EXAMINING THE TAX IMPLICATIONS OF STOCK OPTIONS AND EMPLOYEE LOANS IN A DOWN MARKET

R. Loring Carlson and Thomas J. Vogel, Western New England College

Case Objectives and Use


This case has two primary objectives.  First, it allows students to explore the basic economic and taxation issues for stock options issued by publicly traded companies.  The case provides students with information to examine the difference between incentive stock options and non-qualifying stock options, the employee's tax liability that arises based on the timing of option exercise, and the financing options provided by companies to help employees purchase the stock at the date of exercise.  


A second objective of the case is to allow students to study the taxation and corporate governance issues for stock options that arise in a "down" stock market.  For Telocity Delaware, Inc., the company's stock price decreased significantly after numerous employees exercised their respective options, utilizing a promissory note to the company.  Students are required to examine the implications that would result from a rescission program where employees are allowed to return their shares of stock in exchange for the forgiveness of the loan (i.e. "pretend" the option exercise never took place).


This case is designed for use in an introductory/advanced income tax course for undergraduate and graduate students.  It may be assigned to students individually or as group work to teams of students.  The students can be expected to research the appropriate Internal Revenue Service tax code sections, or the instructor may distribute the summary of these sections that is provided in the Instructor's Manual.  Finally, this case has also been used in an accounting theory course to allow students to explore the corporate tax issues involved in executive compensation packages.

Case Synopsis


Telocity was formed in 1997 to develop and deliver broadband services.  As a young company that lacked cash resources, it created compensation packages that relied heavily on the anticipated benefits of stock options.  Many employees chose to exercise their options before the company's initial public offering in March 2000.  To provide the financial backing for the exercise, Telocity offered each employee a loan needed to pay for the shares of stock.  The purchased stock was pledged as collateral for these loans.

Unfortunately, Telocity's stock price plummeted during 2000, and the expected payoff from the exercised options did not materialize for the employees.  In fact, the loans outstanding far exceeded the market value of the stock held by employees.  This created a situation of financial hardship and emotional distress for the employees involved.  To renew the motivation and confidence of the employees, Telocity was considering a rescission program where employees would be allowed to return their shares of stock in exchange for the cancellation of the loans issued.  Before finalizing the decision, the tax impact of such a revision to the employees (as well as the company) needed to be examined.  In addition, how would the other stakeholders of the company feel about such a revision?

_________________________

Contact Person: Thomas J. Vogel, Western New England College

Mail: 1215 Wilbraham Road, Springfield, MA 01119

Voice (413) 782-1501; Fax (413) 796-2068; email: tvogel@wnec.edu

JPS HEALTH NETWORK:  ACTIVITY-BASED COSTING IN THE MICROBIOLOGY LAB OF A NOT-FOR-PROFIT HOSPITAL

Thomas D. Tolleson, Texas Wesleyan University

Woody V. Kageler, AirLogics, Inc.

Kristen L. Taylor, Texas Wesleyan University

Case Objectives and Use

The primary focus of this case is to illustrate for students the application of Activity-base Costing (ABC) in the microbiology lab of a not-for-profit hospital.  The importance of understanding the cost of providing a service that may not be fully reimbursed by a third party is emphasized.  Students will be required to evaluate the lab’s cost hierarchy, create appropriate cost pools and select related cost drivers.  In addition, students are asked to derive the cost of various tests performed in the hospital’s microbiology lab using both a traditional costing and ABC approach.  This case is intended for use in undergraduate cost accounting and graduate strategic cost management courses.  The case is also applicable to healthcare administration courses.

Case Synopsis

In 1958, the Texas State Legislature created the Tarrant County Hospital District (TCHD) to provide hospital services for indigent citizens of Tarrant County.  The result of this statue was the building of John Peter Smith (JPS) Hospital and its related healthcare network.  The microbiology lab at JPS is an integral part of its healthcare network.  Historically, the lab provided medical services and received payment on a fee-for-service basis.  Over the past several years, however, significant changes have occurred in how reimbursements are made for lab services.  Third parties now pay a specific dollar amount for a lab test, regardless of the resources needed to perform it.  In addition, the lab frequently conducts tests for healthcare providers that are external to the JPS healthcare network.  Hospital administrators have instructed the lab manager that the revenue generated by such tests must cover all of the related costs.

Because of the risk that reimbursements may be less than the costs of the services provided, the lab manager must understand the underlying cost drivers of the various tests performed in the microbiology lab.  The application of ABC to the JPS microbiology lab demonstrates that the various tests performed in the lab differentially consume resources.  The costs attributed to the various tests should reflect this resource consumption pattern.  With the more accurate cost data provided by ABC, the lab manager is in a better position to discuss the reimbursements offered by third-party payers and the contractual charges for any tests performed by the lab for external parties.  

Contact person: Tom Tolleson, Texas Wesleyan University, School of Business, Fort Worth, Texas 76105.  Phone:  (817) 531-4840;  FAX:  (817) 531-6585; e-mail:  tollesot@txwes.edu

LOAN PROBLEMS AT CNB

Aundrea Kay Guess, St. Edward’s University

Case Objectives and Use

This case examines the issues that must be addressed when a bank has suffered losses due to employee fraud.  The case also addresses issues related to the audit and the issue of materiality.  The bank was audited annually but the auditors had failed to detect the problem.  This is a case based on field research that would be appropriate for use in an undergraduate, or graduate, auditing class.

Case Synopsis

Pat Cole, a partner in a local CPA firm, was the auditor for Centennial National Bank (CNB).  Cole had just completed the audit of CNB when the Federal Deposit Insurance Corporation (FDIC) examiners arrived to do an audit of the bank.  The FDIC's examination was to insure the bank's safeness and soundness for the depositors.  

The FDIC had received a letter from a lady whose daughter had received a loan confirmation request from the audit firm.  This was the second year she had received such a request.  The problem was that her daughter had no connections with CNB.  This letter, and the reported past-due status of several loans at the Wheaton Branch, had prompted the FDIC to investigate further.  Cole, who had been the auditor for CNB for several years, had never found a material irregularity.  

The last two year's audit had revealed that loan delinquencies were high and loan confirmation responses were unusually low at the Wheaton Branch.  The amounts were not material to the loan portfolio of the bank as a whole so Cole had chosen not to investigate the matter.  Cole had been working under extreme time pressures, was under-staffed and worked with an inadequately trained staff.  

The bank had expanded at a very rapid rate over the past ten years and internal controls were not adhered to closely, especially in the branches.  The investigation uncovered a large loan scam.  

_______________

Contact person:  Dr. Aundrea Kay Guess, St. Edward’s University, School of Business, 3001 South Congress, Austin, Texas 78704.  (512) 448-8562 email: aundreag@admin.stedwards.edu

PROJECT BURGER STAND

Sherri Anderson, Kristen Decker and Henry Taylor

Sonoma State University

SUMMARY

Henry dreams of starting his a Burger Stand Business, but is unsure whether to take the risk.  To help him decide, he prepares a series of budgets based upon assumptions he has to make.  Besides requiring students to “run” the numbers, this case requires them to gather base data on the cost of a hamburger plus analyze the validity of the assumptions that are made.

This case is intended for use in managerial accounting, traditionally the second accounting course required of most business students.  This case was developed to appeal to students while integrating the major topics covered by the course.  Study after study has shown that students appreciate cases that pull together related concepts.  The teaching objectives are as follows:

(1)
Cost classification – We cover product versus period cost, direct versus indirect cost and direct materials, direct labor and manufacturing overhead.

(2) Manufacturing overhead application – Overhead costs are applied using a predetermined overhead rate based on the estimated number of products produced.

(3) Cost behavior patterns – We discuss how some costs are fixed, some variable and many mixed.

(4)
Cost Volume Profit Analysis - The case requires students to calculate contribution margin, break-even points and target profit.

(5)
Variable and Absorption Costing including unit cost calculations are required.

(6)
Profit Planning – Students are required to prepare a master budget including 10 primary budget components.

And finally,

(7)
An analysis of the assumptions made is required.

There are several advantages to using this case.  Most importantly, it integrates the topics covered in a meaningful way.  The subject of opening a hamburger stand is one to which students can relate.  In our area we have a hamburger stand in which the owner only sells cheeseburgers.  In fact, he charges extra to take the cheese off.   Each student is familiar with this product and the ingredients are minimal and easy to find.  

Contact Person: Sherri Anderson, Sonoma State University, Rohnert Park, CA 94928

Mail: 1801 E. Cotati Ave. Rohnert Park, CA 94928

Voice (707) 664-2377; FAX (707) 664-4009; email: sherri.anderson@sonoma.edu

TBRS TECHNOLOGY AND THE WILD ALASKAN SEAFOOD HOUSE: MAKING OPERATING DECISIONS TO ENSURE PROFITABILITY

William R. Ortega, Southwest Missouri State University

Case Objectives and Use
This case illustrates the importance of performing formal analyses of business opportunities facing a small company on the verge of bankruptcy.  Students build spreadsheet models to predict the profits of each opportunity.  Students are also encouraged to evaluate the assumptions and qualitative factors of each alternative.  The case allows students to apply and integrate a number of tools typically presented in cost/management accounting courses.

The case is intended for use in an MBA-level management accounting course where case studies are used as a vehicle to apply the tools presented in the class.   It is also well suited for use in intermediate or advanced cost/management accounting courses at the undergraduate level.

Case Synopsis

Ray Wadsworth, president of TBRS Technology and the Wild Alaskan Seafood House, is facing bankruptcy and must make some short-term operating decisions to revive cash flow to his ailing companies.  Ray’s problems began soon after he invented the only machine that de-bones fresh-caught salmon in 1998.  At the time, many thought the machine would revitalize the sagging Alaskan wild-salmon industry.  In the process of doing this, Ray would become rich.  The only problem is that no Alaskan salmon processors are interested in buying his machine.

To help stimulate market acceptance for his machine, Ray went into the salmon-processing business himself.  He bought the hull of a military landing craft and converted it into an 80-foot floating processor, which he named the Wild Salmon.  In both 1999 and 2000, Ray took the Wild Salmon to the waters off of Kodiak Island, Alaska and processed fresh-caught salmon right on the fishing grounds.  Unfortunately, Ray had not developed any distribution channels for his boneless salmon fillets and it has been difficult to sell them.  The prices on the fillets have been slashed and yet some fillets remain in cold storage, almost two years after being processed.  In hindsight, Ray now realizes that many of his past decisions have been based on unrealistic assumptions and an incomplete analysis of the business situation under consideration.  When the assumptions have failed to materialize, the financial ramifications have been severe.

As the 2001 salmon season approaches, Ray is faced with several opportunities that may be profitable.  Each opportunity has different costs and risks, and Ray now realizes that future decisions must be based on a thorough analysis of each opportunity.  Ray has sought the help of his son, Doug, to put together information related to each opportunity and to help him decide which opportunities he should pursue next year.

_____________________________________

Contact Person: William R. Ortega, Southwest Missouri State University

Mail: School of Accountancy, 901 South National, Springfield, MO  65804

Voice: (417) 836-5041; Fax: (417) 836-5164; E-mail: billortega@smsu.edu

The Lone Star Jersey Cheese Factory and Creamery:  Selecting an Entity for an Entrepreneurial Venture

Martha Doran, Nathan Oestreich, Lena Rodriguez,

College of Business Administration, San Diego State University

Case Objectives and Use

There are many questions as to what form should be selected for entrepreneurial ventures.  If the venture is solely-owned, one set of issues arises, but if it is family owned and controlled, the analysis is more complex.  Owner and non-owner (and family and non-family) compensation and ownership, and their impact on power and influence, must be considered.

This case looks at the creation and growth of a family business.  Students should be familiar with the tax treatment of the various business entities—proprietorships, partnerships, S corporations, and regular corporations—and the basic rules for payroll and self-employment taxes, fringe benefits and retirement plans, and the legal attributes of each form.  The case is appropriate for use in a variety of courses, including entrepreneurship and accounting.  In accounting, it can be used in a capstone undergraduate course or a taxation of entities course, or a graduate course in tax for managers; in entrepreneurship, a variety of courses.  The teaching notes are written for the capstone undergraduate accounting course and graduate tax for managers course.

Case Synopsis

The Fredrichs family controls an integrated dairy operation in central Texas that is operated as a regular Texas corporation, Flynn Creek Dairies, Inc., and sells its product to a dairy-processing cooperative.  Three generations work in the business that also involves growing some feed and some retail sales.  As more family members join the business and demand for specialized dairy products increases, the family is considering entering into two retail markets—a private label cheese line and a series of retail ice cream boutiques.

Students are required to consider the business and ownership structure and recommend a business form, including ownership and compensation issues, for each of the proposed activities.  One venture is relatively risk free, while the other is riskier.  Various family members will participate.

Contact Person: Nathan Oestreich, San Diego State University

Mail: 5500 Campanile Drive, San Diego, CA  92182-8221

Voice: (619) 594-2478; FAX (619) 594-3675; e-mail; drno@sdsu.edu

