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Issue 14: Do you believe thatthe measurement-date criteria in Issue 96-18 accurately reflect the economics 
of transactions with nonemployees? Ifnot, why not? 

I don't believe that the criteria in Issue 96-18 provide a better description of the economics of 
nonemployee transactions than the IFRS approach. I have difficulty distinguishing the transactions with 
nonemployees from those with employees. If the IFRS (grant-date) approach is workable with employee 
transactions - and I believe it can be, as discussed above - then I don't understand why it should be 
unworkable with non-employee payees. 

Issue 15: Do you believe that all of the tax benefits derived from stock-based compensation arrangements 
should be recognized in the income statement? lfso, why? lfnot, why not? 

I do not believe that all of the tax benefits derived from such arrangements should be recognized in 
the income statement. Only the effects related to the grant of these instruments as compensation should be 
recognized in the income statement. When options are exercised, there is a different transaction taking place: 
a new equity transaction is being created, and the accounting for that kind of transaction should be treated 
accordingly - as Statement No. 123 requires. 

Issue 16: As discussed in paragraph 83 of this Invitation to Comment, the Proposed IFRS expands on the 
disclosure requirements in Statement 123. Do you believe that those expanded disclosures would be more 
informative to users of financial statements? If so, why? If not, why not? (Which of the disclosure 
requirements should be eliminated or modified in that case?) 

I believe the expanded disclosures outlined in paragraph 83 would be very useful to users of fmancial 
statements. Anything that provides more substantiation of how the estimated fair value of stock-based 
compensation was derived would only serve to increase the credibility of financial reporting. 

Issue 17: Please describe any additional'disclosures that you believe should be required in order to inform 
a user of financial statements about the economics of stock-based compensation arrangements. 

While I believe that all of the additional suggested disclosures discussed in paragraphs 84 through 86 
would increase the usefulness of the financial statements to users, I believe that the most effective ones are 
contained in paragraph 85. 

* ** ** ** * * * * * ole * *. * * ** * * * 
Those are all the comments that I have at this time. If you have any questions, don't hesitate to 

call. 

Sincerely, 

Jack Ciesielski 



Appendix A. 

Comparison: Recorded Fair Value Estimates Calculated Using B-S Model and Estimates Calculated 
Using Minimum Value Model 

Statement No. 123 footnote data for 236 companies of the S&P 500 contained enough detail to 
calculate estimates offair value using a minimum value methodology for options granted in 200 I. A Black­
Scholes option pricing model calculator built into a spreadsheet was used to calculate the estimates; the 
formulas incorporated into the spreadsheet were found in the January, 1996 Journal of Accountancy article 
"FASB 123: Putting The Pieces Together", by James R. Mountain. There were only two modifications to the 
assumptions listed in the footnotes. One, a ten year life was assumed for all options granted; two, the volatility 
assumption for all options was input as .000001 which effectively made it zero. The result was a shortcut 
minimum value for the option grants. 

First, consider the outliers. Some of the minimum values worked out to zero. They are presented in 
Table I below. These were firms where the dividend yield was unusually high. It should be noted however, 
that the dividend yield inputs in most of the cases were higher than the three year trailing average yield. (One 
would hope that there would be reasonable explanations for why such a difference would be justified if a 
minimum value methodology was permitted.) 

Table 2 provides a look at 23 companies that actually had a higher minimum value than Black-Scholes 
estimated value - not what most observers would expect. 



Appendix A. (continued) 

Comparison: Recorded Fair Value Estimates Calculated Using B-S Model and Estimates Calculated Using 
Minimum Value Model 

The following pages show Table 3, which contains the companies whose B-S model estimated value exceeded the 
minimum value estimate, presented in descending order of difference. 





Appendix B. 

Example of "Input Shading." 

2001 option grant (millions) 

Diluted shares (millions) 

2.072 

53.7 

Diluted EPS (Continuing operations) $0.78 

Estimated fair value per option $12.97 

Black-Scholes OPM Inpuls: 
$41.24 
$41.24 

3.0 

The power of changes in tbe assumptions can be shown with a 
real-life example using data about tbe 2001 option grants made at 
Bausch & Lomb. At left are some relevant facts for tbe firm extracted 
from the 2001 10-K. Bausch & Lomb was selected as an example 
because tbeir data worked perfectly witb tbe Black-Scholes option 
pricing model calculator available to tbis analyst, and because 
volatility was a fairly significant input into their calculation relative to 
otbers.! 

Let's make a couple of reasonable assumptions: tbe vesting 
2.29% period for the options is also three years. and tbe tax rate is tbe 35% 

'----------------' statutorY federal rate. Given tbose parameters, tbe value of all the 2001 

Stock price 
Exercise price 
Term 
Volatility 
Expected dividend yield 

48.2% 

options granted was $26.9 million; using a three year vesting period 
means that one-third of tbat value would have affected earnings in 200 I had the company been recognizing 
compensation expense paid in options in accordance witb Statement No. 123's provisions. At a 35% tax rate and 
on 53.7 million shares, earnings would have been nicked by $.11 per share just for tbe 2001 options granted. That's 
a decrease of 14% from tbe reported earnings of $.78, and remember, tbat's based on the option valuation 
assumptions specified by Bausch & Lomb. What iftbey had erred by 20% in either direction on tbe more "rubbery" 
assumptions - what would tbe effect have been on earnings per share? The tables below show tbe effects. 

The shaded area shows the impact of the 
"standard"assumptions used in calculating 
the option values. (Also true in the 
following tables.) Note that for every 1 0% 
decrease in the volatility input, there's a 

".lii ••• liii ••••••••• penny saved in EPS from the base case; 
.. for every 10% increase in the volatility 

The Black-Scholes option pricing model. for 
Bausch & Lomb, is not as sensitive for the 
expected Ute input as the volatility assumption, but 
is still sensitive. A 10% decrease in expected life 
saves a penny of earnings, but an additional 1 0% 
shortening of the life doesn't change anything. In 
the other direction, adding 10% to expected life 
doesn't affect EPS, but adding 10% more removes 
a penny. 

input, there's a penny lost in EPS. 

Revising The Expected Life Input 

ICaiculations were made using Quattro Pro, incorporating the fonnulas from the January, 1996 Journal of Accountancy article "F ASS 123: 
Putting The Pieces Together" by James R. Mountain. 



Notice that the Black-Scholes option 
pricing model, for Bausch & Lomb, is not 
sensitive at all Dverthis particular range for 
the dividend assumption. Within the 20% 
band of change for the input, there's no 
effect on EPS at all. 

What if a company erred - intentionally or not - on 
more than one variable? For instance, cutting back 
by 10% on both the term and volatility variables 
makes for a two cent savings in EPS - as much 
as a 20% decrease in the volatility input alone. 

Tn'mming a lesser amount from two variables 
makes it more difficult for observers to notice an 
out-of-the-ordinary input, while achieving a desired 
EPS result. 

The point: very small changes to the inputs can result in significant earnings per share impacts - which 
in turn will affect the price of a company's stock. While it's within the ability of an analyst to figure out what 
a 20% change on an input might mean to earnings per share, itis quite another matter to decide whatthe "right" 
input might be. The only thing one can do from the outside is compare the more rubbery inputs (volatility, life, 
and dividends) from one firm to another or to an industry average - a reasonableness check, which is not exactly 
the most satisfYing kind of analysis. 


