CL 10

----- Original Message-----

From Sunder, Shyam [nmailto:shyam sunder @al e. edu]

Sent: 31 January 2003 19:03

To: director@asb.org; Crook Kinberley

Subj ect: Comments on Proposal on Accounting for Stock Based
Conpensati on

Dear Sir/ Madam

After these years of controversy about accounting standards for

st ock- based conpensation, | would suggest an alternative market-based
approach to the problem Under this approach, the firms will be free
to i mpute whatever val ue they consider appropriate to stock options
granted to the enployees. They will expense this inputed amunt in
their financial reports with one key requirenent: the sharehol ders of
the firmwill be entitled to buy sinmlar stock options at the sane

i mputed price fromthe firm

The advantage of this market-based proposal is that it will help

bal ance the incentives of managers and sharehol ders of firms by use of
a market nechanism which would be difficult to manipulate. |If the
managers understate the inputed val ue of the stock options, the

shar ehol ders wi Il buy enough options till their value is diluted down

to the inputed val ue.

This method will not pernmit the managers to expropriate the sharehol der
wealth for their personal benefit, and it does not require detailed
accounting neasurenent rules or interference of the auditors to be put
into force.

Further details of the proposal are outlined in my Accounting Horizons
article published in 1994 (enclosed). Wile the published note refers
to a specified nunber of stock options to be available for sale to the
shar ehol ders or the public, no such limt on the sale of options is
necessary. The published paper is also available from

http://ww. som yal e. edu/ Facul ty/ sunder/ Enpl oyeeSt ockOpt i ons/ Comment ar yA
ccg Horizons94. PDF.
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Shyam Sunder is Richard M Cyert Professor of managenment and Econonics
at Carnegie Mellon University.

Econom c Incentives as a substitute for Detail ed
Accounting Requirenents: The Case OF Conpensation Val ue of Stock

Opti ons

There is an effective alternative way of inducing corporations to
recogni ze a realistic anpunt of conpensati on expense associated with
the grant of enployee stock options.

Firms should be free to assign whatever val ue they consider
appropriate to such stock options subject to one restriction: The firm
must be willing to sell up to a specified nunber of simlar options at
the sane date at a price equal to the stated conpensation value to its
own sharehol ders (and perhaps to the public).

Various details of such a proposal would have to be specified. The
speci fied nunber of options available for sale could be set to, say,
five or ten tines the nunber granted to the enpl oyees. The plan to
grant options would have to be announced ahead of tinme. The announced
conpensation value could be stated as a function of the price of the
underlying equity on the date the options are granted. There will be
several other details.

However, the basic idea is that firms can be induced not to
understate the conpensation val ue of equity-based options by giving
t hem appropriate econonic incentives. |If they value the options at
what they are really worth, this rule would have no effect, because
nobody woul d want to buy the options at or above their econom c val ue.
If the conpensation val ue isunderstated, shareholders (and the
outsiders, if permtted) will rush to dilute the transfer of wealth to
managers.

The proposal mght be criticized on the ground that the purchase of
options by non-enpl oyees nmay rai se unwanted capital for the firm
There are two responses to such a criticism First the firmcan avoid
rai sing any significant amount of unwanted capital by pricing the
conpensati on val ue of options appropriately. Second, this nethod of
conpensating the enpl oyees is supposed to be npst inportant to new
firms that are typically short of capital. They should wel cone such an
opportunity to raise capital w thout additional effort or cost.

An economi ¢ incentives-based approach may all ow us to bypass the
nettl esome debate about which of the sinple option pricing fornulas
m ght be acceptable for each specific enployee option plan. Conplexity
of option schenes is bounded only by the ingenuity of the | awers who
desi gn them

Econom ¢ nodeling will never catch up with that conplexity. W might
be able to use economics to devise an el egant solution to the problem



i ndependent of the conplexity of the conpensation schenmes. Such a
solution will also let the market forces discipline the disclosure of
enpl oyee

conpensation, instead of placing the burden of nonitoring the
appropriate application of option pricing formulas on regulators or
audi tors.

In the 1940s, the U. S. Congress used econom c incentives to place
bounds on adoption of LIFO by publicly held firms. Judicious use of
econom ¢ forces can be an effective alternative to detail ed and
speci fic accounting and di sclosure regulations. Accounting for the
conpensati on val ue of equity-based options presents us with another
opportunity to use this principle.



