NVCA VIEWPOINT

if We Have To Expense Options, Realistic Valuation Is the Key

3y Bob Pavey, Morgenthaler Ventures
First. let's be clear. While an option

has value to the n,‘cipient, its granting
mears no Ccost” to the company. This
holds true when we look at actual dollars
‘eaving company bank acconnts and this
iolds true when we look at the more theo-
retical framework—often favored by pro-
ponents of expensing options—ot oppor-
funity costs.

Perhups the easiest wav to demon-
trate the absence of cost to the company
is as Jollows. Assnume a company has one

million shares outstanding, and then
orants one million shares to a new share-
Jolder. After the transfer. the existing
hareholders own half of the company and
he new shareholder owns half. The com-
any has changed in no way other than its
mmber of shares. and the impact of this
change is reflected in all per-share calcula-
ions.

the has

acurred no corporate opportunity costs,

In so (l()ing. company
wecanse it has foreclosed 1o other equity
ales opportunities. It has the opportunity,
hould it so choose, to divide and distrib-
ate stock i an infinite variety of Ways.
One
moup of

might ask what
people would
busily expend so much
nergy reducing the
alue of stock they hold
o that
iight gain.

another group
The answer,
Fcourse. is that we, as venture capitalists,
ong with company’s founders. willingly
relinquish company shares to a broad
nge of company employees. We are the
ones who experience an opportunity cost,
not the company, and its an opportunity
cost that we gladly incur,
Those of us who spend our lives
rking with entrepreneurial companies
now that stock options are critical in fos-
ring innovation and entrepreneurship.
v ¢k optious are the best instrument we

found over the historv of the U.S.
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venture (:apital industry for creating com-
monality of interest between employees
and shareholders. They reward emplovees
for strong performance at all levels of
organizations, but only if that performance
is translated into improved shareholder
values.
Unrealistically  expensing  these
options could diminish their use and make
them too expensive to issue for many
organizations, and there are some who
think that is a good idea.
answer for those who think that equity

I have no good

ownership causes management to unreal-
istically hype their stock, except to say that
this does not happen in companies with
strong boards of directors. In addition,
expensing options will not keep poor
boards from turning them into an entitle-
ment for only the corporate elite—any
more than expensing ridiculous golden
parachutes has diminished their use.

Valuation, No Matter What

We sometimes live in an irrational
world in which we have to bend with polit-
ical winds. If we must, in fact, expense
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options, what value shall we assign them?

Following the accounting scandals
this year,
politicians and regulators are demanding
transparency and quality information.
Assigning an arbitrary and meaningless
value does not accomplish this laudable
because the wrong valua-

countless investors, journalists,

goal, however,
tion will result in an entry that is simply
ignored—in much the same manner that
the pre-IPO option expense currently
required by the SEC is regularly ignored
by almost all financial analysts.
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For the public at large, the danger of
inaccurate valuation may be the oppo-
site—wildly fluctuating income statements
that mav be taken too seriously. Take
Cisco, whose Black-Scholes-determined
expense in fiscal 2001 would have reduced
net income by 80% or $3.3 billion, but
whose 2002 expense would only be $131
million. What CEO would want to explain
that kind of income statement change to
his or her shareholders?

Valuation matters! As a result it is
important to understand the valuation
methodology currently being used and to
understand its shortcomings.

The Formula

In 1973, Fischer Black and Myron
Scholes published the first successful
model for pricing financial options. That
model was applicable to simple put and
call options on equities. The methodolo-
gies that they introduced have subse-
quently been expanded for use in pricing a
wide variety of derivative instruments and
contingent claims.

The Black-Scholes formula relates
the price of an option to the following
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ipnts at the date the option is granted:
“the exercise price and expected life of the
option. the current price of the underlving
stock and its expected volatility, expected
dividends. and the risk-free interest rate
for the expected life of the option.”

Thus, to “figure the value of an
option when it’s granted, you have to esti-
mate the company’s future ability to gen-
crate dividends and the volatility of its
share price. These tasks are manageable
for the kind of short-lived options that
trade like wildfire in over-the-counter
derivatives markets, but they’re not at all
ewsv for the sort of long-term options com-
puniws use to pay their employees,“ writes
U.C. Berkeley Finance Prof. Mark Rubin-
stein.

Although the Financial Accounting
Standards Board {(FASB) doesn’t mandate
use of the Black-Scholes model, it requires
that public companies use a model that
takes into account all of the above. Obvi-
ouslyv strike price is set, but all of the other
factors arc onesses. The expected volatility
estimate is the most subjective. most
proue to exaggeration.

No Discount

Most importantly, and in addition to
the problems with the Black-Scholes
model. another significant problem is
FASB's refusal to permit any discount for
vesting periods and for a lack of transfer-

ability and the fact that the majority of

options issued are not exercised. Because
Black-Scholes was designed to value freely
tradable options, it cannot take these fac-
tors into account. Black-Scholes, in effect,
provides a “fair value” for a fully vested
and freelv tradable option, not for an
emplovee stock option. Who in his right
mind would value an unvested and illiquid
option that is subject to forfeiture at the
same level as a fully vested and freely trad-
able option? My answer: No one except
those who work for FASB. In fact, I would
argue that the application of unmodified
Black-Scholes stock
options significantly more that the current

would overvalue

zero valuation undervalues them. And no
one has proposed offsetting this “expense”
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with the offsetting value transferred from
existing shareholders.

Minimum Value

FASB permits nonpublic entities to
use Black-Scholes to determine the “fair
value” of their stock options. It also allows
nonpublic entities to use something called
“minimum value.” In essence, minimum
value is the Black-Scholes value assuming
zevo volatility. This method is called mini-
mum value because the lower the volatil-
ity, the lower the resulting value. If FASB
re-opens the expensing debate, there is no
gnarantee that it will continue to permit
the use of minimum value for nonpublic
companies, forcing all cntities to use
Black-Scholes.

Following the decision by some 100
companies to voluntarily expense options,
FASB dccided to undertake a limited-

Each case will be
reviewed with regard to
its own set of facts and
circumstances, but the
courts generally have
held that a party need
not show “actual com-
petitive harm” from
disclosure of the infor-
mation.

scope project to reconsider the transition
and disclosure provisions. FASB will likely
follow the lead of the International
Accounting Standards Board (IASB) on a
broader rule change. The IASB appears to
be on schedule to issue an exposure draft
advocating expensing during the fourth
quarter of 2002. FASB has stated that it
will prepare a document for comment that
compares and contrasts the IASB proposal
with current FASB rules. After comments
are received, it will determine its next
step.

While options have a value to their
recipients, the transfer of value by a board
of directors from shareholders to manage-
ment is done by wise boards because it is

in the interests of those shareholders to
motivate the management of their com-
pany. While I see no logic for expensing
this value, I am still in the minoritv—
hopefully a growing minoritv. Fortunatelv.
there are growing concerns that Black-
Scholes is an inappropriate model for valu-
ing emplovee stock options. Several com-
panies that recently announced their
intent to expense options called on regula-
tors to develop a better model. Arbitrarv
numbers on the income statement aren't
the way to restore investor confidence or
reign in executive compensation.

“If vou find me three statisticians, I
can give you al least six estimates for the
volatility of stocks. ... There will be people
who will try to be clever with these kinds
of numbers,” writes David Blitzer, chief
investment strategist for Standard &
Poors.

It is time to recognize that there has
been enough gaming of the books. The
answer is either (a) accounting rules that
recognize the fundamental folly of expens-
ing share distribution of all kinds or {b)
some kind of valuation that, with at least
some degree of realism, reflects the real
world.

At present, I see no such valuation on
the horizon, nor do I expect one from an
international body with little real-world
experience with stock options. The onlv
realistic response to recent corporate
excess is better directors of public boards.
U.S. markets require directors who take
seriously their responsibility to represent
the shareholders, especially when they
arbitrarily transfer value from those share-
holders who elected them to the manage-
ment who works for them. ¥
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