                                              STOCK OPTIONS

A stock option is a way to pay and motivate employees by giving them an equity interest such as stock that increases in value based on the future performance of the company. According to SFAS 123 (revised 2004), the method of recognizing the cost of compensation under a stock option plan is the fair value method . 

Under the previous intrinsic value method, compensation was measured by the excess of the market price of the stock over the exercise price at the date of grant. When the market price equals or is lower than the exercise price (which was almost always the case), there was no compensation cost. The FASB required a company using APB5 to disclose in the notes the pro forma net income and earnings per share amounts as if it had used the fair value method.

Using the fair value method, compensation cost is computed based on the fair value of the options on the date of grant. Fair value is estimated using an option pricing model (e.g., Black-Scholes). No adjustments are made after the grant date in response to subsequent changes in the stock price. Compensation expense is recognized in the periods in which the employees perform the services.

To illustrate the accounting for a stock option plan, assume that a company grants 2 executives options to purchase 6,000 shares each of the company’s $1 par value common stock. The option (exercise) price per share is $30 and the market price of the stock at the date of grant is $40 per share. The service  period is 3 years.  Assume that the fair value option pricing model determines total compensation expense to be $180,000.  Under the fair value method, compensation expense for the first year is $180,000 x 1/3 = $60,000. When the options are exercised, the company receives  12,000 x $30 = $360,000.

A company may issue stock options with the option price or number of shares dependent on some measure of performance such as income, earnings per share, or return on equity. In these cases, the compensation cost is estimated each period until both the option price and number of shares are known.

For stock options, the executive must pay for the stock being purchased. With stock appreciation rights, the executive receives either the stock as with a stock option or cash for the difference between the market price on the date of exercise and the specified exercise price.

Noncompensatory plans are not designed to compensate employees but to obtain equity capital or induce widespread ownership among the employees. Features of these plans are substantially all full-time employees may participate on an equitable basis, the discount from the market price is small, and there is no substantive option feature. There is no compensation expense for these plans.

