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About us

Watson Wyatt LLP is the European business of Watson Wyatt Worldwide. We are a
patnership of actuaries, remuneration and benefits consultants. As dated in our
webste (www.watsonwyatt.com), our work is about combining our collective
expertise in human capitd and finance to ddiver busness solutions that drive
shareholder value.

We have some 90 offices worldwide. We work in the areas of employee remuneraion
and benefits including dhare plans pendons actuaid vduation and financid
economics including share option pricing. Our clients are mgor corporations, smaler
companies, public bodies and other.

We are not an accountancy firm, but beieve that our busness skills make us well
qudified to comment on accounting for share-based payment.

For the purpose of this paper we have used the term 'share incentive award' or ‘award'
to mean the award of a share (for example under a performance share or restricted
share plan), a share option or a cashsettled equivaent to one of these. The term ‘share
plan’ refersto the entire arrangement from award to ddlivery.

Prior to publication of ED2, we had dready developed our vauation methodology,
cdled Present Economic Vdue (PEV), for share incentive work for clients. The
underlying principles of PEV are:

" market-consgent vauation;
®  based on the MertonBlack- Scholes principle of dynamic hedging;

" jdenticd vduation to Black-Scholes when vauing options tha Black-Scholes
vaues correctly;

"  extends Black-Scholes to specific features of share incentive awards to employees
that Black- Scholes does not address,

" a 'best-of-breed’ vauation to ded with al aspects of company share incentive
awards.

The concepts discussed in the Implementation Guidance are essentidly the same as
those that we have consdered in the development of PEV. Consequently we are
pleased that PEV is exactly suited for use by companies for the future reporting thet is
proposed.
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However we recognise that many companies, as preparers of accounts, will not
welcome these proposas. We believe that a consequence of imposing new charges
againg reported profits could be changes in the naure and extent of share incentive
awards madein future.

Recognition

We discuss detailed aspects of cost recognition on the assumption that the basic thrust
of ED2 (namely tha there should be cost recognition in the accounts) will be
implemented. We do not express a preference on this much-publicised and discussed
issue.

I nconsistencies

We note that the implementation of ED2 would introduce severd incondstencies in
practice in the generd area of accounting for employee benefits, namely:

re-measurement of cashrsettled awards but not equity-settled ones subsequent to
the grant date;

differences between cost recognition of cashsettled share awards and pension
ligbilities under IASL9, asit presently stands;

differences between cost recognition of cashsettled share awards and pension
plans under IAS19, asit would be if adigned with the UK pension standard FRS17;

differences between ED2 and FAS123;
differences between rules on cost recognition in aternative contingencies.

We sugget how to dign the reevant accounting rules to reduce or diminate
unnecessty  inconsgencies, incuding vis-avis pensons because these ae Al
employee benefits.

Valuation

We draw on our development of PEV to comment on the draft guidance on
measurement of far vaue, with regad to ealy exercise behaviour, performance
conditions and volatility assumptions.



21

2.2

2.3

24

2.5

2.6

Equity-settled versus cash-settled

In this Section we argue that equity-settled and cashtsettled awards should be recorded
in the financid accounts using the same, not different, principles.

We note the logic in the Bass for Concdudons as to why different accounting
treetments should gpply. However, cash sdtlement is often an dternative to equity
stlement for largely adminidtrative reasons and the two approaches are, or can be,

Subgtantialy equivaent in their economic substance.
Hypothetical example

Condder a hypotheticd share incentive plan which, for locd legd or tax reasons, is
divided into two sections labelled E and C for employees in different territories. The
two sections are identical in all aspects except that awards under E are equity-settled
options backed by share purchase and those under C are cash-settled stock appreciation
rights. According to ED2, the same fair vaue would be placed on an award a grant in
each section, and the same principles would apply for accruing the cost over the
vesting period. But the section C cost would be marked-to-market each year whilst the
section E cost would not. After vesting date there would be no further charge for
section E awards, whilst section C awards would continue to incur gains or losses
againg earnings until they were exercised.

If awards C and E are economicaly equivaent, it seems drange that the charges for
sarvices rendered in any year after the year of grant will differ depending on which of
Cand Eisapplicable.

Economic equivalence

Disregarding possble tax and other legidative reguirements E is economicaly
equivaent to C, the cash plan, if:

= the company provides the shares for E by purchase from the market,

®  the employees buy their shares from the company and sell a full market price, and
= dl these transactions take place effectively a the date of exercise.

Smilarly C iseconomicdly equivdent to E, the plan that ddivers equity, if:

" the company pays the stock gppreciation gain in cash,

" the employees apply the cash recalved at exercise plus an amount equivdent to the
exercise price to buy the company’ s shares, and

®  both transactions take place effectively at the date of exercise.
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A commonsense view of the maiter is that substantialy equivaent benefits should be
reported in subgantialy the same way — whether the award is satisfied by a cash
payment, with shares purchased in the market or with shares newly issued for the

purpose.
Hedging

In principle, option plans and performance share plans can be deta-hedged. If the
hedging is done effectively then any gain or loss in the economic vaue of the benefit
during the life of the option plan will be negated by the corresponding loss or gain on

the dynamicdly changing hedge portfalio. Then the initid vaue of the hedge portfolio
equates to the economic vaue of the award at grant date.

It would be logicd for the financia reporting of hedged share awards to work in a
smilar way. But thet gives rise to two issues.

®  ghare price vaiations in reation to an unhedged cashtsettled award would be
reported in accordance with ED2 as if they were a variation to cost of employee
services, which we think they are not, and

"  jnconggencies may appear in reation to accounting for a hedge portfolio, because
the hedging can be applied to ether an equity-settled or a cashsettled plan but the
ED2 accounting trestment of these differs.

Other points

There may be some grey aress a the interface between the two types of settlement.
Different accounting rules for substantidly equivdent benefits probably offer scope
for credtive definitions and benefit designs to minimise accounting charge.

Alternative proposal
These obsarvations suggest the need for an dternaive and more integrated solution,

one that aigns the accounting rules for both types of share based payment as far as
possible. A possible dternative treatment is discussed in Section 3 below.
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Cash-settled versus pension liabilities

In this Section we compare ED2 with penson accounting principles and identify key
differences. We note that application of FRS17 principles would be a way to achieve

congstent accounting for equity- and cashsettled awards.
Pension accounting standar ds

There is a close anaogy between the ligbilities of companies to sdtle share incentive
awards in cash and ther liadbilittes to pay pensons on defined scdes. Both ae
employee benefits paid in cash amounts that are pre-determined on aformula basis.

Indeed the didinction between the two types of employee benefit can be blurred.
Congder a new hypotheticd employee benefit that is a find sday-rdated pension
with accrud rate depending on the company's share peformance. Is this an equity
invesment within the ambit of ED2? Or is it a pendon benefit with an equity linkege?
The accounting treatment may differ according to the answer.

Therefore we have reviewed the basic smilarities and differences between:
= ED2

= |JASI19 on pensions, and

®  FRS17, the UK pensions standard.

IAS19

IAS19 charges penson costs, including gains and losses, to earnings but permits
deferred recognition of the gains and losses via mechanisms of ‘recognition corridor’
and amortisetion.  We understand that IASB is reviewing 1AS19 with regard, among
other condderations, to its differences with FRS17, which does not use ether the
corridor or amortisation.

FRS17

FRS17 makes a distinction between:
" thenorma pension cost to be charged againgt operating income,
= afinancing item arigng from interest and expected asset returns,

= ‘norma’ gains and losses of experience reative to assumptions to be reported in
the statement of recognised gains and losses (STRGL), and



" exceptiond gans and losses, for example net asset/liability impact of a busness
disposal on pension cogts, to be reported againgt operating income.

3.7 A related proposa is to agppend the STRGL to the profit & loss account to produce a
three-level 'performance statement'. Whether or not this proposa is adopted, FRS17
causes dl the market variance in the vauation of accrued penson liaghilities to figure in
the balance sheet.

Recognition of gainsand losses

3.8 Thefollowing table summarises the essentid differences with regard to variation of

experience from assumptions, including market value changes.
Equity-settled  Cash-settled Pensions Pensions
shareplans shareplans (FRS17) (IAS19)
Mark to market after N Y Y Y
grant
Recognise gains and N Y Y Y
losses
Charge normd gains - Y N Y
and loses to earnings
Defer recognition - N N Y

3.9 The table shows some basic inconsstencies between accounting for share awards and
pensons. But thee are dl employee benefits differing merdy in benefit formula and
time-frame.

Apply FRS17 principlesto cash-settled plans?
3.10 If the proposed IFRS were to follow FRS17 pension reporting principles, a cash-settled

share incentive award would be reported thus:

®" a basc cost equd to that of the equivadent equity-settled plan, to be charged
agang operating income during the vedting period (and no re-measurement of this
basic charge after vesting);

= apossble financing item particularly if there is an employee trust fund, and
"  re-measurement gains and losses to be reported in the STRGL;
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" exceptiona gains and losses, such as on disposad of a busness when patterns of
option exercise and forfeiture are adtered, to be reported againgt operating income.

The financid effects of not hedging would be then reported in the STRGL, not agang
operating income and therefore not as if they were a cost of employee services (thus
dedling with the first point mentioned in 2.9).

Apply FRSL17 principlesto equity-settled plans?

In Section 1 we argued that equity-settled and cashsettled awards should be reported
under the same accounting rules as far as possble. If the proposed IFRS were to
follow FRS17 pension reporting principles for equity-settled plans as well, that would
meet our point. Re-measurement gains and losses would go through the STRGL, not
the P&L account. We understand that re-measurement of equity interests in the balance
sheet would be in oppostion to Framework accounting concepts, but we question
whether this is an obstacle or whether there might be a more fundamental question
here about whether an equity derivative should be trested as if it were true equity
ownership.

Business sales

ED2 does not adequately address the specid dtuations that can arise on a business
sde. Alignment with FRS17 principles would address the issue directly, as above. In
Section 5 we comment on the related forfeiture and cancdlation provisons of ED2.

SImmary

If both ED2 and 1AS19 were digned with FRS17 principles there would be substantiad
consistency between:

= acocounting for equity- and cash-settled share awards, and
= accounting for share awards and for pension lighilities.

= accounting for normeal and exceptiond gains and losses.

Therefore, if 1AS19 isamended to align with FRS17 pension accounting principles,
then we advocate that those same principles be applied to accounting for all share-

based payments.
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ED2 versus FAS123

In this Section we review certain differences between ED2 as gpplicable to equity-
stled plans and the equivalent US standard FAS123. The differences concern:

= forfeiture of awards on leaving service before vesting; and

= performance vesting conditions.

We undergand that these differences result from the ED2 focus on assessng cost of
employee sarvices at grant date, whilst the FAS123 ‘modified grant date approach’
dlowsfor the truing-up of cost estimates by vesting date.

Forfeiture

ED2 cadlls for a best estimate as a gant date of the proportion of awards that will be
forfeited. Any divergence between actud and expected years of employee service is
recognised in subsequent periods to date of vesting, but there is no reversa of the
expense charged for the value of employee services rendered in a preceding period.

In contrast, FAS123 does not require such initial assumption but instead provides for
reversd (or truing-up) of prior year 'errors in cost recognition by the end of vesting
period. In this respect, FAS123 is 'assumption-freg, in the sense that the total cost
charged over the vesting period depends on the actud forfeitures but not on any
assumptions about forfeitures.

ED2, however, is not assumption-free. If the departure rate of plan participants up to
the veding date is over-estimated, the aggregate vaue of the awards will be under-
edimated and this will result in too low a vaue of the unit service cost. This in turn
will tend to undergtate the costs charged, especidly in the earlier years of vesting.
ED2 opens up an incentive for preparers of accounts to assume high turnover rates
before vesting. FAS123 does not.

Perfor mance vesting

A dmilar point gpplies in relaion to peformance conditions for the vesting of equity-
settled awards. FAS123 is 'assumption-freg, in the sense that the total cost charged
over the vesting period depends on whether or not the award actualy vests, not on any

assumptions about likelihood of performance conditions being met.

ED2 cdls for a reasonable allowance as a grant date for the likelihood of performance
conditions being achieved. There is no adjusment in any subsequent year before
veding for changes in that likedihood. Therefore the same tota expense will be
reported whether or not the award actudly vests. ED2 opens up an incentive for
preparers of accounts to undersate values dlowing for performance conditions.
FAS123 does not.
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SUmmary

The advantages of the FAS123 ‘modified grant date’ gpproach are:

® Reduces the ED2 rdiance on vauation modd and assumptions — estimation errors
would affect only the timing of cost recognition during the vesting period, not the
agoregate charge.

" Improves dignment of accounting rules between equity-settled and cashsettled
plans, in accordance with our recommendation in Section 2.

B Assss harmonisation with FAS123 or its FAS successor.

We understand the ED2 proposd in relation to equity-settled plans, which is to
measure the cost of services rendered. In relation to forfeiture on leaving service we
do not think the case is nade that an assumption-based measure is the better solution.
The economic redity is tha some employees leave sarvice before vesting and the
others do not, and the average value of services rendered by an employee in each
reporting period before vesting dae is undoubtedly corrdated with the individud
outcomes of leaving service or not.

In relaion to performance conditions, we would make the same point. The economic
redity is that employees who day until veding dae will ether benefit from the
performance vesting conditions or they will not, and the value of services rendered by

dl such employees over the veding period is undoubtedly corrdated with the
emerging outcome of the performance test.

We advocate adoption of the ‘modified grant date’ approach in relation to forfeiture
in equity-settled plans (both on leaving service and on failure to meet performance
conditions). Best estimate assumptions should be made as at grant and then trued-
up by vesting date.
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Recognition

In this Section we review the proposed recognition rules for contingent events in
equity-settled plans, we note some further inconsstencies and suggest a more
consstent gpproach. For this purpose we do not presume that our proposa in 3.12 (to
agoply FRS17 reporting principles) will be adopted, but al our proposds are of course
compatible.

Contingencies

We note that the following contingencies are identified in ED2:

= fofdture of benefit before veding, for reasons of leaving service or faling
performance conditions;

®  repricing of share option;
= cancdlation of benefit.

We see no direct reference in ED2 to the contingency of business sdes and other
curtailments. We add thisto the list.

Changes of recognition status

ED2 proposes certain changes to the recognition datus in the various contingency
events. These types of change are discussed in ED2:

" adjust past recognition;
= cancd future recognition;
®  accelerate expected future recognition to immediate recognition.

10



55 The following table summarises the proposed recognition changes in rdation to
equity-settled plans.

Recognition changesin equity-settled plans

Event Adjust past Cancd future Accelerate future

recognition recognition recognition
(of initial grant)

Forfeiture N Y N

Repricing N N N

Cancdlation N N N

Busnesssde ? ? ?

5.6 These rules are now reviewed in turn.

Forfeiture

5.7 In relation to forfeiture on leaving sarvice, the ED2 concept of unit service attribution
gopears to follow logicdly from the specified principles. But it is an daborae
approach to a draightforward issue, and as we noted in Section 4 it does not
necessarily confer accuracy because of the scope for sdection of assumptions that
affect results ~ An inappropriate assumption about forfeiture rates will confer
inaccuracy.

5.8 The advantage of adopting the dternative 'modified grant date’ gpproach of FAS123 is
that the aggregate charge becomes trued up a vesting date and does not depend on any
initial assumption about forfeitures. Therefore no such assumption has to be made. But
not dlowing for forfatures is equivdent to assuming tha there will be none, which is
amod certainly an unredigtic assumption.

5.9 We therefore offer this variant of the 'modified grant dat€ approach as the best
solution. A best estimate assumption is made about forfeitures, as proposed in ED2,
but the aggregate cost charged in the vesting period is trued-up to actual forfeiture
experience by the end of that period, asin FAS123.

5.10 We are therefore proposing that forfeitures should give rise to adjussment (upwards or

downwards) of past recognition, in agreement with FAS123 but not with ED2. In

11
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5.16

applying this compromise solution the apparent precison of the ED2 unit cost
dlocatiion would be an unnecessary complication. It could be replaced by smple
draight-line recognition as from grant date, because the aggregate cost will in any case
be trued- up to actua experience of forfeiture prior to vesting period.

In rdaion to forfeiture on falure to meet peaformance conditions we smilaly
advocate truing-up (upwards or downwards) by adjustment of past recognition. So the
totd recognition over vesting period will be equa to the vaue a grant date taking
account of the actua result of the performance test, not its likelihood. (See also 4.10)

Repricing

ED2 proposes that the incremental value of a repriced option should be added to the
continued recognition of the origina grant, for reasons explained in BC208 to 216.

But in typica circumstances of share price decline and repricing the origind ded has
no continuing relevance as a measure of services subsequently provided. We therefore
believe that the redlity of repricing is then the 'new ded' mentioned in BC215.

In typica circumstances, options are not granted in the expectation that they will be
repriced if the share price fdls. To that extent we think that the reasoning of BC216(b)
is flawed, but we note that it does point to the diginction that may usefully be drawn
between option grants where repricing may or may not reasonably be expected (for
example based on past practice).

If repricing following a share price fal is foreseeable from custom and practice, or for
more tangible reasons, then the argument of BC216(b) is rdlevant, namely tha there
was a grant an implicit cost of contingent repricing that should be recognised at the
time of a repricing. Othewise, if repricing following a share price fal was not
foreseegble, then the employees could not have been providing therr services in the
expectation of contingent repricing and the dternative reasoning in BC215 applies.
The policy on repricing in the event of a fdl in share price should be dated in the
disclosures, to forestal abuse of the type mentioned in BC219.

By andogy with the reoad feeture that is mentioned in BC216(b), we propose that the
entity should decide, according to repricing expectations, between the two
accounting treatments of either paragraph 28 or BC215, and that the choice should
be stated in the disclosures.

12
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5.22

Cancdlation

ED2 proposes that the expense should continue to be charged after a share award is
cancelled, for reasons explained in BC217 to 221. That means tha the proposed
treetment of cancdlaion would differ from that of forfeture, even though the two

contingencies are amogt identical.

BC 218 and 219 amount to saying that an employer might cancd not for any
employment reason but only to reduce the subsequent charge to profits But for the
most part ED2 is not developed from practicad points like that. If consgstent application
of the basic accounting principles leads to unwanted practical consequences, the basic

principlesthat give rise to the effect might usefully be reviewed.

Repricing is a specid case of the cancdlation of an exising option combined with the
grant of a new one. We disagree with the ED2 proposal on repricing and propose the
modification that, where repricing is not foreseegble, the origind option grant ceases to
have relevance and its cost ceases to be recognised. In other words, the cancelled

award should cease to be recognised.

In relation to cancellation of an award (other than as part of a foreseeable option
repricing or in combination with a foreseeable new option grant), we think that the
cancelled award should cease to be recognised in order to reflect the economic
reality.

Business sales and curtailments

We see no direct reference in ED2 to the contingency of business sdes and other
curtalments, for example resulting in mass redundancies. This is a contingency that
cahnot be built into the vauation a grant, and so the financid effects should be

reported in the period of the sale event.

When employees are forced to leave their employer or company group because of a
sde of their business, the following may happen:

"  employess with vested options may exercise them ealier than otherwise, on
departure from the employer or company group;

= ghare incentives may be dlowed to vest and to be exercised immediately, even
before the due vesting date; or

= dhare incetives may be forfeted before vesting, as on voluntary departure.

13



5.23 But the proposed rules on forfeiture and cancdlation differ (both in ED2 and in our
suggestion) and it may not be dear in particular circumstances of a business sde which
rule is to be gpplied. In Section 3 we noted that the pensons accounting standards
acknowledge the specid circumgtances of a busness sde and its effect on benefit
obligations and associated assets.  We suggest that the proposed |FRS should be
equally clear about the contingency of business sale or curtailment. If ED2 were
aligned with FRS17 principlesthen clarity would be achieved along thelines of 3.10.

5.24 The table in 55 is now re-gtated incorporating the above suggestions, thus making an
dternative proposd for the recognition rules.

Recognition changesin equity-settled plans.  proposed variant

Event Adjust past Cancd future Accelerate future

recognition recognition recognition
(of initial grant)

Forfeiture Y Y N

Repricing N Y orN N

Cancdlation N Y N

Busnessde N N Y

5.25 This table can be reviewed for consstency for the three types of change in recognition.
Adjust past recognition

5.26 We have proposed that past recognition should be reversed or adjusted on forfeiture,

but we do not advocate adjustment in other circumstances where plainly the entity will
have received services to which the past recognition relates. The specid point about
forfaiture is that this is a daidticd feature about which assumptions can be made and
later trued up to improve accuracy.

14
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Cancd futurerecognition (of initial grant)

In our proposal, the future recognition would normally be cancdled where the award is
itself either cancelled or, being an option, repriced. The exceptions would be:

on a ‘foressedble repricing’, the vaue of which had not been previoudy
recognised, and

on a busness sde, where ingead of cancdling future recognition it would be
replaced by immediate recognition of the employee benefit effect of the decison
to sdl, consigtent with pension accounting principles.

Accelerate futurerecognition

In our proposed variant, in most contingencies the future cost recognition is either
cancelled or converted to immediate recognition. The only exception isthe specia case
of ‘foreseegble repricing’, where recognition is neither cancelled nor brought forward.

Summary

We advocate:

reversal of estimation errors on forfeiture, consistent with the ‘modified grant
date’ approach (see Section 4);

choice of accounting rule on re-pricing, coupled with disclosure;

cancellation of futurerecognition after cancellation of an award, consistent with
the economic reality;

specific provision for the contingency of business sale or curtailment.

15



6 Measurement of fair value

6.1

6.2

6.3

6.4

6.5

6.6

6.7

We have dready noted that ED2 implies a vaudion gpproach that, while not
soecifying any paticular method, is dosdy digned with Watson Wyatt's Present
Economic Vdue (PEV). Therefore we are able to draw on our PEV work to point out
agoects of the vauation specification (paticulaly in the Implementation Guidance)
that could be improved to avoid manipulation by usng a method and/or assumptions
that give an unreasonable satement of expenses We suggest that this would improve
consstency and comparability between entities.

Themode for option exercise behaviour

ED2 requires disclosure of the 'expected lifé of a share option. The IG gives guidance
on how to determine expected life, with examples of factors to condder. The
disclosure requirement implies the use of a modd tha treats options as having a fixed
exercise date that is earlier than expiry date.

We agree that the disclosure of expected life is sensble but think that the guidance
could be improved.

There are two basic circumstances of early exercise (ie exercise of an option before its
expiry date):

® forced — because the recipient dies or leaves employment and the option must be
exercised within a pecified period;
®  voluntary — because the recipient chooses to do so for personal reasons.

Forced exercise can be vaued redidicdly at grant date by making an assumption on
paticipant turnover rates. Alternatively, it is amenable to a fixed date assumption
unlessit is believed that that the turnover rate is dependent on share price performance.

Voluntary early exercise differs in that take-up rates depend on the extent to which an
option is 'in-the-money’. We have found from our research that this factor combined
with a rate of withdrawd is a strong predictor of the timing of option exercise. The IG
suggedts that volatility is a correlated factor: that may be so, but it is probably not
drongly causd because no-one should exercise a volale share option tha is
underwater. Instead, we suggest that the extent an option is ‘in-the-money' is the causa
factor that explains why more volatile shares may be exercised sooner.

These early exercise factors can be moddled redidicadly in the vaduation. However,
the detailled cdculations are complex and can be smplified for vauaions a grant. One
way to smplify is to modd early exercise behaviours redidicaly in some sample
cases, to determine the vaues accordingly and then to determine a benchmark
'expected lifé in a ampler Black-Scholes type caculation that gives the same vaues.

16



6.8

6.9

6.10

Then the ED2 expected life is caculated from the most relevant factors to give a best
estimate of cog.

IG10 to 13 discuss factors that influence past experience, but we think that the
discussion could be improved. Our particular concerns about the interpretation of the
guidance as drafted are:

The focus on past experience of average period to exercise may undervaue
options. After a period of risng share prices, past experience of early exercise will
tend to show a shorter waiting period on average than after less favourable market
conditions. A lower period of expected option life will tend to produce a lower
vaudtion than if the past history of option exercise had been more ‘average, with
employees waiting longer.

" There may be a natura tendency of preparers of accounts to seek justification for
the shortest feasible expected life, in order to minimise reported cost.

® More guidance on the factors influencing early exercise, paticulaly leaving
savice and propendty to exercise when sufficiently in-the-money, should help to
discourage over-smplistic and over-optimistic assumption-sstting.

Allowance for performance conditions— correlation

IG34 (and BC172) suggest that one way to dlow for performance conditions on the
veding of awards is to vaue them without performance condition and then multiply by
a weighted average probability of ataining the performance condition. For example, if
the Black—Scholes vaue were 38% of the face value of shares under option and the
probability of passing the test 50%, the vaue of the option with performance condition
might be taken as 50% of 38%, i.e. 19%.

This dmple probability adjustment for performance conditions underdates the true
value, because scenarios of faling the test are corrdlated with poor share price
performance and the option being out of the money. A better gpproach to the issue is
equivdent to ‘dicing up’ the option vaue according to different levels of future share
price, which is dso equivaent to usng a weghted probability as IG34 implies. This is
illustrated below:
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Sharepricegrowth Slice of Black—Scholes Chance of passing Slice of option value

by year three value (% of facevalue) thetest (% of facevalue)
(A) (B) ©=(A)x(B)
Above 30% 24.6% 92% 22.6%
20%—-30% 1.8% 67% 1.2%
10%—-20% 1.8% 63% 1.1%
Nil to 10% 1.7% 50% 0.9%
-10% to nil 1.7% 48% 0.8%
Below -10% 6.4% 26% 1.7%
Total 38.0% 28.3%

6.11 To summarise the figuresin this example:

" The Black—Scholes vdue is 38% (the totd of column (A)) of the face vaue of the
shares under option.

®" The ovedl probability of passng the test is 50%, so a Smple probability
argument gives an option vaue of 19%.

= But the actud option vaue is 28% (the totad of column (C)). It is ggnificantly
larger than 19% because of the correlation effect.

6.12 It will be unstidectory if the new dandard permits cdculations tha are intrindcdly
flawed and which understate the true codt. In the absence of further guidance there will
be a naturd presumption that a smple probability adjustment will do — especidly as
the result will be an under-estimate. We suggest that there should be guidance about
the *weighted average probability’ with particular regard to the waghtings.

Allowance for performance conditions— traded comparators

6.13 ED2 mandates vaudion usng an option pricing model such as Black-Scholes or the
binomid modd. We think this implies acceptance of the fundamenta principles
(established by Merton- Black-Scholes) of derivative pricing.

18



6.14

6.15

6.16

6.17

6.18

6.19

An option with a performance test that is based on a traded variable (such as the leve
of an index, or total shareholder return on other shares) is in effect a derivative on two
vaiadles, the company's share price and the traded comparator.

The market-consgent vauation of any derivative is based on ether of these two
equivadent principles

" jdentify the present capitd vaue of a hedging strategy in the underlying asset that
mimicsthe payoff of the derivative, or

® vdue the expected payoff usng specid 'risk-neutrd’ probabilities and the risk-free
discount rate.

We can gpply these principles for vauation of an option with a traded comparator, on
the grounds that any other vauaion would be off-market and erroneous, just as if a
standard European traded option were valued at an amount other than the result of the
Black- Scholes formula

ED2 does not specificaly address this point. Our question is.

" |s it intended tha ED2 should mandate market-consstent trestment of traded
comparator tests?

" |f yes, then why not say s0?

" |If no, then why dlow such inconsstency with the underlying principles of option
vauation?

ED2 quotes Example 2 where the performance test is an 18% increase in $are price
over three years. In principle, such a derivative can be pefectly hedged. Hence its
market-consstent vaue is independent of the entity's (or anyone's) view on likdy
future share price growth. It is therefore aso independent of the entity's view on the
probability of passing the performance tet. We have dready pointed out that the
‘weighted average probability’ is not the same as a smple probability. Our further point
is tha the rdevant probability messure flows from the option-pricing modd
(particularly the assumed volatility) and not from the business outlook.

Example 2 seems to dlow the entity to take a view on its share price, which can only
make sense if it has superior knowledge and/or believes that the market is pricing its
dhare inefficiently or incorrectly. Is it redly intended that ED2 will support such
subjective view-teking? If so then will ED2 dlow the same views to be taken in
relation to the entirety of the option vauation, not just the adjusment for performance
conditions? For example, many companies have greatly reduced share prices and fed
uncomfortable with pricing options now on the assumption that these very low prices
are reasonable for the purpose. Will ED2 dlow subjective adjusment for expected
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6.20

6.21

6.22

6.23

market correction of the share price? We suggest that the answers to these questions
should be made clear in the IFRS.

Volatility assumptions

Findly, we comment on the draft guidance on edablishing the share price volatility
assumption.

IG21 emphasises historic volatility as a bass for esimating the expected volatility. We
suggest that the guidance should emphasse the reevance of implied volaility from
any traded option on the company's shares. If there have been recent mgor changes in
the business (such as dtered gearing of its capitd base) then implied volatility ought to
give a better edimate. (This is subject to consdering the future period for which the
edimate is to be goplied, which will typicdly be longer than that of the asset). Implied
volatility can adso sometimes be derived from other assets with optiondity festures
such as convertibles.

The glossary defines volatility without reference to currency, which is acongderation
in globa share incentive plans. Historica volaility should be estimated based on
prices converted to the currency in which the option exercise price isfixed. This could
be stated.

Summary

The IFRS and I mplementation Guidance should be sharpened in the following
respects.

" exercise behaviour (see 6.8)
®= allowance for performance conditions (see 6.12 and 6.19)
®  ‘'out-guessing' the market (see 6.19)

= yolatility (see 6.21 and 6.22).
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7.1

1.2

7.3

7.4

7.5

7.6

1.7

Summary of our response

In Section 2 we argued for an dternative and more integrated solution that digns the
accounting rules for equity- and cash-settled plans as far as possible.

In Section 3 we pointed to advantages of achieving consstency with penson
accounting standards. If IAS19 is amended to adign with FRS17 penson accounting
principles then we advocate that those same principles be gplied to accounting for dl
share-based payments, thus providing the alignment proposed in Section 2.

In Section 4 we advocate adoption of the FAS123 ‘modified grant date’ approach in
relaion to forfeiture and attainment of performance conditions.

In Section 5 we advocate different recognition rulesin relation to forfeiture of benefit
(either because of leaving service or failure to meet performance conditions), re-
pricing, and cancellation. We a so advocate specific provision for the contingency of
business sdle or curtallment.

In Section 6 we recommend that the IFRS and Implementation Guidance be sharpened
in relation to aspects of va uation.

The recommendations at 7.3 and 7.4 are discussed in relation to equity-settled plans,
irrespective of whether or not our pointsat 7.1 and 7.2 are taken. If IAS19 is aligned
with FRSL17 then gains and losses arising from truing-up assumptions about forfeiture
and atainment of performance conditions can be dedlt with via the Statement of
Recognised Gains and Losses (STRGL). Codt variations from share price movements
and other gains and losses in cashsettled plans can aso be passed through the STRGL.
Equity settled plans could be reported in exactly the same way, thus achieving the
desirable god of equal accounting trestment of al share-based payments, athough this
doesimply re-measurement in the balance sheet after grant date.

We address specific questions from the Invitation to Comment in the following
Appendix.

Watson Wyatt LLP
21 Tothill Street
Westminster
London SW1H 9LL

6 March 2003

LB\K:\PRIVATEAJW \SharePlans\ED2Rep5.doc
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A Response to selected questions

We have described our main points on ED2 in the preceding sections. We now comment on
gpecific questions from those posed in the Invitation to Comment. As we are not an accountancy
firm we refran from comment on quedtions tha are more directly concerned with accounting
principles or that our andlyss does not specificaly address.

Q7

Q8
Q9
Q10

Q11

Q12

Q13

Q14

Q15

We agree that the far vadue of the equity insruments granted is more reedily
determinable than the fair vaue of the services recaived.

We agree.

In 5.9 and 5.10 we suggest an dternative that we think is more suitable.

We bdieve that this accounting standard will have better reslience if the accounting of
equity-settled transactionsis aligned with that of cashsettled ones. (See Section 2)

We agree that an option-pricing modd should be applied to edtimate the far vadue of
options, and of other types of share incentive award such as performance share plans
where the same factors mentioned are relevant.

We agree that use of an 'expected life is an appropriate means of adjusting the vaue as a
grant date of a non-transferable option. In Section 6 we point out that this parameter is
open to wide choice and we indicate ways in which the 1G could be improved to reduce
the scope for unjudtified choice.

We agree that vesting conditions should be taken into account when estimating the far
vaue of options and other share incentive awards. In Section 6 we point out two aspects
(concerning correlation and traded comparators) where we think that the wording of both
the standard and of the IG in relation to adjustment for performance conditions should be
improved.

The rdoad feature, and other dmilar arangements for contingent enhancement of
options and other share incentive awards, can be vaued at initid date of grant coupled
with any necessary assumptions such as expected take-up. Option pricing models can be
congructed to do this. The accounting policy on a reload feature (i.e. expense a ether
initid grant or exercise) should be disclosed.

No, we do not suggest other common features for which requirements should be
specified, but we would point to a potentid feeture that is worth noting in the Bads for
Conclusons. Various academic sudies and anecdotal evidence al demondrate the
exigence of a difference, often sgnificant, between the far vauaion of an option grant
from a shareholder and the typicd employee perspective on the vaue. Employees would
often tend to accept a lower cash payment in lieu. But a cash payment will not 'buy' for
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Q16

Q17

Q18

Q19

Q20

Q21

the employer the type of busness dignment (employee retention, risk-taking or
whatever) that the share-based payment is designed to dicit. Therefore such a lower cash
dternative could not be expected to correctly measure the vaue of service rendered in
return for the share-based payment. We suggest that it should be made clear that the
employee perception of vaue of a share incentive award, whether or not it can be directly
measured via an immediate cash dternative, is not arelevant factor.

We congder that the IG should be sharpened by incorporating the points we have made
in Section 6 concerning the allowance to be made for:

" ealy exercise behaviour,
" peformance conditions, and
= voldility.

No, we do not agree with a mandatory rule that the incrementa value of a repriced option
should be added to the continued recognition of the origind grant. Instead we propose
that the entity should decide, according to past practice and expectations, between the
two accounting treatments of ether paragraph 28 or BC215. If repricing following a
share price fdl is likdy, then paragraph 28 should be applied. Otherwise the dternative
treatment described in BC215 should be gpplied. The choice of accounting rule should be
disclosed. (See 5.12t0 5.16).

We disagree.  Our proposal for cancellation is that services after the cancellation date
should normally not be recognised. (See 5.17 to 5.20)

Cash-<tled transactions are in some ways quditativdly amilar to penson benefits.  If
the penson standard 1AS19 is brought into line with UK standard FRS17, as has been
proposed, then we propose that the accounting for cash-settled plans should adopt the
same principles. (See 3.10)

We envisage some grey areas — for example where the choice of settlement is partly
mechanica, patly by choicee We have not explored the point in detal, as our
fundamental bdief is tha there should be no difference in the accounting for equity-
settled or cash settled benefits.

We agree that these factors should be disclosed. However, some of the assumptions
relaing to expected outcome of peformance conditions may be commercidly sendtive
0 will have to be disclosed in generd terms.  In practice entities may prefer to report
only the bare adjusment to a Black-Scholes vdue with minima explanation, and to
avoid more detaled discloswes. For example the illudration in Section 6 involves
adjusment by a factor of 0.74, snce 0.74 times 38% equas 28%. The entity might just
disclose the adjustment factor of 0.74.
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Q22

Q24

Any changes in assumptions from previous reporting periods should be disclosed.

We agree.

Differences with FAS123 are discussed in Section 4. Our specific answers on each point
are:

a. We prefer the IFRS treatment, which is not to permit any of these exemptions.

b. We agree that the posshility of forfeiture should be tken into account in the vaue
a grant, but otherwise we favour the FAS123 approach of truing-up assumptions
to actud experience a vesting date in respect of forfeitures and atainment of
performance conditions.

c. The gtuation is tha of a cancdlaion of the benefit accompanied by a cash
payment. We propose that the cost of share award should cease to be recognised
(see answer to Q18 above) and that the cash amount in excess of accrued cost of
the share award should be charged. This is congstent with our pogtion in answer
to Q15.

d. Nocomment.
e. Weagreewith ED2.

f.  Nocomment.
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