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is ignored in accounting for defined contribution pension plans. The employer records 
the required contribution for the year as compensation cost, regardless of whether the 
employees are vested or not. In addition: 

• It is unclear to us how an employer would account for an ESOP under Statement 
123 or the Proposed IFRS. What is the grant date in an ESOP? What is the 
service period if forfeited shares are reallocated to continuing plan participants? 
Significant implementation guidance would be necessary to achieve reasonable 
comparability. AICPA Statement of Position 93-6 already provides the necessary 
implementation guidance in a manner that is generally consistent with both F ASB 
Statement No. 87 and Statement 123. 

• If ESOPs are included in the scope of a standard on stock-based compensation, 
then they need to be excluded from the scope of the standard governing 
employers' accounting for defined contribution pension plans (Statement 87 or 
lAS No. 19). 

• While forfeited shares in an ESOP do not revert to the employer, the employer 
may establish a policy of either reallocating forfeited shares to continuing plan 
participants or using forfeited shares to offset future years' employer 
contributions. If compensation cost is reduced by employee forfeitures, it would 
be important not to record a further reduction in compensation cost if the forfeited 
shares reduce a future year's contribution. 

• To our knowledge, the U.S.-type ESOP is unique. The plans known as ESOPs in 
the United Kingdom, for example, are not defined contribution pension plans and 
are substantively different from U.S. ESOPs. Therefore, excluding ESOPs (or 
stock-based defined contribution pension plans generally) from the scope of a 
U.S. standard would be a minor inconsistency with an international standard that 
includes them. 

With respect to ESPPs, we favor including all of them in the scope. While the conditions 
for a noncompensatory plan in Statement 123 are logical, they create the potential for 
inconsistent results at the margin. For example, if a plan offers a 5.0% discount and 31-
day options, it is defined as noncompensatory, but if the discount is 5.1 % or the options 
have a 32-day term, the plan may be compensatory. We think it is preferable to include 
all ESPPs in the scope. Those that are designed to provide relatively little economic 
benefit to employees will have small compensation cost, those that are more generous 
will have higher compensation cost, and all will be analyzed under a single framework. 

Issue 2: In measuring the fair value of stock options granted to employees, both 
Statement 123 and the Proposed IFRS require use of an option-pricing model that takes 
into account six specific assumptions. The standards provide supplemental guidance for 
use in selecting those assumptions. 

Issue 2(a): Do you believe that an accounting standard should mandate the use of an 
option-pricing model for measurement purposes? If not, what other approaches do you 
believe would provide more consistent and reliable estimates of the fair value of 
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employee stock options granted and why? 

Yes, we believe it is appropriate to mandate the use of an option-pricing model for 
measurement as a means of achieving reasonable comparability and consistency in 
practice. We do not believe that other approaches will achieve acceptable levels of 
comparability or consistency. 

Issue 2(b): If you agree that an accounting standard should mandate the use of an option­
pricing model, do you believe that a particular model should be mandated? If so, which 
model should be required to be used and why? 

We believe that the approach in Statement 123 and the Proposed IFRS of specifying that 
a model should incorporate six key assumptions is the best approach. This approach 
narrows the field to models that have achieved a high degree of acceptance in modern 
finance, but allows accountants to use refinements of the existing models if and when 
they are developed. This aligns accounting with the current state of the art in finance 
theory, but allows the accounting to evolve as finance theory evolves. 

Issue 2(c): If you agree that an accounting standard should not mandate the use of a 
particular option-pricing model, do you believe that additional disclosures should be 
made to improve the user's ability to compare the reported financial results of different 
enterprises? If so, what types of additional information should be required to be 
disclosed? 

We believe that disclosure of the subjective assumptions (expected term, expected 
dividend yield, and expected volatility) helps users to understand the differences among 
enterprises that otherwise might seem similar and to understand differences in the 
perspectives of management of a single enterprise from year to year. 

Paragraph 24 of the Proposed IFRS requires an enterprise to adjust the fair value of 
options for the effects of vesting conditions, but provides no guidance on what method to 
use. As discussed later in this letter, we do not agree with adjusting fair value for the 
effects of vesting conditions. If such an approach is adopted, we believe the standard 
should specify a method for computing the adjustment. If no method is specified, then 
we believe it would be important to disclose an employer's method of adjusting fair value 
for these conditions and the amount or percentage reduction in fair value, so that users 
would be able to understand the differences among enterprises. 

Issue 2(d): Statement 123 and the Proposed IFRS require that certain modifications be 
made to the outcome of an option-pricing model to address certain features of employee 
stock options. If you believe that other modifications should be made to improve the 
consistency and reliability of those outcomes, please describe those modifications and 
why they should be required. 
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We believe that requiring use of an expected volatility of zero would improve consistency 
and reliability for valuing both employee and nonemployee awards. Few people, 
including finance professionals, can accurately estimate the expected volatility of a single 
enterprise's stock price over the extended periods typical of most employee awards. 
Statement 123 requires public enterprises to make an estimate, and the Proposed IFRS 
would require all enterprises to make such an estimate, but the estimates are neither 
reliable nor consistent among enterprises. 

• At an F ASB roundtable on option valuation during the development of Statement 
123, one of the participants described research on publicly traded options on the 
Standard and Poor's 500 Index. Because the other five assumptions are either 
factual or relatively easy to estimate, it is possible to estimate the expected 
volatility that is implicit in the market prices of the options. The research found 
that on a given day, the expected volatilities implicit in the market prices of 
options with different strike prices were not the same. This counter-intuitive 
result suggests to us that either (I) expected volatility is not well understood or (2) 
there are other factors embedded in expected volatility that have not yet been 
identified. Perhaps some of the simplifying assumptions of the option-pricing 
models-costless hedging, log-normal distribution of stock prices, etc.­
introduce differences between model prices and market prices that affect the 
implicit volatility because we don't have the tools to separately measure the other 
factors. 

• Very few publicly traded options or warrants have lives as long as the lives of 
typical employee options. In one case we are aware of, an enterprise with long­
lived publicly traded warrants estimated the expected volatilities implicit in the 
market prices of its warrants and found that they were a small fraction (20% to 
25%) of the enterprise's historical volatility. Most enterprises choose expected 
volatility assumptions that are similar to their historical volatility. If this 
enterprise's research is representative, expected volatilities under Statement 123 
may be widely overstated. 

• If, as we believe, expected volatilities are not subject to reasonable estimation, the 
results of forcing enterprises to make estimates are neither relevant nor reliable. 

Both Statement 123 and the Proposed IFRS require use of the expected life of an option 
rather than the contractual life to reflect the effect on fair value of non transferability. We 
agree with this modification. While option-pricing theory suggests that option holders 
ordinarily would hold options until expiration, holders of nontransferable options often 
make a rational economic decision to exercise early. Using the expected life is a practical 
and representationallY faithful way to reflect the economic effect of nontransferability. 
However, under current U.S. standards, expected life may only be used for options 
granted to employees. Nontransferability has the same effect for nonemployees as for 
employees. In addition, as we note later in this letter, the most common nonemployee 
awards are to (1) employees of equity method investees of the grantor, for example, joint 
ventures, and (2) independent contractors. Therefore, we believe that expected life 
should be used to value all nontransferable options, not just options granted to employees. 
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Issue 2(e): Do you believe that additional guidance for selecting the factors used in 
option-pricing models is necessary to provide added consistency and comparability of 
reported results? If so, what types of guidance should be provided and in which areas? 

If the Board rejects our suggestion about expected volatility in Issue 2( d), then we believe 
it would be desirable to provide more guidance about the relationship between historical 
and expected volatility, Paragraph 285c of Statement 123 discusses the mean-reversion 
tendency of volatilities, which would suggest that historical volatility is not a reasonable 
predictor of future volatility for an enterprise with particularly high (or low) historical 
volatility, However, other paragraphs in Statement 123, for example, 276, seem to put a 
greater burden of proof on the enterprise to demonstrate reasons why historical volatility 
should not be used as the best estimate of future volatility. Our experience is that 
accountants in practice are reluctant to accept expected volatility assumptions that are 
significantly different from historical volatility. If the research we cite above is 
representative, significant differences may be appropriate. It would be useful for a new 
standard to encourage accountants to make appropriate adjustments to historical 
volatility. 

If option-pricing models are adjusted to reflect vesting and other performance conditions, 
we believe the Board should specify how, rather than leaving it entirely flexible like 
paragraph 24 of the Proposed IFRS. 

Issue 3: Do you believe that employee and nonemployee transactions are distinct and, 
therefore, warrant different measurement dates for determining the fair value of equity 
instruments granted? lfso, why? lfnot, why not? 

No. The terms and economic substance are similar. The two most common types of 
nonemployee equity transactions in the U.S. are equity awards to (1) employees of equity 
method investees of the grantor, for example, joint ventures, and (2) independent 
contractors. The terms of those awards are typically very similar, or even identical, to the 
terms of awards to employees. 

Even in the less common situations of awards to enterprises rather than individuals, our 
experience is that the terms generally are similar to the terms of employee awards. That 
is, the recipient typically begins providing goods or services at, or shortly after, the grant 
of the equity instruments, provides those goods or services over an extended period, and 
has business relationships with the grantor that provide significant incentives other than 
the equity instruments for providing the goods or services. Therefore, we believe that 
grant date is the appropriate measurement date for both employee and nonemployee 
awards. Further, we think that some of the examples cited in EITF Issue 96-18, in which 
the recipient will begin providing goods or services long after the grant of the equity 
instruments, and in which the equity instruments are the primary consideration paid for 
the goods or services, are unrepresentative of nonemployee transactions. 
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Issue 4: Do you believe that the fair value of equity awards granted to nonemployees that 
include performance conditions can be measured with sufficient reliability to justifY a 
grant-date measurement method? Ifso, why? Ifnot, why not? 

As described later in this comment letter, we favor the modified grant date approach of 
Statement 123 to deal with performance conditions in both employee and nonemployee 
awards, in part because we question the reliability of "haircuts" at the grant date for the 
effects of performance conditions. Under the modified grant date approach, it is not 
necessary to adjust the fair value of equity awards to reflect performance conditions. 
Instead, compensation cost is reversed if the recipient forfeits the award. 

Issue 5: Do you believe the notion of issuance is conceptually of importance in the design 
of a standard on stock-based compensation? If so, why? If not, why not? 

Yes, we believe the notion of issuance is conceptually important, because it provides the 
underpinning for the modified grant date approach to measuring and recording 
compensation cost. We believe the modified grant date approach is superior to the 
approach in the Proposed IFRS for three reasons-reliability, comparability, and 
understandability (representational faithfulness). 

To our knowledge, no general agreement exists on how to adjust the fair value of equity 
awards for the effects of performance conditions. Paragraph 24 of the Proposed IFRS 
provides no guidance. Therefore, different enterprises are likely to use different 
approaches to adjusting fair value with differing results. The adjusted fair values will not 
be verifiable, as that term is used in F ASB Concepts Statement No.2, and as a result will 
not be reliable. Further, because different enterprises will use different methods, the 
results will not be comparable among enterprises. 

More importantly, the results of the modified grant date method are understandable, and 
the results of the Proposed IFRS are not. The compensation cost recorded for forfeited 
awards under the Proposed IFRS is explainable only as the result of the prescribed 
mechanical computations. The IASB states that the compensation cost recorded 
represents the fair value of the services received, but the computations ignore the fact that 
the grantor ultimately receives a good bargain-the grantor does not pay full 
consideration for the services received, because the recipient forfeits part of the 
consideration. The common sense understanding of the transaction is that the forfeiture 
reduces the consideration issued by the grantor and, therefore, reduces the grantor's 
compensation cost. 

The approach of the Proposed IFRS is inconsistent with the accounting for cash 
compensation with performance conditions. If an employer offered an employee a cash 
bonus of $30,000 for remaining employed for the next three years, the employer would 
accrue compensation cost at $10,000 per year. If the employee left the employer at the 
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end of two years and forfeited the bonus, the employer would reverse the $20,000 of 
accrued compensation cost. The approach of the Proposed IFRS would leave $20,000 in 
compensation cost, to reflect the fair value of the services received, and would record an 
extinguishment gain on the accrued bonus liability. We believe the vast majority of 
preparers and users of financial statements understand zero compensation cost for this 
situation and would be perplexed by compensation cost of $20,000 and an 
extinguishment gain of $20,000. The bonus liability is cancelled in accordance with its 
original terms, not settled or extinguished. 

Issue 6: Do you believe an equity instrument subject to vesting or other performance 
conditions is issued, as defined by Statement 123, at the grant date? If so, why? If not, 
why not? 

No. We believe that Statement 123 makes an appropriate distinction between grant and 
issuance. At the grant, the parties agree on the terms and provide a basis for measuring 
the fair value of the award or the goods/services. However, the equity instruments are not 
issued until the recipient completes its side of the exchange and all other performance 
conditions are satisfied. Therefore, a final decision on recognition of compensation cost 
can't be made until the outcome of the performance conditions is known, at which time 
the grantor determines whether the equity instruments are issued. 

Issue 7: Do you believe that the effict of forfeiture should be incorporated into the 
estimate offair value per equity instrument (IASB approach)? Ifso, why? Ifnot, why not? 

No. As stated previously, we believe that the lASS approach: 
• Measures and records an unreliable adjustment to fair value, and 
• Records an incomprehensible amount of compensation cost for forfeited awards. 

Issue 8: Should failure of an award holder to satisfY the conditions that entitle the holder 
to retain or receive the promised benefits affict the amount of compensation expense that 
should be recognized related to that award? If so, why? If not, why not? 

Yes. As stated previously, reversing compensation cost for forfeited awards: 
• Is more representationally faithful of the fact that the equity instruments are not 

issued 
• Is more understandable to preparers and users of fmancial statements 
• Is more consistent with the accounting for forfeited cash compensation. 

Issue 9: Do you agree that the result of the 1ASB's approach to calculate the fair value of 
equity instruments of nonpublic entities would be closer to fair value than minimum 
value? Ifso, why? Ifnot, why not? 

As stated previously, we would support using zero as the expected volatility for all 
enterprises. We believe the estimation of expected volatility for nonpublic enterprises is 
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even more difficult and unreliable than for public enterprises. Therefore, we believe the 
case for using zero as the expected volatility for nonpublic enterprises is even more 
compelling than the case for using zero for public enterprises. Furthermore, we believe 
that the same approach-zero expected volatility-should apply to both employee and 
nonemployee awards. 

Issue 10: Which of the two attribution methods described by the standards do you believe 
is more representationally faithful of the economics of stock-based compensation 
arrangements and why? 

We do not believe the attribution methods can be assessed in isolation from the rest of the 
accounting model. That is, we believe the attribution method of Statement 123 is 
consistent with the modified grant date method, in which zero compensation cost is 
recorded for forfeited awards. Compensation cost for the awards that are issued is 
recorded ratably in proportion to the services received from those service providers. The 
attribution method in the Proposed IFRS would be inconsistent with the modified grant 
date method, because the IFRS attribution method includes units of service from service 
providers who forfeit their awards and for whom the employer records zero compensation 
cost under the modified grant date method. 

1ssue 11: Statement 123 does not ascribe value to services received in exchange for 
equity instruments that are later forfeited (that is, recognized compensation expense is 
reversed upon forfeiture), whereas the Proposed IFRS ascribes value to such services 
through its units-of-service attribution method (that is, recognized compensation expense 
is not reversed uponforfoiture). if you support the Proposed 1FRS's view, do you believe 
the units-of-service method ascribes an appropriate value to services received prior to 
forfeiture? ifso, why? ifnot, why not? 

As stated previously, we do not support the view in the Proposed IFRS. 

1ssue 12: Do you believe that the actual outcome of performance awards should affict the 
total compensation expense incurred by an enterprise? ifso, why? ifnot, why not? 

Yes. Our views on Issue 12 are essentially the same as our views on Issues 5 and 8. If 
the outcomes of the performance conditions result in nonissuance/forfeiture of the 
performance awards, compensation cost should be adjusted to zero. Reversing 
compensation cost for awards that are not issued because of failure to satisfy performance 
conditions: 

• Is more representationally faithful of the fact that the equity instruments are not 
issued 

• Is more understandable to preparers and users of financial statements 
• Is more consistent with the accounting for forfeited cash compensation. 

In particular, we believe it would be difficult for preparers and users to understand why 
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the compensation cost is not affected by the outcome of performance conditions. The 
successful achievement of performance conditions and the resulting issuance of the 
equity instruments is a significant economic event, and yet under the IASB approach the 
financial statements would reflect no incremental compensation cost as compared to a 
situation in which the enterprise failed to meet the performance conditions and did not 
issue the equity instruments. 

Issue 13: Do you believe that this issue [service after vesting] is important in considering 
an attribution model's validity? /fso, why? /fnot, why not? 

No. We think the approaches in Statement 123 and the Proposed IFRS to attribute all 
compensation to service during the vesting period is more representationally faithful of 
the exchange between the parties. We also believe that attributing all compensation to 
service before vesting is favorable from a costlbenefit standpoint. 

We understand that it is common for options to require exercise within a specified period 
(often 90 days) after termination of employment. That provision acts as an incentive for 
the recipient to continue providing services to delay exercise and extend the life of the 
option. However, we believe the incentive effects are weaker than the incentive effects of 
forfeiture of an option for termination of employment before vesting. Further, the 
incentive effects after vesting are inversely related to the current fair value of the options. 
Before vesting, employees have a stronger incentive to remain employed and vest if the 
options are more valuable (deep in the money) than if they are less valuable (out of the 
money). After vesting, by contrast, the incentive to extend the life of a deep-in-the­
money option is not as strong as the incentive to extend the life of an out-of-the-money 
option, because deep-in-the-money options are economic to exercise and, in fact, often 
are exercised early. In addition, the incentive disappears altogether after an option is 
exercised. As a result, we believe the incentive effects of the required exercise provisions 
are weaker than the computation suggested in paragraphs 62 through 64 of the Invitation 
to Comment, although we do not know how to reliably quantify the incentive effects. 

We also are concerned about the record-keeping cost of extending the attribution period 
to include service after vesting, because it would require the enterprise to track both 
employment and exercise patterns. Before vesting, the employer only needs records of 
employment and vesting/forfeiture. After vesting, the employer also needs records of 
exercise, because services received after exercise are not in exchange for the option. All 
in all, our intuition is that the added precision gained by attributing compensation cost to 
services received after vesting is not worth the cost of the added record keeping. 

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

No. As stated previously, we believe the two most common types of non employee equity 
transactions in the U.S. are equity awards to (I) employees of equity method investees of 
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the grantor, for example, joint ventures, and (2) independent contractors. The economics 
of those transactions are typically very similar, or even identical, to the economics of 
transaction with employees. 

Even in the less common situations of awards to enterprises rather than individuals, our 
experience is that the terms and economics generally are similar to the terms of employee 
awards. That is, the recipient typically begins providing goods or services at, or shortly 
after, the grant of the equity instruments, provides those goods or services over an 
extended period, and has business relationships with the grantor that provide significant 
incentives other than the equity instruments for providing the goods or services. 
Therefore, we believe that grant date is the appropriate measurement date for both 
employee and nonemployee awards. 

We believe that the modified vesting date approach of EITF Issue 96-18 does not reflect 
the economics of nonemployee awards. The modified vesting date approach introduces 
changes in the stock price into the measurement of compensation cost, creating 
fluctuations that are not representationally faithful of the value of the goods or services 
received. 

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

Yes. Stock-based compensation arrangements have attributes of both compensation and 
capital raising. For both financial reporting purposes and income tax purposes, the 
compensation aspects predominate. Compensation cost is recognized in the income 
statement, and the tax effects of compensation cost, including the tax effects of measuring 
compensation cost differently for tax purposes, should be reflected in the income 
statement. 

The present requirement in Statement 123 to credit excess tax benefits to capital is carried 
forward without change from APB Opinion No. 25. We believe the requirement in 
Opinion 25 is sensible; because most options have zero compensation cost under Opinion 
25, it would be inappropriate to record tax benefits in earnings. Under a fair value model, 
that restriction on recording tax benefits in earnings is no longer necessary. We do not 
agree with the comment in paragraph 228 of Statement 123 that "the additional tax 
benefits are attributable to an equity transaction": 

• The entire tax benefit is attributable to compensation cost deductible for income 
tax purposes. The reason there is a tax deduction is that the writers of the tax law 
view the substance of the transaction as an exchange of equity for services 
consumed. 

• Paragraph 81 of the Invitation to Comment explains that an employee becomes an 
equity interest holder when options vest, and that exercise of the options 
represents a separate equity transaction that may result in excess tax benefits. The 
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Invitation to Comment states that the excess tax benefit is attributable to the 
equity transaction. However, that explanation does not apply to the second-most­
popular form of stock-based compensation (after stock options)---nonvested 
(restricted) stock. For nonvested stock, there is no exercise; once the employee 
satisfies the service and performance conditions, the shares vest. There is no 
separate equity transaction. The view that the tax deduction is attributable to the 
exchange of equity for services applies equally well to options and nonvested 
stock; the view that the tax deduction is attributable to an equity transaction does 
not. 

We believe that recording all tax benefits in the income statement increases transparency. 
At the height of the stock market boom, some companies paid no income tax because 
their stock-based compensation deductions wiped out taxable income. Their income 
statements and income tax footnotes, however, showed current tax provisions. The 
reader had to look elsewhere in the financial statements-the cash flow statement and the 
statement of changes in shareholders' equity-to discern that the companies were not 
paying any income tax. 

While we believe the tax benefits should be recorded in the income statement, we 
disagree with the approach in the proposed IFRS. We believe the deferred tax asset for 
the temporary difference should be measured based on the compensation cost recorded 
for financial reporting, as in Statement 123. Then, when the actual tax benefit is 
recognized for financial reporting purposes, the difference between the actual tax benefit 
and the deferred tax asset would be recorded in earnings in the provision for income 
taxes. 

We believe that recording the tax benefit in the income statement is the right accounting 
in concept for the reasons stated above. We also note that our proposed accounting 
would be simpler to apply than the approach in Statement 123: 

• Employers would not need to track cumulative credits to additional paid-in capital 
• There would be no need to include additional tax benefits in "assumed proceeds" 

in the treasury stock method to compute diluted earnings per share. 

The only basis we can see for the current Statement 123 treatment is to avoid volatility in 
earnings caused by changes in the enterprise's stock price. Because the U.S. income tax 
deduction is based on the value of the shares at exercise (for options) or vesting (for 
nonvested stock if the employee did not make an election to be taxed at grant under 
Section 83(b) of the Code), including the full tax benefit in earnings indirectly puts the 
effects of stock price changes in earnings. Further, because the modified grant date 
approach appropriately measures compensation at date of grant and does not adjust 
compensation cost for changes in the stock price between grant and exercise, it could be 
considered inconsistent to introduce changes in the stock price into earnings through the 
income tax provision. 
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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?) 

If a final standard requires an assumption about expected volatility or an adjustment of 
fair value at grant date for vesting conditions, then, consistent with our earlier comments: 

• It would be useful to disclose the relationship of expected volatility to historical 
volatility. As we noted previously, this assumption is subjective and arbitrary, 
and users would understand the estimation of fair values better if they know the 
relationship of the assumed expected volatility to the historical volatility. 

• It would be useful to describe how vesting conditions were taken into account in 
fair value and the dollar or percentage reduction in fair value caused by the 
vesting conditions. Different enterprises will use different methods to reflect 
vesting conditions. This disclosure will help users compare the estimated fair 
values of different enterprises. 

It is not clear to us what benefit the other two incremental disclosures-actual vesting 
compared to expected vesting and actual life compared to expected life--provide to users 
of financial statements. 

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. 

We believe that the Board should start with a "clean sheet of paper" for disclosure 
requirements. The present disclosure requirements have built up over time and should be 
re-thought in the context of a fair value model. 

Much of the quantitative disclosure about options granted, exercised, exercisable, 
expired, etc., was initially required under the intrinsic value model and might be viewed 
as providing users with information pertinent to estimating fair value where the reporting 
enterprise records only intrinsic value. In a fair value model, where the reporting 
enterprise is estimating and recording fair value, that level of detail may no longer be 
necessary. By way of analogy, paragraph 14 of FASB Statement No. 107 requires 
disclosure of information pertinent to estimating fair value for those financial instruments 
for which it is not practicable for the reporting enterprise to estimate fair value. Once it 
becomes practicable for the reporting enterprise to estimate and disclose fair value, the 
information required by paragraph 14 is no longer required. In stock compensation, 
reporting enterprises would be in the position of reporting both the fair values and all the 
details pertinent to estimating fair value. 

The voluminous disclosures related to stock compensation seem to be fulfilling multiple 
objectives: 
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• Provide disaggregated information about the fair value of equity awards to help 
users understand the reporting enterprise's estimates of fair value and the structure 
of its equity compensation plans 

• Provide information about the potential dilutive impact of outstanding awards 
• Provide information about equity compensation plans to help owners decide how 

to vote on proposals involving equity compensation plans 
The first two objectives are appropriate objectives for financial statement disclosures. 
The third objective is not an appropriate objective for financial statement disclosures and 
should be satisfied by disclosures in proxy statements. The disclosures to achieve the 
first two objectives should be re-thought in recognition of the facts that (l) compensation 
cost based on estimated fair value would be recorded in the financial statements and (2) 
potential dilution is reflected in diluted earnings per share. 

Issue AI: Statement 123 distinguishes between a principal stockholder and a stockholder 
for certain transactions, and the Proposed IFRS does not. Which view do you support 
and why? 

We support the approach in the Proposed IFRS. If a stockholder enters into a transaction 
with an employee or a nonemployee service provider for the benefit of the enterprise, the 
enterprise should record the compensation cost and a contribution to capital from the 
shareholder. Neither the identity of the shareholder nor the amount of shares he or she 
owns should affect the accounting by the enterprise. The current requirement in 
Statement 123 results in treating a transaction differently depending on whether the 
shareholder owns 9.9% or 10.0% of the enterprise's shares. It is rare for a shareholder 
with a small holding to enter into a transaction for the benefit of the enterprise, but we 
have seen such transactions. In those real transactions, all parties agreed that the facts 
and circumstances were clear that the transaction was for the purpose of compensating a 
service provider. The accounting hinged on an analysis of whether the shareholder was a 
principal shareholder. The approach in the Proposed IFRS would eliminate the need for 
that analysis. 

Issue A2: Do you believe that a probability-weighted average amount of the range should 
be used when no amount in the range is better than any other? If so, why? If not, what 
other amount within the range would you propose when no amount in the range is better 
than any other? Why? 

The approach in Statement 123 to use the low end of the range is consistent with FASB 
Interpretation No. 14. That approach should continue as long as Interpretation 14 is in 
place. If and when the F ASB adopts an expected value approach to measuring contingent 
liabilities under F ASB Statement No.5 and Interpretation 14, the provisions of Statement 
123 should be conformed to the new accounting for contingencies. 

Issue A3: Do you agree that option-pricing techniques have sufficiently evolved since 
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Statement 123 was issued to address reload features and, if so, should Statement 123's 
requirements be changed? Ifnot, why not? 

We are not familiar with the models used to incorporate reload features into the fair value 
of an option or the degree of acceptance of those models, We defer to the judgment of 
those with more expertise. 

If Statement 123 is changed, it would be desirable to include a summary of the models to 
provide preparers and auditors with a neutral and reliable description. 

Issue A4: Do you believe there are circumstances in which an entity may not be able to 
reasonably estimate the fair value of equity instruments at the grant date? If so, please 
provide examples of such circumstances and describe how those equity instruments 
should be accounted for until a reasonable estimate is determinable. 

We have not encountered real world equity instruments whose fair value was not 
reasonably estimable at the grant date. However, we think the instrument described in 
paragraph 21 of Statement 123-an option whose exercise prices changes inversely with 
the market price of the shares-is an example of an instrument whose fair value cannot be 
reasonably estimated at the grant date. We are uncertain whether the fair value of the 
option described in paragraph A 17 of the Invitation to Comment, whose exercise price 
changes consistently with the market price of the shares, can be reasonably estimated at 
the grant date. 

Issue A5: Do you believe there is a single grant date or multiple grant dates for the 
preceding example? Why? 

We believe there is a single grant date. The exercise prices (the average market prices for 
the preceding 12 months) are established pursuant to an objective formula that is stated in 
the employment contract. All of the terms are objectively defined and the employer and 
employee have a mutual understanding of the terms. Therefore, we believe that there is a 
single grant date---the date the employment contract is signed. Whether the fair value of 
the options is reasonably estimable at that date is a separate issue on which we would 
defer to experts on option-pricing models, but we believe there is just one grant date. 

Illustration 3 in Statement 123 (paragraphs 311 to 316 of Appendix B) is an option with 
an exercise price indexed to the stock prices of a group of entities in the same industry as 
the grantor. Statement 123 treats the agreement date as the (single) grant date. It is not 
clear to us why the F ASB staff reaches a different conclusion, that the agreement date is 
not the grant date, in paragraph A17 of the Invitation to Comment. The only major 
difference in the terms of the grants is that the exercise price in the example in the 
Invitation to Comment is indexed to the grantor's stock price, whereas the exercise price 
in the example in Statement 123 is indexed to a peer group stock price index. We believe 
the agreement date is the (single) grant date for both examples. 
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A few enterprises have granted options whose exercise prices increase based on an 
interest factor. Some, like Illustration 4 of Statement 123 (paragraphs 317 and 318 of 
Appendix B), increase based on a fixed interest rate. Others increase based on a floating 
interest rate, like 30-day LlBOR. Before reading the Invitation to Comment, we would 
have concluded that the agreement date of fixed or floating interest-rate-indexed options 
is the grant date under Statement 123, even though the exercise price is not known until 
the employee chooses to exercise. Again, it is not clear to us why the F ASB staff reaches 
a different conclusion for the example in paragraph A17 of the Invitation to Comment. 

Issue A6: Should SARs be measured atfair value rather than intrinsic value? Ifso, why? 
If not, why not? 

SARs should be measured at fair value. SARs are net cash settled written options that are 
liabilities, not equity instruments. The normal method of accounting for written options 
that are liabilities is to adjust them to fair value at each reporting date. We are aware of 
no good reason to perpetuate an exception from the normal method for SARs. The stated 
reason-that SARs are settled at intrinsic value-is true of the vast majority of written 
options when they are exercised. The stated reason, therefore, does not justify 
continuation of the special treatment for SARs. 

Issue A 7: In accounting for equity award modifications, should the fair value of the 
original award be calculated using (a) the shorter of the remaining expected life of the 
original award or the expected life of the modified award or (b) the remaining expected 
lifo of the original award? Why? 

The fair value of the original award should be calculated using method (a}-the shorter of 
the two lives. This method assures that the measurement of incremental compensation 
reflects the economics of the transaction. We believe that whatever facts and 
circumstances cause the employer to estimate a shorter expected life for the modified 
award also would, in the vast majority of cases, represent changes in facts and 
circumstances that reduced the expected life of the original award as compared to the 
employer's estimate at grant date. At the time of the modification, in these 
circumstances, the employer is transferring incremental fair value to the employee. Using 
the shorter ofthe two lives will capture the economic reality of incremental value being 
transferred. Allowing the employer to use the remaining expected life of the original 
award at a time when facts and circumstances have changed would obscure the amount of 
value being transferred to the employee. 

Issue A8: Do you believe that an accounting standard on stock-based compensation 
should include provisions for distinguishing between repricing and other modification 
events? Why? 

No. We do not see any substantive distinction between a repricing and another 
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modification that increases the fair value ofthe options. We believe one method 
appropriately captures the economic substance of all modifications, including repricings. 

We believe guidance is needed on when a cancellation of an old award and the grant of a 
new award should be viewed as a modification of the original award, versus when it 
should be viewed as a cancellation and a new grant. Stated differently, we believe 
guidance is needed on when a new award should be viewed as a replacement award. 

Issue A9: Which method of accounting for settlements of unvested awards do you believe 
is more representationally faithfol and why? 

We believe the approach in Statement 123 is more representationally faithful. A 
settlement is in substance an acceleration of vesting, because the employee receives no 
incremental benefit under the award from continuing to render service. Effectively, the 
settlement attributes all of the value of the award to the employee's past service. The 
approach in the Proposed IFRS of continuing to record compensation cost as the 
originally expected units of service are received is explainable only as the result of the 
prescribed mechanical computations. The settlement breaks the linkage between the 
services received in the future and the settled award. 

Issue Ai 0: The Proposed IFRS considers certain factors, including past practice or a 
stated policy of settling in cash, in evaluating how an entity should account for certain 
contracts that can be settled in cash or equity, at the entity's option. Do you agree with 
this view? Ifso, why? Ifnot, why not? 

We agree with the approach in the Proposed IFRS, which we believe is consistent with 
the approach in paragraph 39 of Statement 123. Our view is shaped by the fact that the 
two most common types of nonemployee equity transactions in the U.S. are equity 
awards to (1) employees of equity method investees of the grantor, for example, joint 
ventures, and (2) independent contractors. Typically, enterprises that grant awards to 
employees of equity method investees or to independent contractors will (1) grant awards 
to multiple recipients, (2) treat all of the recipients the same, and (3) have a relationship 
with the recipients similar to an employer/employee relationship. As a result, the 
enterprise may create a substantive plan different from the written plan through its 
conduct over time. Where the enterprise and the recipients have a common 
understanding of the terms based on past conduct or stated policies, the accounting 
should reflect the common understanding rather than the written terms. 

In Issue 00-19, we don't believe the EITF contemplated the relationships that exist with 
the most common nonemployee equity transactions. Therefore, the consensus in Issue 
00-19 has no notion of a substantive plan. For "one-off' grants of equity instruments to 
nonemployees who are not part of groups of similar recipients, a grantor would have no 
basis to identify a substantive plan different from the written terms. 
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We would be pleased to discuss our comments with the Board or the FASB staff. Please 
direct questions to Ben Neuhausen at 312-616-4661. 

Very truly yours, 

sf BDO Seidman, LLP 

Copy to: International Accounting Standards Board 


