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TESCO 

January 17, 2003 

MP&T Director-File Reference 1102-001 
Financial Accounting Standards Board 
401 Merritt 7 
P.O. Box 5116 
Norwalk, Connecticut 
06856-5116 

Dear Sir or Madam: 

Letter of Comment No: 3f 
File Reference: 1102-001 

Date Received: 1-/7-03 

Please find attached a copy of a letter which I sent to the Accounting Standards, 
Oversight Council of the Canadian Institute of Chartered Accountants. Please take this as 
my response to the FASB's Invitation to Comment on Accounting for Stock-Based 
Compensation. 

Yours very truly, 
TESCO CORPORATION 

-Martin Hall, C.A. 
Senior Vice President, Finance 

Tesco Corporation 

6204 - 6A Street S.E .. Calgary. Alberta. Canada T2H 2B7 Telephone: (403) 233-0757 Fax: (403) 252-3362 
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September 9, 2002 

Mr Harry Klompas, C.A. 
Secretary 
Accounting Standards, Oversight Council 
Canadian Institute of Chartered Accountants 
277 Wellington Street West 
Toronto Ontario 

Dear Mr Klompas: 

Further to our discussion, I would request that this letter be submitted to the International 
AccoUtlting Standards Oversight Council. 

Unfortunately, I will be on vacation at a location without a telephone at the time of the 
hearings on the issue of accounting for stock options. 

As CFO of a midsize Canadian listed company, I am becoming increasingly concerned 
with the increasingly shrill and strident media coverage of the question of accounting for 
stock options. I have received a number of form letters from institutional investors on 
this matter clamoring for Tesco to expense the "cost" of stock options. This barrage is 
preruised on the basis of using the Black-Scholes formula which anyone with any 
capacity for thought will realize was devised for valuing short term option investments 
and is completely unsuited for valuation of options with a term of 5-1 0 years into which 
employee stock options typically fall- generally with vesting provisions. 

Tesco Corporation 

6204 - 6A Street S.E.. Calgary. Alberta, Canada TIH 2B7 Telephone: (403) 233-0757 Fax: (403) 252-3362 



I am presenting as an attachment a copy of one of my responses to these requests which 
sets out some of the weaknesses of the Black-Scholes approach and also gives one of the 
theoretical alternatives that have been developed. 

To me, the more troubling factor is that some Boards of Directors have allowed truly 
excessive compensation packages. Institutional investors are also at fault for not voting 
against Boards that allow managers (who can generally be replaced) outrageous numbers 
of options. 

My principal concern is that the CICA should not succumb to ill-informed public 
pressure to mandate a method of accounting for stock options that is as flawed as my 
attached letter points out. 

Conclusions and Recommendations 

The foregoing discussion has highlighted some of the more egregious deficiencies of 
indiscriminate reliance on the Black-Scholes model. Surely, the resources of the CICA 
should be able to devise-a more theoretically relevant methodology. I do not profess to 
be an expert in mathematical/statistical relationships but there are academic resources 
available in this field. 

For a relatively moderate amount, I would suggest that CICA could commission a 
respected University business school to examine this issue. At the same time, CICA 
shoUld start lobbying for a tax deduction to reflect the cost of stock: options against 
Canadian taxes. 

Please call me at (403) 233-0757 if you have any questions. 

Yours very truly, 
TESCO CORPORATION 

M~t:.~ 
Martin Ha:Il,C.A. 
Senior Vice President, Finance 
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June 26, 2002 

Mr Peter Penna! 
President and CEO 
. KBSH Capital Management 
One Toronto Street 
Suite 708 
Toronto, Ontario 
MSC2V6 

I would like to take this opportunity to respond to your letter dated June 14, 2002 to Mr Robert Tessari, President and Chief Executive Officer ofTesco with respect to expensing the "cost" of stock options. 

~ ) In ~ letter you requestedthat issuem include the "cost" of stock option grants. as a ) direct expense. In our Ql 2002 report this information is provided by way of footnote disclosure to the financial statements, in accordance with the disclosure requirements of 
CICA Handbook Section 3870. 

,.-) 
) 

However, I believe that the required information disclosure is at best flawed and at worst misleading or irrelevant. As you know the compensation cost of stock options is required to be calculated by determining the fair value of options at their grant date using an bption pricing model, one of the most co1lll;llonly used of which is the Black-Scholes (BS) model. The B-S model has as its principal inputs volatility, risk free interest rate, term, option price and current market price. It is a well known fact that the B-S model was developed to price shorter term options such as for commodities and applying it to longer term inStruments such as employee stock options, generates some anomalous 
results, as I will indicate. 

You will also tmd a~:!!.t;d to thi!! letter!! chaU oft4e T!;:s.cQ s1Qck price and it nUmber of,·; illustrative computations of the "cost" of issuing of stock options determined using tho B- .. S model given various. assumptions. I have used the Internet site . www.blobek.comlblack-scholes for this purpose. 

Tesco Corporation 

620-4 - 6A Street S.E., Calgary, Alberta, Canada T2H 267 Telephone: (403) 233-0757 Fax: (403) 252-3362 
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The variable in the B-S calculation which has the greatest effect on the "cost" of the 
option (apart from the term) is the volatility variable. In our case, since Tesco is in the highly cyclical oilfield service business, the calculated volatility is high (69.05%). This 
results in both a high absolute value for options and also a high degree of sensitivity to changes in other input variables. Take the following simple example which demonstrates the inherently counter-intuitive result of using the B-S method to determine the cost of 
the issue of stock options. 

In Case 1 (the actual case), Tesco issued 520,000 options at a market price of$19.35 with a vesting period over three years. The B-S calculation allocates values to these options of $9.444-11.7958 each for a total of$5.6 million. Note that the range of values is due to 
assumptions about the expected life of the options. 

In Case 2 (for example), assume Tesco had issued the same 520,000 options in November 2001 (four months earlier) at the then market price of$9.45. The B-S calculation 
allocates a value to these options of $4.6124-$5 .7607 each for a total of $2.7 million. 

This example clearly demonstrates the inherent problems in using the B-S model and I 
would therefore submit that it is likely to be very misleading to place undue reliance on 
calculations of this sort. Furthermore, the bookkeeping for this accounting treatment sees the debit going against earnings and thus to shareholders' equity through retained 
earnings while the credit goes directly to shareholders' equity in the form of some kind of notienal equity aeeeunt,thushaving~ero~ffect 1ln total shareholders' equity. This~d 
seem to be a strange result for an accounting treatment that is supposed to highlight the 
cost to shareholders of the use of employee stock options! In my opinion there are many 
competent analysts out there who are capable of reading ·and analyzing the copious 
disclosure about stock options that is already required in notes to financial statements. 
Now that Canadian GAM has fallen in with U.S. practice of using the treasury stock 
method of calculating diluted earnings per share, I believe that diluted eps are a fair 
measure of the dilution to earnings created by the issue of stock options. On a separate, but related topic it should also be noted that this approach to accounting for the "cost" of stock options places Canadian companies at a disadvantage to U.S. companies in that 
there is no tax deduction available in Canada for stock option costs whereas there is in the 
U.S.A. 

The above should not be taken to mean that I oppose accounting for the cost of stock 
options - rather I am opposed to using flawed methodology. I would draw your attentiOll, to an Ilrticle published in the. National Post on May 29, 2002 b}t~ B=mer &ad . Luskin which is also enclosed. The approach advocated here addresses a number of the .. weaknesses! ideatHied above and, while somewhat complex, it does appear to have a . sound theoretical basis. . 

Accordingly, I believe your contention that the principles of full and flrir disclosure 
weuld be best se.rvedibrougb. the-direct expense approach is wrong because the method of calculating the expense is clearly flawed. Rather, I think you should seriously consider 



advocating research into and adoption of a more theoretically valid method of calculating the cost of stock options such as the BrennerlLuskin approach. 

I would be happy to discuss this question further at your convenience. 

Yours very truly, 
TESCO CORPORATION 

(\{t...J::,~ 
Martin Hall, C.A. 
Senior Vice President, Finance 

.-: .,.:" 
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Where options belong 

May 29, 2002 

The current push to "expe,nse" stock options is economically wrong. The right solution is to put them on the company's balance sheet· 

Reuven Brenner and Donald L. Luskin 
The American Spectator (MaylJune Issue) 

In the wake of the Enron debacle, the flrefight over reforms to prevent abuses In executive stock options has only proved one thing: No one has learned the lessons of Enron. 

The adversarlal prejudices of the politicians, pundits and big-business spokesmen have focused on Isolated symptoms -- deceptive earnings reporting, tax breaks, fat-cat compensation, lax corporate governance -- and Ignored the underlying disease: a fundamental misunderstanding of the nature of options. For all the billions of dollars of options that have been Issued and exercised, no one has understood options for what they really are: risky assets and liabilities that 
sh~ulflIJy~firnjln!U(tJ'gITlQ& On.il Ilrm'sbalancasbeet. 

Every Investment and activity entails risk. Companies both take risk and use strategies to hedge against -- ot control -- risk. They don't always succeed, especially when risk Is not well disclosed. Enron, for example, with Its massive hidden debt, was a risk-control problem. The high-flying hedge fund Long Term Capital Management, with Its levered derivatives portfolio, was a rlskcontrol problem. So are stock options, which entail elements both of hidden ~ebt and of derivative securities. Thus the solution to options abuses will be a risk-control s,olutlon, beginning with proper risk-disclosure on the firm's balance sheet. 

FIrst, let's set aside what's not really Important about options: 

Abuses of stock options don't happen because their costs fall to show up on company Income statements -- a helpful If Imperfect version of this has been a mandatory part of the notes to consolidated financial statements for years. Or because boards of directors and shareholders don't have to approve all options grants -- there are loopholes, but generally grants must be duly approved. Or because options mlsallgn incentives between executives and shareholders -- the ailg!ll!l!!nt !sn't perfect and diligent boards.shoJ.lld work to Improve It. but at least optioRs get executives working toward a higher share price. 

Options abuses happen for precisely the reason that Enron blew up: Accounting rules permit them to be kept off a firm's balance sheet -- despite the fact that they represent material risks. And that keeps Investors, analysts, regulators and boards of directors In the dark about the true risks being taken by the firm. 

Options Issued as part of compensation packages are risky derivatives. The risk profile for Cisco or Microsoft or General Electric when they Issue options Is the same as It would be for you if you shorted exchange-traded options on those stocks. Specifically, If the option-holder exercises an option, whoever sold it to him has to deliver stock to him at the optlon's exercise price -- no 

http://www.nati.onalpost.comiscriptsfprinter/printer.aso?f=/storifl-~/200205?.Q/?.7F.??'4 J., ..... , .t: /''In ,,., AI"" 
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matter how much higher than 'that the stock happens to be. Such risks should appear on balance sheets, and should be marked to market to reflect their current value. Right now, options a're an off-balance-sheet risk, just like Enron's famous partnerships. Sure, diligent Investors can learn a lot from what's already disclosed In the footnotes -- but risky liabilities belong right on the balance sheet, for all the world to easily see. 

An employee's willingness to forgo wage Income In order to get options of unknown future value Is an off-balance sheet risk, In which the employee trades his own "human capital" for the option. An option holder may labour for nothing when the firm's stock declines -- and shareholders' losses will be offset by wage savings. When the firm's stock is higher, employee option-holders get a piece of the upside, while shareholders keep the lion's share. So options are a heads-I-wln, tails-I-wln deal for shareholders -- owners of financial capital. But employees -- owners of human capital --like them, too, because It gives them a shot at the gold ,ring on the upside. 

This risk-bearing by employees Is thus an asset of the firm -- the crystallization of human capital -- and should be carried on the firm's balance sheet as such. Besides creating a Clear-eyed accounting, this would make a vibrant reality out of the hollow slogan we've heard for years from business pundits: ·People are a company's most Important asset, and one that goes down the elevator at five o'Clock every day.· 

If the options llcibllity and the human capital asset they represent were on the balance sheet, we would see, for the first time, a firm's risk In using options. And we would have an analytical framework that would lead straightforwardly to robust solutions for all the other concerns that have so far dominated the debate -- expenSing, taxation, Incentives and shareholder rights. If you get the definitions right -- options are liabilities, not wages; and people are ilssets, not labour -- everything else falls Into place. 

Here's how: it could work. 

When options are flrst Issued, the'clalril on human capital that they have purchased would be recorded on the balance sheet as an Intangible asset. At the same time, the options themselves would be recorded as a flnanclaillablllty on the balance sheet. Both would be assigned the same value, estimated by a standardized options valuation algorithm such as the well-known Black Scholes model. 

Because an asset and Ilablilty of perfectly offsetting value are put on the balance sheet at the same time, there Is no Immediate Impact on earnings. At this stage, the asset representing human capital -- the employee In question -- has not yet produced anything. And the option Ilablllty reflects the obligation to pay If the human capital Is eventually transformed Into something tangible: a commercially successful new technology, drug, movie, other product or service. 

In showing the asset and liability, the now-larger balance sheet sends an Important signal to IllYestor:s: The firm -has bec:ome more levered, ilf\d-Is taktng fOOl'!! -risk. It has acquired- a risky asset In the form of human capital, and has committed to a risky liability In the form of the option. 

Over the life of the option, the value of the human capital asset on the balance sheet depreciates toward zero, as the claim on human capital runs off. At the same time, the option liability on the b~lance she~ IS.J11i1rked t!l_l11arke.L~,ItJ;~nl: .BlackS!:hale!iYiilile.-Iocreases!n-the ¥&Iue of the option liability (when the firm's stock goes up) would be recorded In the Income statement as an expense; decreases (when the firm's stock goes down or remains unchanged) would be recorded as a gain. 

When the option Is exercised, the human cailital asset Is depreciated all the way to zero. The 

http://www.nationalpostcom/scriptslprinter/Printer.aso?f=/storieS/20020529'''.71i?,,4 html 
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option liability Is marked at Its Intrinsic value -- the difference between the exercise price at which the employee can buy the firm's stock, and the stock's market value. The corresponding Income statement entries will bring the cumulative gains and expenses from the asset and the liability, taken together, to precisely the Intrinsic value of the option at the time of exercise. On the other hand, If the option holder leaves the firm and abandons his entitlement, both the human capital asset and the option liability on the balance sheet are written down to zero. On the Income statement the cumulative expenses and gains go to zero. 

The table above lJIustrates how IBM's balance sheet and pre-tax eamlngs would change by applying the balance sheet solution. Naturally, some simplifying assumptions have been made, considering that not all necessary data is publicly available In sufficient detail. Figures are in millions, except for share prices. . . 

How does the balance sheet solution affect today's debate about stock options? First, It addresses Inadequacies In the two altematlve options accounting regimes available under Generally Accepted Accounting Principles. 

Accounting Policy Board Option No. 25 permits options to be expensed at zero because they have no cash value at Issue, and consume no cash at exercise. This regime Is economically wrong. It Ignores the cost to tfle firm enta}.led. by 1~l!~I!llI.s~p'ck lit a)_el'?Y!-rn.ark~tprll;~ W.l'!~.n QPtjQ.!ls.l!re exeri:iSed, and thus falls to recognize a true economic cost. When an IBM option holder exercises an option with an exercise price of 50 when the stock Is at 90, that's a cost to IBM of 40. It should be reflected on the Income statement like Clny other cost of doing business. 

On the other hand, FinClnclal Accounting Standards Board Statement No. 123 permits options to be expensed at their Black Scholes value at the time of Issue, spread over their expected life. This re!llmeclseeonomleal\ywrongi-too.-It-enshrtnes a h\ghJy-subjective Black Sctrotes estimate forever -- too low if the options are eventually exercised at a price higher than their value at Issue, too high If either the Intrinsic value goes lower than at Issuance, or the option Is abandoned altogether. 

Under our approach, expenses flow natura)ly from the balance sheet to the Income statement. This approach uses the Black Scholes value only as an approximation, for risk-signalling purposes during the option's life. But at exercise the subjective Black Scholes values converge to objective Intrinsic value, and at abandonment they become zero. 

The logic of a balance sheet solution dictates that options shOUld be expensed. As the value of human capital assets and option liabilities change, the Ihevltable results are expenses and charges on the income statement. Yes, not just charges, but credits as well -- In periods when a firm's stock declines, the marked-to-market value of Its options liability declines, and that will show up on the Income statement as a credit to' eamlngs. 

Other than an executive's fantasy of not having to disclose expenses, we don't see any arguments agaIflst th\g ~h. ¥k ~ the-typlcal op~coltrrnns thatraH against expensing options under the banner of 'optlons are good for the economy,' no matter how they are accounted for. Form matters, becauseitreflects realltvi and brlTigs C1anty ana transparency to Importa'nt Issues of risk. But on the other hand, we dismiss 'options are evil" a.rguments that seek to Impose expensing as a means of curbing options Issuance. The question Isn't whether options are good or bad - although we believe they are often quite useful. The question Is 
slm!,'Y ~ow to_~est !~ec:t t~lsrls_ky ~ol"!!l of.~om~nsatlQI1 Ln fin~nQ1!l.mtements. 

The balance sheet solution also resolves the debate about taxation of options expenses. The cumulative expenses recorded on the Income statement-would correspond exactly to the tax. deduction to which the firm Is entitled, ending the so-called 'double standard' between expensing rules and tax deduction calculations targeted by U.S. Senators Carl Levin and John 
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McCain In Senate Bill 1940. 

The balance sheet solution would also apply perfectly to new generations of Incentive 
arrangements -- not just today's Simple stock options. A balance sheet solution provides all the 
Information necessary for Informed evaluation of incentives by boards of directors and 
shareholders. Until that kind of information Is available, it will do no good to pass new 
regulations requiring new board committees and ever-longer proxy statements. 

So let the self-Interested pleadings about options end -- from the anti-options Old Economy 
companies that don't use them, pro-option New Economy companies that need them, senators 
seeking new revenue sources and regulators seeking new powers. Let's learn the right lesson 
from Enron. 

And let W~iTen Buffett ask yet again, bIf options expenses shpuldn't go Into the calculation of 
earnings, where. In the world should they go?" We have an answer. Put options and their 
associated human capital on the balance sheet, where they belong. 

Rewen Brenner, author of The Force of FInance, holds the Repap ChaIr at MeG'" UniversIty's Faculty of 
Management. Donald Luskin Is chIef Investment officer of Trend MacrolytIes, an Independent economies 
research firm In Menlo Park, callfomla. 
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June 14,2002 

Mr. Robert Tessari 
President & CEO 
Tesco Coporation 
6204 - 6A Street S.E. 
Calgary, AB T2H 2B7 

Dear Robert, 

\, CAPITAL 
\MANAGEMENT 

Re: Disclosure of the Cost of Stock Options 

We are writing you today to address the issue of accounting for the costs of compensation paid in the form of stock options. In so doing, we are adding our voice to those of many of our peers in the investment management business. We believe the increasing 'attention paid to this issue is an indication of the growing recognition that the accurate reflection of aI! financial costs and benefits to a firm's operations is critical to -tOe effective function of capital markets' and to the prosperity oial! participants m. the market economy. Already there are several prominent TSE 300 companies that have recognized the importance of accounting for stock option expenses in income statements and have announced their intention to do so. 

The Canadian Institute of Chartered Accountants (ClCA) has mandated that, as of January I, 2002, Canadian companies be given a similar choice as U.S. companies to account for stock-based arrangements With eroployees and directors. This new section of the handbook of the CICA Accounting Standards Board requires1hat stou-based: paynrents-be acc-ounteQfof \lSmg a fajf:'value15asedmetlioo{ie~lfearoptioml -grants as an expense) or, at the company's choice, by providing only footnote disclosure for the estimated cost. Under this latter option; disclosure of the cost of stock-based arrangements will appear only in the 2002 annual report. 

We urge you to go beyond the minimum disclosure requirement, and would like to obtain from you a commitment to include the cost of option grants as an expense in aI! future annual and quarterly earnings reports to shareholders. Such an action would be seen as supporting the principles offull and fair disclosure and transparency in corporate communications. In addition, the accurate reflection of the true costs of operatiO!ll! in a given period should enable management to better make informed strategic decisions, improving long-term shareholder value. Lastly, and perhaps most importantly, your commitment will help increase investor confidence that has been badly damaged by the recent revelations of inaccurate accounting and poor corporate governance. 

Thank you for your attention to this matter. 

Sincerely, 

Peter Pennai. 
President & CEO 

Formerly Knight. Rain, Seath & Holbrook Capital Management Inc:. 
Ont Toronto Street, Suite. 708, Toronto, Ontario, MSC 2V6 

T.I: (416) 863-1433 Fax: (416) 868-1770 
www.kbsh.ca 


