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Dear Sr David
Exposure Draft ED 2 Share-based Payment

We are responding to your invitation to comment on the above exposure draft on behalf of
the worldwide organisation and Global IAS Board of PricewaterhouseCoopers.

We agree that there is an economic cost to shareholders where rights to shares are granted
in exchange for goods and services. Current accounting and presentation falsto give
sufficient trangparency to this effect, thus we support including a cost in the income
statement to reflect the value of the goods and services which the entity has received.

Support for anew |FRS on share-based payment

A standard on share-based payment is needed urgently. We strongly support the fact that
the Board has proposed a principles-based standard with a reasonable degree of darity in
its requirements. However, we are concerned that in proposing different methods for
awards to employees and separatdly to third parties the standard contains an unwarranted
level of complexity. The two methods should be conformed.

Grant date measurement for equity settled transactions

We agree with the principle of using fair value to measure therights to sharesissued in
exchange for goods and services, and believe that grant- date measurement combined with
sarvice date recognition is a pragmatic and practicable approach to reflecting the
underlying economics of equity settled transactions. However, we have concerns about
whether exigting vauation techniques such as option pricing models have the ability to
measure the fair vaue of certain types of awards with a high degree of rdiability. We aso
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have concerns over the application of the units- of-service method to awards other than to a
large group of homogenousindividuas.

Option pricing models

The vauation technique to be used should be the one that is robust and best reflects the
economics of the transactions. Individua option pricing models should not be specified as
these vauationtechniques will be refined as experience is gained in gpplying this

standard, and such developments should not be restrained. We understand from discussions
with vauation experts that the more complex an awvard’ s vesting terms, the more difficult
the valuation issues and the wider the range of vaues that might be assigned by different
vauation practitioners. That is, under certain circumstances such information may not
currently be sufficiently reliable and comparable amongst entities.

We have sgnificant concerns about the ability of some exigting vauation techniques such

as Black- Scholes to measure reliably the fair vaue of complex awards at the date of grant.
Thisis because the entity will need to estimate the fair value of the award taking into
account whether specific performance objectives will be achieved, and the performance
conditions are often interrelated. For example, an award might link a persond performance
hurdle, the ligting of the entity within a specified period, and the achievement of a gpecific
market share. There will be considerable subjectivity in forming those estimates.

The standard should be enhanced by further implementation guidance and examples,
particularly in the area of assumptions to be included in option pricing models and the
effects of arange of scheme modifications and scheme performance conditions that arisein
practice. We will forward to you alist of scheme modifications and scheme performance
conditions that we have observed in practice.

Working with partner sandard setters

We urge the IASB and other standard setters to resolve any differences in the recognition
and measurement methodology and to dia ogue with vauation specidists on option
pricing modes so that consstent conclusions are reached on aglobd basis. In this respect
we welcome the positive action of the FASB in inviting comments on adding a project on
stock-based awards to its agenda. We have encouraged the FASB to do so as an urgent
priority, given the two Boards stated god of achieving greater convergence. We urge the
two Boards to release final standards on share-based payment in close proximity to each
other and with amilar effective dates, in order to achieve alevd playing field acrossthe
world' s largest capita markets.
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Question 1

Paragraphs 1-3 of the draft IFRS set out the proposed scope of the IFRS. There are
no proposed exemptions, apart from for transactions within the scope of another
IFRS.

I's the proposed scope appropriate? If not, which transactions should be excluded and
why?

Answer

Y es, we agree with the scope. However, the Board needs to ensure that the requirements
for wholly casht settled transactions are consstent with IAS 39.93 to avoid any
incongstency between the cost of services and the cost of finance.

We encourage the Board to condder including shares issued as part of abusiness
combination when it isin apostion to conclude on their trestment in Phase 1l of the

busi ness combinations project. In paragraph 3, IAS 28 and I1AS 31 should also be referred
to when congdering transactions that are in the scope of another IFRS. The Board should
aso include a consequentia amendment to SIC 12.6 to delete the reference to “ equity
compensation plans’, since we believe that the mgority of ESOP and similar trusts should
be consolidated in the gponsoring entity’ s financid Satements.

We support the development of standards that are based upon principles that reflect the
underlying economics and that contain few, if any exceptions. We therefore support
paragraph 1 of the proposed FRS that contains no exceptions for certain types of plans.
Employee share option plans (ESOP), employee share purchase plans (ESPP) and save as
you earn plans (SAYE) ae dl examples of programmes that form pat of the overal
benefits enjoyed by employees in return for ther servicess We therefore agree that such
programmes should be accounted for in amanner consistent with other share-based plans.

Question 2

Par agraphs 4-6 of the draft |FRS propose requirementsfor the recognition of share-
based payment transactions, including the recognition of an expense when the goods
or servicesreceived or acquired are consumed.

Arethese recognition requirements appropriate? If not, why not, or in which
circumstances ar e the recognition requirementsinappropriate?

Answer
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Yes, they are appropriate. The Board needs to undertake a project to consider more widely
the modd that should gpply to other transactions between entities and shareholders, and
between entities and fellow subsidiaries. The Board should then revisit and update the
Framework so that consistent conclusions will be drawn in other circumstances.

Question 3

For an equity-settled share-based payment transaction, the draft I|FRS proposes that,
in principle, the entity should measurethe goods or servicesreceived, and the
corresponding increasein equity, either directly, at the fair value of the goods or
servicesreceived, or indirectly, by referenceto the fair value of the equity
ingtruments granted, whichever fair value is morereadily determinable (paragraph
7). Thereareno exemptionsto the requirement to measur e share-based payment
transactions at fair value. For example, there are no exemptionsfor unlisted entities.

I sthis measurement principle appropriate? If not, why not, or in which
circumstancesisit not appropriate?

Answer

Y es, the measurement principle is appropriate. We believe that requiring smilar
measurement methodologies— that is, at fair value - for both public and non-public
companiesis congstent with a principles-based approach. We agree thet al entities should
be required to apply the requirements of the standard.

As st out in our covering |etter, we have sgnificant concerns about the religbility of the
far value measurement of some options, particularly those that that have complex and
interrelated performance criteria and those issued by start-up entities. Further, we
anticipate that the range of vauesthat will be arrived at by vauation practitioners will be
sgnificant, particularly in relaion to entities that are dependent upon a single product that
isa an early phase of development.

The basis for conclusons should indicate why the Board chose to use the term “more

readily avalable’ rather than “more rdiable’. The text needs to be clear that rdidhility
consderations should not be ignored.
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Question 4

If thefair value of the goods or servicesreceived 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 receivesthe
services (paragraph 8).

Do you agreethat thisisthe appropriate date at which to measure thefair value of
the goods or servicesreceived? If not, at which date should the fair value of the goods
or servicesrecelved be measured? Why?

Answer

No. We do not agree that this is the appropriate date at which to measure the fair vaue of
the goods or sarvices received. We believe that they should be measured a the grant
(contract) date and recognised upon ddivery. This trestment is condstent with the
proposed principle for employee options where the measurement of employee awards is
the grant date. This will remove conflicting principles from the sandard.

Grant date should be the date of an irrevocable agreement between the entity and the
counterparty. Thisis when the entity and the counterparty have an agreed understanding of
the terms and conditions of the arrangement, and the agreement is unconditiona on the
approval of other parties. For example, this might be the date that a purchase order is
accepted or a contract is signed, that identifies the detailed terms and conditions of the
shares to be issued.

Such a transaction should then be recognised in accordance with the rdevant IFRS when
the goods or services are ddivered, being trested as an executory contract in the interval.

Question 5

If the fair value of the goods or servicesrecelved in an equity-settled share-based
payment transaction is measured by reference to thefair value of the equity
instruments granted, the draft |FRS proposesthat the fair value of the equity
instruments granted should be measured at grant date (paragraph 8).

Do you agreethat thisisthe appropriate date at which to measurethe fair value of
the equity instruments granted? If not, at which date should the fair value of the
equity instruments granted be measured? Why?

R\
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Answer

Y es, we agree. We consder that the grant date measure is a pragmatic and practical
aurrogate for the fair value of the goods and services received.

Question 6

For equity-settled transactions with parties other than employees, the draft IFRS
proposes arebuttable presumption that the fair value of the goods or services
received is mor e readily determinable than the fair value of the equity instruments
granted (paragraphs 9 and 10).

Do you agreethat the fair value of the goods or servicesreceived isusually more
readily determinable than thefair value of the equity instruments granted? 1n what
circumstancesisthisnot so?

Answer
No, we do not agree.

The Board should smplify the draft IFRS by making the requirement in paragraph 7 apply
equally to employee and non-employee transactions and by including a rebuttable
presumption thet the fair vaue of the equity indrument is more reigble than the fair value

of the goods or services received. Guidance should be given that the presumption could be
overcome where there are frequent cash market transactions for the goods.

Where the grant of the equity instruments isto parties other than employees, there may be
no restrictions (such as a vesting period). For example, alisted company may pay for
goods or services by issuing immediately tradeable sharesto the supplier. Inthese
crcumgances the fair value of the equity instruments granted is more readily

determinable. Whilst we have experience of shares being used for tangible fixed assets that
can be bought * off the shelf “, transactions that are not uncommon include shares
exchanged for retall distribution commissions for anew and untested product, lega
sarvices for start-up businesses and for advertisng and warrants issued for joint product
development. Thus there are many instances where the fair value of the services being
received isnot more rdiably determinable than the fair vaue of the equity insrument.

Question 7

For equity-settled transactions with employees, the draft |FRS proposes that the
entity should measurethefair value of the employee servicesreceived by reference to
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thefair value of the equity instruments granted, because the latter fair valueismore
readily determinable (paragraphs 11 and 12).

Do you agreethat thefair value of the equity instruments granted is morereadily
determinable than the fair value of the employee servicesreceived? Arethereany
circumstances in which thisisnot so?

Answer

Y es, except that we recommend that the Board consolidate the employee and non+
employee related text in the standard. Thus employee share awards would aso be covered
by guidance on the circumstances when rdliable measurement of the serviceswould be
possible (see question 6

Question 8

Paragraphs 13 and 14 of the draft |FRS propose requirementsfor deter mining when
the counterparty renders service for the equity instruments granted, based on
whether the counterparty isrequired to complete a specified period of service before
the equity instruments vest.

Do you agreethat it isreasonable to presumethat the servicesrendered by the
counter party as consideration for the equity instruments arereceived during the
vesting period? If not, when arethe servicesreceved, in your view?

Answer

Y es, we agree. Whilst we can see considerable merit in attempting to allocate a grester
proportion of the cost to a performance period, we have been not been able to determine a
robust basis for alocation. Accordingly, so long as an employee must continue to provide
sarvice to earn an award, we believe it is appropriate to attribute a time-based portion of
the total compensation cost to the periods in which that serviceis provided.

We have concerns over the practica application of this approach where an award only
vests upon the occurrence of a specified event, for which additiona guidance would be
helpful. For example, it is not uncommon for employers in development stage companies
to incentivise employees with rights to shares that will crystalise only on aninitid public
offering and for which they will have to agree not to sdll their sharesfor a period
theresfter. This givesrise to avariable vesting period and a consequentia variable date at
which the employee can obtain cash in the market.
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Question 9

If the servicesreceived are measured by using the fair value of the equity instruments
granted asa surrogate measure, the draft |FRS proposes that the entity should
determine the amount to attribute to each unit of service received, by dividing thefair
value of the equity instruments granted by the number of units of service expected to
be received during the vesting period (paragraph 15).

Do you agreethat if thefair value of the equity instruments granted isused asa
surrogate measur e of the fair value of the servicesreceived, it is necessary to
determine the amount to attribute to each unit of servicereceived? If not, what
alternative approach do you propose? If an entity isrequired to determinethe
amount to attribute to each unit of servicereceived, do you agreethat this should be
calculated by dividing the fair value of the equity instruments granted by the number
of unitsof services expected to bereceived during the vesting period? If not, what
alternative method do you propose?

Answer

Y es, we support the unit of service gpproach athough it doesintroduce significant
additional complexity. Furthermore, it produces counterintuitive resultsin cases where the
vesting period is contingent on events outside the control of the entity.

We agree with the genera principle contained in the proposed IFRS that compensation

cost isrecognized as an expense over the period in which the counterparty provides service
to the entity. We favour the proposed model in which the entity recognizes the vaue of
service rendered in exchange for the award rather than amode that is predicated upon
whether or not an award vests. Accordingly, we believe that the proposed IFRS provides a
method that is reasonably representative of the economics of the share-based transaction,
because it reflects the value of goods or services received by the entity, independent of
whether or not the award ultimately vests.

The examples of the gpplication of the unit of service method included in the Proposed
IFRS are based upon awards to alarge group of homogenous individuas. We have
concerns about how entities are expected to gpply the unit of service method to agrant to a
single employee and where an award vests only upon achievement of a performance
condition. Additiond examples would be hdpful to illustrate how the model should be
aoplied in such Stuations.

Guidance would aso be hdpful in relation to an award to one employee that isindividudly
materid. It should address what should be consgdered in assessing the probability of the
individua remaining in office until the end of the vesting period.

(R)
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Guidance on variable vesting periods would aso be useful. For example, where an award
is made to a CFO that vests only upon an IPO. In order to apply the unit of service
approach, the entity will estimate when the PO will occur. If the period until an IPO is
initidly assessed as three years, when year four and five arrive without the IPO occurring
the proposed | FRS requires that compensation cost continue to be recognised each year,
until the rights are cancelled or the PO takes place.

Question 10

In an equity-settled share-based payment transaction, the draft |FRS proposesthat
having recognised the servicesreceived, and a corresponding increase in equity, the
entity should make no subsequent adjustment to total equity, even if the equity
instruments granted do not vest or, in the case of options, the options are not
exercised (paragraph 16). However, thisrequirement does not preclude the entity
from recognising a transfer within equity, ie atransfer from one component of equity
to another.

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

Answer

We agree with the proposed requirement subject to the concerns expressed in our response
to question 9. Thisis consistent with the principle of recognising a cost in each period
related to the performance of services by the employees and the receipt of services by the
entity. We agree that if the grant date approach is used and the adjustment for lapses and
forfeiture are taken into account in the option pricing modd to ascertain afair vaue, then

the treatment proposed in paragraph 16 is appropriate.

It would be hdpful if the implementation guidance could address transfers within equity.
In our view it would be useful for an option reserve to be credited when services are
received for options granted. When the shares are issued, the entity should transfer the
related amounts from that option reserve to paid in capitd. When the rights are forfeited,
the equity should transfer the related amounts from that option reserve to another reserve
such asretained earnings.
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Question 11

Thedraft IFRS proposesthat the entity should measurethefair value of equity
instruments granted, based on market pricesif available, taking into account the
termsand conditions of the grant (paragraph 17). In the absence of a market price,
thedraft IFRS proposesthat the entity should estimate the fair value of options
granted, by applying an option pricing modd that takesinto account variousfactors,
namely the exer cise price of the option, thelife of the option, the current price of the
underlying shares, the expected volatility of the share price, the dividends expected on
the shares (where appropriate) and the risk-freeinterest rate for thelife of the option
(paragraph 20). Paragraph 23 of the proposed | FRS explains when it is appropriate
to take into account expected dividends.

Do you agreethat an option pricing mode should be applied to estimate the fair value
of optionsgranted? If not, by what other means should thefair value of the options
be estimated? Aretherecircumstancesin which it would be inappropriate or
impracticableto take into account any of the factorslisted abovein applying an

option pricing modd?

Answer

Y es, we agree that an option pricing modd should be used. One of the key issues
regarding share-based payment is the need to derive a service charge that is reliable. For
most employee options there will not be aready market for these options or smilar options
that are being traded and hence we agree that an option pricing modd is the most
appropriste method of determining afar vaue.

Currently, the draft IFRS does not prescribe the option pricing modd that should be used,
and we support that approach. However, different fair value modes could produce very
different results for comparable transactions. The objective should be an option pricing
modd that isrobust and best reflects transactions that would take place in the market.

We have sgnificant concerns about the ability of some exigting va uation techniques such
as Black- Scholes to measure reliably the fair value of complex awards at the date of grant.
Thisis because the entity will need to estimate the fair vaue of the award taking into
account whether specific performance objectives will be achieved, and the conditions are
often interrdlated. For example, an award might link a persond performance hurdle, the
ligting of the entity within a specified period, and the achievement of a specific market
share. There will be congderable subjectivity in forming those estimates. In our
experience it may be necessary to develop binomial models or undertake Monte-Carlo
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simulaionsto arrive a reliable option vauations — the use of such modeling techniques
create additional costs.

The find standard should give in the implementation guidance examples of gpplication of
the models so that preparers of financid statements can compare the results. Examples
could include the Situation where leavers maintain their options, where there are variable or
accelerated vesting conditions, or where employees agree to cancel their options without
leaving the company (eg wherein a SAY E scheme an employee chooses to withdraw his
contributions and not take up the purchase of shares).

The Board should undertake field-testing and use the practica experience obtained to
enhance the guidance on the use of models.

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 applying an option pricing
model (paragraph 21). Thedraft IFRS also proposesrequirementsfor optionsthat
ar e subject to vesting conditions and ther efore cannot be exercised during the vesting
period (paragraph 22).

Do you agreethat replacing an option’s contracted life with its expected life when
applying an option pricing mode is an appropriate means of adjusting the option’s
fair valuefor the effects of non-transferability? If not, do you have an alternative
suggestion? Isthe proposed requirement for taking into account theinability to
exer cise an option during the vesting period appropriate?

Answer

Y es, we agree thet the expected life should be used. We understand the reasons for
replacing the contracted life with expected life when gpplying an option pricing model, and
in principle agree that it is an gppropriate means of adjusting the option’sfair vaue for the
effects of non-transferability.

Some vauation techniques will require the use of additiond factors beyond those used in
current option-pricing models. Some of the factors more frequently cited are the impact of
vesting provisons, non-transferability provisons, or the ability to “early exercisg” an

award. We encourage the Board to discuss this further with subject matter expertsin order
to gain first hand knowledge of the types of techniques that might yield reidble fair vaue
Mmeasures.
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Question 13

If agrant of sharesor optionsis conditional upon satisfying specified vesting
conditions, thedraft IFRS proposesthat these conditions should be taken into
account when an entity measuresthe fair value of the sharesor optionsgranted. In
the case of options, vesting conditions should be taken into account either by
incor por ating them into the application of an option pricing modd or by making an
appropriate adjustment to the value produced by such a mode (paragraph 24).

Do you agree that vesting conditions should be taken into account when estimating
thefair value of optionsor sharesgranted? If not, why not? Do you have any
suggestions for how vesting conditions should be taken into account when estimating
thefair value of sharesor options granted?

Answer

Y es, we agree that vesting conditions should be consdered when estimating the fair value
of options or shares granted.

We believe that insufficient consideration has been given to the fact that performance
condition and the vaue of an option are often related. For example, assumethereisan
option which has a Black- Scholes vaue of say $50 before considering any vesting
condition and there is a performance condition which has a 50% chance of being met. The
fair vaue of the optionwill not be $25 because many of the outcomes where the
performance condition is not met would be where the option had little or no vaue at
exercise (eg the option is underwater).

All vesting conditions should be incorporated as an integrd part of the application of an
option pricing modd. This needs to be more robust than Smply permitting an adjustment
to the vaue obtained by amodd as suggested in the last sentence of paragraph 24. This
latter approach could lead to aggnificant error in estimating fair vaue.

Question 14

For optionswith areload feature, the draft IFRS proposesthat the reload feature
should betaken into account, wher e practicable, when an entity measuresthe fair
value of the options granted. However, if thereload featureisnot taken into account
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in the measurement of the fair value of the options granted, then thereload option
granted should be accounted for asa new option grant (paragraph 25).

Isthis proposed requirement appropriate? If not, why not? Do you havean
alternative proposal for dealing with optionswith reload features?

Answer

No. We do not agree and believe this needs arethink. The text seems to establish arule for
a specific circumgtance rather than a principle, and where possible those principles should
be smple to gpply. Which isthe principle that is being addressed here?

The proposed requirements in relation to reload festures are over complicated and thereis
no explanation as to the need for these requirements. Of concern to usis that the features of
areoad option have some smilarities to annua schemes. A not uncommon arrangement is
that companies match employee deposits with an additiona promise to issue a matching
number of additiond shares if the employee uses these funds to subscribe for company
shares at adate in the future. Is the principle behind the reload feature the fact that there is
an automatic award, or that the award only arises when the employee takes an action, or
that the award is priced a the date of the employee action ?

Based upon discussion with vauation experts, we are not convinced that vauation
techniques have evolved sufficiently to vaue rdiably areload option at the date of
employment or on introduction of ascheme. Accordingly we believe that rolling awards
including reload features should be treated as new grants on the date that additiond options
are awarded if that is more reliably measurable. The disclosurein Appendix D under
"Share options - Arrangement 2" relating to the rel oad feature appears to support our view.

Question 15

Thedraft IFRS proposes requirements for taking into account various features
common to employee shar e options, such as non-transfer ability, inability to exercise
the option during the vesting period, and vesting conditions (par agr aphs 21-25).

Arethere other common featur es of employee share optionsfor which the IFRS
should specify requirements?
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Answer

We believe that the standard would be enhanced by additiona guidance in certain aress.
To asss you in this process we will forward to you alist of scheme modifications and
scheme performance conditions that we have observed in practice.

As explained in our response to question 14 we consider that the principles should not be
over complicated when considering the application to specific examples. Indeed we
congder that if guidanceis given for specific variants to share-based payment transactions,
new variants will be introduced which are not addressed in the standard and therefore the
principles may be subject to abuse. Therefore the text should make clear that these are
examples of applying the principles.

Examples of circumstances that need to be taken into account include:

(&) redrictions over the ability of an employee to transfer or hedge shares post-vesting
(such as an PO lockup period);

(b) varidionsin vesting date and roll over arrangements triggered by performance
targets (regularly retested targets) or by externa events outside the control of the
entity, such as an PO, take over or merger;

(c) theeffect of an employee paying income tax on exercise of an option; and

(d) annua schemes that the employer can in principle withdraw at any time but have
become informal practices giving rise to a congtructive obligation.

Question 16

Thedraft 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 allow for future developmentsin valuation methodologies.

Do you agree with thisapproach? Arethere specific aspects of valuing optionsfor
which such guidance should be given?

Answer

Yes. We agree with the gpproach of setting principles-based standards. However, as
detalled in our response to question 11, we have concerns over the comparability of smilar
option grants. Therefore, we would recommend that in the final standard there are
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examples in the implementation guidance of how to apply the different vauation
techniques for different share or option grants.

Asnoted in our response to question 11, we would aso welcome the results of field-testing
to support the different vauation models.

Question 17

If an entity re-pricesa share option, or otherwise modifiesthetermsor conditionson
which equity instruments wer e granted, the draft I|FRS proposesthat the entity
should measur e the incremental value granted upon repricing, and include that
incremental value when measuring the servicesrecelved. Thismeansthat the entity
isrequired to recognise additional amountsfor servicesreceived during the
remainder of the vesting period, ie additional to the amounts recognised in respect of
the original option grant. Example 3in Appendix B illustratesthisrequirement. As
shown in that example, theincremental value granted on repricing istreated asa new
option grant, in addition to the original option grant. An alternative approach is also
illustrated, wher eby the two grants are averaged and spread over theremainder of
the vesting period.

Do you agreethat the incremental value granted should be taken into account when

measuring the servicesrecelved, resulting in the recognition of additional amountsin
the remainder of the vesting period? If not, how do you suggest repricing should be
dealt with? Of thetwo methodsillustrated in Example 3, which ismor e appropriate?
Why?

Answer

Y es, we agree with the incrementa vaue gpproach. However, we have a different view of
the appropriate treatment of any amounts that would be charged to future periods — see
question 18.

Question 18

If an entity cancelsa share or option grant during the vesting period (other than a

grant cancelled by forfeiture when the vesting conditions are not satisfied), the draft
IFRS proposesthat the entity should continue to recognise the servicesrendered by
the counter party in theremainder of the vesting period, asif that grant had not been
cancelled. Thedraft IFRS also proposes requirementsfor dealing with any payment
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made on cancellation and/or a grant of replacement options, and for the repurchase
of vested equity instruments.

Arethe proposed requirements appropriate? If not, please explain why not and
provide details of your suggested alter native appr oach.

Answer

We agree with the proposal that a contractud repricing of an existing option should
continue to result in the origina charge being spread forwards. However, where thereis no
direct contractua linkage we support a different approach. Asamatter of principle there
should not be an accounting expense for a contractuad arrangement thet is no longer in
place between the employer and employee (unless there is a congtructive obligation). We
believe that cancdlation by an entity will arise only in the circumstances thet dternative
compensation is being awarded by other means. Consequently the entity should not
continue to charge for cancelled share-based payments, but instead the amount that would
have been charged againgt future periods should be charged immediately together with the
incrementd fair value, as addressed in question 17.

Question 19

For cash-settled share-based payment transactions, the draft | FRS proposes that the
entity should measur e the goods or services acquired and the liability incurred at the
fair value of theliability. Until the liability is settled, the entity should remeasure the
fair value of theliability at each reporting date, with any changesin value recognised
in the income statement (par agraphs 31-34).

Arethe proposed requirements appropriate? If not, please provide details of your
suggested alter native approach.

Answer

Yes, we agree with the proposa. As noted in our response to Question 1, the Board needs
to ensure that the requirements for wholly cadhtsettled transactions are consstent with IAS
39.93 to avoid any incongstency between the cost of services and the cost of finance.

Question 20

For share-based payment transactionsin which either the entity or the supplier of
goods or services may choose whether the entity settlesthe transaction in cash or by
issuing equity instruments, the draft |FRS proposes that the entity should account for
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thetransaction, or the components of that transaction, as a cashsettled share-based
payment transaction if the entity hasincurred a liability to settlein cash, or asan
equity-settled share-based payment transaction if no such liability has been incurred.
Thedraft |IFRS proposes various requirements to apply this principle.

Arethe proposed requirements appropriate? If not, please provide details of your
suggested alter native approach.

Answer

We agree that when the counterparty has the choice an entity should account for cashy
settled share-based payment transactions as alidility.

However, where the entity has the choice of settlement in cash or shares, the transaction
should be treated as a share-ettled transaction only where it is highly probable that the
entity will exercise the option to use shares. A history of sttling in shares should not
determine the trestment but it should influence the assessment of the probability of the
manner of settlement.

The approach in paragraph 44(c) needs to be clarified. If the entity had accounted for a
transaction as equity-settled (say 100) and this has a higher vaue than the cash dternative
(say 80), the entity has dready accounted for the 100 and there is nothing further to record.
Conversdly if the entity accounted for the transaction as cash settled (80) but then settlesin
shares (100), there is nothing in paragraph 44(c) to catch the extravaue in the income
statement. Paragraph 44(c) appears to apply to both paragraph 43 and 44 and therefore it
should be a separate main paragraph.

Question 21

Thedraft IFRS proposesthat an entity should disclose information to enable users of
financial statementsto under stand:

(a) the nature and extent of share-based payment arrangementsthat existed during
the period,

(b) how thefair value of the goods or servicesreceived, or thefair value of the equity
instruments granted, during the period was determined, and

(o) the effect of expensesarising from share-based payment transactions on the
entity’ s profit or loss.

Arethese disclosure requirements appropriate? If not, which disclosure
requirements do you suggest should be added, deleted or amended (and how)?
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Answer

Certain disclosures gppear particularly onerous and seem to address anti- avoidance issues
rather than disclosures that enable the users of the financid statements to understand the
impact of the share-based payment transactionsin force.

We support the disclosures of the modd used and of the model’s inputs (paragraph
48(a)(i)). However, the requirements of para48(a)(ii) to (iv), in particular the historica
comparisons of volatility, gppear unnecessarily onerous.

Paragraph 46(c) will require information to be collated on a person by person basis and
there could be many different exercise dates during the year. The Board should clarify
whether for each separate exercise date the weighted average share priceis required or
whether it is a composite weighted average share price for al options exercised during the

period.

Under paragraph 48(a) if the fair values disclosed are weighted averages, then the
assumptions disclosed should be weighted or should be arange. Otherwise the
requirements are very onerous for entities that issue alarge number of grants during the
year.

Paragraph 48(e) needs clarifying: what is the "or would have vested, if the specified
performance conditions had been satisfied"? Isthisjust the number outstanding that have
not vested in earlier years?

We do not support the requirement in paragraph 52(b) to split out the cash and equity
component of the expense. We do not believe that “ would have been “ disclosures are
necessary. Further, in Stuations where there are alarge number of forfeitures the cash
component may be negative, whereas the equity component cannot be negative. If the
Board retains this requirement it shoud be articulated more clearly perhaps by using the
text in BC237 in the Basisfor Conclusions.

Question 22

Thedraft IFRS proposesthat an entity should apply the requirements of the IFRSto
grantsof equity instrumentsthat were granted after the publication date of this
Exposure Draft and had not vested at the effective date of the IFRS. It also proposes
that an entity should apply retrospectively the requirements of the IFRSto liabilities
existing at the effective date of the IFRS, except that the entity isnot required to
measur e vested shar e appreciation rights (and similar liabilities) at fair value, but
instead should measure such liabilities at their settlement amount (ie the amount that
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would have been paid on settlement of theliability had the counter party demanded
settlement at the date the liability ismeasured).

Arethe proposed requirements appropriate? If not, please provide details of your
suggestionsfor the IFRS stransitional provisions.

Answer

No, we do not agree. The trangitiona provisons for equity-settled share-based payment
transactions propose that the draft IFRS should be applied to dl grants of shares or options
after 7 November 2002 that have not vested at the effective date. We do not agree with the
proposed partial retrospective approach. In addition we urge the Board to seek an
agreement with the FASB to arrive a consistent first time application dates of the new
gandard and believe that an dternative compromise will need to be found.

We understand that this proposal has been set as an anti- avoidance/abuse measure.
However, we believe that there are other controls such as shareholder approva and market
scrutiny that would result in restraining entities from granting higher than normd levels of
equity insruments prior to the proposas being implemented.

We bdlieve that in order for entities to determine the effect that the standard has on their
overdl incentive palicy, and the information that they will need to collate to comply with

the standard, they should be permitted to apply the requirements of the new standard to
grants awarded on or after the start of the first reporting period in which the standard will

aoply.

However, in order to avoid a stepped charge some entities may wish to apply the
requirements fully retrospectively and should be permitted to do o if they wish. Such
entities should however gpply the requirements consstently to al share-based plansin the
reporting group and apply 1AS 8.

If, however, the 7 November cut-off isretained, the standard needs to clarify whether it
appliesto awards granted before 7 November 2002 but which were modified after that
date.

The standard further needs to address what disclosures are needed for awards granted
before whatever date is used in the trangtiona provisons. Currently paragraph 54 seemsto
exclude disclosures for options granted before 7 November 2002 but not yet vested at the
effective date. Our reading is that for such options there would be no disclosure even under
IAS 19, as the scope adjustment to IAS 19.1(b), set out in Appendix E3 of ED 2, does not
seem to ded with such awards.
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For cash-settled transactions paragraph 55 does not specify if the retrospective adjustment
ismade to retained earnings a the beginning of the year of implementation or to current
year expense for that year. Given that the trangtiona provisions override the requirements
of IAS 8, the Board should dlarify that the adjustment should go to opening retained

eanings.

Paragraph 55 dates that the entity can use intrinsic value on trangition but it would appear
that thisis only for the opening amount and not for subsegquent balance sheet dates. The
Board should darify if the trangtion exemption isintended to apply until those
‘grandfathered’ SARs are settled.

Question 23

Thedraft IFRS proposes a consequential amendment to |AS 12 (revised 2000) | ncome
Taxesto add an exampleto that standard illustrating how to account for the tax

effects of share-based payment transactions. Asshown in that example, it is proposed
that all tax effects of share-based payment transactions should be recognised in the
income statement.

Arethe proposed requirements appropriate?
Answer

No, we do not support the requirement that al tax effects of share-based payment
transactions should be recognised in the income statement. We support the generd
gpproach that al tax effects are recognised in the income statement except for items that
are recognized in equity. The tax effects of items recognised in equity should be reported
in equity alongsde the items to which they relate.

However, in some jurisdictions entities receive corporate tax relief based on the persona
income tax charge levied on employees and those charges are assessed based on share
prices at the date of exercise of an option. In times of risng share prices this can lead to tax
relief that exceeds the amount charged in the income statement for the employee services.
It s;emsintuitively wrong for an entity to earn income from a share-based award measured
a grant date.

Therefore, we recommend that any tax relief that is obtained due to the increase in the

share price above the amount charged to income should be reported in equity in accordance
with IAS 12.58(a).

(2M



PRICEAVATERHOUSE( QOPERS

Sir David Tweedie
7 March 2003

Question 24

In developing the Exposur e Draft, the Board considered how variousissues ar e dealt
with under the US standard SFAS 123 Accounting for Stock-Based Compensation, as
explained further in the Basisfor Conclusions. Although thedraft IFRSissmilar to
SFAS 123 in many respects, there are some differences. For each of the differences,
which treatment isthe most appropriate? Why? If you regard neither treatment as
appropriate, please provide details of your preferred treatment.

(Respondents may wish to notethat further details of the differences between the
draft IFRSand SFAS 123 are given in the FASB’ s nvitation to Comment)

The main differencesinclude 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 measur e share-based payment transactions at fair value.
SFAS 123 contains the following exemptions, none of which areincluded in the
draft IFRS:

(1) employee share purchase plans are excluded from SFAS 123, provided
specified criteria are met, such asthe discount given to employeesis
relatively small;

Answer

Asindicated in our answer to Question 1, we support the development of standards that are
based upon principles and that contain few, if any exceptions, to those principles. We
therefore support the proposed IFRS that contains no exceptions for certain types of plans.
In our view, employee share purchase plans are programmes that are established in order to
remunerate employees for service. We therefore agree that such programmes should be
accounted for in amanner congstent with other share-based plans.

(2) SFAS 123 encour ages, but does not require, entitiesto apply itsfair value
measur ement method to recognise transactions with employees; entities are
per mitted to apply instead the intrinsc value measur ement method in
Accounting Principles Board Opinion No. 25 Accounting for Stock 1 ssued to
Employees (paragraphs BC70-BC74 in the Basisfor Conclusions give an
explanation of intrinsc value); and
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Answer

We believe that guidance, in which companies may choose between two methods of
accounting for share-based awards hinders comparability. We support the fair value
method since thiswill reflect the underlying economics of many share-based transactions
with employees, particularly those involving share options and therefore will be the most
relevant mesasure to users of financial statements.

(3) unlisted (non-public) entities are permitted to apply the minimum value
method when estimating the value of share options, which excludes from the
valuation the effects of expected share price volatility (paragraphs BC75-BC78
in the Bagsfor Conclusions give an explanation of minimum value).

Answer

We agree that the IASB’ s proposed approach to calculate the fair value of equity
instruments of nonpublic entitieswill result in a measure that more closaly gpproximates
fair vaue than the result obtained using the minimum vaue method. We acknowledge that
additiond effort will be required of private entities to obtain fair vaue information,
particularly asit relates to measures of expected volatility. We believe that requiring
smilar measurement methodologies— thet is, a fair vaue, — for both public and non
public entities is condgstent with a principles-based approach. Because we do not believe
that the minimum vaue method appropriately measures fair value, we do not advocate its
indusion.

(b) For transactionsin which equity instruments are granted to employees, both
SFAS 123 and the draft I FRS have a measurement method that is based on the
fair value of those equity instruments at grant date. However:

(1) under SFAS 123, the estimate of thefair value of an equity instrument at
grant dateisnot reduced for the possibility of forfeiture dueto failureto
satisfy the vesting conditions, wher eas the draft |FRS proposesthat the
possibility of forfeiture should be taken into account in making such an
estimate.

Answer

We bdieve that the far value of the right to recelve a share-based award should be
messured at the grant date. In order to achieve consistency under such amodd, the fair
vaue measured a the grant date would not be subsequently readjusted. We therefore
believe that the effect of forfeitures must be taken into account in the measurement of fair
vaue.
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We believe the principles that are inherent in a grant date modd must be followed
consstently. Accordingly, we support amodd that incorporates the effect of forfeituresin
theinitid vauaion of the share-based award and recogni zes that value as the counterparty
renders service. Accordingly, in a scenario where an employee renders service but fallsto
meet a pecified vesting requirement, we believe that dl or a portion of the award' s value
should be recognized for the service received by the entity.

(2) under SFAS 123, thetransaction ismeasured at the fair value of the equity
instrumentsissued. Because equity instrumentsare not regarded asissued
until any specified vesting conditions have been satisfied, the transaction
amount isultimately measured at the number of vested equity instruments
multiplied by thefair value of those equity instruments at grant date. Hence,
any amountsrecognised for employee servicesreceived during the vesting
period will be subsequently reversed if the equity instruments granted are
forfeited. Under thedraft IFRS, the transaction is measured at the deemed
fair value of the employee servicesreceived. Thefair value of the equity
instrumentsgranted isused as a surrogate measur e, to deter mine the deemed
fair value of each unit of employee servicereceived. Thetransaction amount is
ultimately measured at the number of units of service received during the
vesting period multiplied by the deemed fair value per unit of service. Hence,
any amountsrecognised for employee servicesreceived are not subsequently
reversed, even if the equity instruments granted are forfeited.

Answer

We agree with the generd principle contained in both SFAS 123 and the Proposed IFRS
that compensation cost is recognized as an expense over the period in which the employee
provides service to the entity. We favour amode in which the entity recognises the value
of service rendered rather than amodel that is predicated upon whether or not an award
vests. Accordingly, we believe that the Proposed |FRS provides a method that is more
representative of the economics of share-based transactions, because it reflects the value of
goods or services received by the entity, independent of whether or not the award
ultimately veds.
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The vdue of share-based awards should be recognized as the counterparty renders service,
even if the counterparty failsto vest in the award. We believe that the units of service
method achieves that objective.

Compensation cost should reflect the value of services provided, independent of the
outcome of the specified performance condition. However, such models will require
robust measurement techniques. As described above, while we believe that a grant date
accounting mode is conceptualy sound, we are concerned about whether ardiable vaue
can be determined for certain awards, for example, awards that include multiple
performance requirements. Thiswill be so particularly for an award with complex vesting
provisions based upon numerous performance criteriathat are measured over the period of
severd years. Under the consstent application of a grant date model, fair value estimates
made at the grant date would reflect the effect of al restrictions, induding the effect of
forfaitures. That amount would not be subsequently adjusted, including circumstances
where those performance or vesting criteria are not ultimately achieved.

(o) If, during the vesting period, an entity settlesin cash a grant of equity
instruments, under SFAS 123 those equity instruments areregar ded as having
immediately vested, and ther efore the amount of compensation expense
measured at grant date but not yet recognised is recognised immediately at the
date of settlement. Thedraft IFRS doesnot require immediate recognition of
an expense but instead proposes that the entity should continue to recognise
the servicesreceived (and hence the resulting expense) over theremainder of
the vesting period, asif that grant of equity instruments had not been
cancelled.

Answer

We support the gpproach for settlements of unvested awards set forth in SFAS 123,
wherein the settlement of an unvested award is considered to be a deemed acceleration of
that award' s vesting and a smultaneous repurchase. We note that the IASB viewed this
approach as preferable during its deliberations of the issue. Furthermore, we do not
believe this gpproach isincong stent with other agpects of a grant date model. Under a
grant date model, the subsequent occurrence of events in accordance with the origina
terms of a share-based award (for example, forfeitures) do not have an accounting
consequence. However, we believe that recognition should be given to mutualy agreed
amendmentsto the origind terms of an avard. We would therefore view a settlement
transaction as Ssmilar to anew grant date, in that the entity and the counterparty reach a
new agreement asto the terms of the award. In addition, because further service by the
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counterparty is not required, continued recognition of compensation expense should
likewise not be required.

(d) SFAS 123 does not specify a measurement date for transactions with parties
other than employeesthat are measured at the fair value of the equity
instrumentsissued. Emerging I ssues Task Force | ssue 96-18 Accounting for
Equity Instruments That Are I ssued to Other Than Employees for Acquiring, or
in Conjunction with Selling, Goods or Servicesrequiresthefair value of the
equity instrumentsissued to be measured at the earlier of (i) the date a

(e) performance commitment isreached or (ii) the date performance is complete.
Thisdate might belater than grant date, for example, if thereisno
performance commitment at grant date. Under the draft IFRS, the fair value
of the equity instruments granted ismeasured at grant date in all cases.

Answer

We see no conceptua digtinction between awards granted to employees and those granted
to non-employees. We therefore support asingle model that will be applied consstently to
both classes of service providers. We note that the terms of an award are negotiated at the
inception of an exchange transaction and each party understands that provision of specified
services will result in an equity award with specified terms (a certain number of shares or
the right to purchase a certain number of shares a an agreed-upon price per share). The
fact that the fair value of that equity insrument may later change or that the counterparty
may choose not to provide the specified services should not dter the terms of thet origind
exchange. Condder acase in which the issuer’ s share price declines precipitoudy
following the grant of an option award. In that case, the fair vaue of that avard may
decline to near zero, however the services bargained for at the inception of the arrangement
and ultimately received by the entity may have sgnificant vaue (for example, as measured
by the price commanded by similar services in the open market). Accordingly, we believe
that amodel that measures the fair vaue of the equity instrument granted based upon the
initid terms of the award more accurately reflects the economics of the transaction.

(f) SFAS123requiresliabilitiesfor cash-settled share appreciation rights (SARS)
to be measured using an intrinsic value measurement method. Thedraft IFRS
proposes that such liabilities should be measured using a fair value
measur ement method, which includes the time value of the SARSs, in the same
way that options have time value (refer to paragraphs BC70-BC81 of the Basis
for Conclusonsfor adiscusson of intrinsc value, time value and fair value).
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Answer

Consigtent with our support for a principles-based approach, we support vauing al share-
based awards, including SARS, at fair vaue.

(g) For ashare-based payment transaction in which equity insrumentsare
granted, SFAS 123 requiresrealised tax benefitsto be credited direct to equity
asadditional 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. Thedraft IFRS, in a consequential

(h) amendment to IAS 12 (revised 2000) I ncome Taxes, proposesthat all tax
effects of share-based payment transactions should be recognised in profit or
loss, as part of tax expense.

Answer

We do not believe that dl tax benefits derived from share-based compensation
arrangements should be recognised in income. It would not be appropriate to recognise a
tax benefit from the exercise of employee share options—that is, in excess of the deferred
tax benefit recognised in the income statement a the time of grant - in the income
statement because such tax benefits represent additiona proceeds to the entity from the
issuance of shares, that is, the benefit arises as a result of a capita transaction.

We are dso troubled by the fact that, under the model proposed in the draft IFRS, an entity
might recognise income in respect of future tax benefits that exceed the compensation
expense associated with the award. 1t seemsintuitively wrong for an entity to earn income
from a share-based award measured at grant date.

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

Answer

(1) Paragraph 4 (debt or equity) should be subject to paragraph 35 (hybrids), otherwise
paragraph 4 appears to override the need to consider paragraph 35.

(2) Paragraphs 9 and 11 should be black letter.
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(3)"Pay package" is used throughout the document. Perhaps remuneration would be a
better expression.

000000000000

If you have any questions in relation to this letter please do not hesitate to contact Jochen
Pape, Chair of the PwC Global IAS Board (49 211 981 2905), or lan Wright (44 207 804
3300).

Y ours fathfully

Pricewater houseCoopers
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