




























Comments on F ASB Stock-Based Compensation Project 
Part I: Option Pricing Models 

v) Full Binomial Model for Employee Options 

1.34 In addition to restrictions on transfer. the vast majority of employee 
option plans include provisions that require the employees to forfeit unvested 
options upon termination of employment. and to exercise (or forfeit) vested 
options within a short time after termination (collectively. "forfeiture 
provisions"). The effects of forfeiture provisions on option value are well 
understood; an appropriate modification to the Black-Scholes formula was 
proposed even before FAS 123 was finalized. See L. Jennergren and B. 
Naslund. "A Comment on Valuation of Executive Stock Options and the FASB 
Proposal,"THEAccoUNTINGREVIEW 68 (1993) at 179-183. 

1.35 F AS 123 is flexible enough to allow the use of option pricing models that 
take both pre-vesting and post-vesting into account. See FAS 123. paragraphs 
19 (allowing use of any option-pricing model) and 110 (discussing evolution of 
option models used in derivatives markets). In practice. however. companies 
typically only take into account the effects of pre-vesting forfeitures. which is 
explicitly required by FAS 123. See FAS 123. paragraphs 26-29 (expense only 
recognized for options that ultimately vest; accruals must be adjusted if actual 
pre -vesting forfeitures differ from estimates). 

1.36 F AS 123's own lllustration 1 (at paragraphs 288-297) demonstrates the 
conventional practice: 

• a per-option value of $17.15 is derived using the Black-Scholes formula 
and a 6 -year expected life [paragraph 290]; 

• using an expected forfeiture rate of 3% per year based on historical 
employee turnover. total expected compensation expense is IDmputed 
by mUltiplying the option value ($17.15). total number of options in 
grant (900.000) and percent expected not to be forfeited during 3-year 
cliff vesting schedule (97% x 97% x 97%) [paragraph; 292 & 293]; 

• when it becomes clear that actual pre-vesting forfeiture rates were 
running 6% per year. compensation expense i; recomputed using the 
new non-forfeit factor (Le .. 94% x 94% x 94%). and only the recomputed 
amount is cumulatively recognized as expense [paragraph 293]. 

Thus. while compensation expense is explicitly adjusted for pre-vesting 
forfeitures. no explicit adjustment is made to account for the effect of post
vesting forfeitures (or forced early exercise) on option value. 
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Comments on FASB Stock-Based Compensation Project 
Part I: Option Pricing Models 

1.37 To be fair. in conventional applications of FAS 123. the effect of post
vesting forfeiture is implicitly recognized to the extent the estimate of the 
options' expected life reflects forfeitures as well as voluntary exercises. These 
Comments have already demonstrated that the expected life convention fails to 
accurately capture the effects of voluntary exercise behavior on option value, 
there is no reason to think the convention fares any better at capturing the 
effects of forfeiture. Moreover, if expected life is itself derived from a binomial 
model as suggested by paragraph 282 of FAS 123 (quoted above). then the 
binomial model should be adjusted to account for all types of forfeiture. 

1.38 Mark Rubinstein. 0 ne of the pioneers of the binomial model, has 
described how to modify the binomial model to account for employee forfeitures 
in his article "On the Accounting Valuation of Employee Stock Options," 
JOURNAL OF DERIVATIVES (Fall 1995), at page 14. For the sake of simplicity 
and comparability. a fixed annual rate of employee turnover ("forfeiture rate") 
applicable to the full option term should be estimated. During the backward 
induction process. the value of each node in the option price tree is discounted 
by a factor reflecting the probability of forfeiture or. if the option is vested and 
in the money. by a factor reflecting the probability -weighted value of fo rced 
early exercise. 

1.39 Example 3. The following table compares the difference in net expense 
recognized (per option initially granted) under a conventional application of 
FAS 123 and the full binomial model suggested here. assuming the same facts 
as in Example 2 above and an 8% annual forfeiture rate: 

Table 3: Conventional Valuation vs. Final Binomial Value 

5 Year 150% Exercise 
Expected Life Threshold 

Conventional Binomial Differ-
Volatility Valuation Valuation ence 

30% $3.20 $2.68 (19%) 

60% $4.97 $3.66 (36%) 

90% $6.43 $4.61 (39%) 

Notes: Expected Life valuation uses Black-Scholes formula (per Example I) reduced by 
expected pre-vesting forfeitures (at 8% per year); Barrier Analogy valuation uses TPOC's 250-
period binomial model (with8% annual forfeiture rate). 
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vi} Closed-Form Alternative 

1.40 A variety of other approaches based on similar principles are possible. A 
particularly elegant closed-form solution has been proposed by Peter Carr and 
Vadim Linetsky. P. Carr and V. Linetsky, "The Valuation of Executive Stock 
Options in an Intensity-Based Framework," EUROPEAN FINANCE REVIEW 4 
(2000) 211-230. Carr and Linetsky use two intensity parameters: "intensity of 
forfeiture" (?r), which is a constant that plays a role nearly identical to the 
forfeiture rate in our binomial model; and "intensity of exercise" (J e), which is 
akin to the exercise threshold (barrier) in our model. In Carr and Linetsky's 
second specification (which resembles our model more closely), "intensity of 
exercise" is a "monotonically increasing function of the underlying stock price 
while the option is in-the-money, and zero otherwise: 

1.41 Thus, Carr and Linetsky's formula models exployee exercise behavior as 
a continuous random process with measurable intensity. In contrast, these 
Comments describe abinomial model that relies on a single all-or-nothing 
exercise threshold. At the cost of some extra complexity, the binomial model 
could be modified to mimic the random process or to implement any other 
schedule of probable exercise behavior. In any event, all approaches must be 
calibrated on the basis on empirical data. Although less descriptive of actual 
exercise behavior, an average exercise threshold can be determined and 
documented more easily than a complex schedule. The key question is whether 
more realistic modeling would improve the accuracy of the valuation enough to 
justify the loss of simplicity and comparability. The prospect seems doubtful. 

1.42 Binomial and closed-form approaches each have their own strengths and 
weaknesses. Binomial models have the advantages of flexibility and intuitive 
explanatory power. Closed-form formulas require higher math skills to derive 
and to understand; but, once implemented in ~readsheets or similar tools, 
they can be readily applied and easily audited. If accounting standards were 
to recommend (or mandate) a single approach for the sake of comparability, 
then a binomial approach is probably preferable since it can be rmre readily 
adapted to new fact patterns. In any event, binomial and closed -form solutions 
converge to the same answer. Insofar as employee stock options are akin to 
barrier options, care should be taken to have sufficient steps in the binomial 
tree to assure a reasonably high level of convergence. 
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Comments on FASB Stock-Based Compensation Project 
Part I: Option Pricing Models 

1.43 TPOC agrees that stock-based compensation should be expensed on a 
fair value basis and that option pricing models should ordinarily be used b 
measure fair value. TPOC further believes that optim pricing models which 
reflect employee exercise behavior in response to vesting dates and underlying 
stock prices provide significantly more accurate valuations than conventional 
models using afixed expected life convention, especially in the case of high 
volatility stocks. These Comments have described the basic characteristics of 
what we believe to be an appropriate binomial model; TPOC urges that future 
statements of accounting standards embrace a similar model and approach. 

1.44 Although TPOC's recommended approach is entirely ronsistent with 
existing accounting standards in both letter and spirit, certain clarifications 
would be welcome. Consider paragraph 19 ofFAS 123 in particular: 

19. The fair value of a stock option (or its equivalent) granted by a public 
entity shall be estimated using an option-pricing model (for example, the 
Black-Scholes or a binomial model) that takes into account as of the grant 
date the exercise price and expected life of the option, the current price of 
the underlying stock and its expected volatility, expected dividends on the 
stock (except as provided in paragraphs 32 and 33), and the risk-free interest 
rate for the expected tenn of the option. . .. The fair value of an option 
estimated at the grant date shall not be subsequently adjusted for changes in 
the price of the underlying stock or its volatility, the life of the option, 
dividends on the stock, or the risk-free interest rate. [emphasis in original] 

A revised standard should at least clarify that exercise behavior modeling is 
allowed, if not required. Although using a binomial model to estimate expected 
life is explicitly sanctioned by paragraph 282 of FAS 123 (quoted earlier), the 
implication in paragraph 19 that expected life must be an input (rather than 
an output) of the model should be eliminated in a revised statement. 

1.45 Further clarification on the handling of pre -vesting and post-vesting 
forfeiture (or forced early exercise) would also be useful. It is difficult - but not 
impossible - to disentangle the effects of the two types of forfeiture on option 
value in an exercise-behavior model. At a minimum, guidance is needed on 
whether post-vesting forfeitures assumptions that were used in the grant-date 
valuation may (or should) be modified at the same time pre-vesting forfeiture 
assumptions are adjusted to reflect actual forfeitures. 
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Comments on FASB Stock-Based Compensation Project 
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1.46 More fundamentally. TPOC questions whether compensation expense 
should be adjusted for differences between expected and actual forfeitures at 
all. This is part of the broader topic of how to handle performance conditions. 
which has many difficult philosophical and practical aspects; as outlined in 
Appendix B below. TPOC intends to address the topic in future comments. For 
the time being. we merely note that vesting requirements based on continued 
employment alone differ from other performance conditions in that they do not 
require deeply subjective judgments and do not correlate as closely with the 
stock's market performance. For employment-based vesting conditions. the 
goals of accounting starxlards might be best advanced simply by standardizing 
forfeiture assumptions and requiring detailed disclosures. 

1.47 As discussed in detail in next section. TPOC feels comparability is the 
most important goal at this time. FAS 123. as it currently stands. gives 
companies too much latitude to use option pricing models that are novel and 
untested or proprietary and irreproducible. While unaware of any abuses in 
applying FAS 123 as a disclosure-only standard. we fear that risks will 
increase under a mandatory expensing regime. In TPOC's opinion. a revised 
accounting standard should mandate a single approach for valuing employee 
stock options to the greatest extent possible and provide as much specific 
guidance as practical. A consistent rule is particularly important to improve 
comparability among companies with broad -based option plans. which tend to 
have standard terms and similarly situated participants. It may be reasonable 
to allow greater latitude - and reqUire heightened disclosures - for stock 
option grants that are focused on key executives. as such grants tend to be less 
standardized and have more complex terms and requirements. 

C. Improving Comparability 

i) Basic Economic Assumptions 

1.48 In revisiting the subject of stock -based compensation. the F ASB once 
again faces the difficult choice of whether to provide detailed guidance with 
specific rules of application or to offer only general guidance and statements of 
basic principles. While the accounting profession has rightly put renewed 
emphasis on principles-based statements in order to reduce incentives for 
gaming the system and similar abuses. However. in this area. TPOC feels that 
the fear of overly prescriptive rules reducing the accuracy of option pricing 
models is the proverbial "frying pan" and that there is a far greater danger of 
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Comments on F ASB Stocl<-Based Compensation Project 

Part I: Option Pricing Models 

"falling into the fire" of widespread non-comparability among similar firms' 
financial statements by giving excessive latitude and insufficient guidance. 

1.49 The rapid development of options markets and proliferation of option 
pricing theories magnifies the danger of non-comparability. The very existence 
of active markets for tradable stock options can be largely attributed to the 
groundbreaking insights of Fischer Black and Myron Scholes in their article 
"The Pricing of Options and COIporate Liabilities: JOURNAL OF POUTICAL 
ECONOMY 81 (May-June 1973) at 637-654. Nevertheless. many of the basic 
assumptions of the Black-Scholes model have increasingly come into question 
over the intervening years. Market professionals have not allowed such 
questions to paralyze trading or cripple option markets; rather. even as they 
experiment with advanced proprietary models. they continue to rely on 
standard models as a baseline to assess strategies and positions because the 
features and limitations of such models have been extensively studied and are 
well understood. 

1.50 Accountants should likewise take a pragmatic view and recognize that 
certain assumptions. although not incontrovertible. are suffiCiently well
established to be adopted as standard. TPOC recommend s that a revised 
statement for stock-based compensation should explicitly adopt the following 
economic assumptions -

• Simplifying assumptions: A number of features of standard models are 
not intended to reflect reality. including assumptions of frictionless 
markets and availability of the risk-free interest rate for alternative 
investments. As Myron Scholes' fellow Nobelist Robert Mertonput it 
in his article "Option Pricing When Underlying Stock Returns are 
Discontinuous." JOURNAL OF FINANCIAL ECONOMICS 3 (1976) at 123-
144. it would be "pedantic" to fault option models for these liberties. 
Moreover. it can be argued that these assumptions are fully justified in 
theory within the hypothetical construct of option accounting. 

• Brownian motion: Standard option models assume that underlying 
stock price movements can be described by stochastic process with a 
continuous simple path. and that underlying stock returns exhibit a 
standard IO!JlOrmal distribution. The weaknesses of this assumption 
are widely acknowledged; alternatives have been proposed and studied 
extensively in academic circles. such as Robert Merton'sjump-diffusion 
model. Ibid. However. these alternatives are rarely used in practice. 
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largely because they require additional input parameters that are not 
directly observable in financial markets. An alternative model of stock 
price movements should not be allowed for financial accounting 
purposes unless and until one gains widespread acceptance and use. 

• Constant volatility: Standard models also assume that stock 
volatilities are constant throughout the option's life. In fact, not only 
do stock volatilities change over time, but concurrently trading options 
on a single stock with various terms or moneyedness typically yield a 
range of implied volatilities (the so-called "volatility smile"). 
Alternative option pricing models using "implied volatility trees" and 
other methods have received considerable attention among academics 
and professionals alike. See N. Chriss, BLACK-SCHOLESAND BEYOND 
(McGraw Hill 1997). Chapters 8 to 11. However, these alternatives 
remain quite speculative and fact-specific; they would not, at this time, 
be suitable for general accounting standards that must apply to a wide 
range of companies, much of which are not traded on option markets. 

TPOC urges that revised accounting s:andards for stock-based compensation 
require that option pricing models based these assumptions be used to 
determine option expense at this time. (Note that, although the binomial 
method is quite flexible, the original Cox-Ross-Rubinstein binomial model. 
which is the basis for TPOC's model. is a standard model based on the same 
assumptions as the Black-Scholes formula.) 

1.51 TPOC also urges that the FASB put a mechanism in place to review and 
revise the required assumptions in the event a clear academic and market 
consensus develops in support of a particular alternative. In all events, 
simplicity and comparability should be paramount, and changes should be 
adopted cautiously unless the effect of a change is material and failure to 
change results in systematic bias of option values. 

ii) Exercise Behavior (Expected Life) 

1.52 The cornerstone of these Comments is the contention that employee 
stock option exercise behavior can be more accurately described by metrics 
other than the expected life convention. Empirical data makes clear that the 
extent of vested options' moneyedness is one of the key factors underlying 
employee exercise decisions. See C. Heath, S. Huddart and M. Lang, 
"Psychological Factors and Stock Option Exercise," QUARTERLY JOURNAL OF 
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ECONOMICS (May 1999) at 601-627. Although other factors, such as recent 
stock price increases, also appear to affect exercise behavior, these other 
factors are not as easily measured and, importantly, do not seem to 
systematically affect valuations upward or downward. As these Comments 
have shown, failure to recognize the role of moneyedness in exercise decisions 
results in a systematic overvaluation of employee stock options, which 
increases in its severity with the volatility of the stock. 

1.53 Therefore, TPOC recommends that expected exercise threshold (as a 
percentage of the option's strike price) be a required parameter for option 
pricing models used to value employee stock options. More empirical research 
and analysis is needed to establish average exercise thresholds. Two pitfalls 
need to be avoided to obtain accurate results. First, exercises that occur very 
soon after vesting must be eliminated from the data set to avoid an upward 
bias since the stock may have crossed the employee's true exercise threshold 
before the stock was vested. Second, exercises that occur in connection with 
termination of employment should be eliminated to avoid a downward bias. 

1.54 We strongly encourage the FASB to establish a process to determine ani 
update average exercise thresholds across a wide range of companies. We 
recommend that thresholds be published and standardized to the greatest 
extent possible. Depending on empirical results, it mayor may not be 
necessary for separate standards to be set for different industries, geographic 
regions 0 r employee levels. If exercise behavior proves to be reasonably 
homogenous across various groups, a Single set of standards would be ideal. In 
any event, we believe that the F ASB should place the goal of comparability 
among similar firms above any quixotic search for precision. 

1.55 As we have noted, current FAS 123 rules do allow companies to use 
exercise -threshold models to measure stock option compensation (although the 
rules certainly do not require the use of such models). In order to comply with 
FAS 123 in its current form, companies have little choice but to use their own 
historic data to establish average exercise thresholds. In this regard, they 
should heed the warning that historic data should not be used "without 
conSidering the extent to which historical experience reasonably predicts 
future experience." FAS 123, paragraph 278. Nevertheless, because few 
companies are likely to have sufficient historic data for a thorough analysis, 
standardized data derived from a wide range of companies would be 
conSiderably more reliable. 
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iii) Volatility Considerations 

1.56 These Comments have shown that employee stock option values are 
somewhat less sensitive to volatility than market traded options. The reduced 
sensitivity is a direct result of exercise behavior that is analogous to up-and
out barrier options. There is also empirical evidence that employees are likely 
to exercise stock options on volatile stocks relatively early. Early exercise has 
also been found to be more common among lower level employees. which would 
tend to reduce the value of options in companies with broad -based plans - as is 
common in the volatility high technology sector. 

1.57 Nevertheless. even in a exercise -threshold based model. volatility is a 
key parameter that has a Significant impact of option value. As market 
professionals have considerable experience dealing with volatility estimates. 
TPOC will leave it to others to make detailed comments in this area. Although 
firm-specific data seems to be more appropriate for estimating volatility than it 
is for expected life or exercise thresholds. it may be worthwhile for the FASB to 
consider prescribing standard volatilities on an industry-wide or geographic 
basis. In any event. there needs to be some mechanism by which private 
companies (and newly traded companies) can derive a reasonable volatility 
estimate. 
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Appendix A - Background on TPOC and Its Practice 

A. Background and Interest 

2.01 Transfer Pricing Options Consulting (TPOC) provides advice to 
multinational corporations, national tax authorities and other Interested 
parties with respect to inter-group transfer pricing and related tax obligations. 
In particular, we advise clients on how to set and document transfer prices for 
goods, services and other transactions in compliance with the internationally 
accepted arm's length principle. TPOC's interest in the issue of accounting for 
employee stock options derives both from being users of financial statements 
and from providing tax advice to companies that prepare them. 

2.02 Consulting on arm's length transfer pricing requires TPOC to collect 
and analyze financial statements and other information from public companies 
around the world. In this regard, TPOC is deeply interested in consistency 
among national accounting standards, accuracy in measurement of financial 
items, and full disclosure of methods and assumptions. As a matter of 
international tax policy, TPOC strongly believes that the treatment of 
employee stock options for inter-group transfer pricing purposes should be 
based on solid economic theory, be consistent among tax jurisdictions and 
conform to principled accounting standards. 

B. The Stakes 

2.03 Treatment of employee stock options for transfer pricing purposes has 
recently received considerable attention both from the U.S. Treasury and 
Internal Revenue Service and from the Organization of Economic Cooperation 
and Development (OECD) at the international level. While stock option 
accounting has a theoretic impact on virtually all transfer pricing issues, the 
greatest attention has been focused on management services and research and 
development cost sharing. Because one affiliate typically reimburses another 
on a cost-only or cost-plus basis in such transactions, including or excluding 
employee stock option expense when determining the cost base has an 
immediate-and often substantial-impact on each affiliates taxable income. 

2.04 Due to differences in corporate tax rates (and in other tax attributes 
such as loss carryovers), stock option issues may have a significant material 
impact on the multinational group's global tax burden. Even though transfer 
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pncmg practice tends to follow (rather than lead) financial accounting 
developments, the monetary stakes may actually be greater in the transfer 
pricing context. That is, within the context of efficient markets, changes in 
financial reporting standards may not have significant dollar impact on stock 
prices or investor profits; but, paradoxically, may have a substantial impact on 
tax liabilities and the amount of real tax dollars transferred to national 
treasuries worldwide. 

2.05 Many of TPOC's clients firmly believe that employee options that are at
the-money when granted do not give rise to a corporate expense. The 
arguments for this view are well known and will not be detailed here. Among 
the arguments are the following: options are incentives for future performance 
rather than compensation, no outlay of cash is required at grant or exercise, 
any cost burdens the shareholders rather than the company, and the dilutive 
effect of options is already properly accounted for in earnings per share. 

2.06 Our client's concerns are even more justified in the context of inter
group transfer pricing. Regardless of the accounting treatment, there is 
extensive evidence that parties dealing at arm's length do not consider at-the
money options to be relevant in negotiating prices or other conditions for 
transactions. For example, many cost-plus agreements in both the public and 
private sectors exclude stock option expense from the cost base. See, e.g., AeA 
(American Electronics Association), Comments on the Proposed Regulations on 
the Treatment of Stock Options for Qualified Cost Sharing Arrangements. 
Realistically, taxpayers should be prepared for changes in the transfer pricing 
treatment of employee stock options as international accounting standards in 
the area evolve. Indeed, there is every possibility that actual arm's length 
contracts will begin to recognize stock option expense as the accounting 
treatment becomes more widespread and consistent. 

2.07 In any event, TPOC cannot ignore that some users of financial 
statements have other views or that some tax jurisdictions may reqUire that 
charges for employee stock options be included in inter-group transfer pricing 
arrangements. In this environment, the fullest possible disclosure regarding 
stock option plans is in the interest of all parties. Similarly, all parties are 
better served by valuation methodologies that more accurately account for all 
relevant characteristics of the option plans involved. 
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C. Training and Experience ofTPOC Team 

2.08 Valuation of employee stock options, like application of the arm's length 
standard, requires hypothetical constructs and economic analysis. That is, 
transfer pricing practice routinely involves inquiry into fair market values that 
are not directly observable. The task of inferring what transfer prices 
independent parties would charge in comparable circumstances is similar to 
that of inferring what cash compensation employees would accept in lieu of 
stock options. 

2.09 David Chamberlain, J.D., LL.M., is founder and principal of TPOC. 
David earned his J.D. (juris Doctor) from Columbia University (New York 
City) in 1992; and his LLM. (Master of Law) in Taxation from New York 
University in 1993. David has nearly ten years of experience in the 
international tax and transfer pricing practice of PricewaterhouseCoopers in 
San Francisco and San Jose, where he worked extensively with clients setting 
up and maintaining R&D cost sharing arrangements. David lead a number of 
policy -oriented projects on stock options and cost sharing, and has coauthored 
several articles on the subject. David has prior experience in database 
programming for the health care industry. 

2.10 Daniel Asquith, Ph.D., is senior economic advisor to TPOC. Dan earned 
his Ph.D. in Business Economics from the University of California at Los 
Angeles in 1992. Dan has over 15 years of professional experience in academia, 
government and consulting. Dan's early experience includes being a visiting 
assistant finance professor at Tulane University and a staff economist with the 
Securities and Exchange Commission (SEC). For the past nine years, Dan has 
specialized in transfer pricing, including several years with the Internal 
Revenue Service (IRS) and five years with major public accounting firms. Dan 
currently provides independent consulting services in transfer pricing and 
valuation. specializing in intangible property transfers and cost sharing. 

2.11 TPOC works with a loose coalition of independent transfer pricing and 
valuation consultants from various disciplines and specialties, spanning the 
West Coast from Seattle to Los Angeles. TPOC is able to draw on the coalition 
for special expertise, as well as language skills, with respect to many 
geographiC regions and practice areas. 
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2.12 In preparing these Comments, TPOC has received invaluable assistance 
and inspiration from many friends and colleagues. We would like to offer 
special thanks to a few key people: Ben Alamar, Ph.D., Post Doctoral Fellow 
with the Center for Tobacco Control Research & Education at the University of 
California at San Francisco, for both expert advice and basic spadework on 
using binomial rmdels to model employee exercise behavior; Stan Hales, Ph.D., 
PricewaterhouseCoopers San Francisco, for key insights on the role of barrier 
options; and Jim Walling, PricewaterhouseCoopers San Jose, for wide -ranging 
valuation advice and availability as a s:lUnding board for ideas. Responsibility 
for all errors and omissions rests entirely with TPOC. 

D. TPOC's Mission 

2.13 TPOC's founding mission is to ~ek comprehensive resolution of the 
accounting and transfer pricing issues relating to employee stock options as 
quickly as possible. As comprehensive resolution reqUires formation of a high 
level of consensus on an international basis, a key part of TPOC's agenda is to 
provide comments and advice to relevant policy -makers, including the F ASB, 
the IASB, the U.S. Treasury, the IRS and the OECD transfer pricing working 
group. Eventually, coordination with government contracting regulations and 
tax deduction rules may also be sought. 

2.14 As a small and highly specialized enterprise, TPOC has a unique 
opportunity to be a comp letely independent voice, relatively free from the 
vested interests of taxpayers, tax authorities, lawyers, accountants and 
financial consultants. TPOC's long-term mission is to provide high-quality 
transfer pricing advisory services, not to sell proprietary option pricing models. 
our immediate goal is to assure that the best thinking in the area of 
accounting for employee stock options remains firmly in the public domain. 
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Appendix B - Overview of Other Stock-Based Compensation 
Accounting Issues 

A. Support for Philosophical Focus of IASB Proposal 

3.01 TPOC applauds the International Accounting Standards Board C'IASB") 
for its efforts to foster global consistency in accounting standards and to 
improve the transparency of financial statements and related disclosures. 
Considering the commonness of share-based payments, the difficulty of the 
accounting issues involved and the paucity of national standards in the areas, 
the Proposed IFRS is an important step in this direction. 

3.02 The U.S. Financial Accounting Standards Board ("FASB") has noted a 
subtle difference in the measurement philosophies ofthe Proposed IFRS and 
FASB Statement No. 123 ("FAS 123"). the corresponding U.S. accounting 
standard relating to fair value accounting for options. SpeCifically, while the 
focus of FAS 123 is on the value of equity instruments issued by the company, 
the focus of the Proposed IFRS is on the value of services the company 
receives. FASB, Invitation to Comment, Accounting for Stock-Based 
Compensation: A Comparison of FASB Statement No. 123, Accounting for 
Stock-Based Compensation and Its Related Interpretations, and IASB 
Proposed IFRS, Share-Based Payment, November 18, 2002, 'lI 22. 

3.03 Indeed, the IFRS itself concludes that the fair value of equity 
instruments issued is merely a "surrogate measure" of the fair value of services 
received, but is reasonable because the value of equity instruments is more 
readily ascertainable than the value of employee services. Proposed IFRS, 'lI'lI 
11 & 27. 

3.04 We firmly approve of the philosophical focus of the Proposed IFRS. 
Recognizing equity instrument valuations as a "surrogate measure" for 
compensation expense affirms the inherent uncertainty and speculative nature 
of option pricing models in this context. Moreover, the Proposed IFRS properly 
puts the fundamental principle of bargained -for-exchange at the forefront. Any 
use of option pricing models to measure expense should be constrained and 
informed by inquiring what cash compensation employees have agreed to 
forego in exchange for their options. 
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B _ Validity of Option Pricing Models and No-Arbitrage Principle 

3_05 It is true that neither the employee nor the issuing company can freely 
trade in the underlying stock, violating a key condition for the no-arbitrage 
principle to apply. A valid model is nonetheless based on the no-arbitrage 
principle. In essence, the model estimates the fixed fee that an independent 
third party (who is able to freely trade the company's stock) would require to 
assume the company's obligations under the errployee option plan. 

3.06 Consider a hypothetical fully-diversified third -party "administrator" in 
the business of assuming companies' obligations under broad-based employee 
stock option plans. In negotiating a fixed upfront fee for each grant of options, 
the administrator would not need to investigate the needs and outlooks of each 
individual employee if reliable and useful data on aggregate exercise behavior 
of similar employee groups were available. 

3.07 Based on the data, the administrator could theoretically devise a !elf
financing portfolio strategy comprised of the company's stock and risk -free 
bonds using a model like the one described in these Comments. It is true that 
the administrator analogy is not quite "on all fours" with the actual situation 
since the aiministrator has to buy the hedging stock on the market rather 
than merely issuing treasury stock when needed like the company itself. 
Although the administrator analogy would not capture the dilutive effects of 
the company's use of employee options, option pricing models remain valid 
since dilution does not enter into the determination of option value. 

3.08 Moreover, under these circumstances, an option pricing model arguably 
provides an answer that is more correct and reliable than the prices that would 
actually be charged by a third-party "administrator" that might offer its 
services. This is because most of the simplifying assumptions used by option 
models are actually valid (or approximately so) for a company that can issue 
its own stock: there is no need for a buy-sell spread (since this is the market
maker's profit margin), there are ill! transaction costs associated with hedging 
(since hedging is unnecessary for the issuer to be able to "cover" its position), 
other transaction costs are minimal ~nd costs of administering the option plan 
are already expensed as corporate G&A), and the risk-free rate is appropriate 
even though the company cannot actually borrow or lend at this rate (since, 
again, it is not actually necessary to maintain the hedging portfolio). 
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3.09 In short, there is no need for companies to turn to third party 
"administrators" to assume option obligations since the ability to issue their 
own stock means they can do it more cheaply. Further, because the company 
will not even have to issue any stock unless its business is successful enough 
for the employee options to come in-the-money, there re ally is no "risk" to be 
shifted to a third-party administrator. Some have speculated that a market 
like the secondary mortgage market may spring up for empbyee options. This 
seems extremely unlikely since the market would not seem to serve any 
commercial purpose. Mortgage market involves very real risk shifting and 
diversification; employee stock options are effectively self-insured, so risk 
shifting is not needed. 

C. Future Comments on Other Specific Issues 

3.10 As tax advisor, TPOC is particularly interested in the accounting 
treatment of stock options plans that are currently in common use: namely, 
fixed plans rather than performance-based plans. We recognize, however, that 
mandatory expensing of employee stock options is likely to result in changes in 
company behavior, including wider adoption of performance-based plans. 
Although valuation of common, broad-based employee stock option grants is 
TPOC's chief concern, TPOC will be releasing further comments in the future 
on selected additional topics: accounting for performance conditions; valuation 
of, and accounting for, reload options; accounting for repricings and other 
option plan modifications; and accounting for income tax effects of stock 
options. 

3.11 Performance Conditions TPOC does not plan to address the treatment 
of performance conditions in detail, or the distinction between cash-settled and 
share-settled transactions at all. While recognizing the great imp ortance of 
these issues to the design of future stock option plans, e specially those 
narrowly tailored for senior management, TPOC is content to leave primary 
consideration of these issues to other interested parties. On the other hand, 
we cannot ignore 1he topic altogether since vesting restrictions, which are a 
critical aspect of broad -based options, are one basic type of performance 
condition. The Proposed IFRS would take performance conditions into account 
when estimating grant-date values on grounds 1hat they are relevant to the 
perceived value of the options in the bargained-for-exchange. By contrast, FAS 
123 does not allow any discount for performance conditions in the grant-date 
valuation, but only recognizes expense for those options that eventually vest, 
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which is roughly analogous to the treatment of cash bonuses that are 
contingent on performance. We are inclined to feel that the Proposed IFRS is 
sounder in principle, but that the F AS 123 approach may be preferable in 
complex fact patterns for practical reasons. The Proposed IFRS approach 
should, however, be given serious consideration with respect to simple 
employment-based vesting conditions. 

3.12 Reloads and Repricings. Reload options and option repricings each raise 
very interesting issues of theory, valuation and timing. In many ways, the two 
topiCS are mirror images of each other. In the case of reload options, the reload 
feature is clearly part of the grant-date bargain and is susceptible to valuation 
using binomial methods. Nonetheless, from a timing perspective, it seems 
appropriate not to record the full extra value at grant date, but rather to 
recognize some additional compensation upon activation of the reload feature 
since reload signals the employee's renewed commitment to the company. 
Option repricings, on the other hand, are rarely (if ever) part of the original 
grant-date bargain, but rather represent a new bargain struck between 
employer and employee under changed circumstances. While it might invite 
abuse to allow a net reduction of expense upon repricing, it does not seem 
appropriate to recognize any additional compensation unless the repriced 
option is worth more than the original option on the date of repricing. 

3.13 Income Tax Effects. TPOC feels very strongly that the current approach 
of F AS 123 to the income tax effects of stock -option compensation. Although 
treating tax benefits as additional paid-in capital has a certain superficial 
appeal from a debit-and-credit perspective, we do not believe that it is justified 
by principle, policy or practicality. We support the approach of the Proposed 
IFRS that would treat all tax benefits (and detriments) as operating items on 
the corporate financial statement. We acknowledge, however, that there are a 
number of significant issues of timing and recognition that need careful 
consideration. 
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