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RESPONSE TO QUESTIONS ON THE IASB EXPOSURE DRAFT—
ED 2 SHARE-BASED PAYMENT

Question 1

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

The proposed scope of the IFRS is appropriate. There should be no exceptions for any share-based
payment transactions.

Question 2

Paragraphs 4 - 6 of the draft IFRS propose requirements for the recognition of share-based
payment transactions, including therecognition of an expense when the goodsor servicesreceived
or acquired areconsumed. Aretheserecognition requirementsappropriate? If not, why not, or in
which circumstances ar e the recognition requirements inappropriate?

All share-based payment transactions should be recorded at fair value as determined under an appropriate
valuation method. When an entity issues equity instruments in return for goods or services, the issuing
entity should record what has been received in exchange for consideration given. A liability should be
recorded when equity-based transactions can be settled in cash and equity should be affected for equity-
settled transactions. However, if payment is not made because the transaction was not completed, then
expense should not be recognized.

Question 3

For an equity-settled share-based payment transaction, thedraft IFRSproposesthat, in principle,
theentity should measurethegoodsor servicesreceived, and thecorrespondingincreasein equity,
either directly, at thefair value of thegoodsor servicesreceived, or indirectly, by referencetothe
fair value of the equity instruments granted, whichever fair valueis morereadily determinable
(paragraph 7). There are no exemptionsto the requirement to measur e share-based payment
transactions at fair value. For example, there are no exemptions for unlisted entities. Isthis
measur ement principle appropriate? If not, why not, or in which circumstancesisit not
appropriate?

The use of the fair value method in measuring equity-settled share-based payment transactionsis the
appropriate method. However, there are as yet no reliable methods to properly value equity instruments
granted by unlisted entities. Until appropriate models are developed, flexibility should be permitted.

Question 4

If the fair value of the goods or servicesreceived in an equity-settled share-based payment
transaction ismeasured directly, thedraft |FRS proposesthat fair value should be measured at the
date when the entity obtainsthe goods or receivesthe services (paragraph 8). Do you agreethat
thisistheappropriatedateat which to measurethefair value of thegoodsor servicesreceived? | f
not, at which date should thefair value of the goods or servicesreceived be measured? Why?



The fair value of equity-settled share-based payment transactions should be measured on the date that the
parties involved have a mutual understanding of the terms and conditions of the transaction. Whether the
grantee is an employee or nonemployee, the underlying premise of the transaction is the same—the entity
iswilling to exchange value (i.e., stock options) for value received (i.e., goods or services) as determined
on the contract (grant) date. Therefore, the transaction should be valued at the date the terms of the
transaction are known.

Question 5

If the fair value of the goods or servicesreceived in an equity-settled share-based payment
transaction ismeasured by referenceto thefair value of the equity instruments granted, the draft
IFRS proposes that 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 measur e the fair
value of the equity instruments granted? If not, at which date should the fair value of the equity
instruments granted be measured? Why?

We agree that the grant date is the appropriate date to use to measure the fair value of goods or services
exchanged for equity-settled share-based payments to employees as well as nonemployees. It is generaly
at the grant date that the parties involved have a mutua understanding of the terms and conditions of the
award granted.

Question 6

For equity-settled transactions with parties other than employees, the draft IFRS proposes a
rebuttable presumption that the fair value of the goods or servicesreceived is morereadily
determinablethan thefair value of the equity instruments granted (paragraphs 9 and 10). Do you
agreethat thefair value of thegoodsor servicesreceived isusually morereadily determinablethan
the fair value of the equity instruments granted? In what circumstancesisthis not so?

Yes, generaly the fair value of goods or services received is more readily determinable when negotiated
with third-party suppliers. For transactions with nonemployees, there is usually an independent and
competitive market place where pricing is representative of the fair value of the goods or services being
offered.

Question 7

For equity-settled transactionswith employees, the draft |FRS proposes that the entity should
measur ethefair value of theemployee servicesreceived by referencetothefair value of the equity
instrumentsgranted, becausethelatter fair valueismorereadily deter minable (par agraphs 11 and
12). Doyou agreethat thefair value of the equity instruments granted ismorereadily
determinablethan thefair value of theemployee servicesreceived? Arethereany circumstancesin
which thisis not so?

Yes, the fair value of equity instruments granted is more readily determinable. Determination of the fair
value of the services an employee rendersis difficult to quantify since the benefits received by the
employing entity have an intangible quality that cannot be quantified.

Question 8
Paragraphs 13 and 14 of the draft IFRS propose requirements for determining when the
counter party 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. Doyou agreethat it isreasonableto presumethat the servicesrender ed by the counter party
asconsideration for theequity instrumentsarereceived during thevesting period? If not, when are
the servicesreceived, in your view?

Y es, the compensation costs attributable to the fair value of equity instruments granted should be
recognized in the financia statements during the required service period.

Question 9

If theservicesreceived aremeasured by using thefair value of theequity instrumentsgranted asa
surrogate measure, the draft IFRS proposes that the entity should determine the amount to
attribute to each unit of service received, by dividing the fair value of the equity instruments
granted by the number of units of service expected to bereceived during the vesting period
(paragraph 15). Do you agreethat if thefair value of the equity instruments granted isused as a
surrogate measur eof thefair value of the servicesreceived, it isnecessary to deter minethe amount
to attributeto each unit of servicereceived? If not, what alter native approach do you propose? I f
an entity isrequired to determinethe amount to attribute to each unit of service received, do you
agreethat this should be calculated by dividing thefair value of the equity instrumentsgranted by
the number of units of services expected to be received during the vesting period? If not, what
alternative method do you propose?

Although the attribution method proposed in the IFRS allocates expense in a systematic and rational
manner, it will be cumbersome to apply, especially for larger entities where equity instruments are
granted to tens of thousands of employees. The straight-line method also provides for a reasonable
allocation of expense over the service period, but it is a smpler method to apply. Both methods provide
rational ways to recognize expense over time. Other than that, there is no difference to indicate that one
dternative is better than the other. Whichever method is used, it only provides aformulafor timing the
recognition of the expense estimate, which should be trued up at maturity to reflect only the cost of the
equity instruments that actually vest and are issued.

Question 10

In an equity-settled share-based payment transaction, the draft IFRS proposes that having
recognised the servicesreceived, and a cor responding increasein equity, theentity should makeno
subsequent adjustment to total equity, even if theequity instrumentsgranted do not vest or, in the
case of options, the optionsar enot exer cised (par agraph 16). However, thisrequirement does not
precludetheentity from recognising atransfer within equity, i.e. atransfer from one component of
equity to another. Do you agree with this proposed requirement? If not, in what circumstances
should an adjustment be madeto total equity and why?

No. Firg, transfers should not be made within equity unless thereis justification to do so. Second, and
more importantly, the total compensation expense to be recognized over time should equd the fair value
of the equity instruments at grant date times the actual number of equity instruments issued at the vesting
date. Only the vaue of the equity instruments actually issued under the performance criteria should be
recognized in the financia statements since thisis representative of the value given up by the entity.
Therefore, in the case of forfeitures due to the failure to achieve the required service and/or performance
conditions, expense previoudy recognized for those forfeited instruments should be reversed so that
expense relating to only vested and issued equity instruments is ultimately recognized in earnings. In the
case of options, once the options vest, the expense should be fixed and not reversed if the options are not
exercised.



A simple way of viewing aforfeiture event is to compare it to a cash transaction. Assume an entity offers
a cash award to an employee if he or she remains with the entity for a three-year period. If the employee
stays for the three-year period, then he or she will receive the cash bonus payment. The entity will record
the expense over the three-year “vesting” period. If an employee leaves after two years, then he or she
does not receive the cash payment and the entity would adjust the expense accrual, accordingly, for the
lower cash amount to be paid (i.e., reversal of the expense accrual at date of forfeiture). The accounting
for the compensation expense that is related to an equity-settled award should be the same as for a cash
award. Thereisno basisfor compensation expense to be recognized differently depending on the form of
the compensation payment.

Question 11

Thedraft IFRS proposes that the entity should measure the fair value of equity instruments
granted, based on market pricesif available, taking into account the terms and conditions of the
grant (paragraph 17). In the absence of a market price, the draft | FRS proposesthat the entity
should estimate the fair value of options granted, by applying an option pricing model that takes
into account various factors, namely the exer cise price of the option, the life of the option, the
current price of the underlying shares, the expected volatility of the share price, the dividends
expected on the shares (whereappropriate) and therisk-freeinterest ratefor thelife of theoption
(paragraph 20). Paragraph 23 of the proposed IFRS explainswhen it is appropriate to take into
account expected dividends. Do you agree that an option pricing model should be applied to
estimate thefair value of optionsgranted? If not, by what other means should thefair value of the
optionsbeestimated? Aretherecircumstancesin which it would beinappropriate or impracticable
to take into account any of the factorslisted above in applying an option pricing model?

Y es, the market has demonstrated that option-pricing models are the appropriate tools to price options.
Consistent with market practice, the value of employee stock options should be measured using an
option-pricing moddl. However, no one particular option-pricing model should be mandated. Current
models were devel oped to price short-term marketable options and, recently, models have been used to
price longer-dated marketable options. However, existing models do not incorporate al the variables
needed to produce accurate valuations of employee stock options, because these models exclude such
components as forfeiture and nontransferability, among others conditions. Entities should be encouraged
to experiment with modifications to the basic option-pricing modelsin order to produce more religble
valuations of their employee stock options based on the terms and conditions of the options granted.

Also, additional guidance should be provided to the extent that such guidance would establish a base that
could be built on as option-pricing models evolve to address the difficulties in valuing employee stock
options. Existing option-pricing models, such as the Black Scholes and Binomial models, are widdly

used and provide arelatively smple and consistent valuation. Designating these models as a base
standard will not produce accurate valuations, but will provide alevel of consistency and comparability in
the results reported. Further, this approach would provide entities with the foundation that could be used
to develop enhanced option-pricing models that would produce more reliable vauations.

Question 12

If an option is non-transferable, thedraft |FRS proposesthat the expected life of an option rather
than its contracted life should be used in applying an option-pricing model (paragraph 21). The
draft IFRS also proposes requirements for optionsthat are subject to vesting conditions and
therefore cannot be exercised during the vesting period (paragraph 22). Do you agree that
replacing an option’scontracted lifewith itsexpected lifewhen applying an option pricing model is



an appropriate means of adjusting the option’sfair value for the effects of non- transfer ability? I
not, doyou havean alter native suggestion? I sthe proposed requirement for taking into account the
inability to exercise an option during the vesting period appropriate?

Nontransferability is a variable that should be incorporated into the option-pricing moddl. However,
current option-pricing models do not take this into consideration and, therefore, at this point, do not
produce reliable valuations of employee stock options. Use of the expected life in the option-pricing
model does produce areduction in value. However, it is not reflective of the diminution in vaue resulting
from nontransferability. Efforts should continue in modifying the basic option-pricing modd until a
reliable modd is developed to accurately reflect the terms of employee stock options. In the interim to
provide consistency and comparability among reporting entities, the lASB should prescribe an
gppropriate discount or haircut to be applied by al entities in valuing employee stock options to reflect
the reduction in value due to nontransferability.

Question 13

If a grant of sharesor optionsisconditional upon satisfying specified vesting conditions, the dr aft
| FRSproposesthat these conditions should betaken into account when an entity measuresthefair
value of the shares or optionsgranted. In the case of options, vesting conditionsshould betaken
into account either by incorporating them into the application of an option pricing model or by
making an appropriate adjustment to the value produced by such amodel (paragraph 24). Do you
agreethat vesting conditionsshould betaken into account when estimating thefair value of options
or sharesgranted? If not, why not? Do you have any suggestionsfor how vesting conditions should
be taken into account when estimating the fair value of shares or options granted?

Conditions which place restrictions on equity instruments that normally do not exist for equity issued in
the market place should be taken into consideration when estimating the fair value of equity instruments
granted. Three restrictions normaly included in equity-settled share-based awards to employees are
nontransferability, forfeiture and performance targets.

When the ability to transfer equity instruments is restricted, the market has clearly demonstrated that
such nontransferable instruments (e.g., unregistered shares) trade at significant discounts to the price
of readily transferable instruments. This discount should be reflected in the award’ s value.

Employees forfeit the right to receive the equity-settled share-based award if they terminate
employment prior to completion of the required service period, the value of the equity instruments on
grant date should reflect thisrisk value. The fact that the award can be lost if the employee does not
fulfill the service or performance requirements is a restrictive feature embedded in the terms of the
award and, therefore, a component of its value.

If awards vest only if designated performance targets are achieved (e.g., atargeted common stock
price, or other targeted objective, such as achieving sales, levels of production or income, or
productivity goals), the potentia for achieving the target directly affects the probability of vesting.
Although difficult if not impossible to value objectively, the risk associated with meeting the target
should be incorporated into the vauation model.

Question 14

For optionswith areload feature, thedraft | FRS proposesthat thereload featur e should betaken
into account, wher e practicable, when an entity measures the fair value of the options granted.
However, if thereload featureisnot taken into account in the measur ement of thefair value of the



options granted, then the reload option granted should be accounted for as a new option grant
(paragraph 25). Isthisproposed requirement appropriate? If not, why not? Do you have an
alternative proposal for dealing with options with reload featur es?

No, option-pricing techniques have not yet evolved sufficiently enough to reliably vaue “plain vanillad’

employee stock options. Therefore, they have not sufficiently evolved to reliably vaue more complex
instruments. Vauing each reload event as a new grant provides a workable, interim solution until the
time that option-pricing techniques evolve to the point that incorporating reload features into the model
and producing reliable measurement can be demonstrated.

Question 15

Thedraft IFRS proposes requirements for taking into account various features common to
employee shar e options, such as non-transferability, inability to exercise the option during the
vesting period, and vesting conditions (paragraphs 21- 25). Arethereother common features of
employee share options for which the IFRS should specify requirements?

Other factors that need to be considered in the valuation process for employee stock options will depend
on the terms and conditions of each particular issuance. However, the factors proposed for inclusion by
the IFRS (i.e., nontransferability, forfeiture and performance targets) are the predominant features in most
stock option grants.

Question 16

Thedraft IFRSdoesnot contain prescriptive guidance on the estimation of thefair value of options,
consistently with the Boar d’ s obj ective of setting principles-based standardsand to allow for future
developmentsin valuation methodologies. Do you agree with this approach? Are there specific
aspects of valuing options for which such guidance should be given?

Y es. Current option-pricing models do not take into consideration all variables and scenarios particular to
stock options granted to employees. Therefore, it would not be appropriate at this time to prescribe an
exact model since current models available do not assure accurate fair value results. Entities should be
encouraged to experiment with modifications to the current option-pricing models to produce more
reliable vauations of employee stock options incorporating terms and conditions typica to stock options
granted.

Question 17

If an entity repricesa shareoption, or otherwise modifiesthetermsor conditionson which equity
instrumentsweregranted, thedraft | FRS proposesthat the entity should measur etheincremental
value granted upon repricing, and include that incremental value when measuring the services
received. Thismeansthat the entity isrequired to recognise additional amounts for services
received during theremainder of the vesting period, i.e. additional to the amountsrecognised in
respect of the original option grant. Example 3 in Appendix B illustrates this requirement. As
shown in that example, theincremental valuegranted on repricingistreated asa new option grant,
in addition totheoriginal option grant. An alternativeapproach isalsoillustrated, wher eby thetwo
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 servicesreceived,
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 the two methodsillustrated in Example 3,
which is more appropriate? Why?



The modification of an award that makes it more valuable is effectively an exchange of the original award
for anew award with greater value. The incrementa value to the employee from the issuance of a new
award should be measured and accounted for as incremental expense. We believe that the more
appropriate method for recognizing the incremental expense is the second dternative. This dternative
provides for a more rational method of expense recognition since the incremental cost due to the repricing
is combined with the unamortized cost of the original grant and spread evenly over the remaining vesting
period of the modified award.

Question 18

If an entity cancels a share or option grant during the vesting period (other than a grant cancelled
by forfeiturewhen the vesting conditionsar e not satisfied), thedraft |FRS proposesthat the entity
should continue to recognise the services rendered by the counter party in the remainder of the
vesting period, asif that grant had not been cancelled. Thedraft | FRS also proposesrequirements
for dealing with any payment made on cancellation and/or a grant of replacement options, and for
therepurchase of vested equity instruments. Arethe proposed requirementsappropriate? | f not,
please explain why not and provide details of your suggested alter native approach.

Cancellation of a share or option grant before vesting is complete is effectively an accelerated vesting of
the award and, therefore, al unrecognized expense should be recognized upon cancellation. It is not
appropriate to continue to recognize expense over the remaining vesting period since the entity no longer
expects to receive any servicesin return for the awards granted. However, cash payments made in
exchange for vested awards should reduce equity in an amount not to exceed the fair value of the
respective award. Any excess over that amount should be recognized as additional expense.

Question 19

For cash-settled share-based payment transactions, thedraft | FRS proposesthat theentity should
measur e the goods or services acquired and theliability incurred at the fair value of the liability.
Until the liability is settled, the entity should remeasure thefair value of theliability at each
reporting date, with any changesin value recognised in the income statement. Arethe proposed
requirements appropriate? If not, please provide details of your suggested alter native approach.

Yes. Because these awards are cash-settled, the ultimate settlement amount is not known until the
settlement value isfixed. Accordingly, the liability must be remeasured each period to reflect changesin
its value.

Question 20

For share-based payment transactionsin which either theentity or the supplier of goodsor services
may choose whether theentity settlesthetransaction in cash or by issuing equity instruments, the
draft IFRS proposesthat the entity should account for the transaction, or the components of that
transaction, as a cash-settled share-based payment transaction if theentity hasincurred aliability
to settlein cash, or as an equity-settled share-based payment transaction if no such liability has
been incurred. The draft IFRS proposes various requirementsto apply this principle. Arethe
proposed requirements appropriate? If not, please provide details of your suggested alter native
approach.

The substance of the transaction as well as the past settlement practices should dictate the proper
accounting for an award. When past history has shown that the grantor or grantee (whomever has the



option to select the means of settlement) has chosen stock to settle the transaction, then these amounts
should appropriately be recorded equity. If past history provesthat cash is typicaly the form of
settlement, then aliability should be recorded for such awards and then remeasured each period to reflect
changesin its value over the required service period.

Question 21

Thedraft IFRS proposes that an entity should disclose information to enable user s of financial

statements to under stand:

(@) thenature and extent of share-based payment arrangementsthat existed during the period,

(b) how thefair value of thegoodsor servicesreceived, or thefair value of the equity instruments
granted, during the period was deter mined, and

(c) theeffect of expenses arising from share-based payment transactionson the entity’ s profit or
loss.

Arethese disclosurerequirements appropriate? I f not, which disclosure requirements do you

suggest should be added, deleted or amended (and how)?

We support the efforts of the IASB to provide users of financia statements with the information
necessary to enable full understanding and analysis of the impact of granting equity-based awards. The
disclosures proposed in the IFRS achieve this objective with the following exceptions:

a) Disclosure to describe the method used to produce the fair value of equity-based awards should be
required. Additiondly, if the option-pricing model used is modified to incorporate other variablesinto
the valuation, then information should be provided to describe the nature and effect of the modifications.

b) The IFRS disclosures shown in paragraph 48 (8)(ii)-(v) and (b) should not be required. The
information to be disclosed isin support of the assumptions used in the valuation process. Other assets
and liabilities recorded on the balance sheet are carried at fair value, but disclosure of the underlying
bases for their valuation assumptions is not required.

Question 22

Thedraft IFRS proposesthat an entity should apply the requirements of the IFRS to grants of
equity instrumentsthat wer e granted after the publication date of this Exposur e Draft and had not
vested at the effectivedate of the |IFRS. It also proposesthat an entity should apply retrospectively
therequirementsof thel FRStoliabilitiesexisting at the effective date of the IFRS, except that the
entity is not required to measur e vested share appreciation rights (and similar liabilities) at fair
value, but instead should measur e such liabilities at their settlement amount (i.e. the amount that
would have been paid on settlement of the liability had the counter party demanded settlement at
the date theliability is measured). Arethe proposed requirements appropriate? If not, please
provide details of your suggestions for the IFRS stransitional provisions.

The trangition provisions of the IFRS should require that all awards granted, modified, or settled as of the
beginning of the year that the IFRS is adopted be accounted for on a prospective basis. This should also
apply to liabilities incurred after the effective date of adoption.

Question 23
Thedraft IFRS proposesa consequential amendment to 1 AS 12 (revised 2000) I ncome Taxestoadd

an exampleto that standard illustrating how to account for thetax 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?

No. Theinitial tax benefit recorded is based on the compensation expense recognized in the period.
Incremental tax benefits arise based on actions by third parties (e.g., the employees) at future dates based
on market values. As such, they result from equity-related transactions unrelated to the operating
activities of the entity and, consequently, should be accounted for as equity transactions.

Question 24

In developing the Exposur e Draft, the Board considered how variousissuesaredealt with under

the US standard SFAS 123 Accounting for Stock- Based Compensation , asexplained further in the

Basisfor Conclusions. Although thedraft IFRSissimilar to SFAS 123 in many respects, thereare

some differences. The main differencesinclude the following.

(@ Apart fromtransactionswithin the scopeof another |FRS, thedraft IFRSdoesnot proposeany
exemptions, either from therequirement to apply thel FRS or from therequirement to measure
share-based payment transactions at fair value. SFAS 123 contains the following exemptions,
none of which areincluded in the draft IFRS:

- employeesharepurchaseplansareexcluded from SFAS 123, provided specified criteriaare
met, such as the discount given to employeesisrelatively small;

- SFAS 123 encour ages, but does not require, entities to apply its fair value measurement
method torecognisetransactionswith employees; entitiesare permitted to apply instead the
intrinsic value measurement method in Accounting Principles Board Opinion No. 25
Accounting for Stock Issued to Employees (paragraphs BC70- BC74 in the Basis for
Conclusions give an explanation of intrinsic value); and

- unlisted (non-public) entities are per mitted to apply the minimum value method when
estimating the value of share options, which excludes from the valuation the effects of
expected sharepricevolatility (paragraphsBC75- BC78intheBasisfor Conclusionsgivean
explanation of minimum value).

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

- under SFAS 123, the estimate of the fair value of an equity instrument at grant date isnot
reduced for the possibility of forfeiture dueto failureto satisfy the vesting conditions,
whereas the draft | FRS proposes that the possibility of forfeiture should be taken into
account in making such an estimate.

- under SFAS 123, the transaction is measured at the fair value of the equity instruments
issued. Because equity instrumentsare not regarded asissued until any specified vesting
conditions have been satisfied, the transaction amount is ultimately measured at the
number of vested equity instruments multiplied by thefair value of those equity
instrumentsat grant date. Hence, any amountsrecognised for employee servicesr eceived
during thevesting period will be subsequently reversed if the equity instruments granted
areforfeited. Under thedraft | FRS, thetransaction ismeasur ed at thedeemed fair value of
theemployee servicesreceived. Thefair value of theequity instrumentsgranted isused asa
surrogate measur e, to determine the deemed fair value of each unit of employee service
received. Thetransaction amount isultimately measured at the number of unitsof service
received during the vesting period multiplied by the deemed fair value per unit of service.
Hence, any amounts recognised for employee servicesreceived are not subsequently
reversed, even if the equity instruments granted are forfeited.



(©)

If, during thevesting period, an entity settlesin cash agrant of equity instruments, under SFAS
123 those equity instruments areregarded as having immediately vested, and therefore the
amount of compensation expense measur ed at grant date but not yet recognised isrecognised
immediately at the date of settlement. Thedraft |FRS doesnot requireimmediate recognition
of an expense but instead proposes that the entity should continue to recognise the services
received (and hencetheresulting expense) over theremainder of thevesting period, asif that
grant of equity instruments had not been cancelled.

(d) SFAS 123 does not specify a measurement date for transactions with parties other than

(e)

(f)

employeesthat are measur edat thefair value of the equity instrumentsissued. Emerging | ssues
Task Force Issue 96- 18 Accounting for Equity I nstruments That Are Issued to Other Than
Employees for Acquiring, or in Conjunction with Selling, Goods or Services requiresthefair
value of the equity instrumentsissued to be measured at the earlier of (i) thedatea

per formance commitment isreached or (ii) the date performanceiscomplete. Thisdate might
be later than grant date, for example, if thereis no performance commitment at grant date.
Under the draft IFRS, the fair value of the equity instruments granted is measured at grant
datein all cases.

SFAS 123requiresliabilitiesfor cash-settled shareappreciation rights (SARs) tobemeasured
using an intrinsic value measurement method. Thedraft IFRS proposes that such liabilities
should be measured using a fair value measurement method, which includesthe time value of
the SARs, in the sameway that optionshavetimevalue (refer to paragraphsBC70- BC81 of the
Basisfor Conclusionsfor a discussion of intrinsic value, time value and fair value).

For a share-based payment transaction in which equity instruments are granted, SFAS 123
requiresrealised tax benefitsto becredited direct to equity asadditional paid-in capital, tothe
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 amendment to | AS 12 (revised 2000) I ncome Taxes, proposes that all tax effectsof
share-based payment transactionsshould berecognised in profit or loss, aspart of tax expense.

For each of the above differences, which treatment isthe most appropriate? Why? If you regard
neither treatment as appropriate, please provide details of your preferred treatment.

Our views on the questions above are as follows:

(@)

If accounting guidance is to be principle-based, then all stock-based compensation plans should
follow the same guidance, except in the case where the transaction may be immateria to the entity’s
financiad statements. All share-based payment transactions should result in expense computed based
on the fair value of the awards granted and recognized over the period that services are rendered.
This principle should be required of al public and nonpublic entities in order to promote the
comparability of financial statements. Because a nonpublic entity’s stock priceis not available, a key
measure in the option-pricing model is missing; therefore, option values camnot be objectively
measured. Thereis no assurance that the |ASB approach would be significantly more reliable in
determining fair value versus the minimum vaue method prescribed by SFAS 123.

(b) The expected forfeitures should be incorporated into the estimate of fair value. Asdiscussed in

Question 13 above, if the employee does not fulfill the service requirement, then the award is lost.
Since forfeitability is embedded into the terms of the award, it is a component of the award’ s value
and should be included in the option-pricing model. However, inclusion of the forfeitability feature
into the option-pricing mode would be difficult if not impossible to determine. Accordingly,
compensation expense to be recognized over the required service period should be equd to the fair
value of the options at grant date times the actual number of options that actually vest, and
expense previously recognized for options that are forfeited should be reversed.
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Cash payments made to settle an equity-based award is an accelerated vesting event and the
remaining expense related to those instruments should be immediately recognized in the financia
statements at that time.

We disagree with the guidance in Issue 96-18. We concur with the IFRS proposal that equity-based
transactions, whether with employees or nonemployees, should be measured at the same date-- the
date of grant. The only exception would be when al the terms of the transaction are not known at the
date of grant. The value would be fixed when al the terms are known.

Cash-settled SAR'’s have effectively the same characteristics as options (i.e., value is based on
changes in value of the underlying entity’ s stock) and, therefore, should be accounted for at fair value

using an option-pricing model. The value calculated at grant date should be remeasured each period
for valuation changes to be recognized in the statement of income.

Initial tax benefits based on compensation expense should be recorded in the income statement.
However, incremental tax benefits arising in the future, based on actions by third parties, are equity-
related transactions and, therefore, should be recorded in equity.

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

None.
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