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It doesn't take much prompting for people in the high-tech industry to let you know how they really feel about stock options and mandatory stock option expensing. This issue has triggered the kind of passionate response accounting requirements rarely get outside of CPA circles. 

"Anybody you talk to in the technology world would clearly acknowledge that stock options have played a very important role in the development of some of the most successful technology companies that exist today," says Raman Chitkara, a partner with PricewaterhouseCoopers in San Jose and global leader of the firm's Semiconductor Practice. "Therefore it is not surprising that the changes in the stock options accounting rules have been looked upon negatively in the technology world. In most situations, the existing accounting rules on stock options result in no P&L charge if options are properly structured. The FASB's [Financial Accounting Standards Board] view reflected in its final standard, SFAS 123R, issued in December 2004, is that stock options are a form of compensation and should be recorded in the income statement in a manner similar to cash compensation." 

Historically, technology companies have been very generous in granting stock options to almost all employees to motivate and align the shareholder interests with employees' interests. Accordingly, there is a genuine concern that if the stock options expense is considered like a cash charge by investors, it would result in reduction of the employee population that receives the awards and the size of the awards will shrink. That in turn could slow the innovation and make the U.S. less competitive in the technology world. 

Chitkara points to several factors that have coincided and not only renewed attention to this issue, but could also be part of the perfect storm that strikes this lightening rod its final blow. They include:
· Timing. In the post-Worldcom/Enron world, U.S. accounting standards are under critical scrutiny. 
· In 2003, the International Accounting Standards Board (IASB), which had been seeing the proliferation of stock options outside the U.S., issued a draft of its accounting standard that requires stock option expensing. For IASB, it just so happened that the timing for their stock compensation project coincided with the post-Worldcom/Enron environment.
· FASB has the goal of working more cooperatively with IASB in making sure that there is unification of accounting standards. 

"These factors gave FASB the opportunity to try to change accounting for stock compensation, which they previously tried to do in 1994 but backed off under pressure from Congress," says Chitkara. A situation to which Federal Reserve Chairman, Alan Greenspan, appears to allude to in his remarks at the 2002 Financial Markets Conference of the Federal Reserve Bank of Atlanta:

"With an accounting system that is, or should be, measuring the success or failure of individual corporate strategies, the evolution of accounting rules is essential as the nature of our economy changes," said Greenspan. "As the measurement needs change, rules must change with them. This does not lend itself to hard-wired legislation, which makes flexibility of rule-making difficult. We would be best served, in my judgment, by leaving issues such as option grant expense to regulatory bodies and the private sector."

Now, a recent SEC rule has delayed the date by which companies must adopt FASB's final standard requiring expensing of stock options.

"All public companies would have been required to adopt the new rules beginning after June 15, 2005. However, with the SEC's order, in some cases public companies have a few more quarters before they start expensing options, as the new rules will be applicable to them for fiscal years beginning after June 15, 2005," explains Chitkara. "For private companies, the new rules go into effect for fiscal years beginning after December 15, 2005. For calendar-year companies that would mean 2006. Basically, all technology companies and venture-backed technology companies are going to be affected. While private companies will have to take a charge just like public companies, the charge is going to be much less than for public companies because the value of the pre-public stock is generally lower compared to the value of public company stock. Additionally, since pre-IPO start up companies are generally in a product development mode with no income and do not have the stress to report to Wall Street quarterly numbers, they can absorb that charge more easily than a public company." 

According to PricewaterhouseCoopers' analysis of 87 technology companies, net income would have been lowered by 31 percent in 2001 and 20 percent in 2002, if they had been expensing stock options.

In his 2002 remarks, Greenspan said: "…The seemingly narrow accounting matter of option expensing is, in fact, critically important for the accurate representation of corporate performance [which, in turn,] is central to the functioning of free-market capitalism—the system that has brought such a high level of prosperity to our country."

In principle, it's hard to argue with rules affecting the fate of free-market capitalism. Yet, it would be a mistake to underestimate the heavy hitting coalition called SaveStockOptions.org, whose membership includes NASDAQ in addition to other individuals, trade associations, and companies that it says represents "many of the 14 million Americans holding stock options who are against the mandatory expensing of those stock options."

Mark Heesen, president of the National Venture Capital Association, a coalition member that represents over 450 venture capital and private equity organizations, observes: "This was a standard that was clearly aimed at publicly traded entities—but it will significantly impact small, emerging growth companies that have relied on employee stock options for decades. These small private companies use options to attract talent at a time when their human capital needs are high, but their cash flow is low. The FASB standard places a very heavy burden on these organizations' financial statements and on their resources without increasing the reliability or comparability of their financials. Consequently, many will be forced to abandon or seriously curtail their options programs. This has tremendous economic implications as well. Stock options have been a driving force in almost every venture-backed company for the last 30 years. These companies have grown to represent more than 10 percent of U.S. jobs and revenues. This point was raised again and again to the FASB as they went through their rulemaking process. We are hopeful that the SEC, the FASB, and if necessary, the Congress, will address the challenges of private companies through further interpretation and guidance."

Eric Jensen, head of the Corporate Securities group of Cooley Godward LLP in Palo Alto, sees the need for consistent rules that do not undermine the benefit of options. 

"I think the general perception of public company executives is that analysts will ignore these charges," reflects Jensen. From the venture capitalists that fund early-stage companies, he hears the comment: "Just give us consistent rules, even if onerous, at least we can incorporate them into our analysis and deal with them consistently across a variety of companies." In his view, "for private companies, low-priced options are too important a motivational tool to change just because of an accounting charge. But, if the new deferred comp rules create employee tax rules because of low-priced options that would be a serious issue." 

U.S.-based early-stage investor, Chuck Robel, a partner and Chief of Operations at Hummer Winblad Venture Partners, notes that the impact to an early-stage company is certainly much less than if it were a big public company where options have a more demonstrable value and big impact. He prefers to focus on other issues. 

"The fact is we're not going to change our behavior," says Robel. "We're going to put equity rights into the hands of the key people in the company, and if they are compensatory so be it. The world has very much gotten itself to where it understands GAAP earnings, pro forma earnings—taking out the non-cash impact of stock options. The world is smart enough to figure out what the real cash flow earnings of the companies are and will value the companies accordingly. Is it more work? Is it a distraction? Does it make earnings look less on face value? Yes, all of the above. In the end, I think those are tactical implications at best, not strategic."

"On the other hand," he observes, "the dilution issue at the public company level has not had enough focus. More companies, including Microsoft, have moved and are moving toward giving out smaller amounts of restricted stock and have gotten away from broad-based stock option plans. This change is less because it was going to result in a future P&L effect, and more because it was having a significant dilutive effect on shares outstanding and they needed to find a more logical way to manage that issue. They have realized that whether or not stock options are expensed, the more fundamental business question is: The bigger we get, how can we drive motivation and behavior in a more measured way that makes sense?"

It remains to be seen if public companies will sizably reduce the amount of stock option grants and whether stock options will move away from the masses to executive suites. However, if that happens, pre-IPO start-up companies could become the employer of choice for employees interested in rich stock option rewards. One thing is for sure: the new standard is just one more thing for public companies already aware that times have changed. 
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