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CHAPTER I 

INTRODUCTION 

Dictionary Finance and Investment Tenus defines a derivative as: "A 

contract un""""" is based on 

or investment. " relatively 

instrument that has become imbedded in 

gained notoriety in the 1980's as a result of the 

an underlying financial index, 

a type 

caused by program trading. the 

1 corporati ons, leading banks were subject 

to severe losses to unexpected In , ... t.~ .. " .. ,,+ rates. In the 1990's, 

tumult over derivatives has cooled; most corporations are using 

instruments solely for hedging risk reduction purposes. """',,<""r thanks 

to Wall financial,",,,!,,!,,,,,,,, complex can constructed to 

accomplish a multitude of different purposes. The line between a derivative used for 

speculation and one for hedging become obscure in some cases. study will 

one cases - options that are 'H'-''''''''''',U. to the own 

To obtain a better understanding of what exactly is a derivative, it might help to 

understand types of The most common 



and all np,'HT<HH1P contracts fall into one of these 

categories or some of them. 

Aforward obligates one party to buy, and the to sell, a specific asset a 

price at a future date. For example, imagine a company to build a 

factory in France in months, which will approximately $20 million in 

francs. However, company wishes to establish exchange rate now-

- the cornmmv can contract with a bank to buy $20 

million worth of at today's exchange rate For contract, 

company has locked in its exchange rate has protected itself U15tJ<lU.:> a the 

If the falls, company loses the benefit it would have gained it 

had the company has ULUHl'-,U the reassurance of knowing 

exchange rate it will The contract that company with the bank is a 

type of forward contract the form a derivative. I 

swap is "bread-and-butter" of the dealer community. type of 

derivative is understood by imagining two homeowners Joe and Chuck. Each one 

a of $100,000. However, Joe's mortgage a 8% 

mortgage is and is to bills. 

rates are going down, but Chuck is worried that they are 

Therefore, they "swap" positions and agree to settle up at the end 

while 

that 

each quarter. 

Ultimately, the two have entered into a contract whereby will PTT"''''T'U'''' pay cash 

flows with Chuck's and vice versa. Moreover, even if Chuck does 

not believe that interest rates are up, could desire the rate payment order 

to eliminate any variability in how much will pay quarter. 1 

2 



contract gives the holder the right, but not obligation, to buy or 

a particular asset at a certain point in the future for a prespecified price. are two 

asset corltra1cts.puts and calls. A put gives the holder the 

at a gives the holder the right to buy asset at a 

1J"'''''::I.l~;:)''' this examines a certain type of put option, this instrument will 

described in greater detail later in this chapter. 

The Securities and Exchange Commission 

reporting guidelines for any company ",n,,",,,,,, 

Financial Accounting Standards (F ASB) a 

to set financial 

The 

backed by the SEC - has traditionally accounting practice for 

all U.S. companies. The FASB's Emerging 

1984 to provide timely guidance on new 

(EITF) was established in 

the are considered 

auditors and by the to 

Public Accountants (AICPA) 

American Institute of Certified 

practical, but not authoritative, guidance on 

accounting 

current 

Accounting 

community. Currently, a 

derivatives not 

govern the accounting 

derivatives 

bodies all have a role in the development 

3 

not kept up with the innovations of the financial 

standard regulating accounting 

is attempting to develop a standard that would 

all derivatives. Its proposed standard would record all 

hedge accounting) on the balance at 
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value, any changes ..,...."""(r,,,t value reflected in earnings. Highlights the exposure 

are in Exhibit 1. critics that standard would cause 

unnecessary and drastic 

economic significance of 

in earnings. Proponents of the standard UH.lI,(.UH that the 

The items demand \"""'J",,ll1UVl1 on the balance 

financial community is strongly divided on issue, and has stalled 

the proposed standard. 

hp.·P"tIV"'" for the present time, current industry practice has tried to form a 

consistent policy upon the authoritative non-authoritative literature concerning 

derivative literature corne from SEC, FASB, 

a complete list of~"""uHF, literature, see 2. Unfortunately, most 

sometimes results in of these were developed on a piece-meal basis, 

inconsistent and conflicting practice . 

... ,uUJu .... the authoritative guidance, the most influential guidelines derivative 

accounting are Statement of Financial Accounting Standard (SF AS) No. 119, Disclosure 

about Derivative Financial Instruments and Fair Value of Instruments; No, 52, 

Translation; No. 80, Accounting for Futures Contracts. 

SF AS No. 119 u,,'-"u ..... u the information for disclosure in footnotes but did 

not address the accounting treatment required for derivative instruments. However, this 

standard value it dictates definition a derivative. It defines 

instruments as futures, forwards, option contracts, or financial 

instruments similar characteristics such as interest rate and floors, and fixed-

rate loan commitments which in cash or another financial instrument? 

4 



No. 80 been the most influential standard with to derivative 

accounting. This ............. u .... addresses accounting procedure for hedged and for 

the hedging instrument derivative). are most often used as "'-''-'',,"UJI'';' tools 

to some exposed risk. To qualify for hedge accounting this standard, 

derivative must fulfill three These are the following: (1) 

of a commodity) exposes 

item to be 

hedged interest to 

or interest rate u'"', ..... ".-... position .... UIU ....... ,3 the (as when IS a 

changes value of hedged (3) 

[the derivative] and inverse 

position is designated as a 

before any associated gains or are recognized.3 

If the derivative and underlying asset meet these ",.I"h",."" the position qualifies 

for accounting basically losses on 

.. _._,.., __ item (the underlying asset) should be matched with the and gains of the 

hedge (the derivative)

officially 

forwards. 3 

creating a wash on 

for 

company's books. This 

unofficially serves as a 

SF AS No. provides guidance on hedge accounting for foreign currency 

transactions including futures, and currency The for items is 

to SF AS No. 80. However, No. 52 and 80 are inconsistent with to 

what instruments qualify hedge accounting.3 While a full description these 

inconsistencies is beyond the scope this examination, the "''-'AU'"'' between 

standards the difficulty creating a policy on accounting for 

derivatives. 
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that serve as ne(lgf~S lessen a company's ","v .. """, to 

SFAS No. 80 No. 52 are Q111<1"1" .. , guidelines, they outline the accounting 

procedure are the least harmful to company. It is worth 

noting that no such standard exists to the accounting non-hedge 

the ones 

to risk. 

are made for speculative reasons and only Hl'-,1\.,o,,,",,\.,o company's 

As earlier, an option is a contract that gives purchaser the right, but 

not the obligation, to buy or sell an asset at a specific time for a pn~speclltle:d price. An 

rUHH'In is a contract involving two parties. party is the who pays for 

action as dictated this option. The ,,""'''"'.J ...... party, the seller 

in the option contract. 

agrees to ,",?"rTn..,,..,... 

CALL OPTION 

most popular option is the call option. With this option, buyer has the 

but not the obligation, to buy the stock (or the underlying asset happens to 

the writer a pn~SpeCllI1e:d price, asset's current pnce. 

this right, the pay a nonrefundable (known as the premium) to 

the option contract is exercised, the would be purchased by 

of option and sold by (also 

know as the exercise 

of the option at 

price). Therefore, 

call will also 

prespecified 

options, as the 

appreciates, since the contract states that, 
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regardless of the stock's current market value, the issuer would have to sell the stock to 

the buyer at the prespecified (strike) price.4 

THE PUT OPTION 

Under put options, the purchaser is buying the right to sell the stock to the writer at the 

strike price, regardless ofthe stock's current market price. For this right, the buyer is 

willing to pay a premium. As the value of the underlying stock depreciates, the value of 

the put contract will increase. Thus, the buyer of the put contract is looking for the stock 

price to decline, while the issuer (the seller) is looking for the stock price to increase. 

For example, assume Joe Cellar sells a put option on GE stock at a strike price of 

$100 to Chuck Byre for a premium of $2. If GE stock falls to $80, the option holder 

(Byre) can buy the stock on the market at $80 and then instantly turn around and sell it to 

the option writer (Cellar) for $100. Under this situation, the option is called "in the 

money". Therefore, the lower the underlying asset falls, the happier Byer (the buyer) is. 

Conversely, if GE stock rises to $110, then Byre's option has become worthless. What 

good is a right to sell the stock to Cellar at $100, when he could just sell it on the market 

for $11 O? Meanwhile, Cellar walks away with the $2 premium. Under this situation, the 

option is called" out of the money" . The payoff diagram for the buyer of this fictional 

situation is displayed in figure 1-1. Since the buyer paid a $2 premium, the stock price 

must fall to $98 for him to break even (zero payout). This diagram also shows that the 

buyer's greatest possible loss is his investment of $2. 

7 



Figure I-I 
Put Option Profit Structure for Buyer 

BUyer'sl;~ ~ 
Profit 40 

($) 20 
o ~--------~~~--------------

-20 20 40 60 80 98 100 
Stock Price ($) 

Figure 1-2 shows the payout diagram of the put option seller. As this diagram shows, if 

the stock 

Seller's 60 
Profit 40 

$ 20 
o 

-20 
-40 
-60 
-80 

-100 

Figure 1-2 
Put Option Profit Structure for Seller 

Stock Price ($) 
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price stays above the $100 strike price, the seller will walk away with the premium 

received. However, if the stock price falls, there exists substantial potential losses for the 

Issuer. 

ACCOUNTING FOR OPTIONS. 

While the EITF has touched on the accounting for a certain type of option, no 

authoritative guidance exists for the accounting for options. However, in March 1986, 

the AI CPA released Issues Paper 86-2, Accountingfor Options. Although not as 

influential as F ASB Standards, the paper recommends certain approaches that have 

helped to shape current guidance. 

The Issues Paper recommends that options should be marked-to-market unless 

they qualify for hedge accounting under the rules stipulated by SF AS No. 80. If the 

option does qualify for hedge accounting, then procedures outlined in SF AS No. 80 

should be applied. For those that don't qualify for hedge accounting treatment 

(speculative options), they must be marked-to-market with any changes in value 

immediately recorded in earnings. 

PUT OPTIONS INDEXED TO THE SELLER'S OWN STOCK 

Every option has both a buyer and a seller. A new practice has arisen in corporate 

America. Many large corporations have begun selling put options indexed to the 

company's own stock. These put options give the buyer the right to sell back to the 

company its own shares at a prespecified price.5 This practice raises two immediate 

issues: the accounting for these options and the potential risk associated with them. 

9 



, 

These put options present a difficult situation for accounting regulators, as these 

options possess characteristics of an option that should be marked-to-market and also 

characteristics of an equity instrument, which GAAP historically says should have no 

earnings impact. 

Secondly, the writer of a put option faces enormous downside risk. This potential 

loss was displayed in Figure 2 above. As long as the company's stock remains at or 

above the strike price, the company benefits from the premium received on the sale of the 

options. However, if the price falls, the company would be forced to buyback a large 

block of its own stock at prices significantly lower than market levels. 

ACCOUNTING FOR OPTIONS INDEXED TO THE ISSUER'S OWN STOCK 

Because of their complex nature, the EITF and SEC have both issued opinions on 

the correct accounting procedure for these options. The first official literature on the 

subject was EITF 87-31, EITF 88-9, and SEC Accounting Series Release 268. These 

writings basically came to the conclusion that in the case of put options indexed to the 

issuing company's own stock, the issuing company should transfer an amount equal to the 

strike price of the option from permanent equity to "mezzanine" equity - similar to 

mandatorily redeemable preferred stock. Mezzanine equity would be given a separate 

line on the balance sheet and would be placed after long-term debt but before other forms 

of equity. These instruments would have no effect on earnings. 

The EITF revisited the issue in 94-7. Under this pronouncement, the key 

characteristic defining proper accounting treatment would be settlement structure. With 

these options, there exists three potential settlement structures: net cash settled, company 

10 



choice cash or stock settlement, and choice or stock Under 

net cash the contract prespecifies the option is ever ,exercised, no shares 

of will ever \'#11<"111";'" hands. Rather, two parties will simply settle by means a 

payment for difference between the strike price the current pnce 

the stock. the second third options, given party m 

or stock. With potential "' ... , ..... , .. "" tenns 

following guidelines:3 

at fair value. 

After this l ... ,,~a,,' .... the SEC ~",.1,,,,~~.~,,,r< its position 

hedge accounting for these options. 

it that options cannot to the 

EITF 94-7 the 

accounted as assets or 
are included 

of cash settlement or stock 
the amount of cash should 

or stock 
or losses included earnings. 

in ASR 268 that it does not allow 

this treatment because 

rather, can only increase 

Apparently, however, this position good enough. EITF examined the 

again in 1 Their new pronouncement, 1, was very to 94-7 and 

made following 

.. Written put options are either pn~speCJlt1e:a 
buyer the choice of cash or stock .,"' ........ 1"'"'" 
marked to Any gains or 

put options choice of 
classified as at fair value. 

amount of should be included in equity. 

11 

or stock settlement 
ultimately settled in cash, 



t-inUfP"PT the SEC overruled consensus. demanded that 

should record put options prespecified as net cash settled to be 

in mezzanine equity.3 

obviously exists some confusion about the correct ...... UHLF; procedure for 

these AU,",'U,",U.U instruments. This 

instruments, but 

situation a umque 

will examine, not only 

current accounting orllCe,Qur IS 

companies are 

used. This 

to examine what industry practice has evolved 

and inconsistent accounting pronouncements. 

12 



II 

FOUR 

chapter will highlight main areas examination related to put 

options/warrants indexed to the seller's own stock. These divisions include (l) the 

company's for (2) the accounting treatment options, (3) the 

,",,,,,,u,,,-,,<v, .. , in the company's decision "''''',('1'''''' and (4) internal role of accounting 

f"ArnA,"",tp restrictions on the 

explained in 

detailed in '-'''';<lJt''-'' 

of instruments. These four areas will 

in this "'U' ... LWu. and will lead to development of four hypotheses 

be 

A study of financial publications and literature on the issuance of these financial 

instruments has identified six reasons that would motivate a corporation to put 

options/warrants indexed to its own The purposes (1) the 

Pseudo- (2) eOlITcl1lase program, (3) the Cash Premium, (4) consideration 

for action, (5) a display of management confidence, and (6) an increase in demand 

13 



incentives not be a complete list but are believed to rpT1.rp"pnr 

uce~m(;;:nts for most corporations. 

Although put options indexed to the issuing ,",VllH!-J'UU'''''''' own 

stock do not accounting treatment, these instruments serve as an 

imperfect financial instruments, particularly call options. 

Many practice of issuing call options to 

as a portion compensation. These call options give 

holder from the company at a 

prespecified level ("the strike price") at the 

option's money"; and the option holder will be 

able to buy the current market price. This situation of 

having to company to either a direct loss of 

cash or an nr\lnn.'T, cost cash. 'w,,".'''U'J>'''' if the company has no treasury stock 

and its of is unwilling to 

must buy its own stock at 

strike price. This results in a direct economic 

if the company does possess treasury stock or 

issuance of stock, the corporation is 

shares could have been sold at a higher price on 

the strike price. 

To counter-balance these direct or "'"'''Artn ... 

sell put options issued on its own stock. 

14 

additional issuances, the company 

it to option holder at the lower 

for the corporation. Moreover, 

is willing to authorize an 

to at 

costs 

a cornmillV'S 



consequently the call options become "in the money", the losses of cash attributable to 

the call options can be lessened by the proceeds received from the put option issuance. 

Since the stock has risen, the issued put options essentially become worthless to the 

holder, while the company receives benefits from the proceeds of the sale. While this 

"pseudo-hedge" is far from a perfect 1-to-1 hedge, it will allow the company to recover 

some of its potential losses associated with call options issued to management. 

THE STOCK REPURCHASE PROGRAM. One of the most publicized uses for the 

issuance of put options indexed to a company's own stock has been in the area of stock 

repurchase programs. A company may use this strategy of selling put options to lock-in a 

repurchase price or to reduce the cost of their repurchase program. For example, 

company XYZ pledges to repurchase two million of its shares over the next year. In 

conjunction with this pledge, the company issues one million put options indexed to its 

own stock. The company's stock is currently trading at $40 dollars per share. XYZ 

decides it would like to repurchase the shares at a target price of $38; thus, this price 

becomes the strike price for the options. The options are then sold at an average price of 

$1.50 per option - generating an upfront tax -free cash premium of $1.5 million ($1.50 

times one million puts). The company repurchases stock throughout the year. On the 

maturity date of the options, if the current stock price is greater than $38, the puts expire 

unexercised, and the total average cost of the repurchase shares has been reduced by $1.5 

million - the premium received for the option issuance. If, however, on the maturity 

date, the stock price is less than $38, the puts are exercised, and the company will 

purchase its shares at $36.50 ($38 strike price minus upfront premium of $1.50). 

15 



Although the company must repurchase its shares at higher price than market value in 

this scenario, it has succeeded in purchasing shares below its target repurchase price of 

$38 per share. Whether the put options are exercised or not, the company will repurchase 

stock below market price (if the puts are not exercised) or below its target price (if the 

puts are exercised). Both results are attractive from today's perspective. 6 

CASH PREMIUM. This purpose is relatively more simple than the previous two 

reasons. As previously mentioned, the sale of put options will generate an upfront tax

free cash premium for each option sold. Therefore, there is obvious potential benefit in 

the issuance of these instruments, regardless of your stock repurchase plans or your 

outstanding employee stock options. If company management is confident that the firm's 

stock price will be higher than its current level in the relatively near future, the company 

can benefit from issuing these options. For example, if on January 1 st a company is 

confident that its stock price will be higher than its current level on March 31 S\ options 

exercisable on the later date could be sold. Then, on the maturity date, if the stock price 

has attained a higher level, the puts expire unexercised, and the company walks away 

with the premium received for the sale of the options. 

This purpose is obviously more speculative in nature. If the company's stock 

price is "in the money" on the maturity date, the company must satisfy the obligation. If 

the company did not plan on the buyback and does not have the free cash flow available, 

this situation could prove disastrous for the firm. On the other hand, however, the 

company is in a very unique position with regards to its financial information. If 

management possesses non-public knowledge of a transaction that will allow its earnings 

16 



figure for the next quarter to exceed analysts eXIJectatllons. the company could benefit a 

great the knowledge that its stock will be higher at of the next 

quarter. Moreover, if the company not currently the cash reserves to 

buyback order to the sale of put options becomes 

the choice. Since knows that will the strike 

price on the maturity the options will probably never exercised, and the company 

walks away with the upfront tax premium. while this incentive may be 

more speculative in this action may be grounded in knowledge 

that the company's stock price will probably be higher on a specific future date. 

CONSIDERATION FOR OTHER ACTION. options benefit that 

provide a hedge anyone who to own a company's stock. Therefore, 

instruments can be offered as enticements when to offer new stock or 

new debt. 

stock among 

if a company is attempting to the demand 

institutional nU"'"rnr" the company might be willing to or grant 

put on its own stock to these large institutions they agree to purchase a large 

amount of stock holdings. Institutional investors now a guarantee 

company that even if the stock plummets, investors will always able to sell 

back their shares at a Dft:soeClllea leveL This reason might be especially needed for 

companies with unsteady past financial performance or start-up corporations, 

who might 

companIes LU>J''''LU,r-, new debt. By 

also be 

these options maeXt~a to its own 

stock, the company may be able to attract cheaper financing. incentive lssuance 

17 



in consideration some ........ 'VA< would necessitate the placement of these 

the sale over options. The VVAUP'''4U_7 not expect to achieve these benefits 

public option 

DISPLAY OF M4NAGEMENT CONFIDENCE. If management a 

disclosure is warranted, 

public option markets sends a 

of 

future stock price. 

which it is willing to "put 

below this level. This 

to at or above the strike 

~LJfl'ULJ DEMAND FOR THE 

put option will normally 

increased 

indexed to own 

to the market about ... "" ..... ,5 ......... " .. 

has set a floor (the options' 

its mouth is" and 

provides a natural support for 

the the option. 6 

in option markets, the 

company's stock to hedge 

over 

of 

price) 

as stock 

Up until the maturity 

and will likewise buy 

would support the stock 

option holder will generally 

price falls. 6 

engage in 

are not unH ... '''''' Y 

each 

to 

has identified the above 

put options indexed to 

Some of 

reasons vVllHIJ'UU!""" might wish to 

own stock. These reasons 

and even complement 

not be a comprehensive 

motivations that can be applied 0"'11''''1'<> 

incentives, this list is thought 

to all companies. That 
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incentives that might have specific to one particular company or to one specific 

industry been I1mon::a These reasons 

concerning purpose issuance, which will 

provide the basis 

detailed in chapter four. 

Issued put options that are linked to a company's own stock inherent 

complexity in the accounting treatment complexity is due to that 

instruments hold qualities of a derivative instrument that could marked-to-

market an equity transaction that GAAP said historically should have no earnings 

Although most of options merit equity classification, the ultimate 

accounting these options depends upon the settlement of the option. The 

for settlement include "' .. ",,, ..... ',... as net cash settled, '"'V>UfJ"uq choice net 

or stock settlement, buyer net or stock settlement. 

PRESPECIFIED NET CASH SETTLED. Net settlement can 

III option contract at time of With net cash •• '-' •. 11""'''.'' no stock actually 

changes the option contracts are "in money", issuer simply pays 

a amount equal to the between the strike price of contract and the 

...... ".'t"' ... rpr! by the current per market value. This type of arrangement 

company the not to hold stock. Under design, if 

19 



"in the money" , the company only the cash necessary to 

the between the two 

ecause this arrangement not require the to exchange any 

its own written put stock that are prespecified as net cash 

or on classified as a 

those contracts should be included in 

marked-to-market. 

and disclosed 

accounting for these 

financial statements. 

While no exists to regulate 

convention was upon In . However, for 

this accounting 

written options 

to be cash should be included separate ("mezzanine") equity. 3 

COMPANY CHOICE OF NET CASH OR STOCK SETTLEMENT. Written put 

options on an are occasionally so that the company is given the 

choice of net settlement. options involve decisions by the 

company""".,,,,,,, firm's equity, under arrangement, options should 

be classified as instruments and uU''''''''] """Arrl"'rI at their market No 

subsequent ~"U'Ul">'_~ to market value should If the are ultimately 

amount be then included in stockholder's equity. all SEC in cash, 

",1"r~,n1"", these must be classified in Ul>.,,,,,£-U,,UllHv level equity. 3 

BUYER CHOICE 

company choice, put 

settlement. 

CASH OR STOCK SETTLEMENT. the 

can be written so that buyer has the net cash or 

company has removed from decision 

20 



process, these instruments should be classified as liabilities and marked-to-market. Any 

gains or losses should be included in earnings and disclosed in the financial statements. 3 

ROLE OF ACCOUNTING IN THE DECISION PROCESS 

The accounting regulations playa potentially paramount role in the decision

making process for these financial instruments. Because of the mixed characteristics of 

these options, relatively minor differences between two groups of written put options 

linked to the issuer's stock will determine whether these items should be recognized as 

equity or as liabilities, where the gains and losses will be felt in earnings. Therefore, 

these companies may be using the accounting guidelines as a gauge to determine whether 

or not to issue these types of instruments. At the very least, the accounting regulations 

should affect the method of option settlement. Moreover, accounting treatment may be 

the defining item that determines whether or not the company will continue issuing these 

options. 

INTERNAL RESTRICTIONS 

As with all derivatives, these put options present the possibility for speculation. 

While this gambling could bring large rewards, its effects can also be disastrous, as seen 

by the Procter & Gamble dispute and the Orange County collapse. The last area for 

examination will therefore be on the subject of internal restrictions on these financial 

instruments. Most American corporations have restrictions on derivatives in general. 

These guidelines sometimes limit companies to trading in only derivatives that serve a 
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hedging purpose, 

altogether. 

Board of Directors have strictly forbid trading 

have special characteristics that _A~''''l:>_''~'' them 

from other derivatives most obviously, the fact that these derivatives are mdeXf:d to the 

Moreover, put 

company's own stock. in these options could not only 

distort the company's 

cornmmy itself, and thus, 

company's cash flow but could " ... '1 ... ",..' 

these derivatives were '"'', .. ,,''' 

vHF,",..,'"'''' in any mystic 

arg;urrlents could be made 

,u,..,,",,, .. than the 

22 

cornp<my is not 

fully Wlderstand. 

these instruments should more or 

policy regulating 



CHAPTER III 

HYPOTHESIS COMPANY U,LJ.L-J;LJ,-, 

AND DISTRIBUTION 

INTRODUCTION 

~_U_U'J~~ in Chapter written put options indexed to the stock 

contain areas for analysis. This has identified 

the purpose of issuance, the accounting the role of 

making, and of internal regulation on instruments. mam 

areas of were identified, relating to these were 

developed. test hypotheses, a questionnaire was distributed to companies that 

have issued options maexe:a to their own survey contained 

were designed to test hypotheses. IS 

THE HYPOTHESES 

HYPOTHESIS Among the various identified purposes for selling 
lllaexe:a to the company's own stock, a company will most likely market 
instruments in connection with a stock repurchase and in consideration 
other action by the buyer. 

23 
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put options 

Dol:enltlal reasons that could motivate a cornmillv to 

These incentives included the IJ'".'UUU-.lv .... ,"'-v, 

cash premium, consideration for other action, a display 

management ~~.,'~.~~. an demand for the company 

purposes, the • .,,,' ......... ""'" in conjunction with a stock repurchase program and in 

consideration some by the buyer are believed, at this time, to as 

the predominant incentives. 

To test this .... ",.,"'1'."" .... "'..., .. v •• ..., relating to each of the six incentives were 

included in the survey. 

of strongly agree, not 

the issued call options were rpt,"rr~>rl 

The 1J"',u .... 'v 

companies to counter 

premium received 

respondents were 

disagree. In every question, 

2 as an incentive that might allow 

call options with the 

#9 "Although they don't 

qualifY for hedge accounting, the were designed to act as a type of hedging 

instrument." The question acknowledges that can never be treated as 

perfect hedges but will show the 

questionnaire states: "The instruments act as a 

as employee stock options)." These two qUt!stllcms 

which the pseudo-hedge incentive played in 

Companies could potentially issue 

repurchase program. As mentioned in 

stock below market value or at 

24 

question #16, the 

call options (such 

degree to 

a stock 

to 

In the 



survey, question # 1 0 asks if their option issuances were designed in conjunction with a 

stock repurchase program. Questions # 11 and # 12 seek further information concerning 

the stock repurchase motivation. Question #11 states: "The instruments were designed to 

reduce the cost of a stock repurchase program through the upfront premium received on 

the sale of the instruments." Question #12, which states: " The instruments were 

designed to lock in a share repurchase price," concerns their intentions oflocking in a 

target buyback price. Questions #10, 11 and 12 attempt to discover any potential 

motivation relating to a stock repurchase program. 

Since companies have very unique knowledge regarding their own financial 

statements and upcoming announcements, they might be in a position to issue put 

options indexed to their own stock simply for the cash premium. Question #13, which 

states: "The instruments were designed to provide cash flow for the company with 

minimal risk of dilution to shareholder equity," will determine if increased cash flow is a 

main incentive for the issuing companies. However, this question cannot stand alone. 

Since the desire to increase cash flow may complement other incentives, this question 

must be viewed in light of the responses to other questions in order to determine if 

increase in cash flow is the sole reason for the issuance. Corporations may wish to 

issue these options to gain consideration for some other action from the buyer. These 

other actions may include stock placement or additional debt guarantees. Since this 

reason demands private placement of the options, questions #7 and #8 attempt to 

determine what percentage of the instruments was issued over public option markets and, 

likewise, what portion was issued directly through private placements. Question #17 

examines if these options were granted to primarily one individual or entity. However, 
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question # 19 proceeds to the crux of the issue by stating: "The instruments were issued to 

buyers in exchange for the buyer perfonning some other action, such as purchasing large 

quantities of your stock or issuing borrowing instruments to your company." The 

answers to these questions will detennine what degree this incentive played in the 

decision-making. 

The sale of put options on the issuer's own stock could present a strong display of 

management confidence in the future of the stock price. Question # 14 examines this 

potential purpose by stating: "The instruments were designed to send a positive signal to 

the stock market by displaying management confidence in the future of your company's 

stock price." 

Corporations could also issue put options hoping that the buyers will purchase the 

company's stock to hedge their buying of the put options. This incentive is analyzed in 

question #15, which directly asks if this purpose was considered. 

Analysis of these six potential incentives and questions #7-17, 19 should help to 

prove or disprove hypothesis one. 

HYPOTHESIS TWO: Corporations that issue put options indexed to their own stock 
will structure their options so that (1) the instruments are prespecified as net cash settled 
or (2) the instruments give the issuer the choice of settlement in cash or stock. 

The F ASB has not issued a pronouncement regarding the accounting for put 

options indexed to the issuer's own stock. Current generally accepted accounting 

principles for these options have been established by the SEC and the EITF. The 

accounting treatment for these options depends largely on the settlement tenns of the 

instrument. Different settlement tenns could result in substantially different accounting 
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helretC)re this analysis will determine structure treatment 

their to a more favorable accounting treatment 

Companies have the election to prespecify 

structure is the financial statements will 

options as net 

to 

settled. If this 

of the options 

as dictated by the SEC. Question questionnaire will 

percentage of the issued options were set in this way. Question #23 

states: UH;,,",HL.:> were classified as temporary equity in your 

financial statements." 

treatment and will also 

options could also be 

or cash settlement. The EITF 

In the survey, question #21 will 

<"",BU'" the firm's 

to question #20. 

company has the choice of 

be recorded as 

~-""~.l what portion of the instruments were 

to the choice of settlement to Question #23 states: 

~u,'~u.~ were classified as temporary ("mezzanine") equity in your company's public 

BU« .. ,,,,:'U statements." Moreover, "The instruments were Ivw",.:>j,u,,· ... 

with u,_"'u~,.u equity in "''''<-'''',«« statements." These two questions will 

determine what type of equity vu.,.,,,,.u~'"' .. '-'H was made. 

Lastly, these 

settlement. According to 

as liabilities and any 

income statement. Question 

structured in this manner. 

the buyer the choice of 

demands 

value should be recorded as 

will show what percentage of 

or 

instruments 

on the 

#25 determines if their accounting treatment 
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classified these instruments as liabilities with changes in value recorded in the income 

statement. 

Questions #20 - 26 should help to prove or disprove hypothesis two and 

determine if there is a preferred structure for these options. 

HYPOTHESIS THREE: The accounting regulations played a significant role in the 
decision process of the companies issuing these put options. 

Because the accounting treatment for these options ultimately relies on the 

settlement structure, the accounting regulations could playa major role in the decision-

making process of the issuers. For instance, if a company issues an option as 

prespecified net cash settled, all options are recorded as "mezzanine" equity with no 

effect on the income statement. However, if these options give the buyer the choice of 

settlement, the instruments must be recorded as liabilities with any change in market 

value reflected in the income statement. Therefore, the accounting treatment could have 

dramatic impacts on the decision process. 

The survey will examine if the accounting treatment affected settlement type. 

Survey question #27 examines this possibility by stating: "Accounting treatment affected 

your method of the ultimate settlement type of instruments (i.e., net cash settled, physical 

settlement, etc.)." 

This aspect of hypothesis three complements hypothesis two. Moreover, the 

questionnaire will determine the degree of influence that accounting treatment will have 

on future issuances of these put options. Question # 28 ascertains if the accounting 

regulations will be a primary factor in determining if these instruments will be issued 
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in the future. Question ifthe plans to continue 

options in the question asks for a answer. Question 

1 ""''''Arl,e if the accounting were not as stringent, company 

more to issue these options future. This question requires a YESINO 

answer. 

",",""lUll.:> #27, #28, #30, 1, should help to more determine 

what rI",,,C,.,,,,,,, of influence the <Lv,",'V ... l guidelines had on the companies' decision 

HYPOTHESIS FOUR: These options 
internal control structures on derivatives 

been issued by with weak 
a willingness to speculate. 

there are many potential to issuing put options indexed to the 

issuer's own instruments do a certain degree of 

company's declines, the put ", .. \1""""" called, If 

insufficient stock or if the Board is unwilling to existing 

shares with a new issuance, then could face huge liabilities. 

Moreover, put options cannot act as a hedge to any 

ruled that cannot be treated as ne(lQ:f~S do not merit accounting 

under SF AS 80. the potential risks with these items 

weak internal control structure surrounding Hypothesis will 

determine if this is true. 

the companies' on derivatives in 0"'11,,,,,.,, 

Question # 1 asks if I''''''1"'\A,'<>1"", statutes allow derivatives (not 
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limited to issued options) speculative purposes. examination may determine 

if put are issued by companies to speculate profit. 

Questions 3 analyze if put options fall the company's policy 

on derivatives general, and does a separate policy exist to 

options. Question #4 of Director IS 

instruments. options are solely for 

purposes. a YESINO answer. 

Questions # 1 5 may determine if put indexed to issuer's own 

are being written 

speculate. 

by companies with weak controls and a 

In order to test these hypotheses, corporations that have issued options 

put 

to 

..... , •.. ",,,,-, ... to their own stock had to be Companies in this un.", .. ,-,,,, 

were found a 1997 Brothers6 and through the Lexis-Nexis 

database. 

The first thirty companies were .... "'.l1H~."' ... in a Salomon Brothers report on stock 

buybacks. 

Markets Syndicate Salomon Brothers February 1997. 

the Equity 

authors included 

Innes, Peter ..... " ....... , Nomo Nomo-Ongoto, and Sieden. This III 

part explains how share repurchases be enhanced with the sale of put warrants 

(options). Thirty that have publicly disclosed the sale put warrants 
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... aLU"""" statements are listed in their are broken out 

listing provided the beginning for the company 

The companies were identified through a search of the 

database Through searches were pet'tOIm~:d 1 

and 10-Q reports filed with the Securities and Exchange Commission. Lexis-Nexis 

system allowed for searches of companies that had disclosed certain terms relating to 

options. example, a search was performed .~~nu"", for 1 and 10-Q's that 

had the phrase of put options" in their financial statements. Using terms and 

similar phrases, multiple searches were performed of SEC company filings. A full 

of the search terms used is presented in 11. Overall, twenty-five 

phrases were to search for companies that might have sold put options indexed to 

own stock. An "'fU~U'!tJ"_ the typical disclosure associated with these put options 

has been copied below. This disclosure was copied from Microsoft Corporation's June 

30, 1 10-K. 

its stock program, the Company 
warrants to independent third put 

warrants entitle holders to sell shares of Microsoft 
common stock to the Company on dates at specified 
prices. On June 30, 1996 and 1997, 13.0 million and 3.0 
million warrants were outstanding. Outstanding put 
warrants at June 30, 1 expire in September 1997 
have strike $105 At 30, 1 
outstanding put warrants were settleable at 
Microsoft's option thus resulting a reclassification of the 
maximum potential repurchase obligation of$635 million 

stockholders' equity to put warrants. outstanding 
put warrants at June 30, 1997 permitted a net-share 
settlement at the Company's option and did not result in a 
put warrant liability on the balance sheet. 
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Through fifty-two companies (in addition to thirty initially In 

the report) were identified as having sold put options indexed to their own 

stock. This list companies comprised the population of 

companIes had publicly .,,,,,v,,, ... ,u. the sale of put options indexed to own stock. 

complete list can seen in Exhibit 5. 

A company was included in only if it clearly identified that the put 

company's own stock. Unfortunately, many financial options were indexed to 

institutions and mutual disclosed the of put but often it was not 

entirely clear options were to the own equity. If the UU(U"",uu 

institution did clearly state the instruments were linked to the own equity, 

.YoU·V"i> (especially banks) the company was "" ... H."''''"' in the list. However, many 

issue many Thus, many potential had 

to excluded from the "'''F\H''' simply because disclosure did not clearly identify 

underlying asset for put options. 

Once the questionnaire was developed and the companies were identified, the 

survey was distributed to the Financial Officer selected 

Financial Officer and mailing address company was from their 

most recent Chief Financial was selected as recipient for a 

reasons. officer should be familiar with the of the put options. While the 

might be best by the Company Treasurer or the Controller, it 

was assumed that the CFO would survey down to most relevant 
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Moreover, the CFO was the most easily identifiable financial officer for each company. 

The surveys were sent with cover letters on February 16, 1998. A copy of this cover 

letter has been included as Exhibit 6. 
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INTRODUCTION 

CHAPTER IV 

TESTING THE HYPOTHESES 

Chapter 3 identified four hypotheses relating to the issuance of put options indexed to the 

seller's own stock. This chapter will outline the statistical techniques that were employed 

to test these hypotheses. As mentioned earlier, eighty-two surveys were distributed. Of 

these, seventeen (21 %) were returned. Although the survey was anonymous, the 

questionnaire did request some information relating to the responding company. Seven 

respondents (41.2%) identified their annual net sales as $5 billion or more. Five 

companies (29.4%) had net sales of $1 to $5 billion. Three companies (17.6%) had net 

sales of $1 00 million to $1 billion. One company identified its sales as less than $100 

million. One respondent did not report its sales. 

STA TISTICAL TESTS 

Because the sample size (17 respondents) is statistically small, the conclusions to 

be drawn from this sample will be limited. Moreover, the small sample size restricted the 

statistical tests that were available for use. The predominant statistics used in this study 
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will be ;) ... ",u"" ... (i.e., frequency-distribution, mean, and standard deviation) and 

the chi-squared test. 

A common method for summarizing is to display resul ts in graphical 

graph. graph sorts data into form

describes how observations into each category. This technique will show 

percentage of total respondents that '''''''''''''1"1 each question a certain The 

graph provides a way to quickly identify if the responses to certain 

questions had a tendency TA""""W"" one 7 

Measures of tendency allow the whole body data to summarized 

in a single number that is typical of distribution. In this study, arithmetic mean is 

used as a measure of central tendency. The mean is computed by 

observations dividing by number Although relatively this 

descriptive statistic quickly identifies !oJv"e., ... ., that are inclined in one direction.7 

A measure of variability (standard deviation) shows how dispersed a set of 

is around the mean. That deviation will tell if the 

are concentrated or are widely separated around mean.7 graph each 

respondent, answer to each question, and question'S mean and standard 

IS m 8. 

The one-sample test examines the sample of was drawn from a 

theoretical population with a given distribution. This technique is a "goodness-of-fit" 

in that it may used to test whether a significant difference between an 

" .. ","' .... .1""" HUJ'HU''-'l of responses and an """,.,.""roT",,,., number on null hypothesis. 

null hypothesis states the expected proportion reSpOl1lSeS falling in of the 
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categories. upon this expectation, the null predicts the of 

SDCmS(~S in each category. observed "'v11"''',,, differ from the 

ext)ectea frequencies, null hypothesis can be rejected in of the alternative 

hypothesis. g 

null hypothesis be tested by: 

chi-squared 
Oi observed of cases category 

Pv."\ProTP£1 number of cases ith category Ho 
,-<""'v"" to sum over all categories 

observed and "'~'''''''''T'''r1 frequencies is similar, the 

value [ thus, X2 will Generally, 

more likely that nn,:pr1JPl1 frequencies did not come from expected population. In 

general, the degrees of ~V"VUA (dj) equals k - 1, where k stands 

for number of """"F.''''< in the classification. If the probability with the 

occurrence of obtained X2 for df k 1 is equal to or the level of then 

Ho may be If not, then (the null hypothesis) will be accepted. (Siegel) 

However, u"' .... CJ.""'''' the small ,-,,,,,a,""'" an important limitation on this test 

must be noted. 1 , frequency should at least 5. 1, 

X2 should not used if more 20 of the eXIJected frequencies are than five. 

Therefore, to meet this requirement, were combined to 

obtain the expected cases where the 

called an answer ranging Strongly to Strongly the groups 

Agree and were combined, as were the groups Disagree, and Strongly 

36 



Disagree. Although this joining left only two groups for ""v>utJ, ... combination 

was necessary to meet requirements of the test. 

The test was performed on in the survey. The test 

compared the to a theoretical distribution it was equally likely for 

the respondent to answer in one the five ", .. >",1-", •• ", unless otherwise 

stated, the null for each question it was equally likely for 

respondent to either or disagree with the statement. The rejection of 

hypothesis for U"O,UUU will allow us to draw 

actions with issue that the 

fully explained figures of the test are 

Kolmogorov-Smimov test was also applied to 

this test did not materially from the 

below. figures and the results 

.IIJLJ<';.IIU ONE: Among the H.L""1U".",,, 

company's own stock, a I'Arnn'" 

connection with a stock repurchase Of()Qram 

by 

regarding the cornp<mH~S 

Although the will 

"".., .. ' ..... ' ..... in Exhibit 9. The 

responses. Since of 

the K -S test is not 

test are presented in Exhibit 10. 

indexed to 
instruments in 

some other action 

two identified six purposes for issuing indexed to a 

own stock. These lU""'I",,,,,-, the pseudo-hedge, the program, 

premium, consideration action, display of management confidence, and 

n"~'''''<H''''' demand for company question relating to incentives 
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will be examined to determine if one is statistically more dominant given our survey 

responses. 

THE PSEUDO-HEDGE. Questions #9 and 

# 16 relate to this potential incentive. Both 

questions were scaled from Strongly Agree (SA) 

to Strongly Disagree (SD), with 1 representing 

SA and 5 representing SD. Question #9 asked if 

these instruments were designed to act as a type 

of nonperfect hedge. Out of 15 responses, the 

Table 4-1 

12 
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Co 
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Strongly Agree/ Agree Strongly Disagree! 

Disagree 

IDExpected • Actuall 

mean response to question #9 was 1.8 with a standard deviation of 0.94. The chi-squared 

test was performed by separating the potential responses into two groups - those 

answering 1 or 2 (group A) and those answering 4 or 5 (group B). Those answering 3 

("Not Applicable") were discarded from the sample for the question. The probability 

assigned to group A was p = 0.5 and to group B was p = 0.5. As mentioned earlier, this 

grouping of responses was necessary to meet the minimum requirements of the chi-

square test. Assuming that it was equally likely that any answer would be selected, these 

expected probabilities formed the null hypothesis. The expected frequencies were 6.5 

and 6.5 in groups A and B, respectively. However, the observed frequencies were 12 for 

A and 1 for B, giving us a chi-squared value of9.3. These frequencies can be seen in 

Table 4-1. The probability associated with chi-squared = 9.3 and df=l is between 0.01 

and 0.001. Since alpha = .05, it is more likely for a company to answer 1 or 2 (i .e., agree) 

to this question, meaning that a statistically significant number of the companies issued 

these instruments as hedges. 
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A similar method for the chi-squared test was performed on every question scaled 

from SA to SD. From this point forward, only the expected frequencies, the observed 

UI 
(I) 
UI 
c::: 
o 
a. 
UI 
(I) 

a:: 

Figure 4-2 

Agree Disagree 

.Actual []Expected I 

frequencies, and the results will be given 

for the chi-squared test of each question. 

Question # 16 asks if the company 

designed the options to hedge issued call 

options, such as employee stock options. 

Out of 16 responses for question # 16, the 

mean was 3.19 with a standard deviation of 1.4 7. The expected frequencies were 8 in 

groups A and B. The observed frequencies were 7 for A and 9 for B, giving us a chi-

squared value of 0.094. These frequencies are seen in figure 4-2. The probability 

associated with this chi-squared value and df=1 is between .9 and .95. With alpha = .05, 

the responses are not inclined in one direction; and therefore, the respondents did not 

issue these options as hedges on call options. 

STOCK REPURCHASE PROGRAM. Corporations could potentially issue these 

options in conjunction with a stock repurchase program. This strategy could allow them 

to lock in a share repurchase price or reduce the cost of the buyback through the premium 

received on the options. Questions # 10, # 11, and # 12 relate to this potential incentive. 

All three questions were scaled from Strongly Agree to Strongly Disagree. Question # 10 

asks if these put options were issued in conjunction with a stock repurchase program. 

Out of 16 responses, the mean for question # 10 was 1.06 with a standard deviation of 

0.25. The expected frequency of response was 8 in both groups A and B. The observed 

frequencies were 16 in A and 0 in B, giving a chi-squared value of 16.0. These 
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frequencies are seen in Table 4-3. The probability associated with this value and dr-I is 
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Table 4-3 

Strongly Agree! Agree Strongly Disagree/ 
Disagree 

10 Expected • Actuall 

less than .001. With alpha = .05, the 

respondents are statistically more likely to 

agree with this question and issue these 

options in conjunction with a stock 

repurchase program. 

Question # 11 asked if the company 

intended these options to reduce the cost of 

the repurchase program with the option premium. The mean response to question #11 

was 1.19, with a standard deviation of 0.40. With 16 responses, the expected frequencies 

were 8 in both groups A and B. As with question # 10, the actual frequencies were 16 in A 

and 0 in B, giving us a chi-squared value with a probability less than .001 . The 

respondents, therefore, are statistically likely to answer affirmatively to this question. 

Question #12 examined if the company intended to lock-in a share repurchase 

price with these put options. With 14 responses, the mean of question #12 was 2.63, with 

a standard deviation of 1.26. As expected from the mean results, the chi-squared test did 

not reveal any differences of significance; and thus, no conclusion can be drawn from 

these results. 

CASH PREMIUM. As discussed previously, corporations could be motivated to 

issue put options simply for the cash premium received from the option issuances. 

Question #13 analyzes this potential motivation. Out of 16 responses, the mean answer 

was 3.38, with a standard deviation of 1.26. The expected frequency was 7 in both 

groups A and B; however, the actual frequencies were 5 and 9 in A and B, respectively. 
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This difference from expectations was not significantly different enough to draw any 

conclusions about this incentive. 

CONSIDERATION FOR SOME OTHER 

ACTION. Corporations may wish to issue these 

options in order to gain some benefit (besides 

the cash premium) from the receiver of the 

instruments. This added benefit could include 

the purchase of large blocks of stock or debt by 

the recipient. Questions # 19, # 17, #7, and #8 

1 

: 1 
Ul 
I:: 
o 
Co 
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Q) 

0:: 

Table 4-4 

Strongly Agree! Agree Strongly Disagree! 
Disagree 

I 0 Expected • Actua II 

analyze this alternative. Question # 19 directly asked if these instruments were designed 

to gain consideration for some other action. Out of 16 responses, the mean answer for 

question #19 was 4.63, with a 0.81 standard deviation. The expected frequency was 8 in 

both groups. However, the actual frequencies were 1 in group A and 15 in group B. 

These frequencies can be seen in Table 4-4. These responses produce a chi-squared 

result with a probability less than .001, which allows us to state that companies do not 

issue these instruments to gain consideration for some other action. 

Question # 17, which examines if these instruments were issued to one entity, had 

a mean response of 3.5, with a standard deviation of 1.46. The expected frequency was 

7.5 in both groups. However, the actual observations were not significantly different 

enough (4 for A and 11 for B) to draw any conclusions. 

Questions #7 and #8 work together to determine what percentage of the 

companies' options were issued via private placements versus what percentage was sold 

over public option markets. Out of 16 responses, the mean for #7 was 81.25%. The 
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mean for #8 was 18.75%. Since all respondents answered either 100% or 0% to these 

questions, the answers were classified as YES or NO for the chi-squared test. The 

expected frequency was 8 in both groups A (YESs) and group B (NO's). However, the 

observed frequency for question #7 was 13 in group A and 3 in group B. These 

observations produce a chi-squared value that allow rejection of the null hypothesis if 

alpha equals .05. Therefore, companies are more likely to issue put options through 

private placement markets. 

DISPLAY OF MANAGEMENT CONFIDENCE. Management of a corporation could 

issue put options to show their confidence in the future of their stock price by effectively 

establishing a price floor. Question # 14 examines this potential alternative. Out of 16 

responses, the mean answer was 3.31, with a standard deviation of 1.25. The expected 

frequency for groups A and B was 6.5. The observed frequencies of 4 for A and 9 for B 

were not significant enough to draw any conclusion. 

INCREASE DEMAND FOR STOCK. In 

the hope that option holders would hedge 

their investment by purchasing shares of 

stock, management might hope to increase 

demand for the company's stock. Question 

# 15 was designed to examine this possibility. 
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Table 4-5 

Strongly Agree! Agree Strongly Disagreel 
Disagree 

Out of 16 possible responses, the mean 'I o-E-x-pe-c-te-d-.-A-ct-u-a""ll 

response was 4.31 , with a standard deviation of 1.08. The expected frequency for groups 

A and B was 7.5. However, the observed frequencies were 1 for A and 15 for B. These 

results can be seen in Table 4-5 . This difference from expectation produced a chi-
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squared with a of than null hypothesis can be and 

the respondents do not An1"'Al"'" to increase demand for stock. 

HYPOTHESIS TWO: Corporations that issue options indexed to their own stock 
will structure their options so (1) ,rn"'ni"", are prespecified as net cash """,LvU 

or the instruments give of settlement cash or stock. 

discussed in earlier chapters, these put options will the 

determining factor in what of accounting treatment they receive. According to 

current guidance, that the buyer the choice of cash or stock settlement 

must be recorded as liabilities with any change in market value recorded in earnings. 

Instruments that are oreSDt~clt as net settled or that give the company the choice 

or stock ':>\,;',U\.;IH\.,l1 la.:>.:>Uj,,"u as equity with no effect on earnings. 

hypothesis will attempt to rlpt.",t"n"I if a particular settlement type of option is preferred. 

The questions relating to this will all be in a marmer similar to 

hypothesis one. 

PRESPECIFIED AS NET CASH SETTLED. options can so only 

cash would change hands on settlement Questions #20 and #20A wil1 determine 

what percentage of the options were structured in marmer. Question #20 gives a 

choice between Strongly Agree Strongly Out of 13 respOlase:s, the mean 

was 3.38, a standard deviation 1.26. expected frequency for groups A and B 

was The observed frequencies were 4 for A and 7 for These .. "''' .... A''"'''''.'' generated 

a chi-squared value was not significant enough to the hypothesis. 

Question asked what per'cellta~re of options were in this fashion. Out 

of 14 responses, the mean for #20A was 26.67%, with a standard deviation 45 
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all respondents answered either 100% or 0% to these questions, answers were 

as orNO for chi-squared test. The results were not 

to draw conclusion. Question #23 is a scaled question that asks if the options were 

as demanded by the SEC for prespecified net cash settled 

mean answer was 3.63, with a standard deviation 

1 was not significant the chi-squared test. 

was 1 

The 

or 

option. Out 

1.40. 

produced a chi-squared 

alpha = 0.05. 

company has 

companies are more 

choice of settlement. 

Question #21A, which asked what .... p'·"""nt<l 

put options can be structured so that 

Questions #21, #21A, and 

the mean of question #21 

u.., ......... u frequency in groups A and B is 

2 for group B. These results 

to reject the null hypothesis when 

to structure their options so that the 

A .... lcll'\~"" were structured in 

this manner, had a mean rp""r\nn of 80%, with a ", ... "y, ... , 41 The 

expected frequency to groups A and B was 

and 3 for B. These results produced a 

that most of the respondents had structured their 

Question #24 asked if these options were '"'" ..... >OJ" ....... 'u 

be recommended for this particular 

question #24 had a mean of3.56, with a 
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frequency for groups A and B was 8. However, the observed frequencies were not 

significantly different enough to draw any conclusions. 

BUYER CHOICE OF SETTLEMENT. Put options can be structured so that the buyer 

has the choice of settlement terms. Questions #22, #22A, and #25 will analyze this 

settlement option. Out of 11 responses, question #22 had a mean response of 3.73, with a 

standard deviation of 1.53. The difference between expected and observed frequencies 

was not significant enough to draw any conclusions on this question. 

Question #22A asked what percentage of options were issued under this structure. 

Out of 15 responses, the mean answer was 13.33, with a standard deviation of35.19. The 

expected frequency for groups A and B was 7.5. However, the observed frequencies were 

2 for group A and 13 for group B. This difference generates a chi-squared value large 

enough to conclude that most companies do not structure their options in this fashion. 

According to the EITF, this settlement type requires classification of these 

instruments as liabilities. Question #25 examined if the put options were classified as 

liabilities. Question #25 had a mean response of 3.75, with a standard deviation of 1.65. 

The difference between expected and observed frequencies were not significant enough 

to reject the null hypothesis; and thus, no conclusions could be drawn. 

HYPOTHESIS THREE: The accounting regulations played a significant role in the 
decision process of the companies issuing these put options. 

As discussed earlier, the accounting guidelines for these options are heavily dependent on 

the option's type of settlement structure. For example, under one structure, changes in 

market value need to be recorded to earnings; under another, there is no effect on 

earnings. Therefore, it becomes possible that the accounting regulations played a 
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significant role in the decision to issue these options. Hypothesis three will attempt to 

determine if this idea is correct. Questions #27, #28, #30, #31, and #32 will examine this 

hypothesis. 

Question #27 asked if the accounting regulations had significant effects on the 

choice of settlement structure. Out of 16 responses, the mean answer to question #27 was 

3.50, with a standard deviation of 1.63. The expected distribution was 8 for both groups 

A and B. However, the actual distribution was 5 for A and 9 for B. This difference in 

expectations and observations produced a chi-squared that was not significant enough to 

allow for rejection of the null hypothesis. Therefore, no conclusions can be made 

regarding this question. 

Question #28 had a mean response of 3.67, with a standard deviation of 1.45. The 

expected distribution was 6 for groups A and B. The actual distribution was 4 and 8 for A 

and B, respectively. This difference did not allow for rejection of the null hypothesis. 

Question #30 was a YES/NO question asking if the company had plans to 

continue offering these instruments. A 
Table 4-6 

"Yes" response was recorded as aI, 

while a "NO" response was recorded as a 

0. Out of 15 responses, the mean answer 

for question #30 was 0.87, with a 

YES NO 
standard deviation ofO.35. The expected 

frequency was 7.5 for both groups A and 
10 Expected • Actual I 

B. However, the actual distribution was 13 for A and 2 for B. These frequencies can be 

seen in Table 4-6. This difference generated a chi-squared value with a probability 
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between 0.01 and 0.001. Therefore, the null hypothesis can be rejected in favor of the 

alternative hypothesis for this question. 

Question #31 was a YESINO question examining if the company would be more 

likely to issue these instruments if accounting regulations were not as strict. 62% of the 

respondents answered YES, while 38% answered NO. Although slightly tending towards 

"NO", the difference between expected frequencies and observed frequencies was not 

great enough to reject the null hypothesis. 

Question #32 asked if the accounting guidance was considered in the decision to 

issue these options and was another YESINO question. Out of 15 responses, the mean 

answer was 0.73, with a standard deviation of 0.46. Although leaning towards "YES" 

and very close to significance, the difference between the expectations and the 

observations was not large enough to accept the alternative hypothesis. 

Although this examination has been using the chi-squared test for most 

observations, it is worth noting that the Kolmogorov-Smirnov test found levels of 

significance in questions #31 and #32 great enough to reject the null hypothesis and 

conclude that the respondents were more likely to answer YES to these questions. 

HYPOTHESIS FOUR: These options have been issued by companies with weak 
internal control structures on derivatives and a willingness to speculate. 

Because of the potential risky nature of these financial instruments, companies issuing 

these instruments may possess weak internal control structures. Hypothesis four will 

examine this potential relationship. Questions #1-5 (all YESINO questions) will analyze 

this hypothesis. 
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Question #1 asked if the company allowed trading in derivatives for speculative 

purposes. Out of 17 possible responses, question # 1 had a mean response of 0.12, with a 

standard deviation of 0.33. The expected frequency was 8.5 in both groups. However, 

the actual frequencies were 2 for the YES group and 15 for the NO group. This 

difference was significant enough to conclude that most respondents do not allow trading 

for speculative purposes. 

Question #2, which asked if the issued put options were controlled by the 

company policy on derivatives, had a mean response of 0.41, with a standard deviation of 

0.51. The difference between expected and observed frequencies was not significant 

enough to draw any conclusions. 

Question #3 was a continuation of question #2 - the respondents would only reply 

to #3 if having answered NO to question #2. Out of 10 possible responses, the mean 

response to question #3 was 0.50, with a standard deviation of 0.53. The difference 

between expected and observed frequencies was not great enough to reject the null 

hypothesis. 

Question #4 asked if the company needed Board of Director approval to issue put 

options. Question #4 had a mean response of 0.73, with a standard deviation of 0.46. 

While the response frequencies were inclined towards "YES", the difference was not 

significant enough to reject the null hypothesis. 

Out of 16 possible responses, question #5, which asked if the company was 

restricted to using these options for hedging purposes, had a mean response of 0.63, with 

a standard deviation of 0.50. The difference between expected and observed frequencies 

was not significant enough to any conclusions under the chi-squared test. 
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response sample allowed for assumptions to be regarding the 

answers to particular However, sample 

in relation to the """,P,..."PI1 popUlation, certain tests could not be 

nPt'tcn'1"n,,'rl in this study, t - test is one test is most likely to reject 

Ho is However, a rn."nAn of the t - test is the observations 

come from a normally distributed population. Because 

study would have no way of data fits this 

because sample size, data 

the actions or nr"'tp.'pnl~p,,, ofthe "., ... ,un .. ,,.. population from which this 

IS 1111" .. "'.... Therefore, most conclusions generated from 

sample size, this 

Moreover, 

to explain 

was drawn 

statistical 

survey. This 

limited to the that actually reSPOlnat:a to the 

will be discussed further Cn(lptl~r five. 
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CHAPTER V 

The purpose of this study was to examine put options indexed to the own 

This looked at company's potential reasons the and at 

the role accounting procedure. From purpose, four hypotheses were developed 

and tested. chapter will draw conclusions the test data in to prove or 

disprove our hypotheses. 

Hypothesis one dealt with the potential incentives that would motivate a company 

to financial two identified possible motivations. 

include the pseudo-hedge, stock repurchase program, the premium, 

consideration for other action, display of management confidence, and increase demand 

for cornp.my one "Among purposes 

put options indexed to the issuing company's own stock, a company will most 

likely these instruments connection with a repurchase program and in 

consideration for some other action by 

hypothesis can be 

buyer." With the p, ..... HVLv .... test data, this 
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THE PSEUDO-HEDGE. Questions #9 

#9 asked if these instruments were intended as a 

this incentive. 

(see Exhibit 3 full 

questionnaire). As chapter four, the rp<>nC\,'", ... 'nT" were statistically more likely to 

Agree or this question. 6 asked if these 

were designed as a nOll-peneCt against call options. The respondents were 

divided on this thus, it remains _-.' __ A.,] a company would or 

disagree with this statement. From this data, it can concluded that did 

intend for the to act like a hedge but not necessarily against call 

options, as stock options. I'\p,·P1","),.p a mystery still as to what 

item these instruments could be hedging. possible explanation is that these 

instruments were ..... ...,,;:"15'."' ..... to lessen u,""'V";'<U~_U with a stock "IJ'."'''''''''''''' program. 

STOCK REPURCHASE PROGRAM. Questions # 1 0, 1, tested 

this hypothesis. Question # 10 asked if 

with a program. 

for their 

cost of the program through 

unanimously that this was true 

were set up to lock in a 

instruments were U'-'''UF;Al..,U in conjunction 

unanimously 

instruments were 

received. 

their company. 

repurchase price, 

that this was true 

to reduce the 

respondents 

2 asked if the 

more on this issue, and no conclusions can 

responses were 

with regards to 

aspect. However, one can 

designed in conjunction with a 

universal 

for options was intended to .. ""r'"'''''' the cost of 
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CASH 

provide 

this incentive is 

Question # 13 asked if 

answers to 

not a primary motivator for 

""''',,",H',,, were designed to 

~"'"'HV'H were divided; and thus, 

of these options. 

CONSIDERATION FOR SOME OTHER ACTION. 9 asked if this 

reSDO]nse:s were overwhelmingly incentive was '"'VJLA.:U ........ ,,"U. in their decision-making, 

In responses were statistically 

incentive was not included as one 

Disagree or Strongly 

company's primary 

motivations. 

Y OF MANAGEMENT 

incentive were mixed. 

The results of the questions 

is probably not a primary 

reason of these instruments. 

INCREASE DEMAND FOR STOCK. respondents' answers to the 

it can be inferred that this on 

is not 

were decisively negative. 

motivator. 

the Stock Repurchase 

ruled the day. 

and the Pseudo-hedge 

disagreed with or were divided on 

test results showed a ~'I'>"""V"",U 

some other action. study 

potential reasons for ,,,,,,,"'",,,,,,., 

"nf»T"""n to the reason of consideration 

companies are more likely to issue options as part of a stock 

as a non-perfect hedge reason. 
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SETTLEMENT STRUCTURE: HYPOTHESIS TWO 

As discussed in earlier chapters, these put options are nonnally structured in one 

of three main ways: prespecified as net cash settled, issuer choice of cash or stock, and 

buyer choice of cash or stock. The option's settlement structure will be the primary 

detenninant in the accounting procedure required. Because of this fact, it seems likely 

that companies would structure their options in a certain way to receive more favorable 

accounting treatment. Based upon this assumption, Hypothesis two attempted to 

detennine if a particular settlement structure was dominant. This hypothesis originally 

stated: "Corporations that issue put options indexed to their own stock will structure their 

options so that (I) the instruments are prespecified as net cash settled or (2) the 

instruments give the issuer the choice of settlement in cash or stock." 

PRESPECIFIED AS NET CASH SETTLED. Questions #20, #20A, and #23 

tested to see if this settlement structure was preferred. However, as described in chapter 

4, none of the three questions were significantly bent in one direction. Therefore, it can 

be concluded that this settlement structure is not predominant. 

COMPANY CHOICE OF SETTLEMENT. Questions #21, #21A, and #24 were 

designed to see if this settlement stood out as a preferred structure. Question #21 asked if 

the company's options were structured so that the company was given the choice of 

settlement. Fortunately, #21 and #21A were significantly in agreement. However, #24, 

which asked if the options were classified with equity, was not statistically significant. 

BUYER CHOICE OF SETTLEMENT. Questions #22, #22A, and #25 analyzed 

this settlement option. As described in chapter 4, questions #22 and #25 were not 

significantly slanted in one direction. Question #22A, which asked what percentage of 
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the company's options were In manner, was significantly inclined towards 

a zero percentage. 

predominant. 

it can be concluded that this settlement structure is not 

Overall, the respondents indicated that Company of Settlement is the 

predominant nl"p·tpl"l"pr! structure financial 

HAl .... " ..... with this set of questions (#20-#25) there were some H"'",V~h" .. "''''U''''''''' 

with the expected structure generating the expected accounting. example, four 

companies, who had identified options as being prespecijied as net settled or as 

having company choice, indicated that their options were classified as liabilities. 

However, according to only the buyer choice of settlement structure ~~LH~A'''''~ 

liability classification. Moreover, four other companies identified their options as being 

1 00% ",'"' .. ,.'"' .... under one structure as as 1 00% settled under another structure. These 

inconsistencies are currently unresolved. One potential explanation is that options 

be set up with structures with certain outside qualifications 

demanding a certain structure. For example, a option contract could be written so that if 

the stock price falls below a certain level, then it will net cash settled, otherwise it 

would the .... Vl.UjJ'[.LUY 

would the a .... ',vu .. .u 

of 

required 

Moreover, this multiple settlement option 

this financial instrument and would explain 

the inconsistencies in accounting treatment. possibility, while unproven, would 

explain these inconsistencies. Another possibility to consider is pure human error. 

it would be '"''VA.''"", that the 

V",,"",,,, confused or simply misrepresented the settlement 

terms of Moreover, because of very small sample an error by one or 
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two respondents would appear to have a very distinct impact on this section of the study. 

Again, this possibility cannot be tested, but it cannot be ignored. 

As discussed above, the accounting regulations for these options are heavily 

dependent on their type of settlement structure. For example, under one structure, there 

is no effect on earnings; while with another, the options must be marked-to-market. The 

accounting standards therefore could playa significant role in the decision making of the 

company - not only in terms of settlement structure, but on the company's plans to issue 

these instruments in the future. Hypothesis three originally stated: "The accounting 

regulations played a significant role in the decision process of the companies using these 

put options." Questions #27, #28, #30, #31, and #32 examined this hypothesis. 

Question #27 directly asked if the accounting treatment had an effect on the 

settlement structure for the put options. However, the respondents answered this question 

with a mean answer of3.5, which left them nearly divided on the issue. Question #28 

examined if accounting regulations would be a primary factor in determining whether or 

not to continue issuing these instruments. Unfortunately, the responses were still 

indecisive. The respondents did answer in overwhelming favor to question #30, which 

asked if they planned to continue offering these instruments. Question #31 asked ifthe 

accounting regulations were not as strict, would the company be more willing to issue 

these put options. Question #32 asked if the accounting regulations were considered in 

the company's decision to continue offering the instruments. Questions #31 and #32 
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were insignificant according to the chi-squared test, but were ""E.'U'eA""4U.'J in agreement 

the test. 

The results of tests seem to indicate that accounting pronouncements 

not have a decisive on choice to issue put options. The only clearly ""E.'U'"'"''''''' 

response was the company 

,",ur.<>r<>11 m which nearly all 

seem to indicate that 

affirmative. 

to '"'VI ... U ........ issuing the instruments, 

"',,,"'v..,»,",", to questions #31 and 

accounting guidelines were '"'V'CL"" .... ...,' somewhat the 

decision-making but were not the primary consideration. 

As 

costs. 

controls 

options 

derivatives 

chapter 1, these potentially severe opportunity 

instruments could be by companies with 

_ ... _AU,,.., them. Hypothesis which will test this idea, states: 

issued by companies with internal control structures on 

" 

UUlesl10rls # 1 5 were designed to test company's internal on 

As seen questions 

approval was required, if a separate policy regulated these 

of Director 

etc. The 

reslDoIllses to questions were all divided. However, question the 

trading 

options) for speculative 

towards negative. "",..""1",,,-,,,, while 

(in general, not HC;\~C;""ru limited to issuing put 

of this question were clearly leaning 

respondents not seem to a consistent 
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structure for controlling these instruments, the firms seem less likely to be engaging in 

these options for purposes other than to reduce risk. 

UNANSWERED QUESTIONS 

This study has been able to reveal some valuable insight into the world of put 

options indexed to the company's own stock. However, some unanswered questions still 

remain. First, the correct accounting for these options is still unknown. Although the 

SEC and EITF have issued pronouncements, this study shows that not all companies are 

following these guidelines. Therefore, an interesting follow-up study would be to send 

questionnaires to the auditors for the list of 82 companies identified as having sold put 

options indexed to their own stock. This questionnaire would examine what exactly is 

the current accounting industry practice for these options. This study would then ask 

where this industry practice has originated. For example, does their accounting guidance 

stem primarily from the EITF? Possibly, these options grown more complex, and the 

industry has developed a slightly mutated practice to account for these options. 

Secondly, a large question remains concerning who would actually buy these 

options. The survey results indicate that most ofthese options are sold through private 

placements. Thus, most of the buyers know that the company is the option writer. 

However, assuming the company management has more knowledge about the true value 

of the firm (asymmetric information), it should be able to predict the future course of the 

company's stock price. Management would only issue these options if it believes the 

stock price is going to rise. What reason, therefore, would a buyer want to hold these 

options? The buyer might take the option as consideration for other action, but this study 
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indicates 

purchase 

is definitely not a reason to issue The buyer 

option to hislher current stock purchase. However, fact that 

company is willing to put options should tell the LJVI, .... ll'LH,U buyer that the 

price will u,",,"au,,,", of the information firm's 

There is !1p,·pT,-.rp no definitive reason for an entity to put options 

indexed to the issuing company's own 

an interesting project would be to survey the option buyers in an 

to discover their n-.r..n"anr' ... in holding options. This would 

be done on the who are selling options. Their relationship with the buyer 

should them aware 

should 

buyers' reasons for "''''''H.n 

clarity to this 

to hold the This 

to 

Although the of this study has been limited by the small sample size of the 

respondents, some general observations have been collected. This study shows 

vu ..... "'u'V-.> are more likely to put options as part a stock program 

as a non-perfect for any other reason. The respondents indicated that 

Company of Settlement is predominant and structure for 

HHUll\,lUI instruments. 

guidelines were '"U'"..,.'u.'V' 

these tests also seem to indicate 

somewhat company's decision to 

accounting 

these put 

options but were not a primary consideration. While respondents do not seem to have 

a • ..,.c,. __ ••• internal control structure for these the firms seem likely to sell 
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the instruments for purposes other than to reduce risk. Overall, this study was able to 

generate some valuable insight on put options indexed to the issuer's own stock. 
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EXHIBIT 1 

Proposed Statement of Financial Accounting Concepts 

Accounting for Derivative and Similar Financial Instruments and for Hedging Activities 

Summary 

This proposed Statement would establish accounting and reporting standards for derivative 

financial instruments and other similar financial instruments (collectively referred to as 

derivatives) and for hedging activities. It would require that an entity recognize all derivatives as 

either assets or liabilities in the statement of financial position and measure those instruments at 

fair value. If certain conditions are met, a derivative may be specifically designated as (a) a 

hedge ofthe exposure to changes in the fair value of a recognized asset or liability or a firm 

commitment, (b) a hedge of the exposure to variable cash flows of a forecasted transaction, or (c) 

a hedge of the foreign currency exposure of a net investment in a foreign operation. 

The accounting for changes in the fair value of a derivative (that is, gains and losses) would 

depend on the intended use of the derivative and the resulting designation. 

• F or a derivative designated as a hedge of the exposure to changes in the fair value of a 

recognized asset or liability or a firm commitment (referred to as a fair value hedge), the gain 

or loss would be recognized in earnings in the period of change together with the offsetting 

loss or gain on the hedged item. The effect of that accounting is to adjust the basis of the 

hedged item by the amount of the gain or loss on the hedging derivative to the extent that the 

gain or loss offsets the loss or gain experienced on the hedged item. 

• For a derivative designated as a hedge of the exposure to variable cash flows of a forecasted 

transaction (referred to as a cash flow hedge), the gain or loss would be reported as a 
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component of other comprehensive income (outside of earnings) and recognized in earnmgs 

on the projected date of the forecasted transaction. 

• F or a derivative designated as a hedge of the foreign currency exposure of a net investment 

in a foreign operation, the portion of the change in fair value equivalent to a foreign currency 

transaction gain or loss would be reported in other comprehensive income (outside of 

earnings) as part of the cumulative translation adjustment; any remaining change in fair 

value would be recognized in earnings. 

• For a derivative not designated as a hedge, the gain or loss would be recognized in earnings 

in the period of change. 

A not-for-profit organization would recognize the change in fair value of all derivatives as a 

change in net assets in the period of change. In a fair value hedge, the changes in the fair value of 

the hedged item are recognized to the extent of offsetting gains or losses on the hedging 

derivative. However, because of the format of their statement of financial performance, not-for

profit organizations would not be permitted special hedge accounting for derivatives used to 

hedge forecasted transactions. 

This proposed Statement does not address how a not-for-profit organization should 

determine the components of an operating measure, if one is presented. This proposed 

Statement would preclude designating a nonderivative financial instrument as a hedge of an 

asset, liability, firm commitment, or forecasted transaction except that a nonderivative 

instrument denominated in a foreign currency may be designated as a hedge of the foreign 

currency exposure of a firm commitment denominated in a foreign currency or a net investment 

in a foreign operation. 

This proposed Statement would amend FASB Statement No. 52, Foreign Currency 

Translation, to permit special accounting for a hedge of a foreign currency forecasted transaction 

with a derivative. It would supersede F ASB Statements No. 80, Accounting for Futures 
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Contracts, No. 105, Disclosure oflnfonnation about Financial Instruments with Off-Balance

Sheet Risk and Financial Instruments with Concentrations of Credit Risk, and No. 119, 

Disclosure about Derivative Financial Instruments and Fair Value of Financial Instruments. It 

would amend FASB Statement No. 107, Disclosures about Fair Value of Financial Instruments, 

to be consistent with the measurement provisions of this proposed Statement and to include in 

Statement 107 the disclosure provisions about concentrations of credit risk from Statement 105. 

This proposed Statement also would nullify or modify the consensus reached in several issues 

addressed by the Emerging Issues Task Force. 

This proposed Statement would apply to all entities. To the extent that an entity follows 

specialized industry practices under which it measures substantially all of its financial assets 

(including derivatives) at fair value and recognizes changes in those fair values through 

earnings, it would be precluded from reporting changes in the fair values of its derivatives as a 

component of other comprehensive income (outside of earnings). Similarly, it could not choose 

to recognize in earnings only a portion ofthe change in the fair value (from the inception of the 

hedge) of an asset designated as being hedged. 

This proposed Statement would be effective for fiscal years beginning after December 

15, 1997. Initial application of this proposed Statement would be as of the beginning of an 

entity's fiscal year; on that date, hedging relationships would be designated anew and 

documented pursuant to the provisions of this proposed Statement. This proposed Statement 

wou ld not be appl ied retroactively to financial statements of prior periods. 

At the date of initial application, an entity would measure all derivatives at fair value and 

recognize them in the statement of financial position as either assets or liabilities. The entity also 

would recognize offsetting gains and losses on hedged assets, liabilities, and finn commitments 

by adjusting their carrying amounts at that date. The transition adjustments that result from 

adopting this proposed Statement would be reported in net income or other comprehensive 

income, as appropriate, as the effect of a change in accounting principle and presented in a 
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manner similar to the of a change in <tv'"V,"''' 

transition adjustments are reported in net income or other 

Whether 

income would 

derivatives and were the 

prior to the date of initial 

on hedging relationships, if any, that had existed for the 

accounting under 

application. Transition 

com prehensive 

forecasted transaction 

by pennission. 

accepted accounting 

,""tTYIpnlt" .. ,,·nt\,!'1"p{j as a 

be subsequently 

been projected to occur. 

• ,,',"_P'TTP'l'T_T\/T'" adjustment of 

in on the date on 

by Financial Accounting Standards Board. All rights Used 
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EXHIBIT 2 

Published Guidelines for Derivatives 

Document Title Application 
SFAS No. 52 Foreign Currency Translation Hedge accounting for foreign 

currency contracts and currency 
swaps. 

SFAS No. 80 Accounting for Futures Hedge accounting for futures 
Contracts contracts 

EITF No. 84-36 Interest Rate Swap General guidance on interest rate 
Transactions swaps 

EITF No. 86-25 Offsetting Foreign Currency As described in title 
Swaps 

EITF No. 87-31 Sale of Put Options on Issuer's As described in title 
Stock 

EITF 88-9 Put Warrants Warrants that contain the 
features of a put option and a 

stock warrant 

EITF 90-17 Hedging Foreign Currency Hedging anticipated foreign 
Risks with Purchased Options currency transactions with 

purchased options 

EITF 91-1 Hedging Intercompany As described in title 
Foreign Currency Risks 

EITF 91-4 Hedging Foreign Currency Hedging anticipated foreign 
Risks with Complex Options currency risk 

and Similar Transactions 

EITF 94-7 Accounting for Financial Derivatives linked to a 
Instruments Indexed to and company's own stock 

Potentially Settled In, a 
Company's own stock 

EITF 95-2 Determination of What Clarification of EITF 91-1 
Constitutes a Firm 

Commitment to Foreign 
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Currency Transactions Not 
Involving Third Parties 

EITF 95-11 Accounting for Derivative Accounting for compound 
Instruments Containing an derivatives such as amortizing 

Option-Based and a Forward- swaps and cancelable swaps. No 
Based Component consensus was reached. 

EITF 96-1 Sale of Put Options on Issuer's As described in title 
Stock that Require or Permit 

Cash Settlement 

SEC ASRNo. Presentation in Financial Applied by analogy to certain 
268 Statements of Redeemable derivatives that settle in a 

Preferred Stock company's own stock. 

AICPA Issues Accounting For Options 
Paper 86-2 
EITF 96-13 Accounting for Sales of Call As described in title 

Options or Warrants on 
Issuer's stock with Various 

Forms of Settlement 

Source: Accountmg For DenvatIves. Raymond Perry. 1997. 
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EXHIBIT 3 

QUESTIONNAIRE 
(Note: The size has been shrunk to fit this page.) 

Your fmancial statements have publicly disclosed the sale of put options/warrants on your own stock. ll1is 
survey will attempt to determine your reasons for the issuance ofthe put options/warrants on your own 
stock and also discover the effects that accounting guidelines had on your decision. Hereafter, the put 
options/warrants that were issued on your own stock will be referred to as "the instruments". 

What is your corporation's Primary SIC Code (2 digits)? 

On what stock exchange is your stock primarily traded? 

What were your net sales at the end of your last fiscal year? (check one) 

0$100 million or less 0 $100 million to $1 billion 0 $1 billion to $5 billion o $5 billion or more 

1. Does your company policy on derivatives in general (not necessarily restricted to 
the instruments) allow trading in derivatives for speculative purposes? 

2. Are the instruments restricted by your company's policy on derivatives? 

3. If not, does a policy exist to regulate the instruments? 

4. Do you need Board of Director approval to issue the instruments? 

5. Are you restricted to using the instruments for hedging purposes? 

6. Were the amounts of the instruments material enough to deserve separate classification 
on your balance sheet? 

7. Approximately what percentage of the instruments were issued to private placements? 

8. Approximately what percentage of the instruments were sold over public option markets? 

YES NO -

YES NO -

YES NO 

YES NO -

YES NO -

YES NO 

Unless otherwise specified, please state your opinion on the following statements using the criteria 
below: 

2 3 4 5 

I i I I 
Strongly Agree Agree Not Applicable Disagree Strongly Disagree 

SA A NA D 

% 

% 

SD 

9. Although they don't qualify for hedge accounting, the instruments were designed to act 
as a type of hedging instrument. 

234 5 

10. The instruments were designed in conjunction with a stock repurcha~e program. 2 3 4 5 

11. The instruments were designed to reduce the cost of a stock repurchase program through the 2 3 4 5 
upfront premium received on the sale of the instruments. 

12. The instruments were designed to lock in a share repurchase price. 2 3 4 5 

13. The instruments were designed to provide cash flow for the company with minimal 
risk of dilution to shareholder equity. 2 3 4 5 

14. The instruments were designed to send a positive signal to the stock market by displaying 2 3 4 5 
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management confidence in the future of your company's stock price. 

15. The instruments were designed to increase demand for your company's stock in the hope 2 3 4 5 
that the instrument buyers would buy your stock to hedge their option/warrant purchases. 

16. The instruments act as a type of hedge on issued call options (such as employee stock options). 1 2 3 4 5 

17. The instruments were issued primarily to one individual or entity. 2 3 4 5 

18. The strike price of the instruments equaled the market price of your stock on the date of 2 3 4 5 
the instruments' issuance. 

19. The instruments were issued to buyers in exchange for the buyer performing some 2 3 4 5 
other action, such as purchasing large quantities of your stock or issuing borrowing 
instruments to your company. 

20. The settlement temlS ofthe instruments were prespecified as net cash settled. 2 3 4 5 
Approximately what percentage of the instruments were of this type? % 

21. The settlement temlS of the instruments gave your company the choice of net cash 2 3 4 5 
or stock settlement. 

Approximately what percentage of the instruments were ofthis type? % 

22. The settlement terms of the instruments gave the buyer the choice of cash or stock settlement. 2 3 4 5 
Approximately what percentage of the instruments were of this type? % 

23. The instruments were classified as temporary ("mezzanine") equity in your company's public 2 3 4 5 
financial statements. 

24. The instruments were classified with normal equity in your public financial statements. 2 3 4 5 

25. The instruments were classified as liabilities in your public financial statements. 2 3 4 5 

26. Your treatment of the instruments follows generally accepted accounting principles. 2 3 4 5 

27. Accounting treatment affected your method of the ultimate settlement type of the 2 3 4 5 
instruments (Le., net cash settled, physical settlement, etc.). 

28. Accounting treatment will be a primary factor in determining whether or not to continue 2 3 4 5 
issuing the instruments. 

29. What was the average difference between strike price and market price of your stock for the $ 
most recent issuance of these instruments? 

30. Do you have plans to continue issuing these type of instruments? - YES NO 
31. Would you be more likely to issue this type of instrument if the accounting guidelines - YES NO 

regarding classification of these instruments on your balance sheet were not a~ stringent? 

32. Were the accounting guidelines considered in your decision to issue these instruments? YES NO 

Other Comments 

Signature (Optional): _____________ _ THANK YOU! 
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EXHIBIT 4 

Companies identified in Salomon Brothers Report 

Adobe Systems General Mills 

American Express Healthcare Compare 

American General Home Holdings 

Amgen Houghton Mifflin 

Boeing Intel 

Boston Scientific IBM 

Cadence Design Systems Liz Claiborne 

Clorox McDonald's 

Dell Computer Microsoft 

Dow Chemical Company Mobil 
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New York Times 

Novell 

Octel Communications 

Oracle Communications 

Reebok International 

Sulcus Computer 

Tricord Systems 

Union Carbide 

WMX Technologies 

Wrigley 



EXHIBIT 5 

LIST OF COMPANIES 

ADOBE SYSTEMS INC 

AMAX GOLD INC 

AMERICAN EXPRESS CO 

AMERICAN GENERAL CORP 

AMGEN INC 

ASARCO INC 

ATMELCORP 

AUTODESK INC 

BOEING CO 

BOSTON SCIENTIFIC CORP 

BURLINGTON NORTHERN SANTA FE CORP 

BURLINGTON RESOURCES INC 

CADENCE DESIGN SYSTEMS INC 

CASELLA WASTE SYSTEMS INC 

CENTER BANKS INC 

CIRCUS CIRCUS ENTERPRISES INC 

CLOROX CO 

COMCAST CORP 

COMPUTER NETWORK TECHNOLOGY CORP 

CONTINENTAL NATURAL GAS INC 

CYPRESS SEMICONDUCTOR CORP 

CYTEC INDUSTRIES INC 

DARDEN RESTAURANTS INC 

DATA NATIONAL CORP 

DELL COMPUTER CORP 

DOW CHEMICAL CO 

DYNACORP 

EQUITY ONE INC 

FIRST DATA CORP 

GENERAL MILLS INC 

GENERAL NUTRITION COS INC 

GHS INC 

GILLETTE CO 

HEALTHCARE COMPARE CORP 

HERITAGE MEDIA CORP 

HOME HOLDINGS INC 

HORACE MANN EDUCATORS CORP 

HOUGHTON MIFFLIN CO 

INTEL CORP 

IBM CORP 

INTERNATIONAL DESIGN GROUP INC 

LIZ CLAlBORNE INC 

MAPCOINC 

MAYTAGCORP 

MCDONALD S CORP 

MICROCHIP TECHNOLOGY INC 

MICROSOFT CORP 

MOBIL CORP 

MUL TICARE COS INC 

69 



NEW YORK TIMES CO 

NOVELL INC 

NUEVO ENERGY CO 

OCTEL COMMUNICATIONS CORP 

ORACLE CORP DE 

PARLIAMENT HILL CORP 

PERKIN EUvlER CORP 

PHILLIPS PETROLEUM CO 

PLA YERS INTERNATIONAL INC 

POTLA TCH CORP 

PRESSTEK INC 

REDWOOD BROADCASTING INC 

REEBOK INTERNA TIONAL LTD 

SCOTISCO 

SFP PIPELINE HOLDINGS INC 

SHOREWOOD PACKAGING CORP 

SILICON GRAPHICS INC 

SINCLAIR BROADCAST GROUP INC 

STORAGE TECHNOLOGY CORP 

STORMEDIA INC 

SULCUS COMPUTER CORP 

SUNSHINE MINING CO 

SYMBOL TECHNOLOGIES INC 

THERMOLASE CORP 

TIMES MIRROR CO NEW 

TRlCORD SYSTEMS INC 

UALCORP 

UNION CARBIDE CORP 

UST INC 

WASTE MANAGEMENT INC, 

WM WRlGLEY JR CO 

WMX TECHNOLOGIES INC 

XEROX CORP 
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«OFFICER NAME» 
«TITLE» 
«COMP ANY» 
«STREET ADDRESS» 
«CITY ADDRESS» 

«OFFICER NAME»: 

EXHIBIT 6 

January 30, 1998 

Kevin William Frisz 
The Ohio State 
University 
1775 College Rd. 
Columbus, OH 43201 

My name is Kevin Frisz, and I am a senior accounting student at The Ohio State University. As 
part of my undergraduate studies, I am writing a thesis for graduation with distinction. My 
faculty advisor, Professor Richard J. Murdock, is supervising me through this project. However, 
I require and would greatly appreciate your help in the completion of my undergraduate thesis. 

Your public financial statements have disclosed the sale of put options or put warrants that were 
indexed to your company's own stock. The sale ofthese financial instruments were illustrated in 
your annual report or in your 10-K filed with the SEC. Some members of the financial 
community have criticized the accounting pronouncements for these types of instruments as being 
too strict. As an accounting student, I am trying to determine your reasons for issuing these 
securities and what role, if any, the current accounting guidelines played in your decision. 
Moreover, I am trying to ascertain how your choice might have changed if the accounting 
regulations had been different. Please help me achieve these goals by completing this brief 
survey. 

All of your answers to this survey are anonymous and will be held confidential. Your survey 
responses will be used only for statistical purposes in my undergraduate thesis, which will be 
completed this spring. Please take a few minutes to complete this survey and return it in the 
postage paid envelope provided. If you have any questions, please contact me at (513) 451-4299 
or Professor Richard Murdock at (614) 292-1720. If you would like a copy ofthe completed 
thesis, just make a note to this effect in the comments section ofthe survey. 

Please help me complete this project. I greatly appreciate any help that you can give. 

With sincerest thanks, 
Kevin William Frisz 
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EXHIBIT 7 

HYPOTHESES AND RELATED QUESTIONS 

HYPOTHESIS ONE: Among the various identified purposes for selling put options 
indexed to the issuing company's own stock, a company will most likely market these 
instruments in connection with a stock repurchase program and in consideration for some 
other action by the buyer. 

7. Approximately what percentage of the instruments were issued to private placements? % 

8. Approximately what percentage of the instruments were sold over public option markets? % 

SA A NA D SD 

9. Although they don't qualify for hedge accounting, the instruments were designed to act 2 3 4 5 
as a type of hedging instrument. 

10. The instruments were designed in conjunction with a stock repurchase program. 2 3 4 5 

II. The instruments were designed to reduce the cost of a stock repurchase program through the 2 3 4 5 
upfront premium received on the sale of the instruments. 

12. The instruments were designed to lock in a share repurchase price. 2 3 4 5 

13. The instruments were designed to provide cash flow for the company with minimal 
risk of dilution to shareholder equity. 2 3 4 5 

14. The instruments were designed to send a positive signal to the stock market by displaying 2 3 4 5 
management confidence in the future of your company's stock price. 

15. The instruments were designed to increase demand for your company's stock in the hope 2 3 4 5 
that the instrument buyers would buy your stock to hedge their option/warrant purchases. 

16. The instruments act as a type of hedge on issued call options (such as employee stock options ).1 2 3 4 5 

17. The instruments were issued primarily to one individual or entity. 2 3 4 5 

19. The instruments were issued to buyers in exchange for the buyer performing some 2 3 4 5 
other action, such as purchasing large quantities of your stock or issuing borrowing 
instruments to your company. 

HYPOTHESIS TWO: Corporations that issue put options indexed to their own stock 
will structure their options so that (1) the instruments are prespecified as net cash settled 
or (2) the instruments give the issuer the choice of settlement in cash or stock. 

20. The settlement terms of the instruments were prespecified as net cash settled. 
Approximately what percentage of the instruments were of this type? ____ % 

21. The settlement terms of the instruments gave your company the choice of net cash 
or stock settlement. 
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Approximately what percentage of the instruments were of this type? % 

22. The settlement terms of the instruments gave the buyer the choice of cash or stock settlement. 2 3 4 
Approximately what percentage of the instruments were of this type? % 

23. The instruments were classified as temporary ("mezzanine") equity in your company's public 2 3 4 
financial statements. 

24. The instruments were classified with normal equity in your public financial statements. 2 3 4 

25. The instruments were classified as liabilities in your public financial statements. 2 3 4 

26. Your treatment of the instruments follows generally accepted accounting principles. 2 3 4 

HYPOTHESIS THREE: The accounting regulations played a significant role in the 
decision process of the companies issuing these put options. 

27. Accounting treatment affected your method of the ultimate settlement type of the 2 3 
instruments (i.e., net cash settled, physical settlement, etc.). 

28 . Accounting treatment will be a primary factor in determining whether or not to continue 2 3 
issuing the instruments. 

30. Do you have plans to continue issuing these type of instruments? - YES 
31. Would you be more likely to issue this type of instrument if the accounting guidelines YES 

regarding classification of these instruments on your balance sheet were not as stringent? 

32. Were the accounting guidelines considered in your decision to issue these instruments? YES 

HYPOTHESIS FOUR: These options have been issued by companies with weak 
internal control structures on derivatives and a willingness to speculate. 

1. Does your company policy on derivatives in general (not necessarily restricted to 
the instruments) allow trading in derivatives for speculative purposes? YES 

2. Are the instruments restricted by your company's policy on derivatives? YES 

3. If not, does a policy exist to regulate the instruments? YES 

4 

4 

5 

5 

5 

5 

5 

5 

5 

NO 
NO 

NO 

NO 

NO 

NO 

4. Do you need Board of Director approval to issue the instruments? _YES _NO 

5. Are you restricted to using the instruments for hedging purposes? YES NO -
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EXHIBIT8 



9 

Total # of Freq df=} 

Responses YES/I-2 NO/4-S YES/I-2 NO/4-S p= Alpha=.05 

1 17 2 15 8.S 8.S 9.941 .01-.001 Significant 

2 17 7 10 8.5 8.5 .S-.3 .8-.7 

3 10 5 5 S 5 0.000 0 

4 15 11 4 7.S 7.5 3.267 I-.OS 

5 16 10 6 8 8 1.000 .S-.3 

6 IS 7 8 7.5 7.5 0.067 .8-.7 

7 16 13 3 8 8 6.250 .02-.01 Significant 

8 16 3 13 8 8 6.2S0 .02-.01 

9 13 12 I 6.5 6.5 9.308 .01-.001 Significant 

10 16 16 0 8 8 16.000 <.001 

II 16 16 0 8 8 16.000 <.001 Significant 

12 14 8 6 7 7 0.286 .7-.5 

I 14 5 9 7 7 1.143 .3-.2 

14 l3 4 9 6.S 6.5 1.923 .2-.1 

15 IS 1 14 7.5 7.5 11.267 <.001 Significant Significant 

16 15 7 8 7.5 7.5 0.067 .8-.7 

17 15 4 11 7.5 7.5 3.267 .1-.05 

18 16 8 8 8 8 0.000 0 

19 16 15 8 8 12.2S0 <.001 Significant 

20 11 4 7 5.5 S.5 0.818 .5-.3 

20A 14 4 10 7 7 2.S71 .2-, I 

21 11 9 2 5.5 5.S 4.45S .05-,02 Significant 

21A 15 12 3 7.5 7.S 5.400 .05-.02 Significant 

22 10 3 7 5 5 1.600 .3-.2 

22A 15 2 13 7.5 7.5 8,067 .Ql-.OO 1 

23 IS S 10 7.S 7.5 1.667 .2-.1 

24 16 6 10 8 8 1.000 .5-.3 

25 14 4 10 7 7 2.571 ,2-.1 

26 16 16 0 8 8 16.000 <.001 Significant 

27 14 5 9 7 7 1.143 .3-.2 

28 12 4 8 6 6 1.333 .3-.2 

29 0 0 0 0 0 

30 15 13 2 7.5 7.5 8.067 .01-.001 Significant Significant 

31 16 6 10 8 8 1.000 .S-.3 

32 IS 11 4 7.5 7.S 3.267 .1-.05 



JJ 

I' 
15 
16 
17 
18 
19 

20A 
21 

21A 
22 
llA 

28 
29 
3D 

31 

10 
15 
16 
15 
16 
16 

1.6 
16 

16 

16 
16 
16 
16 

I' 
II 
15 

15 
16 
16 
16 

16 
15 

I' 
16 
15 

0.5 
0.5 
0.5 
0.5 
0.5 

0.5 

0.5 

0.5 

0.5 

0.5 
0.5 
0.5 
0.5 

0.2 
0.2 
0.2 

0.2 
0.2 
0.2 
0.2 

0.1 
0.5 
0.2 

0.1 
0.2 

0.1 

0.5 
0.5 
0.5 

OA 

0.4 

0.' 
0.4 

04 

0.' 
0.' 
0.4 
M 

0.4 

0.' 

0.' 
0.' 
0.' 

0.6 
0.6 

0.6 

0.6 
0.6 

0.6 

0.6 

0.6 
0.6 

0.6 
0.6 

0.' 
0.8 
0.& 

0.8 
0.8 
O.B 
0.' 
0.8 
0.8 
0.8 

0.8 

0.8 

0.8 

0.' 
0.8 
08 

0,267 

0,625 0.375 
0,467 0.533 
0.813 
0.188 o.m 

0.33 J G.133 0.067 0.000 
0.938 0.063 0.000 QJlOO 0))00 
0,813 0.000 0,000 0,000 
0.250 0.125 0<)15 0.000 
0.063 0.250 0,375 0.18.8 

0.125 0,438 (1.125 
OJ1063 0.000 0.563 
0.125 0.313 0,063 O.25Q 
0, ISS 0.1)63 0,438 0.250 
0.43& 0.000 0.250 
0.000 0.063 0.000 0.188 
O,J5~ 0.154 0,077 0.462 
0.286 0.7J4 
o 81B 0.000 0.091 0.091 

1000 
1.000 
1000 
1000 
1.000 
1.000 

EXHIBIT 10 
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Put options 
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Put options were sold 

Equity put options 

Sale(s) of put warrants 

Sold warrants 

put options issuance 

Sold put options 

Equity put warrants 

option premium 

Proceeds from sale of put options 

11 

Proceeds from sale of put warrants 

Proceeds from premium on equity put 

Issued warrants 

Redeemable put warrant 

Potential repurchase obligation 

Options as 
program 

Proceeds from 

ofa stock 

of 

Sale of put options 

options 

Reclassification related to put options 

Premium on equity put option 

on put options 
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