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Abstract

European countries have discussed the treatment of employee stock options on three occasions in the last year. Eurostat has collected information on national practices using a questionnaire. Whilst the basis of recording of stock options has no impact on the overall level of GDP, it does impact on the distribution of income between employees and firms and in turn on important analytical measures. A general consensus was reached in Europe that employee stock options should be treated as compensation of employees, valued using market price of the option or an appropriate option pricing model. There still remains some difference of opinion on the timing of recording, and a need for clarification of valuation. In addition practical problems remain, especially with the quality of available data. This paper also considers the recording of new share issues when these are for the purposes of executing stock options, and examines the potential impact of repricing options. Finally the paper concludes that in the short term in Europe countries should be publicly explicit about how they record employee stock options in their accounts, attempt to measure the size of employee stock options through investigation of data sources, and publish separate series for stock options.

Introduction

The treatment of employee stock options was discussed at the September 2000 OECD national accounts meeting, based on four submitted papers (from the US, Australia, Canada and Finland). Discussion then continued in the EU’s National Accounts Working Party. During the last 12 months stock markets around the world have fallen, leaving thousands of employees with stock options which would yield losses if exercised. Nevertheless companies continue to issue stock options to their employees in increasing numbers, often in annual tranches, and they are also repricing existing stock options to provide a renewed incentive for employees (see the Towers Perrin report “Stock options around the world”).

For those who are unfamiliar with the subject, employee stock options are options given by a company to its employees which allow them (but do not oblige them) to buy a set number of shares, at a set price (known as the “strike price”) some time in the future. There are three key dates in the life of any stock option:

· Grant date – the point at which the company grants the options to the employee with given strike price and timetable, though there may still be qualifying requirements to be met (eg. continued service with the company).

· Vesting date – the point from which the employee may exercise the options, having met all of the qualifying requirements
· Exercise date – the point at which the employee exercises the options and purchases the shares at the strike price.

Whilst the treatment of employee stock options does not impact on the overall level of GDP, there is an impact on the measures of compensation of employees and operating surplus of companies, which are important analytical measures in themselves. It is therefore important that national accountants resolve the theoretical and practical issues, and reach agreement on a comparable method of reporting.

Variety of stock options and treatments

There are wide variety of types of employee stock options used, even within a single country. Partly this reflects the rationale for stock options as a tool for motivating staff - for example stock options given to top executives often have a different design to those given to ordinary employees – and partly it reflects business accounting and taxation practices. There are also synthetic stock options (such as “stock appreciation rights”) which mimic the behaviour of stock options, but are not executed through the use of shares, and can therefore be considered as a complex form of bonus.

A Eurostat survey in Europe found a wide diversity of stock option schemes and treatment in the national accounts. Seven out of fifteen respondents record stock options in their accounts, of which five record the stock options as compensation of employees at various points in the life of the options. Some European countries pointed out that the current impact of employee stock options is relatively small (eg. France; see also Le Monde of 4-5 March 2001) but for others the impact is much larger (eg. Finland where stock options reach 1.5% of the total compensation of employees, although they are not recorded as such).

Business Accounting

The debate in national accounts over the treatment of stock options mirrors the debate amongst business accountants. Business accounting standards continue to vary by country, and within countries. In many countries companies have a choice on the method of recording, sometimes subject to minimum reporting standards. Accounting standards setters have been considering the treatment of employee stock options for some years. For example, the US Federal Accounting Standards Board proposed in the mid 1990s that stock options should be treated as costs to the firm, but (following strong opposition from corporations) a weaker form of reporting requirement was set in the place.

The International Accounting Standards Committee (IASC) released a discussion paper (authored by the “G4 plus one”) in 2000 which recommended the recording of stock options at vesting date as an expense for the firm, valued at “fair value” using an option pricing method, with some accrual over the period between grant and vesting date where there is “performance by the other party” in that period. Not surprisingly the release of the paper provoked a lively debate, the conclusions of which are still to become clear.

Whilst it is always useful for national accounting and business accounting to be in line (not least because of the practical advantages for data sources), discussion amongst national accountants in Europe concluded that the treatment of stock options should be based on economic considerations. It is anyway rather unlikely that the international business accounting community will reach a consensus in the near future, judging by the mixed comments delivered on the IASC paper (see:

http://www.iasc.org.uk/cmt/0001.asp?s=100162342&sc={27B45A83-8D98-11D5-BE69-003048110251}&n=2053
for the list of comments).

Precedents in national accounting?

Neither ESA95 nor SNA93 specifically prescribe the treatment of employee stock options in the accounts. SNA93 (para 7.21) describes compensation of employees as:

“the total remuneration, in cash or in kind, payable by an enterprise to an employee in return for work done by the latter during the accounting period.”

SNA93 also sets out the recording basis:

“Compensation of employees is recorded on an accrual basis; i.e., it is measured by the value of the remuneration in cash or in kind which an employee becomes entitled to receive from an employer in respect of work done during the relevant period, whether paid in advance, simultaneously or in arrears of the work itself.” [SNA93 para 7.21]

According to ESA95 (para 4.05) compensation of employees should include any bonus shares distributed to employees and bonuses paid. Bonus shares could be seen as an extreme form of stock options – where the employee receives shares for free instead of having to purchase at the strike price – although stock options present considerably greater complexity. ESA95 (para 4.12a) specifies that “…ad-hoc bonuses or other exceptional payments, 13th month, etc, are recorded when they are due to be paid”, which differs from the regular recording of wages and salaries which should be “recorded in the period when the work is done”.

In the financial accounts, options are classified as part of financial derivatives. The SNA recommends that financial derivatives products are treated as financial assets and liabilities. The IMF provided further clarification of the treatment of financial derivatives in 2000. In particular, accounts compilers are recommended to:

“recognise the exchange of claims and obligations at the inception of a derivative contract as a true financial transaction creating asset and liability positions, that normally have…value equal to the premium if the instrument is an option” and further to “record, in the sectoral balance sheets, outstanding values of financial derivatives at market price”. [IMF Monetary and Financial statistics manual]

A key point of guidance from SNA, which will be discussed later in this paper, relates to the definition of contingent assets:

“Many types of contractual financial arrangements between institutional units do not give rise to unconditional requirements either to make payments or to provide other objects of value; often the arrangements themselves do not have transferable economic value. These arrangements, which are often referred to as contingencies, are not actual current financial assets and should not be recorded in the SNA. The principal characteristic of contingencies is that one or more conditions must be fulfilled before a financial transaction takes place.” [SNA93 para 11.25]

One may therefore conclude that some clues are available in existing accounting guidance, but the recording of employee stock options require further development of these principles.

Stock options from an employee or employer point of view?

As the IMF pointed out in the OECD meeting last year, stock options can be viewed from an employee and an employer point of view.

From the employee perspective, stock options are undoubtedly a form of compensation. Most countries tax stock options as income for the employee (though some allow certain stock option designs to be taxed under capital gains tax) and ask companies to pay social insurance contributions on that “income”. A recent paper by Mehran and Tracy of the National Bureau of Economic Research in the US shows that the surprising slowing of the growth rate in nominal compensation per hour in the US during the late 1990s was at least partly due to the increased use of stock options and their delayed recording in the statistics. This is in contrast to those who have argued, in the face of anecdotal evidence to the contrary, that employee stock options are not used by firms as a replacement for wages and salaries. Since compensation of employees is recorded in the national accounts as a cost to the firm, operating surplus is recorded with a lower value if this perspective is adopted.

From the employer point of view stock options are often seen as “costless”, and a good way of preserving cash flow, hence the attractiveness to start-up companies. There are two ways of exercising stock options – share re-purchase or new share issue. Share repurchases can be seen as a cost to the company in that it must exchange cash for shares at the market rate, only to sell those shares at a below market rate, though in practice the costs may be rather less than this because the company will usually take out a ‘put option’ in the original period when granting or vesting the options to manage the repurchase at minimum cost. New share issue is more difficult (see discussion below) and raises fundamental questions about the relationship between a company and its shareholders.

There is one further important point to consider. Some business accounting commentators try to draw comparisons between the treatment of research and development in the accounts and the recording of stock options. They say that firms are using stock options to finance costs which will not actually realise income until some time later. But if stock options were recorded as compensation of employees, this is little different from ordinary compensation of employees which is spent on development activities. For example, internet start-ups tend to make a loss in their early years even when employees are willing to accept large numbers of stock options in place of wages and salaries in cash. Whilst some may continue to query the treatment of research and development in the national accounts, this does not seem to be linked with the decision for classifying stock options.

An alternative method of recording has been suggested by Statistics Finland – classifying stock options under “other capital transfers”. This has the attraction of leaving compensation of employees and operating surplus unchanged, whilst recognising the impact of stock options on net lending/borrowing. Nevertheless, such a classification sits rather uncomfortably with the definition of “other capital transfers” and the examples provided in SNA93 and ESA95.

Discussion in Europe reached a broad consensus that employee stock options should be recorded as compensation of employees. The implications of this in the accounts are that stock options should be recorded as representing a cost to companies. Where companies (for example in the high technology sector) issue a lot of employee stock options, this would lead to national accounts measures of operating surplus well below reported profits.

Timing of recording stock options

If employee stock options are to be recorded as compensation of employees, a decision needs to be taken on which part of the change in the value of the stock option between grant and exercise date should be treated as income and which part should be treated as holding gains /losses. Timing of recording is crucial for this partition. There are two important requirements to be considered:

1. The SNA and ESA requirements for recording compensation of employees should be met. The SNA93 recommends that compensation of employees should be recorded during the period in which the work is done. This would mean recording employee stock options as compensation of employees whilst the employee is “earning” the right to the income. Arguably this could refer to any one of the three potential points for recording (grant, vesting or exercise date), or indeed could refer to a period between them.

During the discussion in Europe a small number of countries made a case for recording compensation of employees from stock options in each of the accounting periods during the vesting period (between grant and vesting date). This is the period when  an employee is working to satisfy the criteria leading to vesting of the options. A legal case in Denmark (subject to appeal) was described where unvested stock option value across the period was awarded to an employee who had left the company, though Danish stock options tend to be granted on the basis of past performance.

Another way of looking at stock options is that they are in the nature of a bonus payment, that is that they should be recorded when they are “due for payment”. In the case of stock options, ‘due for payment’ could be interpreted as when the employee gains full rights over the financial asset (ie. at vesting).

2. The SNA and ESA rules on recording of financial assets and liabilities should be followed. This means that an asset or liability cannot be recorded whilst it is still contingent unless it is tradable or can be offset on the market:

“Contingent assets are contractual arrangements between institutional units, and between them and the rest of the world, which specify one or more conditions which must be fulfilled before a financial transaction takes place. Examples are guarantees of payment by third parties, letters of credit, lines of credit, underwritten note issuance facilities (NIFs) and many of the derivative instruments. In the system, a contingent asset is a financial asset in cases where the contractual arrangement itself has a market value because it is tradable or can be offset on the market. Otherwise, a contingent asset is not recorded in the system.” [ESA95 para 5.05]
The term “can be offset on the market” has been the subject of some discussion amongst financial accountants in Europe over the past few years.  Eurostat concluded this was unlikely where the stock options are not tradable before vesting, since a financial institution is unlikely to accept a contingent asset as collateral for another financial transaction. Nevertheless, some stock option schemes expressly forbid  the use of stock options in the vesting period as security (for example the Nokia scheme at http://www.nokia.com/investor/terms_conditions_2001.html – see  part I.5), so it is possible that stock options from some “blue chip” companies are generally accepted as collateral by financial institutions.

The two points considered above together present something of a problem in logic for non-tradable stock options. Even if the accruals principle of compensation of employees would be interpreted as spreading the compensation over a period beginning with the grant date, transactions in the non-financial accounts should have counterpart transactions in financial account, and therefore the employee must receive some form of financial asset. Eurostat takes the view that the criteria for recognition of a financial asset should be the determining factor, and therefore that compensation of employees arising from stock options should not be recorded until vesting date, when the employee has met all of the conditions for taking complete ownership of the stock options, or at the date when the options become tradable (if this date is before vesting date).

During discussions in Europe, most countries could agree with recording compensation of employees arising from non-tradable stock options at vesting date as the best theoretical approach. Some though were concerned by the practical difficulties of gathering data, and therefore favoured recording at the point when taxation or other data sources were available (generally upon exercise of the options).

Valuation

If employee stock options are to be recorded as compensation of employees before exercise date, a method must be found to value the options. Where options are tradable, a market price will exist and this will be a suitable valuation basis.

The valuation issues are more difficult when stock options are not tradable. One possible approach is simply to use the prevailing share price – at grant date this would generally mean that stock options are valued at zero (since the strike price of the shares is usually set equal to prevailing market price of the shares), and in future periods the valuation could be zero or positive depending on whether the market price is above or below the strike price. However tradable options by their very nature are worth more than the underlying assets would suggest until the last day of the contract (the possibility of future gains always exists, however unlikely).

The next port of call for valuation is the use of standard option pricing model (whether based on Black-Scholes or binomial pricing methods), which in themselves are very data intensive. However, as Harry Postner pointed out in his paper presented at the last OECD meeting in 2000, employee stock options have a number of features which mean that standard option pricing models are unsuitable for valuation. Three can be seen as particularly important:

i) The potential loss of stock options in the vesting period (for example when an employee leaves the company). This is a problem if recording of stock options in the accounts is made before vesting date, since a proportion of stock options will be cancelled before vesting date.

ii) Non-transferability. Tradable stock options, as pointed out above, usually have a market value above the value that can be calculated by using the prevailing market price of the underlying asset. But if the stock options are non-tradable, the employee can only realise the value linked to the underlying asset. Thus, if employee stock options are all valued using a standard option pricing model before exercise date, employees will tend to make an immediate holding gain/loss when they exercise the options. Research by Huddart and Lang (1996), consistent with anecdotal evidence, shows that employees typically exercise their options shortly after vesting, presumably because they are risk-averse (though top executives are more sophisticated). This means that they lose much of the additional value estimated by the standard stock options pricing models. Recording in the accounts using a standard option pricing model, with no adjustment for non-transferability, would tend to lead to large holding losses being recorded shortly after vesting date.

iii) Stock dilution. Where employee stock options are based on new share issues, there is a dilution effect to be considered on existing shareholders (see below for more detail). Nevertheless one could argue that reasonably efficient markets should factor in the dilution effect by the point of vesting, when it is clearer how many new shares could potentially be issued, and therefore the dilution effect will have worked through to the market price of the underlying shares. This would therefore imply that valuation from vesting date would include the potential dilution impact.

Discussion in the business accounting world has lead some to suggest the use of “minimum value” in place of the ‘option pricing model’ suggested in the G4+1 position paper. The main arguments behind this are that business accountants want to measure the value of the services that are being purchased by the firm, and that they wish to be prudent. The minimum value in the case of employee stock options could be seen as the difference between the strike price and the prevailing market price for the underlying shares, which takes us back to the proposition made earlier. In the extreme, if an employee stock option is non-transferable throughout its life (ie. the employee can only realise its value by exercising), the adjustment for non-transferability could take the valuation back to the difference between strike price and prevailing market price.

If vesting date were adopted as the point to record compensation of employees, one could therefore imagine three different methods of valuation depending on the restrictions on the stock options:

· For stock options which are immediately transferable, the prevailing market price where one exists, or a standard option pricing model.

· For stock options which become transferable later, a modified option pricing model which takes account of the non-transferable period.

· For stock options which never become transferable, the difference between strike price and prevailing market price (ie. assuming that employee is a position to exercise the option on vesting date).

In European discussions, most countries were attracted by the use of market valuation (where a market exists for the options) or by use of stock option pricing models. But discussants wanted to see rather clear rules on how the models would be applied (since variations in the assumptions used can change the valuation significantly), and in particular which adjustments needed to be made for the factors set out above.

New share issues

As mentioned above, the treatment of stock options which are exercised using shares repurchased from the market is more straightforward because the firm incurs a visible cost. However the treatment of stock options which are exercised through new share issues is less clear.

One possible point of view is that the issue of new shares to employees at below market prices is simply a dilution of existing shareholder value. If the shareholders are viewed as separate units from the firm, this implies that employees benefit at the expense of holding losses for existing shareholders, and the stock options are costless to the firm.

In business accounting, shares are recorded in the balance sheet at issue value, with various reserves recorded to ensure that the balance sheet actually balances – this implies that the shareholders are entities separate from the firm, a premise that seems well based in the legal position of joint stock companies in almost all countries. But in the national accounts, it is necessary that any financial asset has an equal and opposite liability in the system, and unallocated “reserves” are not recognised. Hence shares are valued in the national accounts balance sheet of corporations at market value (see SNA para 13.83) which links the “worth” of companies with the fortunes of their shareholders. It is nevertheless important to make clear that changes in valuation due to holding gains/losses between vesting date and exercise date do not appear in income accounts.

The alternative view is that the firm does have an ‘opportunity cost’ because it undertakes a commitment to issue financial instruments (shares) on demand in the future at below market prices. It is this opportunity cost which would then be recognised in the accounts as the firm’s liability in stock options. Whilst the concept of opportunity cost is set out in the SNA system (see para 1.60), it is invoked in the discussion of asset valuation.
This alternative view could also be expressed in terms of a simple rule that “the method of financing should not dictate the way a transaction is recorded in the non-financial accounts”. Why should we treat firms that finance stock options through new share issues differently from those firms which use cash resources to repurchase shares from the market?

Annex 1 contains a worked example to illustrate the recording in the accounts under the interpretation. It is interesting to note that when stock options are recorded as compensation of employees at vesting date, subsequent movements in the value of the stock options are recorded as holding gains/losses for both the employee and the firm – the is the result of the recording of financial assets in the national accounts system described above.

In practice, the dilution effect of stock options will undoubtedly be factored into stock prices well before the stock options are exercised (although research suggests that the adjustment is usually below the full impact predicted by market models). This implies that share prices rise less (or fall more quickly) than they otherwise would have done with no stock options issued, and therefore that valuation of stock options is a dynamic process. As mentioned above, one could even make the assumption that stock markets have factored in the impact on or before vesting date, and therefore that recording of compensation of employees at vesting date automatically takes account of (at least most of) the dilution effect in the valuation.

Stock option repricing

As the strike price of the shares in many employee stock options is some way above market prices of the company shares, and companies are generally not prepared to make cash payments to employees to compensate, companies often turn to re-pricing of options as way of renewing incentives for employees. Repricing rules vary around the world but commonly they must take place in vesting period, and have support of existing shareholders. Re-pricing of stock options is often controversial because it is seen as way of allow employees to make riskless profits whilst shareholder suffer from the falls in the share price.

There is limited information available on the business accounting treatment of options re-pricing. In US business accounting, the effect of repriced options is felt through the income statement at the point of repricing (ie. the re-pricing element is a cost to the company).

There are two ways for a company to undertaking re-pricing of stock options:

a) Cancel existing stock options and replace them with stock options at lower strike price (but not necessarily the same number of options)

b) Change the terms of the existing stock options.

Where stock options can only be re-priced during the vesting period, either operation has no immediate effect on the national accounts when vesting date or exercise date is used as basis for recording. Future estimates of compensation of employees will probably be higher, but this is no different to a movement in the market price of the underlying shares in the vesting period.

But if grant date used as recording basis, then re-pricing activity would require adjustments to the valuation model (potentially a re-estimation of the value of options, then taking off element relating to movements in share price, then revising the accounts for the difference between this and original value). It does not seem sensible or even possible to build in an adjustment to the option pricing model applied at grant date which could take account of potential future re-pricing of the options.

Practicalities

Most countries responding to Eurostat questionnaire said that they recorded employee stock options as compensation of employees, although none of these were able to report the actual amount (the usual explanation being that they are a non-separable part of reported taxable income) The recording date is driven by data sources, which means in most cases by the point at which the options are subject to taxation, though a few European countries have mentioned other sources such as company reports and stock exchange information.

Given that Eurostat is recommending recording at vesting date, when very few if any countries actually tax employee stock options, it is necessary to think about how to convert stock options recorded at grant or exercise date into vesting date. This of course assumes that stock options data can be separated from other income. The difference between valuations at different points, based on a stock options pricing model, is summarised as follows:

Valuation at grant date

+/- Change in the share price

+/- Changes in other factors (interest rate, payout rate etc)

- Unvested options lost

Valuation at vesting date

+/- Change in the share price

+/- Changes in other factors (interest rate, payout rate etc)

Valuation at exercise date

Evidence suggests that the valuations of options can vary substantially between grant and vesting date, so the time of recording is important – one cannot just say that recording at one point is good proxy for another unless grant and vesting date are very close together, which is rare for stock options (three years is very common). It is possible that vesting date and exercise date are rather closer together (given the evidence quoted above that many employees exercise quickly after vesting date). If it is felt that exercise or grant date recording is not a suitable proxy for vesting date recording, two possible strategies exist:

a) ask all companies to report the data at vesting date – this would place a heavy reporting burden on companies, particular those of small and medium size. Nevertheless it is the companies themselves who would be best placed to make the calculations.

b) target certain companies – it may be that most employee stock options are issued by a handful of major companies, and therefore that data can be collected on share prices and proportion of employees leaving before the end of the vesting period, so that the statistical office can make adjustments.

A way forward?

In the interests of harmonisation, Eurostat would like to see all European countries move towards common methods of recording employee stock options, though of course with the flexibility to adjust the recording method according to the design of national employee stock option schemes, as discussed in this paper. In particular, Eurostat would like to see all countries adopt the principle that stock options are recorded as compensation of employees.

Eurostat is considering, as a first step, three short term tasks for EU member states and candidate countries:

a) Investigate data sources available for stock options including from taxation records. In the case of taxation records, attempt to isolate stock options from other income.

b) Include employee stock options within compensation of employees and provide a memorandum item to the accounts, which should be monitored over time (since stock options are rare in some countries in Europe, but this could change in the future and impact on growth rates of compensation of employee), 

c) ensure that clear information is given to users of the accounts on treatment of employee stock options (perhaps through a methodological note).

This issue will be further discussed at a forthcoming meeting of the EU’s “National Accounts Working Party”. The input and suggestions of OECD member countries on the issues covered in this paper is very much welcomed at this time.

Annex 1 – Worked example of stock options

Assume that company B grants 100 of stock options to an employee (A) at the beginning of the year 1999. The strike price of the shares under these options is €5 (which is also the market price of the shares at time of granting), and the options vest at the beginning of the year 2000. The options are not tradable before that date, but can then be exercised at any point during the years 2000 or 2001. Employee A is also free to sell his options to a third party after the vesting date.

At the beginning of 2000, the company shares are worth €8. However the prevailing market price for the options (ie. the price that third parties are willing to pay for the options) at that point in time is €4. This means that the market price includes a premium of €1 above the difference between the market price of the company shares (€8) and the strike price (€5).

Employee A decides to exercise his stock options at the beginning of 2001, when the market price for the shares is €12 (assume there is no premium offered by third parties, so that the market price of the option is €7). Company B issues 100 new shares, which it uses to meet the stock options obligation. Employee A purchases the shares with cash for €5 each and then immediately sells the shares to a third party (C) for the market price of €12.

There are no entries to be recorded in the accounts for 1999. The accounts below shows the entries for 2000 and 2001.

Vesting of options

Company B (year 2000)

Generation of income account

Uses
Resources

D1 Compensation of employees  +400








Financial Account

Changes in assets
Changes in liabilities


AF.34 Financial Derivatives            +400







Revaluation Account

Changes in assets
Changes in liabilities


AF.34  Financial Derivatives         +300







Employee A (2000)

Allocation of primary income account

Uses
Resources


D1 Compensation of employees     +400







Financial Account

Changes in assets
Changes in liabilities

AF.34 Financial Derivatives          +400








Revaluation Account

Changes in assets
Changes in liabilities

AF.34  Financial Derivatives         +300








Exercise of options

Company B (year 2001)

Financial Account

Changes in assets
Changes in liabilities

AF.2 Currency and Deposits         +500
AF.34  Financial Derivatives          -700


AF.5 Shares                                    +1200




Employee A (year 2001)

Financial Account

Changes in assets
Changes in liabilities

AF.2 Currency and Deposits          -500


AF.34  Financial Derivatives         -700


AF.5 Shares                                 +1200


Sale of shares to company C

Employee A (year 2001)

Financial Account

Changes in assets
Changes in liabilities

AF.2 Currency and Deposits       +1200


AF.5 Shares                                  -1200





Company C (year 2001)

Financial Account

Changes in assets
Changes in liabilities

AF.2 Currency and Deposits        -1200


AF.5 Shares                                 +1200
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