

EITF 85-45 1985  Business Combinations: Settlement of Stock Options and Awards

EITE 87-6 1987  Adjustments Relaied to Stock Compensation Plans

EITF §7.23 1987  Book Value Stock Purchase Plans

EITF §7-33 1987  Stock Compensation Issues Related lo Market Decline

EITF 88-6 1988  Book Value Stock Plans in an Initial Public Offering

EITF 90-7 1990 Accounting for a Reload Steck Option

EITF 90-9 "1990  Changes to Fixed Employee Stock Option Plans as a Result of Equity Restructuring

FASB Exposure Draft 1993 Accounting for Stock-Based Compensation

SEAS No. 123 1995 Accounting for Slock-Based Compensation

*Source: Adapled in part from AAR 42195.11, "Stock and Other Supplemental Compensation Plans.”

24, William Skaff, "Accounting Challenges Corporate Entrepreneurism: FASB's Proposed
Stock Options Rule.” NASDAQ Financtal Execudive Journal 3.4 (1993): 10 pages. Ondine,
http:/www.law.comell.edu/rasdaq/v3nd /skaff.html. April 3, 1596,
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By 1988 the FASB agreed that the issuance of
stock options for employee services resulted in
compensation expense that should be recognized.
However, the board did not reach an agreement on
how to measure that compensation until it issued
its exposure draft in 19935 As can be seen in
Exhibit 6A-1, the Emerging Issues Task Force
(EITF} was active from its inception in 1984 to 1990
in reaching consensus on issues involving stock
options and stock plans. In fact, it was not uniil
1991, when “Senator Carl Levin (D-Mich)) intro-
duced the Corporate Pay and Responsibility Act
which would have compelled the Securities and
Exchange Commission (SEC) lo require that ESOs
{employee stock options] be accounted for in finan-
cial statements”? that the FASB, after being asked
by the SEC to evaluate its (FASBH's) position on
EGSs, “responded with a review that led to the
{1993] exposure draft.”¥ :

Proposed Stock Option Rules

under the Exposure Draft

Under the proposed rules in the FASB's exposure
draft:

Employee stock options and the corresponding
compensation expense [were] to be measured
and recognized based on the fair value of the
options issued. Fair value [was to be| deter-
mined at the grant date, taking into consider-
ation differences between the terms of the
options issued for compensation and those of
aptions issued lo outside parties. The estimate
should include predictions regarding service
and performance-related targets and vesting.
The fair value of a stock option should be
estimated by using a pricing model that [tock]
into effect exercise price, expected term, cur-
rent price of the underlying stock, expecied

141

volatility, divided yield and the risk free
interest rate during the expected term ofthe
option.?®

This treatment differed significantly from the stock
option accounting allowed under APB Opinion No.
25, which “allowled] recognition of no compensation
expense for fixed stock options when the exercise
price [was} at least equal to market price at the date
of grant. If [the} exercise price [was] less than [the]
market price, then compensation expense {was]
recognized only to the extent of this difference.”?
However, under the proposed standard, all oplions
would be treated as having value.™ For an example
of the accounting treatment for a fixed stock option
under both ABP Opinion 25 and the proposed
standard, see Exhibit 6A-2.

The overall effects of applying this new standard
would be seen in a company’s income statement,
earning per share (EP5), and balance sheet. The
income statement of companies would be affected
due to the fact that “many companies report no com-
pensation expenses for fixed options [and] the pro-
posed standard would require a charge against earn-
ings for ali stock options, which {would] result in
lower net income for many companies.”3

EPS in turn would be affected because the
proposed slandard would significantly change the
way in which both primary EPS (PEPS) and fully
dilutive EPS (FDEPS) were calculaled under APB
Opinion Ne. 25. These differences are presented in
Exhibit 6A-3.

Finally, the balance sheet would be affecied
because under APB Opinion No. 25 most employee
fixed options do not result in a compensation expense
and subsequently there are no journal entries.
However, even if the option price is less than the
market price al the date of grant, the deferred com-
pensation is a contra-equity account resuiting in no

5. Kathryn M. Means and }. Bennis Coates, “What's All the Fuss about Stock Oplions?”
The Ohio CPA Journal, June 1995, p. 29,

26. Carole Cheatham, Leo R. Cheatham, and Michelle McEachamn, "ESOPS FABLE: The
Goose that Laid the Golden Eggs.” National Public Accountant, April 1995, p. 34,

27. Ihid,, 34.

28. Means and Coates, Fuss abaut Stock Options, 29.
29, Arlette C. Wilson and Len Weld, “Proposed Accounting for Fixed Stock Options:
Financial Statement Impact.” Nattonal Public Accowntant, June 1993, p. 26,

30. Ibid., 26,
31. Ibid., 26,
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Assumptions:

Options granted: 10,000 on January 1, 1994

Qption price: $20

Market price: $21

Value based on option-price model: $3

Exercise period: January 1, 1996, to December 31, 1997

Tax rate: 40%

Type of option: Incentive stock option, which is not
tax-deductible

APB Opinion No. 25

SFAS Proposed Standard

January 1, 1994

Deferred Compensation 10,000
Equity-Option 10,000
December 31, 1994:
Compensation Expense 5,000
Deferred Compensation 5000

Deferred Compensation is a contra~equity account, and
therefore, the initial entry on January 1, 1994, according to
APB Qpiniort No. 25, has no impact on the fnandal
slatements. Prepaid compensation would be an asset
account, and therefore, the initial entry would increase
both assets and equity. The crealion of this asset would
result in a difference between book value and the tax basis
of an assel, which according to SFAS 109 would create 2
deferred tax. This deferred tax would help reduce the

January 1, 1994:

Prepaid Compensation
Equity Options

Equity Opticns
Deferred Tax

30,000

30,000
12,000

12,000

December 31, 1994
Compensation Expense
Prepaid Compensation
Deferred Tax
Tax Expense

15,000
15,600

6,000
6,000

impact on eamings by allowing the compensation expense
to be netted with the tax effect.

The deferred compensation and prepaid
compensation would both be allocated to expense over
the two-year vesting period (199¢ and 1993). Since these
aptions are assumed to be incentive stock options and
do not result in a future tax deduction, the compansation
expense according to APH Opinion No. 25 will not result
in a deferred tax,

* Source: Ardetle €. Wilson and Len Weld, “Proposed Accounting for Fixed Stack Options: Financial Statement Impact,” National Puddic

Accenatmitt, June 1993, p. 26,

net effect on the balance sheel. Under the proposed
method, at the date of grant, an asset would be cre-
ated for the total compensation with a correspon-
ding increase in equity and deferred laxes.?

The new standard would also require companies
to disclose more detailed footnote disclosures.
These disclosures would need to include the fol-
lowing informatiom:

32. Ibid., 27.

1. Description of all stock-based compensalion
plans, including the general terms of
awards made.

The number of options outstanding and number
of options exercisable at the beginning and end
of the year along with information on the
grants, exercises, forfeitures, and expirations
that led to changes in those figures.

19
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Linder APB Opinion No. 25

Linder the Proposed Standard

Calculation of PEPS:
Proceeds not only include the exercise.

Proceeds include the exercise price of the options,

No compensation expense exists since the options price
is equal to the market price at date of grant.

Calculation of FDEPS:
Proceeds include the exercise price of the oplions.

No compensation expense exists since the option price is
equal to the market price at date of grant.

Proceeds are based only on the number of options
expected {o vest,

Proceeds not only include the exercise price of the options
but also the average prepaid compensation (net of tax) for
the current year. Prepaid compensation is calculated as the
value of the number of options expected o vest and is
allocated to expense over the vesting period.

Net income would be reduced for compensation expense
{net of tax),

Proceeds include not only the exercise price of the
options, but also include the year-end prepaid
compensation {net of tax).

Net income would be reduced for compensation expense
{net of tax).

*Source: Adapled {rom Arlette C, Wilsen and Len Weld, “Proposed Accounling for Fixed Stock Options: Financial Stalemant Impact,”

Natienal Public Accountmid, fune 1995, p, 26-27.

3. The weighted-average exercise price of options
outstanding, granted, and exercised, and the
weighted-average fair values of options granted
during the year at the date granted.

4. Description of the method and significant
assumptions used {o estimate the fair value of
options, including the risk-free interest rate,
expecied volatility, and expected dividend yield.

5. Total compensation expense recognized for
stock-based compensation awards.

6. Significant modifications to oulstanding
option grants.®

Nevertheless, in spite of the significant changes,
the propesed accounting standard for stock compen-
sation can be seen as FASB's response to the per-
ceived inadequacies of existing accounting rules.
The development of computerized techniques for
valuing nonemployee stack options, which can in

turn be easily adapted and applied to employee
stock options, provided additional motivation. This
technology, which did not exist at the time when
APB Opinion No. 25 was issued, now allows for
estimation of the values of stock options.™

Findings

The Controversy Surrounding

the Exposure Draft

Although the FASB issued its exposure dralt on
stock option accounting as a result of a reconsidera-
tion of perceived deficiencies in APB Opinion No. 23,
the FASB probably did not anticipate that it would
receive such a negative reaction to its proposed
accounting changes. In fact, five months before the
exposure draft was issued, The Wall Street Joursai
reported that the Washington, D.C-based Council of

33. Joyee Strawser, “Accounting for Stock-Based Compensation: The FASB's Proposat.”
The CPA Journal, October 1993, pp. 90-91.

34. Ibid., 45.
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Institutional Investors would fight an accounting-
rule proposal that would require companies to deduct
from their earnings the value of stock options
granted to executives.’® Similarly, the Business
Roundtable, an influential group of chief executives
from 200 major corporations, urged its members to
avoid using the FASB-favored method in valuing
stock options for proxy reports.® In all, the FASB
received over 1,700 letters on this issue; most of
them were negative.

However, it was not just from the corporate sec-
tor that the FASB received criticism on this point in
its proposed standard. Opponents to the require-
ment that stock options be charged against earnings
included President Clinton, who felt that it would
be unfortunate if the FASB's proposal inadvertently
undermined the competitiveness of some of Amer-
ica’s most promising high-tech companies ¥ Even the
Big Six "accounting firms expressed their objections
to the FASB proposal, saying changes in stock
prices make it difficult to calculate the value of
stock options."?

In September 1993, the Nasdaq Stock Market, Inc.
“joined the Ad Hoc Stock Options Coalition, whase
approximately 45 members includeid} 10 Nasdaq
companies, 20 trade associations representing
various industries, and 7 staff members of concerned
members of Congress. The coalition {met} weekly to
develop strategy (o oppose FASB's proposed mile.”*
The Nasdaq's key concerns were that stock options
were important to the growth of American entre-
preneurism and the United States” global competi-
tiveness and the proposed standard would prevent
or deter start-up companies from using stock options

5. Methodolagy of
Professional Accounting
Reszarch
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as a compensation alternative to cash. The NASD
Board of Governors adopted the following resolution
on November 12, 1993, which expressed its concerns
about the FASB's proposed standard:

WHEREAS, FASB has proposed that compa-
nies should be required to account for stock
options as compensation based on formulae
and conditions contained in the exposure draft;

WHEREAS, for companies that use stock
options widely:

* The rule could decrease corporate earnings
{for public companies that issue options
widely) with no material change to real
operating results.

* The rule could increase the cost of capital on
both public and private markets.

* The rule could decrease growth companies from
attracting and retaining critical employees.

* The rule could negatively impact the country’s
ability to start and build innovative, potentially
high-growth companies that heretofore had
these stock options as a major part of getting
many or all employees as owners in the
company. This would ultimately decrease
America’s ability to compete on a global scale.

BE IT RESOLVED that the NASD is opposed
to accounting for stock options as compensa-
tion expense on any basis because such
accounting would not be in the best interest
of the United States and its global competi-
tive position.®®

35, Christi [arlan, "Group Opposes Stogk-Option Accounting Plan; Institutional
Investor Panel Takes Business's Side against Charges to Net Income.” The Wall Strect
Jossraal, January 14, 1993; p. Ad,

36. Lee Berton, “Business Chiefs Try to Derail Proposal on Stock Options,” The Waif
Street Journal, February 5, 1993, p. A2

37. “Clinton Enters Debata over Flow Companies Reckon Stock Options.” The Wall
Street Journal, December 23, 1993,

38. "Accountants Are Chided over Stock-Option Stance.” The Wall Street journal,

january 12,1994, p. A3.

39, "Nasdaq and NASD Cppose FASB's Proposed Rule on Belalf of Nasdag Compagies,”
Nasdag Financial Executive Jowrnal 3, no. 4 (1393): 16 par. hitp:/www.law.comell, edu /
nasdaq/v3nd/nasdpos.hitml. April 3, 19%.

40. "Nasdaq.”

'
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Lotus Development

3Com

Software Publishing

Microsoft

Nowvell

Alcoa

Armgen

American Express
; Paramount Commun.

Allied Signal

McDonald’s

Fluor

Bisney

Union Carbide

Goodyear

Pogo Producing

Morgan, | P,

Int't Paper

Boeing

Rockwell In¥'l

Hewlett-Packard

General Electric

Procter & Gamble

Minn. Min. & Mfg.

Westinghouse

Coca-Cala

Merck

Philip Morris

Woolworth

AT&T

DuPfont

Exxon

Texaco

Chevron

$1.33 ~49.6
047 —4L7
0.93 -40.9
2.41 -189
0.81 -15.0
0.89 —-10.0
242 —-8.7
0.83 ~7.0
237 -5.9
N ~6.3
2.60 —5.4
1.65 =58
233 —47
1.39 -4.3
5.35 -358
0.66 —33
6.93 -32
117 ~27
4,57 25
214 -2.3
349 -24
532 ~2.2
3.22 =22
5.65 -2.0
0.93 -1.8
1.73 -17
3.12 ~1.6
5.45 -1.4
214 -1.4
2.86 ~0.9
182 ~0.9
3.83 -0.6
3.58 -{.5
6.32 -0.4

* Source: Adapled from: Lee Berton, “New Payroll Rule May Eat inlo 1997 Profits,” The Wall Street Jowrnad,

June 3, 1993, p. C1.

t Based on option values shown in proxy matertals, annual reports and estimates made as if FASB's
propesal were currently effective, (Sources: Bear, Stearns & Co.; R, G, Assodiates Inc, of Baltimore.}

Finally, the second major concern expressed by
corporations, which would be affected by this pro-
posed rule, was that companies’ earnings per share
figures would be reduced. Exhibit 6A-4 provides
an example of how the proposal to deduct the value
of employee stock options could hypothetically
affect companies’ calendar or fiscal 1592 earnings.
th a June 3, 1993, article in The Wall Street Journal,

several top corporate executives expressed concern
that the proposed rule would depress their compa-
nies’ stock prices because of lower profits ¥

The FASB’s Final Resolution
In 1994 the FASE, bowing lo pressure from business
and Congress,
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dropped a two-year-old proposal that would
have forced companies to deduct the cost of
employee stock options from earnings.
Instead, the chief rule-making body for
accountanis voted 5-2 fo require that compa-
nies simply disclose in footnotes to financial
statements the impact of such options on net
profit and per-share earnings. The FASB also
voted to encourage companies to voluntarily
deduct the cost of options from earnings,
though few are expected to do so.¥

| Inits final version, SFAS No. 123

establishes a fair value based method of
accounting for stock-based compensations
plans. It encourages firms to adopt that method
in place of the provisions of APB Opinion No.
25, "Accounting for Stock Issued to Employ-
ees,” for all arrangements under which
employees receive shares of stock or other
equity instruments of the employer or the
employer incurs liabilities to employees in
amounts based on the price of its stock®

However, this standard still allows companies to

continue using APB Opinion No. 25, under the pro-
~vision that entities that continue to apply Opinion

25 shall compty with the disclosure requirements of
, Statement 123, If an entity should elect to apply
 Statenrent 123, that election shall nat be reversed. ™

Conclusion
“To date the FASE's exposure draft on stock option
accounting has been one of the most controversial
financial accounting standards that the FASB has
proposed. The main peint of contention by those
wha were opposed to this standard was the FASB's
proposal that would require companies to charge
compensation expense against earnings. Among
the parties who were opposed to this rule were
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Profossional Accounting
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Companies, 2001

Applied Research in Financial Reporting: Text and Cases

individual corporations and their executives, the
Big Six accounting firms, members of Congress,
and the Council of Institutional Investors, as well
as the president of the United States. In the end,
Dennis R. Beresford, chairman of the FASH,
“conceded grudgingly . . . that ‘there simply isn't
enough support for the basic notion of requiring
expense recognition.”¥
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