






















require a much larger risk premium than would a third party investor buying a freely­
traded option. One potential approach to addressing this issue would be to modify the 
interest rate assumption used to discount cash flows to use a rate that incorporates an 
appropriate risk premium, consistent with what the employee base would require, rather 
than the risk free rate. However, we would again caution that companies should be 
allowed the ability to exercise judgment in developing the appropriate assumptions to 
adequately reflect the effects of non-transferability, rather than being required to use a 
prescribed assumption. 

We do agree with the Board's decision that compensation cost should only be 
recognized for those equity instruments that vest to account for the risk of forfeiture 
due to vesting conditions. However, we disagree with the Board's decision to eliminate 
the altemative that would permit companies to record forfeitures as they occur. In 
SFAS No. 123, the Board allowed companies a choice of either applying an expected 
forfeiture rate to grant data or recognizing compensation expense as though all awards 
were expected to vest and recording actual forfeitures as they occur. We agree with the 
decision reached by the Board in SF AS No. 123 that this alternative should be allowed 
for cost-benefit reasons. For certain companies with a low turnover rate and, hence, a 
low forfeiture rate, it seems impracticable to require these entities to apply a forfeiture 
rate to their broad-based plans if the actual data is available. While we acknowledge 
that an entity that applies forfeitures at the actual rate rather than an estimated rate may 
have a difference in the amount of quarterly expense recognized, we believe it highly 
unlikely that any such differences will be significant. 

Issue 5: In developing this proposed Statement, the Board acknowledged that 
there may be circumstances in which it is not possible to reasonably estimate the 
fair value of an equity instrument. In those cases, the Board decided to require 
that compensation cost be measured using an intrinsic value method with 
remeasurement through the settlement date (paragraphs 21 and 22 of Appendix 
A). Do you agree that the intrinsic value method with remeasurement through the 
settlement date is the appropriate alternative accounting treatment when it is not 
possible to reasonably estimate the fair value? (Refer to paragraphs C66 and C67 
for the Board's reasons for selecting that method.) Ifnot, what other alternative 
do you prefer, and why? 

We do not agree that the intrinsic value method with re-measurement through the 
settlement date is the appropriate altemative accounting treatment when it is not 
possible to reasonably estimate the fair value. We believe this approach lacks any 
conceptual merit and results in an uunecessarily punitive answer. We believe the 
current requirements of SF AS No. 123 should be retained such that if it is not possible 
to reasonably estimate the fair value of an option or other equity instrument at the grant 
date, the final measure of compensation cost would be fair value estimated based on the 
share price and other factors at the first date at which reasonable estimation is possible. 
Prior to that date, we believe companies should disclose the fact that they are unable to 
reasonably value equity instruments and the constraints that prevent them from doing 
so, and should recognize compensation expense during this intervening period based on 
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the current intrinsic value of the award. It appears from the Basis for Conclusions that 
the Board made a change from the SFAS No. 123 approach due to potential abuse 
concerns, which we do not believe is the proper approach in establishing accounting 
standards. 

Employee Stock Purchase Plans 

Issue 6: For the reasons described in paragraph C75, this proposed Statement 
establishes the principle that an employee stock purchase plan transaction is not 
compensatory if the employee is entitled to purchase shares on terms that are no 
more favorable than those available to all holders of the same class of the shares. 
Do you agree with that principle? If not, why not? 

We generaUy agree that if an employee can purchase shares on terms that are more 
favorable than those available to all holders of the same class of the shares; those 
favorable terms should result in compensation costs. However, for the reasons 
discussed in paragraphs 232-242 of SF AS No. 123, we believe that a sufficiently small 
discount (i.e., 5%) is comparable to stock issuance costs avoided by issuing securities 
to employees rather than to the public, and does not represent compensation cost. In 
our view, the primary purpose of such a plan is not to compensate employees for 
services rendered; rather such a plan is designed to encourage employees to become 
stakeholders in an effort to link employee and shareholder interests. Accordingly, we 
support the Board's conclusions in SFAS No. 123 on Employee Stock Purchase Plans, 
and we recommend carrying forward its provisions to the final Share-Based Payment 
Standard. 

Attribution of Compensation Cost 

Issue 7: This proposed Statement would require that compensation cost be 
recognized in the financial statements over the requisite service period, which is 
the period over which employee services are provided in exchange for the 
employer's equity instruments. Do you believe that the requisite service period is 
the appropriate basis for attribution? Ifnot, what basis should be used? 

We support recognizing compensation cost over the employee's service period which 
we believe is generally the vesting period provided for in the award. We would also 
ask the Board to clarify the provision in paragraph 40A of the ED. Some have 
questioned whether the provision, that requires that vested share or a vested option 
whose contractual term is not affected by the employee's termination is subject to 
SFAS No. 150, would require an entity to mark-to-market the vested share/share option 
to earnings. The final standard should more clearly state that the resulting accounting 
(as equity or liability) will depend on the analysis required in SFAS No. 150. 

Issue 8: Determining the requisite service period would require analysis of the 
terms and conditions of an award, particularly when the award contains more 
than one service, performance, or market condition. Paragraphs B37-B49 provide 
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guidance on estimating the requisite service period. Do you believe that guidance 
to be sufficient? If not, how should it be expanded or clarified? 

We believe the guidance in estimating the requisite service period is sufficient. 

Issue 9: For the reasons described in paragraphs C89-C91, the Board concluded 
that this proposed Statement wonld require a single method of accruing 
compensation cost for awards with a graded vesting schedule. This proposed 
Statement considers an award with a graded vesting schedule to be in SUbstance 
separate awards, each with a different fair value measurement and requisite 
service period, and would require that they be accounted for separately. That 
treatment results in a recognition pattern that attributes more compensation cost 
to early portions of the combined vesting period of an award and less 
compensation cost to later portions. Do you agree with that accounting treatment? 
lfnot, why not? 

While we can understand how the Board reached its conclusion that an award with a 
graded vesting schedule is in substance separate awards (each with a different fair value 
measurement and requisite service period, requiring that they be accounted for 
separately), we believe there are equally compelling arguments that an award with 
graded vesting is in substance a single award. Accordingly, we would suggest the 
Board preserve the option contained in FASB Interpretation No. 28, which would allow 
either the attribution method contained in the ED or a straight-line attribution method. 

Many would strongly argue that both employers and employees view a share-based 
award with a graded vesting schedule as a single award - particularly as it relates to the 
services provided in exchange for the award. Consistent with the views expressed in 
the ED and SFAS No. 123, we agree that transactions involving the issuance of share­
based payments to employees represent exchange transactions that should be measured 
based on the fair value of the instruments issued. However, we believe measuring the 
transaction based on the fair value of the instruments issued reflects the reality that such 
instruments can be measured more reliably than the value of the services provided by 
the employees. We do not believe that measuring the transaction using the fair value of 
the instruments issued should necessarily lead to a required recognition pattern that is 
inconsistent with the pattern of the value of the services consumed (or the pattern of 
benefits received) by the company. Consistent with that view, and given the fact that 
employees' services are rendered "evenly" over the vesting period (regardless of 
whether vesting terms are cliff or graded), we believe a ratable attribution pattern as 
allowed under SF AS No. 123, is also a conceptually appropriate approach for a graded 
vesting schedule alternative as long as, at any given point in time, the cumulative 
compensation cost is equal to or greater than the vested portion of the options. 

As additional rationale for a single grant approach, we believe the binomial lattice 
model can be customized to compensate for the impact of multiple vesting tranches of a 
graded vesting award by adjusting exercise behavior to reflect the impact on the ability 
to exercise over time, reflecting differing exercise periods/patterns for the different 
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tranches. Using such an approach could still drive a single option value, reflective of 
the different tranches, as opposed to a series of option values for the separate tranches. 
We also believe this single option value would result in a total amount of compensation 
expense that would approximate the amount recognized when using the sum of the 
separately valued tranches. 

The single grant approach has the added benefit of greatly reducing the complexity that 
would result from having to separately value and track/account for each tranche, 
including the reduced tax tracking burden. We do not believe the ED's proposed 
methodology has any appreciable benefits that would outweigh the significant 
costs/efforts that may be incurred by companies to comply. This is especially true in 
the case of most companies, wherein grant levels and valuations remain relatively 
constant over time (or change gradually over time). In such cases, after the initial 
ramp-up of expenses that would occur under the ED's proposed methodology, the 
amount of costs recognized under the ED's accelerated approach and our proposed 
ratable approach would be fairly consistent. Importantly, the complexity resulting from 
ED's required handling of share-based payments with graded vesting pattems sharply 
conflicts with the Board's objective of "Simplifying U.S. GAAP" as stated under 
"Reasons for Issuing This Proposed Statement" on page x of the ED. Costs that will be 
incurred by companies to develop new systems necessary to apply this model, 
particularly for companies with broad-based option plans, along with complexities 
inherent in applying the ED's graded vesting approach include the following: 

• Separate binomial models for each tranche to adjust for differing exercise 
behaviors, along with the assignment of the resulting total option value to the 
specific tranches; 

• The valuation and establishment of a deferred tax asset would need to be 
performed on each tranche (increasing the complexities discussed in our 
response to Issue 11); 

• Significant system modification or development will be necessary to apply this 
attribution methodology; 

• Complexities associated with tracking the "true up" of deferred tax assets. 

If the Board restricts the attribution method to only the graded vesting model in the 
final standard, it should re-address the transition provisions related to such plans. The 
modified prospective transition methodology proposed in the Exposure Draft will result 
in an inconsistency of amortization between pre-adoption and post-adoption 
compensation costs on awards with graded vesting for companies that chose to adopt 
the fair value provision of SF AS No. 123. This amortization difference will result in an 
artificially high cost pattem in the initial years after adoption due to the impact of costs 
from options outstanding but not fully vested as of the adoption date. This seems 
unnecessarily punitive, since companies were allowed to recognize a straight-line 
expense under the fair value provisions of SF AS No. 123. We are also concerned about 
the ability to segregate and attribute the tax impacts of each separate tranche for 
purposes of determining the cumulative effect, and to track the impacts on an ongoing 
basis. We recommend that the Board either allow companies in such circumstances to 
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record a cumulative effect of change in accounting principle or to recast pre-effective 
date attribution from the straight line approach to the accelerated approach. See also 
our response to Issue 13, which would resolve this issue. 

Modifications and Settlements 

Issue 10: This proposed Statement establishes several principles that guide the 
accounting for modifications and settlements, including cancellations of awards of 
equity instruments (paragraph 35 of Appendix A). Paragraphs C9~115 explain 
the factors considered by the Board in developing those principles and the related 
implementation guidance provided in Appendix B. Do you believe those principles 
are appropriate? If you believe that additional or different principles should apply 
to modification and settlement transactions, please describe those principles and 
how they would change the guidance provided in Appendix B. 

We believe the principles are generally appropriate. However, we are concerned with 
the ED's proposed accounting for options with "reload" provisions. Although we 
agree that a reload provision in an option increases its value, we believe that the 
reload provision should be included in the initial fair value estimate of the host 
instrument. We believe this feature can be built into an open-ended valuation model, 
with the likely triggering behavior of the reload provision based in part on the 
company's past experience. Our position is based primarily on the fact that, unlike 
other modification events in which a company uses its discretion to 
contemporaneously effect a change, a reload provision is a contractual provision built 
into the option itself. Further, the exercise of a reload relates to an action taken by the 
employee and not the exchange of a new instrument by the employer for additional 
services. Thus, it should not trigger additional compensation expense at the date of 
exercise. 

We also believe that this aspect of the Board's proposal adds significant complexity and 
cost. First, systems must be developed to track each single reload option. Second, 
valuation experts have told us that companies with reload options should plan to do 
valuations as frequently as weekly, adding undue cost. Finally, the expense of reload 
options will add undue volatility to stock option expense. 

Income Taxes 

Issue 11: This proposed Statement changes the method of accounting for income 
tax effects established in Statement 123 as originally issued. Paragraphs 41-44 of 
Appendix A describe the proposed method of accounting for income tax effects 
and paragraphs C128-C138 describe the Board's rationale. That method also 
differs from the one required in International Financial Reporting Standard 
(IFRS) 2, Share-based Payment. Do you agree with the method of accounting for 
income taxes established by this proposed Statement? If not, what method 
(including the method established in IFRS 2) do you prefer, and why? 
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We believe the Board's conclusions related to accounting for the income tax effects of 
share-based payments are fundamentally flawed. We also do not favor the approach 
prescribed by IFRS 2. As discussed below, we believe the tax benefit recognized in 
earnings for share-based payments should be reflective of the amount of compensation 
expense recognized, with any differences between that amount and the amount 
ultimately realized flowing to equity. We also believe tbe Board should adopt a 
portfolio approach to tracking and accounting for the benefits realized upon exercise or 
settlement of share-based payments, as opposed to the individual employee approach in 
the ED. 

As previously stated, we believe that the granting of an option by an employer and the 
exercise of that option by the employee represent two distinct transactions that should 
be accounted for as such. The granting of the option represents a compensation 
transaction paid by the company, whereas the exercise of the stock option represents an 
equity transaction by the option holder. Consistent with this view, we believe: 1) the 
amount of income tax benefit recognized for the option grant should be reflective of the 
amount of the underlying compensation expense recognized in the income statement, 
and 2) any subsequent differences in realized tax benefits, both higher and lower, 
should be recognized in additional paid-in capital along with the impacts of underlying 
option exercise. 

We agree and are encouraged by the Board's conclusion in paragraphs CI28 and CI29 
(basis for conclusions) that the grant and exercise are separate transactions (the former 
being consideration for services and the latter being an equity transaction). However, 
we find it difficult to understand the merit in the Board's conclusion that the 
exercise/equity transaction must effectively be further segregated, with the portion up 
to the initial grant value treated as compensation and only that portion of the exercise 
resulting in a tax benefit in excess of the recorded benefit treated as an equity 
transaction. This has the appearance of being both arbitrary and unnecessarily punitive. 

We realize the basis for this method is from SFAS No. 123. However, we believe the 
more appropriate approach, as noted above, would be to record any subsequent 
differences in taxes ultimately realized as an adjustment to equity. We believe this 
treatment is consistent with the intra-period tax allocation principles contained in SF AS 
No. 109. As written, the ED's requirement that an excess deferred tax asset be charged 
to earnings is a direct contradiction of paragraph 35 of SF AS No. 109. We struggle 
with the Board's rationale, and believe users of financial statements will find it difficult 
to appreciate the conceptual merits of the proposed punitive model, in which actual 
benefits realized in excess of the amount initially recorded as deferred tax assets (higher 
deductions) are credited to equity whereas excess deferred tax assets (lower 
deductions), which generally occur in situations wherein the employee realizes less 
value than anticipated, must be charged to earnings. 

We understand that one of the Board's concerns that led to the approach in the ED was 
the possibility of net debits building up in the equity section over time, resulting from 
the write-off of unrealized deferred tax assets. We do not believe this is a valid 
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concern. This "net debit" build-up is no different from a net credit that could build up 
over time under the ED for excess tax credits. Further, situations resulting in a net 
debit building over time will be accompanied by the recognition of expenses, over time, 
in excess of what is ultimately realized by employees. We accept that the income 
statement should not be adjusted to reduce compensation costs in such circumstances, 
and we believe it would be conceptually inconsistent (and inappropriate) to have the 
related excess tax debits charged to earnings. Finally, we believe it would be rare for 
net debits to "accumulate over time." More likely, any such net debits would arise due 
to isolated events impacting a company's share price. We believe a company's 
valuation of share-based payments would not develop a pattern of being overvalued, 
since the actual results would serve to refine subsequent valuations (i.e., assumptions 
resulting in the over-valuations would be revised on a go-forward basis). Thus, such 
net debits would not result from an accumulation over time. 

The ED's proposed provisions that over-ride the portfolio approach in SFAS No. 123 
and require the tax impacts to be calculated at the individual employee level is equally 
troubling. The individual employee approach is conceptually inconsistent with the 
portfolio approach that is inherent in the valuation provisions of the ED. Inherent in the 
ED's valuation approach is the reality that even if the option holders as a group realize 
the same ultimate amount of intrinsic value as was recognized as compensation cost by 
the company, certain options will be exercised before this value is attained. This results 
in excess deferred tax assets being charged to earnings, while others will be held and 
exercised at amounts above the estimated value, resulting in the realization of excess 
tax benefits, credited to equity. Conceptually, this individual employee approach could 
lead one to conclude it is "more likely than not," at the time the options and tax effects 
are recognized, that a portion of the related deferred tax asset (approximately 50% 
assuming an equal distribution of exercise above and below the estimated value) is not 
realizable. Thus, companies could be forced to record valuation allowances against a 
portion of the deferred tax assets at the date the underlying options are 
granted/expensed. 

From a practical perspective, the requirement to account for the deferred tax 
consequences at an individual employee level is not operational without a very 
significant amount of effort and resources to build and maintain systems capable of 
tracking the tax impacts at the individual employee level. Companies do maintain 
systems and information necessary to report the fair value of option exercises in tax 
jurisdictions wherein either the employee or employer has a taxable event from such 
exercises. However, this is not the case in all jurisdictions, and even when tracked, the 
underlying systems are generally not integrated into the base accounting systems and 
are not designed to capture the level of granularity needed to comply with the ED. 

While Board deliberations typically focus on the effect of an accounting model relative 
to the U.S. tax code, multinational enterprises will have to devise a comprehensive 
system to accurately track and reflect the tax effect of each stock option award for each 
individual employee. This model will also need to track legislative and regulatory 
changes on an individual employee basis. These requirements will impose a 
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tremendous reporting burden and cost on companies and result in nominal added value, 
if any. As an illustration, suppose a multinational enterprise grants a stock option 
award to a German employee who is temporarily based in the United Kingdom. The 
stock option award has a ten-year life. The key manager may relocate to other taxable 
jurisdictions during the term of the stock option, requiring a continuous reassessment of 
the tax effects of the outstanding stock award in order to properly track and forecast 
actual benefits relative to the amount initially estimated. The employee may exercise 
the options in multiple tax jurisdictions and the related tax impacts for an individual 
exercise may be comprised of tax effects from the host country at both the grant and 
exercise dates, as well as the home country. 

Under the ED, as share-based payments are recognized, the tax benefits recognized for 
each period during the service period must be allocated to individual employees. Each 
individual employee's exercise would then need to be referenced back to this allocation 
for purposes of determining the split ofthe related tax benefit realized between the 
amount initially recognized and the remaining expense/equity component. As you can 
imagine, managing this complexity for a broad-based stock option award in multiple 
tax jurisdictions for multinational enterprises poses a significant administrative burden. 

Importantly, the complexity described above resulting from the ED's required handling 
of income tax impacts sharply conflicts with the Board's objective of "Simplifying U.S. 
GAAP" as stated under "Reasons for Issuing This Proposed Statement" on page x of 
the ED. A model that uses a portfolio approach and recognizes all differences between 
the tax amounts initially recognized and ultimately realized as additional paid-in capital 
would have the added benefit of greatly simplifying the requisite accounting effort. 
Under such a model, all tax benefits actually realized would be credited against the tax 
benefit recorded for the specific grant up to the point that the underlying deferred tax 
asset is eliminated, with any excess (or deficiency after all options are exercised or 
expire) being allocated to equity. 

This recommended approach would also allow a company to better comply with the 
accounting requirements of APB Opinion No. 28, relative to estimating an annual 
effective tax rate for interim financial reporting. Under the ED's approach, a 
company's estimated effective tax rate could change significantly due to the amount and 
timing of option exercises and the related tax impacts particularly those companies with 
relatively large option pools outstanding. In such instances, the companies would need 
to compute the effective tax rate on a quarterly basis, with sometimes unusual 
variations in tax rate. 

Finally, the ED's approach to tax impacts of stock options also fails, in our view, the 
ultimate litmus test - providing decision-useful financial information to users. We 
believe a model that treats the tax impacts differently depending on their direction will 
confuse users, especially when the impact is counter-intuitive. The impacts discussed 
above are one example of a counter-intuitive result (total tax benefit equals or exceeds 
the amount recorded, but a portion of the deferred tax assets are written off to earnings 
due to the "law of averages"). Another counter-intuitive impact is a situation in which 
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a company's stock does not perform as well as expected, resulting in lower intrinsic 
values upon exercise and a write-off of deferred tax assets. In this situation, additional 
expense is recognized despite the fact that the options were oflower overall value to the 
employee than initially estimated. It is difficult to rationalize this one-way, partial true 
up of net stock option expense. 

Transition - Income Tax Accounting - Additional guidance is needed relative to the 
transition rules and the impact on deferred taxes. For example, the method of 
accounting for tax benefits realized from the exercise of options for which no 
compensation expense was recognized under existing rules is unclear. From our read 
of the ED, (specifically the transition guidance in paragraph 21) we would calculate the 
deferred tax true-up based upon a comparison of the tax deduction received versus the 
actual amount recognized in the financial statements. As such, for a company that had 
been applying the disclosure-only approach under APB Opinion No. 25, the entire tax 
benefit for any award that was fully vested at adoption of the proposed Standard would 
be recorded to equity. However, the ED is not clear in that regard. Also, it is unclear 
as to whether the individual or portfolio approach would be utilized for purposes of 
determining the appropriate tax treatment upon exercise for options outstanding but not 
fully vested as of the date of adoption, as well as for options fully vested as of the 
adoption date for those companies that used the fair value approach under SF AS No. 
123. We believe it would be impractical to force companies to go back and calculate 
the information needed to apply the individual approach for these previously issued 
options. Thus, assuming the individual approach survives the final standard, we believe 
the portfolio approach should be grandfathered for all options outstanding, both vested 
and unvested, as of the date of adoption. 

Disclosures 

Issue 12: Because compensation cost would be recognized for share-based 
compensation transactions, the Board concluded that it was appropriate to 
reconsider and modify the information required to be disclosed for such 
transactions. The Board also decided to frame the disclosure requirements of this 
proposed Statement in terms of disclosure objectives (paragraph 46 of Appendix 
A). Those objectives are supplemented by related implementation guidance 
describing the minimum disclosures required to meet those objectives (paragraphs 
B191-B193). Do you believe that the disclosure objectives set forth in this 
proposed Statement are appropriate and complete? If not, what would you change 
and why? Do you believe that the minimum required disclosures are sufficient to 
meet those disclosure objectives? If not, what additional disclosures should be 
required? Please provide an example of any additional disclosure you would 
suggest. 

We believe the disclosures required by the ED are certainly complete and sufficient to 
meet the Board's disclosure objectives. However, a number of our members question 
the appropriateness of the extent of the required disclosures. They believe that, while 
the level may be appropriate under existing rules for a company that provides pro forma 
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disclosure only, they are excessive for companies recognizing compensation expense 
using a fair value model, and are disproportionate relative to the amount of 
compensation costs recognized. More specifically, we would question the relevance of 
the following disclosures in paragraph B191: 

• The intrinsic value disclosures in subparagraph (c)(2), given that options will 
now be expensed based on fair value, 

• The number and weighted average prices in subparagraph (d) are redundant 
with subparagraph (b) and we believe the remaining intrinsic value information 
in subparagraph (d) (I) and (2) is not relevant for the same reason expressed in 
the preceding bullet point, 

• Compensation cost capitalized in subparagraph (g)( I)(b), which is inconsistent 
with required disclosures for virtually all other operating costs that may be 
capitalized, 

• The weighted average period over which unrecognized compensation will be 
recognized in subparagraph (h), as this is not reflective of future compensation 
costs and adds no predictive information to the disclosures 

• The specific cash flow impacts in subparagraph (i), and management's policy 
and expectations on share repurchase activities in subparagraph (k). To the 
extent these have a significant forward looking or cash flow impact, this 
information is better positioned and effectively required under the new FR-72 
liquidity analysis in the management discussion and analysis section of public 
companies' filings. 

Transition 

Issue 13: This proposed Statement would require the modified prospective method 
of transition for public companies and would not permit retrospective application 
(paragraphs 20 and 21). The Board's rationale for that decision is discussed in 
paragraphs C157-C162. Do you agree with the transition provisions of this 
proposed Statement? If not, why not? Do you believe that entities should be 
permitted to elect retrospective application upon adoption of this proposed 
Statement? If so, why? 

We disagree with the Board's conclusion that the modified prospective method should 
be the only transition method allowed for adoption of the final standard. We believe a 
more appropriate approach would be analogous to SF AS No. 148, wherein the Board 
permits three separate adoption models for stock-based compensation. More 
specifically, we believe the Board should allow prospective, modified prospective and 
"modified" retroactive adoption methods in the final statement. In the responses to the 
Board's ED for SFAS No. 148, respondents were divided as to which of the proposed 
transition methods they preferred. The board acknowledged the arguments cited by the 
various respondents and noted that the users' and preparers' primary concerns related to 
comparability and consistency arising from (a) the ramp-up effect from prospective 
application and (b) the existence of multiple transition methods. Nonetheless, the 
Board concluded (and we agree) that the new disclosures required by SFAS No. 148 
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mitigated the concerns caused by a decision to pennit mUltiple transition methods 
(paragraphs A12-A14 of SF AS No. 148). 

We are particularly troubled by the lack of a retroactive restatement option for this 
standard. Although the retroactive restatement method can be burdensome, this 
transition provision often results in the highest degree of decision-useful infonnation 
for financial statement users because it displays a true comparative trend for the 
impacted items (in this case, equity-based compensation). As the Board acknowledged 
in the basis for conclusions and its Exposure Draft to revise APB 20, retroactive 
restatement is the preferred approach. It is difficult to reconcile the Board's stated 
preference with the prohibition of the retroactive restatement method for the share­
based payments project. While CCR was opposed to the issuance of the ED to revise 
APB 20, our opposition was not a rejection of retroactive restatement per se, but rather 
was due to a concern that requiring retroactive restatement as the presumed transition 
method for all future statements would reduce the perceived reliability and credibility 
of the underlying financial statements and potentially blur "retroactive application" and 
error "restatements," along with a concern about the "Impracticability Exception" as 
drafted in the ED. We have always, and continue to believe that retroactive application 
can be a meaningful transition option for newly issued standards in the appropriate 
circumstances. 

We have considered the Board's basis for conclusion on this issue, as discussed in 
paragraphs C158-C16l and find it difticult to understand the logic employed. 
Paragraph CI59 indicates that the primary justification for the Board's rejection of 
retroactive application is the impracticality caused by the possibility of an entity's 
decision to go back and re-assess prior option valuations, thereby requiring an entity to 
make estimates of a prior period. We believe that using this "possibility" as the 
justification to conclude that retroactive application is impractical for all is not 
appropriate, particularly when a company concludes that no such re-assessment is 
necessary. Importantly, we cannot understand how the Board can reach this conclusion 
and then contradict itself in paragraph C 160 by requiring companies to use those same 
valuations as the basis for recording expense for unvested options at the adoption date 
under the modified prospective method of adoption. In fact, the same conditions, 
considerations and potential limitations exist under either the retroactive or modified 
prospective adoption scenario. We believe the concerns expressed in paragraph CI59 
can be overcome by allowing a "modified" retroactive application, with a requirement 
that companies choosing this option be required to use the valuations perfonned for pro 
fonna disclosure purposes. Allowing this method as an alternative would not only be 
consistent with the Board's preference as stated in paragraph C159, but would also put 
companies that could avail themselves of the option on more comparable footing with 
companies who have already adopted the fair value method of accounting under SF AS 
No. 123. 

We also believe the prospective method of adoption should be an available alternative. 
A number of companies have recently chosen, in good faith, to adopt the fair value of 
accounting for options using the prospective method under the Board's recently issued 
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SF AS No. 148. To prohibit such an alternative in the ED would be a disadvantage to 
such companies, since they would need to "re-adopt" the fair value method using a new 
transition method. 

However, should the Board require the modified prospective transition approach, an 
example of a transitional disclosure would be beneficial to clarify and respond to 
certain questions we have identified that are not specifically addressed in the ED. 
Specifically, we request additional transition guidance on the following: 

• As discussed in our response to Issue 11, how to account for the true up of 
deferred tax assets for pre-adoption awards (i.e., should the tax benefit received 
be compared to the actual deferred tax asset recorded post-adoption or to the 
"theoretical" deferred tax asset that would have been recorded had the company 
been applying the provisions of the ED since the award's grant date). 

• How to account for forfeitures of pre-adoption awards that occur post-adoption 
(i.e., apply a required forfeiture estimate rate similar to new awards or continue 
to record actual forfeitures under the SFAS No. 123 alternative methodology). 

• How to account for modifications of pre-adoption awards that occur post­
adoption (i.e., should the computation of incremental compensation cost be 
computed as the fair value of the award at the modification date less (1) the fair 
value recorded post-adoption, pre modification or (2) the "theoretical" fair value 
that would have been recorded since the grant date under the SFAS No. 123 pro 
forma approach. (We believe (2) is the appropriate accounting for such a 
modification). 

Nonpublic Entities 

Issue 14(a): This proposed Statement would permit nonpublic entities to elect to 
use an intrinsic value method of accounting (with final measurement of 
compensation cost at the settlement date) rather than the fair-value-based method, 
which is preferable. Do you agree with the Board's conclusion to allow an intrinsic 
value method for nonpublic entities? If not, why not? 

We do not agree with the Board's conclusion to allow different accounting for 
nonpublic and small business issuers. We believe consistency and comparability 
require all companies complying with U.S. GAAP be subject to the same accounting 
guidance. 

Issue 14(b): Consistent with its mission, when the Board developed this proposed 
Statement it evaluated whether it would fill a significant need and whether the 
costs imposed to apply this proposed Statement, as compared to other alternatives, 
would be justified in relation to the overall henefits of the resulting information. 
As part of that evaluation, the Board carefully considered the impact ofthis 
proposed Statement on nonpublic entities and made several decisions to mitigate 
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the incremental costs those entities would incur in complying with its provisions. 
For example, the Board decided to permit those entities to elect to use either the 
fair-value-based method or the intrinsic value method (with final measurement of 
compensation cost at settlement date) of accounting for share-based compensation 
arrangements. Additionally, the Board selected transition provisions that it 
believes will minimize costs of transition (most nonpublic entities would use a 
prospective method of transition rather than the modified prospective method 
required for public entities). Moreover, the Board decided to extend tbe effective 
date of this proposed Statement for nonpublic entities to provide them additional 
time to study its requirements and plan for transition. Do you believe those 
decisions are appropriate? If not, why not? Should other modifications of this 
proposed Statement's provisions be made for those entities? 

Consistent with our views expressed in our response to Issue 5, we believe that if it is 
not possible to reasonably estimate the fair value of an option or other equity 
instrument at the grant date, final measure of compensation cost should be deferred and 
the final measure of compensation cost would be fair value at the first date at which 
reasonable estimation is possible, based on the share price and other factors at that date. 
Prior to that date, we believe companies should disclose the fact that they are unable to 
reasonably value equity instruments and the constraints that prevent them from doing 
so, and should recognize compensation expense during the intervening period based on 
the current intrinsic value of the award. 

Small Business Issuers 

Issue 15: Some argue that the cost-benefit considerations that led the Board to 
propose certain accounting alternatives for nonpublic entities should apply 
equally to small business issuers, as defined by the Securities Act of 1933 and the 
Securities Exchange Act of 1934. Do you believe that some or all of those 
alternatives should be extended to those public entities? 

We do not agree with the Board's conclusion to allow different accounting for 
nonpublic and small business issuers. We believe consistency and comparability 
require all companies complying with U.S. GAAP be subject to the same accounting 
guidance. As specifically relates to small business issuers, one of the costs of going 
public is the requirement to fully comply with all relevant aspects of U.S. GAAP. 

Cash Flows 

Issue 16: For the reasons discussed in paragraphs C139-C143, the Board decided 
that this proposed Statement would amend FASB Statement No. 95, Statement of 
Cash Flows, to require that excess tax benefits, as defined by this proposed 
Statement, be reported as a financing cash inflow rather than as a reduction of 
taxes paid (paragraphs 17-19). Do you agree with reflecting those excess tax 
benefits as financing cash inflows? If not, why not? 
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We understand the Board's rationale for requiring that excess tax benefits be included 
in financing cash flows, consistent with its view that options should be accounted for as 
two transactions, with the exercise of the stock option representing a shareholder 
transaction (itself is a financing transaction). However, we question the value of this 
amendment to SFAS No. 95. We can think of no justification for treating excess tax 
benefits any different from operating cash flow impacts of other investing/financing 
transactions. For example, interest expense on outstanding debt, along with the related 
tax benefits derived from that expense deduction, are currently included in operating 
cash flows. We are also unaware of any other instances in which the cash flow 
statement is "grossed up" for items that do not represent actual cash flows. Excess tax 
benefits do not result in either a financing cash inflow or an operating cash outflow, but 
rather a reduction in taxes that would otherwise have been paid. We believe the ED's 
proposed treatment of this item is analogous to reqUiring a company that acquires a 
more efficient, but expensive piece of equipment to show the operating costs that would 
have been incurred had the company obtained a less efficient piece of equipment, 
without an offsetting investing cash inflow, to reflect the less expensive and efficient 
alternative piece of equipment. Additionally, consistent with our views expressed in 
Issue II, we fail to see the conceptual merit in a seemingly punitive cash now approach 
in which operating cash nows would be revised negatively in one situation (for excess 
benefits), but would not benefit for the corollary situation (tax deficiencies). Finally, 
the proposed approach will require individual tracking of stock option expense and 
exercise behavior vs. the preferred portfolio approach, as indicated in CCR's response 
to Issue 11. Accordingly, we believe the Board should retain the current treatment in 
SFAS No. 95. 

Differences between This Proposed Statement and IFRS 2 

Issue 17: Certain accounting treatments for share-based payment transactions 
with employees in this proposed Statement differ from those in IFRS 2, including 
the accounting for nonpublic enterprises, income tax effects, and certain 
modifications. Those differences are described more fnlly in Appendix C. If you 
prefer the accounting treatment accorded by IFRS 2, please identify the difference 
and provide the basis for your preference. If you prefer the accounting treatment 
in the proposed Statement, do you believe the Board nonetheless should consider 
adopting the accounting treatment prescribed in IFRS 2 in the interest of 
achieving convergence? 

Other than as relates to the various alternative positions proposed by us in our response 
above, some of which mayor may not be closer in substance to accounting treatment 
accorded by IFRS 2, we would not favor a movement of any of the ED's guidance to 
IFRS 2. We also do not support adopting the accounting treatment prescribed in IFRS 
2 in the interest of achieving convergence. While CCR would support international 
convergence as an ideal, we believe the Board should be extremely cautious with this 
approach and not sacrifice the overall quality of such an important standard merely for 
the sake of convergence. Accordingly, we believe the board should use the ED and 
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subsequent comment period and public hearings to arrive at the highest quality 
standard. 

Understandability of This Proposed Statement 

Issue 18: The Board's objective is to issue financial accounting standards that can 
be read and understood by those possessing a reasonable level of accounting 
knowledge, a reasonable understanding of the business and economic activities 
covered by the accounting standard, and a willingness to study the standard with 
reasonable diligence. Do you believe that this proposed Statement, taken as a 
whole, achieves that objective? 

We believe the proposed Statement meets the Board's stated objective. However, we 
do not necessarily agree with that stated objective. The Board's objective is dependent 
on a reader's willingness to "study the standard with reasonable diligence" to 
understand the risks associated with the proposed accounting (most notably, the 
significant assumptions used to measure the fair value of an employee stock option). 
Given the technical nature of such accounting and the length of the ED, it is unlikely 
that a large portion of financial statement users will attempt to study and understand the 
proposed accounting. Ultimately, the user's lack of understanding of this accounting 
could risk the credibility and comparability of financial statements, which may further 
erode investor confidence in our financial reporting model. In addition, due to the 
difficulty in estimating fair value of equity instruments and the complexity of the 
underlying models, it is unlikely that most preparers will be able to implement the 
proposed Statement without the use of use of outside experts, which will be costly, and 
significant internal resources will be needed as a result of the operational difficulties of 
implementing the ED. 

Importantly, as discussed earlier in this letter, the complexity resulting from ED's 
required handling of income tax effects and of share-based payments with graded 
vesting patterns sharply conflicts with one of the Board's other stated objectives of 
"Simplifying u.S. GAAP" as stated under "Reasons for Issuing This Proposed 
Statement" on page x of the ED. 
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