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Recent events have illustrated dl too dramatically the possibilities for abuse—and indeed
the actud abuse—of stock options by some entrenched management. These opportunities for
abuse incdlude manifestly undesirable incentives for artificia inflation of short-term earnings to
increase the value of the options upon exercise, with immediate sae of stock by the executives
(“pumping and dumping”). They aso include the frequency with which directors serving on
compensation committees authorize large—(in the view of critics) excessvely large—option
grants to top executives, particularly when the directors gpproving such compensation (and the
consultants advising such directors) have been handpicked by the executives receiving the option
grants. Moreover, some critics have aso decried the large rewards current option programs can
provide to executives who have accomplished little or nothing for their firms, but benefit grestly
when the stock price of their particular company rises, carried dong by advances in the entire
stock market.

Many of these criticisms are valid and merit serious congderation. Certainly, recent

examples of illegd or questionable actions by a small number of senior executives can readily be
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recounted. Againg this background of potentia for abuse and the well-publicized examples of
actua abuse, stock options seem to have become alightning rod for blame surrounding business
falures, fraud and the current downturn in the stock markets. At the same time and perhapsas a
result of the whipping boy status of stock options, there has been groundswel of public opinion
supporting the expensing of stock optionsin the belief that it will serve as afix for these
problems. We believe, however, that careful and dispassionate evaluation of the proposal shows
that the expenaing of stock options will neither “fix” nor reduce any of the identified problems.
Moreover, we will show that the rush to expensing of dl such stock options, rather than
amdiorating the terms of the options programs themsdves, threatens to undermine one of the
most powerful insruments currently available for reconciliation of the incentives and god's of
management with those of stockholders, employees and the society in generd.

It should be made absolutely clear that the reason for our oppositionto universd
expensing of stock optionsis not a desire to preserve the ancien régime and to protect any
unwarranted benefits that it offered to those who were its specid beneficiaries. On the contrary,
we will propose a number of substantid amendments to the terms and conditions under which
stock options are granted. While these proposas are outside the purview of the IASB and
should, rather, be considered by exchanges, governments or other regulatory or market bodies,
our proposals are intended to ater and limit the opportunities and incentives for the abuse of
stock options rather than adopting changes that merely give the gppearance of diminating abuse
whilein fact threatening to exacerbate the problems by impeding use of the instrument most
capable of keegping them in check.

Our opposition to universal expensing of options rests on two fundamenta beliefs. Firs,

the empirica research to date leads us to conclude that the grant of employee stock options



impaoses no net economic cost upon ether the firm or its shareholders. Second, we are dso
driven to conclude that universal expensing of stock options would fail to meet the objectivein
the preamble to ED-2: “The primary objective of financid satementsis to provide high qudity,
transparert and comparable information to help users make economic decisions.”? On the
contrary, we will show that a wide range of different option vauations will be consstent with
generally accepted option-pricing techniques. Moreover, we will argue that firms will be induced
to make avariety of dterationsin the terms of option contracts so as to reduce the charge against
earnings that may be required. We believe that the result will be that financid statements will
become less comparable rather than more so and that fina earnings per share numbers will
become less useful to economic decison makers.

We bdieve that our suggestions, unlike a regime of universal expensing of stock options,
will yield widespread benefits. We are convinced that our proposal will benefit stockholders and
employees by providing effective indruments for the prevention of the scanda's associated with
the past misuse of executive stock options. In the long run, the interest of those who have been
in apostion to derive questionable profits from the old arrangements can be served effectively
only by unqudified commitment to new arrangements that will adequatdly protect the interests
of those whose financid wefare is management’ s responsbility. Thus, dl the affected parties
stand ultimately to gain and gain subgtantidly from the fundamenta changesin the teerms and
conditions of stock option grants that we propose.

We are not unmindful of the public sentiment in favor of expensing employee stock
options. Nor are we unmindful of the fact that the positions we take in these comments are likely
to be unpopular in some sectors. In these comments, however, we attempt to bring logic and

economic analysis to bear upon the issues raised by ED-2 without regard to public sentiment.

2 ED-2, page 7, underlining ours.



Summary of Proposals and Conclusions.

This report offers the following conclusions:

1.

Stock options condtitute one of the most powerful instruments available to help
reconcile of the sdf-interest gods of top management with those of
stockholders and employees. Consequently, any change in accounting
procedures or pertinent rules that impede the use of al types of stock option
arrangements will only exacerbate the problems that can result from managerid
incentives that may beinimica to the interests of stockholders and employees.
The proposed universa expensing of stock options can be expected to impede
the use of stock option arrangements. Thus, rather than curing the problems
that underlie the proposa for expensing of stock options, such measures can be
expected to exacerbate the problem of inadequate alignment of interests of
stockholders and management.

In addition to digning the interests of management and shareholders, employee
stock options can Ao provide sgnificant incentive to management and
employeesto work “harder and smarter.” The powerful incentive effects of
stock options can readily be observed in the work ethic of employees of many
high tech companies, where options programs are often broadly based,
extending to al employees of the firm. The stories of employees working late
into the nights and deeping under desks are legion in the high tech sector.

If the grant of options succeeds in its purpose and leads to additiona growth in

the firm’slong-run earnings, the result should be no dilution of the earnings



available for the other stockholders; on the contrary, earnings per share will be
higher than they would otherwise have been and both managers and
shareholders will benefit.

Note that in this case the option does not have an opportunity cost for ether the
firm or its shareholders. The result is fundamentdly different from the case
where an option is sold to athird party where neither positive agency nor
incentive effects exist.

There exists no correct method of evauation of the costs of employee stock
options, even approximately. We agree with ED-2 (p. 70) that faillure to
recognize an expense is not rectified by explanatory materia included in the
footnotes to the statements. But we also recognize thet “abig aspect of the
recognition criteria is that the item can be measured with rdiahility.” We are
convinced that it is not possible to make reliable estimates of option expense.
Thiswill especidly be so if option grantsin the future will be of the
“performance’ type and with additiond redtrictions on the ability of the
executive to sdll the optioned shares. Because there are a variety of possble
and ogensibly defengble ways to estimate the vaue of option grants, extensve
experience in arenas such asrate regulation of public utilities indicates that an
atempt to require such an evauation will certainly lead to the invention of
methods of evasion of effectiveness of the pertinent rules, and can be depended
upon to generate disputes and codtly litigation. This will only add to the
undesirable consequences of an option expensing requirement, whose primary

cost to society will be the weakening or destruction of this most promising tool



for bringing the incentives of top management into line with those of
stockholders, employees and the public generdly.

6. Imposing impediments to the use of stock options to enhance manageria
incentives to work assduoudy for the future welfare of thefirmisnot a
rational way to dedl with the problems that beset the exercise of managerid
respongibility. Any such step will indeed amount to throwing out the baby with
the bathwater.

7. Neverthdess, the problems at issue are red and important. These include the
incentives for management to adopt accounting procedures that overstate
company earnings, the incentives for managerid focus on very short run
performance of their firms and neglect of critical long-run considerations, and
overly generous compensation of managements even when thereislittle reason
to conclude that their presence has materidly improved the firm’s performance.

8. Although outside the scope of the IASB’ s charter, these problems are best
attacked directly by making advantages of the issue of stock option to
management contingent on severd provisions only some of which are currently
prevaent: () that exercise of those stock options should not be permitted for
some subgtantid period, say five years, after they areinitidly offered; (b) that
the stock options be performance based, meaning that they be contingent on
performance by the firm that exceeds that of the relevant portions of the stock
market or of the firm’s own past record, with the amount of gain to the
executive proportioned to the magnitude of the superior performance; (c) that

any such grant of options to management be subject to gpproval by the
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independent members of the firm’s Board of Directors and by the firm’s
shareholders; (d) that executives be required to hold the shares exercised for a
substantial period of time* and (€) that sale of such shares by top management
be made public promptly.

0. Stock options granted on these terms will not only condtitute a dramatic change
in the incentives of management in the desired direction, but it can aso be
expected to reduce any resulting dilution in the earnings of the firm’s other
stockholders.

The Crucial Issue: Incentivesfor Coordination of Stockholder and Managerial I nterests

The problem of divergence between the interests of stockholders and management is

inherent in the corporate form of organization of the firm that is designed to make it possible to
icit funding from alarge number of sources— its many sockholders. This organizationd form
was adopted in order to overcome the impediment to growth ssemming from the limited
financing generdly available to partnerships and individua proprietorships. But the resulting
dispersion of corporate ownership makes management by the proprietors unworkable and
necessitates the assgnment of management to an essentialy separate group, the hired
management of the enterprise. The result, the separation of ownership from management that is
ahdlmark of the modern corporation, was recognized at least as early as the eighteenth century

as apotentia source of trouble® But only in the 1930s, with the work of Berle and Means® did

* It will be desirable, however, to allow the executive to sell aportion of the shares exercised that will raise funds
sufficient to cover the cost of buying the shares and paying the income taxes generated by the transaction. It may
also be desirable to require that the holding period of the stock extend even further than the employee’ s tenure with
the conmpany, so as not to encourage executives to leave their jobsin order to unlock their holdings.

® Thus, see Adam Smith, The Wealth of Nations (1776), New Y ork, Modern Library, Pp. 699-700: “The directors of
such companies, however, being the managers rather of other people’ s money than of their own, it cannot well be
expected, that they should watch over it with the same anxious vigilance with which the partnersin a private
copartnery frequently watch after their own...Negligence and profusion, therefore, must always prevail, more or



the issue attract widespread attention. The fact isthat the interests and motivations of the firm's
management and its slockholders are not aways entirely consistent and, sometimes, as has
recently been demondtrated dl-too-dramaticdly, the divergence can be extreme.

The problem does not arise only when amanagement is of questionable integrity. All
decison makers, in any profession, are prone to being swayed to some degree by considerations
of df-interest. Thereis, for example, a least one common characteristic of managerid
compensation that makes this observation directly pertinent to the acquisition process. Thereis
consderable evidence that manageria compensation levels, aswell as managerid perquisites,
are enhanced by expanded sales volume of the firm. That is, while alarger volume of sdeswith
unchanged totd profits offer little benefit to the firm’s owners, they apparently can provide
ubstantia additiona benefits to management. For example, compensation consultants may
adopt as a benchmark the magnitude of the firm’s nonincentive compensation of the firm's
managers to the compensation levels of other firmswith Smilar assets and revenues. As aresult,
atradeoff offersitsdf to a management driven by sdf-interest, making it tempting to sacrificea
modest amount of profit in return for an expanson of sdes. The easest way to achieve such a
trade is through the acquisition of assets that are associated with large sales revenues but
comparatively modest profits.

Thefact isthat persons who occupy positions of influence and respongbility in business
management, asis true of any occupation, vary in their objectives and in their degree of
dedication to the ostensible purposes of their task. Because of the imperfect consstency between
the courses of action that most effectively promote the interests of management as digtinct from

those of stockholders, it is of critical importance for the long run success of the enterprise and its

less, in the management of the affairs of such acompany.” Note that this observation comes from an analyst who
has often been considered a prime prophet of the capitalist economy.



contribution to the economy to adopt measures that minimize any such divergencesin gods. As
dready noted here, stock options are one of the most promising instruments to achieve the god
of reconciling the interests of managers and shareholders. The rationa objective of any program
undertaken to modify the way in which stock options are used and accounted for in the firm's
financia records should be improvement in the effectiveness with which they coordinete the
gods of stockholders and management. The objective of such achange in regime should not be
the creetion of disncentives for the employment of stock options, a step that can only exacerbate
the problem of lack of identity of manageria and stockholder objectives. Thus, expensaing of
option grants could have the unintended consequence of making the interests of managers and
shareholders more divergent.

The work of even the most dedicated and trustworthy of business executives is surely
impeded by the blatant and much publicized misbehavior of asmal number of business
executives that has led to doubts about the trustworthiness of al top management. Consequently,
an incentive arrangement that patently servesto ensure thet the interests of stockholders and
management are parald will be beneficid not only to the owners of the firm, but to management
aswdl. Only by adopting arrangements that can restore investor confidence rapidly and
effectively can management free itsalf of suspicion that can be expected to restrict its freedom of
action and undermine its mandate.

In principle, compensation of management, a large proportion of which is made up of
gtock options, should bring managerid interests more closdly into line with those of the
stockholders whose property they manage. In theory the vaue of those options will depend upon
the performance of the firm, thus leading the compensation of management to depend on the

degree of success of their efforts to promote the achievements of the company. In redity, aswe

® See A.A. Berle and Gardiner Means, The Modern Corporation and Private Property (1932).
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know, the stock option grants to management have worked rather imperfectly in achieving this
god. It has been suggested that one improvement in the treatment of stock options that is
urgently needed is to require them to be expensed in the company accounts. We will show here,
however, that rather than improving metters, expenang will only intengfy the shortcomings of
the current trestment of the option grants to management.
ThePrincipal Agent Problem and Options as Instrument for Solution

The exposure draft, ED 2 SHARE-BASED PAYMENTS, correctly points out that current
FASB gtandards provide for inconsstent treatment of various share-based employee
compensation programs. Stock grants and so-called “ performance employee stock options’ are
required to be expensed on afirm’sincome statements. Traditiond a-the-money employee
stock options (ESOs), however, either may be expensed or merely disclosed in footnotes at the
firm's ection under FASB guiddines. ED-2 argues strongly that ESOs can be measured with
aufficient reliahility thet they should be recognized explicitly in the accounting statements of the
firm. “The board concluded that, in principle, there is no reason to treet... (various)... employee
share purchase plans differently” (BC11).

Conceptualy, ED-2 makes an important argument: ED-2 believes there should be no
difference in accounting treatment of the different variety of share-based employee
compensation plans. It suggests that the acquisition of managerid services by the firm isamply
the purchase of one of the inputs that the firm needs to carry out its activities. For example, if a
firm should grant options as payment for the purchase of a commodity used in production, say a
barrel of ail, the transaction should be recorded on the income statement just as if the company
had purchased the ail for cash. Indeed, ED-2 suggests that the transaction can be broken into

two separate parts. Firgt, the company sdllsacall option to the oil company for cash. (Clearly,
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the receipt of cash would need to be recorded on the balance sheet). Next, the company usesthe
cash to purchase the ail. (Clearly, the company would then make the entry “debit il inventory”
and “credit cash”).

In this comment, we will argue that two points are relevant. Firg, the grant of a vested
share of stock is quite easy to value—it isSmply the market vaue of the stock grant, perhaps
adjusted for lack of liquidity. Aswe will show later, however, it is virtudly impossible to put a
precise vaue on a complex long-term stock option whose exercise is contingert on avariety of
conditions. Second, thereis amgor difference between the grant of an option to an employee
and the sdle of an option to athird party such asan oil supplier or an investment banker, because
of the incentive and agency effects of the former. We will ded with this crucid digtinction fird.

We can make the digtinction we wish to draw with area world example: Warren Buffet
has suggested that the value of ESOs granted to Coca Cola employees can be easly and
unambiguoudy vaued. The company can Smply request that severd investment banking firms
bid on the purchase of deferred options with terms equivaent to those granted to employees.
Even if the terms of the two options were indeed equivadent, which they are not (for example,
ESOs may be forfeited), we believe the effect on the Coca Cola Company would be entirely
different. The holding of an option by an investment banker (or a subsequent financia investor)
is fundamentdly different than the holding of an option by an employee. In the latter case, the
firm benefits from important positive agency and incentive effects In the former case, thefirm
receives no such benefits. Hence, the cost, more particularly the opportunity cost, to the firm of
the two transactions is fundamentaly different.

Thefollowing sections of this report will contain a complete discussion of the relevant

agency and incentive effects and their pertinence for the ED 2 proposds.
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The Two Purposes of Stock Options

There may be many consderations that lead the management of afirm to undertake an
issue of stock optionsto its employees. However, the literature recognizes two primary
objectives of such astep and these must be understood if the relation between this action and
cost isto be comprehended. Thefirst of these two purposesis to provide the firm a subgtitute for
some part of the compensation the enterprise would otherwise have to provide to the recipient
employees. The second purpose is to solve what economic andys's describes as the principa-
agent problem—the possible divergence between the interests of the management of a
corporation and those of its stockholders.

Thefirgt of these purposesis straightforward. For example, consder afirm that is
strapped for cash and subject to other financid difficulties. Suppose the firm locates an
experienced executive with an outstanding track record in dealing with such problems. Such
persons are not obtained cheaply, and the cash poor firm may not fed itsdlf in a pogtion to
commit itsdf to providing the compensation needed to induce thisindividua to joinit. Instead,
it can offer that person stock optionsin lieu of asubstantia portion of the compensation
demanded. An agreement between the company and the individual can then be sought on the
quantity of options that will serve as an gppropriate equivaent of the foregone compensation.
These options then serve as a subgtitute for cash paymentsto the individua in question. But as
we will see presently, their status as costs to the firm are quite distinct.

The second of the two primary purposes of the issue of stock optionsis very different,
though such an issue may well be undertaken to serve both objectives. As has dready been
emphasized here and as has long been recognized by economists and other observers, the modern

corporation is characterized by separation between ownership and management. Unlike the
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minuscule enterprise that is overseen by its proprietor, the large corporation’ s managers are, as it
were, hired hep who, if the arrangements are inappropriate, may choose to pursue their own
agenda rather than those of the true proprietors of the firm.

Here, economists speak of the stockholders as the principals of the firm and the members
of management as the agents of those principas. Clearly, without suitable precautionary
measures, the principals have good reason for concern about the temptations for the agents,
conscioudy or unconscioudy, to give priority to their own interests rather than those of the
principas. The recognized way to ded effectively with this dilemmais to modify the nature of
the payoffs offered to the agents in such away that brings their interests more closdly into line
with those of the principals. That is precisaly what stock options are designed to do.

Stock options can achieve this result in a sraightforward manner. Because the recipient
of the options benefits from them only to the extent that the price of firm’s stocks rises above its
vaue at the time the options were issued (or rises more than do the stocks of comparable firms),
the recipient members of management are given the incentive to srive as hard asthey can to
increase the value of those stocks. But that is precisaly what servesthe interests of stockholders.

The remainder of these comments deals with five major issues raised by the expensing
proposa in ED-2. Thefird issueisthat such expenang impliestheat thereis ademondrable
economic cost to the company or its shareholders incurred by the issue of employee stock
options, but further examination of the issue indicates that this may not be true, particularly when
the options serve their incentive and agency purposes effectively. The second and third issues
are whether employee stock options can be valued with any reasonable degree of certainty and
whether the expensing of employee stock options increases the clarity and transparency of

financid satements. Our concern isthat expensing of employee stock options will have the
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unintended conseguence of making earnings statements less clear and less comparable. The
fourth issue is whether expensing restricted stock islogica and appropriate, particularly while
employee stock options are not subject to such arequirement. The fifth concern iswhether given
effident markets it matters that employee stock options are expensed or merely disclosed.

Stock Options, Coststo the Firm and Cost to the Stockholder s?

Isthere aclear-cut cost, or even any net cogt to the firm entailed in the issue of stock
options to employees of the firm? Before getting to the heart of the matter, it isimportant to note
that the issue of the options for ether of the two purposes just described has an inherent offset
that is beneficid both to the firm and its sockholders. Thisis obviousif the options are provided
to offer the desired incentives to management — to deal with the principa-agent problem. If the
options induce management to work harder — to create better products, to cut costs, to promote
sdles, or otherwise to contribute to profits and to the vaue of the securities of the corporation —
then they clearly provide a benefit to stockholders. At most, any cost to stockholders that
options are said to entall must be lower than that of any equivaent compensation, such as cash
sdary payments, that provides no incentives to the employee to dign thar interest with those of
the shareholders.

Thus, any codt to the firm of the grant of employee stock options may well be offset, in
part, in their entirety or even more than offset by any sgnificant beneficid incentive effects the
options provide. In addition, it isimportant here to distinguish also between acost to agiven
body of stockholders and a cost to their firm. Even though the firm is the property of the body of
its stockholders, a newly issued stock option, if it does nothing else, merdly redistributes some of
the firm’ s future earnings between the initid holders of its stocks and the new stockholders

created by the options. Unlike an increased wage payment that, ceteris paribus, reduces the
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firm'syearly net earnings, a new employee stock option that leaves dl dse unaffected preserves
the firm’s earnings unchanged.

To the extent that employees accept lower cash compensation as aresult of the grant of
employee stock options, such grants dso help to preserve the firm’'s cash. To the extent that the
employees later exercise their options after arise in the stock price of the firm, the employees
pay the firm the fair market value of the firm’s stock price a the time of the option grants. In
neither event does the firm incur any direct cost.

The Argument that the Cost of an ESO isits* Opportunity Cost”

Those who favor expensing of stock options in their accounting trestment on the grounds
that the grant of an employee stock option does entail a cost after dl, and that cost isthe
opportunity cost that is thereby incurred. Economists have coined the term “opportunity cost” to
refer to a cost of some action that entails no direct cost outlay, but that nevertheless causes the
individua that undertakes the action to forego some income or wedlth, leaving him no better off
than he would have been if he had made the corresponding dollar payment. For example, an
individua who purchases asmdl shop for $300,000 with cash he has just inherited but which he
could have put into government bonds yielding a 7 percent return, foregoes just as much net
income asif he had been able to invest the money at the same interest rate. The 7 percent
foregone, then, is the opportunity cost of the invesment.

It is then argued that while the grant of the stock option entails no direct payment by the
firm to the employee who recelvesit, it does incur an opportunity cost. That cost takes the form
of the lower price the firm can obtain for its securities as aresult, as the purchasers of its stocks
and bonds redlize that the vaue of the shares has been diluted because of the increase in the

number of claims upon the company’ s earnings.
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It may then be argued that the purely dilutive effect of the issue of a stock option does
have a clear opportunity cost because it reduces the price of the firm’s shares Snce it reduces the
price below what it otherwise would have been. But the evidence indicates that in generd the
issue of employee stock options has incentive and agency effects that work in the opposite
direction (see text and gppendix below). That is, the grant might indeed incur an opportunity
cost of the sort that is cited if the acquisition of the right to acquire the securities  the given
price were the end of the story. But there is, emphaticaly, more to the scenario. For aso,
inseparably entailed in the ESO grant isits incentive effect which, if successful, leads the
recipients to act in amanner that increases the firm’ sincome per share. Thus, suppose that the
dilution effect of an ESO grant reduces earnings per share by 2 percent, but the incentive effect
raises those earnings by 3.2 percent. Evidently there has been no net decrease in security vaue.
On the contrary, earnings per share will have risen 1.2 percent. On average, the evidence does
indicate thet in redity these incentive and agency effects in generd more than offset the dilutive
consequences. Therefore it would appear that any such net opportunity cost must typicaly be
zero or negative. That is, typically there can be no such opportunity cost &t al.

It may be argued that there is an opportunity cost of a different sort, that an employee
stock option issued when the price was $10 but exercised when the stock price reached $50
entailed an opportunity cost of $40 to the firm. But that is no different than making the absurd
clam that there is an “opportunity cost” to the firm of raising cash by sdling a share on the open
market at atime when its price was $10 rather than postponing the issue to some future distant
date when its price may prove to be $50. Clearly, these choices are not reasonably interpreted as
subdgtitutes for the firm. For example, for the firm that needs money today it is not an equivalent

choice to obtain it, say, four years later. Indeed, this purported opportunity cost caculation is

16



even more severdly damaged by the fact that the rise in stock price may itsdf well be a partid
conseguence of the issue of the options.

The factua issue, then, iswhether the detrimentd dilutive effect of the grant of an
employee stock option on the corporation’ s shareholders and the evauation of the stocksin the
marketplace at large are consdered to outweigh their benefits to the firm. If the detrimental
effects of such option grants were considered greater than the offsetting positive effects, then the
price of the firm’s stock would fall and this would indeed result in an economic cogt to the
firm—an increase in the firm’s cost of railsing equity capita. On the other hand, if the
shareholders and the market were to consider the positive benefits of the option to outweigh the
dilutive effects, then the firm’s stock price would not fal but would remain unchanged or
possibly even increase. If thislatter expectation were in fact shared by shareholders and the
marketplace, then the grant of employee stock options would have no net cost to the firm—
neither an opportunity cost nor any other form of anet cost—because the firm's cost of raising
equity capital would remain the same or even decrease as a consequence of such grants. Which
of these two possibilities characterizesredlity is, of course, a matter to be settled by empirical
evidence. Fortunatdly, the data on this subject have been investigated in a number of sudies.

Empirical Work Estimating the Effect of ESO Grantson Share Prices Generally Show the
Effect to be Positive, Implying that thereis No General Net Economic Cost to the Firm.

As has been shown above, employee stock options in principle have both postive and
negative effects on share prices. They tend to reduce earnings per share when measured on a
“fully diluted basis” i.e., accounting for their potentia exercise. But they aso have beneficid
incentive and agency effects. As discussed above, the issue of options does not reduce the firm's
earnings but rather potentidly redidtributes a portion of the equity dams on the firm from

existing shareholders to the option holders. In theory, the existing shareholders are willing to
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give up some equity to the employees on the presumption that the beneficid incentive and
agency effects semming from the options will cause the firm’s vaue to grow more quickly by an
amount sufficient to benefit those current shareholders.

There nonetheless is a possibility that the issuance of options can indeed condtitute an
economic cogt to the firm. Thisis so because the firm' s shareholders and the market may believe
that the dilutive effect of employee stock options is greeter than the anticipated benefits from the
agency and incentive effects. If the shareholders and the market were to believe the detrimenta
effects to outweigh the beneficid effects, then the firm's stock price would fal in response to
this expected diminution in the value of the firm. If stock prices declined, then the firm’s cost of
raisng equity capitd would be incressed. Anincrease in the firm's cost of raising equity capital
can legitimately be interpreted to congtitute a net economic cost to the firm. On the other hand,
if the market anticipated that the beneficia effects of options would equa or outweigh the
dilutive effects, then the firm’s stock price would remain unchanged or even increase above that
which would otherwise have prevailed. If the stock price remained unchanged or increased, then
the firm’s cost of raising equity capita would remain unchanged or would decrease, with the
issuance of the options then having no net economic cost to the firm.

Whether the issue of employee stock options then congtitutes such an economic cost to
the firmisan empiricd question that must be examined by study of the effect of employee stock
options on stock price. A number of investigators have attempted to measure empiricaly
whether in their net effect employee stock option grants tend to raise or lower stock pricein
redity. Inthe Appendix, we briefly review some highlights of the empirica work. We conclude

that while these studies produce different estimates of the effect of option grants on share prices,
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most find a positive effect on shareholder wedth and none of the studies provides convincing
evidence that the net effect on share pricesis negetive.
Some M ethodological Problems

There are some very difficult conceptua and methodologica problemsinvolved in dl of
the andyses we will review which are important for the current discussion because they help to
show why the value of an ESO grant is so difficult to estimate. What we seek to determineis
whether the value of options granted has a positive or negative influence on share prices.
Certainly, we know that ordinary expenses tend to depress share prices. For example, if afirm’s
earnings decline with increased expenses we can expect the stock price to suffer. But we have
seen above that the fair value of options granted can only be estimated and the estimates used are
far from precise. One method used in the sudiesis to estimate the value via a Black- Scholes
formula as used in the footnotes of the financia statements of the different firms. Unfortunately,
snce each firm estimates the vaue of option grants using different assumptions, there can be
subgtantia differences among option expense estimates even for smilarly Stuated firms. Even
more fundamentally, the best yardstick available to measure the vaue of employee stock
options—the Black- Scholes option pricing mode—cannot and does not measure the value of
employee stock option grants with any reasonable degree of precision or economic certainty.

Thereis an even more serious statistical problem to be overcome. Most of the empirica
studies attempt to determine the effect of option expense on share price. For this purpose, a
number of the empirica studies have used firms Black- Scholes based option expense estimates
from thefirms FAS 123 footnote disclosures. But as noted earlier, the amount of option
expense estimated via the Black- Scholes moded depends on the price of the shares. Asaresult,

these empiricd dudies entall adatidicd difficulty known asa“smultaneity problem.” Option
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expense may influence share price but share price dso influences option expense. Different
studies ded with this problem in different ways. Indeed, in some studies, despite the technica
knowledge and sophidtication of the investigators, the investigation is driven to estimate option
expense in apaently atificid way, and it ishard to know if the empirica results are Smply
artifacts of the particular method of estimation.

Findly, many of the satidtica studies attempt to show the relationship of stock pricesto
a st of explanatory variables, usudly the following: earnings, book vaue, expected future
growth, and the fair value of option grants. If a negative Sgn is obtained on the option expense
variable (i.e., agreater vaue of optionsissued is associated with lower stock prices), at least one
sudy has interpreted the result asindicating that option grants depress share prices. Thet is
because the procedure of the andlysisin effect first diminates the influence of earnings, book
value and expected growth upon stock price and attributes to the ESOs that portion of the stock
vaue that remains after this deduction. But, thismeansthat dl that is being measured isthe
negative dilutive effect of the options, giving no credit for their beneficial consequences. Thet is
because the pogitive incentive effects are dready implicitly separated out and discarded, since
the expected growth variable, in effect, dready captures the beneficid effect of the options on
future performance.

It is clear that none of these studies can be conddered dispositive.  Neverthdess, the
substantid number of papers written on the subject fortunately do suggest a tentative conclusion.
The mgority of the studies that have attempted to measure the net effect of ESO grants on the
firm and its shareholders find that ESO programs have a positive net effect on share prices.
Because of the considerable measurement and econometric problems that beset dl the analyses it

isnot surprisng that some studies are unable to measure any datigticadly sgnificant effect at al.
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But, with one exception, those that succeed in obtaining gatisticaly sgnificant results find the
effect of ESOs on share pricesto be positive. There is one study (Hillegeist and Pendva— see
Appendix, below) that gppears to find a Sgnificant negetive effect on share prices from the vaue
of options granted. But the results of this exceptiona study are not robust. Moreover, that study
finds that when firmsincrease their ESO grants, they experience better future performance.
Thus, even accepting their findings a face vaue, the net effect of ESO grantsis abeneficid one
for the firm and its shareholders.

We conclude that much of the evidence isindeed consstent with the possibility thet the
incentive and agency effects of stock options may be so subgtantial and favorable to the
stockholder that employee stock options generaly congtitute a net benefit rather than a cost.
Many of the available sudies indicate that stockholders predominantly are net beneficiaries
when firms choose to issue options to their employees. While the empirica evidence cannot be
deemed unambiguous in indicating whether thereis a net benefit to shareholders from the
issuance of employee stock options, the preponderance of the empirical investigations do reach
the conclusion that in generd employee stock options offer gains to sockholders. While we
cannot daim that a datigticaly significant affirmative net benefit has been shown beyond any
reasonable doubt, we can, however, unambiguoudy conclude that there is no measurable net
economic cost to the firm or its shareholders from the issue of employee stock options (i.e, to a
reasonable degree of economic and Satistica certainty, the postive effects of employee stock

options are at least equa to the negative dilutive effects to shareholders).”

" Aswe were preparing our comments, Professors Joseph Blasi and Douglas Kruse of Rutgers University and Aaron
Bernstein published a new book on stock options. See Blasi, Kruse and Bernstein, “In the Company of Owners:

The Truth About Stock Options and Why Every Employee Should Have Them” (Basic Books 2003). In their book,
the authors conclude, as we have, that the positive incentive and agency effects of employee stock options exceed
their potential dilutive effect upon shareholders.
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Stock Optionsare Not a Demonstrable Cost of the Firm or the Shareholder, Merely a
Redistribution of Owner ship Between the Current Shar eholdersand M anagement.

The final consderation here, however, is perhaps the least widely recognized. Thisisthe
fact that the issue of employee stock options must be recognized as only condtituting a
redistribution of benefits between initid sockholders and the new prospective stockholders who
have obtained this position by their receipt of the options. 1t does not result in any reduction in
the overdl gze of the firm'stota earningspie. Rather, it only affects the way in which that pie
isdiced and divided up among future shareholders. And that is so even if the options lead to
absolutely no change in the performance of management and the firm' s future prospects. Thisis
markedly different from the effect of, say, arisein the cash wages of the company’s current
employees which, if it does not affect their performance, must result in a net reduction of the
totd profits of thefirm. Thelatter isacod to the firm in that, without offsetting benfits, it
reduces the Size of the earnings pie. The stock option issue, in contrast, leads to no such
reduction in the earnings of the firm.

The point in dl thisisthat it would be erroneous to take the cost of adirect expenditure
such as a cash wage cost to be equivalent to that of an employee stock option. And thereis
amply no vaid empirica evidence showing that the grant or exercise of an employee stock
option congtitutes a measurable economic cost to the firm. The empirical literature to date shows
that the issue of employee stock options normaly ether has no measurable cost to the firm or
shareholders, or that such an issue actudly benefits the firm and its shareholders, as shown by
the studies summarized in the gppendix to these comments. It Smply cannot defensibly be
clamed that the issue of employee stock optionsis anormd cogt to the firm from the empirica

research performed to date.
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Can We M easure Employee Stock Option Expense With Any Degree of Certainty?

ED-2 argues that the criterion for recognition of option expense (i.e., deduction of the
expense on the financid statements) isthat the expense can be measured “reliably,” and that the
vaue of ESOs can reliably be measured. We will show next that this conclusion isincorrect.

The vaue of long-term stock options granted to employees cannot be estimated from the
economic evidence with a reasonable degree of certainty. The disciplines of economics and
finance do not provide a method by which the value of long-term employee stock options can be
measured with any degree of accuracy, particularly given the long-term nature of such options
and the variety of specid redtrictionsinvolved. The Black- Scholes model, the most sophisticated
tool avallable for the purpose, works extraordinarily well for periods up to three monthsin
meaturity. But even for plain vanilla exchange-traded options, the Black- Scholes model works
lesswell for options with maturities from Sx months to one year. And for longer periodsit is
inherently unreliable and inaccurate,

It is frequently suggested that developmentsin financia asset pricing theory now make it
possible to measure the value of stock option grants with reasonable precison. A remarkable
Nobd Prize winning contribution by the late Fisher Black, Myron Scholes and Robert Merton is
the construction of an option pricing mode—commonly known as the Black- Scholes modd! .2
Thismodd is now widely used by option traders to price traded options at the Chicago Board
Options Exchange and other exchanges. Thismode does an excellent job of predicting the
actua prices at which the most active marketable short-term options actually trade in the market.

But that is not enough for the task of valuing ESOs.

8 Both Professors Black and Scholes and Professor Merton cited a paper we wrote with Richard Quandt on the
valuation of convertible securitiesin their Nobel Prize winning articles. William J. Baumol, Burton G. Malkiel, and
Richard E. Quandt, “ The Va uation of Convertible Securities,” Quarterly Journal of Economics, Vol. 80, February
1966, pp. 48-59.
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Some Aspects of Option Pricing Modeds

Since, in the discussion that follows, it will be necessary to refer back to some aspects of
the option pricing modd, it will be useful here to review certain concepts. A cdl option gives
the owner of the contract the right but not the obligation to purchase a share of company stock at
afixed price (the exercise or strike price) on or before a certain date (the expiration date). The
buyer of an exchange-traded option pays an amount called the option premium to obtain such a
right. The premium (less commission) is given to the option seller (or writer) who takes on the
obligation to sdll the shares to the option buyer a the exercise price.

Intuitively, we can understand what determines the size of the option premium.
Premiums will be larger the longer the time to expiration Snce more time will be available for an
event favorable to the option holder to occur. Premiums will be larger the higher the price of the
underlying stock. Obvioudy an option on aone dollar stock can't be worth more than one dollar
(otherwise, you would just buy the stock for one dallar) while athree month option on a hundred
dollar stock can be worth five dollars or more. Interest rates aso influence option premiums
since the option buyer puts up less money than the person who buys the stock outright.

The Crucid Role of Voldility

The mogt important factor influencing option premiumsis the volaility of the underlying
shares. Options are worth more if the underlying stock ismore volatile. To see why thisis so,
consider the following example: Suppose we have two stocks currently selling at $30 per share.
Suppose that Stock A isvery volatile and that in three months time each of five future vauesis
equaly likely ranging from alow of $10 to ahigh of $50. Stock B isless volatile and the
equaly likely range of future vaues runs from $20 to $40. Consider now how much a3 month

cdl option with an exercise price of $30 isworth. At expiration, the option will be worth the
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difference between the actua stock price and the $30 exercise price. Thus, if the stock sells a
$30 or less, the call option expires worthless. But if the stock sells at $40 at the end of the
period, the option has an “intringic” vaue of $10 since the holder could smultaneoudy exercise
the option at $30 and sdll the stock in the open market at $40. We then can see clearly from the
exhibit below that in the case where market prices go up, the high volatility Stock A has larger
option payoffsthan the less volatile Stock B. Of course, A can dso decline more than B, but in
that case the option smply will not be exercised.

The Vaue of Volatility

High-Volatility Stock A
Stock price $10 | $20 | $30 | $40 | $0
Option payoff 0 0 0 10 20
Low-Volatility Stock B
Stock price $20 | $25 | $30 | $35 | $0
Option payoff 0 0 0 5 10

It follows then that option buyers will pay more for options on more volatile socks. And
indeed they do. The standard option pricing formula developed by Black and Scholes takes
account of this. The most important variable from which options derive vaue, according to the
Black- Scholes modd, is the volatility of the underlying stock.

The Problem of Edtimeting Voldtility

While the mathematics underlying the Black- Scholes option pricing modd is somewhat
advanced and complex, the important point is that the future voldility of the underlying stock
playsacrucd rolein the modd and that estimating future volatility is extremely difficult and

becomes increasingly even more difficult the further out in time one attempts to estimeate
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volatility. The Black-Scholes option pricing formula can provide reasonably good measures of
the vaue of exchange-traded, short-term put and cal options. Variants of this modd produce
vaue estimates for short-term (such as one to three months) options that are not only extremely
close to one another, but that also track with considerable precision the actual market prices of
these instruments. Thisis so because recent past volatility tends to be reasonably persistent over
the short term. It isimportant to point out, however, that for longer-term (such as sx monthsto
one year) exchange-traded options, the Black- Scholes formula can produce a wide range of
estimates, and actual market prices of traded instruments vary substantidly from their predicted
vaues. Unfortunately, voldility over the longer term is notorioudy difficult to estimate and the
longer the time the option hasto run, the greater the difficulty in arriving a an esimate of its
vadue. Thisinherent limitation in option pricing models is exacerbated when one moves from so-
cdled “long-term” exchange traded options (i.e., Sx months to one year) to employee stock
options with lives measured in years rather than months.

The problem stemming from the fact that stock volatility is not constant over the longer
term has long been recognized by market practitioners. Traders tend to put lessreliance on
Black- Scholes estimates as the time to expiration increases. The problem iswidely recognized
and is discussed in texts on option pricing such as the leading text by John Hull:

Pricing errors caused by a noncongtant voltility increase as the time to maturity

of the option increases. A noncongtant volatility has rdatively little effect when

the time to maturity issmdl, but its effect increases as the maturity of the option

increases. Thereason is easy to understand. Just as the standard deviation of the

stock price distribution increases as we look farther ahead, so the distortions to

that digtribution caused by uncertaintiesin the volatility become greater aswe
look farther ahead.’

% John C. Hall, Introduction to Futures and Options Markets, 39 Ed., 1999, Prentice-Hall, Chapter 17 “Biasesin the
Black-Scholes Model”, pp. 382-383.
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We see that even for longer-term exchange traded options (i.e., Sx months to one year), the
Black- Scholes formula does not yield precise estimates.

Complications Arisng From the Specid Features of Employee Stock Options

When one adds the complications that executive stock options do not vest immediately
and are subject both to forfeiture and restrictions on the sde of the option, it clearly becomes
virtualy impossible to put a precise estimate on the option’svaue. Each of these factors
violaes the assumptions underlying the Black- Scholes model. Moreover, employee stock
options generdly have durations of five to ten years and, as noted above, the Black- Scholes
formula has condderable difficulty even in pricing the longer-term six month to one year
exchange-traded options.

It iswidely recognized in the finance literature that the Black- Scholes modd is unsuiteble
for employee stock option valuation, as noted in arecent article by Richard Friedman:

Severd inherent problems plague the Black- Scholes modd in determining

employee stock option vaues. For example, it was developed for European-gyle

options, which are exercisable only & their expiration date with no vesting and

transferability restrictions. Almost dl U.S. employee stock options can be

exercised a any time after vesting (usudly by year seven or eight) and are rardly

transferable. 1n addition, employee stock options can dmost never be sold or

traded, unlike publicly traded options.*°

Adjusting Black-Scholes for the Specid Features of Employee Stock Options

Itis, of course, possible to attempt to adjust the Black- Scholes modd to account for many
of the specid features of employee stock options. Mark Rubingtein has proposed a rather
ingenious model to value afixed number of employee stock options granted with strike prices
equal to the current market price™* The model, however, uses 16 input variables, many of them

difficult to estimate, and awide range of estimates can be derived from the modd. Itis

10 Friedman, R., 2001. “What Are My Options Worth?' Article on the web site of MyStockOptions.com.
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particularly important, as Rubingtein expresdy sates in his article, that he is not attempting to
take into account incentive effects of the employee stock options, but rather is merely seeking to
vaue the options granted to the employees. Rubingtein points out that the inherent subjectivity
of the estimates required can dlow firmsto report vaues haf or double those for other smilarly
gtuated firms. Rubingtein dso congders use of “minimum vaue’ accounting—the primary
method suggested by the Financia Accounting Standards Board for private companies. But even
use of this minimum vaue method can lead to demongrably incongstent results for smilarly
Stuated companies as the terms of the options can easly dter the features of the employee stock
option grant in away that adopts zero as the minimum option value'?

One can get an idea of how sengitive option values can be to the terms of the contract and
the assumptions involved by an examination of the table below. Rubingtein shows that by
changing the maturity of the option period and the volatility assumption, option vaues can range

from $11.56 to $38.49 for a $100 stock.

Senstivity of
Black Scholes Option Vdues
(At the money option — stock price $100)
Ann Volatility 25% $11.56
One Y ear to Expiration
Ann Volatility 35% 38.49
10 Yearsto Expiration

Source: Mark Rubingtein, “ On the Accounting Vauation of Employee Stock Options’ The
Journal of Derivatives (1995) pp. 8-24. With the high and variable volatility thet has recently
been experienced in our equity markets, the disparities that can arise in vauation of employee

stock options are likely to be even wider.

1 Rubinstein, M., 1995. “On the Accounting Valuation of Employee Stock Options.” The Journal of Derivatives,
pp. 8-24.
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We conclude that it isimpossible to measure the value of stock options granted with a
fixed strike price to employees with any degree of precision or economic certainty.

The Vauation of Employee Stock Options in Private Companies Presents Additional Problems

If itisdifficult to estimate expected stock- price volaility for public companies, it is
virtualy impossible to do so for private companies. ED-2 suggests a number of possble
methods by which the volatility might be measured, but they will produce very large variations.
The Board acknowledged that resulting estimates of the vaue of ESOs will be subjective (BC-
140, page 38).

In the find andlys's, ED-2 recognizes how difficult it will be to come up with comparable
vauesthat will permit anaysts to compare different companies. Indeed, the Board did not even
specify that the Black- Scholes modd had to be used. Presumably a variety of binomia option
pricing formulas might be employed. The exposure draft states™

The Board decided that it is not necessary or appropriate to prescribe the precise

formula.or model to be used for option vauation. Thereis no particular option

pricing modd thet is regarded as theoretically superior to the others, and thereis

the risk that any model specified might be superceded by improved

methodologiesin the future. In any event, there should be little difference

between the results of the various modes. Although the Black- Scholes modd is

the mogt well-known modd, there does not seem to be any reason to specify that

thismodel should be used rather than another. Entities should select whichever

mode! is most gppropriate in the circumstances, provided that the modd selected

takes into account the features of the options concerned, as discussed further

below.

Wefind it difficult to believe that with a broad variation of modds and assumptions and with
different means of estimating volatility that analysts will be able to make better comparisons
among companies by having such “expense’ data. On the contrary, information about the

number of shares reserved for future option exercise and the potentiad dilution represented will

12 Rubinstein, op. cite, p. 19.
13 BD-2, page 36, BC131.
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be the most relevant information needed to make useful comparisons among companies and such
data are available without any expense entry on the income statement.

Performance Based Employee Stock Options Present Even More Difficulties for Accurate
Vauation.

We bdieve that performance based options provide a better way for aligning the interests
of management and the firm’ s shareholders. However, tying the terms of employee stock
options to the economic performance of the firm imposes additiond problems upon vauation of
the options. Firms have innumerable aternatives for dteration of the terms of employee stock
options to connect management’ s payoff from the options to the overal economic performance
of thefirm. In afree market, different firmswill make different choicesin order to dign the
interests of shareholders and management more effectively. One smple method isto increase
the number of shares subject to the options if the firm meets or exceeds certain performance
targets. Another method is to index the strike price to abroad market index (i.e., the S& P 500)
or to an industry performance index. Additional methods are available, and each modification
requires an increase in the complexity of the vauation model and data inputs required to vaue
the options properly. The differencesin terms of the performance options provided by different
firmswill provide different incentives, with various degrees of effectiveness, to management and
will provide different challenges for vauation of the employee stock options.

If expensing of stock options is mandatory, by dtering the terms of performance options,
firmswill be able to manipulate and manage the amount of expense they recognize from such
grants. Various adjusments in the terms affect the vauation of the expense recognized

differently. In fact, Rubingtein provides an example of an option contract where the strike price
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increases by theratio of the rate of interest divided by the dividend payout return through the
vesting date. In this case the option value pricing would produce a value of zero.**

The different terms of performance-based options have a combination effect on the value
of the performance based options and the different incentives provided to management. It may
be possible to construct various different performance-based options that show the same
vauation but have different effects on management’ s incentives and results.

Will the Expensing of Employee Stock Options Lead to Mare Clarity
and Transparency in Financial Statements?

The expenang of ESOswill not lead to more accurate indications of the firm’strue
earnings and offer investors a more accurate evauation of the firm. On the contrary, expensing
will invite codly, time consuming and mideading pseudo caculations that will be desgned to
camouflage the true performance of the firm whose earnings are lower than might have been
hoped for. Moreover, the terms of option grants will be atered so as to produce a caculation
that lowers the “charge’ required againg earnings. Expensing options will not make the
financia statements of corporations more comparable. Indeed, quite to the contrary, the
expengng of optionsislikely to make financia statements even more difficult to understand and
compare.’® Expensing of optionsis likely to lead to an even more distorted picture of a
company’sfinancia condition. It will provide amost desired opening for precisdy those
cregtive accountants whose actions the ED 2 proposals are designed to circumscribe. In
particular, expensing of dl employee stock options will introduce the ability to use performance-
based options to manipul ate the reported expense while introducing additional complexity as

different firms provide different incentives to management by different termsin the employee

14 Rubinstein, op. cite, p. 19.
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stock options (even where the reported expenses may be the same). Depending on what experts
are employed to vdidate the option va uation caculation, awide range of vaues (incomparable
from company to company) will be used.

ED-2 argues that, even if the valuation of the optionsis only an gpproximation, it is better
than ignoring their ostensible cost atogether (see ED-2, p. 74, BC286, 287). Holding aside for a
moment the fact thet there is generdly no net economic cogt to the firm or its shareholders
associated with ESOs, it is critica to recognize that a decision requiring firmsto report an
expense figure for ESOs will lead to reduce the rdiability and comparability of financid
statements, rather than the reverse. Because the true expense of a stock option grant cannot be
measured, becauise there exist SO many questionable ways to “estimate” the correct figure, and
because the terms of the options can be manipulated to produce awide variation in the caculated
vaues, usng standard va uation techniques, one can confidently expect that a decison to
expense sock options will quickly give birth to anew and large-scde activity: credtive
accounting enlisted to produce that expense figure that is most desired by the caculating party or
its clients or sponsors. Ingtead of shedding light on the underlying redlity about which the public
is entitled to be informed, expensing of options will give rise to further and more intractable
distortion and obfuscation. Thisis not mere conjecture nor an excessively cynica view of
behavior. Rather, experience in other arenas confirmsthat it is an dl-too-accurate description of

what will emerge.

15 ED-2 argues that zero does not make companies comparable either. But footnotes showing the percent of
outstanding shares reserved for option grants—i.e. potential dilution—gives quite an accurate picture of how firms
differ intheir policies regarding option grants.
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Expensing of Employee Stock Options Will Not Provide M eaningful | nfor mation about the
“Cost” tothe Firm or the Shareholders.

The expensing of employee stock options will not enhance the transparency of financid
datements. As discussed above, there is no demonsirable cost related to the issuing of employee
stock options. In addition, employee stock options are notorioudy difficult to vaue with any
accuracy. Further, the expensing of employee stock options creates divergences between the net
income results reported by a company and other measures of profitability such as free cash flow
from operations.

We aso question whether expenaing of optionswill provide investors with atruer picture
of the financid hedth of companies. For example, high tech companies often have broad-based
ESO programsthat award stock optionsto most if not al employees. It stands to reason that if
ESOs must be expensed, the companies granting the most ESOs will, dl other things being
equal, report larger expense figures corresponding to options. As has been widdly reported by
the business news media, if anumber of high tech companies had expensad options based on the
basis of the figures reported in footnotes under FAS 123, in many of the companies that reported
profits these reported profits would have been completely wiped out by the FAS 123 expense
cdculations. Yet, aswas dso reported by the business news mediaa number of the high tech
companies with very large FAS 123 option expense figures have aso been generating massive
quantities of cash flow from their operations. In some specific instances that we have examined,
the requirement of the expensing of options usng FAS 123 computations would have resulted in
reported |osses by some companies on thelr financid statements while generating successtul
results by any reasonable measure. We strongly question whether it is not fundamentaly

mideading to report companies to have incurred substantia 1osses when they havein fact been
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generating subgtantia cash flows from operations and significantly increasing their holdings of
cash and short-term investments,

It is Not Possibleto Obtain a Defensble Valuation of a Stock Option Granted to
M anagement.

ED-2 argues that the primary objective of financid satementsisto provide high qudity,
trangparent and comparabl e information to help users make economic decisions (itaics ours).
There are many cost eements for which data are not readily knowable or where the information
isnot known at dl. There are even casesin which it is unknowable in principle. Asaresult,
accountants frequently and quite judtifiably are driven to adopt smplifying proxies that can be
used for caculation purposes, even when they demongtrably have little or no relation to the
underlying redlity. A prime exampleisafully dlocated cost that ostensibly purports to specify
which portion of some tota outlay that inextricably benefits severd outputs of afirmisto be
consdered the responsibility of each of the different benefiting outputs. Since there is no way of
assigning the unassignable, the accountant is driven to adopt some arbitrary criterion, such asthe
vaues or the weights of the different products, as the basis for the gpportionment of the
unassignable costs and caculation of the “full cogts’ of each of the individua products.
Similarly, conventions such as sraight-line depreciation, or even various forms of accelerated
deprecation, permit easy workability but may have little relationship between the numbers
generated by the calculation and the underlying economic redlity. True vaues, actua costs and
relevant practices of redlity, however, cannot be determined in thisway.

There are many basically intractable problems that prevent proper evauation of the cost
to the firm of the grant of stock options to its management, as we have seen. Of course, many
accounting items are difficult to estimate, e.g., depreciation alowances, reserve to bad debts,

pension fund expenses, etc. But the incorporation of additional complexitiesinto an item open to



considerable manipulation is unlikely to meet the objective of the exposure draft of improving
the qudity, trangparency and comparability of accounting reports. One does not improve the
qudity of accounting statements by adding a further expense term that is of questionable
sgnificance and which isinherently impossible to estimate with a reasonable degree of certainty.
In determining, depreciation alowances, at least we know the magnitude of the initial cost of the
investment. With ESOs, we are not even certain if thereisany red expense a dl.

The most fundamenta impediment to an evauation of the “expense’ of ESOs isinherent
in the purpose of the grant: its hoped-for incentive and agency effects, leading to subgtantidly
improved performance by management. If management is provided with stock options whose
market vaue when offered to outsders would be amillion dollars, for example, but when
offered to management leads to enhanced effort that increases the present value of the firm's
earnings by $20 million, what is the true cost of those options to the firm and its stockholders?
And, as we have seen, the studies that have appeared in the economic literature do indeed
support the observation that employee stock options have an incentive effect sufficient or more
than sufficient to cover their market value (see aso the appendix to these comments). The
empirical studies carried out so far report that the issue of employee stock options has either no
effect or a pogtive effect on stock price. Thus, the empiricad sudies establish, & a minimum,
that the issue of employee stock options has no genera and measurable economic cost to the
firm.1®

But Islt Not Illogical to Expense Grants of Restricted Stock and
Performance Options and Not Expense Regular ESOs?

ED-2 argues persuasively thet it isillogica to expense grants of restricted stock and so-

caled “ performance options’ but not expense at-the-money ESOs. ED-2 states, “the board

16 See also Blasi, Kruse and Bernstein, “In the Company of Owners”, supra.
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concluded there is no reason to trest employee share purchase plans differently.”*’

We agree
with the logic of the statement but would point out what we believe to be the serious dilemma
posed by the question.

Congder firdt, performance options, where the vaue of the grant will depend upon
certain criteria such as an excess stock price performance over that of peer companies and/or the
stock market asawhole. Aswe indicated above, we believe that such options are better
indruments for motivating and compensating managers. It isironic that current accounting rules
make it undesirable for firms to issue such options because they need to be expensed while
regular ESOs do not. This produces the kind of unintended consequence in which accounting
rules prevent a desirable outcome. But as we explained above, the vauation of performance
options is even more difficult than the vauation of regular ESOs.  Since we urge encouragement
of the adoption of such options asa critical contribution to protection of stockholder interests, we
would argue that both types be shown not as expenses on the income statement but rather asthe
number of optioned shares that represent potentia dilution and that should be used in the
denominator of the (fully diluted) earnings per share caculation. Certainly, both types of options
should be treated consgstently.

What about restricted stock? We would first point out that restricted stock has an
immediate vaue that can be determined far more precisdy than ESOs. ESOs only provide a
contingent claim on future earnings to the empl oyees whereas redtricted stock isimmediately
dilutive for the existing shareholders. The base vauation is Smply the value of the shares, with
some discount then gpplied to adjust for the restrictions on sale. We would agree that sufficient
religbility in the caculaion is possible to justify treatment of such grants as expenses on the

income statement. Moreover, we would agree that restricted stock grants dso can help to

" ED-2, page 9.
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ameliorate the agency problems we described above. However, restricted stock does not provide
the same degree of motivation asdo ESOs. For example, suppose an ESO was consdered to be
vaued at one-fifth of the market price of the underlying stock. Thiswould imply that per dollar

of expense the executive has five times the motivation to improve performance over what he/she
would have if restricted stock were granted rather than ESOs. ESOs are then particularly
effective because they are leveraged. Certainly, no confusion will result if the number of shares
outgtanding and the potentid dilution from ESOs are clearly and visibly presented in the

financid satements. And it isnot true as ED-2 impliesthat failure to expense sock options

makes financia statements incomparable. The shares currently outstanding and available for

iSSue under option programs gives users of financid information precisaly comparable data that

are needed to judge the vaue of different corporations.

In Efficient Markets, Why Does it Matter Whether Employee Stock Options
are Expensed or Disclosed?

As economidts, it is necessary for us to offer afew observations on the role of the
efficent market hypothessin our andyss. After dl, thereis evidence indicating that in practice
markets are indeed efficient, at least to a degree, meaning that their underlying mechaniam,
together with the participation of informed investors, drives them to reflect and take
appropriately into account dl pertinent information. This would gppear to mean that the
market’ s valuation of afirm can be relied upon to take into account whatever stock options have
been granted to management, to va ue those options appropriately and to reflect correctly the
implications for the prospects of the company and its ockholders. Taken to its extreme, the
hypothesis that markets are efficient would appear to imply that there can be no hiding place;
that whatever is done to conced or disguise the consequences of the issue of such options, the

truth, or its consequences, will out. If thisweretrue, it presumably would not matter whether
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stock options were or were not expensed in the firm’s accounts. The firm’s market valuation
would instantly emerge and prove correct, whichever approach to stock option accounting were
employed.

But thisis surely too much to expect of amarket, even onethat is reasonably efficient.
Firg of dl, in redity, adjusments take time in even an effectively efficient market. News does
not aways reved itsdf indantly, particularly when it is ddliberately concedled. Thus, sde of
stock by members of top management, driven by inside information, may not be known
immediatdy by the market, so that a decline in the firm’s market vaue, that an openly-reported
sde might otherwise herad, can serve to ddlay the reduction in stock prices. After dl, that is
surely the hope of those who seek to dispose of their substantial security holdings unobserved.

More generaly, recent revelations suggest that attempts to conced or disguise
overvauation of the firm have hardly been uncommon. Moreover, the attempts seem sometimes
to have been successful, as when employees were persuaded to continue to invest their
retirement funds in the company, when it was known to management that the market price of its
securities was dragtically inflated and in danger of collapse. After al, the efficient market
hypothesis denies neither that one can fool dl of the people some of the time nor even some of
the people dl of thetime. That, ultimately, is one of the main reasons why it isimportant to
improve the accounting rules and to get the improvementsright. Above dl, it indicateswhy it is
critically important to avoid assduoudy changes in the rules that give the gppearance of
improvement but that really thresten to be more mideading and manipulable than the current

procedures.
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Changesin the System are Urgently Needed but Expensing of
Optionswill Exacer bate the Problems

The logic of the basic notion that stock options can help to impart consstency to
managerid and stockholder interests remains persuasive, and no one seems have proposed a
substitute mechanism that promises to serve the purpose effectively. However, no more than
modification of the terms on which employee stock options are provided to management is
required to remedy their current shortcomings. Severa steps can evidently serve the purpose:
Base grant of stock optionson performance.

It hasrightly been argued that in arisng sock market even the managements of firms
that subgtantially underperform the market or their industry will automaticaly gain from any
stock options they have received, Smply as aresult of the fact that arisng market lifts most
securities. To avoid rewarding of underperformanceit is possible to tie the grant of stock
options and, in particular, the quantity granted to the individua executive to two metrics: (1) the
grant can be related to the performance of the firm’s securities in comparison to that of the
market as awhole, viaan index such asthe S& P 500, or to the performance of related firms; (2)
the grant can aso be supplemented when there are increases in the firm' s growth performance,
for example, in accord with any excess of profit or growth performance over and above its own
past record. The purpose of indexing the company’ s stock values to the market as awhole or to
that of related industries should be clear—it is to ensure that management is not rewarded for
what has been contributed not by its own efforts, but rather by market conditions that had
nothing to do with the activities and decisons of the firm's executives. The second metric just
suggested for use in manageria stock-option compensation, which can be described as a growth
acceleration metric, has adouble purpose. Firg, it protects the interests of management during a

period when improvement of an underperforming asset firgt begins, and during which some
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degree of underperformanceislikey to persst, and may therefore otherwise drag down the
management’ s compensation, despite what it is accomplishing. Second, it provides adirect
incentive for management to devote adequate attention to the firm’ s growth objectives, whose
importance is evident and has aready been emphasized here.

Holding Period and the L ong-Run Wefare of the Firm.

It has frequently been asserted that managements tend to devote too much of ther
attention to the firm’ s short-run performance and too little to what it will achieve in the longer
run. Whether thisistrue and, if so, what the causes may be, are not the generd issues here.
However, it is clear that the grant of stock options to management without any stepsto ded with
thisissue doesinvite inatention to the long run. If the magnitude of management’sreward is
heavily dependent on trangitory surgesin stock vaues, the consequent distortion of incentivesis
evident. But this shortcoming, too, has an evident remedy. The distortion can be prevented by
tying managerid stock-option payoff more closaly to the firm’s longer term achievements. This
can be done by an agreement with management, as a precondition for the grant of stock options,
which requires them to hold for some pre-specified and reasonably protracted period of time any
company stocks that they have acquired by the exercise of their options. Since the exercise of an
option may be a taxable event for the manager in some jurisdictions, an exception can be made
that alows the manager to sdll enough of stock acquired upon exercise to defray higher tax
ligbility aswell astheinitid cost outlay required to buy the stock. This arrangement evidently
will make the options serve as an indrument of systematic long-term investment in the firm by
top management, and this can confidently be expected to ensure attention to the firm's

performance over appropriately protracted periods.
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Together, these few modifications in the arrangements that currently are widdly prevaent
should serve to ensure that true managerid accomplishment is properly rewarded, and that
Spurious or very evanescent gains provide no benefits to management. At the sametimeit can
help to restore stockholder confidence in management as the dependable guardian of their
interests.

Together, these modificationsin the arrangements that currently are widely prevaent
should serve to ensure that true managerial accomplishment is properly rewarded, and that
Spurious or very evanescent gains provide no benefits to management. At the sametimeit can
help to restore stockholder confidence in management as the dependable guardian of their
interests.

Concluding Comments

As we have suggested, there have been abuses in the use of employee stock options. In
some instances, employee stock options have induced managers to undertake actions with only
short-run benefits rather than the long-run programs consistent with permanent increasesin
shareholder value. Rewardsin many cases have been excessive and, during the ebullient stock
markets of the late 1990s, executives were generoudy rewarded, as al stocks tended to rise, even
if the managers performance was well below average. But we have argued that such abuses are
eadly remedied without a change in accounting treetment. \We believe that independent directors
who serve on compensation committees must be sensitized to their responsibility to their
shareholders to prevent excessve managerial compensation. And we support measures that will
require al option programs to be submitted to a vote of the entire stockholder body.

We dso believe that option programs need to be reformulated in at least two important

respects Firgt, executives who are granted options should be required to continue to hold the
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stock upon exercise (with one possible exception—allowing them to sdl enough sharesto
provide the capital needed to buy the shares and to pay any related income taxes). The holding
period should extend well beyond the executive' s tenure with the company so asto insure that
the executive is motivated to undertake actions in the long-run interest of the firm and its
shareowners and to avoid the cregtion of a perverse incentive that induces executives to leave
their firms. Second, the options should be performance based, that istheir vaue should depend
on outperformance by the firm of some objective index such as the performance of stocksin a
comparable industry group. Ogptions granted on these terms will better dign managerid
incentives with the long-run interests of the shareholders and can aso be expected to minimize
any resulting dilution in earnings per share.

We vigoroudy oppose, however, the proposa for universal expensing of options. Such a
policy threatens to undermine one of the most powerful instruments available to reconcile the
incentives of managements with those of its shareowners. Moreover, to the extent that a policy
of universal expensing discourages the use of options (and therefore the ability of cash-strapped
entrepreneurial new companiesto atract taent), society asawhole will be harmed. Itisnot an
accident that the fastest growing and most dynamic companiesin the economies of most
nations—those responsible for important advances in productivity—are the companies that make
the greatest use of options in broad based employee compensation schemes.

Our mogt important objection to universal expensing is that expenaing is virtudly certain
to have the unintended consequence of making accounting statements less comparable (rather
than more s0) and less trangparent rather than more useful to financid analysts and investors.
Current option-pricing modes such as the Black- Scholes mode and a variety of binomid pricing

modes can lead to awide range of estimates of the worth of option grants. Moreover, a
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requirement of universal expensing will lead to avast number of varigionsin the design of
option contracts whose purpose will be to minimize the accounting charge required. Itis
possible to dter option terms viathe choice of areference stock index or a particular interest rate
that must be exceeded so asto lower dragticaly the required charge againgt earnings. As
Rubingtein has shown (see above) in the case of traditiona ESOsiit is not difficult to maneuver
their valuation so as either to increase or reduce their supposed value by as much as 50 percent.
And in the case of performance-based optionsit is even possible to reduce their purported
vauation to zero. We are convinced that an expensing requirement will invite complex changes
in options contracts and devious manipulation of accounting figures. The result will beless
comparable and less useful accounting statements. Indeed, it is quite likely that financid
andysts will begin to look at “earnings before options expensg’ in the same way that they now
esimate EBITDA in an atempt to put different accounting statements on a more comparable
basis.

The objective of ED-2 isto improve accounting Satements in amanner that
makes them more transparent and comparable. We agree that companies with large numbers of
shares reserved for option exercise should be digtinguished from firms with few or no
outstanding options exercisable. But the clear and unambiguous way to disinguish such firmsis
to show prominently the quantity of shares reserved for option exercise (aswell asfor the shares
that may be issued in connection with convertible bond issues, etc.). Moreover, earnings per
share on afully diluted basis shoud be clearly indicated. But universal expensing of stock
optionsis very likely to have consequences both unintended and inconsistent with the objectives
of ED-2. Adding an inherently imprecise and easly manipulable expense item to the income

gatement is neither good accounting policy nor good public policy.
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We are dso convinced that once one removes the disparity in the treatment of options
that are performance based and those that are not, the superiority of the former for the objectives
of the firm and for the public interest will automaticaly lead to a substantia movement toward
use of aperformance basis. Thefirm'sdirectors will be driven in that direction by the resulting
prospects for improvements in the firm’s performance and its reduced risks, and by the ensuing
stockholder pressures for such amove. Adjustment in the number of options offered can make
the change attractive to management aswell. On such grounds, in addition to the likelihood that
expendang will make the accounts far less informative and comparable, it seems clear to usthat
the gppropriate accounting change is elimination of the handicap that currently besets
performance options, and modification of their accounting treatment to match that currently
applicable to options that are not performance based, with no change in the trestment of the
|atter.

William J. Baumol
Burton G. Mdkid



Appendix: A Review of the Pertinent Empirical Studies

Bdow we summarize the mgor conclusions of the empirica studies that attempt to
measure the effect of ESOs on stock prices.

a) James Brickley, Sanjai Bhagat, and Ronad Lease, “ The Impact of Long-Range
Managerid Compensation Plans on Shareholder Wedth,” Journal of Accounting and
Economics, Vol. 7, 1985, pp. 115-129.

The authors examine the stock price effect of the announcement of long-range
compensation programs. Such an andysisiscadled an “event sudy.” Inlong-range
compensation programs the authors include stock option plans as well as grants of stock
appreciation rights (SARS), redtricted stock, etc. No significant immediate effects (over the next
two days) either postive or negative are found. There is some uncertainty, however, over the
time needed for details of the plan to have reached the market. Therefore, they examine price
effects (relative to the market) over longer periods such that as from the board gpprova date to
the day after the SEC received news of the plan (the SEC stamp date) and from two days after
the SEC stamp date through the day after the shareholder meeting approves the plan. The price
effects for these longer periods are postive and Satistically sgnificant. The authors conclude
that on average, these plans tend to increase shareholder weslth.

b) Richard Defuseo, Robert Johnson, and Thomas Zorn, “The Effect of Executive Stock
Option Plans on Stockholders and Bondholders,” The Journal of Finance, Vol. XLV,
No. 2, June 1990, pp. 617-627.

The authors find that the “event” condtituted by an executive stock option plan
announcement is followed by positive stock price reactions and negative bond price reactions.
They conclude that executive stock options do improve managerid incentives but dso may
induce aweslth transfer from bondholders to stockholders as managers take on morerisk. To

the extent that bond prices decline in response to the announcement, the decrease in bond price

implies that there can be an increase in the cost of debt capita for the firm; however, the
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accompanying stock price increase demondtrates that stockholders believe that the beneficia
effects of the stock options outweigh any increased interest costs that will reduce the
corporation’s earnings.

) David Aboody, “Market VVauation of Employee Stock Options,” Journal of
Accounting and Economics, Vol. 22, 1996, pp. 357-391.

Aboody finds that the totd vaue of al options issued has the expectable dilutive effect
on share price after netting out of any favorable incentive effects on earnings. But the vaue of
options recently granted (and which have not yet produced favorable incentive effects on
earnings) has a pogtive effect on share prices. In the study, Aboody makes his own estimates of
the value of options granted. He aso usesthe FASB method of calculating compensation
expense and finds it has no additiona explanation power.

d) Douglas J. Skinner, “Are Disclosures About Bank Derivatives and Employee Stock

Options Vdue Rdevant?’ Journal of Accounting and Economics, Vol. 22, 1996, pp.
393-4065.

This paper criticized the methods employed in the origind (1996) Aboody study and led
to some of the changes employed in a second study by Aboody, et. al. Skinner argues, however,
that methodologica issues continue to affect dl studies that attempt to estimate the vaue of
option grants (current and past) on share value. Skinner suggests that “event studies’ are the
gppropriate method for determining the effect of stock-option grants on share prices.

e) Lynn Rees and David Stott, “ The Vaue- Relevance of Stock-Based Employee

Compensation Disclosures’, Journal of Applied Business Research VVol. 17, No. 2
(Spring 2001) pp. 105-116.

The paper examines the association between employee stock option compensation
expense as Sipulated by FAS123 and firm vaue. The authors conclude that “the incentive
benefits derived from ESO [employee stock option] plans outweigh the costs” and that the option

forms of employee compensation “isnot atypica expense” Employee stock option * expense”’
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as measured by FAS123 affects firm value (i.e., stock price) postively and Satigticaly
sgnificantly “in the opposte direction from other income statement expenses.”
f) David Aboody, Mary Barth, '8 and Ron Kasznik, “ SFAS 123 Stock-Based Employee
Compensation Expense and Equity Market Vaues,” July 2001, GSB Standford
University Working Paper.

The authors find the expected negative dilution effect of employee stock option grants on
stock pricesif the incentive effects of options on expected future earnings are included in the
andysis as a separate predictor. But if the expected future earnings term is omitted, then SFAS
123 stock- based employee compensation expense has a positive effect on stock prices. Thus, the
authors suggest that the net effect of stock options (considering both the negative dilution and
positive incentive effects) is podtive but gaigicdly inggnificant (i.e., no measurable net
economic cogt to issuance of the options).

0 Timothy Bdl, Wayne Landsman, Bruce Miller, and Shu Y ek, “The Vduation
Implications of Employee Stock- Option Accounting for Computer Software Firms”
July 2001 Working Paper.

The authors use a sample of 85 computer software firms and conclude that employee
stock options are valuable to the shareholders of software companies. They suggest that the
appropriate way to determine how market values reflect option grantsis by treating them as an
(intangible) asset. Most important for the issue consdered here, the varigble treating employee
stock options as an asset has a significantly postive effect on the firm’'s market value. Indeed,

the authors find that “ESO assets’ appear to be priced in the market at levels higher than other

net assats of the firm.

18 | n citing this study we should make it clear that Mary Barth is amember of the |ASB. Thus, it would be
disingenuous for usto imply that either she or, through her, the |ASB accepts any of the conclusions or evaluations
offered in thissubmission. In particular, it should not be suggested that, while the study in which she participated
indicates along with the other studies that ESOs do not depress the share prices of the firm, thisimplies anything
about her views on the desirability of expensing of employee stock options.
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h) J. Core, and D. Larcker, “Performance Conseguences of Mandatory Increasesin
Executive Stock Ownership,” Working Peper, Forthcoming Journal of Financial
Economics, 2002.

The authors examine the performance of firms adopting “target ock ownership” plans.
These plans are typicaly mandated by boards to increase executive stock ownership. They find
that firms adopting target ownership plans have lower industry adjusted returns over the two
years prior to adoption. One and two years after the adoption of the plan, however, they find that
firms with these plans outperform a matched sample of amilar firms.

i) Stephen Hillegeist and Fernando Penava, “ Performance and Va uation Consegquences
of Employee Stock Options,” Working Paper, January 2002.

Unlike previous studies, the authors find that the fair value of employee stock options
granted during the year has a negative and datisticaly significant effect on share price. They
find no association, however, between the fair value of outstanding options granted in prior years
and share prices. Thelr finding that option grants negatively affect share prices does not continue
to hold, however, when the entire data set (including outliers) is consdered, and when a different
measure of options expenseis used.’® In any event, even accepting the Hillegeist and Penalva
findings a face vaue, we cannot interpret their sudy as showing anet cost from employee stock
option plans. Thisis so because their analys's shows that future stock performance is enhanced

by firms that increase their employee stock option grants. Thus, the net effect on shareholder

19 We were curious why the Hillegeist & Penalvaworking paper results were inconsistent with all of the other

empirical analyses. Upon inspection of their regression specification and statistical techniques, we noted several
statistical techniques that were questionable. We asked Dr. Atanu Saha of the Analysis Group to contact Professors
Hillegeist and Penalva and to obtain their data set. We then asked Dr. Sahato re-run their particular Hillegeist and
Penalvaregressions after correcting the shortcomings we perceived in their particul ar specification of the regression
equations and the statistical techniques. After adjustment for these items, the Hillegeist & Penalvaregressions are
consistent with the other empirical studies and show that the relationship between estimated option expense and
share price is not statistically significant from zero. In other words, the revised Hillegeist & Penalvaregressions
show that there is no measurable economic cost to the issuance of the options. The details of the work performed by
Dr. Sahaare available from Analysis Group.
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wedth islikely to be positive rather than negative. Indeed, the authors conclude thet firmsin
generd are below their optimal level of employee stock option grants.

Congdering the sudies just reviewed as agroup, it is clear that they provide a consstent
picture, though not one that is definitive. Therole of employee stock optionsis complex and
continues to be investigated in the economic literature. Much remains to be learned about the
subject. But agood dedl iswell understood about the topic. We know that their issue can, at
least in principle, be beneficid both to theissuing firm and to al of its sockholders. We know,
consequently, that they need not entall acog, asthe term is normally and appropriately
interpreted. We know that even the vaue of the employee stock optionsis not in generd
accurately and unambiguoudy determinable. Consequently, a proposal to base the caculation of
their purported costs on such a vauation can hardly be expected to provide figures that can
pretend to reliability. Thereiseven lesslogic to a proposd to base evauation of the purported
costs of employee stock options on the spread between the exercise price and the current market
price of the stock at the date of exercise, an approach that iswholly indefensible from an

economic standpoint.
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