Current Corporate Governance Issues
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6.1
The Trouble with Stock Options
The most pronounced change in executive compensation over the past decade is the escalation and recent decline in executive and employee stock options
In 1992, the companies in the S&P 500 granted their employees options worth a total of $11 billion (in 2002 dollars) at the time of grant

By 2000, option grants in S&P 500 companies increased to $199 billion (in 2002 dollars)

In 2002, option grants in the S&P 500 dropped to $71 billion.

The chart below shows the average, inflation‑adjusted (2002 dollars) grant‑date value of options granted by the average company in the S&P 500 from 1992 to 2002
From 1992 to 2000, the value of stock options granted to executives grew nine‑fold to nearly $7.2 million from an average $800,000, which was mostly due to the escalation in stock option grants.
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Source: Hall and Murphy (2003, p. 51).
The table below shows that stock option grants became particular popular in New Economy (computers, software, the Internet, telecommunications, and networking) companies, whose share prices skyrocketed in the late 1990s
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Source: Hall and Murphy (1999, p. 52).
As the value of stock option grants to employees and executives escalated, this type of performance pay became increasingly controversial
The controversy culminated in the FASB (Financial Accounting Standards Board, http://www.fasb.org) revision of SFAS (Statement of Financial Accounting Standards) 123 in December 2004 (see section “Accounting for Stock Options”), which mandates the expensing of stock option (see section “Accounting for Stock Options”), effective 2006.
Executive stock options

A typical call option used in a compensation system allows an executive to purchase a specified number of shares of stock at a fixed exercise price
Typically, stock options are issued at par, that is, at the market price recorded on grant date

This means that, on the grant date, the intrinsic value of the option (defined as the difference between the market price and the exercise price) is zero.
Typically, options granted to U.S. executives have maturity dates (expiration dates) of ten years after the grant date
The options are of American‑style exercise, that is, they may (but don’t have to) be exercised before expiration

Usually there are vesting restrictions, that is, there is a waiting period for these options before they are exercisable—for instance, 25 percent may become exercisable each of the four years following the grant, or there may be “cliff‑vesting” (the employee’s options of a given vintage vest all at once).
The options are not non‑tradable and typically forfeited if the employee leaves the firm before vesting (although “accelerated vesting” is a commonly negotiated severance benefit for top‑level executives, especially following a change in control [merger or takeover])

When an employee exercises an option, the company typically issues a new share, which increases the number of outstanding shares

Although some companies require employees to pay exercise prices in cash, most companies offer “cashless exercise programs,” where the employee pays nothing and simply receives the value of the spread between the market price and the exercise price either in cash or in shares of company stock.

Composition of U.S. CEO (chief executive officer) compensation based on the cost of compensation to the companies
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Source: Abowd and Kaplan (1999, p. 153).

Total compensation of CEOs of big companies in major OECD countries can be broken down into the following components:
Base salary is defined as cash compensation that is determined at the beginning of an annual pay cycle
Bonus is defined as cash compensation that is determined at the end of an annual pay cycle and is based on the performance of the past year only
Benefits are the company’s cost of providing retirement benefits, health care, and other services, evaluated on an annualized basis
Long‑term performance‑based compensation is the annualized present value of any cash or cash‑equivalent compensation that is based on outcomes measured over periods longer than one year, such as stock options, restricted stock (stock that cannot be sold for some specified period of time), performance share plans (formula‑based stock compensation, and cash equivalents of all of the above three items.
Empirical evidence on the link between performance and pay for U.S. executives
In an early study, Murphy (1985) showed that firm performance, as measured by shareholder returns, is strongly and positively correlated with managerial remuneration
Assessing the magnitude of the link between executive compensation and firm performance, 
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, Jensen and Murphy (1990) found that CEO wealth changes “only” $3.25 for every $1,000 change in shareholder wealth
These authors concluded that CEO compensation policies provided incentives (values of 
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) that are too weak to be consistent with agency theories
Haubrich (1994), however, showed by means of calibrating widely accepted theoretical principal‑agent models that such low levels of alignment (values of 
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) are consistent with agency theory, given reasonable values for CEO risk aversion.

A later study by Hall and Liebman (1998) used the entire portfolio of long‑term compensation(new awards plus the change in the market value of options and stock already awarded(and found that CEO wealth changes $5.29 for every $1,000 change in shareholder wealth
Changes in the value of stock‑option holdings, which were not included in the Jensen and Murphy (1985) study, account for $2.15 (of the total of $5.29)
Hall and Liebman show through simulations that this level of alignment (the value of 
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) imposes considerable risk on the lifetime consumption of CEOs.
Abowd and Kaplan (1999) point to an array of issues in the practice of granting stock options where principal‑agent and option pricing theories provide us with insights into the nature of (and potential trouble with) executive stock options
(1)
How much does executive compensation cost the firm?

The cost of executive (and employee) stock options are difficult to determine because these options differ from standard, traded options in important ways
For instance, employee and executive stock options have vesting restrictions, there is the possibility that the company may reset the exercise price after a drop in the stock price (in particular, for executives), and there is possibility of early departure (which forces an early exercise of such options when vested and forfeiture when not vested)
There have been developed adjusted Black‑Scholes option‑pricing models for employee stock options, but the binomial tree (or lattice method) can deal more easily with the possibility of early exercise or forfeiture.
(2)
How much is executive compensation worth to the recipient?

Assume we can answer question (1) and determine the value of the executive stock options to the company
Remember that the Black‑Scholes option pricing model determines the price of the option by the value of the hedge (or, equivalently, replicating) portfolio—put differently, the options is priced under the presumption that risk embedded in the option is fully hedged
This assumption of a perfectly hedged investor does not hold on the part of the executive who can only under great difficulty hedge his options exposure as this would eliminate the incentive these options are supposed to provide (when hedged, 
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 equals zero)—executives are legally banned from selling short the stock of the company
Given that the executive is risk averse and not allowed to hedge his options exposure, the value of the option to the executive must be lower than the cost of the option to the firm—the difference is the risk premium.
Using the elasticity of the executive’s total compensation to the company’s stock price as a risk measure, data for the 1980s show that for every one‑percent increase in the compensation risk measure, expected total compensation increases by 1.8 percent

The typical compensation package in that era, which consisted of about 20 percent stock‑based compensation for all long‑term eligible executives, is about 36 percent larger, on average, than total compensation packages without stock‑based compensation—this 36 percent difference is the mentioned risk premium.
Hall and Liebman (1998) find a risk premium of similar magnitude—they establish that increases in the executive’s position in the employing company’s stock or options have a certainty equivalent of about half the market value of the compensation.
(3)
How well does executive compensation work?

The links between CEO wealth and firm performance have increased strongly over time

Hall and Liebman (1998) show that the median elasticity of CEO wealth to firm value is 3.94 in 1994, which is more than three times the 1980 figure.

A basic proposition of agency theory is that when the link between the CEO’s effort and firm performance is noisy (that is, the variance of the measurement error, 
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, is high), the performance‑sensitivity (
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) should be low

Garen (1994) showed that variables that are related to greater variability in firm performance are indeed negatively related to pay for performance sensitivities

Further, Aggarwal and Samwick (1999) confirm these findings, showing that the pay‑for‑performance sensitivity is negatively correlated with the variability of firm’s stock market performance, primarily because CEOs of high-variability firms tend to own a lower percentage of the firm’s stock.

Executive compensation should not be tied to factors outside the executive’s control (according to the Sufficient Statistics Theorem in principal‑agent theory)
The basic idea of the relative performance evaluation hypothesis is that some identifiable aspects of firm performance, such as market-wide movements of stock returns, are outside the executive’s control
For instance, the S&P 500 rose 9 percent in 2004 and 26 percent in 2003; does this mean that, on average, U.S. CEOs performed much worse in 2004 than they did in the prior year?
Yet, stock option compensation is typically based on the company’s absolute stock price instead of being anchored in the performance of the company’s stock price relative to the competition (as gauged by an industry stock performance index, for instance
Many attempts have been made to test the relative performance evaluation hypothesis, but essentially no evidence has been found in support of it.

(4)
What are the effects of executive compensation?

Note that performance pay is a second‑best solution

The first-best solution would be a situation of lump‑sum compensation and full alignment of the CEO’s actions with the shareholders’ interests

Lump‑sum compensation is the case of full insurance, as the agent is fully insured against measurement errors.

Consequently, a firm with a high‑powered compensation contract need not perform better than a firm with a low‑powered incentive contract

Firms with high‑powered incentive contracts might simply have grave agency problems—the types (or firms) self‑select
Because of this self‑selection, it is difficult to gauge the effect of cross‑sectional variation in performance‑pay (varying magnitudes of 
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) on firm performance.
Executive stock options give executives an incentive to manipulate earnings expectations (by raising undue expectations in the stock market) or stated earnings (by cooking the books) in an attempt to jack up the share price prior to exercising options
Cases of earnings manipulations are WorldCom (the founder and former CEO of which was sentenced to 25 years in prison in 2005) and Enron (two former CEOs of which are currently on trial).
(5)
How much executive compensation is enough?

This question is inherently difficult to answer and little progress has been made in this matter
If the market for CEOs is efficient, the question is moot
A necessary condition for an efficient market for CEOs are well‑functioning corporate boards

Stark cross‑country differences in the level of CEO compensation (see chart above) indicates that the market works poorly
There are stark differences among major OECD countries in CEO compensation (expressed in U.S. dollars at purchasing power parity [PPP] exchange rates)
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Source: Abowd and Kaplan (1999, p. 156).

These cross-country differences also show when CEO compensation is normalized by the salary of machinists in the manufacturing industry of the respective countries
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Source: Abowd and Kaplan (1999, p. 161).

There are stark differences among major OECD countries in CEO compensation (expressed in U.S. dollars at purchasing power parity [PPP] exchange rates)
[image: image14.jpg]Ratio of Human Resource Director After-Tax Compensation and Benefits to that of

Manufacturing Operatives (1996)

United States
United Kingdom
Switzerland
Sweden
Spain
Netherlands
Japan

Italy
Germany
France
Canada

Belgium

aaneradQ Sunmidemue o1 oney




Source: Abowd and Kaplan (1999, p. 162).

(6)
Could executive compensation be improved?

The most imperative issue is to improve the measurement of CEO performance

If the executive’s contribution to firm performance can be isolated better, higher‑powered incentives can be provided without imposing more income risk on the executive

Great strides toward a reduction in the measurement error would be made by introducing relative performance evaluation (for instance, by measuring the stock market performance of the company relative to its competitors).

What have we learned from (executive and employee) stock options, and where do we go from here?
The main argument in favor of stock options is that they give executives a greater incentive to act in the interest of shareholders by providing a direct link between realized compensation and company stock price performance

Stock options encourage executive risk‑taking, which can mitigate the problems of executive risk aversion—remember that, unlike the shareholders, the executive is not diversified as his human capital is invested in the firm and failure comes at a loss to this human capital.

Further, offering employees stock options in lieu of cash compensation allows companies to attract highly motivated and entrepreneurial employees and also lets companies obtain employment services without expending cash

Options are typically structured such that only employees who remain with the firm can benefit from them—thus employee stock options also provide retention incentives.

But there has also been criticism

Executive compensation has been found excessive, not least because of large option grants

Executive stock options have been linked to excessive risk‑taking and a fixation on stock prices, which encouraged sock price manipulation by means of nurturing unrealistic earnings expectations or cooking the books
Risk‑averse and undiversified employees value options significantly less than they cost the company to grant.

So, are stock options efficient devices for providing incentives to (“incentivizing”) executives and for attracting, motivating, and retaining of employees? (No.)
Are stock options, as typically structured, the most efficient way to attract, retain, and motivate top‑level executives whose actions directly affect stock prices?

Are stock options an efficient way of attracting, retaining, and motivating employees whose influence on stock prices is difficult to quantify or detect?

Answering these questions requires considering the difference between the cost of options to the firm and the value of options to executives and employees, and analyzing the incentives that stock options provide for both top management and the rank and file

In stock options, there is a gap between the cost to the firm and the value (certainty equivalent) to the employee
After downward adjustment for potential forfeiture and early exercise, standard option pricing methods (Black‑Scholes, binominal tree) provide reasonable estimates of what an outside investor would pay and therefore measure the company’s cost of granting options

However, these methods are not appropriate for determining the value of options to the undiversified, risk‑averse employees who cannot freely trade these options or hedge the risk associated with them.
There is evidence that for reasonable assumptions about risk aversion and diversification, employees value options that have just been granted with an exercise price equal to the market price at only about half of their cost to the firm
What’s more, the value‑to‑cost ratio is substantially smaller if the options have an exercise price above the existing market price, or if the exercise price increases over time, or if the options have a long vesting period

Are the attraction, retention, and motivations benefits of options sufficiently greater than those of other incentive compensation schemes to justify such a large wedge between cost to the firm and value to the employee?
As to attracting less risk averse and more entrepreneurial employees, aside from some key engineering or technical employees, who can directly affect the stock price of the company, stock options are a poor screening device

For employees, who cannot affect the stock price, there is a free riding problem (as everyone hope everyone else will work hard)
Further, for employees who cannot affect the stock price, options provide no link between pay and performance
There is one point to be made though that option‑based compensation, even if there is no link between the performance of the employee and the stock price of the company, leads to self‑selection by the degree of risk aversion
If Google offers $120,000 in expected value of annual salary, half of which are the expected value of stock option grants, whereas the Federal Reserve offers $80,000 all cash, then the risk‑averse print shop supervisor will sign with the Federal Reserve.
Similarly, stock options are not efficient tools for retaining and motivating rank and file employees

Explicit cash bonuses (including, retention bonuses) have the ability to provide a close link between pay and performance without exhibiting a similarly large gap between the cost to the firm and the value to the employee
Further, the incentive effect of options depends on how deep in or out of the money they are—options that are underwater provide comparatively little incentives.
Are traditional options(ten‑year option with relatively short vesting and an exercise price equal to the grant‑date stock price(efficient for executives?

Some argue that option exercise prices should be indexed to the market (or the respective industry)

Indexing options would be lead to a less noisy performance measure as it would protect executives from market shocks and shareholders from rewarding poor performance in bull markets

There are two reasons why indexed options are virtually non‑existent

First, indexed options (because the exercise price is not immediately fixed) must be expensed in accounting statements (which results in lower reported income)—see section “Accounting for Stock Options” below
Second, traditional options are much more likely than indexed options to end up with a stock price that exceeds the exercise price

The probability that a traditional option is in the money after ten years is approximately 80 percent; the probability than an indexed option is in the money is significantly less than 50 percent (because stock returns are skewed to the right)

Because risk‑averse executives attach low values to options likely to expire worthless, for a given certainty equivalent to the executive, index options are more costly to the company than traditional options!

Indexed options dominate traditional options only if the indexed options are granted with exercise prices that are well below market value at time of grant(this is to offset the major disadvantage of reduced payout probabilities

This is why “premium options” (options that are out of the money at time of grant), which are favored by some shareholder activists, are poor incentive devices.
More, generally, it has been found that incentives per dollar spent on compensation are maximized by granting options with exercise price below the market price on grant date

Restricted stock (essentially, a stock option with an exercise price of zero) is superior to stock options

First, restricted stock offers relatively stable incentives, whereas the incentive value of options depends on the market price of the stock relative to the exercise price

When options are underwater, they offer little incentive, and there is pressure to re‑price (the possibility of re‑pricing creates moral hazard).

Second, when options are underwater (and not re‑priced), management has an incentive to gamble, that is, take excessive risk

Management has little to lose but a lot to gain, as all the risk is on the upside.

Third, preferred stock offers better incentive to pursue an appropriate dividend policy

Management can drive up the stock price by substituting share repurchases for dividends.

Regulation (tax laws and accounting rules) may have contributed to the popularity of executive stock options
For accounting questions, see section “Accounting for Stock Options”
Tax laws
Under U.S. tax rules, granting of a stock option does not constitute a taxable event for either the company or the employee

What happens later depends on whether the options are “qualified” (called Incentive Stock Options, or ISOs) or “nonqualified.”
The nonqualified options, the spread between the market and exercise price upon exercise constitutes taxable personal income to the employee and a compensation expense deduction for the company

For qualified options, the employee pays nothing upon exercise and pays capital gains taxes when eventually selling the stock; the company cannot deduct the gain as a compensation expense

As a result of this non‑deductibility, combined with the fact that qualified options involve holding requirements (recipients must hold the stock for at least one year after exercise) and other limits and restrictions, most employee option grants are nonqualified.

The tax laws enacted in 1994 indirectly affect option‑granting practices

Under Section 162(m) of the Internal Revenue Code, compensation in excess of $1 million paid to “proxy‑named executives” (typically the five highest‑paid officers) is considered unreasonable and, hence, no longer deductible as a corporate compensation expense

However, the same Section 162(m) does not impose limitations on “performance‑based” compensation, including payments from exercising options.
SEC (Securities and Exchange Commission) regulation
In 1992, in response to academic studies showing a poor link between pay and performance for executives (Michael Jensen and Kevin Murphy, 1990) and in yielding to pressure from shareholder activists, the SEC issued new disclosure rules that required company compensation committees to describe company pay practices and justify in detail how they determined the pay of the CEO
These new disclosure rules also require companies to prepare a chart showing the company’s five‑year shareholder returns compared to the market and an industry peer group

Although these disclosure rules increased transparency of executive compensation, it may also have encouraged the granting of stock options
Options offered a means of linking in a transparent way executive pay to shareholder wealth
In the primary compensation table that summarizes payments to the top five executives, only the number rather than the value of options is reported
Unlike restricted stock, stock options are not included in deriving the amount of total compensation.
It appears that stock options are not the solution to the principal‑agent between the shareholders and the executives, they are the problem
So, why has there been such an escalation of executive stock options?
One possible explanation is managerial rent seeking (the managerial‑power hypothesis), which states that corporate boards are not effective in controlling the chief executive
The board and the chief executive (who, frequently, chairs the board) conspire in raiding the corporate coffers—the executives write each others’ compensation checks
The chief executive gains control over the board by hand‑picking its members
Yet, it has been argued that rent‑seeking cannot fully explain the proliferation of stock options because (1) executive stock options are only a small fraction of total employee stock options and (2) executives hired from outside the company were offered generous option compensation packages, too.

Another possible explanation is that the shareholders and non‑executive directors on the board are unaware of the actual costs of stock options (the perceived‑cost hypothesis)

When options are granted, there is no accounting charge (prior to 2006) and there is no outlay of cash

Moreover, when the options is exercise, the company (usually) issues a new share to the executive and receives a tax deduction for the spread between the stock price and the exercise price

These two factors taken together may make the perceived cost of an option much lower than the economic cost.

6.2
Accounting for Stock Options

The accounting rules governing employee stock options are established by the Financial Accounting Standards Board (FASB)—its predecessor was the Accounting Principles Board (APB)

There was a fierce battle fought over “expensing” of stock option, both in the corporate world and in Congress—in 2005, FASB succeeded in mandating option expensing for fiscal years beginning after June 15, 2005
The International Accounting Standards Board (IASB, headquartered in London, UK) issued a similar opinion, effective January 1, 2005
Remember that, as in other developed countries, corporations in the United States keep two separate ledgers of revenues and expenses, one for tax purposes and one for accounting purposes.

Situation prior to FAS 123 (revised 2004)
Although gains from exercising nonqualified options are treated as an expense for tax purposes, prior to the 2004 revision of FAS 123, there was usually no accounting expense recorded for options either at time of grant or exercise
Under APB Opinion 25, issued in 1972, the accounting charge for stock options equals the difference between the market price of the stock and the exercise price (the intrinsic value) on the date that both the exercise price and the number of options become known and fixed
Subject to the two mentioned conditions, there is no charge for options granted with an exercise price equal to (or exceeding) the grant‑date market price—the intrinsic value of the option is zero
Note that this rule imposes a higher accounting charge for options with an exercise price indexed to the market, because the exercise price is not immediately fixed
Further, this rule imposes a higher accounting charge for options that become exercisable only upon achieving specified performance goals (options with “performance triggers”), because the number of options is not immediately fixed.
In 1995, the Financial Accounting Standards Board revised FAS 123, thus recommending that companies treat as expense the fair value of options granted (using Black‑Scholes or a similar valuation methodology), thus moving away from the intrinsic value concept of APB Opinion 25
Companies were allowed to continue reporting under APB Opinion 25, with the additional requirement that the fair value of the option grant be disclosed in a footnote to the financial statements
Until late 2002, only a handful of companies adopted the FASB recommendation; however, by early 2003, more than 200 companies had voluntarily begun to expense options.

The case for expensing options
Note that imposing an accounting charge on stock options does not affect current or future cash flows
Opponents to option expensing argued that option accounting depresses reported income, which depresses the stock price (and, hence, raises the cost of capital), thus destroying the “growth engine” of the 1990s (the New Economy sector)
Indeed, FASB 123 (revised 2004) applied in 2003 and 2004 would have depressed reported earnings in the Standard & Poor’s 500 by 8.6 and 7.4, respectively—in the late 1990’s the effect would have been twice as large
To economists, not expensing options on the grounds that such expensing depresses reported earnings seems unfounded
Options are costly to the firm—this cost should be recorded
Besides, empirical studies show that investors see through the “accounting veil”
Then again, why expensing if investors pay attention to the footnotes (where the options are disclosed) and thus price the disclosed stock options properly?
Expensing stock options would bring the costs of options as perceived by the board and management more in line with economic costs—according to the perceived‑cost hypothesis, this is a matter of import.
Besides—employing the perceived‑cost hypothesis argument once again—the pre‑FASB 123 (2004 revised) accounting rules were biased in favor of stock options and against other types of stock‑based compensation plans, including restricted stock, options where the exercise price is set below the current market value, options where the exercise price is indexed to industry or market performance, and performance‑based options that vest only if key performance thresholds are achieved
Further, these former rules were biased against cash incentive plans that can be tied in creative ways to increases in shareholder wealth.
Current FASB implementation of option expensing
Current FASB (and IASB) rules require most companies to calculate the value of options on the day they are granted using either the Black‑Scholes formula or the binominal tree (also called lattice method).
The binominal tree, which is the discrete‑time version of the Black Scholes model, can better accommodate dividends and other variables (forfeiture and early exercise, in particular) than the Black‑Scholes model.
Using either method, companies have to estimate a number of inputs into the valuation of their stock options, including …

… how many of the granted options will vest (or, alternatively, will be forfeited due to early departure)

… when the options will be exercised after vesting (due to early departure or liquidity needs, or because the employee expects the stock price to decline—remember that the employee cannot sell the options, which would be the rational choice for call options on non‑dividend paying stocks)

… the volatility of the stock until the exercise date

… future dividend payments over the period until exercise.
The resulting grant day valuation is amortized linearly over the vesting period
No additional charge is associated with options once they are vested.
One of the key features of the FASB/IASB rule is that the expense charges over the vesting period are all based on the grant day valuation
Expected time of exercise, volatility, and dividend stream are not “trued up” during the vesting period (but the vesting experience is being trued up)
For instance, if, subsequent to the grant day, the stock price falls sharply, thus reducing the value of the options, there is no concomitant reduction in the expense charges
This feature of current FASB/IASB accounting practice may lead to undesirable outcomes, as detailed below.
Problems with the current FASB implementation of option expensing
What follows are 5 examples from Bulow and Shoven (2005) that illustrate problems with current FASB option expensing practice
The basic premise of the criticism of the FASB approach is that this methodology of option expensing can lead to expenses that distort the cost of options to the company, is subject to manipulation by management in the choice of the assumptions that underlie the option valuations, and gives managers financial accounting incentives to make economically inefficient decisions
Bulow and Shoven (and other finance scholars) have developed a concept of option expensing that does not suffer from these 5 problems—discussing this alternative approach is beyond the scope of this course and left to a course in the area of International Accounting.
(1) The potential to distort pre‑vesting decision‑making
Assume a company issues employee stock options that vest after 4 years, that (on the grant date) the stock price was at $89, and that (on grant date) the value of the options equals $32 a piece—the resulting account charge would be $2 per option per quarter, for 16 quarters
Assume that, only a few weeks before the options vest, the share price of the company reaches a low of $20 and, having fallen on hard times, the company ponders layoffs
If the company delays the layoff until the employee’s options vest, then the company reports a $2 option expense for the quarter

If the company sacks the employee before the options vest, then the company reports an income of $30.
(2) The exaggerated importance of the grant day stock price

Consider a company that promises a new employee a vested option for one share of stock with an exercise price of zero for each quarter of employment—because the exercise price is zero, this is effectively restricted stock; on grant date, the stock price is $100

FABS offers two ways of accounting for this grant, both of which use only the stock price on the grant date (here, the day on which this employee is hired)

First, deduct the grant day price of one share of stock ($100) each quarter that the employee works, regardless of whether the stock is worth $5 or $500 the day the employee receives it

Second, if the employee is expected to work for 25 years (100 quarters), the option is treated as 100 separate grants, each an expense to be amortized linearly over its life

In the first quarter, the company expenses the entire share that vested in that quarter, half of the share that vests in the second quarter, one‑third of the share that vests in the third quarter, and so on, entailing a total expense of $518.74 in this first quarter (
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In the one hundredth quarter, the accounting expense will be $1—the accounting charge is, once again, irrespective of the value of the stock when the employee actually receives the share in this one hundredth quarter (25 years from now).

The two approaches have very different patterns of expenses

Worse yet, the accounting charges for an employee that gets hired one quarter later, when the stock price is at $90 (for instance), are permanently 10 percent lower with either method.

(3) Post‑vesting expenses

All expenses are taken before vesting even though much of the value of options may be attributable to employment after the vesting date

Consider an option that is granted at the money and vests immediately; the option must be exercised on the earlier of the date at which employment terminates or after ten years

To simplify further, assume that the stock is risk‑free, sells for $100 a share on the grant date, and rises at a continuously compounded rate of 10 percent per year; employee attrition is projected to occur at a continuously compounded rate of 2 percent a year

Pursuant to FASB 123 (revised 2004), the grant day value of the option is the stock price minus the expected (think attrition) present value of the exercise revenues, using a discount rate of 10 percent a year

There is no subsequent expense adjustment no matter what happens to future employment

The expense is to be taken fully in the quarter in which the option is issued (because this is quarter in which the options vests, in this example)

An employee who leaves the company the day after the option grant (and makes 
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 upon exercising this option) creates the same record of expense as an employee who stays for the full 10 years (and makes 
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(4) Sensitivity of assumptions
The FASB approach requires companies to make assumptions about volatility, attrition, early exercise behavior, and dividend policy over the entire life of the option
The recorded expenses may be sensitive to these assumptions, many of which are difficult to estimate—for instance, overall market volatility in 2004 was about 50 percent lower than in 2000
The FABS approach gives companies an incentive and an opportunity to make assumptions that understate the valuation of the options they grant.
(5) Performance conditions
Although the FASB methodology requires the company to make assumptions about attrition (so that the company can estimate how many options will vest and whether those options will be exercised early), there is no recognition that employee attrition and stock price may be inversely correlated (because companies whose stock price are more likely to lay off, and employees with valuable unvested options are less likely to quit)
Further, there is no recognition that, if there is a “performance” contingency for option vesting (for instance, that the company’s earnings double), then the stock is more likely to be high when that happens than when it is not

Consider a company that issues performance stock options worth an average $100 if earnings double (in which event the options vest), but have an unconditional value of $60 (because there is a probability that the will not vest)
The company will ultimately book a cumulative expense of $60 if (and when) the options vest, and $0 if they do not
In this way, the cost of performance options that vest are systematically understated, making them particularly attractive for high‑level executives (whose compensation attracts more scrutiny than the compensation of the rank and file).
[Blank page]
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