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Dear Kimberley,
ED2“SHARE-BASED PAYMENT”

| enclose ProShare’ s response to the IASB’ s Exposure Draft ED2 on Share-Based
Payment. We welcome this opportunity to comment.

Our response congsts of a paper on the Application of ED2 to All-Employee Share Plans
and our amswersto the IASB’s Questions on ED2.

As an organisation that represents the interests of the private investor we want accounting
sandards to provide high qudity, transparent and comparable information to al users of
financid satements. We aso want to see convergence of accounting standards and
therefore welcome the work that is being done to bring about aleve playing field between
Europe and the United States in this respect.

ProShare dso promotes employee share ownership. Our focusis primarily on broad- based
or dl-employee share plans. While not a trade body, we aso speak for the UK companies
that have embraced broad- based share ownership and the employees that participatein it.

We bdlieve that dl-employee plans are fundamentdly different from executive options and
other selective plans. The specid characteristics of al-employee plans together with ther
underlying objectives of involvement and participation put them apart from other share plans
and from share-based payments generaly. Consequently, we believe they are an exception
to the generd presumption underlying ED2, that dl share plans are for the purpose of
supplying goods or servicesto an entity.

In brief, we believe it is mistaken to see these plans as provided in return for services and as
part of the pay package. There are critical differences between dl-employee plans, on the



one hand, and the sdlective option plans and executive options, on the other, that have so
dominated the recent headlines and corporate governance debate. We explain what these
differences are and why dl-employee plans should be treated differently in the attached
paper. All-employee share plans are not about mega options and corporate greed, they are
about smdl amounts of shares and options going to every employee a every level inthe
company who wants to participate in the ownership of that company.

We are very concerned that the effect of ED2 will be to damage serioudy the positive
development of wider share ownership achieved through financid participation. Discussing
this with companies over recent weeks confirms our fearsthat if existing plans continue they
will be scaled back and reduced. Some will stop dtogether. More worrying however isthe
fact that ED2 creates a barrier and will deter companies new to financia participation from
ever putting in plan. Thisis a atime when the UK Government is seeking to double the
number of companies with an dl-employee plan and the European Commission is appeding
to Member States to promote financid participation in the EU by improving the conditions
for thisin their country.

Many companies and other organisations support this view. We dready know that bodies
such as the British Banker's Association are in support of an exemption for dl-employee
plans and the TUC have gone on record to say that dl-employee plans are very different
from executive share options. It has cross-party politica support in the UK, with currently
two Early Day Moations registering concern over the impact of ED2 if applied to all-
employee plans.

The issue of convergence with the USis of criticad importance. We want a standard on
share-based payment that applies worldwide. This must however apply across the board.
At present the equivalent US accounting standards exclude certain share purchase plans and
ESOPs. For there to be genuine convergence, the treatment of al-employee plansiskey.
The |ASB and FASB must agree on a common approach.

We bdlieve that the US gpproach isright, even if ther criteriamay not be satisfactory. In our
paper we set out the way a robust principled-based definition of an dl-employee plan could
be achieved. We would be happy to work with the IASB on this.

We therefore strongly urge the IASB to reconsider carefully the arguments thet we and
others have put forward and to exclude al-employee plans from the find IFRS.

Y ours Sncerdy

Diane Hay
Chief Executive
ProShare (UK) Ltd






PROSHARE

IASB Invitation to Comment on ED2 Share-Based Payment

ProShare’ s Response

Question 1

Paragraphs 1-3 of the draft IFRS set out the proposed scope of the IFRS. There are no
proposed exemptions, gpart from for transactions within the scope of another IFRS. Isthe
proposed scope appropriate? If not, which transactions should be excluded and why?

A. In our view the presumption underlying ED2 - that all share plansresulting in
the award of shares or the grant of options to employees or others are evidence
that the entity has engaged in a transaction in which it has received resources
in the form of goods or services as consideration for the issue of those shares or
options - is not of universal application. In particular we do not think that it
applies in the case of all-employee share plans. A separate paper is attached
setting out the reasons why we believe that all-employee plans need to be given
separate consideration.

As users of accounts focus exclusively on consolidated company accounts, it
seems to us that requiring an expense to be charged in subsidiary company
accountsis a further complication and an unnecessary one. We therefore think
that the | ASB should consider whether to exclude the requirements in respect
of any individual accounts where consolidated accounts are prepared.

The |l ASB should also consider whether unlisted companies should be excluded
from any new | FRS as making any estimate of the volatility of unlisted
companies is exceeding difficult —asrecognised in the US where this factor is
taken to be zero. Thiswould not disadvantage users given that the charge
would be unreliable.

Question 2

Paragraphs 4-6 of the draft IFRS propose requirements for the recognition of share-based
payment transactions, including the recognition of an expense when the goods or services
received or acquired are consumed. Are these recognition requirements appropriate? If not,
why not, or in which circumstances are the recognition requirements ingppropriate?

A. If goods and services are consumed, we agree that an expense fallsto be
recognised, as required by the conceptual framework. However, it should be
assumed, without evidence, that goods and services are received when share are



awarded or a share option is granted. | n some circumstances this may be the
case, but in othersit may not. The accounting treatment should reflect the facts
and evidence of the receipt of goods and services should therefore be sought.

In terms of the timing of recognition, it is necessary to identify the time when
the goods and services are consumed. This can only be done once it has been
clearly established that there is a connection between the grant of the option
and the consumption of the goods and services.

Question 3

For an equity-settled share-based payment transaction, the draft IFRS proposes that, in
principle, the entity should measure the goods or services received, and the corresponding
increase in equity, ether directly, a the fair vaue of the goods or services received, or
indirectly, by reference to the fair value of the equity insruments granted, whichever fair
vaue is more readily determinable (paragraph 7). There are no exemptions to the
requirement to measure share-based payment transactions at fair value. For example, there
are no exemptions for unlisted entities. 1s this measurement principle appropriate? If not,
why not, or in which circumstancesis it not appropriate?

A. We think that the measurement principle is appropriate.

We think the | ASB should consider an exemption for unlisted companies given
the unreliability of an approach based on estimating the fair value of the equity
instrument.

Question 4

If the fair value of the goods or services received in an equity-settled share-based payment
transaction is measured directly, the draft IFRS proposes that fair value should be measured
at the date when the entity obtains the goods or receives the services (paragraph 8). Do you
agree that thisis the gppropriate date at which to measure the fair value of the goods or
services received? If not, at which date should the fair vaue of the goods or services
recelved be measured? Why?

A. We agree that the date of receipt is appropriate.

Question 5

If the fair value of the goods or services recaeived in an equity- settled share-based payment
transaction is measured by reference to the fair value of the equity instruments granted, the
draft IFRS proposes that the fair vaue of the equity instruments granted should be measured
a grant date (paragraph 8). Do you agree that this is the appropriate date at which to



measure the fair vaue of the equity instruments granted? If not, at which date should the fair
vaue of the equity instruments granted be measured? Why?

A. In our responseto the last consultation we stated that grant date, compared to
vesting date, was the appropriate date because thisis the date on which legal
obligations come into existence. Since then the issue has become more
problematic, particularly given the complexity of the calculation of the expense
under a grant-based approach. Many companies are now concerned about the
compliance cost of calculating the charge at grant and that there will be no
adjustment made for lapsed options or forfeited shares. Thisis exacerbated by
the interaction of accounting rules with tax rules based on exercise rather than
grant, which will cause particular problems for UK companies.

Question 6

For equity-settled transactions with parties other than employees, the draft IFRS proposes a
rebuttable presumption that the fair value of the goods or services received is more readily
determinable than the fair value of the equity instruments granted (paragraphs 9 and 10). Do
you agree that the fair vaue of the goods or services received is usudly more reedily
determinable than the fair vaue of the equity instruments granted? In what circumstancesis
this not s0?

A. We agreethat thisis usually the case. However, please also see our answer to
Question7 below.

Question 7

For equity-settled transactions with employees, the draft I|FRS proposes that the entity
should measure the fair vaue of the employee services received by reference to the fair
vaue of the equity instruments granted, because the latter fair vadue is more reedily
determinable (paragraphs 11 and 12).

Do you agree that the fair vaue of the equity instruments granted is more readily
determinable than the fair vaue of the employee services received? Are there any
circumstances in which thisis not s0?

A. Wethink that the IASB’s decision that accounting for the cost of services
received from employees can only be represented by the fair value of the equity
instrument transferred to them and not by the value of those servicesistoo
restrictive. According to paragraph BC62-63, thisis because of the practical
difficultiesin measuring the fair value of the services directly as “typically
shares or options are granted to employees as one component of their pay
package’. Firstly we do not think appliesin all cases, particularly in the case
of all-employee share plans.



Secondly, there are occasions when share-based payments are made under a
contractual agreement with an employee. I n these cases, there may well be
occasions when the fair value of employee servicesis ascertainable. In those
circumstances, we think that the fair value of those services should be used
instead and should not be automatically replaced by an indirect valuation
based on the fair value of the equity instrument granted.

We think that, whether these are transactions with employees or with third
parties, an entity should be permitted to value either the equity instruments
granted or the value of services or goods received, whichever is most
appropriate in the particular circumstances. For example, one employee may
have a contract for services where the only reward isin the form of shares
whereby another employee with identical duties may work solely for cash. In
this case the amount of cash could well be the value of the services. 1n other
cases, the value of the services provided under a contract that includes the
award of shares may be more difficult to measure, in which case it might be
argued that a fair value of the equity instruments granted would be more

appropriate.

Question 8

Paragraphs 13 and 14 of the draft IFRS propose requirements for determining when the
counterparty renders service for the equity instruments granted, based on whether the
counterparty is required to complete a specified period of service before the equity
ingruments ves.

Do you agree that it is reasonable to presume that the services rendered by the counterparty
as consderation for the equity instruments are received during the vesting period? If not,
when are the sarvices received, in your view?

A. If an employee has a contractual arrangement to render servicesin return for
shares or options, then it might be reasonable to presume that the services are
rendered during the vesting period.

However, not all employees render servicesin return for shares. Thiswould not
be the case, for example, in many all-employee free share plans and where shares
are gifted to employees by founding family shareholders and held in trust for
them.

Question 9

If the services received are measured by using the fair vaue of the equity instruments granted
as a surrogate measure, the draft IFRS proposes that the entity should determine the amount



to attribute to each unit of service received, by dividing the fair vaue of the equity
instruments granted by the number of units of service expected to be recelved during the

vesting period (paragraph 15).

Do you agree that if the fair vaue of the equity instruments granted is used as a surrogeate
measure of the fair value of the services recaived, it is necessary to determine the amount to
attribute to each unit of service received? If not, what alternative approach do you propose?
If an entity is required to determine the amount to attribute to each unit of service received,
do you agree that this should be calculated by dividing the fair value of the equity insruments
granted by the number of units of services expected to be received during the vesting
period? If not, what aternative methods do you propose?

A. We are concerned about the practical administration of the requirements set out
in ED2 for calculating the charge. The amount of record keeping needed and
creation of software and systems to support this, in order to produce the
required figuresislikely to be substantial. We doubt that such an elaborate
methodology is necessary given the unreliability of many of the assumptions
and estimates that will be used to compute the fair value of the equity
instrument.

The complexity arisesin part from the requirement to true up the result to
reflect the actual services received. One option therefore would be to drop the
requirement to adjust the charge against profits for the numbers of units of
service actually received. It could be argued that the extra accuracy in resulting
from truing up to actual isunlikely to be material in the vast majority of cases
asthe staff turnover expectation will be rebased each year as new grantsare
made.

Another alternative would be to adopt the much more simplified approach
suggested by EFRAG that would base the charge on a straight-ine comparison
between actual numbers of staff at the year-end.

In our view this area of the proposals would benefit greatly from further
consideration by the |ASB. We think the | ASB has not fully appreciated the
burden that their proposed approach will place on companies and it should
field-test this and alternative approaches before requiring them to be a
mandatory part of any IFRS.

Question 10

In an equity- settled share-based payment transaction, the draft IFRS proposes that having
recognised the services received, and a corresponding increase in equity, the entity should
make no subsequent adjustment to tota equity, even if the equity instruments granted do not
vest or, in the case of options, the options are not exercised (paragraph 16). However, this



requirement does not preclude the entity from recognising atransfer within equity, i.e. a
transfer from one component of equity to another.

Do you agree with this proposed requirement? If not, in what circumstances should an
adjusment be made to total equity and why?

A. Where options are granted over new issue shares, so that the exercise of an
option will result in the increase of the company's share capital, we would
expect the accounts to show an increase in equity. However, where options are
granted over existing shares, so that the exercise of an option simply resultsin
the transfer of sharesfrom an existing shareholder to the exercising
optionholder, under ED2 thereisan increase in equity even though the number
of sharesin existence remains the same both before and after the exercise of the
option. The exposure draft should be expanded to deal with this point in more
detail.

The approach adopted by the IASB islikely to lead over time to the
accumulation of significant reserves on the balance sheet. |f these reserves can
be transferred and somehow released that may help. More guidance is required
on how this could be achieved — but we accept that thisis a matter of national
and EU company law.

Again we do not think this aspect of ED2 has been sufficiently thought
through and would benefit from further consideration. For example, we suggest
that, asthere will never be a cash outflow as a result of the transaction, there
should be a transfer from ‘sharesto be issued’ to ‘distributable profits’, such
that the accounting required by the | F RS does not decrease distributable
profits. Thisisa vital matter to many companies with very real consequences
for their businesses.

Question 11

The draft IFRS proposes that the entity should measure the fair vaue of equity ingruments
granted, based on market prices if available, taking into account the terms and conditions of
the grant (paragraph 17). In the absence of amarket price, the draft IFRS proposes that the
entity should estimate the fair value of options granted, by gpplying an option pricing mode
that takes into account various factors, namely the exercise price of the option, the life of the
option, the current price of the underlying shares, the expected voldtility of the share price,
the dividends expected on the shares (where appropriate) and the risk-free interest rate for
the life of the option (paragraph 20). Paragraph 23 of the proposed IFRS explainswhen it is
appropriate to take into account expected dividends.

Do you agree that an option pricing modd should be gpplied to estimate the fair value of
options granted? If not, by what other means should the fair value of the options be



estimated? Are there circumstances in which it would be ingppropriate or impracticable to
take into account any of the factors listed above in gpplying an option pricing modd ?

A. Asfar asweareaware, if the entity hasto arrive at the fair value of the
option, that reflectsthe intrinsic and time value of the option, it will have
to apply an option pricing model.

However, we remain concerned that these models will not produce a reliable
measure as they were designed to value short-dated traded options and not
employee options. While we understand the arguments made by the IASB in
paragraphs BC 278 — 294, we understand that the model’ sinaccuracy i ncreases
significantly in the case of optionsissued “ at the money” (as most employee
options are) and thisinaccuracy is compounded when the period before the
option can be exercised stretches over several years.

We referred to the problems faced by unlisted companiesin our answersto
Questions 1 and 3. If they are required to use an option pricing model the | ASB
should consider allowing them to set the volatility factor at zero, asisthe case
under FSAS 123. The suggestion made in paragraph | G17 that more than 30
price observations may be needed in the case of a long-dated option is daunting
for many unlisted companies that value their shares only once or twice a year.

Question 12

If an option is non-transferable, the draft IFRS proposes that the expected life of an option
rather than its contracted life should be used in gpplying an option pricing modd (paragraph
21). The draft IFRS aso proposes requirements for options that are subject to vesting
conditions and therefore cannot be exercised during the vesting period (paragraph 22).

Do you agree that replacing an option’s contracted life with its expected life when gpplying
an option pricing modd is an gppropriate means of adjusting the option’ s fair vaue for the
effects of non-transferability?If not, do you have an aternative suggestion? |'s the proposed
requirement for taking into account the inability to exercise an option during the vesting

period appropriate?

A. Theability to transfer an option allows the option holder to crystallise in the
sales proceeds both the intrinsic value and remaining time value of the option.
On average, therefore, we accept that using the expected life rather than the
full lifeto value the option at the outset reflects the loss of time value that an
employee experiences when he or sheis obliged to exercise rather than sell
their options to someone else.

However, we observe that this adjustment is wholly separate from any
adjustment to value that relates to an employee’ sinability to exercise an option
during the option vesting period. Asan example, an option that isfully
transferable may be granted that is subject to a vesting period which continues



after transfer. The value of that option will be lessthan a fully transferable
option without a vesting period. Thisis because the option holder is denied
access to the option gain during the vesting period.

Question 13

If agrant of shares or optionsis conditional upon satisfying specified vesting conditions, the
draft IFRS proposes that these conditions should be taken into account when an entity
messures the fair vaue of the shares or options granted. In the case of options, vesting
conditions should be taken into account ether by incorporating them into the application of
an option pricing mode or by making an gppropriate adjustment to the value produced by
such amode (paragraph 24).

Do you agree that vesting conditions should be taken into account when estimating the fair
vaue of options or shares granted? If not, why not? Do you have any suggestions for how
vesting conditions should be taken into account when estimating the fair value of shares or
options granted?

A. We agree that vesting conditions should be taken into account when estimating
afair value of options or shares granted.

The adjustment to arrive at fair value should reflect:

The option holder’sinability to access the option gain during the vesting
period (for non-transferable options); and

Therisk of forfeiture for not meeting the vesting conditionsincluding:

0 An assessment of therisk of forfeiture due to staff turnover (this
should be measured over the period from grant to the later of either
the date of remaining in service specified or the date on which any
other (perhaps financial) performance conditions are attained);

0 The probability that the option will lapse unexercised (or become
unexerciseable) due to the operation of any exercise conditions; and

o0 The probability that any conditions may be waived or varied during
the option’slifeif this can be assessed with any reliability.

Any | FRS should make it clear that the combined probability (recognising
interdependencies) of meeting performance conditions governing vesting
should reflect both the performance standard (how high the hurdleis set) and
the basis on which testing is conducted. For example, sometestsarerolling
tests over a period of 3 years and therefore the start point for measurement
needs to be re-based on each test: whereas others apply over extended periods.
Similarly, some share plans provide for multiple tests, and some only provide for
one test.



Question 14

For options with areload feature, the draft IFRS proposes that the reload feature should be
taken into account, where practicable, when an entity measures the fair vaue of the options
granted. However, if the reload feature is not taken into account in the measurement of the
far value of the options granted, then the reload option granted should be accounted for as a

new option grant (paragraph 25).

Is this proposed requirement appropriate? If not, why not? Do you have an dternative
proposd for dealing with options with reload features?

A. We have no strong views regarding the treatment of options of reload features,
asthesearevery rarein the UK.

Question 15

The draft IFRS proposes requirements for taking into account various features common to
employee share options, such as non- transferability, inability to exercise the option during
the vesting period, and vesting conditions (paragraphs 21- 25).

Are there other common features of employee share options for which the IFRS should

specify requirements?

A. Many share plans contain provisions that may accelerate vesting in the event of
a changein the control of the entity or in the case of compassionate leavers

(when employees |eave before the end of a vesting period due to sickness,
redundancy etc).

However, to require an entity to make adjustments for these features would add
further complexity and an extra burden. Entities might however wish to adjust
for compassionate leaversif a reliable estimate can be made and should be
allowed to do so.

Question 16

The draft IFRS does not contain prescriptive guidance on the estimation of the fair value of
options, consistently with the Board' s objective of setting principles-based standards and to
dlow for future developmentsin vauation methodologies.

Do you agree with this approach? Are there specific aspects of vauing options for which
such guidance should be given?

A. We agree with the objective of setting principle-based standards but this should
be accompanied by non-prescriptive guidance.



Question 17

If an entity re-prices a share option, or otherwise modifies the terms or conditions on which
equity instruments were granted, the draft IFRS proposes that the entity should measure the
incrementa vaue granted upon repricing, and include that incrementa va ue when measuring
the services received. This means that the entity is required to recognise additional amounts
for services recaived during the remainder of the vesting period, ie additiona to the amounts
recognised in respect of the origina option grant. Example 3 in Appendix B illugrates this
requirement. As shown in that example, the incrementa vaue granted on repricing is treated
as anew option grant, in addition to the origind option grant. An dternative gpproach isaso
illustrated, whereby the two grants are averaged and spread over the remainder of the
vesting period.

Do you agree that the incrementa value granted should be taken into account when
measuring the services received, resulting in the recognition of additionad amountsin the
remainder of the vesting period? If not, how do you suggest repricing should be dedt with?
Of the two methodsiillugtrated in Example 3, which is more appropriate? Why?

A. Please see our answer to Question 18

Question 18

If an entity cancels ashare or option grant during the vesting period (other than a grant
cancelled by forfeiture when the vesting conditions are not satified), the draft IFRS
proposes that the entity should continue to recognise the services rendered by the
counterparty in the remainder of the vesting period, asif that grant had not been cancelled.
The draft IFRS aso proposes requirements for dedling with any payment made on
cancellation and/or a grant of replacement options, and for the repurchase of vested equity
instruments. Are the proposed requirements appropriate? If not, please explain why not and
provide details of your suggested aternative approach.

A. We do not agree with the accounting set out in paragraph 29(a) and (¢). When
an option iscancelled it is clear no further services are to be provided in respect
of it. Itistherefore confusing to continue to recognise an expensein relation
toit. Replacement options should be accounted for as new options and, as
repricing of existing optionsis economically the same, the accounting should
also be the same.

Question 19

For cash-settled share-based payment transactions, the draft |FRS proposes that the entity
should measure the goods or services acquired and the ligbility incurred at the fair vaue of



the ligbility. Until the ligbility is settled, the entity should remeasure the fair vaue of the
ligbility at each reporting date, with any changes in vaue recognised in the income statement.

Are the proposed requirements appropriate? If not, please provide details of your suggested
aternative approach.

A. Wethink that, in the interests of simplicity of financial statements, the
accounting treatment should follow that for a true cash liability, ie recognise
onlytheintrinsic value as a liability at the balance sheet date (particularly
bearing in mind the extra accuracy likely to be obtained is marginal as the total
liability to be recognised isthe same, just spread over different accounting
periods).

Question 20

For share-based payment transactions in which either the entity or the supplier of goods or
sarvices may choose whether the entity settles the transaction in cash or by issuing equity
instruments, the draft IFRS proposes that the entity should account for the transaction, or
the components of that transaction, as a cash+ settled share-based payment transaction if the
entity hasincurred aliability to settle in cash, or as an equity- settled share-based payment
transaction if no such liability has been incurred. The draft IFRS proposes various
requirements to apply this principle.

Are the proposed requirements appropriate? If not, please provide details of your suggested
aternative approach.

A. We agree with the suggested approach — subject to our concerns on cash-based
settlement mentioned in our answer to Question 19.

Question 21

The draft IFRS proposes that an entity should disclose information to enable users of

financia statements to understand:

(@ the nature and extent of share-based payment arrangements that existed during the
period,

(b) how the fair value of the goods or services received, or the fair vaue of the equity

ingruments granted, during the period was determined, and

(c)  theeffect of expenses arisng from share-based payment transactions on the entity’s
profit or loss.

Are these disclosure requirements gppropriate? If not, which disclosure requirements do you
suggest should be added, deleted or amended (and how)?



A. We agreethat good disclosureis appropriate in thisareain order for users of
accounts to understand the potential impact of share plansand it therefore
follows that we agree with the sentiment expressed in question 21. We would
welcome guidance in disclosure regarding the types of share plans and the
nature of their performance conditionsin order that users of accounts can
better understand the link between equity based pay arrangements and
performance.

However, if thereis an accounting charge as well as disclosure we think that
the disclosure requirements set out in paragraph 45 to 53 of ED2 are excessive
and should be simplified and reduced. For example the need to information
required under paragraphs 48 (b) and (c) will run to many pages in the case of a
company that isrolling out a share plan across a large number of countries
each with a different start date. We doubt whether users of accounts need to
know, or areinterested in, such extensive details of every different share plan
that a company hasin place.

We also feel strongly that any matter that might be regarded as price sensitive
should not be made subject to disclosure. In particular, the expected dividend
and vesting condition disclosuresin paragraphs 48(a) (i) and 48(a) (iv)
respectively are effectively profit forecasts.

Furthermore, we suggest that the disclosure requirements are mandated to be
in a prescribed tabular format provided under the IFRS. In thisway, preparers
of accounts can easily check their disclosure compliance and users of accounts
can readily find the relevant information.

Question 22

The draft IFRS proposes that an entity should apply the requirements of the IFRS to grants
of equity instruments that were granted after the publication date of this Exposure Draft and
had not vested at the effective date of the IFRS. It also proposes thet an entity should apply
retrospectively the requirements of the IFRS to liabilities exigting a the effective date of the
IFRS, except that the entity is not required to measure vested share appreciation rights (and
amilar lighilities) at far vaue, but instead should measure such ligbilities a their settlement
amount (ie the amount that would have been paid on settlement of the ligbility had the
counterparty demanded settlement at the date the liability is measured).

Are the proposed requirements appropriate? If not, please provide details of your
suggestions for the IFRS s trangtiond provisions.

A. While we understand that some companies would want full retrospection, others
would prefer full prospective application ie to grants or awards made on or
after the date that any | FRS comes into force. We therefore think that
companies should be able to select whatever transition they think appropriate.



Moreover, while we accept that the proposal that any | FRS should apply to all
options granted or shares awarded after 7 November 2002 was intended to
provide certainty, we think that the starting date should be delayed until the
day that the IFRS comes into effect. Following the publication of a new
standard, companies may well have to take another fundamental look at the
design of their share plans and service providers may well have to make
significant amendments to their prototype systems.

It isalso unsatisfactory that there are different transitional rules for cash-
settled transactions. Many global share planswill settle in both cash and
equities, depending on the host country’s attitude to its nationals owning
sharesin aforeign entity. Requiring different transitions rules will add
complexity and cost.

Question 23

The draft IFRS proposes a consequentia amendment to I1AS 12 (revised 2000) Income
Taxes to add an example to that sandard illustrating how to account for the tax effects of
share- based payment transactions. As shown in that example, it is proposed that all tax
effects of share-based payment transactions should be recognised in the income statement.

Are the proposed requirements appropriate?

A. We have no strong views on the proposed requirements.

Question 24

In developing the Exposure Draft, the Board considered how variousissues are dedt with
under the US standard SFA'S 123 Accounting for Stock- Based Compensation, as
explained further in the Bass for Conclusons. Although the draft IFRS is Smilar to SFAS
123 in many respects, there are some differences. The main differences include the
following.

(a) Apart from transactions within the scope of another IFRS, the draft IFRS does not
propose any exemptions, either from the requirement to apply the IFRS or from the
requirement to measure share-based payment transactions at fair vaue. SFAS 123
contains the following exemptions, none of which areincluded in the draft IFRS

employee share purchase plans are excluded from SFAS 123, provided
specified criteria are met, such as the discount given to employeesis
rdivey smdl;

SFAS 123 encourages, but does not require, entitiesto goply itsfair value
measurement method to recognise transactions with employees, entities are
permitted to apply indtead the intringc value measurement method in



Accounting Principles Board Opinion No. 25 Accounting for Stock Issued to
Employees (paragraphs BC70- BC74 in the Basis for Conclusions give an
explanation of intringc vaue); and

unlisted (non+ public) entities are permitted to goply the minimum vaue
method when estimating the vaue of share options, which excludes from the
va uation the effects of expected share price volatility (paragraphs BC75-
BC78 in the Bads for Conclusions give an explanation of minimum vaue).

A. We believe that SFAS 123 is correct in treating these broad-based plans
differently. Please see our separate paper on all-employee share plans.

We think that unlisted companies should be allowed to ignore volatility.

(b) For transactions in which equity instruments are granted to employees, both SFAS 123
and the draft IFRS have a measurement method that is based on the fair vaue of those
equity insruments a grant date. However:

under SFAS 123, the estimate of the fair vaue of an equity instrument at grant date is not
reduced for the possihility of forfeiture due to failure to satisfy the vesting conditions,
whereas the draft IFRS proposes that the possibility of forfeiture should be taken into
account in making such an estimate.

under SFAS 123, the transaction is measured &t the fair vaue of the equity instruments
issued. Because eguity instruments are not regarded as issued until any specified vesting
conditions have been satisfied, the transaction amount is ultimately measured &t the number
of vested equity instruments multiplied by the fair value of those equity instruments at grant
date. Hence, any amounts recognised for employee services received during the vesting
period will be subsequently reversed if the equity instruments granted are forfeited. Under
the draft IFRS, the transaction is measured at the deemed fair value of the employee
sarvices received. The fair value of the equity instruments granted is used as a surrogate
mesasure, to determine the deemed fair vaue of each unit of employee service received. The
transaction amount is ultimately messured a the number of units of service recelived during
the vesting period multiplied by the deemed fair vaue per unit of service. Hence, any
amounts recognised for employee services received are not subsequently reversed, even if
the equity instruments granted are forfeited.

A. Under the proposed | FRS the value of services received and consumed will not
be reversed out even if the equity instrument (which was offered in exchange)
lapses. However, this approach creates a major difference between |AS
standards and SFAS 123. We find it difficult to say which basis of measurement
is“right” —asit appears do many contributors to the option accounting debate.
We therefore think that the | ASB and FASB need to reconcile this
fundamental difference in approach before any new | FRS isintroduced.



Failure to reach agreement on this point would jeopardise the steps being taken
to achieve convergence.

(©) If, during the vesting period, an entity settlesin cash agrant of equity instruments, under
SFAS 123 those equity instruments are regarded as having immediately vested, and
therefore the amount of compensation expense measured at grant date but not yet
recognised is recognised immediately at the date of settlement. The draft IFRS does not
require immediate recognition of an expense but instead proposes that the entity should
continue to recognise the services received (and hence the resulting expense) over the
remainder of the vesting period, asif that grant of equity instruments had not been cancelled.

A. We agree with the approach taken in SFAS 123. Where an equity instrument
obligation is cancelled by a payment of cash, the cash should be a charge
against profit and loss account as, first, the cash represents a real economic
outflow from the entity and, second, the arrangement isat an end. To argue
that the employees are continuing to provide services beyond that point in
respect of itisillogical.

(d) SFAS 123 does not specify a measurement date for transactions with parties other than
employees that are measured at the fair value of the equity instruments issued. Emerging

I ssues Task Force Issue 96-18 Accounting for Equity Instruments That Are Issued to Other

Than Employees for Acquiring, or in Conjunction with Sdlling, Goods or Services requires

the fair vaue of the equity instruments issued to be measured at the earlier of (i) the date a

performance commitment is reached or (ii) the date performance is complete. This date

might be later than grant date, for example, if there is no performance commitment at grant
date. Under the draft IFRS, the fair vaue of the equity ingruments granted is measured at
grant datein al cases.

A. Weagreewith SFAS 123.

(e) SFAS 123 requires ligbilities for cashsettled share appreciation rights (SARS) to be
meesured usng an intrindc vaue measurement method. The draft IFRS proposes that such
ligbilities should be measured usng a far vaue measurement method, which includes the
time vaue of the SARs, in the same way that options have time vaue (refer to paragraphs
BC70- BC8L1 of the Basis for Conclusons for adiscusson of intringc vaue, time vaue and
far vaue).

A. We agreewith SFAS 123 and believe that liabilities which are cash settled
should be recognised at their intrinsic value not their full theoretical fair value
(for thereasons given in answer to Question 19).

(f) For a share-based payment transaction in which equity instruments are granted, SFAS

123 requires redised tax benefits to be credited direct to equity as additiond paid- in

capital, to the extent that those tax benefits exceed the tax benefits on the total amount of



compensation expense recognised in respect of that grant of equity instruments. The draft
IFRS, in a consequentia amendment to IAS 12 (revised 2000) Income Taxes, proposes
that dl tax effects of share- based payment transactions should be recognised in profit or
loss, as part of tax expense.

A. Wedo not hold strong views on this aspect.

Question 25
Do you have any other comments on the Exposure Draft?

A. Please see our covering letter. In addition, items where further consideration
and guidanceisrequired include the treatment of the entriesrequiredin
respect of theissue, cancellation and movement between equity, and how these
are affected when the share-based payment comes from new issue shares as
compared to existing shares.



PROSHARE

APPLICATION OF ED2 TO ALL-EMPLOYEE SHARE PLANS

Introduction

1. Fnancid participation - the involvement of employeesin the profits and ownership
of enterprise — has been widdly recognised as a potentialy major contributor to key
economic and socia goals. It takes many forms, but there are four broad
classfications

Share purchase, sometimes a a discount, and/or with the addition of free
“matched” shares
Free shares, which may be subject to forfeiture
Share options, again sometimes at a discount, which can be exercised and
the shares sold or retained
Profit-sharing, which provides employees with a variable income linked to
the enterprise’ s profits.
“Employee share ownership” is usudly taken to cover dl forms of share-based
financid participation, ie exduding profit-sharing unless distributed as free shares .

2. Again, in broad terms, employee share ownership plansfal into two distinct types.
There are those in which participation is open and there are othersin which
participation is restricted. The former are commonly referred to as “dl-employee’ or
broad- based share plans. The latter are often referred to as “ sdlective’ plans. These
are more diverse in nature and would range from share options plans for individua
or groups of managers to one-off arrangements for senior executives.

3. Within Europe, broad-based financid participation is an important issue for EU
ingtitutions, Socid Partners and the Member State governments. Community policy
on financia participation goes back to the Socid Action Programme of 1989 and
has been covered in two major reports, known as Pepper” | (1991) and Pepper |
(1997) and a recent Commission Communication (2002). In the Communicetion the
Commission has launched an gpped to Member State governments to improve
conditions for the financia participation of workers in companies through share
plans, share options or profit sharing.

L “Promotion of Employee Participation in Enterprise Results”



Rdationship with Accounting Standards

4. ThelAS Regulation passed by the Council in June 2002 requires al companies
listed on aregulated market in the EU to prepare their consolidated accountsin
accordance with Internationa Accounting Standards (IAS) from 2005 onwards.
Consequently the introduction of anew I1AS on Share-Based Payment has a direct
impact on employee share ownership and on financia participation generdly
throughout the EU.

5. Careful condderation therefore needs to be given asto whether the proposed IAS
on Share-Based Payment is of generd gpplication to dl forms of share-based
financid participation. In particular there is the key question of whether it appliesto
dl-employee or broad- based plans given the purpose and characteristics of these
plans. This paper addresses this question.

Why do companies have shar e plans?

6. Share-based financid participation can be offered by an enterprise for a number of
reasons. An enterprise will frequently have more than one form of financia
participation in place, each serving different objectives. The objectivesform a
gpectrum from cregting true ownership of the business, as seen in the wholly owned
employee enterprises, to making every employee a shareholder in the enterprise, to
recruiting and retaining key tdent in agtart-up enterprise and to providing share
performance-linked rewards to top executives of mgor companies.

7. Very frequently the objectives of dl-employee and sdective financia participation
will be the same. An enterprise will operate a plan because they want to dign the
interests of dl their employees with their shareholders. They want their employees,
whether on the shop floor or boardroom, to identify with the gods and aims of the
company they work for. They want the company to be more productive and
successful and they philanthropicaly want to share the rewards of that success with
their employees.

8. Thereiscompeling evidence to support this view of why companies adopt financid
paticipation plans. A survey undertaken for the EU Commission in 1999 by the
Brussdls-based Research Centre for Financia Participation looked a why the
largest companies in the European Union implement financid participation plans. 2
These included both dl-employee and sdlective plans. Of the 57 companies that
participated in this survey 35% were located in the UK, 14% in Belgium, 14%in
Germany, 12% in France and 9% in the Netherlands.

2«A Company Perspective on Financial Participation in the European Union: Objectives and Obstacles” Prof.
Francine Van den Bulcke, Research Centre for Financial Participation, Catholic University Brussels



9. These companies were asked to rate the importance of possible objectives for
edablishing financid participation plans. The three most important objectives for
employers were:

- To encourage employees to take a greater interest in the success of the
company (78% of respondents)
To create afeding amongst employees of belonging to one company and
sharing common concern goals (55% of respondents)
To encourage grester dignment of employees’ interests with those of
shareholders (48% of respondents).

10. Also in 1999, ProShare carried out research into the existing UK tax-approved dl-
employee plans to discover why companies introduce these share plans®. Over 300
companies participated in this survey, 80% of which were quoted. The following
three reasons were considered by companies as being the most important behind the
introduction of dl-employee share plans.

- To provide employees with a sense of involvement in the business (ranked top by

155 companies)

To share the rewards of business success with employees (ranked top by 66
companies)
To link employee and shareholder interests (ranked top by 36 companies).

11. What this survey dso shows isthat companies did not introduce al-employee plans
to provide more tax-effective remuneration. While 155 and 69 companies
respectively ranked providing employees with a sense of involvement in the business
astheir top two reasons for introducing a plan, only 8 companies ranked the
provison of more tax- effective remuneration as their top objective.

12. Both surveys went on to measure to what extent these objectives were redised. The
ProShare survey found that 83% of companies thought their share plans met or
exceeded their objectives. Smilarly, the European study found that participating
companies beieved that the key objectives were largely met.

13. These two surveys (undertaken well before the first Discussion Paper on Share-
Based Payment was published) provide convincing evidence that companies
introduce share plans with aview to increasing employees sense of involvement and
identification with the company. Thisis particularly true in the case of dl-employee
plans. There was very little evidence that these plans had been introduced to
Subtitute for cash pay.

What makes all-employee plans so different?

14. An dl-employee plan is different from a sdective plan in anumber of critica
respects.

3 “Employee Share Schemes — Do They Create Employee Shareholders?’ ProShare (UK) Ltd November 1999



15. Offered to all employees— Thisis perhaps the key feature that differentiates
between an dl-employee and a selective plan. The dl-employee plan must to be
offered to everyone in the company. The company cannot discriminate against any
dass of employee, whatever they do, whether they are full or part-time, on a
permanent or fixed—term contract. The only exception isif the company setsa
minimum service requirement before the employee can participate, but again, that
must be the same for dl employees. The company isfreeto dowhat it likesina
sdective plan.

16. Participation by the employee is entirely voluntary — The employee is under no
obligation to take part — he or she can decide whether to put their money into a
share purchase plan or hold an option. They are even able to refuse the offer of free
sharesif they so wish, and some do.

17. The opportunity to participateismade on “equal” or “smilar” terms — The
extent to which an employee can participate is fixed. The plan will ether be on
“equd terms’ — in which case, for example, everyone from the CEO down getsthe
same number of free shares or can gpply for the same number of options.
Alternaively some plans are offered on “smilar terms’ where the amount to which
an employee can participate can vary but only by reference to objective factors such
as length of service and sdary. A manager has no discretion to offer an employee a
greater or lesser amount of options or shares than that to which heis entitled under
the terms of the plan. Thiswould dso gpply to any bonus shares that the company
could give to add to shares bought by the employee.

18. The level of participation by the employeeis decided by the employee—Itis
entirdly up to the employee how much they invest in the company’ s shares or how
many options they subscribe for within the limits st by the terms of the plan

19. The offer to participatein a plan isnot part of a contractual agreement with
the employee - Thisis another criticd difference between an dl-employee plan and
sdective plans, especidly one-off arrangements for senior executives. Contracts of
employments will contain clausesto ded with sdective plans and one-off
arrangements but will not mention participation in al-employee plans. The company
isunder no contractua obligation to offer shares or options to its employees under
an dl-employee plan. Shares or options under an al-employee plan are not covered
in TUPE Regulations— unlike penson schemes — gpart from very rare cases where
the company’ s conduct and along history of regular awards might create an implied
right. In the case of sdective arrangements for senior executives, however, the
award of shares or grant of optionswill be part of an individua contract for hisor
her services. If the contract is broken, the employee will usualy have aright to sue
for recompense for his entitlement to shares or options.



20.

21.

22.

23.

24,

25.

26.

It isup to the company to decide when and whether to offer an all-employee
plan to their employees. The company is under no obligation as regards either
when or whether it will do that. The typica reasons why a company does not offer
an dl-employee plan — for example anew offer of SAYE — are either market
conditions (a concern that because of the current share price there would be an
adverse reaction to the plan from either employees or shareholders) or because a
mgor change in the busnessis planned, usudly alarge-sca e redundancy, or
because of abreskdown in indudtria relations.

In addition, a number of other characterigtics are commonly found in dl-employee
plans.

Therearerestrictions on the amount of participation — Mog dl-employee
plans set low limits of participation. For example under the UK’s SAY E scheme,
the maximum that anyone can participate is £250 (E360) amonth and the minimum
is£5 (E7) amonth. The exercise price of the option has to be the current market
price subject to a maximum discount of 20%. Similarly, the Share Incentive Plan
dlows up to £125 (E180) a month to be invested in shares, with aminimum
investment of £5 (E7) amonth. The average participation in SAY E savings contract
is£75( E105) a month with the typical employee saving £50 (E70) a month. These
levels are afar cry from the millionsin options thet is offered to senior executives.

There are no employee perfor mance conditions— It isvery unusud for an dl-
employee plansto be linked to individua performance. They will generdly ill be
offered if, for example, the employee performs badly, isaway sck or is on maternity
leave. The only time they will lose theright to exercise an option, or may perhaps
forfeit shares hdd for themin atrug, isif they leave the company. There are
however, often provisons for early exit from the plan on favourable terms due to
sckness, redundancy, financid needs etc of the employee

Many all-employee plans have tax-favoured plan status — Tax breaks may be
provided for either or both the employer and the employee. For the employee,
instead of treating the gain made on the exercise of an option, or the discount on the
share price, as employment income, the tax authority exempts this from tax, but
treats any subsequent gain on selling the shares as investment income and chargesiit
to capitdl gainstax. The employeeisin effect treated as a shareholder rather than
employee throughout the time they participate in the plan.

Non-participation does not create aright to cash substitution - Inthe case of a
free share plan, if an employee decides they do not want to participate thereis
usudly no right to a“ cash dternative’. Some companies do offer this, as employees
may not aways wish to take free shares, but this will dways be on a discretionary
basis.

The conclusion that we draw from this andlys's of the characteristics of an dll-
employee plan istha an employee' s participation in such aplan is not part of the



contractua agreement he or she has made with the employer for the provison of
their services. This can be contrasted with selective plans where the e ements of
discretion make acritica difference and link these more or less directly to the
contractua arrangement between employer and employee.

27. Inbrief, dl-employee plans are not part of remuneration. The surveys referred to
earlier aso show that they are not perceived as such by companies.

Incidence of all-employee share plans in the EU

28. Theincidence of al-employee plans with the characteristics described above varies
widdly acrossthe EU. A recent study for the European Foundation providesthe
most recent and comprehensive overview of dl forms of financid participation in the
EU*. This confirmed that al-employee financid participation is mogt highly
developed in the UK and France and then Germany. What these figures also show
isthet the number of companies with al-employee plans remains smal compared to
the tota number of firms.

29. Inthe UK the roots of financia participation go back to the 19" century, but all-
employee plans only developed on any large scae with the introduction of tax-
advantaged plansin the late 1970s. Today some 1,800 UK quoted companies have
an dl-employee plan and today there are over 2 million participants in these plans.
The Inland Revenue estimate that the total value of shares and options made
available to employees over the last 20 yearsis some £35 billion (E49 hillion).
Sdective plans however out number al-employee plans by over 3 to 1, with some
5,600 companies having a selective option plan for executives.

30. All-employee plans take a variety of forms, including free shares, share purchase
plans with or without matching shares and share option plans with or without
accompanying savings mechanisms. The amount of equity owned by dl the
employeesin most UK quoted companiesis|ow, often no more than 2 or 3%. In
the unquoted sector however, there are afew companies that are wholly or
sgnificantly owned by the employees either as aresult of an employee buyout or
following the retirement of afounding shareholder.

31. In France, financid participation was introduced after World Wer 11 and alegd
framework and tax incentives have been provided to promote a variety of forms of
financid participation, including cash based profit-sharing and company savings
plans for share ownership. It is estimated that about 1,000 companies have a

4 “Recent Trends in Employee Financia Participation in the European Union” Dr Erik Poutsma Associate
Professor Nijmegen Business School for The European Foundation for the Improvement of Living and Working
Conditions, 2001



company savings plan > with mainly sharesin their own company and another 1,000
have employee share ownership plans.

32. In Germany, there are fewer tax incentives, but a consderable body of regulations
designed to encourage financia participation. Latest figures show that 2.3 million
employees hold sharesin 2,700 companies with atota vaue of E12 hillion.

Application of the proposed IASto all-employee plans

33. In November 2002 the Internationa Accounting Standards Board (IASB)
published an exposure draft, ED2, on Share-Based Payment. This states that
trandfers of an entity’ s equity instruments by its shareholdersto the entity’s
employees, or to other parties that have supplied goods and services to the
entity, are share-based payments unless the purpose of the transfer of equity is
“clearly for a purpose other than payment of goods and services supplied
totheentity” (ED2 paragraph 2).

34.However, underlying ED2 is afundamenta presumption, that al share plans resulting
in the award of shares or the grant of optionsto employees are evidence that the
entity has engaged in atransaction in which it has received resources in the form of
goods or services as condderation for the issue of those shares or options. The
entity should therefore account for the inflow of goods and services and the increase
in equity. It must therefore account for the expense arising from the consumption of
those goods and services either immediately or at some later time (BC27).

35. ED2 does not therefore envisage any exceptions to the IAS, other than for
transactions to which more specific standards gpply and specificaly rules out an
exemption for employee share purchase plans (ED2 Introduction paragraph 2). It
does not specificaly address dl-employee plansin ED2, but does comment and
givesits reasoning in relation to employee share purchase plans and the provison of
sarvices by employees.

Employee share purchase plans

36. In ED2 the IASB consders the question whether employee share purchase plans
should be treated differertly from other plans. (Presumably employee share
purchase plans have been singled out because these plans are regarded as “non-
compensatory” plansin the US)) It satesthat the main argument advanced in favour
of treeting these plans differently from other share-based paymentsis not one of
principle. It is based on the argument that to include these plans would be contrary
to government policy of encouraging employee share ownership. The IASB does
not regard this as a vaid reason for treating these plans differently and believes that
to do so would impair the qudity of financid reporting.

5 Since 1967 the Plan d’ Epargne d’ Enterprise has provided a system of collective savings enabling employees to
establish a portfolio of securities.



37.

The IASB dso considers whether such plans should be exempted because the
discount on the share price offered to employeesissmdl. It statesthat it might be
reasonable to do thisif the discount is small and the plan has substantialy no option
feature (presumably this means that there is no opportunity to purchase shares a the
most favourable price over a savings period). However it concludesthat an
exemption would be ether problematic (if the maximum acceptable rate of discount
had to be defined) or unnecessary (asit should redlly be covered by materidity
provisons).

The provision of services by employees

38.

39.

Paragraphs BC31 — BC34 consder and rgject the argument that ‘ The employees
do not provide services. The IASB take the view that if this argument were
correct, entities would be issuing vauable share options to employees and getting
nothing in return. If this were true the entity’ s directors would be in breach of their
fiduciary duties to the shareholders.

The IASB goes on to ate “typicdly shares or options granted to employees form
part of the pay package’. It arguesthat, whileit is not usualy possible to identify the
sarvices performed in respect of each dement, the employee provides services for
the entire package.

Commentary on the |ASB’s arguments

40.

41.

42.

It is ProShare s view that the presumption set out in paragraph 38 above and
underlying ED2 is not of universa gpplication and in particular it does not gpply to
dl-employee plans. Moreover, the analyss put forward by the IASB in ED2 is not
convincing for the following reasons.

Clearly employees do provide services to an entity and they are remunerated for
those services. We agree that the remuneration package as described in an
employee' s contract of employment will often include a number of dements such as
basic cash sdary, company car, pension, hedthcare etc. But the offer to participate
in an dl-employee plan will not form part of that contractua reationship. As
explained above, thisis afundamenta difference between an dl-employee plan and
other plans. In respect of al aspects of an employee’ s remuneration, an employer
contracts to provide them to an employee, whereas in the case of an dl-employee
plan, the employer will be free to decide whether to offer the plan and the employee
decides whether or not he or she participates and to what extent. Thisis not
remuneration.

The lASB’s argument would lead to the illogicd conclusion that an employee who
decides to participate in a SAY E scheme to the extent of £100 a month and must
therefore save £100 per month out of their post-tax salary would be deemed to be



providing more services to the entity than an employee who chooses only to save
£20 per month or than an employee who cannot afford to participate at all.

43. We accept that employees are offered the opportunity to participate in employee
share plans because they are employees. But there is afundamenta distinction
between what an employee may be offered in hisor her legal capacity asan
employee and what he or she recelvesin return for servicesrendered. The
IASB have confused these two concepts and have assumed that in every case
because an individua receives shares or options in an entity these must bein return
for services rendered because the individuas are employees of the entity. We
accept there will be occasions when thisisthe case. In those cases, such as
executive options, these will be part of the contract for servicesto be provided by
theindividuad and the shares or options are remuneration. Thisis not however the
case with an dl-employee plan.

44, It is often the case that dl-employee plans offering free sharesincorporate forfeiture
conditions under which the employee loses the sharesif he or she leaves
employment within a certain time period. Similar conditions gpply to SAYE if the
savings contract is broken and some share purchase plans have “holding” or
“blocked” periods. The imposition of these conditions does not however mean that
the employees must therefore provide services during the forfeiture or holding period
in order to exercise an indefeasible right to their shares at the end of it. Forfeiture
conditions are not imposed by entitiesin order to benefit from any additiond
sarvices than they would normally receive if the employee was gill working for them
and they continued to pay them. They tend to be imposed by companiesin order to
maximise the impact of the plan on al the employees and its vaue to shareholders
and to cover adminigtrative costs. On the other hand holding or blocked periods
tend to be imposed only as part of the rules for tax-favoured status.

I dentifying the char acteristics of an all-employee plan

45. We appreciate that, in order to more closely define the scope of share-based
payments, it would be necessary for the IASB to identify the characterigtics of an
dl-employee plan. In other accounting standards exemptions have sometimes been
made by naming a particular plan thet has statutory-based rules, eg the SAYE
schemein the UK, or by setting numerical limits for discounts or financid levels of
participation. We do not think either gpproach is acceptable in the context of an
Internationa Accounting Standard.

46. We do however believe it is possible to set out generd principles that will make
possible for companies and their auditors to determine whether or not ashare plan is
an dl-employee plan or is offered to employees in return for services looking at the
substance of what is offered and the terms of that offer.

47. Thekey characterigtics (as previoudy set out in paragraphs 15 to 20) are



The plan isoffered to all employees

Participation by the employeeisentirely voluntary

The opportunity to participateismade on “equal” or “smilar” terms
The level of participation by the employeeis decided by the employee

The offer to participateisnot part of a contractual agreement with the
employee

It isup to the company to decide when and whether to offer an all-
employee plan to their employees.

48. We bdieve that these key features would be found in every plan that is currently
described as or recognised as an “al-employee’ plan. There is dready consderable
consensus within companies, auditors and professond advisors as to what
condtitutes such a plan.

49. We appreciate that the |ASB would need to consider whether these conditions
were suitably robust or whether other conditions would be needed to prevent abuse.
For example would an entity create a specid subsidiary that employed a select
group of people who then participate in avery generous dl-employee plan? Under a
rules-based regime such an gpproach might work. But we doubt that under a
principled-based standard and given aclear and shared understanding of what an
dl-employee plan is and means, an auditor would accept such an arrangement asa
genuine dl-employee plan.

Conclusion
ProShar e sview on the application of ED2 to all-employee plans

50. Our answer to the key question addressed in this paper is that dl-employee plans
are different from other share plans and from share-based payments generdly. They
creste an exception to the generd presumption underlying ED2 that al share plans
are for the purpose of supplying goods or services to an entity.

51. Thisis because of the specid characterigtics of dl-employee plans and the clear
evidence that companies introduce al-employee plans as atool to aign the interests
of employee and shareholder and to ingtil afeding of involvement and belonging.
Thisisal supported by the strongly held view of employers, employees and trade



unions® that dl-employee plans are not part of the pay package and are not in return
for services.

52. Thefact that dl-employee plans are frequently supported by favourable tax regimes
and other dements of government policy also supports these arguments but we
agree with the IASB that it is not a sufficient argument in itsdlf.

53. Wetherefore believe that ED2 needs to define its scope more closdly to fully reflect
the fundamenta differences between dl-employee plans and share-based payments.
We gppreciate that it may not be easy to classify every plan asfaling within one or
the other category, but in the mgority of casesthe difference is obvious and easly
recognised.

54. If it is necessary to define what the entity receivesin return for the transfer of non-
contractud equity instruments to employees, the answer is not “nothing” asthe
IASB clams. If thereisan “asset” created by these transfers, the best analogy we
canfind isthat it is equivdent to an entity’ sinterndly generated goodwill. The
goodwill creeted by the implementation and sustenance of a culture of financid
participation through dl-employee plans exigs outsde of the employment of
particular employees.

55. The asst created is an intangible one and it is not consumed by an employee
fulfilling the terms of hisor her contract. Nor doesits vaue ebb and flow depending
on the employment of a particular individud. Thisis not an asset that is consumed
and it does not therefore give rise to an expense. The vauation of such an asset is
extremey difficult, but it cannot be denied that, like many intangible assets that do
not gppear on the balance shedt, it hasavaue. It could be equated to the value
provided to an entity by a highly trained or greetly experienced and skilled
workforce or the vaue provided to an entity from the practice of good industrid
relations and worker consultation.

56. Findly, thereisthe critica point of convergence with the US. At present certain
share plans are regarded by FASB as “non-compensatory” and therefore not
accounted for under the US rules (both ABP Opinion 25 and SFAS 123). The
FASB have recently asked for comments on whether these plans should continue to
be treated in thisway. We support full convergence between the US and EU on
internationd accounting standards. To have amilar plans treated differently in the EU
and the US would be amgor impediment and, in our view, would serioudy damage
the chances of endorsement of the IFRS by the European Commission.

6« But there is an important difference between the way that remuneration committees use share option schemes
to award executives, whereit is clear that the schemes are an integral part of the remuneration package. Indeed, in
large companies, they are often easily the largest component. As| have said, thisis not the case for all-employee
share schemes — they are not seen by either employees or, in my understanding, by employers, as aform of pay,
and in this sense they are very different from executive share options.” Quote from TUC statement 15 January
2003



57. Wethink the US approach is right, even if their criteria may not be satisfactory. We
therefore urge the IASB to recongder carefully the arguments and to exclude dl-
employee plans from the find IFRS.

ProShare (UK) Ltd
March 2003



