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THE VIRTUOUS CYCLE OF AGGRESSIVE STOCK ISSUANCE TO
EMPLOYEES, ELEVATED ‘ADJUSTED’ EARNINGS, RISING
STOCK PRICES, AND STRONG EMPLOYEE ENGAGEMENT
CAN BECOME VICIOUS WHEN IT UNWINDS.

The use of stock-based compensation (SBC) in the technology sector has proliferated in recent years, driven by the war
for talent and a period marked by low cost of capital, plentiful access to capital, and rising valuations. By our
calculation, the stock compensation per employee has tripled in the last five years alone (Chart 1). 1 Additionally, SBC
represents 3.8% of revenues for
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the company rises, employees
benefit from rising valuations, loyalty and commitment grow, and morale is high. However, this virtuous cycle can
become a vicious one when it unwinds, as we see happening today. By our estimation, the market seems to be
underappreciating the potential impact of this situation.

A RECKONING
Aggressive users of stock-based compensation are facing a myriad of staffing, balance sheet, and tax issues. Declining
stock prices are generating widespread dissatisfaction among employees as the value of their previously granted stockbased compensation plummets. To manage employee attrition, companies are being forced to increase cash
1

The 65 mid and large cap technology companies in the sample represent the largest firms in the FactSet data set with ample data to analyze.
Altrinsic research, FactSet data. Calculations based upon technology companies in the MSCI World Index. SBC/revenue calculation is the median.
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compensation expenses and/or issue new restricted stock units. This further dilutes shareholders and has significant
implications for cash flows, tax rates, and earnings growth. As investors seek opportunities amidst the carnage, the
following issues should be analyzed while determining companies’ intrinsic values:
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•

Issue #1: Shares are worth less than the taxes paid, resulting in unhappy employees.
Employees whose Restricted Stock Units (RSUs) vested in 2021 paid taxes based on the inflated share prices
during that time. Many kept those shares, expecting further gains. Today, most employees are underwater on
these shares, and in some cases, the shares themselves are now worth less than the taxes that the employees
paid. This scenario is a morale killer. Companies may be forced to compensate employees for these ‘tax losses’
– or risk facing higher turnover levels.

•

Issue #2: Share dilution is set to rise significantly,
upsetting existing investors.
RSU grants from 2021 and prior years are worth
significantly less than employees assumed they
would be, and many considered these grants as
good as cash. Following the dotcom crash, many
companies were persuaded to reprice or accelerate
(a few backdated as well!) options. Given the
current environment, we expect companies to come
under similar pressure to make employees whole by
issuing more RSUs. 3

•

Issue #3: Effective and cash taxes are set to rise, pressuring free cash flow and valuations.
Rising stock prices benefited US technology companies significantly over the past decade, as it drove a
reduction in effective and cash tax rates from high RSU expenses. With lower stock prices, these benefits will
decline and both effective and cash tax rates will rise, affecting free cash flow generation. This outcome is likely
to add further stress on valuations and potentially more downward pressure on share prices.

•

Issue #4: The war for talent is intensifying, further challenging P&Ls of the entire industry.
Companies that are unwilling or unable to adjust compensation for employees’ paper losses associated with
SBC could quickly experience a further rise in attrition levels, which are already at historic highs. In addition,
many employees will now prefer cash compensation to the uncertain value of SBC, a shift that will pressure
companies’ cash flows. These dynamics present a challenge for a wide swath of unprofitable tech companies
that were previously able to compete by leveraging an array of creative (non-cash) compensation options.
Now, profitable industry leaders will likely be able to accelerate even faster, leveraging their scale and cash flow
advantages and further intensifying the war for talent and overall industry competition.

To gauge the impact of the share dilution resulting
from making employees whole, we analyzed the
filings of fifteen leading companies in the software,
ecommerce, and payments sectors. In 2021, these
companies issued RSUs equal to 2% of outstanding
shares. To make employees whole on paper losses,
this group would, on average, need to issue RSUs
equal to another 2.4% of outstanding shares for
total share count dilution of 4.4%. This level of
dilution is simply unsustainable and will not be
accepted by investors.

The 15 companies used in the sample for the analysis highlighted in the gray box were selected at random from important sub-sectors of the technology industry.
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A NEW REALITY
The cost of doing business in the technology industry is rising, and the virtuous cycle of employee engagement and
company growth via stock-based compensation will come under pressure. We believe the risks associated with shifting
compensation schemes are underappreciated. As the new reality sets in, we expect investors to increasingly focus on
the true impact of both cash and non-cash compensation costs on companies’ bottom lines.
The difference between pro-forma and GAAP operating margins is well over 20% at many leading software and “new
economy” companies. In fact, many of these companies are unprofitable on a GAAP basis. Given the deteriorating
macro backdrop in markets and the global economy, along with changing investor focus, the technology sector is
rapidly pivoting away from a mentality of “growth at all costs” to one of improving profitability. The pace and level of
profitability improvement will not be enough to sustain current valuations, but we expect some companies with true
pricing power and experienced management teams to successfully manage this transition. At Altrinsic, we are deeply
engaged within the technology ecosystem to uncover long-term investment opportunities in this period of dislocation.

About Altrinsic Global Advisors, LLC
Altrinsic Global Advisors, LLC, founded in 2000, is an employee-controlled and majority-owned investment management firm.
Altrinsic manages approximately US$9.9 billion 4 in global and international equities, applying a long-term private equity approach
to public equities. Altrinsic's clients include corporate and public pension plans, endowments, foundations, sovereign wealth and
sub-advisory clients. For more information, please visit www.altrinsic.com or contact Sara Sikes at +1 (203) 661-0030.
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IMPORTANT CONSIDERATIONS & ASSUMPTIONS
This document has been prepared solely for informational purposes and nothing in this material may be relied on in any manner as
investment, legal, medical, accounting or tax advice, or a representation that any investment or strategy is suitable or appropriate to
your individual circumstances, or otherwise constitutes a personal recommendation to you. All information is to be treated as
confidential and may not be reproduced or redistributed in whole or in part in any manner without the prior written consent of
Altrinsic Global Advisors, LLC (“Altrinsic”). The information contained herein shall not be relied upon as a primary basis for any
investment decision, including, without limitation, the purchase of any Altrinsic products or engagement of Altrinsic investment
management services; there is no and will be no agreement, arrangement, or understanding to the contrary. This material has been
prepared by Altrinsic on the basis of publicly available information, internally developed data and other third party sources believed
to be reliable. No assurances or representations are provided regarding the reliability, accuracy or completeness of such information
and Altrinsic has not sought to independently verify information taken from public and third party sources. Altrinsic does not accept
liability for any loss arising from the use hereof. Any projections, market outlooks, opportunities or estimates in this document are
forward-looking statements and are based upon certain assumptions and are subject to change. Due to various risks and
uncertainties, actual events or results, or the actual performance of any investment or strategy may differ materially from those
reflected or contemplated in such forward-looking statements. Except where otherwise indicated, the information provided,
including any investment views and market opinions/analyses expressed, constitute judgments as of the date of this document and
not as of any future date. This information will not be updated or otherwise revised to reflect information that subsequently becomes
available, or changes in circumstances or events occurring after the date hereof. This material, including any specific security or
strategy references, does not constitute investment advice and should not be viewed as current or past recommendations or a
solicitation of an offer to buy or sell any securities or to adopt any investment strategy. Any specific investments referenced may or
may not be held by accounts managed by Altrinsic and do not represent all of the investments purchased, sold, or recommended for
client accounts. Readers should not assume that any investments in securities or strategies referenced were or will be profitable.
Investing entails risks, including possible loss of principal. This document is not intended for public use or distribution.
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