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SEC DELAYS IMPLEMENTATION OF MANDATORY
EXPENSING OF OPTIONS

The Securities and Exchange Commission (SEC) has delayed the compliance dates for the accounting
statement that requires the expensing of employee stock options. Under the SEC’s revised compliance dates,
most public companies will be required to comply with the statement, the Financial Accounting Standards
Board’s (FASB) Statement of Financial Accounting Standards No. 123 (revised 2004), Share-Based Payment
(Statement 123R), in the first quarter of their first fiscal year beginning after June 15, 2005.

Revised Compliance Dates

The FASB adopted Statement 123R in December 2004. As initially adopted, public companies were generally
required to adopt Statement 123R in their first interim or annual reporting period beginning after June 15,
2005. Accordingly, companies could have been required to adopt Statement 123R in the middle of their fiscal
year. Under the SEC’s revised compliance schedule, however, public companies are not required to adopt
Statement 123R until their next fiscal year that begins after June 15, 2005 (specifically, Statement 123R
would be required to be adopted for the first interim or annual reporting period in that fiscal year). For
calendar year-end companies, the delay means that adoption of Statement 123R will be required in the first
quarter of fiscal 2006 rather than the third quarter of fiscal 2005. Small business issuers are required to adopt
Statement 123R in the first interim or annual reporting period of their first fiscal year beginning after
December 15, 2005. Companies are encouraged, but not required, to comply with Statement 123R before the
mandated compliance date.

Statement 123R, as adopted by FASB, requires nonpublic companies to comply as of the beginning of the
first reporting period that begins after December 15, 2005. The delay adopted by the SEC does not affect this
compliance schedule.

The SEC, in its release adopting the delay, stated that, as a result of feedback from public companies, industry
groups, and public accounting firms, it was concerned that initial implementation of Statement 123R in a
period other than the first quarter of a fiscal year could make compliance complicated, since public companies
would be required to change their accounting systems in the middle of their fiscal year. Consequently,
auditors’ audit, review, and attest procedures would be less consistent within a single fiscal year. In addition,
because companies are not required to restate prior financial results upon adoption of Statement 123R,
adoption of Statement 123R in the middle of a fiscal year may make comparisons with prior periods more
difficult for investors.
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Statement 123R

Statement 123R requires companies to recognize the cost of employee services received in exchange for stock
options based on the fair value of those options as of their grant date (the fair value method of determining the
expense associated with the options). Such cost is to be recognized over the period during which an employee
is required to provide services in exchange for the award (usually the vesting period). Statement 123R
supersedes a previous FASB statement addressing the accounting for stock options. Under the previous FASB
statement, companies were required to expense equity-based employee compensation, such as stock options,
but were permitted to use either of two methods — the fair value method or the intrinsic value method — to
determine the value of the compensation to be expensed. Under the intrinsic value method, which a company
will no longer be permitted to use after it adopts Statement 123R, options issued with an exercise price equal
to the fair market value of the underlying stock at the date of grant would not require the issuing company to
recognize any compensation expense.

Statement 123R applies to awards granted, modified, repurchased, or canceled after the required effective
date.

The FASB stated that requiring recognition of compensation costs based on the fair value method will help
users of financial statements better understand the amount of employee services paid for through equity
instruments such as stock options. By requiring the recognition of the cost of such services, the financial
statements should better reflect their economic effect. In addition, by eliminating the ability to account for
similar transactions by different methods, the FASB hoped to simplify generally accepted accounting
principles and improve the comparability of companies’ financial statements. The changes made by Statement
123R are similar to recent changes in international accounting standards.

Under Statement 123R, companies will also be required to estimate the number of options for which the
requisite service is expected to be rendered (i.e., they must continue to estimate the number of options that
will be forfeited). Previously, companies could account for forfeitures as they occurred. This means that
performance-based vested awards, which would no longer be treated as variable awards, will have their
compensation cost measured at the grant date with adjustments made each period based on a current estimate
of the number of options that will vest.

Certain employee stock purchase plans will also be required to be expensed under Statement 123R. After
adopting Statement 123R, a company will be required to recognize compensation costs associated with such a
plan unless the plan satisfies certain conditions, including that there be no more than a 5 percent discount on
the stock purchased and that the purchase price be based on the fair market value on the purchase date (that is,
there be no “look-back” feature). Any compensation expense required to be recognized with respect to an
employee stock purchase plan would be based on the amount of the discount and the fair value of any look-
back.

Statement 123R requires nonpublic companies to measure the cost of employee services paid for through
equity awards by use of the fair value method. However, the statement provides that if it is not possible to
estimate the fair value of stock options because it is not practicable to measure the volatility of the issuing
company’s share price, a nonpublic company may use a measure of volatility based on the historic volatility
of an appropriate industry sector.
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Statement 123R clarified accounting for awards classified as liabilities rather than equity instruments. These
are instruments, such as stock appreciation rights, that require settlement by transfer of cash or other assets.
Like equity instruments, a public company would be required to recognize the cost of the services received in
exchange for the award by measuring the fair value of the instrument. However, such companies would be
required to record changes in such fair value at each reporting date throughout the period during which the
employee is required to provide service in exchange for the award.

Another change under Statement 123R is that companies must account for incremental compensation cost of a
modification of the terms of an option by comparing the fair value of the modified option with the fair value
of the option immediately before the modification. This incremental cost would be recognized over the
remaining vesting period. Statement 123R also clarifies guidance on methods of measuring fair value,
including which valuation models should be used, such as the Block-Scholes formula or a binomial model.

Implications

Expensing of options has been on the horizon for some time now, and the delay adopted by the SEC pushes it
off by another six months for most calendar year-end public companies. Companies that have not done so
already — especially companies that make heavy use of employee stock options and similar compensation
strategies — may want to use the additional period before compliance is required to assess how Statement
123R affects them.

Financial and accounting personnel should be ready to comply with the new requirements. The rules will
require the use of assumptions and estimates regarding future events, and the use of possibly complicated
valuation models. These items are likely to be different than those required for use in financial statement

footnotes under the previous requirements.

As part of their assessment, companies should also review the types of equity compensation they award and
whether alternative types of compensation will be more advantageous under Statement 123R. For example,
companies may wish to reduce the fair value of the options they grant by reducing the term of the options.
Also, performance-based vesting awards will likely be more attractive, due to the elimination of variable
accounting. Companies should ensure that their equity compensation plans are sufficiently flexible to grant
any desired alternative forms of compensation.

Finally, companies may want to review whether their employee stock purchase plans remain advantageous if
costs are required to be expenses. Alternatively, companies could review modifying their plan to meet the
conditions necessary to avoid expensing.

For Further Information

If you have any questions about the information in this Alert, please contact one of the members of the
Duane Morris Securities Practice Group listed below or the lawyer in the firm with whom you are regularly
in contact.

© DUANE MORRIS LLP 2005

This alert is for general information only and does not include full legal analysis of the matters presented. It should not be construed or relied upon as
legal advice or legal opinion on any specific facts or circumstances. The description of the results of any specific case or transaction contained herein
does not mean or suggest that similar results can or could be obtained in any other matter. Each legal matter should be considered to be unique and
subject to varying results. Links to resources on the Internet other than duanemorris.com are offered merely as a convenience to our readers. We do not
take any responsibility for the content, accuracy or timeliness of those other sites; nor do we endorse any commercial products that may be advertised or
available on those sites. The invitation to contact the authors or attorneys in our firm is not a solicitation to provide professional services and should not
be construed as a statement as to any availability to perform legal services in any jurisdiction in which such attorney is not permitted to practice.



Duane Morris

Securities Practice Group

Philadelphia
215.979.1000

John R. Bryck
Richard L. Cohen
Frederick W. Dreher
Michelle Koss Eichen
Stephen J. Greenberg
Charles J. Hill

John W. Kauffman
James R. Potts
Kathleen M. Shay
Thomas G. Spencer
Sandra G. Stoneman

New York
212.692.1000

Jonathan S. Gaynin
Robert J. Hasday
Michael H. Margulis
Eduardo Ramos-Gomez
David Z. Rosensweig
Irwin M. Rosenthal
Michael D. Schwamm
Alexander Sudnik

Boston
617.289.9200

Dana C. Blakslee
Stephen M. Honig
Lance A. Kawesch
Daniel R. Pierce
Martin B. Shulkin

Washington, D.C.
202.776.7800

Brian D. Alprin
Laurence S. Lese

Princeton
609.631.2400

Peter W. Laberee
Alex Soufflas
Vincent A. Vietti

San Diego
619.744.2200

P. Blake Allen
Robert G. Copeland
Paul J. Dechary
James A. Mercer 111
Stuart L. Sorenson

Harrisburg
717.237.5500

Robin M. Wilder

Chicago
312.499.6700

Robert P. Bramnik
David J. Kaufman
Dietrich A. Loos
Michael A. Witt

Miami
305.960.2200

William R. Nuernberg

Pittsburgh
412.497.1000

A. Bruce Bowden
Frances Magovern O’Connor

Jeffrey W. Spear

Houston
713.402.3900

Charles E. Harrell
Shelton M. Vaughan

www.duanemorris.com

© DUANE MORRIS LLP 2005

This alert is for general information only and does not include full legal analysis of the matters presented. It should not be construed or relied upon as
legal advice or legal opinion on any specific facts or circumstances. The description of the results of any specific case or transaction contained herein
does not mean or suggest that similar results can or could be obtained in any other matter. Each legal matter should be considered to be unique and
subject to varying results. Links to resources on the Internet other than duanemorris.com are offered merely as a convenience to our readers. We do not
take any responsibility for the content, accuracy or timeliness of those other sites; nor do we endorse any commercial products that may be advertised or
available on those sites. The invitation to contact the authors or attorneys in our firm is not a solicitation to provide professional services and should not
be construed as a statement as to any availability to perform legal services in any jurisdiction in which such attorney is not permitted to practice.




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /SyntheticBoldness 1.00
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveEPSInfo true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /Unknown

  /Description <<
    /FRA <>
    /ENU (Use these settings to create PDF documents with higher image resolution for improved printing quality. The PDF documents can be opened with Acrobat and Reader 5.0 and later.)
    /JPN <FEFF3053306e8a2d5b9a306f30019ad889e350cf5ea6753b50cf3092542b308000200050004400460020658766f830924f5c62103059308b3068304d306b4f7f75283057307e30593002537052376642306e753b8cea3092670059279650306b4fdd306430533068304c3067304d307e305930023053306e8a2d5b9a30674f5c62103057305f00200050004400460020658766f8306f0020004100630072006f0062006100740020304a30883073002000520065006100640065007200200035002e003000204ee5964d30678868793a3067304d307e30593002>
    /DEU <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


