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I. Summary

1. Since the discussion of employee stock options (ESOs) at the last OECD National Accounts experts meeting in October 2001, ESOs seem rarely to have been out of the news. The fall-out from the Enron affair and other accounting concerns have led to renewed pressure for the expensing of stock options, notably from the International Accounting Standards Board (IASB), which will release details of a new standard this autumn. Many large corporations have decided voluntarily to expense ESOs in their accounts. At the same time there is speculation that stock options will become less important, not least because of the collapse of share prices and the reduced incentive for businesses to release “broad-based” ESOs to their staff.

2. Taking into account likely developments in business accounting and the results of investigations by a number of countries, Eurostat proposes the following approach to the treatment of ESOs in the national accounts:

· Transaction: Compensation of employees.

· Timing: Vesting Date (with possibility of spreading between grant and vesting date).

· Valuation: Market price, or the best approximation to market price.

· Financial Accounts: ESOs as financial derivatives.

3. There should be no difference in recording of ESOs exercised through existing shares or the issue of new shares.

4. Eurostat further proposes that business accounts and business surveys should become the principle sources of data on ESOs, and recommends that the statistical community urge business accounts standards setters to ensure that ESOs are separately identified in accounting plans. In the short term, over the next two years, Eurostat can see little prospect of major improvements in data sources and suggests that countries inform users of the implications of current recording practices.

II. ESOs in business accounts

5. Until the spring of 2002 it seemed that the work on business accounting of ESOs was proceeding quite slowly. However, following the various corporate accounting scandals in the US and elsewhere, pressure grew for business accounting reforms, including the expensing of stock options.

6. The first sign of this move was the IASB’s recommendation in its July 2002 meeting that stock options should be expensed, setting a timetable for this autumn to produce proposals. The IASB’s summary minutes said the following:

“The Board tentatively concluded:

· The IFRS (International Financial Reporting Standard) should require a fair value measurement method to be applied to all types of share-based payment transactions, including all types of employee share-based payment.

· Therefore, the IFRS should not follow the same approach as US accounting requirements. In other words, entities should not be permitted a choice between a fair value measurement method and an intrinsic value measurement method, and should not be permitted a choice between recognition and disclosure of expenses arising from employee share-based payment transactions”
7. Whilst we await the recommendations of the IASB, it is likely that they will follow the principles established in its discussion document issued last year, namely:

· Recording at vesting date, but a distribution of the value between grant date and vesting date if performance of the receiving party is undertaken during this period.

· Valuation at fair value should be at market value or, if no market value is available, using a reasonable option pricing model (though there was no intention to specify the model exactly).

8. The US Financial Accounting Standards Board (FASB) has welcomed the IASB’s decision to expense ESOs, and some large multinational companies have already indicated that they will expense stock options in their next financial statements. These companies are often major issuers of stock options in their countries of operation outside the US. The FASB and IASB met jointly on 18 September 2002, but at the time of writing no minutes had been issued.

9. The existing US accounting standards (and indeed the Canadian accounting standards) are not exactly in line with the principles established in the IASB’s previous discussion document, so one could expect a significant degree of discussion at international level once the IASB issues its proposals.

III. Discussion at the 2001 OECD meeting

10. Eurostat’s paper for the 2001 OECD meeting (STD/NA(2001)7) set out the following theoretical proposal for the recording of ESOs:

· Classification as compensation of employees.

· Recording at vesting date, or when the ESOs become tradable if before vesting.

· Valuation at market price, or using a suitable option pricing model.

· Parallel treatment in the financial accounts, with ESOs recorded as financial derivatives.

11. During discussion, there was almost universal support for the recording of ESOs as compensation of employees, and using a market price valuation (or model approximating one). There was some debate about timing – many countries could agree with vesting date in theory, but noted that exercise date was the best practical approach for existing data sources. There was support from some speakers for spreading the ESOs over the period between grant date and vesting date. Whilst some countries had a concern with the potential volatility of ESOs if included in compensation of employees, others noted that some other items included in compensation of employees (such as bonuses) are also volatile.

IV. Views of European countries

12. Eurostat set European countries three tasks for 2002 relating to ESOs:

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).

13. In order to follow up this work, Eurostat distributed a questionnaire (annex 2) to members of the European National Accounts Working Group. 15 countries answered the questionnaire, wholly or partly. The table in annex 1 details the responses for EEA countries. Unfortunately it appears that many countries have undertaken little or no further work on ESOs, perhaps understandably given plunging stock markets, which left many options “under water” (with market price of the underlying shares well below strike price).

14. The most common source of ESO data available at present is tax records, though a limited number of countries have another potential source, and valuation is made at exercise date (thereby using strike-share
 valuation) in over half of respondents. Only France and Finland have separable ESO data from their sources, with the UK having data for some schemes and Norway expecting data from 2002 onwards. Six countries have ongoing, or scheduled future, projects to look at ESO data sources. Only Finland has issued methodological guidance on ESOs.

15. As regards business accounting developments, some countries reported a positive response of their national accounting standards authorities to the IASB statement, though many are still considering the implications. Some companies may quickly adopt expensing of ESOs, but most countries pointed out that International Accounting Standards will only be widely introduced in two to three years. Many countries thought that a change in business accounting could or would lead to a new data source for ESOs. Some commented however that the business accounts might not necessarily shows ESOs separately, and others commented that they would have to ask for data in business surveys because they do not use business accounting data directly.

16. For recording of ESOs in the accounts:

· Compensation of employees was favoured as the transaction by 10 countries, with Finland preferring holding gains and property income.

· 7 countries preferred vesting date recording, though 2 countries would like to see recording when the ESOs are tradable even if before vesting. A further 3 countries thought vesting was preferable in theory, but selected exercise date recording in practice. Only Spain could see a theoretical argument for recording at exercise date (though could also see the merits of vesting date).

· 6 countries supported using the market price of the option in theory, though 3 countries thought that strike-share recording would inevitably be used in practice. Germany and Spain supported the use of strike-share recording on theoretical grounds.

· 8 countries supported recording ESOs as financial derivatives in the financial accounts. Spain was undecided.

· No country thought that the way in which the ESOs are exercised (whether by existing or new shares) should have any impact on the method of recording in the accounts.

17. Three candidate countries (Poland, Slovenia and the Slovak Republic) replied to the questionnaire. The answers were rather similar – ESOs are at present very minor in these countries, but they may grow in importance in the future. Slovenia noted that their business accounting scheme generally follows international standards, so it is likely that any new IASB standard on ESOs would be adopted.

18. Another interesting recent development is the report of a study by the European Commission (DG Enterpise) into the treatment of ESOs in the EU15 and the US. The reports can be found at: http://europa.eu.int/comm/enterprise/entrepreneurship/support_measures/taxation/work-com.htm

V. Eurostat’s proposal re-considered

19. Given the results of the questionnaire, and developments in business accounting, Eurostat feels that the proposals put forward last year can broadly be preserved.

20. On classification of the ESO transaction, Eurostat continues to support recording as compensation of employees. This may introduce more volatility into the compensation of employee series, but this can be explained to users through the provision of a breakdown showing ESOs (and perhaps bonuses). If business accounting moves to expense ESOs, this will prevent a  widening gap between company profits and the national accounts operating surplus measures.

21. For timing of the ESO transaction, Eurostat continues to favour vesting date recording. This is consistent with the definition of contingent assets in the system. However there may be a case for spreading the compensation from ESOs retrospectively over the grant to vesting period, using the valuation at vesting date (as in the IASB discussion paper). The major difficulty with this is that this could introduce revisions back into the time series for up to four years; the same problem with no doubt occur in business accounting and it will be interesting to see how this is resolved. Eurostat would like to see ESOs recognised in the accounts when they become tradable (if this is before vesting), but in practice this is likely to be impossible, so vesting date should be taken as the operational date for all ESOs.

22. For valuation of the ESO transaction, Eurostat had been proposing a market price, or estimate of market price, approach based on the fundamental principle in the SNA/ESA system. Germany has raised an objection to this recording method and advocated using strike-share valuation at vesting date, on the grounds that any market price (or estimated market price) would include an element of expected holding gains which would arise after the ESO had vested (and therefore should be recorded as holding gains of the employee). However, Eurostat believes that this view does not accord with the ESO having a value at vesting which is being exchanged for labour services; as with any other asset, this may include an expectation of future gains. Therefore Eurostat continues to support the use of a market price (or best estimate thereof) to value ESOs. There is only one situation where strike-share price valuation could be appropriate, and this is when ESOs do not become tradable immediately upon vesting; however identifying and adjusting for this case in practice is likely to be extremely difficult.

23. There has been some discussion about the way in which the ESO is exercised. Some businesses argue that the issue of new shares to back ESOs is somehow cost-less for the firm. However, the view of European statistical offices is unanimous – the source of the shares for exercising ESOs should have no impact on recording in the national accounts. There are some interesting follow-up questions here, linked to the treatment of new share issues and treasury stock of shares in the national accounts, which will need to be considered.

VI. Data sources

24. The introduction of an IASB standard for expensing stock options, if broadly along the lines suggested in its previous discussion document, could lead to new data sources from business accounts or business surveys. In the EU, a recent Council Regulation (1606/2002) stipulated that publicly traded companies should present their accounts from 2005 onwards in accordance with international accounting standards. It is fair to assume that accession countries will quickly adopt the same standards. This will ensure that stock options are treated consistently in source data, though not necessarily provide complete or separate data:

· there is no guarantee that, even if stock options are expensed in business accounts, they will be available as a separate item in the ‘plan of accounts’. It is possible that ESOs could be included in a note to the accounts. Therefore, in order to obtain a separate source of data, representation should be made to the accounting authorities to include this item separately in the plan of accounts. No doubt this will part of a wider negotiation of revised accounting plans.

· for those countries relying on business surveys to collect data, rather than accounting data, at a minimum one would need to add guidance on the treatment of ESOs. For separate data on ESOs, a new question will be required, with the accompanying discussion of reporting burdens.

· the European legislation requires only publicly traded companies to adopt international accounting standards. Thus, smaller companies, which could also offer stock options to their staff (though the volume may be much smaller than for traded companies) could escape the requirements, unless national authorities choose to extend the application of the international accounting standards (as is their right under the European legislation).

25. Even if the new IASB standards lead to suitable data sources, in the next two to three years countries will probably have to use largely existing sources for measuring stock options. There may be some scope for extending sources – a few EU countries have indicated that they will have access to better information in the near future, or have a project in place on this subject. One further possible data source not mentioned by the questionnaire respondents is to use earnings and labour cost surveys; in Europe, the labour statisticians have been closely following the national accounts debate on stock options, and appear to be open to the idea of using any agreed national accounts definitions in their surveys.

26. Given the likely continuing poor quality of ESO source data, whilst the national accounting community can make a decision on the theoretically correct approach to ESOs, the continuing recording process, at least for the next two to three years, is likely to be the “default” option driven by data sources (that is, for most countries, inclusion of ESOs in compensation of employees at the date and valuation of tax records). Whilst most stock options remain underwater, this is perhaps not so important. However if there is a sustained pick-up in stock markets, and companies continue to use stock options as a compensation tool, it will be necessary to point out to national accounts users the consequences of the recording approach adopted.

Annex 1:  Summary of responses by EEA countries to the Eurostat questionnaire


B
DK
D
E
F
IRL

1. Sources?
Tax; Business surveys
Tax
Tax
Tax; Stk Exch
Business Surveys
Tax; limited for Stk Exch

1. Timing?
Grant
Exercise
Exercise
Exercise
Grant
Exercise

1. Valuation?
Market
Strike-Share
Strike-Share
Strike-Share
Not known
Strike-Share

2. Separate ESO data?
Possibly from fiscal data; yes from labour cost survey
No
No
No
Yes
Potentially, yes.

3. Ongoing projects?
Yes in future
No
No
No
No
Yes

4. Guidance published?
No
No
No
No
No
No

5. Memorandum series?
No
No
No
No
No
No

6. Estimated impact of ESOs?
No
No
No
No
No
No

7. Agree with IASB?
Do not oppose
Not known
Yes, broadly
No, only for multi-national
No official position yet
Not known

8. Adoption by businesses?
Slowly
Not known
Unknown
2003?
Not known
Not known

9. Possible data source?
Yes
Yes, through business survey
Yes, in business survey, but maybe not separable
Yes
Yes
Perhaps, through tax records

10. Transaction?
Compensation of employees
Compensation
Compensation
Compensation
No view
Compensation

10. Timing?
Vesting
Vesting
Vesting
Vesting or Exercise
No view
Exercise in practice; vesting in theory

10. Valuation?
No response
Market/Model
Strike-Share
Strike-Share
No view
Market if available; otherwise strike-share

10. Financial Accounts?
Fin Deriv
Fin Deriv
Fin Deriv
Not decided
No view
Fin Deriv

11. Impact of source of shares?
No
No
No
No
No response
No


I
NL
A
P
FIN
UK
N

1. Sources?
No
Not Known
Tax
Regulatory
Tax; Stk Exch; business surveys
Tax
Tax

1. Timing?
N/A
Not known
Exercise
Not known
Exercise
Vesting
Exercise

1. Valuation?
N/A
Not Known
Market price
Not known
Strike-Share; market for stock exchange
Strike-Share
Strike-Share

2. Separate ESO data?
No
Not known
No
Possibly
Yes
For some schemes
Yes, from 2002

3. Ongoing projects?
Yes
Yes, in 2003
Not yet
Yes
Yes
No
No

4. Guidance published?
No
No
No
No
Yes
No
No

5. Memorandum series?
No
No
No
No
No response.
No
No

6. Estimated impact of ESOs?
No
No
No
No
Yes
No
No

7. Agree with IASB?
Unknown
Yes, but reservation
Unknown
Not known
No
Yes
Yes

8. Adoption by businesses?
Unknown
Probably 2004
Unknown
Not known
2005 onwards 
Quickly
From 2005

9. Possible data source?
Unknown
Yes, through business survey
Unknown
Not known
Yes.
No – delay; no Co. Accts used in UK.
Possibly

10. Transaction?
Compensation
Compensation
Compensation
No response
Holding Gains; property income
Compensation
Compensation 

10. Timing?
Vesting, or when tradable
Vesting , or when tradable
No response
No response
Vesting in theory; Exercise in practice
Vesting
Exercise

10. Valuation?
Market price
Market price
No response
No response
Market price; Strike-Share in practice
Strike-Share
Market in theory; Strike-Share in practice

10. Financial Accounts?
Fin Deriv
Fin Deriv
No response
No response
Fin Deriv
Fin Deriv
No response

11. Impact of source of shares?
No
No
No
No response
No
No
No

Annex 2:  Questionnaire on experiences with employee stock options

Please send the completed return to John.Verrinder@cec.eu.int by 11 September 2002

The National Accounts Working Group discussed employee stock options in its meetings of 5-6 December 2001 and 25 February 2002 (see document CN 498e). Members of the group agreed to investigate data sources for employee stock options (henceforth “ESOs”), inform users, and keep in contact with business accountants. Eurostat agreed to circulate a questionnaire to collect experiences.

Please discuss the questionnaire with your financial accounts colleagues, to reach a common view in your office.

Data sources

1. Which data sources have you discovered for ESOs in your country, and how are they recorded?

Sources
Timing
Valuation

Tax information



Stock Exchange Data



Business Accounts



Business Surveys



Academic Studies



Other (please specify)



Timing: Choose between ‘grant’, ‘vesting’, ‘exercise’, or ‘spread over time’.

Valuation: Choose between ‘market price’, ‘Strike-Share price’
, or ‘option pricing model’.
2. Please describe briefly if, and how, you managed to obtain separate data for ESOs from these sources.

3. Do you have any ongoing projects to identify new data sources for ESOs? If you do, please provide a brief description.

Educating Users

4. Have you published any methodological guidance for users on the treatment of ESOs in the national and/or financial accounts?

If you have, please attach a copy of the guidance to the questionnaire (or fax to +352 4301 33029).

Memorandum series

5. Have you produced a memorandum series for ESOs in the national or financial accounts?

6. Have you estimated the impact of ESOs, but not published the series?

If the response to either of the above is “yes”, please provide the appropriate data for ESOs in the table below:

1996
1997
1998
1999
2000
2001








Please specify currency used:

Business Accounting

The International Accounting Standards Board (IASB) decided on 16 July 2002 that ESOs should be expensed in the business accounts, though the final accounting standard will not be finalised until later in the year. In light of this:

7. Does your national business accounting authority agree with the IASB position?

8. How quickly might companies in your country start to adopt the new standard?

9. If ESOs are identified in company accounts, will this lead to a data source for the national accounts?

Method of recording

10. In light of your experience over the last months, please give your preferences for recording ESOs (tick your preference/s each time):

Transaction:
Compensation of employees



Capital transfer



Holding gains



Other (please specify)

Timing:
Grant Date



Vesting Date



Exercise Date



Spread over time (please specify)



When they become tradable

Valuation:
Market price (if available)



Strike – Share price



Option pricing model



Other (please specify)

Financial Accounts:
As financial derivatives






As other accounts receivable






As other category (please specify)

11. Is your view above influenced by whether the stock options are exercised using existing shares (from companies treasury stock or re-purchased from the market) or new shares?

12. Are there any other comments you would like to make on ESOs?

Thank you for completing this questionnaire

�	The difference between the strike price of the options and the prevailing market price of the underlying shares. This is the automatic valuation basis if exercise date is chosen as the point of recording.


� This means that you simply take the difference between the strike price of the options, and the prevailing market price of the underlying shares at that point in time.
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