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Introduction

The proposed requirement that companies expense
stock options, combined with the challenges

presented by a depressed stock market and greater scrutiny
of equity compensation practices by institutional
shareholders, has created a shift in focus away from
traditional stock options to alternative kinds of equity
compensation awards.  The recent announcement by
Microsoft that it will discontinue stock option grants in
favor of restricted stock awards is one prominent example.

The Financial Accounting Standards Board (FASB)
tentatively concluded in April that stock-based
compensation should be recognized as an expense in a
company’s income statements based on the fair value of
the awards.  In the last two months, FASB has reached
further tentative decisions involving the method for
reversing cost associated with forfeited options, and a
consistent method of accounting for employee and
non-employee stock compensation.  Draft rules may be
published by year end, and final accounting standards may
be in place by early 2004.

A requirement to expense stock options will make
accounting treatment less of a consideration in the design
of executive and director compensation.  Companies
should have more latitude to design equity compensation
programs that are more directly tied to the achievements
and performance of the companies and more effectively
create and maintain shareholder value, while preserving
retention value in a down market.

How Does Expensing Work?

Under current standards, treating the fair value of stock
options as a charge against earnings is the preferred,

but not required, reporting method for employees and
directors described in FASB Statement No. 123,
Accounting for Stock-Based Compensation (“FAS 123”).

Under FAS 123, the fair value of an option is measured
using an option-pricing model that takes into account the
stock price at the grant date, the exercise price, the expected
life of the option, the volatility of the underlying stock
and the expected dividends on the stock, and the risk-free
interest rate over the expected life of the option.  The
“Black-Scholes” option pricing model takes into account
these factors in valuing an option and has been used by
most companies to value their stock options for SEC
disclosure purposes.  Critics argue that this is an
inappropriate method of measuring the real value of an
employee stock option because the “Black-Scholes” option
pricing model was not designed to value compensatory
stock options, does not adequately account for the risk of
forfeiture of the stock options if service vesting is required,
and results in a high stock option value (as a percentage
of the market value of the underlying company stock) if
the market price of the company stock is volatile (which
is usually the case with technology company stock).

How Does Expensing Differ from the Current
Treatment?

In lieu of expensing, employers are currently allowed to
account for stock option grants to employees and

directors under Accounting Principles Board Opinion 25,
Accounting for Stock Issued to Employees (“APB 25”).
APB 25 measures compensation cost as the excess, if any,
of the fair market value of the stock at the grant date or
other measurement date over the exercise price.  Stock
options with a fixed exercise price equal to fair market
value at the date of grant result in no compensation
expense.1

However, the inclusion of certain features in the
option agreements (e.g., performance-contingent vesting
or net exercise payment method where the employer
withholds shares to cover the exercise price), and

1 Companies that elect to use APB 25 have been required to
make pro forma footnote disclosure of the cost as if the fair
value of the stock award had been applied under FAS 123,
and have had to account for stock awards to non-employee
service providers (other than directors) under FAS 123.
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modifications to outstanding options (e.g., extension of
post-termination exercise period or repricing to current
fair market value), could result in charges to earnings,
including variable accounting (where additional charges
are taken each reporting period to reflect increases in the
fair value of the stock over the exercise price).

If Options Have to Be Expensed, How Will They
Compare with Other Kinds of Equity Awards?

Using the current expensing rule – FAS 123 – as a basis
for comparison, here are alternatives that companies

will be considering:

• Stock SARS – Stock appreciation rights
(SARS) entitle the holder to receive the
appreciation in value of a share of stock – in
stock or cash – without paying an exercise
price.  If the SAR is payable in shares of stock
rather than cash, the compensation cost
would be fixed rather than variable – the
same as options.  However, fewer shares
would have to be issued as compared to a
stock option award, resulting in less dilution.
And because there is no exercise price, there
is no issue regarding provision of loans or
cashless exercise methods that are
problematic for public companies under
Sarbanes-Oxley.

(Note that SARS or other stock-based
awards payable in cash would still be subject
to variable accounting, even under FAS 123.)

• Performance-Contingent and Indexed Stock
Options – Vesting of stock options (as well
as other equity awards) can be contingent
on achievement of performance targets –
rather than simply length of service –
without being subject to variable charges to
earnings.  The exercise price could also be
tied to some external market index to
provide further incentive.  These features
generally cannot be used under APB 25
without triggering variable accounting
charges.

• Restricted Stock Awards – The award of
shares to an executive or director at no
cost, where the shares are subject to
forfeiture if vesting conditions are not
met, produces a more tangible benefit
than options, with the service provider

sharing in the upside as well as
downside of  market value as a
shareholder would.  Even in a declining
market, when options may lose their
retention value if underwater, restricted
stock may still have value.  And if a share
of stock is equivalent to about three
options, as commonly assumed, then
awards of restricted stock would
produce less equity dilution than stock
options.  The charge to earnings is equal
to the fair market value of the stock at
the grant date, amortized over the
vesting period.

Institutional shareholders encourage
grants of restricted stock that are
subject to performance vesting.  While
performance vesting would have
triggered variable accounting under
APB 25, it does not affect the fixed cost
under FAS 123.

Public companies should also note that
grants of restricted stock are generally
not exempt from the $1 million
limitation on tax-deductible
compensation applicable to public
companies under Internal Revenue
Code section 162(m).  However, if the
grant itself  or the vesting is
performance based, the exemption may
be available.

Grants of restricted stock are taxable
when the shares vest, based on their
value at that time, unless the recipient
makes an election under section 83(b)
of the Code to include the value of the
shares in income at grant (with future
appreciation eligible for capital gain
treatment).

• Restricted Stock Units - Unlike grants of
restricted stock, restricted stock units are a
form of deferred compensation where the
shares are not issued to the executive or
director until a future date (typically
termination of service or after a fixed period
of years – provided the recipient does not
control the timing after the units are
earned).  Awards consist of units – each
equal in value to a share of stock – that may
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vest based on service or performance targets.
The recipient is not subject to tax until the
stock is issued, but the entire value of shares
at that time would be taxable as ordinary
compensation income.

As long as the award is payable only in shares
of stock (and not cash), the award is
accounted for the same as restricted stock –
that is, a fixed charge at the date of grant
equal to the value of the shares – or units –
allocated to the recipient.  The units may be
contingent on performance targets without
triggering variable accounting (which would
make the units eligible for exemption from
the $1 million deduction limit applicable to
public companies).

• Performance Shares - Performance shares are
shares of the company’s stock that are
granted after predetermined individual,
group or company goals are achieved. The
recipient is not subject to tax until the stock
is issued, but the entire value of the shares
at that time would be taxable as ordinary

compensation income.  Under FAS 123, the
performance shares may be valued using the
option pricing model on the date of grant.

To align the interests of recipients of these
awards with the interests of shareholders of
the company, the predetermined company
goals may be tied to measures that create and
maintain shareholder value such as attaining
and maintaining a certain market price level
for the company’s stock.

Planning Ahead

There are many considerations that a company should
evaluate in connection with the grant of equity

awards – including tax, accounting, securities disclosure
and reporting requirements, stock exchange shareholder
approval rules, investor relations and corporate
governance issues.  It is therefore critical that companies
and their advisors re-examine their stock plans to make
sure they are flexible enough to allow the company to
design equity compensation awards that will support the
company’s business and strategic objectives.


